Curing Our Ailing

Deposit-Insurance System

R arely does a day go by without more bad
news about the state of federal deposit in-
surance. Recent reports suggest that the cost of
bailing out savings and loan associations and
their insurance fund will be much higher than
the $160 billion originally projected. In fact, in
just one year, estimates have more than tripled
to $500 billion.! And on top of the distressing

*Loretta J. Mester is a Senior Economist and Research
Adviser in the Banking and Financial Markets Section of the
Research Department, Federal Reserve Bank of Philadel-
phia.
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news about S&Ls, other reports suggest that
the fund that insures commercial banks may be
running out of money as well.

What's wrong with the federal deposit-in-
surance system and what can be done to repair
it? A forthcoming Treasury Department study
may provide some answers. In the meantime,
various regulators, trade groups, and econo-

Bothestimates include 10 years of interest expense. The
$500 billion estimate is L. William Seidman'’s, chairman of
the FDIC and RTC. See “Seidman Says Bailout Could Cost
$200 Billion Plus Interest,” American Banker (July 31, 1990).
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mists have their own proposals for reforming
deposit insurance. The more radical proposals
suggest taking the system away from the fed-
eral government and putting it into the hands
of private insurers. Most of the proposals,
however, focus on the fundamental flaws of
the current system and on what can be done to
repair it.

GOALS OF DEPOSIT INSURANCE

Banks serve an important role in our econ-
omy.? By intermediating between investors
(depositors) and borrowers, they provide an
efficient way to get funding to projects that
would otherwise have a hard time getting capital.
Typically, banks invest in assets that aren’t
readily marketable. An example would be a
loan to fund a company’s plan for expansion.
Since the market isn’t putting a price on the
expansion plan, it is up to the bank to deter-
mine if the firm is creditworthy and if expan-
sion makes sense given the current economic
environment.

In a world without banks, the plan, even if
sound and socially beneficial, might go un-
funded. A smallinvestor would probably find
it too costly to do the necessary credit analysis,
given thereturn she could expecton herinvest-
ment. Moreover, it would be inefficient for
eachinvestor to do her own evaluation. Banks,
however, specialize in such information-gath-
ering, so they can usually do the analysis at a
much lower cost, and only once on behalf of
many depositors. Thus, the banking system
provides an efficient conduit between inves-
tors and borrowers.

Banks also provide depositors with a safer
investment than those they could make on
their own. By pooling the funds from many
depositors and making a variety of different

2The term "bank” will refer not only to commercial banks
but to other depository institutions, including savings and
loans, savings banks, and credit unions.
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loans, banks are able to diversify their portfo-
lios and lower their risk.?> Depositors, mean-
while, are promised a fixed rate of return; they
get the benefit of a diversified portfolio at a
lower cost than if they had to diversify on their
own. And their deposits are very liquid—people
can withdraw their money from the bank
whenever necessary. This would not have
been possible had depositors invested directly
infirms’ projects, which might not pay off until
some future date. The payments system relies
on this liquidity.

Preventing Bank Runs. But the benefits
banks provide to society can be disrupted by a
costly bank run. Without deposit insurance, if
a depositor learned her bank had made poor
investment decisions and was on the verge of
insolvency, then she would have an incentive
to be among the first to withdraw her deposits
before the bank ran out of money. If news
about the bank spread, more and more deposi-
tors would rush to take their money out of the
bank as well, a situation known as a bank run.
Depositors who got to the bank too late would
lose their money, but those who got to the bank
in time would typically redeposit their money
in another bank. The bank that had misman-
aged its funds would be out of business (as it
should be), but the rest of the banking system
and the payments system would be intact.

Occasionally, though, depositors” confidence
is shaken so much that they would rather keep
their money out of banks altogether. Thus, a
run at one bank can spread to other banks,
regardless of their health. These contagious
bank runs can drive solvent banks insolvent if
they have to sell assets at “fire sale” prices to
meet liquidity needs.

30f course, this is not true of all depository institutions.
To meet the “qualified thrift lender” test, an S&L must hold
at least 70 percent of its portfolio in housing-related assets.
This requirement reduces the S&L’s ability to lower the
riskiness of its portfolio via diversification.
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Historically, most runs have been stopped
before they could hurt the banking system as a
whole.* But system-wide contagious bank runs
did cause the collapse of the banking system

4For an informative summary of the historical evidence,
see Chapter 2 of Perspectives on Safe and Sound Banking: Past,
Present,and Futureby George]. Benston, Robert A. Eisenbeis,
Paul M. Horvitz, Edward J. Kane, and George G. Kaufman
(Cambridge, MA: MIT Press, 1986).
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during the Depression, whensome 9,000 banks
failed in a four-year period. While the first
banks to failin the early 1930s did so because of
poor-quality assets, the other, fundamentally
sound banks were forced into bankruptcy as
depositors rushed to withdraw their money.
Deposit insurance is one way to stop such
contagious bank runs and promote the stability
of the payments system (see The History of U.S.
Deposit Insurance). If depositors are confident

The History of U.S.

chartered banks’ notes out of existence.

agricultural problems.

showed that deposit insurance would not work.

administered by the FDIC.

Although the banking panic of the 1930s spurred creation of the Federal Deposit Insurance
Corporation (FDIC) in 1933 and the Federal Savings and Loan Insurance Corporation (FSLIC) in 1934,
the idea of deposit insurance had been around for a long time before that. The first government
insurance fund was New York’s Safety Fund, established in 1829. Between 1831 and 1858, Vermont,
Indiana, Michigan, Ohio, and Iowa established insurance programs as well. All systemsbutIndiana’s
involved the creation of an insurance fund, to which all banks paid an assessment. In Indiana, all
participating banks mutually guaranteed the liabilities of a failed bank, and special assessments were
made as needed. The Ohio and lowa programs alsoincluded this mutual-guarantee provision. These
state programs faded after the Banking Act of 1863 established a national currency, legislating state-

During the next 50 years there were several banking panics. (The Federal Reserve System was
established in 1913 after a particularly severe paric in 1907.) Between 1907 and 1917, eight states
adopted deposit-insurance systems, but by the early 1930s all had failed. The systems had insufficient
funds to handle the numerous bank failures caused by the 1921 depression and that decade’s severe

Some 150 proposals for deposit insurance or guarantees were introduced into Congress between
1886 and 1933, but none came close to passage until the Banking Act of 1933. Opponents to deposit
insurance included President Roosevelt’s Secretary of the Treasury, William H. Woodin, some
members of Congress, and part of the banking industry. They argued that the demise of the state funds

Chairman of the House Banking Committee, Henry B. Steagall, and the publicled to eventual passage
of the Banking Act of 1933. The Act authorized a temporary FDIC—funded by the Treasury, Federal
Reserve System, and premium assessments on the banks—which insured each deposit account up to
$2,500. The permanent FDIC was established by the Banking Act of 1935, which also raised theamount
of coverage to $5,000 per account. Subsequently, the limit was raised five more times: to $10,000 in
1950, to $15,000 in 1966, to $20,000 in 1969, to $40,000 in 1974, and to $100,000 in 1980. Similarly,
insurance coverage of savings and loan deposits was increased to its current $100,000 level.

The Financial Institutions Reform, Recovery, and Enforcement Act of 1989 abolished the FSLIC and
replaced it with the Savings Association Insurance Fund, which insures savings and loan deposits.
This fund and the separate Bank Insurance Fund, which insures commercial bank deposits, are

Source: Federal Deposit Insurance Corporation: The First Fifty Years (Washington, D.C.: FDIC, 1984).

Deposit Insurance

However, support for federal insurance by the
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they will be paid even if their bank fails, they
feel no urgency to withdraw their money. Solvent
banks won't be forced into insolvency because
of rumors. And even if the rumors turn out to
be true, insured depositors won't suffer losses:
another goal of our federal deposit-insurance
system is to protect small depositors, since
they are considered less able than large deposi-
tors to evaluate the safety of their banks.

WHAT’S WRONG
WITH THE CURRENT SYSTEM?

An increase in bank failures and the finan-
cial problems of the insurance funds have pointed
out some fundamental problems with our fed-
eral deposit-insurance system. Up until the
1980s, the system was working well. Conta-
gious bank runs had been eliminated and bank
failures were few. But beginning in the 1980s,
increased interest rate volatility, severe prob-
lems in the energy and agriculture sectors, and
increased competition from nondepository
institutions caused the number of bank failures
to increase sharply.® This put ahugeburden on
the deposit-insurance funds—indeed, the Fed-
eral Savings and Loan Insurance Corporation’s
fund became insolvent in 1986.5

Thehealth of the Bank Insurance Fund (BIF),
which insures commercial bank deposits, is
also being questioned. In 1989, the Federal
Deposit Insurance Corporation (FDIC), which
administers BIF, posted its second operating
loss in history, and the ratio of BIF’s reserves to
insured deposits fell to 0.7 percent, down from
1.10 percent just two years before. If deposi-

3In the 40 years from 1940 through 1979, only 299 in-
sured commercial banks were closed, while in the nine
years from 1980 through 1988, 879 banks were closed. (See
Dwight M. Jaffee, “Symposium on Federal Deposit Insur-
ance for S&L Institutions,” Journal of Economic Perspectives 3
(Fall 1989) pp. 3-10.

8Savings Institutions Sourcebook (Washington, D.C.:
United States League of Savings Institutions, 1989) p. 64.
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tors’ confidence in the insurance system is
eroded, then the system cannot work to avert
bank runs. (A recent example is the Ohio S&L
crisis. In 1985, reports of losses at Home State
Savings Bank in Cincinnaticaused arun. When
the Ohio Deposit Guarantee Fund, which in-
sured Home, was unable to bail out the deposi-
tors, the run spread to other S&Ls insured by
this state fund.) If we expect the deposit insur-
ance system to be able to meet its goals in the
future, we must repair its problems now.

Incentive Problems. Risk-taking is neces-
sary for economic progress, and banks facili-
tate this by investing in risky assets. But the
current deposit-insurance system encourages
banks to take on more risk than is best for
society. A bank’s equity holders get all the
benefits if the risk pays off, but they don’t have
to pay for taking on morerisk. Insured deposi-
tors have no incentive to demand a higher rate
on deposits they put in riskier banks. Often at
the larger banks, large depositors, who are
supposedly uninsured, don’t demand much of
arisk premium since typically they don’t suffer
losses because of the way the FDIC has chosen
to close large banks. For large banks, the FDIC
usually finds a buyer who takes on all the
liabilities, both insured and uninsured, of the
failed bank. Or the FDIC makes direct loans to
the bank, again covering the bank’s uninsured
creditors. Also, under the current system, each
bank pays a flat rate for insurance, regardless
of the riskiness of its portfolio.” Under this flat-
rate system, regulations and examinations are
intended to control bank risk-taking, but they
have been increasingly ineffective.

"Before FIRREA was passed, commercial banks paid a
premium of 8.3 cents per $100 of deposits. Under FIRREA,
the premium is scheduled to rise to 12 cents per $100 of
deposits for 1990 and to 15 cents thereafter.

8FSLIC’s problems were exacerbated by deregulation in
the early 1980s, which permitted the fatal combination of
expanded S&L powers with relaxed net-worth require-
ments.
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Thus, neither the regulators nor the insured
depositors demand that banks pay more for
taking on more risk. As a bank gets closer to
bankruptcy, there is a tendency for stockhold-
ers to “bet the bank,” since they have every-
thing to gain and little tolose. If the risk doesn’t
pay off, the deposit insurer takes the loss.

CAN WE FIX IT?

The S&L crisis threw into bold relief the
shortcomings of our federal deposit-insurance
system. To avoid another crisis, we could take
one of two paths: find another way to avert
bank runs and ensure the stability of the finan-
cial system, or retain federal deposit insurance
but reduce the incentives it creates for exces-
sive bank risk-taking. In the near term, the first
path seems infeasible.

Loans From the Lender of Last Resort. Some
feel that federal deposit insurance is not the
best way to avert systemic bank runs. They
argue that the Federal Reserve, as lender of last
resort, could play a much bigger role than it
currently does in stabilizing the payments
system. Bank runs are costly when they cause
solvent banks to fail and disrupt the payments
system. These banks have good assets, but
they aren’t liquid enough to satisfy depositor
demand during a run. Rather than having to
liquidate their assets at fire-sale prices, these
banks might be allowed to pledge the assets as
collateral for loans from the Fed. The loans
would solve the temporary liquidity problems,
preventing runs from sending these banks into
insolvency. According to this view, deposit
insurance could play a much smaller role in
such a design and might even be privately
administered.’

Anna J. Schwartz makes this argument in “Financial
Stability and the Federal Safety Net,” Chapter 2 of Restruc-
turing Banking and Financial Services in America, William S.
Haraf and Rose M. Kushmeider, eds. (Washington, D.C.:
American Enterprise Institute, 1988).
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Opponents of this approach fear the Fed
would not act swiftly enough to prevent theill
effects of a run once it started. To support this
view, they point to the banking crisis of the
1930s, when the Fed failed to provide the needed
liquidity. Increasing the Fed’s role in provid-
ing liquidity to solvent banks experiencing
temporary problems is desirable, but informa-
tion problems probably preclude it from being
the sole source of stability. Toavoid extending
loans to truly insolvent banks, the Fed would
need very good information about the quality
of the assets being pledged as collateral. If a
bank that had taken on too much risk and had
gotten itself into trouble found it easy to bor-
row from the Fed, then the Fed would, in effect,
be subsidizing excessive risk-taking.

Private Insurance. Itis unlikely that deposit
insurance can be totally private rather than
government sponsored. First, private insur-
ance lacks the credibility of federal insurance.
The federal government, unlike private insur-
ers, can impose taxes to maintain the solvency
of the insurance fund. (The bailout of FSLIC is
a case in point.) This credibility is essential if
insurance is to prevent bank runs. Second, it
isn’t clear that private insurers will be able to
obtain as much capital as is necessary to sup-
port such insurance, since the level of deposits
to be insured is so large—total deposits in
commercial banks averaged over $2 trillion in
1989. And unless private insurers were given
sufficient powers to close insolvent banks, the
number of these banks permitted to remain
open and engage in risky behavior is likely to
be higher in private-insurance schemes, expos-
ing the funds to larger losses. Finally, since the
social benefits of a stable financial system do
notaccruetoindividual banks, a totally private
insurance system would probably provide too
little insurance for the system.

Narrow Banks. Another alternative to the
current system of federal deposit insurance is
the “narrow bank” plan. This plan would
reduce the need for deposit insurance by re-
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stricting the activities a bank could fund with
insured deposits. Abankwould provide trans-
actions services by investing deposits in virtu-
ally riskless assets.!® Essentially, the narrow
bank could invest in short-term Treasury and
federal-agency securities, the least risky assets
available. Under this setup, the narrow bank
could be one affiliate of a bank holding com-
pany. Allother bankactivities would be placed
in other affiliates and funded with uninsured
funds. Actually, because of the safeness of the
narrow banks’ assets, there would be little
need for deposit insurance to cover losses from
credit risk or interest rate risk. However, in-
surance might still be offered to cover losses
from fraud or mismanagement.

While on the surface the narrow-bank plan
seems a feasible way to solve the problem of
banks using insured deposits to fund exces-
sively risky activities, it actually just shifts the
problem of potential payments system insta-
bility to the non-narrow-bank affiliates of the
holding company. The uninsured liabilities of
the non-narrow-bank affiliates are likely to
become a significant part of the payments sys-
tem because banks will be willing to pay higher
rates for these funds since they fund the more
profitable activities. If so, the government
would want to prevent runs on these affiliates
as well. Thus, the narrow-bank proposal would
probably not solve the problem.!!

These economic arguments, along with the
political infeasibility of doing away with fed-
eral deposit insurance, suggest we should
concentrate, at least in the immediate future,
on reforming the system.

1ORobert E. Litan is the major proponent of the "narrow
bank" plan. See his What Should Banks Do? (Washington,
D.C.: Brookings Institution, 1987).

UGeorgeJ. Benston and George G. Kaufman make these
arguments in “Regulating Bank Safety and Performance,”
Chapter 3 of Restructuring Banking and Financial Services in
America.
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REFORMING FEDERAL DEPOSIT
INSURANCE

Under the current system, bank risk-taking
is not being priced by insured depositors, nor
do regulators impose a high enough cost on it.
Accordingly, banks have an incentive to invest
in assets that are too risky from society’s point
of view. If risk-taking carried a higher cost,
banks would take on less risk than they cur-
rently do. And lessrisk-taking by banks would
reduce the insurance fund’s exposure to exces-
sive losses, bolstering depositors’ confidence
in the fund and making it easier for the fund to
achieve its goals. The current proposals for
reforming the deposit-insurance system focus
on ways to discipline bank managers from
excessive risk-taking.

Depositor Discipline

Adjusted Ceilings. Some proposals for re-
forming the deposit-insurance system focus on
depositors providing market discipline (see
Key Provisions of Key Proposals). Proposals to
lower the ceiling for insured deposits to as low
as $10,000, from $100,000, or to impose co-
insurance (insuring only a certain percentage
of deposits) are intended to have depositors
discipline banks by demanding a risk premium
for placing deposits in riskier banks. This
would curb risk-taking by increasing the price
a bank must pay for engaging in risky activi-
ties. Some argue, too, that the ceiling should be
lowered on the grounds that depositors with
$100,000 are not the small depositors deposit
insurance was intended to protect.

A major problem with this approach is that
it isn’t clear whether small depositors have
enough information to discipline banks effec-
tively. Rather than try to assess the health of
their bank, depositors might find it easier just
to withdraw their money if they suspected
(correctly or not) any trouble. As a result, we
might end up with more bank runs—something
deposit insurance was intended to avoid in the
first place.

FEDERAL RESERVE BANK OF PHILADELPHIA
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Key Provisions of Key Proposals

American Bankers Association?
* Leave insurance coverage ceiling at $100,000
¢ End “too big to fail” by using the “final-settlement-payment” method to resolve insolvent
bank cases—a “haircut” would be imposed on uninsured depositors and unsecured
creditors of failed banks
¢ Close banks as soon as equity capital equals zero
¢ Improve examination and supervision of banks

The Conference of State Bank Supervisors®
* Leave insurance coverage ceiling at $100,000
* End “too big to fail”
* FDICshould impose risk-based premiums based on the amount of risk-based capital abank
has and on its latest CAMEL rating

Independent Bankers Association of America®
* Insure all depositors—remove the $100,000 ceiling on coverage
* Banks should pay premiums to the FDIC on nondeposit liabilities and foreign deposits

New York Clearing House Association?
* Leave insurance coverage ceiling at $100,000
e End “too big to fail” via the ABA’s “haircut” or some other modified payout procedure
* Brokered deposits should be allowed for healthy banks; they pose a problem only if used by
undercapitalized banks

Federal Reserve Bank of Cleveland®
* Lower insurance coverage ceiling, perhaps to as low as $10,000
* End “too big to fail”
* Encourage quick closure of insolvent banks

Federal Reserve Bank of Minneapolis
® Limit coverage to $10,000 per depositor
* End “too big to fail” via “haircut”
* Increase capital requirements

Federal Reserve Bank of San Francisco8
* Leave insurance coverage ceiling at $100,000
End “too big to fail”
Increase capital requirements
Use market-value accounting when possible
Encourage quick closure of insolvent or nearly insolvent banks

@American Bankers Association, Federal Deposit Insurance: A Program for Reform, Washington, D.C. (March 1990);
PThe Conference of State Bank Supervisors, Comments on Federal Deposit Insurance Reform, Washington, D.C. (March
9, 1990); “Independent Bankers Association of America, Protecting the Federal Deposit Insurance System, Washington,
D.C. (February 1990); “John R. McGillicuddy, Chairman of the New York Clearing House Association, “Insurance
Reform Alone Can’t Save Bank Industry,” American Banker (April 5, 1990); “Federal Reserve Bank of Cleveland, 1988
Annual Report; ‘Federal Reserve Bank of Minneapolis, 1988 Annual Report; 8Robert T. Parry, President of the Federal
Reserve Bank of San Francisco, “Insurance Reform Can Stop ‘Bet-the-Bank’ Syndrome,” American Banker (April 19,
1990).
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It also isn’t clear that $100,000 is really that
much money anymore. Adjusted for inflation,
the $100,000 limit on coverage today is nearly
equivalent to the $40,000 limit that was in effect
in 1974, and the coverage relative to per capita
GNP is less.!? (Today’s $100,000 level of cover-
age would have been equivalent to $43,000 of
coverage in 1974.) Finally, now is probably not
the right time to lower the level of coverage,
with depositor confidence already shaken by
the S&L crisis.”

Individuals Versus Accounts. A less radical
proposal is to keep the insurance ceiling at
$100,000, but enforce it by insuring each indi-
vidual rather than each account up to the ceiling.
The Minneapolis Fed suggests allowing each
depositor to designate one particular account
as her insured account; the deposits in her
other accounts would be uninsured.'* Under
the current system, whichinsures each account
up to the $100,000 limit, brokers can collect
large investors' deposits, break them up into
$100,000 bundles, and move them around in
search of the highest deposit rates, all the while
getting full coverage.

One benefit of these “brokered deposits” is
that they ease temporary liquidity problems at
solvent banks. However, they also allow large
depositors to be fully insured, mitigating any
incentive these depositors have to monitor the
riskiness of their banks. That is, without the
deposit-insurance coverage, large depositors

125ee Alex]. Pollock, “Deposit-Insurance Debate Should
Consider Inflation,” American Banker (February 5, 1990).

BEdward G. Boehne, President of the Federal Reserve
Bank of Philadelphia, made this point in “Banking in the
1990s,” Remarks to the Annual Convention of the Pennsyl-
vania Bankers Association, Philadelphia, May 22, 1990, as
did Federal Reserve Board Chairman Alan Greenspan in
testimony before the Senate Committee on Banking, Hous-
ing, and Urban Affairs, July 12, 1990.

l4Gee the Federal Reserve Bank of Minneapolis’s 1988
Annual Report.
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would demand higher deposit rates at these
banks. Insuring individuals rather than ac-
counts would prevent coverage of brokered
deposits and reduce their attractiveness. The
Fed, provided it had sufficient information
about the bank, could play a larger role in
providing temporary liquidity.

“Too Big to Fail.” But covering individuals
rather than accounts won't increase depositor
discipline as long as the “too big to fail” doc-
trine is in place. The FDIC is required to
resolve insolvent bank cases in the most cost-
effective way. For small banks this is often
with a “deposit payout”’—depositors with
$100,000 or less are paid off in full and larger
depositors suffer losses. However, with larger
banks, the FDIC usually uses either the pur-
chase and assumption (P&A) method or direct
assistance.

In a P&A, another institution purchases some
or all of the assets and assumes all the deposits
(insured and uninsured) and all the other debts
of the failed bank. Thus, even those depositors
with more than $100,000 in the failed bank
suffer no losses. Since there is de facto 100
percent insurance coverage in the P&A method,
large depositors have no incentive to monitor
their banks.

In some cases with very large banks, the
FDIC may deem that allowing the bank to fail
would risk a major disruption to the payments
system—that is, the FDIC may decide that the
bank is “too big to fail.” If so, then the FDIC is
permitted to make loans to or purchase assets
from the failing bank to keep it afloat. (Thisis
what the FDIC chose to do in 1984 with Conti-
nental Illinois. Uninsured depositors and general
creditors were given explicit guarantees that
they would not lose any money.) Since large-
bank failures have a higher potential of dis-
rupting the payments system, the FDIC ismore
likely to use direct assistance with large banks
than to let them fail. Thus, larger depositors
and other creditors at large banks have little
incentive to monitor their bank.

FEDERAL RESERVE BANK OF PHILADELFHIA
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To remedy this, the American Bankers As-
sociation proposes that the FDIC impose a
“haircut” on the uninsured depositors and
other creditors at a failed bank before it is sold
to another institution. Rather than being paid
the full book value of their deposits and debt,
these creditors would receive a “final-settle-
ment-payment” from the FDIC equal to the
average amount likely to be recovered in the
bank’s sale. The ABA estimates that, given the
FDIC's recent experience, the uninsured credi-
tors would receive about 88 percent of the book
value of their debt.” If an uninsured depositor
knew she would suffer a loss if her bank failed,
she would have an incentive to keep a watchful
eye on the bank. The assumption here, of
course, is that larger depositors (who are unin-
sured) are more sophisticated than smaller
depositors, having access to more information
concerning their banks. It’s also assumed that
the FDIC will be able to close the bank quickly,
before these large depositors can run the bank
and avoid the haircut.”

Equity Holder and Nondepositor Discipline

Capital Requirements. A danger of relying on
depositors to discipline banks is that bank runs
might become more common if depositors find
it too costly to assess the condition of their
banks. Recognizing this possibility, other pro-
posals emphasize discipline from banks’ eg-

13See American Bankers Association, Federal Deposit In-
surance: A Program for Reform, Washington, D.C. (March
1990).

'®One group that doesn’t believe “too big to fail” can be
done away with is the Independent Bankers Association of
America (IBAA), which represents smaller, community
banks. They favor de jure as well as de facto 100 percent
depositinsurance coverage at all size banks. Since deposits
in banks’ offshore offices would now have explicit insur-
ance coverage, banks would be required to pay premiums
on these foreign deposits, something that currently is not
required. See IBAA, Protecting the Federal Deposit Insurance
System, Washington, D.C. (February 1990).
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uity holders or from nondepositor creditors,
essentially through higher equity requirements,
subordinated debt requirements, or both. In-
creasing banks’ equity-capital requirement
would have two desirable effects. First, higher
capital means that shareholders have more at
risk and may exert more discipline on bank
managers to be prudent. Second, higher capi-
tal reduces the expected loss to the insurer by
reducing the chances that the bank will become
insolvent—capital acts like a deductible cush-
ioning the insurer from losses.

Banks currently must hold capital equal to
at least 6 percent of their assets. However,
under the Basle Accord, U.S. and European
banks will be required to hold capital equal to
at Jeast 8 percent of their risk-weighted assets
by theend 0f 1992."7 Although this will require
the typical bank to increase the amount of
capital it holds, bank capital ratios will still be
well under the average 12 percent equity-to-
asset ratio that prevailed in the late 1920s.

Subordinated Debt. In addition to increasing
the equity-capital requirement, requiring the
use of subordinated debt could also increase
market discipline.” The claims of these debthold-

The risk-weighted capital standard requires banks to
hold more capital against riskier assets. A bank’s assets are
assigned to one of four different risk categories, weighted
according to their category’s risk, and then summed to
determine the bank’s risk-weighted asset level. See Neil S.
Millard and Brian W. Semkow, “The New Risk-Based
Capital Framework and Its Application to Letters of
Credit,” Banking Law Journal 106 (November-December
1989) pp. 500-14.

BAlan Greenspan, “Subsidies and Powers in Commer-
cial Banking,” Remarks before the Annual Conference on
Bank Structure and Competition, Federal Reserve Bank of
Chicago, May 10, 1990. Also see the Chairman’s testimony
before the Senate Committee on Banking, Housing, and
Urban Affairs, July 12, 1990.

“Benston and others suggest that banks be required to

hold subordinated notes equal to about 3 to 5 percent of
deposits, in Perspectives on Safe and Sound Banking, p. 193.
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ers would be subordinate to those of the unin-
sured depositors and the deposit insurer.
Because these debtholders (unlike the equity
holders) do not share in the upside benefits of
risk-taking, they might be expected to exert
even more discipline on the bank than equity
holders if the bank’s failure exposed them to
risk. Currently, in the typical P&A method of
liquidation, these debtholders don’t suffer losses.
But if they were treated like equity holders in
the P& A, the possibility of aloss would encour-
age their monitoring of the bank. Potential
debtholders would buy a riskier bank’s issues
only if promised a higher rate. This “higher
cost for higher risk-taking” would tend to dis-
cipline the bank, and the rate the bank prom-
ises for new issues of subordinated debt would

provide a signal to regulators about the bank’s
health.

Regulatory Discipline

Risk-related Premiums. To discourage exces-
sive risk-taking, regulators might also begin
charging riskier banks higher premiums for
their insurance coverage. With the current flat-
rate premium, regulators have to control risk-
taking via supervision and regulation rather
than price. Intheory, if riskier banks had to pay
more for insurance coverage, making risk-tak-
ing more costly, some of their risk-taking be-
havior would be discouraged. However,
implementing the right set of premiums—that
is, the premiums that would induce the correct
amount of risk-taking from society’s point of
view—is easier said than done. For one thing,
itis hard to measure risk until it is too late. Did
loans to Brazil look as risky in 1978 as they did
in 1985?

Also, activity-specific risk-related premiums
miss the point that risk should refer to the
riskiness of the bank’s entire portfolio, not just
to the risk of individual assets. For example,
suppose cash flows from trust services are high
when cash flows from commercial loans are
low, and vice versa (that s, the flows are nega-

22

SEPTEMBER/OCTOBER 1990

tively correlated). Then, even if the cash flows
from trust services are more volatile than those
from commercial loans, adding them to the
bank’s portfolio would reduce the risk of the
entire portfolio.

Categorizing assets into risk-classes and
charging higher premiums forbanks withmore
high-risk assets might not be the best way to
implement risk-related premiums, since this
does not correctly measure the portfolio’s credit
risk. This method also would miss the bank’s
exposure to interest rate risk. Banks and thrifts
are exposed to interest rate risk to the extent
that interest rate changes have a different effect
on the cash flows from their assets than on the
cash outlays on their liabilities. The typical
S&L mainly funds long-term, fixed-rate mort-
gages, using short-term deposits. So when
interest rates rise unexpectedly, the S&L pays
more for deposits than it makes on its assets.
Ideally, risk-related insurance premiums would
take into account the institution’s interest rate
risk as well as its credit risk.

As an alternative, premiums might be re-
lated to how a bank fares relative to bank-
ruptcy-prediction models, or to its CAMEL
rating. (The CAMEL rating is given by the
bank examiner and reflects the overall health of
the bank, taking into account the bank’s capi-
tal, asset quality, management, earnings, and
liquidity. Thus, the rating should reflect the
riskiness of the bank's portfolio, including inter-
est raterisk.) A proposal by the Conference of
State Bank Supervisors would relate premi-
ums to a bank’s latest CAMEL rating and toits
level of risk-based capital®® While CAMEL

20Risk-based capital could play a role similar to that of
risk-based insurance premiums. However, one advantage
of risk-based insurance premiums over risk-based capital
requirements is that, with risk-based premiums, banks can
be rewarded for operating with more capital than the re-
quired minimum. See Lawrence ]. White, “The Reform of
Federal Deposit Insurance,” Journal of Economic Perspectives
3 (Fall 1989) p. 22.
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ratings aren’t a perfect measure of risk, the
proposal seems a workable way to implement
risk-based premiums.

Increased Supervision. Whileit is very impor-
tant that we change theincentives of bankers, it
is equally important that regulators be able
(and be encouraged) to close failed banks
quickly.®* If regulators closed banks before
banks’ equity were exhausted, then the insur-
ance fund’s costs would be minimized. The
largest claims on the insurance fund have come
from fraud and from risky gambles made by
banks allowed to stay open while insolvent.??
Part of the problem was caused by regulators
practicing “forbearance” in the 1980s and de-
liberately allowing insolvent thrifts to remain
open, hoping that their condition would im-
prove with time. With hindsight, this policy
was ill-advised.

But even without such a policy, it is difficult
for a regulator to know when equity is ex-
hausted and it is time to close a bank. Since
most banks aren’t publicly traded companies,
the stock price can’t be used to estimate the
value of the bank’s equity. And, by the nature
of banking, a bank’s assets tend to be
illiquid—there is no market on which these
assets are frequently repriced. So the book
value of a commercial loan may grossly over-
state its market value. However, with certain
assets, such as traded securities, market-value
accounting is easy and should be encouraged.
The estimates of the market value of the bank’s
other assets woulid not be perfect but would be
at least as accurate as their historical book
values. Well-run banks make such estimates
now, so these measurements are feasible.

*'Leonard Nakamura discusses bank closure in “Clos-
ing Troubled Financial Institutions: What Are the Issues?”
this Business Review (May/June 1990) pp.15-24.

22See Chapter 10, “Supervision and Examination,” in
Benston and others, Perspectives on Safe and Sound Banking.

Loretta |. Mester

More frequent and thorough supervision of
financial institutions will make it easier for
regulators to measure banks’ net worth accu-
rately. Because changes in economic circum-
stances can quickly cause solvent banks to
become insolvent, banks should be closed when
their capital is small but still positive.” Closing
a bank before its net worth turns negative
would circumvent the ability of banks with
little at stake to “bet the bank,” reducing the
losses to the insurance fund. This, in turn,
would increase depositor confidence in the
fund and, accordingly, the fund’s efficacy in
maintaining a stable financial system.

Rebates. The solvency of the insurance fund
could also be secured if the current system of
rebates were abolished.** Presently, banks will
be rebated any premiums they have paid into
the fund after its reserves reach 1.25 percent of
insured deposits. However, if the FDIC be-
lieves it faces a significant risk of future losses,
it is permitted to suspend the rebates and
impose higher premiums until the fund’s re-
serves reach 1.5 percent of insured deposits.
The experience over the last several years sug-
gests that the fund can be depleted very quickly.
It would make more sense to build up the fund
in years when banks are healthy and can afford
to do so, rather than wait until multiple bank
failures cause a depletion of the fund and re-
quire the FDIC to make a special assessment at
the time when banks can least afford to pay it.

Z3Benston and Kaufman suggest closing a bank when its
capital-to-asset ratio, measured at market values, falls to 3
percent. See Chapter 3 of Restructuring Banking and Financial
Services in America. Closing a bank means the bank’s owner-
ship is transferred to the FDIC, which then sells, merges, or
liquidates the bank.

24Even with the higher premiums mandated by FIRREA,
there is a significant probability that the fund will become
insolventatsome point during the next 55 years. See Sherrill
Shaffer, “Aggregate Deposit Insurance Funding and Tax-
payer Bailouts,” Working Paper 90-14, Federal Reserve
Bank of Philadelphia (April 1990).



BUSINESS REVIEW

CHANGES WILL HAVE TO BE MADE

The savings and loan debacle pointed out
some basic problems with our federal deposit-
insurance system that must be corrected if we
are toavoid a similar crisis in the future. Under
the current system, banks have an incentive to
take on more risk than is prudent from soci-
ety’s point of view. This is especially true as a
bank approaches bankruptcy and is betting
with other people’s money.

Proposals to remedy this incentive problem
seek to increase market and regulatory disci-
pline on bank risk-taking. Several reforms
seem desirable. If capital requirements were
increased, equity holders would have more at
stake and so would behave more prudently.
Moreover, the increased capital would pro-
vide a cushion between the insurance fund and
banks’ losses. In addition, making subordi-
nated debtholders and other nondeposit credi-
tors face greater risk of losses were their bank
to fail would give them incentives to monitor
their bank and to discipline the bank into be-
having more cautiously. This could be accom-
plished by using some sort of “haircut” when
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paying off creditors of failed banks, thereby
invalidating the assumption that some banks
are “too big to fail.” Enforcing the current
deposit-insurance ceiling of $100,000 by insur-
ing individuals rather than accounts and end-
ing “too big to fail” would increase discipline
by large depositors. Small depositors would
still be protected and so would have no incen-
tive to run the bank.

The cost of risk-taking could also be in-
creased if riskier banks had to pay higher deposit-
insurance premiums or hold more capital. One
of the least complicated ways to implement
risk-based premiums would be to link the
premium to a bank’s CAMEL rating. In order
to protect the insurance fund from excessive
losses, regulators must have the ability to close
banks before equity is exhausted. More fre-
quent examinations and a move to market-
value accounting, where feasible, would en-
hance this ability. Finally, for the proposed
reforms to work, it is essential that regulators
do their job. Oversight by other government
bodies may help in this regard.
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