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Madam Chairrman and members of the Subcommittee: X am here
today to describe the difficulties facing the Savings Association
Insurance Fund (the SAIF), and to discuss recommendations for
resolving those difficulties. These recommendations reflect
discussions and analyses by the Department of the Treasury, the
Office of Thrift Supervision (0TS), and the Federal Deposit

Insurance Corporation (FDIC).

The FDIC has responsibility for two deposit insurance funds:
the SAIF and the Bank Insurance Fund (the BIF). The Financial
Institutions Reform, Recovery, and Enforcement Act of 1989
(FIRREA) created the SAIF to replace the defunct Federal Savings
and Loan Insurance Corporation (FSLIC), which had become
insolvent as the result of the savings and loan failures of the
1980s. The law provided the SAIF with no funds at i1ts inception.
For a variety of reasons, the mechanisms established to fund, or
capitalize, the SAIF have not enabled it to reach the target
minimum reserve ratio of 1.25 percent of insured deposits set by

Congress in FIRREA.

A number of other factors compound the problem of the SAIF*s
inadequate capitalization. This testimony describes each of the
SAIF"s difficulties, shows how they are interrelated, and argues
that they require Congressional action. The difficulties facing
the SAIF are real and substantial. They can only be addressed

comprehensively through Congressional action.
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This testimony 1is divided into four parts. The first
summarizes the SAIF"s difficulties. The second discusses the
possible consequence of these difficulties — an insolvent SAIF.
The third presents an overview of funding sources for dealing
with the SAIF"s difficulties. The fourth and final portion of

the testimony describes recommendations for resolving the

difficulties.

THE SAIF*"S DIFFICULTIES

Three problems are at the heart of the SAIF"s difficulties.
First, the SAIF is grossly undercapitalized. Second, a sizable
portion of the SAIF"s ongoing assessments is diverted to meet
interest payments on obligations of the Financing Corporation
(FICO). Third, on July 1 the SAIF assumed responsibility from
the Resolution Trust Corporation (RTC) for paying the costs
arising from any new failures of thrift institutions. These
three problems are exacerbated by several additional factors:
the shrinkage since the SAIF was created in 1989 in both the SAIF
assessment base and the portion available to provide assessment
income for the FICO obligation; the incentives that the
forthcoming BIF-SAIF premium disparity will provide for further
shrinkage i1n the SAIF assessment base, primarily through the
migration of deposits; and the difficulty of obtaining access to

funds Congress provided as emergency backup for the SAIF.



Undercapitalization

The foremost problem confronting the SAIF is that it is
grossly undercapitalized, a particular concern to the FDIC, which
oversees the deposit insurance funds. At the end of the first
quarter of 1995, the SAIF had a balance of $2.2 billion, or only
0.31 percent of iInsured deposits. The balance was less than
seven percent of the assets of SAIF-insured eeproblem”
institutions. At the current pace, and under reasonably
optimistic assumptions, the SAIF is unlikely to reach the minimum

reserve ratio of 1.25 percent until the year 2002.

In contrast, the $23.2 billion BIF balance at the end of the
first quarter was 1.22 percent of BIF-insured deposits and 70
percent of the assets of BIF-insured eeproblem” institutions.. The
BIF probably reached the 1.25 minimum reserve ratio during the
second quarter of this year, although the FDIC cannot confirm
this fact until the Call Reports for the second quarter have been

received and analyzed.

The FICO and Other Diversions

A principal reason the SAIF is undercapitalized is that SAIF
assessments have been diverted to purposes other than building
the fund. This problem was described in detail in a recent

General Accounting Office report. |In short, since 1989, $7.4
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billion — approximately three-quarters of SAIF assessments —
have been diverted from the SAIF to pay off obligations arising
from the government®s efforts to handle the thrift failures of
the 1980s. The Resolution Funding Corporation (REFCORP) received
$1.1 billion. The Federal Savings and Loan Insurance Corporation
Resolution Fund (FRF) received $2 billion. The FICO has received
$4.3 billion. Without these diversions, the SAIF would have
reached its designated reserve ratio of 1.25 percent last year,

prior to the BIF.

Only the FICO obligation remains, but under current law it
has an annual call of up to the first $793 million in SAIF
assessments until the year 2017, with decreasing calls for two
additional years thereafter. 1In 1995, the FICO draw is expected

to amount to approximately 45 percent of all SAIF assessments.

Congress established the FICO in the Competitive Equality
Banking Act of 1987 (CEBA) in a vain attempt to recapitalize the
FSLIC. Using $680 million in capital from the Federal Home Loan
Banks, the FICO purchased zero—coupon U.S. Treasury securities.
These securities iIn turn served as collateral for the issuance of
30-year interest-bearing debt obligations by the FICO. The
proceeds from these obligations were channeled by the FICO to the
FSLIC. From 1987 to 1989, the FICO issued approximately $8.2
billion 1n bonds. When these bonds mature, the principal values,

or face amounts, will be paid with the proceeds of the
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simultaneously maturing zero-coupon Treasury securities. No FICO
bonds were issued after 1989, and the FICO"s issuing authority

was terminated in 1991.

The obligation of SAIF-insured institutions to the FICO
involves the interest on the FICO bonds. Congress in CEBA made
FSLIC-insured institutions responsible for the annual interest
payments on the FICO bonds. When the FSLIC was abolished,
following its failure, and replaced with the SAIF in FIRREA,
SAIF-i1nsured savings associations were given the obligation of
FSLIC-insured institutions for the FICO interest payments.
Attempts to capitalize the SAIF against the drain of the FICO
interest payments can be likened to trying to Till a bucket with

a hole iIn It.
Assumption of Responsibility for Thrift Failures

On July 1, 1995, the SAIF"s undercapitalized condition
became a matter of significant, continuing concern. On that
date, the SAIF assumed responsibility from the RTC for resolving
all new failures of SAIF-insured thrifts. One large or several
sizable thrift failures could quickly deplete the $2.2 billion
balance 1n the fund. While the FDIC is not currently predicting
such failures, they are possible. The possibility is enhanced by
the portfolio concentration of SAIF-member institutions in

housing-related assets and the concentration of overall exposure
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in California, a state that has experienced significant

volatility in real estate values.

The SAIF/s Shrinkage

The assumption at the time of the SAIF"s creation in 1989 by
FIRREA was that the SAIF assessment base — primarily SAIF-
insured deposits — would grow. The estimate by the
Administration and the Congressional Budget Office was that
thrift deposit growth would be six to seven percent annually.
That growth has not occurred. |Instead, SAIF deposits have
declined every full year since the fund"s creation. At year-end
1989, SAIF deposits were $950 billion. On March 31, 1995, SAIF
deposits were $733 billion. At the current average assessment
rate, a SAIF assessment base of $328 billion is necessary to
generate sufficient assessment iIncome to meet the FICO iInterest

obligation.

Although SAIF deposits grew slightly in the last quarter of
1994 and the first quarter of 1995, by 0.6 percent and 1.6
percent respectively, there 1s no indication that the growth
constitutes a permanent reversal of the long-term downward trend.
The growth can very likely be traced to efforts by thrifts to
seek lower—cost funding sources. For thrifts, insured deposits
during the period were a low-cost source of funds because higher

return options for depositors were limited. A shift in the
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interest-rate environment could quickly result iIn the evaporation
of the growth SAIF-insured deposits experienced over the last two
quarters. In addition, some SAIF members may have decided to
leave insured deposits iIn the SAIF while waiting to see whether
legislative solutions to the problems of the SAIF were possible.
ITf no solutions are found, a return to a shrinking SAIF

assessment base could come quickly.

A further problem concerning a shrinking SAIF is that under
current law a portion of SAIF assessments are not available for
the FICO interest payments. The SAIF assessments unavailable for
the FICO interest payments are those from so-called Oakar and
Sasser banks. An Oakar bank i1s a BIF-member bank that has
acquired SAIF—insured deposits and pays deposit insurance
premiums to both the BIF and the SAIF. A Sasser institution 1is a
commercial bank or state savings bank that has changed its
charter from a savings association to a bank but remains a SAIF
member. SAIF assessments from Oakar and Sasser institutions are
unavailable for the FICO obligation because under the law only
assessments from insured institutions that are both savings
associations and SAIF members may be used for the FICO interest

payments.

The portion of SAIF assessments from Oakar and Sasser
institutions, and consequently the portion of SAIF assessments

unavailable for the FICO obligation, has been growing. At year-
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end 1992, Oakar and Sasser institutions held 14 percent of SAIF-
assessable deposits? at year-end 1993, the proportion was 25

percent; and on March 31 of this year, 1t was 34 percent.

As of the end of March, the portion of the SAIF assessment
base available for the FICO payments — that is, the portion of
the base remaining after the SAIF deposits of Oakar and Sasser
institutions are subtracted — totalled $478 billion. This leaves
a eecushion” of $150 billion above the assessment base of $328
billion that is needed at the current average assessment rate to
generate sufficient assessment income to meet the FICO interest
obligation. The cushion is only half of what it was at year-end
.1992. Continued shrinkage iIn the cushion — because of continued
shrinkage in the overall SAIF assessment base, continued growth
in the Oakar and Sasser portions of the base, or some combination
of the two — could result in a shortfall In assessment revenues

to meet the FICO iInterest obligation well before the year 2000.

BIF-SAIF Premium Disparity

A key additional factor complicating the SAIF"s predicament
is the forthcoming assessment disparity between SAIF-insured and
BIF-insured institutions, and the market responses. The
disparity stems from current statutory requirements. Insurance
premiums for the BIF and the SAIF must be set independently.

When an insurance fund reaches iIts designated reserve ratio of
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1.25 percent of insured deposits, the FDIC"s mandate, absent a
factual basis for a higher designated reserve ratio, iIs to set
assessments to maintain the fund at that target ratio.
Therefore, the arrival of the BIF at the designated reserve ratio

requires that BIF assessment rates be substantially reduced.

In January of this year, the FDIC issued a proposal to lower
assessment rates for all but the riskiest BIF members when the
fund attains the designated reserve ratio. Because the SAIF is
significantly undercapitalized, the FDIC proposed that assessment
rates for SAIF members remain at current levels. The proposals
would result iIn SAIF members paying an average assessment rate
approximately 20 basis points higher than BIF members. The
average assessment rate for SAIF members would be 24 basis
points, or 24 cents per $100 of assessable deposits; the average
assessment rate for BIF members would be 4.5 basis points, or 4.5
cents per $100 of assessable deposits. When it takes final
action in the near future, the FDIC may not adopt this exact
proposal, but i1If it does not, under current law something similar
would be required because of the expected recapitalization of the

BIF.

Given the current size of the SAIF"s assessment base, the
FICO obligation would constitute approximately 11 basis points of
the proposed premium differential. |ITf the assessment base of the

SAIF were to shrink, the size of the differential attributable to
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the FICO obligation would increase. Even when the SAIF reaches
the capitalization level, the responsibility for the FICO
interest payment would result in a BIF-SAIF premium disparity

until the year 2019.

The potential premium differential between BIF members and
SAIF members could adversely affect SAIF members in a number of
ways, iIncluding iIncreasing the cost of remaining competitive,
impairing the ability to generate capital internally or
externally, and leading to higher rates of failure for thrift
institutions that compensate for the differential in unsafe or
unsound ways. Most important from the standpoint of the SAIF,
however, a premium differential would create a powerful iIncentive
for SAIF members to minimize exposure to the higher SAIF rates.
A sufficiently heavy response to this incentive could reduce the
SAIF assessment base below the level necessary to provide
adequate assessment revenue to meet the FICO obligation. Thus,
the forthcoming BIF-SAIF premium disparity poses the real

possibility of a default on the FICO iInterest payments.

Deposit Migration

There are two general ways SAIF members can act iIn response
to the iIncentive to reduce their exposure to higher SAIF
assessment rates. First, SAIF members can iIncrease their

reliance on nonassessable funding sources, such as Federal Home
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Loan Bank advances and reverse repurchase agreements. The
securitization of real estate lending portfolios can also

decrease the need for assessable deposits.

Second — and constituting probably the bigger threat to the
SAIF — members of the SAIF can pursue a deposit migration
strategy. An FDIC analysis of the immediacy of the problems
confronting the SAIF is attached as Attachment A. The analysis
includes a discussion of the potential for and impediments to
deposit migration from the SAIF. Since March 1, a number of
holding companies with SAIF members have applied for de novo bank
charters and federal deposit insurance in the BIF. Generally,
the proposals seek to establish branch offices of the new BIF
member iIn existing branch offices of the SAlF-member subsidiary.
Customers could then be encouraged through various incentives to
shift deposits from the SAlIF-member subsidiary to the newly

chartered BlF-member.

Another deposit migration strategy is open to holding
companies that already have both BIF-member and SAlF-member
subsidiaries. One such organization has applied for shared
branch locations. Similarly, a thrift holding company could
acquire an existing BlIF-member. Finally, transfers of deposits
could be accomplished through agency relationships, as permitted
under the Riegle-Neal Interstate Banking and Branching Efficiency

Act of 1994. Under the provisions of that Act, shared branching
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arrangements between BIF and SAIF affiliates would not be
necessary because offices of SAIF-member thrifts could accept

deposits '"as agent'" for BIF-member affiliates.

To date, the applications for bank charters, deposit
insurance, and shared branch arrangements remain under
consideration by the chartering authorities and the FDIC.
Together, the thrifts involved have SAIF deposits that represent
more than 75 percent of the remaining FICO cushion against
default. Even if all of these applications are approved, some
obstacles exist to a massive migration of deposits. Still,
deposit migration due to the incentive provided by a BIF-SAIF
premium disparity iIs a significant threat to the existing balance

of the SAIF.

Deposit migration would also exacerbate potential structural
problems in the SAIF. The institutions most likely to migrate
would be the stronger ones. This would leave the SAIF to be
supported by, and to insure the deposits of, members that are
currently considered higher-risk iInstitutions. The effectiveness
of the SAIF as a loss-spreading mechanism — an effectiveness
already less than optimal because of the large exposure of the
thrift industry to the volatile housing .industry — would be
reduced. In this regard, it iIs worth noting that the eight
largest SAlF-insured institutions operate predominantly in

California and hold 18.5 percent of all SAIF-insured deposits.
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Any deposit migration that increased the SAIF"s exposure to a
particular geographic region or accentuated the extent of
concentration among the SAIF"s members would not be good for the

fund®s financial health.

Banks also might be affected by deposit migration. For
example, banks might be forced to pay later if the SAIF fails
because the stronger institutions have left it. Moreover, a
migration of deposits from the SAIF to the BIF could lead to a
dilution of the BIF"s reserve ratio and the need for higher BIF

premiums to compensate.

Therefore, for a variety of reasons, deposit migration poses
a number of problems for the SAIF and could ultimately threaten
iIts soundness. For members of the SAIF, the specter of years of
high assessment rates attributable to the FICO iInterest
obligation may well produce a rush to a less expensive Insurance

fund.

Backup Funds

When i1t replaced the FSLIC with the SAIF in 1989, Congress
recognized that the draws on the SAIF by the FRF, the REFCORP,
and the FICO would substantially delay the capitalization of the
fund. Consequently, FIRREA authorized appropriations of up to

$32 billion to capitalize the SAIF. An amount not to exceed $16
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billion was to be iIn the form of payments of $2 billion annually
through 1999. The purpose of the annual payments was to
supplement assessment revenue. An additional $16 billion was
authorized to maintain a statutory minimum net worth through
1999. Subsequent legislation extended the date for the receipt
of the Treasury payments to 2000. Despite requests by the FDIC
for the funds authorized to capitalize the SAIF, the SAIF never

received any of the authorized funds.1

The RTC Completion Act of 1993 eliminated the authorized
funds for the SAIF.2 Instead, the Completion Act established a
procedure giving the FDIC possible access to two backup funding

sources for the SAIF: () for fiscal years 1994 through 1998, an

IThe issue of the SAIF"s need for appropriated funds to
reach mandated reserve levels has been recognized by the FDIC
since the creation of the SAIF. It was raised on January 10,
1992, 1n a letter from William Taylor, Chairman of the FDIC, to
Richard Darman, Director, U.S. Office of Management and Budget,
and it was raised again in a letter, dated February 20, 1992,
from Stanley J. Poling, Director, FDIC Division of Accounting and
Corporate Services, to Jerome H. Powell, Assistant Secretary for
Domestic Finance, U.S. Treasury. More recently, the issue was
addressed at the time Congress was considering the RTC Completion
Act iIn a letter dated September 23, 1993, from Andrew C. Hove,
Jr., Acting Chairman, to the House and Senate Banking Committee
Chairmen and Ranking Minority Members. See also the Testimony of
Andrew C. Hove, Jr., on "The Condition of the Banking and Thrift
Industries,”™ before the United States Senate Committee on
Banking, Housing and, Urban Affairs, September 22, 1994.

2In his letter dated September 23, 1993, to the House and
Senate Banking Committee Chairmen and Ranking Minority Members,
Acting FDIC Chairman Andrew C. Hove, Jr., cautioned that the
legislation being considered to replace the SAIF funding
authorizations of FIRREA, and that subsequently was approved as
the RTC Completion Act, left significant problems: "[b]Joth bills
leave unresolved issues regarding the viability and the future of
the thrift industry and the SAIF."
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authorization for payments from the Treasury of up to $8 billion?
and (@ during the two years following the RTC"s termination on
December 31, 1995, money authorized for the RTC to complete its
work but unspent by that agency. 1In order to obtain funds from
either of these sources, however, the FDIC must certify to
Congress that an increase In SAIF premiums could reasonably be
expected to result iIn greater losses to the government, and that
SAIF members are unable to pay assessments to cover losses
without adversely affecting their ability to raise and maintain

capital or maintain the assessment base.

Such a certification essentially requires a finding that
there are foreseeable losses to the SAIF that will fully deplete
the fund. Moreover, unlike the funds authorized for the SAIF
under FIRREA but never appropriated, the sources of funds for the
SAIF under the RTC Completion Act cannot be used to capitalize
the SAIF — that 1s, to build an insurance reserve. They are
available only to replenish SAIF losses, leaving to SAIF members
the continuing obligation to pay premiums at a level sufficient
to capitalize the SAIF in the face of losses and debt service on

the FICO bonds.

Summary

In summary, the SAIF is in a troubled state. It is

significantly undercapitalized and since July 1 has had
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responsibility for paying the costs of thrift failures. The
forthcoming iInsurance premium disparity with the BIF, which 1is
required by law, 1is very likely to exacerbate the situation. A
comprehensive solution to the SAIF"s problems is beyond the
authority of the FDIC, and Congressional action iIs necessary. |If
there is no Congressional action, the continued
undercapitalization of the SAIF is virtually ensured, a default
on FICO interest payments is likely, and the insolvency of the
SAIF is a possibility. The next section of this testimony
explores the ramifications of an insolvent SAIF and a FICO

interest payment default.

AN INSOLVENT SAIF?

Deposit insurance is a fundamental part of the financial
industry safety net. As part of the larger safety net, the
deposit insurance system not only protects individual depositors
but serves to buttress the banking and thrift industries during
times of stress by substantially eliminating the iIncentives for
depositors to engage in runs on banks and thrifts. Deposit
insurance and the safety net provide security for customers, and

stability for the financial system as a whole.

In 1933, the year the FDIC was created, there were 4,000
bank failures. |In 1934, the first year the FDIC was 1In

operation, there were nine bank failures. Deposit i1nsurance
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provided the stability the banking industry needed to begin the
long road back from the brink of collapse. In the 1980s and
early 1990s, deposit insurance helped prevent the troubles
encountered by the bank and thrift industries from escalating
into an economy-wide disaster. Despite failures of a large
number of iInstitutions, the harm was contained. At one point,
the FDIC borrowed funds for working capital purposes from the
Federal Financing Bank, but the money was repaid with interest.
The balance in the BIF declined, and as a result of an extremely
large reserve for possible bank failures, fell below zero, but
the fund was completely rebuilt. The rebuilding was due to
insurance premiums paid by banks and to the greatly improved
health of the banking industry, which permitted the reserve for
losses to be reduced. No taxpayer money was needed for the BIF"s
recapitalization. The banking system not only survived but
emerged renewed and revitalized. Deposit iInsurance and the

safety net worked.

the SAIF were allowed to become insolvent, the confidence
Americans have in FDIC iInsurance as a source of stability for
financial iInstitutions .ould well be undermined, and the
government®s commitment to the safety net for the financial
system could be called iInto question. The deposit insurance
system and the other components of the financial iIndustry safety
net rest ultimately on confidence — on the belief that the full

faith and credit of the U.S. Government support the safety net.
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Public confidence was a major reason that the troubles of the
1980s and early 1990s did not lead to widespread panic and
economic disarray. That confidence could be damaged if
government is perceived as no longer willing to support one or

more components of the safety net.

Indeed, that confidence could be damaged if government is
perceived as once again pushing a financial problem into the
future in hopes that it will go away. The government"s early,
limited efforts in addressing the savings and loan crisis — such
efforts as the inadequate $10 billion authorized in 1987 to
recapitalize the FSLIC through the issuance of FICO bonds —
ended up costing much more than a timely solution would have
cost. Confidence iIn the government"s backing of deposit
insurance and the safety net is reduced if difficult iIssues are

not Ffully addressed, and solutions are incomplete.

Experience with underfunded state deposit insurance funds in
Maryland, Ohio, and Rhode Island, and with the underfunded FSLIC,
shows that permitting an insurance fund to continue in an
undercapitalized position Is an invitation to much greater
difficulties. At times iIn the past, regulators and legislators
have failed, for various reasons, to take prompt action when
isrge visible institutions insured by a grossly weakened fund
began to falter. Fear of runs on deposits inhibited action.

Failed institutions were handled in a manner that minimized or
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deferred cash outlays but ultimately increased costs. In short,
the failure to take adequate corrective action allowed the

problems to become worse.

Related to the possible insolvency of the SAIF is the
question of what would happen if the FICO bonds go into default.
This is a subject of more direct concern to the Department of the
Treasury, but the effects could be widespread. Among those
effects could be downward pressure on the prices — and upward
pressure on the iInterest rates — of securities issued by
government-sponsored enterprises such as Fannie Mae, Freddie Mac,
Farmer Mac, and Sallie Mae, which like the FICO are not backed by
the full faith and credit of the United States. A fall in the
prices of these types of securities would harm the balance sheets
of investors holding them. Banks, of course, have large

quantities of these securities in their portfolios.

A fTinal but important point concerning the danger of
contagion inherent in the SAIF problem is that only a small
segment of the population distinguishes the SAIF, the BIF, and
the FDIC. To most, only one acronym, "FDIC,"™ matters. Indeed,
Congress mandated in 1989 that the SAIF become "FDIC insured"”
precisely to ensure confidence in i1ts future. Insolvency of the
SAIF could be viewed by the public as a problem with FDIC
insurance and with the federal safety net. In a public hearing

the FDIC held in March, several bankers stated that "FDIC
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insured” i1s like a prized brand name to customers, and that the

integrity of the name must be preserved.

SOURCES OF FUNDS

As with many public policy problems, the solution to the
problems of the SAIF begins with money. Approximately $6.6
billion are needed to capitalize the SAIF — to raise i1ts balance
to the point where the designated reserve ratio is $1.25 for
every $100 in insured deposits. Capitalizing the SAIF, however,
would resolve only part of its difficulties. The forthcoming
BIF-SAIF premium disparity, the incentive this will give to
institutions to abandon the SAIF, and the resultant specter of

default on the FICO iInterest payments also must be addressed.

This section of the testimony examines the sources of money
to resolve the SAIF"s difficulties from a broad perspective. The
discussion shows that no single source of money is adequate to
alleviate all of the problems. A combination approach 1is

required. Such an approach is described iIn the succeeding

section.

Before the sources of money are examined, several
considerations are worthy of note. One involves the appropriate
use of i1nsurance funds. The use of deposit insurance funds for

purposes other than the protection of deposits can create future
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problems, as the diversion of SAIF funds from 1989 to the present
should attest. That diversion led to the current

undercapitalization of the SAIF and the present dilemma.

Another consideration is fairness. All parties touched by
the SAIF"s difficulties can make compelling cases about fairness.
BIF members contend that the banking industry was not responsible
for the savings and loan crisis, and consequently should not have
to contribute fTinancially to the resolution of a problem arising
from the crisis. SAIF members argue that they should not be held
responsible for costs iIncurred years ago by thrift institutions
that failed. Many members of Congress and other protectors of
the public purse argue that public funds should not be tapped
again for the savings and loan clean-up, particularly given the
strong need to balance the federal budget. Banks and thrift
institutions point to others in the financial system who will
benefit from a resolution of the SAIF"s problems. Credit unions
would benefit from assuring a sound safety net, and government-

sponsored agencies would benefit from preventing a FICO default.

While each of these positions has merit, the fact remains
that solving the SAIF"s difficulties requires a financial
sacrifice. In the final analysis everyone in the financial

system has an interest in ensuring the system®s stability.
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In discussions with members of Congress, certain sources of
possible funding to resolve the SAIF"s problems have been
identified more frequently than others, although the choice of
funding alternatives would of course ultimately be at the
discretion of Congress. These sources of funds for resolving the
SAIF"s difficulties are: (1) a special assessment on members of
the SAIF; (@) investment income from the insurance funds; Q)
FDIC i1nsurance assessments themselves; and (4) funds appropriated
for the RTC that may remain unspent at the end of the year when

the RTC sunsets.

A one-time up-front special cash assessment on members of
the SAIF could raise the $6.6 billion needed as of the end of the
first quarter 1995 to capitalize the SAIF. A full one-time
capitalization would require an assessment of approximately 85 to
90 cents per $100 of assessable deposits iIn SAIF-insured
institutions. A possible downside of such a large one-time
assessment could be an iIncreased potential for thrift failures.
Based on year-end 1994 financial reports, a 90-basis-point
assessment would move a very small number of SAIF members with
total -assets of $500 million into the critically undercapitalized
capital category. Another 103 SAIF members would be downgraded
one notch from current capital categories. An approach that
excludes the weaker SAIF members from a one-time up-front cash
assessment could help alleviate that difficulty. A special

assessment to capitalize the SAIF would by itself, however, leave
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the problem of the FICO interest payment and the resultant long-

term BIF-SAIF premium disparity unresolved.

Investment income of one or both of the insurance funds iIs a
second possible source of funding. Various proposals have been
advanced to use iInvestment income of the BIF and the SAIF for the
FICO interest payment. The SAIF, of course, would have to be
near the level of full capitalization before it would be able to

generate a significant amount of investment iIncome.

The use of investment income from the funds to meet the
interest obligation on the FICO bonds has the advantage of
limiting the precedent for applying iInsurance money to purposes
other than meeting iInsurance losses or adding to fund balances.
Nevertheless, because the investment income of a deposit
insurance fund adds to the fund®s balance and offsets the need
for future insurance assessments, the difference between
investment iIncome and assessment income as a source of funding is
more one of timing than result. Over time, the financial 1mpact
on individual institutions would be the same. In any event, the
use of iInvestment income of the insurance funds for the FICO
interest payment alone would leave the problem of the SAIF's

capitalization unresolved.

A third source of funding iIs iInsurance assessments

themselves. ITf SAIF assessments were to be the main source of
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funding for the FICO obligation, a long-term premium disparity
between the BIF and the SAIF would continue until the year 2019.
IT there were a fifty-fifty sharing between the funds, the
disparity would be reduced to approximately 4 basis points in the
near term. The disparity would iIncrease if the shrinkage of the
SAIF continued. Whether a 4-basis-point or more differential
over 24 years is sufficiently small to forestall deposit
migration from SAIF-insured institutions to BIF-insured

institutions is a matter of uncertainty.

Like the use of investment income of the insurance funds to
meet the FICO obligation, the use of assessment income goes
against, to an extent, the principle of limiting insurance funds
to insurance purposes. In a broader sense, however, the FICO
obligation, arising as it did from efforts to recapitalize the
FSLIC, is an "insurance purpose.'™ Moreover, the precedent of
using assessment income for the FICO payment has, unfortunately,
already been established. Therefore, broadening the sources of
assessment income for the FICO interest payment when the end
result iIs to ensure the safety of an FDIC-insured fund and the
stability that FDIC deposit protection provides to the financial
system would be more a matter of spreading the burden to all
FDIC-insured institutions than of opening new doors. Using the
assessment income of the iInsurance funds for the FICO payment by
itselft without complementary action, however, would not address

the problem of the SAIF"s capitalization.
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Another source to be considered is the estimated $10 billion
in appropriated RTC funds that may remain unspent when the RTC
completes its work at the end of this year. These funds could be
used to address the undercapitalization of the SAIF, or to
defease the FICO bonds by providing a source of funding for
interest payments until 2019, or some combination of the two.
Depending on how much of these funds were so applied, there might
also have to be other funding to cover the remaining FICO burden

in order to prevent deposit migration.

The major problem with use of the unspent RTC funds, or use
of any taxpayer funds, to deal with the SAIF problem is the
impact of public funding on the federal deficit. Use of unspent
funds authorized for the RTC would not be "revenue neutral.”
Reducing the federal budget deficit is a major priority of both
the legislative and executive branches of the government. The
balancing of fiscal considerations against the need to address
the SAIF"s problems overhangs all possible solutions to these

problems.

RECOMMENDAT IONS

After extensive analysis of the relevant issues, the FDIC
strongly supports the proposal developed on an interagency basis
for resolving the problems of the SAIF. The proposal has three

components to address the immediate, pressing financial problems
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of the SAIF: (1) the SAIF would be capitalized through a special
up-front cash assessment on SAIF deposits; () the responsibility
for the FICO payments would be spread proportionally over all
FDIC-insured institutions? and (3 the BIF and the SAIF would be
merged as soon as practicable, after a number of additional
issues related to the merger are resolved. In addition to the
three components of the proposal, the FDIC and the OTS also
recommend making unspent RTC funds available as a kind of
reinsurance policy against extraordinary, unanticipated SAIF
losses to limit the potential future costs to taxpayers from the
existing full faith and credit guarantee of the U.S. Government
that the SAIF enjoys. An outline of the proposal is attached as

Attachment B.
SAIF Capitalization

A special assessment on SAIF deposits would be used to
capitalize the SAIF immediately. Institutions with SAIF-
assessable deposits would be required to pay a special assessment
In an amount sufficient to iIncrease the SAIF"s reserve ratio to
1.25 percent. The special assessment would amount to
approximately 85 to 90 basis points, or 85 to 90 cents for every
$100 of assessable deposits. A special assessment of this
magnitude would produce approximately $6.6 billion, increasing
the SAIF"s balance to $8.8 billion and the reserve ratio to 1.25

percent. The special assessment would be based on SAIF-
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assessable deposits held as of March 31, 1995, and would be due

on January 1, 1996.

After the SAIF is capitalized, its risk-related assessment
schedule would be similar to the final schedule adopted for the
BIF. Thereafter, as required by current law, assessments for the
two funds would be set i1ndependently and would take account of
losses to each fund separately, except that SAIF premiums would
not be allowed to be lower than BIF premiums until the funds are
merged. For purposes of setting risk-related assessments for
calendar year 1996, the FDIC would calculate a SAIF-insured
institution®s capital before payment of the special assessment
while at the same time taking into account fluctuations to

capital from other causes.

Under the proposal, the FDIC"s Board of Directors could
protect the SAIF from losses that could result from imposition of
the special assessment by. exempting a weak institution from the
up-front special assessment if the Board determined that the
exemption would reduce risk to the SAIF. Any institution
exempted from the special assessment would be required to
continue to pay regular assessments under the current SAIF risk-
related assessment schedule for the next four calendar years
(1996 to 1999). As weaker institutions pay premiums of 29 to 31
basis points under the current risk-related premium schedules,

this would constitute a total payment of up to 124 basis points
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per $100 of assessable deposits for the exempted institutions.
That total payment would recognize the cost to the SAIF of the
financial benefit given to the recipients of the deferral from

the special assessment.

FICO Payments

The assessment base for iInterest payments on the FICO bonds
would be expanded to cover all FDIC-insured institutions, both
members of the SAIF and members of the BIF. The expansion would
not only add all members of the BIF to the assessment base for
the FICO payments but would also end the current exclusion of
Oakar and Sasser institutions from that base. The effective date
for the expansion would be January 1, 1996. The result of the
expansion would be to spread the FICO obligation pro rata over
all FDIC-insured institutions. At current insured deposit
levels, the costs of this sharing would be 2.5 basis points, or
2.5 cents for every $100 in assessable deposits. A sharing of
the FICO burden on a pro rata basis among all FDIC-insured
institutions would focus the solution on those institutions that

benefit directly from federal deposit insurance.

An alternative would be to look to other participants in the
financial system to share the FICO burden. While the proposal 1is
based in large part on numerous discussions with members of the

Congress on viable approaches to solving the SAIF"s problems, the
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FDIC recognizes that it is ultimately Congress®™ judgment about
whether to enlist i1In a solution other participants iIn the
financial system who will benefit from stabilization of the SAIF

and assurance that the FICO obligation will be repaid.

As a corollary, the FDIC would be authorized to rebate
assessment i1ncome to BIF members if circumstances permit. That
iIs, IT the BIF had reserves exceeding its designated reserve
ratio target, BIF assessment income could be rebated to BIF

members.

From 1950 to 1989, the FDIC had the statutory authority to
make rebates from assessment income, and did so for every year
until 1985. The rebate authority from 1950 to 1989 only covered
assessment income. The authority did not extend to the
investment income of the insurance fund. Because of losses to
the insurance fund, no rebates were made from 1985 to 1989. The
rebate authority was substantially altered in 1989 in FIRREA,
altered again in 1990 in the Assessment Rate Act, and eliminated
entirely In 1991 i1n the Federal Deposit Insurance Corporation
Improvement Act. The elimination occurred because Congress
evidently considered rebate authority obsolete iIn view of the
FDIC"s power to set risk-related premiums to maintain the
designated reserve ratio. A reduction In assessment rates was

considered sufficient to accomplish the same result as rebates.
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Experience is showing, however, that the power to reduce
assessment rates is not equivalent iIn all respects to the power
to make rebates. The FDIC Board of Directors generally considers
three factors iIn setting deposit iInsurance assessments: (1) the
designated reserve ratio; (2 expected operating expenses,
projections of losses to the iInsurance fund from the failures of
member iInstitutions, and the effect of assessments on members®
earnings and capital; and (3) the obligation to maintain a risk-
related deposit insurance system. Taking these factors into
account may lead to a significant buildup iIn an insurance fund.
To avoid such a buildup, the FDIC Board should have reasonable
discretion to rebate collected assessments, when circumstances

permit.

To promote assessment rate stability and to ensure the
soundness of an insurance fund, the FDIC"s authority to set
assessment rates should be clarified to allow explicitly the
balance in the BIF to vary within a reasonable range from the
target designated reserve ratio. The FDIC could be required
under the current provisions of the law to make frequent
relatively large adjustments In assessment rate schedules,
including at times when iInsured institutions may be least able to
sustain higher rates. In an environment of frequent adjustments
in assessment rate schedules, depository institutions would have

difficulty making reliable projections about their costs, and the
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FDIC during serious economic downturns could be constrained from

charging higher premiums.

Also to promote assessment rate stability, the minimum
average premium required under Section 7(b)(2)(E) of the Federal
Deposit Insurance Act when a deposit iInsurance fund is
undercapitalized or when the FDIC has borrowings outstanding for
the fund from the Treasury or the Federal Financing Bank should
be reduced from 23 basis points to 8 basis points. The smaller
minimum would give the FDIC greater flexibility to smooth out or
phase in assessment rate changes, thereby making costs for the

industry less erratic.

Merger of the Funds

The two elements of the proposal discussed thus far would
provide immediate financial stability for the SAIF. The third
element of the proposal, a merger of the BIF and the SAIF, is a
necessary component of a solution to long-term structural
problems facing the thrift iIndustry, and consequently the

industry®s deposit insl.Ince fund.

A sound deposit Insurance system requires viable and sound
banking and thrift industries. The thrift industry would seem to
fall short of that characterization in the longer term.

Encouraged or required by law, the iIndustry concentrates on one
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sector of the economy, the housing sector, that is particularly
volatile. The concentration hinders the ability of institutions
to diversify risks and income sources. Moreover, as noted
ea™lier in this testimony, the iIndustry is concentrated
geographically: the eight largest SAIF-insured institutions
operate predominantly in California and hold 18.5 percent of all

SAIF-insured deposits.

The FDIC strongly agrees that a merger of the BIF and the
SAIF as soon as practicable is an important component of a
solution to the structural problems of the SAIF and the thrift
industry. With respect to the immediate financial problems
facing the SAIF, the FDIC believes that while a merger should be

of a solution, it should not be viewed as a substitute
approach to capitalizing the SAIF. To avoid unfairness to BIF-
insured iInstitutions and to avoid dropping the BIF below the full
recapitalization level, the task of recapitalizing the SAIF

should be a responsibility of the current members of the SAIF.

The FDIC fully supports a merger of the insurance funds as

Parf °f the immediate SAIF solution. The FDIC supports also a
of the charters, however, the additional issues raised

will take substantial time and effort to resolve. We can begin

addressing the charter issues now, but it must not delay action

on the iInteragency proposal to deal with the pressing financial

problems of the SAIF.
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With respect to the charter question, many issues must be
resolved, such as the different powers permitted for banks and
thrifts. The powers issue could be addressed by thrifts
accepting a bank charter, which could include a provision
allowing the mutual form of ownership. [In addition to the powers
issue, charter type impacts the Federal Home Loan Bank System, as
the current structure of the System — capital requirements,
access to advances, allocation among the FHLBanks of the REFCORP
payment — all hinge on the existence of the current thrift

charter.

Taxation questions, such as what iIs to become of the
AU T FI®N thrift lender classification and the treatment of past
additions to bad debt reserves, will have to be considered also.
Regulatory matters, such as the supervisory responsibilities of
the Office of Thrift Supervision, will need to be examined. As
the insurer of banks and thrifts, the FDIC will work with the
chartering agencies to assure that the resulting charter provides

for a safe and sound form of institution.

The FDIC favors an approach that addresses these questions
sooner rather than later — indeed as soon as practicable. The
Treasury Department s working on a comprehensive approach to
deal with the additional issues and the FDIC expects to be a part
of the effort. While these charter and other issues are being

addressed, the important goal is assuring that the SAIF will be
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fully capitalized and i1ts immediate financial problems resolved

as soon as possible.

The other elements of the proposal — the special assessment
to capitalize SAIF, the spreading of the FICO burden, no rebate
authority for SAIF, and the provision that SAIF premiums could
not go below BIF premiums — could, under favorable economic
conditions, result in a SAIF balance in excess of the designated
reserve ratio. If this were to occur, any such excess funds in
the SAIF at the time of the merger should not be rebated but
remain in the merged fund as further protection from future

losses.

In summary, sound policy reasons mandate a merger of the BIF
and the SAIF. The marketplace has made many of the charter
restrictions that govern the financial iIndustry obsolete, even
economically harmful. The structural problems of the thrift
industry lead the FDIC to support strongly a merger of the BIF

and the SAIF as soon as practicable.

Unspent RTC Funds

In addition to the three elements of the joint proposal, the
FDIC and the OTS believe a fourth component is necessary. We
recommend that the unspent RTC funds be made available as a

backstop, or reinsurance policy, for extraordinary, unanticipated
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SAIF losses until the BIF and the SAIF are merged. Asking for
taxpayer money, even in a backup role, 1is not done lightly, but
the need to ensure a comprehensive resolution of the SAIF"s
difficulties is imperative. In 1989 in FIRREA, Congress
authorized appropriations of up to $32 billion in taxpayer funds
to capitalize the SAIF. Also, those authorizations were
eliminated in the RTC Completion Act. Currently, the FDIC has
access to taxpayer funds to replenish losses iIn the SAIF,
provided the FDIC finds that foreseeable losses will TfTully
deplete the fund.

Most of the savings and loan clean-up has been accomplished.
The undercapitalized SAIF, however, 1is unfinished business from
the savings and loan crisis In need of Immediate attention.
Providing unspent RTC funds in a backup role would be iIn keeping
with Congress®™ original intention of providing funds to ensure a
sound SAIF. 1t would be only a small step beyond current law,
which provides access to unspent RTC funds and other taxpayer

funds to pay for losses to the government from failed thrifts.

Moreover, the SAIF enjoys the full faith and credit
guarantee of the U.S. Government. |If the SAIF became insolvent,
taxpayer money would be required to compensate insured
depositors. Authorizing access to unspent RTC money to cover
losses before an insolvency of the SAIF occurs is sound public

policy and could ultimately save taxpayer money.
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The recommendation of the FDIC and the OTS for the unspent
RTC funds covers extraordinary losses above those currently
projected. Under our recommendation, if SAIF losses were to
exceed $500 million in any calendar year during the period
beginning on July 1, 1995 — when the SAIF took over the RTC"s
responsibility for resolving failed iInstitutions — and ending
with the merger of the BIF and the SAIF, unspent RTC funds would
be used to cover the excess. Thus, the SAIF would cover the
first $500 million in losses during any year, and unspent RTC

funds would cover only any additional losses.

Neither the Congressional Budget Office (CBO) nor the FDIC
currently projects that SAIF losses will reach $500 million in
any year. The CBO projects losses of $450 million per year. The
FDIC projects losses of $270 million per year. It is, of course,
difficult to predict losses more than six months to a year ahead.
Unspent RTC funds would serve as a reinsurance policy against
losses more severe than those now anticipated. The backup funds
would assure SAIF members that for the near term they would not
be asked to pay yet another special assessment to capitalize the
fund. This assurance would further minimize the economic
incentive for thrift iInstitutions to shift deposits from the SAIF

to the BIF.
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CONCLUSION

Congressional action to resolve the difficulties facing the
SAIF 1s very much needed. With a balance amounting to only 0.31
percent of insured deposits, the SAIF is grossly
undercapitalized. This undercapitalized condition is directly
attributable to the fact that since the SAIF"s establishment in
1989, approximately 77 percent of assessment revenues from SAIF
members has been statutorily diverted to pay for past losses
related to the savings and loan crisis. Of the diversions, only
the FICO interest obligation remains, but i1t has been the
principal diversion — and will consume 45 percent of the SAIF"s
assessment revenue this year. It will continue to be a drain on
the SAIF until the year 2019. The SAIF"s undercapitalized
condition became more pressing on July 1, 1995, when the fund
assumed the responsibility for paying the costs of thrift
failures. One large or several sizable thrift failures could

quickly deplete the SAIF"s balance.

Additional matters add to the SAIF"s difficulties. Contrary
to expectations when the SAIF was created in 1989, the SAIF
assessment base has decreased significantly. The portion of the
base available to provide assessment income for the FICO
obligation has also been shrinking. The forthcoming BIF-SAIF
premium disparity will likely cause further shrinkage in the SAIF

assessment base, primarily through the migration of deposits from
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SAIF-insured accounts to BIF-insured accounts. The possibility
of thrift failures and losses to the SAIF is enhanced by the
asset and geographic concentration of SAlF-member institutions.
These concentrations also constitute longer term structural
problems facing the industry. Finally, revenue and net worth
supplements totalling $32 billion that Congress had authorized
for the SAIF were never appropriated, and funds authorized under
current law to replenish SAIF losses can be made available
essentially only i1f the FDIC concludes that the insolvency of the

SAIF i1s likely.

The FDIC believes that the interagency proposal and the
recommendations discussed in this testimony would resolve the
difficulties facing the SAIF. The approach suggested would
prevent those difficulties from escalating to the point where the
deposit insurance system and the federal government safety net
for the financial iIndustry are threatened. The recommendations
would result in full capitalization for the SAIF. They would
provide for that capitalization quickly. They would ensure that
the FICO interest obligation is met. They would avoid a crushing
burden to one small sector of the economy. They would obviate
the necessity under current law of an ongoing significant
disparity In insurance premiums between BIF-member and SAIF-
member institutions, and avoid the strong economic incentive for
SAIF members to shift deposits from the SAIF to the BIF, further

weakening the SAIF. They would provide for a merger of the BIF
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and the SAIF and an encompassing solution to significant long-

term issues facing the thrift industry.

The FDIC and the OTS would also recommend that Congress
provide access to leftover RTC funds to cover only losses to the
SAIF that significantly exceed those we currently project. This
reinsurance policy for extraordinary losses would assure the
stability of the SAIF in the near term until the funds are

merged.

In short, the recommendations would resolve the serious
problems facing the SAIF and depository institutions. Continued
confidence i1n the deposit iInsurance system would be assured —
confidence that is necessary for the government safety net to

accomplish i1ts purposes.





