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EXECUTIVE SUMMARY

This report, ‘"Deposit Insurance for the Nineties: Meeting the
Challenge," reviews the federal deposit insurance system. The FDIC undertook
this review because of a growing realization that deposit insurance requires
some fundamental changes if it is to continue to serve the purposes for which

it was originally intended over 55 years ago.

Virtually all agree that deposit insurance has accomplished its basic
goals of maintaining stability and confidence in the banking system, and that
these goals are vital to our Nation's economy. Deposit insurance has helped
ensure a sound banking system by providing a safe haven for people's money,
thereby instilling confidence and preventing panic-driven bank runs. Deposit
insurance also has helped maintain a flexible and responsive banking system by
facilitatiné a decentralized structure where new and smaller banks can compete

against larger institutions.

While deposit insurance has provided many social and economic benefits,
the eveﬁts of the last decade have brought into clear focus the fact that the
deposit insurance system also has the potential to create staggering costs.
Simply put, federal deposit insurance allows thousands of institutions to
leverage their capital with federally guaranteed funds--deposits. Imprudent
decisions by only a relative handful of financial institutions can generate

enormous losses for the deposit insurer. Strong supervision and market
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discipline are critical to keeping in check the risk-taking incentive created

by this structure.

Deposit 1insurance should be self-funding--premiums collected and
invested should be sufficient to cover costs of operation. The system worked
well in the days when competition was limited and the economy and interest
rates were vrelatively stable--before technological changes and global
competition. Now, the business of the deposit insurer is more complex and,

often, more costly.

The FDIC fund declined by 20 percent in 1988--its first operating loss
ever. HKhile the FDIC expects to make an operating profit in 1989, changes are
necessary to ensure that future operations are sound. The potential costs of
deposit insurance are even more obvious in our sister insurance agency, the
Federal Savings and Loan Insurance Corporation (FSLIC), where hundreds of
thrifts are insolvent and even the most optimistic estimates of resoiution
costs greatly exceed the fund's and the thrift industry's resources. Our
Study looks at the FDIC's recent experience, and that of the FSLIC, and
explores various alternatives and improvements to deposit insurance. The
Study concludes that certain -principies are required to provide a sound

deposit insurance system.

First, the deposit— insurer should be made as financially and

organizationally independent as possible. The insurer must be sensitive to

.the concerns of chartzring authorities and the industry it insures, but it

must have the freedom to control costs. To ensure political independence, the
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insurer should be self-funded. It should have a budget separate from the
general federal budget and the insurer should not be allowed to obligate
federal revenues. The 1insurer also should be independent from the
Congressional appropriations process. The insurer should remain accountable
to Congress and the Administration, yet remain free from annual budgetary

controls.

Second, the federal deposit insurer must be given certain basic tools
that would be available to a private insurer to control costs. These
include: The ability to promptly terminate insurance privileges when an
institution is operating in an unsafe manner; the ability to set standards for
insurability by a federal deposit insurance system; and the authority to

examine and assess risk at all insured institutions.

Third, to ensure adequate resources, the insurer should have additional
controls over its revenues. The insurer should be able to adjust insurance
premiums, within prescribed 1limits, to reflect experience and costs on a
continuing “basis. The assessment base should be extended to 1include
borrowings that are secured by assets that otherwise would be available to the
insurer in the event of failure. Operating institutions obtaining federal
insurance should be required to pay an entrance fee sufficient to maintain the
ratio between the insurance fund and insured deposits. The insurer also
should be able to borrow from both the Department of the Treasury and the
Federal Reserve. Moreover, all federally insured institutions owned by a
common parent should be required to indemnify the insurer against any losses

resulting from the failure of an affiliated bank.
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The Study also offers other recommendations. The FDIC should have
clear authority to distinguish between depositor and nondepositor claims in
failure-resolution transactions. This approach differs from previous calls
for depositor preference statutes in that nondeposit creditors would maintain
their pro rata rights to the assets of the failed institution. Such creditors
may have to wait along with the FDIC for assets to be liquidated, while

depositor liabilities could be transferred to another institution.

In addition, the FDIC continues to advocate moving toward a system in
which nontraditional activities take place outside the bank in subsidiaries
using excess bank capital or in separately capitalized affiliates. Under such
conditions, the FDIC recommends that banking organizations be allowed to

become involved in a wide variety of activities.

Finally, the experience of the past several years demonstrates that
regulatory agencies must improve their supervisory capabilities. Regulatory
agencies_ must maintain highly skilled, professicnal staffs. In addition,
regulators ﬁust improve their understanding of risk diversification and the

competitive and economic environments in which their banks operate.

The Study reviewed other proposals for improvements to the system. A
fundamental conclusion 1is that proposals to increase so-called depositor
discipline by curtailing insurance protection should be rejected. The FDIC's
view is that increasing pressure on depositors to control bank risk in a
rational manner is impractical. Most depositors looking for safe, short-term
investments cannot be expected to know the true condition of a financial

institution. That i1s challenging enough for examiners and analysts who have
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regular access to bank management and records. Most importantly, attempts to
increase depositor discipline would 1increase the threat of financial

instability and bank runs, and undermine the very reason deposit insurance was

deemed necessary.

The FDIC also rejects so-called "narrow-bank" proposals that would
restrict depository institutions to only the most 1liquid and safe
investments. Forcing lending operations out of banks, which would be required
by these proposals, would be inefficient in view of banks' consideréble
expertise in financial intermediation. Further, these types of proposals may
restrict the flow of credit to productive investment projects undertaken by
borrowers who lack the ability to tap credit markets directly, thereby

reducing overall economic growth.

While the FDIC rejects decreasing depositor protection, it cannot
support proposals to increase de jure depositor protection to 100 percent.
Although the discipline exerted by large, uninsured depositors is not
necessarily an ideal form of discipline--large depositors often run only after
it is apparent that the bank is encountering difficulties--it does provide
some deterrent effect, and often alerts regulators to problem situations or
forces a more timely resolution of failure situations. To completely

eliminate such discipline would increase the potential risk to the insurer.

Arguments to raise or lower depositor protection also stem from the
perceived inequity in the way large banks are handled relative to small
banks. The FDIC acknowledges that some 1inequity does exist. Uninsured

depositors in very small banks sometimes bear somewhat greater risk of loss
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than those in large banks. Under current law, the FDIC must determine that
protecting uninsured depositors is cost-effective in failure resolutions or
that factors exist that make it essential to protect uninsured depositors.
Experience shows that protecting all depositors is more Tlikely to be
cost-effective in larger banks because of the greater relative franchise value
maintained in large banks. The FDIC can deviate from the cost test when a
bank is found to be essential to its community--but such essentiality
considerations are more 1likely to exist with larger banks than smaller
institutions. To address this inequity, the FDIC will continue its practice

of trying to avoid depositor losses whenever possible.

The Study concludes that, on balance, the current deposit insurance
system provides an appropriate balance between depositor discipline and
financial stability. Our view is that risk-taking incentives created by.
deposit 1insurance can be controlled by ensuring market discipline by
investors, management, and uninsured depositors; requiring banks to hold
adequate capital; improving the regulatory structure; and strengthening the

supervisory process.

While studying deposit insurance, the FDIC reviewed the problems facing
its sister finsurance agency--the FSLIC. The most obvious problem is to
provide funding so that hundreds of insolvent institutions can be resolved.
It appears the federal government will have to absorb much of this cost, since
the thrift industry is not strong enough to shoulder the burden alone.
Moreover, the FDIC finds no reason why banks should be singled out to pay for

the thrift industry's problems. The Study reviews proposals for ameliorating
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the impact on the federal deficit of the costs of returning the FSLIC to

solvency.

Equally as important as arranging for adequate funding is taking steps
to ensure that current losses do not recur. Many of the recommendations for
deposit insurance reform discussed earlier are necessary for a viable and
responsive insurance system. There are a variety of alternatives for
implementing these reforms for the FSLIC. The Study recommends three possible
options that satisfy the requirements set forth above: (A) A new stand-alone
FSLIC; (B) An administrative merger of the FSLIC into the FDfC; and (C)

Comprehensive reform of the thrift regulatory structure. The FDIC favors

option A.

A stand-alone FSLIC envision§ the creation of a separate FSLIC that is
independent of the Federal Home Loan Bank Board (FHLBB). The FHLBB would
continue to charfer and supervise federal thrift institutions and would
operate both the Federal Home Loan Bank System and the Federal Home Loan
Mortgage Co}poration (Freddie Mac). The newly-separated FSLIC would directly
supervise all state-chartered, FSLIC-insured thrifts and be responsible for
all Tliquidation activities related to all FSLIC-insured institutions. The
FSLIC would 'not be subject to the appropriations process. The district
Federal Home Loan Banks (FHLBs) would no longer examine or supervise thrifts.
Their role would be confined to providing liquidity for institutions meeting
housing-related criteria. System‘ membership would be available to any

depository institution meeting these criteria.
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The second option is an administrative merger of the FSLIC into the
FDIC. There would be common management and an administrative Board over
separate FDIC and FSLIC funds. The new FDIC would supervise state-chartered
thrifts and state-chartered bahks that are not members of the Federal Reserve
System and would perform all liguidation activities for all insured banks and

thrifts.

The third option calls for comprehensive reform of the thrift deposit
Insurance and regulatory structure. The administrative functions of the FSLIC
and the FDIC would be merged into a new corporation. The Office of the
Comptroller of the Currency (OCC) would assume responsibility for chartering
and supervising federal thrifts, and the Federal Reserve Board would supervise
thrift holding companies. The FHLBB would continue to oversee the Federal
Home Loan Bank System and Freddie Mac, under the umbrella of the Department of

Housing and Urban Development or the Federal Reserve Board.

These are the major conclusions and recommendations in our Study. A

summary of the discussion in each chapter follows.

Introduction

Chapter 1 provides a brief introduction to the FDIC's examination of
our federal deposit insurance system. Concerns about the continued viability
of the deposit insurance system stem from the economic, technological and

regulatory changes that have affected our economy's financial markets over the
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past decade. Deposit insurance reform was examined at length following the
financial deregulation of the early 1980s. In general, these studies found
that the regulators' ability to control excessive risk-taking had been

hampered by the changing financial environment.

Today, deposit 1insurance reform continues to receive attention.
Proposals to modify the system range from a major scaling back of insurance
guarantees and greater depositor discipline, to increased emphasis on capital
requirements, supervision and timely closure of insolvent institutions. This
Study examines the current system and recommends changeﬁ to enable the deposit

insurance system to meet the challenges ahead.

Framework for Analyzing Deposit Insurance Reform

Chapter 2 reviews the benefits and costs associated with the provision
of deposit insurance and provides a framework for analyzing deposit insurance
reform. Deposit insurance promotes financial stability by preventing bank
runs. However, deposit insurance also may create an incentive for banks to
take excessive risks. (While the owners of insured deposits have little
incentive to participate in bank runs, they also have little incentive to pay
attention to the riskiness of their bank's activities.) These two fundamental
effects of deposit insurance, and the relative importance one may attach to
them, underlie all of the numerous proposals to replace, curtail, or otherwise

reform deposit insurance.

Comprehensive deposit insurance reform tends to be favored by those who

take the view that the benefits associated with the prevention of bank runs
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are less important than the costs associated with the risk-taking incentives
created by deposit insurance; or that the costs associated with bank runs can

be controlled adequately by alternatives to deposit insurance.

Proponents of more modest reform také the view that the more
significant costs are associated with bank runs, and that risk-taking
incentives created by deposit insurance can be controlled adequately through
market mechanisms, capital requirements and the supervisory process. The

FDIC's view falls into this category.

Deposit Insurance Pricing

In Chapter 3, "Deposit Insurance Pricing," problems associated with the
current flat-rate pricing scheme and the féasibility of implementing a system
of explicit risk-related premiums are addressed. In the absence of regulation
and supervision, flat-rate premiums provide incentives for excessive
risk-taking‘and tnequitably distribute the burden of insurance losses among
banks. If unchecked, these perverse incentives may lead to an excessively
risky banking system and undermine the viability of the deposit insurance

system.

In practice, this incentive toward excessive risk-taking is
counterbalanced, to some extent, by existing market discipline and through
regulation and supervision. Federal and state regulators periodically examine
banks to determine if they are operating in an unsafe or unsound manner.

Undesirable behavior is penalized through the issuance of cease-and-desist
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orders or the imposition of other sanctions. In addition, 1laws and
regulations limit the kinds of activities that insured institutions may engage
in and set minimum capital requirements. To the extent that these implicit
costs vary with the riskiness of the bank, they function as a system of

risk-related premiums and constrain risk-taking.

The major question i1s whether an explicit risk-related pricing formula
could be established that would be an improvement over the current system of
flat-rate premiums, regulations and supervisory sanctions. 1In assessing this
question, a number of risk-related pricing schemes are reviewed. Risk-related
schemes that rely on market information to assess bank risk generally suffer
from problems 1in obtaining accurate market 1nformafion for all insured
institutions. In the absence of a market-based approach, the FDIC would be
left with the task of administratively determining an explicit pricing
formula. Thus far, it has not been possible to establish a satisfactory

pricing formula based on ex ante or before-the-fact measures of risk.

It does appear feas1ble, however, to establish a general pricing
formula that would complement the existing supervisory sanctions, based on ex
post or after-the-fact measures of risk. The adoption of such a system, with
only modest premium differentials at first, will not eliminate entirely the
1ncent1§e for banks to take excessive risks. However, it may offer somewhat
greater deterrence, require regulators to assess risks more diligently, and

allocate the costs of insurance more equitably among banks.

While a more equitable distribution of the insurance burden is

desirable, an even more critical concern is to ensure adequate funding for the
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insurance agency. An adequately financed deposit insurance system is
important for three reasons. First, an 1insolvent insurer has similar
incentives to take excessive risks as does the management of an insolvent
insured depository; this helps to explain the actions of the FSLIC in the
early 1980s 1in encouraging thrifts to grow out of their problems by further
leveraging nonexistent capital. Second, the passing of expenses and losses to
the industry on a more current basis will provide greater incentives for the
development of self-regulation and mutual risk-reduction measures. Finally,
Congress and the public have every right to have assurances that the need for

taxpayer money in the future will be minimal.

To help ensure adequate long-run funding for the insurer, several
recommendations are presented in Chapter 8. First, total assessments to the
industry should be based on a modified three-year average of actual loss and.
expense accruals. Limits may be appropriate for year-to-year changes in

assessments and for the maximum level of assessments.

Secoﬂd. the assessment base should be expanded to include secured
borrowings. MWhile there are good arguments for also 1including foreign
deposits 1n the assessment base, there is sufficient uncertainty with respect
to its effects on the competitive position of U.S. banks that no
recommendation is made at this time. |

Third, the rebate system should be based solely on the relationship of
the fund to the assessment base. Rebates would begin when the ratio of the

fund to the assessment base exceeded a threshold level.
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Fourth, the FDIC should be given direct authority to borrow from both

the Department of the Treasury and the Federal Reserve System.

Finally, operating institutions obtaining FDIC insurance should pay an
entrance fee sufficient to maintain the ratio of the fund to the assessment
base at a constant level. This could be accomplished through a one-time

charge or a deposit that is taken into the fund over time.

Market Mechanisms for Controlling Risk

Chapter 4, "Market Mechanisms for Controlling Risk," examines market
discipline as a form of risk control in banking. Market mechanisms for
controlling risk are considered under four broad categories: insurance
coverage (depositor discipline), disclosure, capital standards, and the
priority of claims in bank liquidation (depositor preference and nondepositor

discipline).

Based on the premise that de facto 100 percent coverage has rendered
depositor discipline ineffective, some have argued for explicit, 100 bercent
coverage of deposits, regardless of size. Full coverage, it is argued, could
result in greater stability with respect to bank runs, more equity in the
system, and also could allow for a more consistent and orderly resolution of
bank failures. Moreover, 100 percent coverage may facilitate certain change§
in failure-resolution methods that, according to proponents, would increase
the effective level of market discipline. The major problem with this

argument is the assumption that depositor discipline is completely absent from
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the current environment. The FDIC's experience suggests otherwise and recent
studies also contradict this, suggesting that markets for certificates of
deposit are fairly sensitive to bank-specific risk and act to constrain banks

wishing to pursue riskier activities.

Others have argued that there should be greater depositor discipline;
that deposit insurance coverage levels perhaps should be reduced from the
present $100,000 level; and that in order to control bank risk-taking,
uninsured deposits should be exposed to losses in bank failures. However, the
problem with depositor discipline is the same one that existed in the 1930s,
which led tb the creation of the federal deposit insurance system: depositor

discipline can lead to destabilizing bank runs.

What proponents of greater depositor discipline often overlook is that
market discipline presently exists in many important respects. Bank
stockholders, bank management and bank holding company creditors almost always
suffer losses when a bank fails. Each of these groups has an incentive to
control a bénk's risk-taking. Uninsured depositors and creditors also exert
some control over bank risk-taking, since they are not assured of complete

protection in a bank failure.

Chapter 4 concludes that existing levels of market discipline appear
adequate to control risk-taking by healthy banks. The Study recommends
against any change to the $100,000 1limit for individual deposit accounts.
Limits to insurance coverage on brokered deposits or restrictions on the rates
payable for insured brokered funds also are viewed as unnecessary. However,

market discipline cannot be relied on to control risk-taking in problem
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institutions. As a bank nears insolvency, the incentive for self-preservation
may lead unprotected creditors and bank management to encourage the very
risk-taking that is viewed as imprudent when the bank is healthy. As a bank's
condition deteriorates, less reliance can be placed on market mechanisms and

more reliance must be placed on the supervisory process.

Supervision

In addition to market discipline, supervision is the other major
vehicle for controlling bank risk-taking. Rather than diminish its role,
deregulation and other changes in financial markets have made the supervisory
role even more critical. In Chapter 5, "Supervision," the role and
effectiveness of the supervisory process are examined and recommendations for
reform are put forth. Three major areas of the supervisory program are

reviewed: the examination program, enforcement authority, and applications

process.

The examination program is the primary mechanism for monitoring the
risk of individual institutions and for implementing necessary corrective

actions. Several areas are identified as needing reemphasis or improvement.

First, because the FDIC's resources are at stake, the authority for the

insurer to examine all insured banks needs to be clarified and strengthened.

Second, the regulatory agencies must improve their methods of

identifying risk, setting priorities and allocating resources. This
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includes: (a) improved offsite monitoring through continued development of
computer-assisted analyses of bank and industry data; (b) development of
online 1information-retrieval systems which will allow reaulators computer
access to at least the top tier of banks and those that exhibit more than
normal risk; (c) development of diversification rules and systems and programs
for analyses of industry sectors and geographical groupings in a way that will
help focus supervision on potential or emerging problems; and (d) coordination
of the information-gathering processes to more systematically establish
priorities for onsite examinations of banks that still have satisfactory

ratings.

Third, federal bank regulatory agencies must reemphasize and develop
better ways to work together and streamline the examination process and
information flows between agencies. This includes a rejuvenation of the
cooperative examination program whereby the FDIC accompanies the OCC and the
Federal Reserve Board in examinations of banks, and the consideration of
fssuing regional supervisory directives, i.e., alerts to examiners and bankers
concerning a local or regional problem that need not wait for a nationwide

pronouncement from the Washington offices.

Fourth, an effective examination program is dependent on maintaining a
staff of highly skilled, experienced and well-compensated professionals. This
means avoidance of periodic hiring freezes, maintenance of a benefits package
that is competitive with the private sector, and development or acquisition of

specialized expertise to deal with new and changing banking activities.
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Finally, the supervisory program could be enhanced by establishing
regional economic oversight committees comprised of representatives‘ from
different supervisory agencies to evaluate levels of risk in their respective
areas. These committees wduld consult with industry and academic

representatives and should seek to anticipate adverse economic trends.

When a bank does not operate in a safe-and-sound manner, regulatory
authorities must possess the necessary tools to curb improper behavior. Khile
existing enforcement tools are generally adequate, expanding their
applicability and streamlining their implementation would be helpful to the

enforcement process. Several recommendations are made.

First, termination of federal deposit insurance should be streamlined
to take no more than six months. Existing deposits would continue to be

insured for a reasonable period following termination.

Second, clarify restrictions that could be imposed on banks with
capital levels below minimum standards. These might include suspension of

dividends, restrictions on growth and a prohibition on acquisitions.

Controlling and monitoring risk through the supervisory prdcess also
could be enhanced by modifications to the applications process. At present,
only state nonmember banks are required to apply to the FDIC for entry into
the deposit insurance system. National and state member banks receive FDIC
membership automatically upon approval of the OCC or the Federal Reserve.

When granting a charter, the chartering authorities should be required to
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consider the institution's risk to the insurance fund, wusing standards

developed by the insurer.

Forbearance

Not only does deposit insurance reform require decisions on how much
authority to grant bank supervisors, it requires decisions on the amount of
discretion to be allowed the supervisor in the exercise of that authority.
The trade-off between mandatory rules versus supervisory discretion underlies
the discussion in Chapter 6 on "Forbearance." This chapter argues that there
are circumstances where it may be appropriate for supervisors to exercise
discretion in the face of excessive risk exposure by insured depository
institutions; mandatory or rigid enforcement rules in some instances may.
undermine supervisory efforts to control risks. In this context, forbearance
should be a deliberate act aimed at achieving control of risk, rather than the
consequence of inaction or unwillingness to address problem situations. Many
forms of forbearance have been successful in controlling risks, promoting
sound operations, and limiting loss to the insurance fund. Chapter 6 argues
that the ability to exercise discretion is an important and, in fact, a

necessary part of the supervisory process.

Failure Resolution

Chapter 7, "Failure Resolution," reviews alternative failure-resolution

policies and evaluates their desirability in terms of how well they meet major
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policy objectives. As discussed elsewhere, a trade-off exists between the
desire to maintain market discipline against bank risk-taking and the need to
maintain public confidence and stability in the banking system. There appears
to be substantial market discipline against risk-taking by healthy
institutions. It is when a bank encounters financial difficulty that market
discipline fades and the incentive to take risks becomes significant. These
risk-taking incentives in problem institutions mean it is critical to maintain
strong and effective supervision, which includes enforcement of appropriate
capital standards and a general policy that calls for timely closure of

insolvent institutions.

The view that the trade-off between stability (the prevention of bank
runs) and depositor discipline must be weighted heavily in favor of stability
is the driving force behind the first two recommendations in Chapter 7.
First, because market discipline declines as capital levels decline, timely
closure of insolvent institutions is a critical element in controlling risk.
Further, since loan-loss reserves represent anticipated losses, it should be
clarified tﬁat chartering authorities should use equity capital rather than a
capital measure that includes loan-loss reserves as the appropriate measure
for determining solvency. Second, it would be desirable for the FDIC to have
clear authority to distinguish between depositor and nondepositor claims fin
failure-resolution transactions. Such authority would give the FDIC greater
flexibility to 1increase nondepositor discipline against bank risk-taking
without risking greater instability in the banking system (through the

introduction of greater depositor discipline and the increased possibility of

bank runs).
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Other recommendations in Chapter 7 would increase the FDIC's ability to
maintain adequate funding against potential problems. First, since evidence
concerning the disposition of failed-bank assets suggests that it is more
cost-effective to keep assets in the private sector rather than in a
government liquidation, the current policy of passing as many failed-bank
assets as possible to the acquiring bank should be maintained. Second, in
order to eliminate the problems associated with affiliated banks operating as
a single entity in qood times, but as separate corporate entities in bad
times, all federally insured banks should be required to protect the FDIC

against losses in any banks owned by a common parent.

Issues Related to Handling Large-Bank Fajlures and Funding
the Deposit Insurance System

The open-bank assistance provided to Continental ITlinois National Bank
and Trust Company in 1984 focused the "too-large-to-fail" discussion on
banking and the way the FDIC approaches failing- and failed-bank situations.
The FDIC aléays has handled the failure of larger banks in a way that results
in full protection of depositors and other general creditors of the bank; on
the other hand, uninsured creditors in smaller banks on occasion have been

subjected to loss.

Since 1951, the FDIC has followed a set of rules that has forced
identification of situations that are handled outside of normal criteria.
Specifically, the FDIC must determine whether an institution is "essential" to
the community in order to justify any transaction that is more costly than a

deposit payoff and liquidation. This system has had two effects. First, the
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form of this "cost test" is biased towards preserving franchise values where
they exist; the result has been a greater likelihood of handling larger banks
in a manner that protects all general creditors. Second, the FDIC is forced
to explicitly Justify any action that cannot be rationalized under the cost
test. Thus, the term “too-large;to-fall" is inappropriate in the context of

banking; a more appropriate term is "too-important-to-pay-off."

Moreover, the ability to deviate from decisions based solely on the
cost test has had a long hiétory and, more importantly, is likely to continue
to be a fact of life--i.e., the "too-important-to-pay-off" doctrine in all
probability is here to stay. There will continue to be certain situations
when an individual bank will be perceived to be too important to macroeconomic
considerations or international stability to be handled in a way that would
inflict losses on bank creditors. This becomes increasingly true as other
countries provide de jure or de facto 100 percent coverage to their banks, and
as banking and finance become more international in scope. Thus, it would be

counterproductive to design a system that does not accommodate this reality.

To the extent that the handling of bank failures 1involves broader
macroeconomic considerations, some have questioned the appropriateness of
vesting this résponsibi]ity with the deposit insurer. In Chapter 8, it is
asserted that in the U.S. the {nsurance agency 1is appropriate for this
purpose. First, the responsibility has been with the FDIC since 1934, and the
system has worked reasonably well. Second, the way other countries allocate
this responsibility--often to the central bank or ministry of finance--is not
necessarily appropriate for the U.S. since relationships between government

and banking are often much different in those countries. Third, the nature of
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banking makes it important to act rapidly in a failure situation; this would
be 1inconsistent with exposing failure resolution to short-term po]ftical
influence. Finally, failure resolution creates an interest in maintaining
certain asset values; this interest normally will not be consistent with the

conduct of appropriate monetary policy.

Resolving the FSLIC Problem

The difficulties experienced by the FSLIC and S&Ls during the 1980s
have been the major impetus behind calls for insurance reform. Chapter 9
assesses the extent of the problem and outlines options for dealing with the

FSLIC crisis.

The FSLIC shortfall is well in excess of the resources available to the
FSLIC. Because these losses continue to grow, insolvent S&Ls should be closed
as quickly as possible and reforms should be instituted to minimize the chance

of recurring problems.

The S&L industry should bear as much of the cost as possible. However,
severe constraints exist on the ability of the S&L industry to finance the
FSLIC shortfall--the tangible net worth of all solvent S&Ls is only $40
billion, or four percent of their assets. There is a substantial risk that
extensive use of S&L industry resources could drive presently healthy S&Ls
into insolvency or marginal solvency, and result in insurance-avoidance

tactics, pressure to change insurers and increased risk-taking.
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The banking 1industry also does not have the means to pay for the
problem. Moreover, from an equity viewpoint, there is no reason why'banks
should pay for the S&Ls' problems. FDIC resources also should not be used due

to the risk of leaving the Agency with insufficient funds to fulfill its

function.

The federal government must pick up most of the tab for the S&L
problem. Concerns about the federal budget deficit could be mitigated by an
off-budget financing arrangement, whereby the Treasury pays the interest and
guarantees the principal of borrowings by a limited-life, quasi-governmental
agency. Off-budget financing has the advantage that it could avoid the
politicalization of deposit insurance, which would seem inevitable if the

costs were financed totally by current appropriations.

Ensuring that current problems do not recur is at least as important as
finding a short-term financial solution. The fundamental objective of a
“regulatory solution" should be strong government regulation of the S&L
industry 1n;tead of the de facto self-regulation which was a major cause of
current problems. Under any scenario in which the FHLBB or the FSLIC remain
intact, the FSLIC should be independent of the FHLBB; the FHLBs should provide
liquidity for housing, not supervise or examine the S&L industry; and the
number of politically appointive positions in the FHLBB ought to be sharply

reduced. In addition, in any scenario, banks and thrifts should be regulated

according to common standards. -

In terms of balancing the objectives of rapid resolution of

insolvencies and minimizing the chance that current problems will recur, a
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recapitalization of the FSLIC with reforms to the FHLBB and the FSLIC, an
administrative merger of the FSLIC into the FDIC, or the creation of é new
deposit insurance agency combined with more comprehensive reform of the thrift
industry regulatory system are the most desirable options. Othef options
considered and deemed less desirable in terms of balancing these objectives
include a recapitalization of the FSLIC without reforms; an immediate
full-scale merger of the FSLIC and the FDIC; a conversion of healthy S&Ls to
the FDIC insurance, with the FSLIC or some other agency resolving the
remaining cases; and a complete restructuring of the financial institutions’

reqgulatory system.

The three possible options that satisfy the requirements set forth in
Chapter 9 can be called: (A) A stand-alone FSLIC; (B) An administrative
merger of the FSLIC into the FDIC; and (C) Comprehensive reform of the thrift:

insurance and regulatory structure. The FDIC favors option A.

A stgnd-alone FSLIC envisions the creation of a separate FSLIC that is
independent of the FHLBB. The FHLBB would continue to charter and supervise
federal thrift institutions and would run both the FHLB System and Freddie
Mac. The newly-separated FSLIC would directly supervise all state-chartered
thrifts and be résponsible for all Jliquidation activities related to
FSLIC-insured 1institutions. The FSLIC would not be subject to the
appropriations process. The district FHLBs would no longer examine or
supervise thrifts. Their role would be confined to providing liquidity fof
institutions meeting housing-related criteria. System membership would be

available to any depository institution meeting these criteria.
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The second option is an administrative merger of the FSLIC into the

FDIC. There would be common management and an administrative Board over
separate FDIC and FSLIC funds. The new FDIC would supervise state-chartered
thrifts and state-chartered banks that were not members of the Federal Reserve

System and would perform all liquidation activities for insured banks and

thrifts.

The third option calls for comprehensive reform of the thrift deposit
insurance and regulatory structure. An administrative merger of the FSLIC and
the FDIC would occur, creating a new federal deposit insurance corporation for
banks and thrift institutions. The OCC would assume responsibility for
chartering and supervising federal thrifts and the Federal Reserve Board would
supervise thrift holding compan1esﬂ The FHLBB would continue to oversee the
FHLB System and Freddie Mac, under the umbrella of the Department of Housing

and Urban Development or the Federal Reserve Board.

- Conclusions

In addition to the conclusions outlined thus far, Chapter 10 outlines
several other broader conclusions and recommendations. One of these
conclusions is that the provision of deposit insurance should not interfere
with the industry's adaptation to technological changes affecting financial
markets, regardlesé of whether these changes imply an expanded or more limited
role for traditional banking activities. This 1is consistent with the

recommendations of the FDIC's Mandate for Change study, which was published in

1987.



-26-

In Mandate for Change, it was argued that firewalls could be

established between bank and nonbank affiliates to prevent the use of insured
deposits for nonbanking activities, thus eliminating a potential advantage
that banking organizations might have over nonbanking organizations. At the
same time, the limitations imposed on the types of businesses that may own a
bank place artificial restrictions on legitimate economies of scope and the
flow of capital and other resources into and out of the banking industry. By
eliminating these restrictions, it will be easier for the banking industry to
adjust to the technological changes that are occurring, while ensuring that

funding advantages are not given to nonbank entities.

The ability of the industry to adapt to technological and economic
changes also would be enhanced by allowing for a more orderly entry into and
exit from the industry. Restrictions on intrastate branching and interstate
banking impede the orderly entry into and exit from the industry, and increase
the FDIC's costs of resolving failures. In addition, these restrictions limit
loan diversification, thereby increasing risks to the system. The elimination
of these geographic restrictions would allow the industry to be more
responsive to changing financial conditions and less susceptible to reglonal

economic difficulties.

Throughout this Study, questions concerning the trade-off between
financial stability and market discipline are raised. Reform proposals that
call for greater market discipline have the potential to reduce the
risk-taking incentives that deposit insurance provides, but they also have the

potential to create costs by increasing the chances of bank runs.
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Underiying reform proposals that call for more market discipline, by
strictly enforcing de jure coverage or rolling back the insurance coverage, is
the view that markets (deposit markets) are relatively efficient at evaluating
bank risk and that the costs of the increased chances of bank runs are
relatively low. Thus, in this view, the benefits of increased depositor

discipline outweigh the costs.

In this Study, the view is that existing forms of mafket discipline in
well-capitalized banks, when combined with prudent supervision, are sufficient
to control 1incentives for excessive risk-taking by banks caused by the
existence of deposit insurance. At the same time, it is the FDIC's view that
bank runs or the threat of bank runs can be costly, and that any moves toward
enhancing market discipline must seriously weigh these potential costs.
Consequently, the Study stresses the need to enhance existing forms of market
discipline; to strengthen supervision so that overly risky behavior is
detected and controlled in a timely manner; to maintain strict capital
standards and ensure that insolvent institutions are promptly closed; and to
provide insuring agencies with the proper incentives so as to facilitate the

long-term viability of the federal deposit insurance system.



Chapter 1
-~ INTRODUCTION

During the past year, the state of our Nation's deposit insurance
system and the ways it could be improved have been the special subjects of
discussion and study at the Federal Deposit Insurance Corporation (FDIC). The

results of our efforts are included in this report, Deposit Insurance for the

Nineties: Meeting the Challenge. Our Study addresses two fundamental

issues. First, we examine the problems associated with maintaining a healthy
deposit 1insurance system. Our recommendations for new methods of protecting
the deposit insurance system against future problems comprise the bulk of this
report. Second, we focus or the immediate problems facing the Federal Savings.

and Loan Insurance Corporation (FSLIC) and the thrift industry.

Deposit insurance serves two basic purposes. It provides a "safe
haven" for 'the funds of individual depositors and brings stability to the
banking system. The federal deposit insurance system has achieved these goals
since its inception. Experiences during the past decade, however, have given
rise to concerns about the continuing viability of the system. At issue is
the current system's ability to sufficiently control excessive risk-taking by
insured financial institutions. MWhile deposit ihsurance protects 1nd1vidua1-
depositors and provides stability to the banking system, it also indirectly
can promote increased risk-taking by insured institutions. The question that
must be asked is whether the existing deposit insurance system is adequately

structured to continue to serve the purposes for which it was designed.
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Concerns about the continuing viability of the deposit insurance system

stem from the economic, technological and regulatory changes that. have
affected our economy's financial markets over the past decade. Economic
conditions have varied considerably and often were inhospitable to financial
institutions. Over the 1last decade, the economy experienced an extended
period of inflation that was accompanied by high and volatile interest rates,
followed by a period of disinflation. Regional and sectoral economic
problems, such as those found in the Southwest and in agriculture, adversely
impacted financial institutions over the decade, and continue to be a problem
today. At the same time, technological changes were revolutionizing the
entire field of finance, including the practice of banking. The distinctions
between insured and uninsured institutions became less apparent as banks faced
increased competition from nonbank sources. Today, the "technological
revolution" continues to blur the regulatory distinctions between classes of

financial institutions.

During the last decade, Congress enacted two major pieces of financial
deregulation legislation: the Depository Institutions Deregulation and
Monetary Control Act of 1980 and the Garn-St Germain Act of 1982. Both pieces
of legislation represent Congress' response to the economic conditions and
technological changes that adversely impacted financial markets.
Specifically, high and volatile interest rates and an extended period of
persistent inflation rendered interest-rate ceilings untenable and contributed
to large losses in the S&L industry. As a result, interest rates were
deregulated and restrictions on permissible activities for S&Ls were relaxed,

while the deposit insurance system remained unchanged.
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The significant problems confronting the banking and thrift industries

are of primary concern to the health of the deposit insurance system.. The
banking industry has had to contend with record numbers of bank failures in
recent years. MWhile the FDIC successfully has responded to these challenges,
the solutions have not been costless. This year the FDIC will experience a
loss for the first time in its history. For its part, the thrift industry
faces major problems, including the insolvency of the FSLIC. Estimates of
restoring the FSLIC to solvency currently range from $50 billion to over $100
billion. The problems plaguing both industries clearly underscore the need to

reevaluate and strengthen the deposit insurance system.

Our concerns regarding the adequacy of the deposit insurance system are
not new. Indeed, over the past decade, the banking and thrift industries,
their regulators, and the Congress have been engaged in a dialogue on the
state of the deposit insurance system. Deposit insurance reform was examined
at length following the financial deregulation of the early 1980s. As
directed by the Garn-St Germain Act of 1982, studies were submitted to
Congress by each of the federal deposit insurance agencies in April 1983.'
These studies evaluated the existing deposit insurance system in light of the
recent legislative changes, and'recommended changes which would be appropriate
giveﬁ the newly relaxed regulatory environment. The discussion of deposit
insurance reform was enhanced further by the contributions of others,
including studies conducted by the General Accounting Office and the Horking

Group of the Cabinet Council on Economic Affairs.?

In general, these studies found that regulators' ability to control

excessive risk-taking had been hampered by the changing economic and
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requlatory environment. They suggested that alternative methods for
monitoring and controlling risk were needed. MWhile the studies differed in
terms of approach and specific recommendations, a consensus emerged that there
should be greater reliance on market-oriented solutions. In the newly
deregulated financial environment, market mechanisms were to supplement the
existing system of supervision and regulation.® The emphasis placed by
these studies on market-oriented solutions was consistent with tﬁe trend

toward decreased regulation of financial markets.

Today, deposit 1insurance reform continues to receive attention.
Proposals to modify the deposit insurance system range from a major scaling
back of 1insurance guarantees and increased emphasis on depositor discipline,
to increased emphasis on capital requirements, supervikion and timely closure
of insolvent institutions. Those who call for a major scaling back of deposit
insurance guarantees doubt that the regulators alone can adequately control
risk in today's financial environment. Those who propose less sweeping
changes place greater trust in existing market discipline and in the ability

of regulatofs to adequately control risk-taking through supervision.

From the FDIC's vantage point, the system is basically stable.
Therefore, we believe the appropriate prescription for current problems is one
of modest revision rather than massive reforms. The goal should be to improve
the current deposit insurance system so that the problems of the past will not
recur and the challenges of the future will be met. Thus, our Study takes a
close look at the deposit insurance system with the following question in

mind: How can the deposit insurance system best meet the challenges ahead?
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In Chapter 2, a framework for analyzing insurance reform issues is
presented which provides much of the groundwork for what follows in the
Study. The chapter reviews the rationale for deposit insurance and the
related question of what makes banks special, the distortions created by
deposit insurance, and possible trade-offs involved in choosing different
policy options. It is argued that different views concerning the nature of
these trade-offs are a major factor in how we approach deposit insurance

reform issues.

In succeeding chapters, several areas of potential reform are
analyzed. 1In Chapter 3, "Deposit Insurance Pricing," the desirability and
feasibility of implementing a system of riskmbased fnsurance premiums are
addressed. The pricing problem 1is discussed and various proposals for
risk-related pricing schemes are assessed. Chapter 4, "Market Mechanisms for
Controlling Risk," analyzes a wide variety of proposals that would alter the
degree of market discipline in the system. In theory as well as in practice,
determining the optimal role for market discipline is a complex issue: while
increased market discipline can reduce excessive risk-taking by insured
institutions, it also can affect the stability of the entire system. The
result is a trade-off between the benefits and the costs associatgd with
market discipline. Finding the optimal degree of discipline, which balances

these costs and benefits, is a difficult task.

Because market discipline alone cannot be relied on to adequately
control risk-taking, supervision plays a critical role. Indeed, the deposit
insurance system was created to help control the instability stemming from the

excessive market discipline of the early 1930s. At issue is how these two
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different, but complementary, ways of controlling risk-taking can be best
implemented. In Chapter 5, “Supervision," the supervisory system is
analyzed. The effectiveness of the examination program, enforcement actions,
and the applications process are reviewed and recommendations for improvements

in these areas are made.

At times, the ability of the insurer to choose discretion over a strict
enforcement of rules becomes important. Chapter 6, "Forbearance," addresses
the policy of supervisory forbearance and examines questions regarding the
timing and terms of granting forbearance. It is an essential part of the
supervisory process to work with troubled banks and to retain flexibility with
respect to supervisory sanctions and closure policies. If reasonable
parameters and limits are set, discretionary forbearance can, and should,
continue to be a cost-saving and effective tool for managing risk-taking by

insured depository institutions.

Despite the operation of market discipline and appropriate supervision,
banks sometimes fail. How these failures are handled can have important
implications for the long-term health and stability of the deposit insurer and
the banking system as a whole. Chapter 7, "Failure Resolution," examines the
issues related to alternative techniques for handling bank failures. The
FDIC's policy objectives and the methods it has available to meet those

objectives are presented and analyzed.

A related issue facing the insurer stems from uncertainty regarding how
the insolvency of one of the largest banks would be handled. The perception

that regulators would be unwilling to allow larger banks to fail in the



=,
conventional sense (where uninsured creditors are exposed to loss), has
fostered the notion that some banks are "too-large-to-fail." It is argued
that this perception, in turn, gives these largest banks a funding advantage
over smaller competitors and weakens the incentive for uninsured creditors to
monitor bank management. A discussion of these and other "Issues Related to
the Handling of Large-Bank Failures and Funding the Deposit Insurance.System"

is found in Chapter 8.

Finally, the problems associated with the S&L industry and the FSLIC
insolvency are addressed in Chapter 9, "Options for Solving the FSLIC
Problem." Current estimates for restoring the FSLIC to solvency range from
$50 billion to over $100 billion. The magnitude of this problem, in terms of
its absolute size and its rate of growth, underscores the need to address
these issues now rather than later. In addition to the need to address the
problem quickly, options for financing and regulatory restructuring are

discussed.

The Study's conclusions are summarized in Chapter 10.
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FOOTNOTES

'The three studies were the FDIC's Deposit Insurance in a Changing
Environment, the Federal Home Loan Bank Board's (FHLBB) Agenda for Reform and
the National Credit Union Administration's Credit Union Share Insurance: A
Report to Congress.

*These two studies were the U.S. General Accounting Office's Staff
Study of September 1986, titled Deposit Insurance: Analysis of Reform
Proposals (which evaluated the insurance agencies' earlier studies), and the
Working Group of the Cabinet Council on Economic Affairs' Recommendations for
Change in the Federal Deposit Insurance System (January 1985).

*The following alternatives were among those considered by the
insurance agencies' studies. First, both the FDIC and the FHLBB studies found
the concept of risk-based premiums theoretically appealing. While an "ideal
system" was not judged to be feasible, the development and eventual
implementation of risk-based premiums was advocated.

Second, the FDIC study stressed the importance of restoring the
perception that uninsured depositors are at risk. It was suggested that a
greater degree of market discipline could be introduced and the importance of
improved disclosure also was stressed. On the other hand, the FHLBB study
determined that increased "depositor discipline" was unnecessary.

Next, while the FHLBB study argued for some private participation in
the insurance of deposits, the FDIC study concluded that any comprehensive
program of privately provided excess deposit insurance should be left to the
dictates of market forces.

Finally, although not a "new" alternative for controlling risk-taking,
the enforcement of capital standards was argued to be one way to shore up the
system without legislative changes. In addition, the FDIC advocated the
strengthening of capital standards through the use of subordinated debt. It
would add market discipline to the system as debt holders must monitor the

institution.



Chapter 2
FRAMEWORK FOR ANALYZING DEPOSIT INSURANCE REFOﬁM

This chapter first examines the reasons why the government provides
deposit insurance and how the provision of deposit insurance can improve
economic performance. It is argued that the primary reason for deposit
insurance is to promote financial stability by preventing bank runs. Deposit
insurance, however, may allow excessive risk-taking and there exists a
trade-off between the benefits of financial stability and the costs of the
possible misallocation of resources associated with excessive risk-taking.
The terms of this trade-off depend on the availability of alternatives to bank
deposits as sources of liquidity, the importance of bank lending activities
and the difficulty associated with monitoring bank asset values and
risk-taking. Finally, alternatives to deposit insurance and reforms of deposit

fnsurance are considered.

The Rationale for Deposit Insurance

Deposit insurance is a form of government intervention into the

marketplace. Government provision of deposit insurance is predicated on the



45

s
existence of social benefits associated with the insurance of bank deposits.
The two most important social benefits are providing a safe haven for small

savers and preventing widespread bank runs and the damage that they cause.'

Providing a Haven for the Financially Unsophisticated

Government action often is triggered by the desire to help a particular
group that is perceived to be disadvantaged in some way. In the case of
deposit insurance, the argument is that there are people who are relatively
unsophisticated financially who should have easy access to a safe means for
both making payments and for storing wealth.? If this were the sole reason
for government intervention, it would seem that the current s&stem represents
a sledgehammer approach, and that either lower deposit insurance coverage or a

more limited alternative form of protection would be appropriate.

Preventing Bank Runs

The primary purpose of deposit insurance is to promote financial
stability by preventing destructive bank deposit runs. Deposit runs are a
form of market failure caused by bank investment in i11iquid loans financed by
more 1liquid deposit liabilities. Deposit insurance is designed to reduce the

possibility of runs and to thereby avoid the damage that runs cause.
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What is meant by destructive bank runs? Bank runs are caused by a
combination of two factors. First, loans, the primary bank asset, are
illiquid in that they can not be sold quickly without a loss in value. The
second factor that causes bank runs is the ability of most depositors to
withdraw their deposits either on demand or on short notice. This means that
bank deposit liabilities are quite 1liquid. These two factors wvirtually
guarantee that a bank will be unable at any time to fulfill its potential
obligation to convert all or most of its liabilities to cash. Of course,
under normal circumstances a bank will not be called upon to fulfill all of

its obligations; this is what allows a bank to invest in illiquid assets.

If, however, a depositor believes that a bank will be called upon to
fulfill more than the normal amount of withdrawals, that depo;itor will have
the incentive to attempt to withdraw his or her funds. This is because once a
bank has depleted its inventory of 1liquid assets, it must begin to sell
i1liquid assets to meet further withdrawal demands. By definition, each such
sale means a bank is realizing a liquidation loss on the asset. At some point
a bank will have suffered enough losses to render it unable to fulfill its

obligation to the remaining depositors.

The reader should note that it is the "first come, first served" nature
of the process that provides depositors with the incentive to run. Those
depositors at the beginning of the withdrawai line lose nothing, while those
at the end lose everything. A depositor who merely suspects that other .
depositors are going to run will get in 1line whether he or she desires
lic dity at that time or not. This leads to "panic® runs. Since the failure

of one bank may affect how depositors view other banks, bank runs may be
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contagious. It is this contagion effect of bank runs that deposit insurance

was designed to alleviate.

The Costs of Deposit Runs

The social costs of bank failures and the appropriate form of
government intervention depend on the role banks play in the economy. This
section examines the role of banks in, and the threats posed by runs to, the
money supply process, the payments system, and the process of financial
intermediation. Deposit insurance is intended to reduce the likelihood of
deposit runs and the social costs that accompany runs or the threat of runs.
General sources of social costs are externalities and deadweight 1losses.
Contagious bank runs can involve externalities by disrupting the money supply
process, the payments system, or financial intermediation. Individual bank
runs can cause systemic problems via the payments system, thus imposing
third-party costs. Deadweight losses result if bank runs force the fire-sale

liquidation of assets, or if less investment takes place because of the threat

of such liquidation.

Contractionary Effect on the Money Supply

This argument for deposit insurance focuses on the banking industry's
role in the money supply process. The system of fractional reserve banking
enables banks to lever the stock of high-powered money (cash and reserves at

the Federal Reserve) into a stock of money several times larger. This enables
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the banking industry to be the major conduit through which the Federal Reserve
can control the money supply.’ Bank runs, especially if they -are
widespread, have the potential to sharply curtail the money supply. If
depositors whb withdraw their funds hold currency rather than redeposit their
funds in other banks, then, barring any offsetting government action,* bank
reserves will be reduced and the banking system's ability to create money will
be diminished. If runs to currency are widespread, the resulting reductioﬁ in

the money supply may lead to deflation and recession.?®

In the absence of a mechanism to prevent or stop bank runs, financial
crises in the form of systemic or contagious bank runs can cause economic
disruptions. However, in terms of protecting the money supply, isolated runs
or runs that involve a flight of funds from some banks in the_system to other
banks in the system should not be a concern, since 1ittle or no money would be

destroyed.

Disruption of the Payments System

While nonsystemic bank runs do not threaten the money supply, they do
pose a threat to the payments system. Deposit insurance may be justified to
prevent individual bank runs in order to provide a safe payments system.

Economic activity is enhanced when fewer real resources are devoted to
making payments. As an economy develops, the essential medium in making

payments evolves from commodity to paper to electronics. Banks have been an
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integral part of this development, as evidenced by their role in checking

services, credit cards, and electronic transfers of funds.

There is a public-good aspect to the development of a method of making

payments. As Edwards and Scott note:

One person's decision to use (and accept) checks in payment for

goods confers benefit on many others (as well as himself)

because it makes it easier for them to use and accept checks

(just as the value of a telephone depends upon how many people

have a telephone).®
The same argument applies to the use of credit cards and electronic transfers.
As with other public goods, the fact that at the margin the private value is
less than the social value leads one to expect that an unfettered market will
produce too little of the good in question. This introduces a beneficial role

for government to play in "pushing" the market to the socially optimal use or

production of the good.

In the case of payments system mechanisms such as transactions accounts
and wire transfers, that role typically has taken two forms: providing
resources to facilitate the mechanism, e.g., clearinghouse services; and
eliminating risk to participants. Bank runs pose a risk to the payments
system because a bank facing a run may be unable to meets its obligations to
the other participants in the system. Such disruptions will interfere with
the smooth workings of the §§§fem. and corrective measures may add friction to
the movement of funds. To the extent that this threat can be removed bj
deposit insurance, it can contribute to the fluidity of the payments system

and encourage the production of that public good.
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Interference with the Financial Intermediation Performed by Banks

In addition to posing a threat to the money supply and the payments
system, bank runs can impose social costs by interfering with the credit
allocation role of banks. Bank runs are costly, it is argued, in part because
runs can disrupt or destroy an important conduit of investment funds in the
economy. This argument for deposit insurance therefore focuses on the role of
banks as intermediaries in the economy. This section first discusses the
general role of financial intermediaries, and then describes banks as a
special class of intermediaries, distinguished primarily by their funding of
il1liquid assets with liquid liabilities. It is argued that this feature is
critical to both the productive role of banks and their susceptibility to

damaging bank runs.

Financial intermediaries. Investment 1is necessary in order for an

economy to grow, and savings are necessary to provide the resources for that
investment. Because the people who want to save are not necessarily the
people who have investment projects, the need for borrowing and lending
arises. A saver is willing to lend under certain terms, and in fact prefers
certain lending arrangements to others. Likewise, investors will prefer some
borrowing contracts to others. Direct financing occurs to the extent that
borrowers and leﬁders who prefer the same arrangements can find one another
without incurring significant search costs. If they cannot find one another,
or if there are lenders who prefer arrangements that borrowers are unwilling
to accept (or vice versa), then there is a role for financial intermediaries.
These institutions provide a real service to the economy: investment and

output will be greater, and this should translate into enhanced social welfare.
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The opportunity to improve borrowing and lending arrangements causes
financial intermediaries such as commercial banks, thrift institutions,
insurance companies, pension funds, finance companies, and mutual funds, to
arise. These firms Jlower search and information costs for savers and
investors, make more long-term funds available for investors, and provide
lenders with a wide range of financial instruments. By issuing claims against
themselves, financial intermediaries provide savers with easy access to
desirable assets. Similarly, by pooling the funds of a large number of
savers, financial intermediaries provide a prominent location where investors
can come to borrow. As a result, both borrowers and Tlenders incur fewer
search costs. By performing these functions, financial intermediaries are
able to "offer a higher return net of transactions costs to lenders, and they

are able to provide funds at a 1lower cost net of transaction costs to

borrowers."’

By reducing search and information costs, financial intermediaries act
as brokers. In addition to this brokerage function, financial intermediaries
perform d portfolio transformation function by modifying the attributes of the
financial securities that pass between the borrowers and lenders.® Two
important attributes that are altered by this process are the risk and

maturity of the instruments.

Savers would like to hold portfolios which include a broad range of
investments in order to avoid wide swings in wealth. To achieve this -
directly, savers would need to find many borrowers and lend small amounts to

each. An intermediary can pool the savings of a large number of lenders and
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provide the funds to many borrowers. This allows lenders to achieve a more

certain return than they could otherwise obtain through direct financing.

With direct financing, the maturity of the instrument is the same for
the borrower and the lender. Because people face uncertainty as to when they
will desire funds with which to conduct transactions, they may be unwilling to
commit funds over long periods, and, as a result, less investment will be
funded. Intermediaries can issue debt that is short-term or that is easily
callable in order to provide lenders with some protection against this
uncertainty. Intermediation thus reduces the need for maturity matching and

allows long-term investment to be funded with short-term lending.

The unique fintermediary role of banks: what is the sound of one hand

clapping?. Depository institutions currently perform the bulk of the
financial intermediation in the U.S. economy. This section will examine the
role of these institutions and the characteristics that distinguish them from
other financial intermediaries. For purposes of this discussion, "bank" will
refer to a stylized entity which: issues liabilities that are redeemable at
par either on demand or after some short maturity; and holds assets that are
i1l1iquid because banks have private information about the quality of the
assets. The first part of the discussion will focus on the characteristics of
bank assets. The second part of the discussion focuses on an important and
controversial question: namely, whether there 1is essential interaction

between the liability and asset sides of the bank, or zonversely, whether it
is innocuous, in theory and in practice, to separate the two sides of the

balance sheet.
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Broadly speaking, loans are the asset class that distinguishes banks
because the transactions that produce bank 1loans require not only that
borrowers and lenders find one another, but also that lenders must evaluate
and monitor potential borrowers. Lenders face two problems because they have

imperfect information. First, they face the (ex ante) adverse selection

problem of assessing the quality of potential borrowers. Second, lenders face
the (ex post) moral hazard problem of monitoring and controlling the behavior
of borrowers. By gaining expertise in evaluating and monitoring, and by
accumulating a body of private information, financial intermediaries are able

to reduce information costs.

Stated differently, banks specialize in lending to a unique class of
borrowers. For these borrowers, "public information on the economic condition
and prospects of such borrowers is so limited and expensive that the
alternative of issuing marketable securities 1is either nonexistent or
unattractive."® Because these borrowers cannot easily convey information
about their own creditworthiness to lenders (or conversely, because lenders
cannot easily ascertain the creditworthiness), there are agency costs
associated with the borrowing and lending arrangements available to them.
Banks alleviate these costs by specializing in evaluating and monitoring this
class of borrowers.'® In essence, banks' information-gathering and
monitoring expertise of this class of borrowers allows them to find profitable

investment opportunities in essentially nonmarketable assets.

Once the loans have been made, the agency problem now extends to any
potential sale of the assets by the bank. This results in illiquidity because

the value of the project is known only to the monitor (the bank); a
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prospective buyer must incur costs to evaluate the project and these costs
will result in a lower value. The important implication is that there are
liquidation costs associated with these assets. Social welfare is enhanced if

these loans are allowed to mature.

An important question is whether there is some economic function that
is served by having the 1iabilities and assets that characterize banks
combined in one entity. 1Is it possible to §eparate the two sides of the
Ealance sheet without causing a reduction in useful economic activity? For
example, one could picture a system that required liquid liabilities to be
funded by liquid assets only, while illiquid assets were funded by long-term
debt or equity only. The following discussion argues that such a system
likely would be unable to provide the same level of economic welfare than a

system that lacked that requirement.

This view holds that the special role of banks derives from the
social-welfare enhancement that can be realized when banks coordinate the
funding of these 11liquid assets with highly liquid liabilities. Banks issue
deposits that satisfy depositors' liquidity needs. By pooling liquidity risk
across individuals, the bank will need to hold fewer liquid assets than the
depositors would hold if they lacked access to the bank. To the extent that
the bank can meet the liquidity needs with fewer liquid (and less productive)
assets, there are more funds available to support productive illiquid

investment.''

By combining the holding of illiquid assets with the issuing of liquid
liabilities, banks provide real economic services that otherwise could not be

obtained.
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The main functions of banks can be described in terms of the
balance sheet items described above. Asset services are
provided to the "issuers" of bank assets (the borrowers);
these services include evaluating, granting and monitoring
loans. Liabilitity services are provided to the "holders" of
bank 1iabilities (the depositors); these services include
holding deposits, <clearing transactions, maintaining an
inventory of currency, and service flows arising from
conventions that certain 1liabilities are acceptable as
payments for goods. Transformation services require no
explicit service provision to borrowers or depositors but
instead involve providing the depositors with a pattern of
returns that is different from <(and preferable to) what
depositors could obtain by holding the market. Explicitly,
this means the conversion of 1illiquid 1loans into 1liquid
deposits, or more generally the creation of liquidity.'?

As stated earlier, the fact that illiquid bank assets are funded with
more liquid liabilities redeemable at par means that banks are susceptible to
runs. The belief that a panic run will occur is self-fulfilling. In the face
of the threat of runs, depositors would require banks to héld more 1iquid
assets in order to protect them against losses in a panic run. The greater

the likelihood of a panic run, the less investment will be undertaken by the

special class of borrowers to which banks cater. Ex ante, the threat of runs

'reduces productive investment.

When runs occur, they may force "fire-sale" liquidations of bank assets
that impose social costs. Again, these costs arise because most banks assets
(loans) are inherently difficult to value and, hence, are ill-suited for
trading in spot markets. Bankers possess specialized information about the
nature of their assets that cannot be quickly or easily transferred. This
makes spot trading prohibitively costly for the establishment of a broad
secondary market, with the result that forced liquidations typically yield

asset prices that are below ‘“equilibrium values.'® In the process,
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creditworthy borrowers lose financing (often for extended periods, given the
information costs noted), production is interrupted, and consumption plans are
frustrated. Runs can be socially costly because they force a market valuation
of assets that are not ordinarily valued in markets. The assets are not
traded voluntarily precisely because their characteristics make markets
inefficient devices for valuing them. The results are understandably costly
when the banking organization is recognized as (in part) a device for avoiding
the excessive costs of market organization (for trading such assets) in the

first place.'*

If there were some mechanism to ensure that all liguidation losses
would be shared equally by all depositors, then there would be no incentive to
participate in panic runs. This is because, from any given dépositor‘s point
of view, the action of other depositors has no impact on his or her eventual
wealth. In an ideal world, because this mechanism would eliminate panic runs,
there never would be liquidation losses to be shared and the mechanism never

would need to be used.

To summarize, this view holds that bank runs are costly not only
because they may result in the destruction of money or disruption of the
payments system, but because runs adversely affect the financial
intermediation‘performed by banks. Economic activity is adversely affected
when loans are liquidated prematurely in order t: meet depositors' claims.
More importantly, if bank runs are widespread there ‘may be a general.
contraction of these special intermediary services.'® Borrowers who may
otherwise receive bank loans in a more favorable environment may not be

funded, as banks are forced to maintain high levels of liquid assets.
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Bernanke (1983) has provided some evidence that, in addition to the
adverse consequences of a declining money supply, the banking system's reduced
effectiveness in performing its unique intermediary function helped to convert
the severe downturn of 1929-30 into a protracted depression. Bernanke (1983)
argues that the fear of runs during 1930-33 caused banks to increase their
precautionary reserves and generally increased their desire to hold liquid

assets. According to Bernanke,

these factors, plus the actual failures, forced a contraction of

the banking system's role in the intermediation of credit. Some

of the slack was taken up by the growing importance of

alternative channels of credit.... However, the rapid switch

away from the banks (given the banks' accumulated expertise,

information, and customer relationships) no doubt impaired

financial efficiency and raised the <cost of «credit

intermediation.'® 2

Deposit insurance works by directly guaranteeing depositors that they
will not suffer losses, thus removing the incentive to participate in a bank
run. In order for deposit insurance to be effective, the guarantee must be
credible. This requires that the insurer have access to a source of funds
commensurate with the potential 1liabilities assumed. The current federal
deposit insurance system relies on a fund built over time from the annual
insurance premiums charged to banks.'’ The system originally was structured
to maintain the fund at a percentage of insured deposits, with premiums being
charged only when the fund was deficient. A further discussion of the issue

of funding deposit insurance appears later in the Study.
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Distortions Created by Deposit Insurance

Whatever the motivation for its existence, deposit insurance affects
the allocation of resources in an economy. The previous sections described
possible beneficial effects: protection of unsophisticated depositors,
protection of the money supply, and protection of the financial intermediary
function. As with any government intervention designed to enhance the market
mechanism, there are potentially adverse effects from the implementation of
deposit insurance. This section will describe the nature of the problem and

will discuss the factors that determine the severity of that problem.

Deposit Insurance Removes Depositor Discipline

By providing a guarantee that deposits are not subject to loss, deposit
insurance has two principal effects: it removes the incentive to participate
in a bank run and it eliminates the need for depositors to police bank
risk-taking. This latter effect introduces the potential for substantial
costs to arise from the provision of deposit insurance. Deposit insurance
therefore involves a basic trade-off between depositor discipline and the

possibility of destructive bank runs.

In any financial transaction the borrower must compensate the lender
for risk that is borne by the lender. A borrower whose repayment is more
uncertain must provide a higher expected return to the lender. In the case of
banking, the repayment depends on the return on the portfolio held by the bank

and by the level of bank capital that serves as a cushion to absorb losses.
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In the absence of deposit insurance, a bank that wished to hold a riskier
portfolio of assets or a smaller amount of capital would have to offer a

higher expected return to depositors.'®

In the presence of deposit insurance, depositors would be indifferent
to the riskiness of the repayment. The rate on deposits would not be
sensitive to asset choice or capital 1levels. This 1lack of debositor
discipline may provide an unfettered bank with the opportunity to arrange its
portfolio so as to increase its expected profits at the expense of the
insurer. This possibility is at the heart of the concern over the current

state of deposit insurance.

Incentives for Excessive Risk-Taking

With deposit insurance the FDIC bears the risk of any loss. The FDIC's
position is therefore similar to that of an uninsured deposifor‘s in that the
FDIC bears the risk of loss arising from a bank's investment decisions.
However, unlike other creditors, the FDIC can not vary the premium it charges
for 1insurance on the basis of risk.'® This flat-rate insurance pricing
structure, it is argued, creates an incentive for excessive risk-taking. The
following simple example presents the argument more directly.?® Suppose a

bank is funded with $90 of depesits. The bank has a choice between two asset

portfolios. The "safe" portfolio will return $100 with certainty. The -

“risky" portfolio will pay $80 half the time ("bust") and will pay $120 the
other half ("boom"). Notice both portfolios have the same expected value.

The value of the bank if it chooses the safe portfolio is $10?'. The value
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of the bank to the shareholders if it chooses the risky portfolio is 1) zero
if the pértfolio busts, or 2) equal to $30%°? if the portfolio - is
successful. The expected value of the bank if it chooses the risky portfolio
is $152°. Therefore, if the banker wants to maximize the expected return to

shareholders, he or she should select the risky portfolio.

Obviously, what drives the example is that the insurer bears the cost
when the portfolio busts. Consider the cost of providing the insurance. If
the bank chooses the safe portfolio, there is no cost because the bank cannot
fail. If the bank chooses the risky portfolio, the cost is 1) $10 if the
portfolio busts?® and 2) zero if the portfolio booms; this gives an expected
cost of $5°°. By allowing the bank to freely choose the portfolio, the
insurer has, directly at its own expense, increased the bank'é expected value

from $10 to $15.

Controlling Bank Risk-Taking: The Current System

In the context of the example presented above the insurer can do
several things to protect itself. First, it can prevent the bank from
choosing the risky portfolio (supervision and regulation); it can charge the
bank $5 if thé bank chooses the risky portfolio (risk-based deposit
insurance); or it can require the shareholders to replace $10 of deposits with
equity, which would eliminate the insurer's cost even in a bust (capital

requirements).?®
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The current system of deposit insurance relies primarily on three
mechanisms to 1imit risk-taking. The first mechanism is bank supervision,
examination and regulation. FDIC regulations have a purpose similar to the
covenants that are found in virtually every debt contract: to prevent bank
management from undertaking activities that increase risk to the detriment of

existing creditors or the insurance fund.

The second mechanism used to 1imit risk-taking is bank capital
requirements. Currently, banks are required to maintain a minimum of 5.5
percent primary capital relative to bank assets. Capital serves to reduce the
incentives of owners to increase risk since the greater the amount of capital

the larger is the owners' loss in the event of failure.

The third and final mechanism used to limit bank risk-taking is the
discipline exerted by uninsured depositors and nondeposit creditors of the
bank. Because uninsured claimants risk loss in the event of the baﬁk's
failure, they have an incentive to monitor the bank's investment activity and
to adjust the return they require on their investment to the asset and

financial risk of the bank.

In addition to regulation and the discipline uninsured depositors and

‘creditors provide, whether banks have the incentive to undertake excessive

risks will depend on several other factors. These factors include: risk
aversion on the part of bank owners, the presence of significant bankruptcy -

costs, and the costs imposed on bank managers associated with a bank's failure.
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If bank owners are risk averse, they may not be willing to accept
higher risk for higher return. This is probably not relevant for large banks
with widely held stock because the shareholders can diversify their
portfolio. However, for smaller institutions where the owner may have a
sizable portion of his or her wealth invested in the bank, risk aversion may
be a reasonable assumption. As for larger banks, they are typically owned by
holding companies which are funded with both equity and debt. Debt holders

will have an incentive to police the riskiness of the holding company asset,

i.e., the bank.

If there are significant bankruptcy costs associated with bank
failures, then the bank may choose a safer portfolio in order to avoid them.
A potential bankruptcy cost is the loss of the bank charter, assuming that a

charter enables one to earn supranormal profits.?’

Finally, if bank managers control the bank's investment decisions, they
may choose not to pursue excessively-risky strategies. This will occur If
bank managers do not share fully in the successes of the bank; but, in the
event of failure, bank managers do incur significant costs, i.e., loss of
career opportunities. In this situation, managers will be reluctant to take

excessive risks.

Alternatives to Deposit Insurance

Deposit insurance is not the only means available to safeguard the
financial system from bank runs. How one evaluates these alternatives, as

well as the reform proposals discussed in this and subsequent chapters,
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depends on what role banks are assumed to play in the economy and the costs

associated with bank failures.

Suspension of Convertibility

Throughout the nineteenth «century and early twentieth century,
suspension of convertibility was used to halt bank runs. Suspension of
convertibility temporarily relieves banks of their obligation to satisfy
withdrawal demands and, thus, prevents the costly liquidation of assets. Once
the panic has subsided and action has been taken to prevent a recurrence, the
bank returns to business as usual. A problem with this mechanism is that the
incentive to run remains in order to avoid the temporary inéccessibility of

funds.

Lender of Last Resort

Bank runs are costly to the extent that they cause a significant
contraction of the money supply, disrupt the workings of the payments system,
or disrupt the financial intermediation performed by banks. One possible

solution to the problem is the presence of a lender of last resort.

In terms of protecting the money supply, an effective lender of last
resort is capable of offsetting any contraction of the money supply caused by
bank runs by the injection of reserves, either through the purchase of

securities or by providing loans to banks. This requires the lender of last
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resort to be able to measure the contractionary effect of the runs and to
gauge the amount of reserves necessary to inflate the money supply to .the
appropriate level. Both of these require determining the extent to which the
runs represent a flight to currency. Protection of the money supply does not
have to 1involve protecting 1individual banks; it merely requires the

replenishment of systemwide reserves.

While protecting the money supply does not require preventing
individuai bank runs, protecting both the payments system and financial
intermediation does require attention to individual banks. The inability of a
bank participating in the payments system to repay its obligations can have
systemic effects. A run on an individual bank can force the costly
liquidation of assets. The lender of last resort can prevenf the disruption
by stepping in to fulfill the obligation of the deficient bank. Essentially

the lender of last resort must be willing to transfer the risk of insolvency

from participating banks to ftself.

At this point, let us define what we mean by lender of last resort and
deposit insurer so as to make clear the distinction between them. A deposit
insurer provides a guarantee on certain deposits that is noncontingent; a
lender of last resort will fund the withdrawals from solvent institutions
only.?® H#hen a runs occurs, the lender of last resort must make a judgment

regarding the solvency of the bank experiencing the run.

If bank assets are difficult for outsiders to value, then depositors
will have difficulty determining whether or not they should participate in the

run. Presumably, they would err on the side of safety, and participate in the
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run even if their best estimate was that the bank was solvent. Runs would
occur on solvent institutions, and thus the lender of last resort would not be
expected to be as effective in preventing this type of financial instability

as would a deposit insurer.

Another drawback arises from the conflict between protecting the
financial system and avoiding inflationary growth of the money supply. To be
effective, the lender of last resort must provide a credible commitment to
freely fund withdrawals from solvent banks. Providing this commitment
requires relinquishing control over the creation of reserves, and thus, the

money supply.?’®

Narrow Banks

One way to prevent bank runs is to prohibit banks from funding illiquid
assets with 1liquid 1iabilities. This is the heart of the "narrow-bank"
proposals put forth by Litan (1987), Bryant (1988), and advocates of 100
percent reserve banking. These proposals substitute structural reform of the
financial-services industry for deposit insurance reform. The goal of the
narrow bank is twofold. First, to provide for a completely safe payments

system; and second, to permit banking organizations to expand into other

activities, such as securities underwriting, without extending the federal

safety net and creating potential conflicts of interest.

One problem with these proposals is feasibility. Currently, the

checkable account portion of the money supply is over $550 billion. There are
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$381 billion in short-term Treasury bills outstanding. Given this shortfall,
either commercial paper or long-term Treasury instruments would need to- be
included as eligible reserves. Once the range of eligible investments is
broadened, the resulting risk poses a threat to a safe payments system,

thereby defeating one of the major purposes for the narrow bank.’°

Putting aside the question of feasibility, the problem remains that
enhancing the payments system is not the only potential role for banks in the
economy. Banks facilitate intermediation between savers who desire liquidity
and borrowers who lack direct access to credit markets. Also, there may be
important synergy between the deposit-taking and Jlending functicis of
banks.®' If these are important aspects of the economic role that banks
play, then the imposition of a nafrow-bank financial structuée will have one

of two undesirable results.

The first occurs if firms are successful in circumventing the imposed
structure. The narrow-bank structure severely restricts the type of assets
that can be held by firms 1issuing "runnable"™ 1liabilities. If there are
profits to be earned from circumventing this restriction, then firms wii act
accordingly. If they are successful. there will be a class of firms that is

susceptible to runs and presumably poses a threat to financial stability.??

The second case occurs _if firms desire to, but are not successful in,
circumventing the restrictions. The flow of savings to a desirable form of
financial intermediation will have been diminished. Borrowers for whom it is
costly to tap the credit markets directly will have access to less funding.

If, as Diamond (1988) suggests, these borrowers represent young, profitable
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enterprises which have not yet established a favorable reputation, then the
narrow-bank structure may place a severe drag on future growth. Further,

whatever synergies exist between deposit-taking and lending will not be

realized.??

Proposals for Reforming Deposit Insurance

If (absent deposit insurance) bank runs are either unlikely or
innocuous and bank risk cannot be contained without depositor discipline, then
deposit insurance is unnecessary or at least coverage should be kept to a
minimal amount to protect only small savers. Conversely, if’(absent deposit
insurance) bank runs are likely and destructive and bank risk can be contained

without depositor discipline, then deposit insurance with more than minimal

coverage is desirable.

As stated earlier, the two principal effects of deposit insurance are
to eliminate both bank runs and depositor discipline. The elimination of bank
runs enhances financial stability because it lessens the threat of disruptions
to the money supply process, the payments system, and financial
intermediation. The removal of depositor discipline can reduce financial
stability because it provides an incentive for banks to take excessive risks.

This presents society with a cost-benefit trade-off regarding deposit

insurance.

While some reform proposals have focused on restructuring the financial

system to alleviate the need for deposit insurance, most reform proposals



95
focus on redesigning the way deposit insurance is provided. These reform
proposals typically call for greater reliance on market discipline,
risk-related pricing of deposit insurance and less reliance on regulatory
discretion in closing institutions. An analysis of these reform proposals
involves an evaluation of the effectiveness of the present system, which
relies primarily on supervision and regqulation, and an assessment of the costs
and benefits‘associated with the proposed reforms. Even if the FDIC has been
effective in regqulating banks, reform may be needed if the alternatives

provide a less costly way of ensuring bank safety and soundness.

The feasibility and the cost of these proposals depend in large part on
the ability of the FDIC and outside investors to measure bank risk and the
value of bank assets accurately. As discussed earlier, the‘prlmary assets
held by commercial banks are loans. Commercial and consumer Tloans are
generally not marketable because of the considerable cost an investor would
incur in evaluating the quality of the loan. Indeed, Fama (1985) and others
have argued that bank loans are different from publicly placed securities
because of the extensive credit evaluation and monitoring required of the
bank. The nature of bank assets therefore makes the assessment of bank risk

more difficult.

Different assumptions concerning the ability of the FDIC or outsiders
to evaluate bank risk form the basis for much of the debate on deposit
insurance reform. For example, if one assumes that outside investors can
evaluate the value of bank assets accurately at a small cost and that costs
associated with resolving bank failures are small, then proposals that

establish rules for timely closure will impose few costs in terms of the
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erroneous closure of solvent institutions.®® Moreover, uninsured depositors
can be relied upon to price risk accurately. Finally, there would be few
distortions associated with explicit risk-related premiums or risk-related
capital standards. However, if the assessment of the riskiness of a bank's
portfolio is difficult and costly, then more reliance should be placed on the
examination process and bank supervision. Moreover, the more complex the task
of risk assessment, the less efficient will be policies that require strict

adherence to predetermined standards.?®®

To summarize, much of the debate concerning deposit insurance reform
focuses on the effectiveness of the current system of regulation and
supervision and the efficiency associated with alternative systems that place
greater reliance on the explicit pricing of risk or on market_discip11ne. An
assessment of the reform proposals depends in large part on what assumptions

are made about the nature of bank assets.
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FOOTNOTES

'See Edwards and Scott (1979) for a thorough discussion of the
reasons for government intervention into depository institutions and an
assessment of the appropriateness of various forms of intervention.

’See Gorton and Pennacchi (1988).

*Fama (1980) and Goodfriend and King (1988) argue that money creation
can be separated from banking.

‘The Federal Reserve can maintain the desired level of the money
supply through open-market operations.

*The notion that money is neutral with respect to real output and
employment is a long-run concept. In the short run, most would agree that
unanticipated changes 1in the money supply can affect real output and
employment because of rigidities in input and output markets.

*Edwards and Scott (1979), p. 81.
"Johnson and Roberts (1985), p. 164.

*By performing this transformation, intermediaries typically assume
some form of risk.

*Goodhart (1987), p.86. Fama (1985) and James (1987) take this one
step further by arguing that banks' interaction with their customers as both
depositors and borrowers enhances their ability to monitor the repeat-type,
short-term loans that banks offer. Knowledge of a customer's history as a
depositor allows the bank to evaluate the credit risk of the same customer
more cheaply than other lenders. Thus, there may be a synergy between
deposit-taking and the special types of loans that banks offer.

'°See Bernanke and Gertler (1988); Bernanke (1983): Diamond (1984)
and (1988); and Boyd and Prescott (1986).

'"'Note that the illiquidity of the assets is essential for the
argument: if all productive assets were liquid, people could provide their
own liquidity without the need for the bank. '

'?Diamond and Dybvig (1986), pp. 57-58.

'*"Equilibrium" value as used here refers to the price obtainable
given the normal amount of time for the necessary information-gathering by
prospective buyers (see Kaufman (1988)).
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'“Coase (1937) characterizes the firm as a device for avoiding the
excessive transactions costs associated with spot-market trading. This notion
is widely recognized as essential to the explanation of banking's original
development in free markets. See Woodward (1988), Bernanke (1983), Goodhart
(1987), and the literature cited therein. As noted in the following text,
this notion is necessary but not sufficient to describe what may be unique
about banks.

"SEven if runs are not widespread, bank runs can disrupt the
communities in which they occur. This local externalities problem also has
been offered as a reason for providing deposit insurance.

"®*Bernanke (1983), p. 264.
""The FDIC also has a $3 billion credit line with the U.S. Treasury.

"®The risk premium required by depositors could be decomposed into
two components: one compensating for the "normal" risk, i.e., credit,
interest-rate, and operating risk; and one compensating for the risk of losses
resulting from being last in line in a bank run.

"*Note that the risk premium the insurer would charge would not need
to include the component associated with the risk of runs (as discussed in the
previous footnote) because deposit insurance has eliminated that risk. That
component can be viewed as the measure of the social benefit of a mechanism
that eliminates bank runs. There are, of course, costs associated with such
mechanisms.

Z%Flannery (1982).
e $100 - $90.

‘% = $120 - $90.

L}

Z3 =2 1/2 x $0 + 1/2 x $30.

““The payment to depositors net of the value of the assets.
23 =2 1/2 x $0 + 1/2 x $10.

“See, respectively, Buser, Chen and Kane (1981); Benston, Eisenbeis,
et. al. (1986); and Kim and Santomero (1988). Actually, there are more
options.. The insurer can require coinsurance, extended shareholder liability,
or capital punishment for unsuccessful bankers. '

?’Marcus (1984); and Buser, Chen and Kane (1981).

Z81f the lender of last resort agrees to fund withdrawals from all
institutions, then it bears the loss when an insolvent bank is closed (just as
the FDIC does now). Presumably, it would charge banks for this risk-bearing,
and would require examination and supervisory powers similar to those
currently held by the FDIC. At this point it would be more than Bagehot's
Tender of last resort; it also would be a deposit insurer.
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*°Friedman and Schwartz (1963) argued that the Federal Reserve's
failure to offset withdrawals in 1930, and again in 1931, allowed a severe,
but not atypical, recession to develop into the Great Depression. .

*°This static analysis is intended only to provide an idea of the
relative magnitudes involved. If the narrow-bank structure were adopted, one
would expect the price of short-term debt to rise relative to long-term debt,
thus steepening the yield curve.

?'See James (1987).
**Note that these firms neither will be regulated nor supervised.

*3A third alternative to deposit insurance is to eliminate the debt
features of bank deposits. In particular, banks could offer an account
similar to a claim on a mutual fund, with a value that fluctuated with the
value of the bank's assets. A deposit run that forced a bank to liquidate its
assets would result in claims of the bank being revalued at a price determined
by the liquidation value of the bank's asset portfolio. (See Jacklin (1988)).

*“See Benston and Kaufman (1985). This proposal involves rules that
would mandate the closure of institutions with primary capital below a
specified minimum (say, six percent). The owners of capital-deficient
institutions would be provided the opportunity to raise additional capital to
bring them into compliance with the standard. This proposal assumes that bank
management can convey to potential outside investors in a timely and accurate
fashion the present value of the bank's assets.

**If there is a large potential for error in measuring asset values
or risk, then strict adherence to predetermined standards will involve a large
number of errors. KWhether such a policy would be optimal will depend on the
benefits associated with strict adherence to rules versus the costs assoclated
with mistakes.
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Chapter 3
DEPOSIT INSURANCE PRICING

Regardless of their financial condition, all FDIC-insured banks ‘pay the
same statutory rate (one-twelfth of one percent of total domestic deposits)
for deposit insurance and share proportionately in any premium rebates.' As
a result, deposit insurance rates do not vary with the level of risk that a
bank poses to the insurance fund. This system of flat-rate premiums has been
criticized on the grounds that it encourages excessive risk-taking and that it
inequitably distributes the burden of insurance losses among banks. While
most observers agree that there are shortcomings with the flat-rate system,
the development of a feasible risk-related pricing scheme has proved difficult

and most practical proposals fall far short of an ideal pricing scheme.

Although the insurance fund has been more than adequate to hand'e
insurance losses during the 55 years of the FDIC's existence, there are Qo0¢
reasons to review our pricing policies. First, there have been substanttal
changes in the banking industry over the last decade. Changes in the
regulatory, economic, and technological environment may have created new
incentives and opportunities for risk-taking. Thus, the past may not be a

good indicator of the appropriateness of our current pricing system.
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Moreover, finsurer solvency only means that, on average, insurance
premiums have been sufficient to cover losses. Allocative inefficiencies
still could exist in the sense that some banks may be charged too much and
others too little, given the risk they pose to the insurance fund. In effect,
more-conservatively-run banks may be paying for the excesses of others and
banks that elect to take advantage of risk subsidies will grow relative to

those that do not.

In the first section of this chapter the pricing problem is discussed,
including the implications of mispriced deposit insurance and the difficulties
of properly pricing deposit insurance under conditions of asymmetric
information and systemic banking risks. This is followed by a review of
various proposals for risk-related premiums. Next, major policy
considerations in selecting a pricing scheme are discussed, including: the
desirability and feasibility of using market information to set prices, the
desirability of placing greater reliance on explicit pricing (versus the
current use of implicit pricing) and the feasibility of using ex post measures
of risks. The chapter concludes that, while risk-related premiums will not
totaily eliminate incentives for excessive risk—taking. a system could be
implemented that would be an improvement over the current system. A related
pricing issue concerning the adequacy of the fund and the adjustment of the
overall premium level to reflect experience and costs over time is discussed

in Chapter 8.
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The Pricing Problem

Implications of Mispriced Deposit Insurance

An ideal deposit insurance system would:
seek to reduce the probability of bank panics, with their associated
real sector impacts, while minimizing (any) resource misallocation
costs resulting from the supply of that insurance. Specifically, it
should allow for the exit from the industry of unsound, poorly managed
banks, while both protecting the banking system against widespread
panics and ensuring that bank risk-taking is neither subsidized nor
inefficiently discouraged.? ‘
The challenge, then, is to provide the benefits of deposit insurance without
causing banks to make uneconomic investment decisions. If the provision of
deposit insurance presents banks with a risk-return trade-off that does not
reflect market realities, bank investment decisions will be distorted and
resources will not be allocated toward the production of those financial
services most highly valued by consumers. This misallocation of resources may
have significant implications for the size and risk characteristics of the

banking industry.

At the 1industry level, the deposit insurance premium can act as a
subsidy or tax, depending on whether the premium is below or above the premium
~ that woufﬁ be set in a competitive market. The provision of a credible
guarantee to pay off depositors in the event of a bank's insolvency allows
insured institutions to attract deposits at a risk-free rate (or at some rate
less than the proper risk-adjusted rate) and, thus, gives them a competitive
advantage over uninsured institutions. If this advantage is not offset by

charging insurance premiums (either explictly or implicitly through
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supervision and regulation) sufficient to cover potential insurance losses,
depository institutions will have competitive advantages over other providers
of financial services. In essence, in order to expand their business, insured
institutions can offer part or all of their subsidy to depositors or to

borrowers. Thus, the subsidy would allow the industry to grow beyond the size

that would result from a purely competitive process, growth that would come at

the expense of uninsured providers of financial services. Conversely, setting
insurance prices too high would act as a tax on the industry. Banks would be
at a competitive disadvantagerrelative to uninsured institutions, and either
banks would drop their insurance or resources would be diverted from banking

to other financial-service providers.

Mispriced deposit insurance most often is discussed in terms of its
implications for the risk-taking behavior of depository institutions. The
current flat-rate system has been criticized because it creates incentives for
banks to increase their portfolio risk. Market participants are normally
confronted with a risk-return trade-off: higher yields can only be obtained
at the expense of greater risks. In the absence of deposit insurance, the
gains that stockholders may realize from moving to riskier positions would be
limited by depositors, who would demand additional compensation for increased

risk-taking by the bank.

However, with the introduction of deposit insurance, insured depositors
no longer require risk premiums since their investment is safe and, under a °
flat-rate premium structure, banks' 1insurance costs will be the same
regardless of their risk position. As a result, banks may take on additional

risk without having to. pay higher interest rates on deposits or higher
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insurance premiums. From the bank's (stockholder's) perspective, the
increased return that results from taking on any additional risk is greater
under a flat-rate system than it would be under a properly priced system. The
risk-return trade-off has been altered such that the price of assuming greater
risk has been reduced and, consequently, the bank will move to a riskier

position.?**

Thus, there are two aspects to the mispricing of deposit insurance.
First, if the overall level of insurance prices is not equal to prices that
would be set in a competitive market, deposit insurance will act as an
industry subsidy or tax, and insured institutions will be at a competitive
advantage or disadvantage relative to uninsured institutions. Second, the
flat-rate pricing system provides incentives toward greater r{sk-taking, with
the result that some risky investment projects will be undertaken that would
not otherwise have been undertaken. As a consequence, bank failures are
likely to be more numerous and more costly. In the end, the costs of

increased risk-taking will be shifted to the federal insurer, and possibly to

the taxpayer.

It should be noted, however, that under a flat-rate system there are
still important counterbalances to increased risk-taking. First, to the
extent that uninsured liabilities are at risk, debt holders will exert some
discipline on bank risk-taking.. More importantly, stockholders and management
have financial stakes in the survival of the institution. Their aversion to
risk will place limits on management's risk-taking activities. Thus, while a

flat-rate system generally will lead to greater portfolio risk (an exception
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is noted in footnote 3), it does not necessarily imply that institutions will

take unlimited risks.

In practice, risk-taking also is limited by the fact that commercial
banks pay more than the explicit premium for deposit insurance. The provision
of deposit insurance requires that insured institutions submit to federal
supervision and regulation. Federal regulators periodically examine banks to
determine if they are engaged in safe-and-sound banking. Undesirable behavior
is penalized through issuance of cease-and-desist orders, removal of bank
officers or directors for certain violations, and the levying of fines. 1In
addition, regulations 1imit insured institutions from engaging in certain
financial activities and set minimum capital requirements. These regulations
and supervisory sanctions limit the ability of some (but not all) banks to
engage in overly risky activities and they represent an implicit cost of
obtaining federal guarantees. To the extent that these implicit costs vary
with the riskiness of the bank, they act as a system of risk-related premiums

and constrain risk-taking.®

Asymmetric Information Problems

Ideally, the solution is to set insurance premiums to reflect
differences among banks in the expected (ex ante) costs they pose to the
insurance fund and the economy. These costs would include the expected costs
of resolving each bank's potential failure (probability of failure, multiplied
by the costs of resolving the failure); the FDIC's monitoring, surveillance,

and auditing expenses; and any third-party costs® that may be borne by
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parties other than the FDIC and the failed bank (Merrick and Saunders (1985),
p. 705). To determine appropriate risk-related premiums ex ante, however,
requires that the insurer obtain information about the insured's risk type

(i.e., high-risk, medium-risk, low-risk, etc.), information that may not be

easily obtained.

Nearly all insurance settings are characterized by asymmetric
information concerning the insured's risk type, i.e., the insured possesses
better information about his or her risk type than does the insurer. For
example, automobile drivers know their own driving patterns and behavior
better than the insurer and, if they were honest with themselves, could better
assess their own risk than could the insurer. However, high—rjsk drivers have
fncentives to hide their true risk characteristics and to pose as low-risk
types. In order to overcome this problem, insurers will attempt to bridge the
information gap by using actuarial information to make ex ante judgments about
a driver's risk type based on age, sex, etc.. The insured's driving record
(traffic tickets, accidents, etc.) can be used to obtain ex post information
about the driver's risk type. Of course, even with this information the
insurer will not know the driver's true risk type with certainty. For
example, not all individuals who receive traffic tickets or not all teenagers
are risky drivers. But the information does allow insurers to make more

accurate estimates of a driver's true risk type.

Although automobile insurance differs from deposit insurance in many
respects, the example helps to illustrate the general problems associated with
asymmetric information. Just as in the case of drivers, banks possess more

information about their risk type than does the FDIC. Moreover, determining a
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bank's risk type ex ante is arguably more difficult than in most insurance
settings. A major function of banks (as well as other intermediaries) is' to
assess the risks of lending to idiosyncratic borrowers. For many of these
borrowers, public information on their economic condition and prospects is so
Timited and expensive that the alternative of issuing marketable securities is
not economically viable (Goodhart (1987), p. 86). Thus, banks specialize in
obtaining information about the very events (credit risks) that are most
likely to result in a loss to the insurer.’” Because of this specialized
knowledge, the ex ante information gap between the insurer and the insured is

perhaps larger than in most other insurance settings.®

It also is arguable that ex post information on an insured's risk type
is of less value in the case of deposit insurance than in many'other insurance
settings. Information concerning a driver's traffic violations or accidents
often can be used to adjust premiums before the insurer suffers significant
losses. Information that a bank is encountering financial difficultiés,

however, may not be obtained in time to avoid substantial losses.

Adverse Selection

Asymmetric information leads to a basic problem confronting all
insurers: the problem of adverse selection. Adverse selection refers to the
incorrect classification of a client's risk type as a result of incomplete
information and the incentive of the client to misrepresent his or her risk
type. Thus, many high-risk clients will attempt to pose as low-risk types and

some low-risk clients may elect to take no insurance at all. The net result
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is that categories with high-risk premiums will tend to be underrepresented
and categories with low-risk premiums will tend to be overrepresented. Thus,
even if a premium structure is appropriately designed to break even, adverse

selection may result in the insurer incurring losses.’

The insurer can reduce the adverse selection problem by obtaining more
information about the client. Of course, the benefits of greater information
(more-appropriately-priced insurance and lower‘insurance losses) would have to
be weighed against the costs of obtaining that information (costs of

additional resources needed to obtain information).

Another solution to the adverse selection problem is to offer
incentive-compatible contracts. For example, automobile }nsurers offer
varying amounts of deductible insurance in combination with different premium
rates. If a driver feels that he or she is a particularly safe driver, he or
she probably will opt for a relatively high-deductible, low-premium contract,
and vice versa for a high-risk driver. By allowing insurance contracts to
vary by more than one characteristic, for example, price and coverage, the
incentive-compatible contract is designed to induce insureds to signal their

true risk type.'®

An incentive-compatible deposit insurance contract could involve
offering banks the choice of various price/capital combinations. Banks that
choose higher capital levels (these could be adjusted for loan quality) would
pay lower insurance premiums, and vice versa. The fdea is that obtaining
additional capital would be 1less expensive for low-risk banks than for

high-risk banks. Thus, Tlow-risk banks would prefer to select a
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high-capital/low-premium combination, while the opposite would be true for
high-risk banks. The goal would be to adjust the price/capital combinations
so that the long-run revenues of each risk category would be sufficient to
cover long-run costs. In doing so, each risk category would be paying an
actuarially fair premium and cross-subsidization between risk classes would be

eliminated.

In banking, the difficulty is determining when the revenues of any
particular category are sufficient to cover expected costs. 1In casualty
insurance, this is relatively easy since the events being insured against are
normally-occurring events that are fairly evenly distributed over time. As a
result, an automobile insurer will learn in rather short order whether the
premium revenues are sufficient to cover the long-run cos%s of any risk
category. However, bank failures are not evenly distributed over time.

Instead, they tend to be associated with the business cycle or economic

shocks. In this environment, adjusting the price/capital combinations so that

the long-run revenues are sufficient to cover the long-run costs of each risk

category would be a lengthy learning process.''*'?

In summary, the idiosyncratic nature of many bank assets makes banks
privy to a substantial amount of nonpublic information. Moreover, it is
precisely this information that is most needed to assess the risk that
individual banks pose to the FDIC. The FDIC could better assess these risks
ex ante by obtaining more bank-specific information (which is already done to :
some extent through the bank examination process), but obtaining highly
accurate information may be prohibitively expensive. 1In many other insurance

settings these information asymmetries are overcome more cheaply by developing
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incentive-compatible contracts. However, the ability to efficiently develop
incentive-compatible contracts on an actuarial basis requires that the events
being insured against are normally-occurring, independently-distributed
events. The fact that there are systemic risks in banking greatly complicates

the development of incentive-compatible contracts.

Moral Hazard

The pricing problem does not end with the establishment of the terms of
the insurance contract. After obtaining insurance the client may act in a
manner that increases the insurer's potential losses. In insurance parlance,
this problem is referred to as moral hazard. The moral haza}d problem will
vary depending on the extent to which the insured has incentives (normally
financial fncentives) to take actions that increase his or her risk and the
extent to which these actions are unobservable by the insurer. In the context
of banking, insured institutions may be inclined to take additional risks

because of the additional financial rewards they may yield.

In many insurance settings, moral hazard often is controlled by making
the insurance payout contingent 6n the insured party acting in a specified
manner. For example, an insurance company will not pay off on fire damage if
the insured party commits arson. However, payouts to depositors contingent on

bank behavior would not be feasible, since it would reintroduce the problem of

bank runs.
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Alternatively, the moral hazard problem may be dealt with by monitoring

bank behavior (examinations) and imposing penalties when undesirable behavior
is observed. A number of proposals have been made to expand current penalties
so as to expose stockholders and managers to more downside risk in the event
that the bank's investment decisions turn out to be bad. For example, ex post
settling-up or extended stockholder 1liability schemes could extend the
potential 1losses of owners beyond their initial equity investment (see
Benston, Eisenbeis, et. al. (1986), pp. 242-43). Greater exposure to more
downside risk would 1imit the gains from increased risk-taking and, therefore,

lessen the moral hazard problem.'?®

Proposals for Risk-Related Premiums

There is widespread acceptance that a flat-rate premium structure by
itself creates perverse incentives toward greater risk-taking and penalizes
more-conservatively-run institutions. There is less agreement whether a more
explicit risk-related pricing system could be developed that would be a
significant improvement over the current system. A number of proposals for
establishing risk-related premiums have beern made; each has some advantages
and disadvantages when compared to the current system. These proposals
generally can be categorized into those that try to incorporate the market's

assessment of bank risk and those that rely on the public insurer's assessment

of risk.
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Using Market Information to Assess Risk

Several methods that rely on the use of market information to price
deposit insurance are found in the literature, including the use of private
deposit insurance, private coinsurance of deposits, uninsured deposits, and

option pricing theory. Each of these briefly is discussed below.

The use of private insurance has been suggested as a means of
correcting for governmental mispricing of deposit insurance. Short and
O'Driscoll (1983) suggest tﬁat there should be larger roles for private
insurance. Specifically, they argue that the lack of competition leads ‘to
underpricing and, therefore, subsidization on the part gf the federal
insurer. However, the existing evidence on private deposit insurance suggests

that the desired results may not be realized.

Historically, state-sponsored “private" insurance funds, from the New
York Safety Fund of the early nineteenth century to the more recent examples
of Maryland and Ohio, have been unable to protect depositors and, in turn, the
financial system during crises. Indeed, the inability of a private insurer to
contend with the threat of systemic risk is the major drawback to the use of a
private system of deposit insurance.'® One way in which private insurance
could deal with the threat of systemic risk would be through the use of 100
percent reserves against insured deposits, held by the insurer in the form of
riskless securities. However, a 100 percent reserve policy is not a viable -
alternative, given considerations of monetary policy and impracticalities at

the individual insurer level.
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Campbell and Glenn (1984) address the issue of systemic risk and
private insurance from a slightly differeﬁt angle. They argue that unless
deposit insurance contracts are long-term in nature, intertemporal
adverse-selection problems are 1likely to arise. For example, banks would
choose to be insured only during periods when they expected a high probability
of default. On the other hand, private insurers would demand the option to
cancel insurance, an option that would be increasingly exercised during
periods of banking difficulties. Of course, banks legally could be required
to purchase insurance, but it would seem to be impracticable to deny private
insurers the right to cancel insurance during periods of economic stress.
Campbell and Glenn argue that this intertemporal adverse selection would
render a private system unworkable. This inability to handle systemic
problems (i.e., insufficiently deep pockets) leads to the coﬁc]usion that a
purely private-sector resolution of the problems associated with mispriced

deposit insurance is not feasible.'®

Baer (1985) suggests that the shortcomings associated with public and
private §ystems of deposit insurance can be avoided through a system of
private coinsurance. Under this proposal, production and pricing would be
separated: government would provide most of the insurance, while private
insurance companies woufd determine insurance prices. For any given bank,
some relatively small percent of deposits would be insured by the private
insurer and the remainder would be insured by the federal insurer. 1In the
event of a bank failure, private insurers would be responsible for paying off
their portion of the bank's insured deposits, and would share losses on a pro
rata basis. Private insurers would provide market-based prices for both

private and federal insurance.
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In Baer's scheme, the private insurer is required to hold 100 percent
reserves against the deposits that it insures. This requirement guarantees
that the private insurer never can go bankrupt and, therefore, always will be
able to cover insured deposits. In this case, the private insurer would have
the means to maintain public confidence and, in turn, contend with the threat
of systemic risk. The goal of coinsurance would be to create a pricing
structure in which the respective abilities of government and the private
sector to estimate externalities and to assess risk are captured. This is
accomplished by requiring private insurers to bear the same costs (on a pro
rata basis) as the federal insurer, and by relying on private insurers to
accurately assess risk. The question remains whether private insurers could

ever be profitable with the 100 percent reserve requirement.'®

Baer also points out that the coinsurance scheme just outlined could be
closely approximated by basing premiums on the risk premium paid to
nonsubordinated debt holders (as opposed to subordinated debt). Like private
insurers, these debt holders would suffer losses on a pro ggig basis with the
federal insurer. Therefore, instead of creating a complex system of
coinsurance, basing premiums on newly issued nonsubordinated debt (all banks

would be required to issue a minimum amount) could achieve a similar

result.'’

Deposit insurance provides explicit coverage for deposits of $100,000
or less, leaving uninsured those deposits greater than $100,000. It has been
proposed that insurance premiums could be based on the market rates paid on
these uninsured deposits (Peltzman (1972), Thomson (1987)). This approach is

based on the idea that depositors will demand a risk premium if they

perceive
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that their uninsured deposits are at risk. Since depositors could place their
uninsured funds in an alternative investment with the same level of risk
(e.g., a money market or bond fund), there should exist a similar risk premium

with either investment option.

There are, however, several limitations to this approach that stem from
market imperfections. First, investors may perceive that large banks will not
be allowed to fail. This expectation of de facto coverage for uninsured
depositors may obviate the need for uninsured depositors to demand a risk
premium, especially in the case of large banks. Second, if the market for
deposits is not perfectly competitive or if transactions costs prevent the
removal of pricing errors when they occur, these imperfections will be
reflected in rate differentials between insured and uninsured'deposits. For
example, the FDIC currently assesses premiums against total deposits instead
of only insured deposits. This creates a disincentive on the part of the bank
to pay the full risk premium to the depositor. Finally, if insurance premiums
are priced in this manner, riskier banks will have an incentive to parcel
large uninsured deposits into multiple, insured accounts. As a result, the

observed risk premiums would not reflect the full range of bank riskiness.'®

As the above comments suggest, the rate paid on uningured deposits may
not accurately reflect the risk premium that should be charged. Indeed, the
very issuance of uninsured deposits suggests the presence of market
imperfections, in that either insurance is being implicitly provided or that -
it is too costly for uninsured deposits to be parceled. Thus, the very fact
that banks issue both types of deposits implies that the conditions req: red

to price deposit insurance using uninsured deposits are not present.
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Option pricing theory also has been proposed as a way of utilizing

market information to price deposit insurance. In this literature, deposit
insurance is shown to be analogous to a put option. In general, the owner of
a put option on an asset has the right to sell that asset at a specified
(exercise) price to the writer of the option contract on some future date.
If, at the maturity of the option, the asset price is above the exercise
price, the option will not be exercised. However, if the asset price is below
the exercise price, the option will be exercised, and the owner will realize a

gain equal to the difference between the exercise price and the asset

price.'’

Merton (1977) was the first to suggest that option pricing theory could
be used to determine the value of deposit insurance to a bank. He argued that
in purchasing deposit insurance, the bank essentially has purchased a put
option, and has the "right" to transfer its insured liabilities to the insurer
under certain conditions. If the value of the bank's assets falls below the
bank's obligations to insured depositors, the insurer will appropriate the
bank's assets and, in turn, pay off insured depositors. The bank essentially
has purchased the option to sell 1ts assets to the insufer at a price equal to
the value of the bank's insured liabilities. This option has value to the

bank because it makes insured deposits perfectly safe and allows the bank to

attract deposits at the risk-free rate.?°

The option pricing framework, as developed by Black and Scholes (1973),
serves as the foundation for the development of a general theory of the
valuation of contingent-claim assets, i.e., assets whose value is a

nonproportional function of the value of another asset (see, for example,
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Smith (1976)). 1In the Black-Scholes formula, the value of a put is a function
of five variables. HWhen applied to the problem of pricing deposit insurance
these five variables are: (i) the value of the bank's assets; (ii) the
variability of the value of the bank's assets; (iii) the exercise price, which
is measured by the total amount of insured deposits; (iv) the risk-free
interest rate, which enters the formula as the discount rate over the lifetjme

of the option; and (v) the time to maturity or lifetime of the option.

A change in the value of any one of these factors will, in turn, affect
the value (or price) of depoQit insurance. For example, if the value of the
bank's assets were to decrease relative to the value of its liabilities, the
value of the put (or deposit insurance) to the bank's owners would increase.
As the variability or volatility of the value of the bank's assets increases,
the value of the put and deposit insurance to the bank's owners increases. As
the total amount of insured deposits, or the exercise price, increases, the
value of the put increases. The value of the put also increases {if the
risk-free rate of return decreases. Finally, the lifet{me of the put option,
measured by the time between bank examinations, has an ambiguous effect on the
value of the put, since it affects the present value of the exercise price
(because the time of the put is increased) and the likelihood of a future bank

failure, but in opposite directions.?'

The insurance premium as given by the option pricing formula will be
sensitive to the assumptions of a constant, risk-free interest rate and
constant variation in the value of bank assets. The assumption that the
risk-free interest rate, which is the discount rate of the option pricing

formula, remains constant is a problematic assumption. For example, it is
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clear that the variability of interest rates over the past decade has
aggravated the asset/liability problems of banks and thrift institutions, and
that banks' and thrifts' asset values have not been constant. Smith (1976)
has shown that variable interest rates and non-constant variance can be
further modeled into the option pricing formula, however, at the cost of

further model complexity.

The ability of standard option pricing models to provide "fair"
insurance premium estimates has been questioned for several reasons. It has
been suggested that because the relationship between the variance of stock
returns and the variance of returns on underlying assets is quite complex
(particularly when the assumptions of the model are relaxed), the asset-return
volatility measures wused in empirical studies may be mis;pecified. For
example, Brickley and James (1986) show that the forbearance policies of the
insurers can affect the value of deposit guarantees. As a result, the use of
stock-return data to infer the variance of booked assets may result in serious
errors. (The variance of stock returns may brovide a downward-biased estimate
of the variance of asset returns, resulting in an underestimated value of
deposit insurance.) In addition, the traditional reliance on historical bank
stock-return data to impute asset-return volatility has been questioned. It
lacks "forward-looking" information, such as the information found in implicit
market forecasts of future asset volatility (see Merrick and Saunders (1985);

and Chiras and Manaster (1978)).

A further shortcoming is cited by Pyle (1983), where it is shown that
the insurance premium can be quite sensitive to measurement errors in either

the value or the riskiness of the bank's assets. The model is found to be
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particularly sensitive to errors in measuring the value of bank assets. This
is especially so for those banks not publicly held and for which only

accounting data are available.

One possible solution for nonpublic banks is to use an asset valuation
model, such as the capital asset pricing model (CAPM), in conjunction with the
option pricing framework to estimate the value of the firm. For example, the
vqlue of equity for a firm can be estimated using an option pricing
framework. Then the "value of equity" can be incorporated into the CAF4 to
determine an estimate for the "value of the firm." This estimate would serve
as a proxy for the publicly traded value of the bank in the option pricing
formula. HKhile this methodology has been developed in theoretical terms (see,
e.qg., Galai and Masulis (1976)), it has not undergone exteﬁsive empirical
testing.?? Further development in this area would be required before an
option pricing framework could be successfully applied to price deposit

insurance for banks whose stock is not publicly traded.

The feasibility of wusing option pricing theory to price deposit
insurance will depend on the ability of the insurer to adequately measure the
return volatility of bank assets in a timely manner. As with all
variable-rate pricing schemes, the more difficult the task of accurate risk
measurement, the less attractive variable-rate insurance becomes. Even though
an option pricing scheme for deposit insurance may be difficult to implement,
the theory, nonetheless, provides insight into the factors which affect the -

optimal pricing of deposit insurance.
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Using Nonmarket Information to Assess Risk

When it is not possible or when it is undesirable to utilize the
market's assessment of bank risk, the federal insurer would be left with the
task of developing its own methods for assessing risk. Various proposals that
would permit the FDIC to administratively determine variable-rate premiums
have been made, including the FDIC's own proposals (FDIC (1983); Hiréchhorn
(1986)). Some of these proposals attempt to measure risk ex ante; that is,
they attempt to measure the inherent risk of banking activities regardless of
the bank's current performance. Most proposals, however, have relied
primarily on ex post measures of risk, those that measure risk after it has

materially affected the performance of the bank.

Charging banks risk premiums by measuring ex ante risks has the

advantage of discouraging risky behavior before it adversely affects the
performance of the bank. Not surprisingly, devising such a system is
difficult. Ex ante approaches to risk measurement have generally sought to
measure various components of risk that are thought to be inherent in the
business of banking. These components might include interest-rate risk,
credit risk, operating risk, liquidity risk, diversification risk, and the
risk of fraud or insider abuse. HWhile there may be acceptable ways to measure
some of these individual risk components (most notably interest-rate risk,
although banks do not now report the kind of information that would be
required), attempts to measure and aggregate all of the various components

have been largely unsuccessful (Maisel (1981)).
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The risk-based capital guidelines proposed by the three bank regulatory
agencies are an attempt to apply ex ante measures of perceived credit risk.
The plan would classify assets according to their perceived risk of default,
with cash and Treasury bills requiring the least amount of capital and loans

requiring the most.

There are several questions regarding this approach, including whether
or not the proposed risk classifications will appropriately weight credit
risk??, whether intraclass substitutions will thwart the goal of reducing
risk, and whether this proposal is too narrowly focused on a specific form of
risk. However, since the federal regulators already require minimum capital
standards (5.5 percent primary capital), these criticisms could equally apply
to the current weighting scheme. (Under the current system, 100 percent of
on-balance-sheet items and zero percent of off-balance-sheet items are subject
to capital requirements.) The relevant question is whether the proposed

weighting scheme is an improvement over the existing weighting scheme.?*

It has been suggested that information derived from the regulatory
agencies' onsite examinations could be used as a basis for risk-related
premiums. As a result of the examination process, each bank is assigned an
overall rating from 1 to 5 (5 being the worst) based on the bank's financial
condition. This rating is commonly referred to as the CAMEL rating and is
derived from the examiner's evaluation of a bang's capital adequacy, asset
quality, management, earnings and liquidity. Perceptions of ex ante risk play -
some role in the determination of CAMEL ratings, since examiners evaluate
management's policies and practices that influence the bank's future

performance. In the areas of capital adequacy, asset quality, and earnings,
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however, perceptions of risk are largely based on the bank's current

performance.

A major objection to using examination ratings as the sole basis for
assigning risk premiums is that it could have a negative impact on the
examination process. One of the advantages of onsite examinations is that
they allow examiners to use their experience and judgment to tailor their
assessments and solutions to unique situations. However, because of the
financial stakes involved with basing premiums on examinations, extreme care
would need to be taken to ensure the application of uniform standards and
procedures for rating banks. With greater reliance on rules and procedures
for assigning premiums, an important attribute  of onsite
examinations--examiner discretion--may be lost. Further, basing premiums on
examinations introduces an adversarial relationship into the examination
process, and the flow of information that normally occurs during an
examination undoubtedly would be reduced. HKhile there are punitive aspects to
the examination process, the purpose also is to provide useful information to
bank management about the soundness of its operation and about how it may be
improved. Increasing the financial stakes of the examination outcome would

lessen the extent to which an examination could serve this purpose.?®

Some proposals for risk-related pricing schemes have been based on
information provided by bank-failure-prediction models.?® Failure-
prediction models utilize historical information to determine the importance
of various financial variables in predicting the success or failure of an
institution. Those financial variables (e.g., measures of nonperforming

loans, earnings, capital levels, etc.) that have been consistent predictors of
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past failures can then be used as a basis for a risk-related pricing system.
That is, pertinent financial data can be used to estimate the likelihood of
failure for currently operating institutions, and insurance premiums can be
assigned on the basis of each bank's probability of failure. More recently,
these types of models have been modified to estimate each bank's expected
insurance cost (roughly equal to the probability of failure, multiplied by the
FDIC's average cost when a bank fails). The expected cost then can be used as
an estimate of the risk-related portion of the insurance premium (Avery,

Hanweck, and Kwast (1985)).

Not surprisingly, the financial variables that turn out to be most
successful in predicting failures are primarily ex post measures of risk and,
as a consequence, the predictive power of these models decline; rather rapidly
when predicting failures much beyond a year. For example, in a recent FDIC
proposal (Hirschhorn (1986)) the financial variables that did the best job of
replicating the problem bank 1ist included variables describing a bank's
capital level, its earnings performance, and the quality of its loans. Using
a model 5ased on December 1983 Call data and limiting the designation of
high-risk banks to roughly 20 percent of all banks?’, the model classified

about 90 percent of all failures in 1984 as high-risk banks. However, using

the same model (j.e., based on 1983 Call data) only about 60 percent of the

failures in 1985 were classified as high risk. This profile is common in
failure-prediction models, and illustrates the difficulty in detecting and

pricing risk in a timely manner.?®

More recent suggestions for structuring a risk-related system include

the use of varying combinations of the previously mentioned approaches
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(Benston, Eisenbeis, et. al. (1986), p. 237). For example, statistical models
utilizing Call Repoft data could be used to estimate the risk of failure or
the expected cost to the FDIC. Premiums based on these estimates could be
double-checked by noting the rates paid on uninsured deposits or other
uninsured debt, or by using option pricing techniques. A drawback to using
more than one method for determining risk premiums is that it would be less
easily understood by the banking industry, and any perceived inequities would

be more difficult to defend.

A more recent proposal for risk-related premiums involves an ex post
settlement for failed banks (Benston, Eisenbeis, et. al. (1986), pp. 242-43;
Merrick and Saunders (1985), pp. 707-08)). As a condition for receiving
federal insurance, banks could be required to establish an esc;ow account with
the FDIC, or bank shareholders could be 1legally subject to extended
liability. In the event of a failure, ex post penalties could be assessed
depending on the insurer's actual loss experience. Extended 1liability would
expose the bank to an extended set of negative outcomes resulting from its
1nvestment- behavior (and thereby 1lower 1its expected return), rather than
limiting the set of negative outcomes to its initial equity investment. Such
a system of ex post settling-up may provide the bank with incentives

approaching those that would exist with ex ante measures of risk.

A general problem with these types of ex post settlement proposals is
that they may result in increased costs for all commercial banks regardless of
their current risk position. Extended 1iability for stockholders will
increase the costs of retaining and attracting capital, since stockholders

will demand additional compensation for the increase in their potential losses
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should the bank fail. Requiring banks to maintain escrow accounts is
equivalent to increasing capital requirements, while restricting the earnings
potential of the added capital. (It seems likely that bank earnings on the
escrow account would be 1limited to Treasury bill rates.) HWhile these
proposals have the potential to reduce the incentives toward risk-taking, they
also have the potential to significantly increase banks' cost of capital,
regardless of the actual risk position of individual banks, and could overly
restrict the growth of the banking industry relative to other

financial-service providers.

Policy Considerations in Selecting a Pricing Systgm

Market Prices versus Administered Prices

Several proposals that would base a system of risk-related premiums on
market information have been made, such as basing premiums on the rates paid
on uninsured liabilities, using premiums assessed by private coinsurers, and
utilizing option pricing models. Conceptually, the advantage of utilizing
market information 1is <that it represents the assessment of numerous

individuals who have a financial stake in correctly assessing bank risk.

.Moreover, on a theoretical level, basing insurance premiums on those that

would be set in unregulated markets would result in the optimum risk-return

trade-off for the economy (assuming no third-party effects).



o

Despite these conceptual advantages, basing insurance premiums on some

form of market information raises questions regarding the quality of market
information that could be obtained and whether a market-based scheme would, in
reality, lead to more accurate pricing. MWith respect to the quality of market
information, most market-based approaches face some sort of information
problem. For example, basing premiums on the rates paid for uninsured
deposits would require well-developed markets for both large and small banks.
Even if the FDIC were to abandon its policy of providing 100 percent de facto
insurance in purchase-and—assumptién transactions, regional interest-rate
differentials and imperfect mérkets for small banks' uninsured deposits would

make such an approach difficult to implement.

The informational requirements of option pricing éechniques also
present problems. In order to provﬁde estimates of the value of deposit
insurance for all banks, some estimate of asset returns (market returns) and
their volatility over time must be made. The accuracy of these estimates,
however, has been questioned (Brickley and James (1986)). And, as Pyle (1983)
has pointed out, small errors in the estimation of the value of assets or
their volatility can have major effects on the value of the option contract
(i.e., the insurance premium). Moreover, even to the extent that asset
returns are accurately measured, they represent historical returns and are not
necessarily forward-looking. A further informational difficulty is knowing
the appropriate closure rule. If assumptions concerning closure rules are

wrong, the value of the put may be in substantial error.

A more fundamental question is whether the market's assessment of

individual banking risks is measurably better than information derived from
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other sources that are potentially available to regulators. A major reason
why borrowers obtain loans from intermediaries rather than issue marketable
securities is that public information on their economic condition and prospect
s extremely limited and expensive. Thus, with respect to the quality of a
bank's loans, the bank possesses information that is generally not publicly
available.?® To some extent, the very existence of banks (and other
intermediaries) is explained by the inability of markets to act as efficient
devices for valuing these idiosyncratic risks. If this is the case, we should
not expect markets to be particularly efficient at evaluating credit risks in

banking.?°

But would a system based on an option pricing model do a worse job than
the current system or some other (nonmarket) risk-related system? In our
judgment the answer is not clear and more investigation is needed. However,
while the option pricing model appears to do relatively well at ranking the
current financial condition of publicly traded bank holding companies at a
point in time, from the studies reviewed it's not clear how well the mode!l
assesses risks in an ex ante sense or how well it establishes the appropriate
premium level for a particular institution. For example, in looking at
changes in bank risk-taking for 98 of the largest bank holding companies froa
1981-86, Furlong (1988) estimated that ~the value of deposit insurance
incregsed from an average of 2.4 one-hundreths of a basis point per dollar of
deposit in 1981 to 2.6 tenths of a basis point in 1986. Even the much higher
1986 estimate represents only about 3 percent of the 8 basis points that banks
currently are charged. On the other hand, assuming a less stringent closure
rule, a study by Ronn and Verma (1986) estimated the average value of the

insurance guarantee in 1983 (again for large bank holding companies) roughly
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equal to the 8 basis points. The magnitude of these differences underscores

the difficulties in implementing the option pricing model.

Another practical problem with using the option pricing model is that
stock-market information 1is available only for the largest banking
organizations. As was indicated earlier, a proxy for stock prices can be
estimated, but it is not clear how well this kind of estimation technique
would work. Moreover, where stock-price information is available, it only is

available for the holding company and not for individual banks.

If it 1is not feasible to utilize market information in setting
insurance premiums, then it should be recognized that an alternative
risk-related scheme amounts to a set of administratively determined prices
(either explicit or implicit). The question then turns on whether there are
advantages to wusing more explicit pricing rules, rather than the current
combination of regulation and supervision, and whether a method of
administratively determined prices can be found that will 1lead .to fewer

pricing errors than the current system.

Explicit and Implicit Pricing

With respect to the first question, it is not immediately obvious that
a system of explicit risk-related premiums has advantages over the more
traditional forms of supervision and regulation (i.e., implicit pricing).
Conceptually, implicit pricing can accomplish the same ends as explicit

pricing. Banks can be dissuaded from having excessive loan concentrations
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either by ~charging them higher 1insurance premiums or by issuing
cease-and-desist orders (with appropriate sanctions if the order is- not

followed).

WKhile in theory the same ends can be accomplished with either explicit
or implicit pricing schemes, there are operational differences in thz two
approaches. From the regulator's perspective, implicit pricing generally
offers some advantages in the form of greater flexibility and discretion. For
many of the current forms of implicit pricing, such as letters of agreement
and enforcement actions resulting from the examination process, regulators
have considerable discretion in tailoring sanctions and solutions to
individual cases. Even with a strictly formulated scheme of risk-based
capital, regulators probably would be given considerable discretion in setting
up timetables for banks to comply with once they fall below the standard. 1In
short, the greater flexibility associated with implicit pricing allows
regulators to use judgment and discretion in detecting and reacting to unique

situations.

Of course, the opposite side of this coin is that implicit pricing will
tend to be subjective and sometimes arbitrary. Rules or formulas are often
advocated as a way of overcoming these shortcomings and as a way of ensuring
that public entities act in an appropriate manner. Thus, explicit pricing
formulas would have the advantage of ensuring uniformity and constraining

regulators' behavior.

From a bank's perspective, however, explicit pricing may allow for a

more flexible response. There always will be situations where some banks will
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find it more costly than other banks to meet a given standard. For example,
banks that fall below a capital standard temporarily and face relatively high
costs in attracting additional capital may find it more cost-effective to pay
higher insurance premiums and live with a somewhat lower capital level. HWith
implicit pricing, no such choice exists (except at the regulator's
discretion). Thus, an explicit pricing scheme may have the advantage of
allowing banks to choose a more efficient means of dealing with a bad

situation.

Another operational difference is that a system of risk-related
premiums is apt to receive greater scrutiny by requlators, banks, and the
public. A system of risk-related premiums would be much more visible than
most forms of implicit pricing. Banks would be able to observe directly the
price of moving to riskier positions (as defined by the regulator) and it is

likely that the formula used to derive risk-related premiums would have to be

made publicly available. Because of the directly observable costs, banks may

be more likely to scrutinize the formulas used to calculate premiums than they
scrutinize the current set of implicit premiums. Moreover, a system of
risk-related premiums would provide banks, analysts, and the public with
information more suitable for making interbank comparisons of risk. It would

be relatively easy for analysts or the media to construct a list of the FDIC's

riskiest banks.

There are positive and negative aspects to the increased private and
public scrutiny that may accompany explicit pricing. 1In the short run, the
adverse publicity associated with being designated a high-risk bank may create

liquidity problems and, therefore, may hinder the recovery of potentially
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viable banks. However, in the 1long run, the potential for this adverse
publicity may increase the deterrent effect of risk-related premiums. This
may be particularly important if the financial penalties associated with
risk-related premiums are relatively small (initially, this is apt to be the

case).

The increased visibility of risk-related premiums also may haﬁe a
positive effect on the insurer's incentives to correctly assess risks in
banking. With an explicit pricing formula, banks and the public would
periodically question its 'appropriateness. While the 1insurer may be
uncomfortable with this increased scrutiny, it would force regulators to

continually rethink and revise their risk-monitoring system.

Pricing by Ex Ante or Ex Post Measures of Risk

Obtaining accurate ex ante measures of bank risk is perhaps more

difficult than in many other areas of insurance. In an ex ante sense, the
insured nearly always has better information about the potential risk he or
she faces than does the insurer. In the case of commercial banks, assessing

financial risks of lending to idiosyncratic borrowers is a central function of

_the enterprise. As a result of this specialized knowledge, the ex ante

information gap between the insured and insurer is perhaps larger than in most

other insurance settings.

This large informational asymmetry bet: ~ the insured and insurer is

perhaps one of the reasons for the inability of researchers to find good ex
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ante measures of risk. Although there are steps that the insurer could take
to increase the amount of information concerning the inherent risks of
specific institutions <(such as becoming intimately familiar with an
institution's credits), the costs of acquiring this information may well be
prohibitive. Thus, most analyses have concluded that any workable system of
risk-related premiums would be restricted to one based on ex post measures of
risk (e.g., see Avery, Hanweck, and Kwast (1985); Merrick and Saunders (1985),

p. 707).

There have been two major criticisms of basing risk-related premiums on
ex post measures of risk. First, it is argued that if risk is recognized by a
premium system only after it results in loss, then the premium structure has
not served its purpose of inhibiting risk-taking (Horvitz (1983b), p. 259).
For example, if higher premiums had been assessed against LDC debt after it
became obvious that such loans were problematic, the higher premiums would not
have inhibited such lending becaﬁse banks had already recognized the error of
their ways (i.e., they were no longer making new loans to LDC countries).
While this argument is true, it does not recognize the more general deterrent
that "after-the-fact" penalties may provide. That is, if bank managers know
that increases 1in nonperforming 1loans will result 1in higher insurance
premiums, managers will generally take greater care in assessing and pricing
risk. In private insurance markets, basing premiums on ex post measures of

risk, such as traffic violations or accidents, is not uncommon.

The second criticism of ex post measures of risk is that they will
penalize banks when they can least afford it, i.e., when they have encountered

difficulty. In addition, credit quality typically declines during the
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downturn of the business cycle. Increasing premiums during a recession could
further aggravate banking problems (Goodman & Shaffer (1984), p. 154), even
though loan-quality problems necessarily would not be the result of poor
management decisions.®' This is clearly a concern and underscores the point
that any ex post system must balance the need to impose penalties sufficiently
large to deter undesired behavior against the possibility that excessive
penalties may aggravate cyclical banking conditions. (Most types of private
insurance are not faced with this same kind of systemic problem and,
therefore, premiums based on ex post measures of risk would not present

similar kinds of problems.)

The most recent FDIC proposal for risk-related premiums would double
the current flat-rate premium of one-twelfth of one percent of total domestic
deposits for normal-risk banks to one-sixth of one percent for the high-risk
group. Assuming that banks fund 80 percent of their assets with domestic
deposits, as a percent of assets this translates into about 6.5 basis points
for normal-risk banks and about 13 basis points for high-risk banks. This 6.5
basis point differential between high-risk and normal-risk banks is equal to
about two percent of an average bank's noninterest expenses (or equal to about
one percent of its interest expenses given current‘tnterest rates) or about

six to ten percent of a healthy bank's return on assets.

In contrast, a risk premium that fully compensated the FDIC for the
increased cost of high-risk banks would be much greater than 6.5 basis
points. For example, experience suggests that about ten percent of the banks
on the problem -ank list will fail in any given year.?? If a problem bank

has a one in ten chance of failing and the FDIC's cost of resolving the
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failure is equal to, for example, 15 percent of failed-bank assets, then an
insurance premium on high-risk banks adequate to cover their expected cost to
the FDIC would be equal to 150 basis points. (The probability of failure,
0.1, multiplied by the loss on failed-bank assets, 0.15, equals 0.015 or 150
basis points.) Assuming that the current premium (roughly 6.5 basis points of
total assets) 1is more than sufficient to cover the expected costs of
normal-risk banks, the premium for a group of banks the size of the problem
bank 1ist could easily range from 100 to 200 basis points above that charged

to normal-risk banks.

This rough estimation suggests that the premium differential between
normal-risk and high-risk banks (6.5 basis points) as envisioned by the FDIC's
latest proposal would be considerably 1less than that needed to fully
compensate for the difference in expected costs. Moreover, the premium
differential represents a rather small component of total bank expenses.
Thus, there is a legitimate question concerning the extent to which the

premium differential is sufficient to deter risky behavior.

Despite this gquestion, our inability to measure risk before it
materially affects the performance of the bank places substantial constraints
on the size of the penalty that realistically could be levied against a
high-risk bank. If risk can be detected before a bank's performance has
deteriorated, a relatively heavy penalty can be levied that may alter its
behavior without jeopardizing its existence.- Levying a 100 basis point
penalty against a bank that is already performing poorly, however, would
probably ensure its eventual failure. While this may be appropriate in some

cases, there are other cases where it would not be appropriate, i.e., most
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banks on the problem bank 1list eventually recover. This limitation and the
fact that the FDIC is a public monopolist (banks cannot choose another

insurer) argue in favor of a relatively modest risk penalty.

Conclusions

Currently, it is not feasible to construct a pricing system totally
based on market information. The option pricing framework is a promising
approach, but there appear to be formidable problems with its implementation.

Further investigation is needed to assess its feasibility.

If market prices are not to be used, it should be recognized that
implementing a risk-related pricing system does not eliminate government
regulation in banking; it simply replaces one form of regulation, the current
set of implicit prices (supervision and regulation), with another form of
regulation, an explicit set of prices. In either case, it will be the federal

regulator, not the market, who will set the standards.

As was stated earlier, there are some advantages in moving to a more

explicit pricing system. First, an increased reliance on explicit pricing

“would give banks greater flexibiiity in meeting federal standards. Banks that

fall below some or all of the standards would have more options in dealing
with their difficulty, and they would be able to choose the most efficient -
option given their unique economic environment. Second, adopting risk-related
premiums would force regulators to be more explicit in defining desirable and

undesirable behavior for commercial banks. This increased visibility would
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provide greater incentives for regulators to reassess existing industry risks
and to detect emerging risks. From the banks' perspective, explicit pricing
may reduce some of the uncertainty associated with other forms of supervision
and regulation. This reduced uncertainty regarding rules and penalties should
increase the deterrent effect of the pricing system, since banks will know

more precisely what behavior is desired and the penalties for failing to meet

those standards.

Despite these operational advantages, a major question is whether a
pricing formula or rule could be established that would, to some extent,
substitute for the current discretionary sanctions that are imposed through
the examination process. In our opinion, the ability to establish such a
formula is limited at this time. Under the current system, examiners are able
to use judgment 1in identifying risky situations and are able to tailor
solutions to meet unique circumstances. If a problem is identified, practices
and activities deemed to be the source of the problem can be proscribed
directly and the bank can be monitored for noncompliance. It would be
extremely difficult to construct a pricing formula that could anticipate many

of these situations.?®?

But it is feasible to establish a general pricing rule that would
complement, rather than supplant, the current set of implicit pricing tools.
This pricing formula 1ikely would be based on ex post measures of risk (i.e.,
earnings, problem loans, capital, etc.), and premium differentials at first

probably would be relatively modest.
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Even to the extent that this type of pricing rule could substitute for

some of the current sanctions that are utilized, the monitoring of banks to
ensure accurate reporting and compliance <till would be necessary. It is
doubtful that such a system, as now envisaged, would allow us to significantly
reduce our reliance on the supervisory tocis that are now used. The major
advantages of adopting an explicit pricing rule, given our view of its
limitations, are that its greater visibility would force regulators to be more
cognizant of existing and emerging risks, and that greater certainty
cdncerning what constitutes undesirable behavior and the resulting penalties

may result in greater deterrence.

Given the current state of knowledge, we believe a risk-related pricing

system should have the following characteristics:

0 Because our ability to determine risks ex ante is very
limited at this time, risk-related premiums would have to
be based on ex post measures of risk, such as earnings,
capital, nonperforming loans, and loan charge-offs. If
better ex ante measures of risk eventually were developed,
or if option pricing techniques proved useful in setting
premiums for larger institutions, these always could be

'1ncorpofated into the system later.

o Risk factors used in a risk-related system should be

related to risk in a clear and understandable way.

o Initially, the premium differential between a low-risk and

high-risk bank should be modest. In other words, the



~39-
penalty for being classified a high-risk bank should not
be so onerous as to jeopardize the bank's existence,
unless the bank already is in jeopardy of failing. In all
likelihood, this will mean that the premium structure will
not be actuarially fair, in the sense that high-risk banks
will not be paying premiums equal to their expected cost
to the fund. Upon gaining more knowledge concerning the
fairness of the system, premium differentials could be

widened to more accurately reflect expected costs.

o It may be appropriate to include an adjustment factor that
would reduce the premium differential between low-risk and

high-risk banks during economic downturns.

o Because banks do not have the option to choose an
alternative 1insurer, a risk-based system should be
structured such that banks are given the benefit of the
doubt. A mechanism for challenging risk classifications

should be made available to banks.

In 1986, the FDIC developed a proposal for a system of risk-related
premiums (Hirschhorn (1986)) that we believe satisfies these criteria. HWe are
not under the illusion that this type of proposal will solve the moral hazard
problem associated with deposit insurance; we acknowledge that it will not.
But we do believe that it will create some modest incentives for banks to

behave more prudently and will allocate the costs of deposit insurance more

equitably than the current system.
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FOOTNOTES

'After deducting operating expenses and insurance losses from gross
assessment income, 60 percent of the remainder may be rebated to insured
commercial banks in the form of a credit applied to the following vyear's
assessment. Further, the Board of Directors may adjust the credit if the
insurance fund drops below 1.25 percent of insured deposits and is required to
adjust the credit if the fund drops below 1.10 percent or rises above 1.40
percent of insured deposits.

*Merrick and Saunders (1985), p. 704.

‘Technically, whether or not bankers will move to a riskier position
depends on their attitudes toward risk-taking. The introduction of flat-rate
pricing reduces the cost of assuming more risk. This price change has the
effect of inducing banks to assume more risk. This is referred to as the
"substitution effect." However, the price change also creates a wealth
effect: banks can earn higher returns at any given 1level of risk. This
increased wealth or income may make some bank managers less willing to accept
more risk, even though the price of accepting more risk has been reduced. If
this "income effect" dominates, bank managers actually may choose a less risky
position. However, most economists believe that the "substitution effect®
will dominate over the "income effect.”

“The perverse incentives toward risk-taking associated with a
flat-rate system will exist regardless of the level of the premium.

*Whether or not the current system of implicit premiums appropriately
prices risk, or assesses risk in an ex ante sense, is an open guestion. The
point is that regulation and supervision represent a cost of obtaining
insurance and, to some degree, constrain risk-taking.

*If there are third-party costs, i.e., externalities, then the
optimal premium should exceed the premium that would be set in a private
market.

"In addition to credit risk, banking risks also include interest-rate
risk, malfeasance, liquidity risk, and operating risks. However, credit risk
and malfeasance are the two forms of risk that have been most responsible for
banking difficulties and, yet, are the most difficult to detect.

°It should be noted that the difficulties that these information
problems present for designing an efficient risk-related pricing system apply
equally to a system of explicit or implicit premiums, including the current
system of implicit premiums. '

’Merrick and Saunders (1985) note that, where asymmetric information
exists, single-class insurance systems usually fail due to adverse selection.
That is, low-risk types elect not to take insurance and, therefore, the
insurer is left with only the high-risk clients. They note that, given the
FDIC's single-class insurance system, it is puzzling why almost all banks have
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? cont-elected to take insurance. Of course, nearly all chartering
authorities now require banks to have federal insurance. However, during
earlier periods this was not the case and nearly all banks that had the option
to choose elected to purchase insurance. They speculate that either insurance
is underpriced so as to induce all banks to take insurance or that implicit
pricing--capital standards, surveillance, etc.--has been effective in
constraining  banks so they exhibit relatively  homogeneous risk
characteristics. However, another explanation is that deposit insurance
confers a large benefit on the insured by eliminating the threat of runs.
Moreover, there is no need to charge for this benefit because the marginal
cost of producing it is zero. The FDIC only needs to charge for the normal
kinds of portfolio risks that occur in a no-run environment. ;

'°The term incentive-compatible simply means that there are
incentives for the insured to choose the premium/attribute combination that is
appropriate for its risk class.

""The problem here is similar to knowing whether the long-run
revenues under the current pricing scheme are adequate to handle the long-run
costs. Because of the systemic nature of bank failures, even 55 years of
experience cannot tell us with much certainty whether the rate at which the
fund is being accumulated is sufficient to meet long-run costs.

'?Some sort of ex post settling-up or extended 1liability schemes
could be termed incentive-compatible as well. These schemes would expose
stockholders and management to more of the downside risk associated with
alternative investment strategies and their implementation would not depend on
accurate actuarial information. However, since these types of contracts do
not involve the self-selection of banks into different risk categories, they
are discussed below as a method for dealing with moral hazard.

"’In order for such schemes to work, banks would have to post bonds
or put money into escrow accounts to ensure that the penalty could be
imposed. As is pointed out later, this would impose an additional cost on
both high-risk and low-risk banks.

"“With private insurance, depositors still would need to monitor the
health of the private insurer. Thus, even in the absence of the systemic-risk
problem, private insurance would generate a new set of adverse selection/moral

hazard problems.

'*Also, deposit insurance assessments under a private system will not
reflect the external costs of bank failure. Market-based pricing of deposit
insurance will not be efficient if external costs and public-policy concerns
are not taken into consideration.

'®Perhaps another way of viewing this same question is whether the
private insurer with a 100 percent reserve requirement would have the same
production costs as the federal 1insurer who does not face the same
restriction. MWith different costs of production, the prices charged by
private insurers may not be appropriate for the federal insurer.
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'7Baer also questions the usefulness of subordinated debt as a
pricing tool. Because the subordinated debt holder is exposed to a different
loss curve than 1is the insurer, the risk premium on their exposure is
different than that required by the insurer. Therefore, subordinated debt
cannot be used directly to price the insurance premium.

'®In addition, some sophisticated (and uninsured) depositors may feel
that they always will have sufficient warning to withdraw their funds prior to
failure. If so, risk premiums on these deposits may not be appropriate for
setting insurance premiums.

'The opposite of a put option is a call option, which gives the
owner the right to buy an asset at a specified price on some future date.

?°The concept of deposit insurance as a put option could be broadened
to include the "right" of the owner to transfer all liabilities to the insurer
in the event of an insolvency or a failure. This interpretation may be more
reflective of current failure policies of the insurer.

Z'It is interesting to note that the lifetime of the put option might
be an important control factor in pricing deposit insurance. For example,
riskier banks could be examined and assessed deposit insurance more frequently.

220ne example of the use of CAPM in conjunction Wwith an option
pricing framework 1is Brickley and James (1986). By assuming a market
portfolio of eight percent GNMA certificates, the authors fit a CAPM for
publicly traded S&Ls, whose major assets are held as mortgages. Their model's
estimates of beta could, in turn, allow the model to be applied to nonpublic
S&Ls.

23If it does not appropriately weight credit risk, then the weighting
scheme will result in a misallocation of credit.

?“In other words, the allocation of credit is already affected by the
existence of a regulatory capital requirement. Because the current guidelines
require banks to hold the same amount of capital for a risky loan as for a
risk-free Treasury security, and require no capital for off-balance-sheet
items, bank investment behavior is altered from what it would be if banks
faced no regulatory reqguirement, i.e., the market determined the appropriate
capital level. Thus, the question is whether the new guidelines result in
fewer distortions than the existing system.

i premﬁums were based on examination ratings, it would be
desirable to examine banks at least once a year. The FDIC now is moving in
that direction.

Z®Failure-prediction models can be used for several purposes. Many -
failure-prediction or problem-bank identification models have been designed
primarily as early-warning systems. Early-warning systems assist regulators
in identifying potential problems and in better allocating supervisory
resources to deal with these problems. Some failure-prediction models also
have been designed for the purpose of identifying the causes of past failures,
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zécont-rather than for predicting future behavior (Pantalone and
Platt (1987)). Relatively few of these models have been used in a specific
risk-related premium proposal. While all of these models may provide useful
information for the design of a risk-related pricing scheme, a particular
model's applicability will be 1limited by its intended purpose. Generally
speaking, in designing a model for the purpose of setting insurance premiums
(versus an early-warning system) one must take greater care to ensure that
there is a stable underlying relationship between a particular financial
variable and bank risk.

?’Once the parameters of the failure-prediction model have been
estimated using historical data, the number of institutions that will be
designated as high risk can be varied by simply changing the probability of
failure threshold. The threshold level is the dividing line between what
would be considered a high-risk bank (or alternatively a potential failure or
a problem bank) and a low-risk bank. By lowering the threshold level one can
increase the number of actual failures that are designated as high risk, but
only at the cost of designating more nonfailures as high risk. In the
extreme, one could correctly predict all failures by simply classifying all
banks as high risk, but this would defeat the purpose of the model. In the
case of the model used in the FDIC's proposal, the ability to correctly
classify actual failures was achieved at a cost of rating 20 percent of all
banks as high risk.

?®Another factor limiting the accuracy of these estimates is the fact
that not all banks report accurate Call Report data. Examinations often
reveal that banks have underestimated the true extent of their problems.
Perhaps assessing banks penalties when examinations reveal that they have
underreported problems would partially solve this problem.

2°0f course, this will vary from bank to bank. Some banks,
particulary large banks, may make a considerable amount of loans to corporate
borrowers for which markets generally possess a considerable amount of
information; or some banks may have portfolios that are weighted more heavily
with marketable securities or loans that are more easily evaluated by markets,
such as mortgages.

*%0f course, {if there are externalties or third-party effects that
result from bank failures, then the market would underprice risk. But this is
another kind of inefficiency than the one being discussed here. HWith the
existence of credible insurance, third-party effects are apt to be small.

'Under the current rebate system it is 1likely that effective
premiums also will rise during recessionary periods. However, with the
current system the burden of higher premiums is shared evenly by all banks.

*?This group is roughly equivalent to the group that would be -
designated as high-risk banks in a previous FDIC proposal.

330f course, through the examination process, pecuniary penalties
could be assessed so as to bring about the same results as issuing
cease-and-desist orders. But there would be little gain from doing this; no
resources would be saved and the end result would be the same.



Chapter 4
MARKET MECHANISMS FOR CONTROLLING RISK

Market mechanisms for controlling risk are considered under four broad
categories: insurance coverage (depositor discipline), information
disclosure, capital standards, and the priority of creditor claims (depositor
preference and nondepositor discipline). 1In all cases, there are costs and
benefits associated with expanding the role of market-determined ("private")
incentives. MWhether the benefits are judged to exceed the costs in any given
instance depends upon one's particular view of banks' unique economic
functions and the perceived effectiveness of available alternatives to

market-based arrangements.

Market discipline--the presence of market-determined incentives to
control risk-taking-;has many dimensions in banking. At the bank level, the
potential sources of discipline {include depositors. shareholders, managers,
subordinated debt holders, and other nondeposit creditors. The bank holding
company also is a potentially important source of discipline for the bank.
Holding company shareholders and creditors have wealth at stake and, hence,
have incentives to constrain the bank's actions. This chapter focuses on
discipline at the bank 1level; however, any complete picture of market

discipline in banking must consider the role of holding company creditors and
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Chapter 8
ISSUES RELATED TO HANDLING LARGE BANK FAILURES

One of the more fimportant ingredients of any developed economy is a
structure that is capable of accommodating insolvencies in an orderly and
equitable manner. In the United States and many other countries, bankruptcy
laws have been developed to meet this need. These laws have provided a
framework to protect the 1{interests of creditors and owners while the

operations of a firm are reorganized or, if appropriate, liquidated.

As a general rule, bankruptcy laws have worked well to protect
claimants and minimize disruptions when corporate firms become insolvent. In
recent years, we have seen a number of very large enterprises reorganized
under the protection of the bankruptcy laws, while productive capabilities and
values have been maintained. For better or for worse, however, public policy
makers during the 1970s made a decisfon that certain very visible
organizations could not be effectively handled under these laws; j.e.,
Lockheed Aircraft Corporation, the Chrysler Corporation and New York City were
judged to be “too-large-to-fafl.* With the 1984 assistance package arranged
for Continental Illinois National Bank and Trust Company, the
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The phenomenon of protecting banks from default is not peculiar to the
United States. As the discussion in the appendix to this chapter shows, most
countries follow policies that afford de facto or -2 Jure 100 percent
guarantees to bank depositors. For better or for worse, as more countries
explicitly or {implicitly protect depositors, as banking becomes more
international in nature, and as technology increases the ability to transfer
funds internationally at the speed of 1ight, the more difficult it will be for
the United States not to retain flexibility with respect to handling bank

insolvencies.

This arrangement is not inconsistent with good public policy. There is
no system that can function with a rigid set of rules without a means to
accommodate exceptions. HWhile consistency and fairness are very i{mportant,
society has demonstrated a willingness to accomodate exceptions in cases where
there is sufficient justification. In general, society would need a means to
periodically review the efficacy of the rules and, more to the point,
sufficient information to evaluate the exception system. Although not
perfect, the cost test/essentiality framework meets the requirements set forth

above.

In summary, the deposit insurance system has to have the flexibility to
accommodate more than short-term cost minimization. It would Dbe

counterproductive to design a system that does not recognize this fact.

Given this conclusion, there are two more {ssues to be addressed.
First, i1f handling bank failures {is to involve broader {ssues 1{nvolving

macroeconomic and international stability questions, some have questioned
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The conclusion 1s that the existence of a separate {nsurer fis
appropriate. If accepted, this raises a question as to the adequacy of the
current funding sources of the FDIC. This is the major topic of the next

section.

Funding D it Insyran

The FDIC was created to operate very much like a private casualty
insurance company. Under the permanent fnsurance fund authorized by the
Banking Act of 1933 (the Glass-Steagall Act), insured banks were required to
maintain a capital investment in the FDIC equal to one percent of fnsurable
deposits, and assessments were structured in a manner that would effectively
pass operating expenseé and finsurance losses directly to f{nsured banks.]]
Although the Banking Act of 1935 substantially changed the methods of
capitatizing the finsurance agency and divorced assessment levels from losses,
the concept of an fnsurance fund was maintained. Subsequent amendments to the

FDI Act have tended to move the funding mechanisms toward the provisions of

the original legislation.

There are advantages to operating an {insurance function with a fund,
rather than on a pay-as-you-go basis. The most direct advantage is that there
are resources available to absorb unanticipated losses; thus, it provides a
vehicle to permit abnormal expenses to be absorbed by the {nsured entities
over a longer period of time. Moreover, the existence of a fund tends to
create the correct incer ives by pr: iding a readily observable measure of

performance; decreases in the net worth of the {insurance agency have to be
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explained and, to the extent that this is reflected in an 1increase in

premiums, it becomes of concern to the insured entities.

However, there are situations where the existence of a fund can create
perverse incentives. In a manner similar to that faced by bank and thrift
owners, the closer the finsurance agency is to insolvency, the greater is the
incentive to take risks. This phenomenon explains the way in which FSLIC
approached dealing with problems in the thrift industry in the early 1980s.
If thrifts could grow out of the problems, the FSLIC would become solvent and
viable; {if the strategy did not work, the 1insurer would just become more

insolvent.

Thus, ensuring the solvency of the insurance agencies is crucfal for
effective functioning of the system. The purpose of this section is to
evaluate the current system, and to suggest changes that will make revenues

more responsive to changing expense and loss rates.

The Current System

The major sources of income to the FDIC have been interest on its
portfolio of U.S. Treasury securities and assessments collected from insured

banks.

Premiums (“assessments") are collected from each insured bank equal to
1/12 of one percent of assessable deposits (essentially deposits in domestic

offices), less an adjustment for uncollected funds ("float"). After deducting
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operating expenses and 1{nsurance expenses and losses from gross assessment
income, 60 percent of the remainder ("net assessment income") {s rebated on a
pro rata basis to insured banks 1in the form of a credit against future
assessments. In cases where expenses and losses exceed gross assessment
income, the deficiency 1{s carried forward and applied against future

assessments.

In 1980, the FDI Act was amended in a manner that links the permissible
rebate to the ratio of the fund to "insured" deposits. Specifically:

o If the ratio is less than 1.10 percent, the rebate will be decreased
by an amount necessary to maintain the 1.10 percent ratio, but in no
case will_ the rebate be less than 50 percent of net assessment

income.

o If the ratio exceeds 1.25 percent, the FDIC has the option of
increasing the rebate to maintain the ratio at not less than 1.25

percent.

o If the ratio exceeds 1.40 percent, the rebate will be increased by
an amount to maintain the ratio at not more than 1.40 percent, but
fn no case will the rebate exceed 100 percent of nt assessment

income.

This system has worked well, especially during times when losses and
expenses generally were less than assessment income. However, in periods of

significant losses, the current system 1imits the ability of the fund to
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Assessment Rate. Total assessments each year would be calculated as
one-third of the sum of operating expenses and insurance expenses and loss not
recovered from prior years plus current expenses and losses, lagged one year.
For example, assuming there will be about $4.7 billion in loss carryforwards
remaining after 1988 assessment income has been credited, and there is a $5.5
billion loss during this year, assessments for 1989 would be $3.4 billion
([4.7 + 5.51/3), with a carryforward of $6.8 billion (4.7 + 5.5 - 3.4)
available for the 1990 assessment calculation. Table I presents a comparison
of the levels of assessment income under the current and proposed plan for the

years 1984 through 1989.

TABLE I

Actual and Proposed Assessment Income
($ billions)

T A ment R
Current Proposed
Year Losses + Expenses System System
1984 1.99 1.3 1.1
1985 1.96 1.4 1.4
1986 2.96 1.5 1.6
1987 3.23 1.7 2.1
1988* 5.3 1.8 2.5
1989* 1.8 3.4
*Estimated

Clearly, an assessment scheme based on current losses will take a
larger percentage of industry income in the short run during periods of high
or rising losses. On the other hand, assessments will decrease more rapidly
in an improving environment. Nevertheless, to control assessment costs, it
may be desirable to place ceilings both on increases in assessments and on the

maximum permissible level of premiums. These limits could be in terms of
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Thus, the float deduction represents a reduction in the assessment base,

without a reduction in the FDIC's 1iability on an individual bank basis.

The method of averaging currently employed can result in distortions
due to irregular changes in deposits over time, and invites banks to adjust
quarter-end financial statements to minimize assessment costs. Moreover, as
the system moves more toward protecting only depositors in PRA transactions
and relying more on the discipline of nondeposit creditors, it becomes more

important to accurately measure the assessment base.lz

Since the cost of
maintaining the records necessary to calculate daily averages has decreased
for virtually all banks, it 1{is recommended that a daily average of the

assessment base be used for purposes of calculating premiums.

A more substantive recommendation pertains to extending the assessment
base to include secured borrowings; j.e., borrowed money raised in the normal
course of business that has a claim on assets ahead of insured deposits. The
most significant amounts of funding that would be covered under this
recommendation are repurchase agreements and borrowings from the Federal
Reserve or Federal Home Loan Banks. These borrowings clearly are superior to
insured deposit accounts and, as pointed out in Chapter 7, can increase FDIC
costs in failed-bank situations. Thus, there appears to be no good reason why

the FDIC should not collect assessments on these 1iabilities.

A more complicated issue relates to placing so-called foreign deposits
in the assessment base.]3 Since virtually all foreign deposits are held by
large banks, and since these institutions are more likely to be handled in a

way that protects most creditors, there is a very good argument that these
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the net worth of the FDIC to “insured" deposits. Hithin the context of the
current proposal, there are no reasons why insured banks should not benefit in

cases where the fund, in some sense, is judged to be at an acceptable level.

Recognizing that actuarial precision has never been a part of setting
premium rates or assessing the adequacy of reserves for deposit insurance
purposes, the following changes are suggested as a reasonable way to approach
the rebate question. First, it is suggested that the basis of assessing the
relative adequacy of the fund be shifted to the assessment base from “insured”
deposits. MWithout the expenditure of considerable resources, it is impossible
to get a good measure of the volume of insured deposits in the system.
Moreover, the assessment base more accurately defines the liabilities that are

most 1ikely to be made whole in bank failures.

Second, it is suggested that rebates be handled on a sliding scale that
is determined by the size of the fund relative to the assessment base. For
example, the following schedule by historical standards would provide for a
reasonably generous fund/base relationship, while providing for rebates to

banks under reasonable circumstances:

o If the ratio of the fund to the assessment base fs one percent or

less, there will be no rebate.

o If the ratio is between one percent and 1.10 percent, the rebate
shall be the lesser of an amount necessary to reduce the ratio to

1.0 percent or 40 percent of investment income.
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marketable; in the two instances that marketable note were issued--to Goldome
Savings Bank and Meritor FSB--exemptions under the securities laws were not
granted by Treasury, thereby affecting their marketability; and the notes were
redeemed by thz FDIC for cash.

Perhaps the most important source of borrowings to the FDIC has been
assumption of a bank's Federal Reserve Bank 1{ndebtedness that has been
arranged as part of failed- or failing-bank assistance transactions.
Beginning with the Franklin National Bank P&A {in 1974, virtually every
instance where the FDIC has had to grant assistance to a 1large bank,

assumption of Federal Reserve Bank indebtedness has been involved.

There clearly {is a need to provide for the deposit insurer to have
access to sources of liquidity. Access to 1iquidity 1s consistent with the
operations of any insurance company so that cash needs can be met without sale
of assets. Thus, it is recommended that the deposit insurer be given explicit
authority to borrow from either the Treasury or the Federal Reserve System.
To minimize delays, the amount and term, within specified 1imits, of such
loans should be at the sole discretion of the FDIC. The interest rate,
however, would be set by statute (e.q., the 90-day Treasury Bill rate plus 50

bas*s points).

Entrance Fees. Although the Banking Act of 1933 envisaged maintenance
of a capital investment by insured banks in the FDIC equal to one percent of
deposits, subsequent revisions have effectively removed any requirement that
institutions gaining FDIC {insurance contribute anything to the fund. Thus, a
depository institution converting to FDIC insurance is 1iable only for future

“assessments.
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Nevertheless, the open-bank assistance provided to Continental Illinois
National Bank and Trust Company focused the “too-large-to-fail" discussion on

banking and the way the FDIC approaches failing- and failed-bank situations.

Since 1951, the FDIC has followed a set of rules that has forced
identification of situations that are handled outside of normal criteria.
Specifically, the FDIC has made a finding that an institution is “essential"
to the community to justify any transaction that is more costly than a
statutory payoff and liquidation. This system has had two effects. First,
the form of the cost test is biased toward purchase-and-assumption or similar
transactions in cases where there is a significant amount of franchise value;
since this is more 1likely to occur in large banks, this translates into a
higher 1ikelihood of handling larger banks in a manner that protects all
general creditors. Second, the FDIC is forced to explicitly Justify any

action that cannot be rationalized under the cost test.

Since 1982, an “essentiality" finding has been made in only two
instances where the cost test could not be met: Continental Illinois and
First National Bank and Trust Company of Oklahoma City. One of these
institutions was handled on an open-bank basis (Continental), whereas the
other was handled as a closed-bank purchase and assumption. This record,
interpreted within the context of the rules under which the FDIC operates,

leads to a couple of conclusions.

First, the term "“too-large-to-fail" is inappropriate in banking; a more

appropriate phrase s ®"too-important-to-pay-off.* -
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Second, the ability to deviate from decisions based solely on the cost
test has had a long history and, more importantly, is 1ikely to continue to be
a fact of life--i.e., the "too-large-to-pay-off" doctrine in all probability
is here to stay. There always will be certain situations where an individual
bank will be perceived to be too important to macroeconomic or 1international
stability to allow to be handled in a way that would inflict losses on bank
creditors. This becomes increasingly true as other countries provide de jure
or de facto 100 percent coverage to their banks and as banking and finance
become more international in scope. Thus, it would be counterproductive to

design a system that does not accomodate this reality.

To the extent that handling bank failures 1involves broader
macroeconomic considerations, some have questioned the appropriateness of
vesting this responsibility with the deposit insurer. It is suggested in this
chapter that the insurance agency is appropriate for this purpose. First, the
responsibility has been with the FDIC since 1924, and the system has worked
reasonably well. Second, the way other countries allocate this
responsibility--often to the central bank or ministry of finance--is not
necessarily appropriate to the U.S. since relationships between government and
banking are often much different in other countries. Third, the nature of
banking makes it {important to act rapidly in a failure situation. Finally,
failure resolution creates an interest in maintaining certain asset values;
this interest normally will not be consistent with the conduct of appropriate

monetary policy.

In the current environment, it is important to ensure adequate funding

for the insurance agency. The importance of this cannot be overemphasized.
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First, an insolvent insurer has the same incentive to take excessive risks as
does the management of an insolvent insured depository institution; this helps
explain the actions of FSLIC in the early 1980s in encouraging thrifts to grow
out of their problems by further leveraging nonexistent capital. Second,
passing expenses and losses to the findustry on a more current basis will
provide incentives for the development of self-regulation and mutual risk
reduction measures. Finally, Congress and the public have every right to have
assurances that the need for taxpayer money to handle thrift and banking

problems in the future is minimal.

To this end, several recommendations are presented. First, total
assessments to the industry should be based on a modified three-year average
of actual loss and expense accruals. It is suggested that caps may be
appropriate for year-to-year changes in assessments and for the maximum level

of assessments, but no specific recommendations are made.

Second, it s suggested that the assessment base be expanded to include
secured borrowings. HWhile there are very good arguments for also including
so-called foreign deposits in the base, there i1s sufficient uncertainty with
respect to certain of the questions that no recommendation 1s made at this
time. Additionally, two technical suggestions are made: 1t s suggested that
the float deduction be eliminated, and that the calculation of the assessment
base be based on a daily average, rather than the current practice of using a

quarterly average.

Third, it is recommended that the rebate system be based solely on the

relationship of the fund to the assessment base. More specifically, rebates



-282-

would be based on a sliding scale, with a 1.0 percent fund-to-assessment-base

ratio as the threshold when rebates begin.

Fourth, it is recommended that the FDIC be given direct authority to
borrow from both the Department of the Treasury and the Federal Reserve
System. HWithin 1limits, the FDIC would have the ability to set amounts and
maturities; interest rates would be set by statute (e.g., the 90-day Treasury
bill rate plus 50 basis points).

Finally, it 1s recommended that banks or thrifts obtaining FDIC
insurance pay an entrance fee sufficient to maintain the ratio of the fund to
the asessment base at a constant level. This could be accomplished through a

one-time charge or a deposit that is taken into the fund over time.
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FOOTNQTES

1As discussed later in this chapter, there were several FDIC-assisted
transactions consummated before Continental that raised the same {ssues.
However, the size of Continental and the policy articulated by the FDIC at
that time (see footnote 8) focused more attention on the 1984 transaction.

2The authority to own and operate a "bridge bank" now gives the FDIC
another option.

3For a discussion of the development of the cost test, see Federal
Deposit Insurance Corporation, Federal Deposit Insurance Corporation: The
First Fifty Years. (Washington, D.C.: Federal Deposit Insurance Corporation,
1984): 86-87.

4Such authority was granted by Section 13(c) of the Federal Deposit
Insurance Act of 1950.

5The 1982 amendments permit the FDIC to grant -assistance 1in
situations that do not meet the cost test if the institution is considered to
be essential or if "...severe financial conditions exist which threaten the
stability of a significant number of f{nsured banks or of f{nsured banks
possessing significant financial resources....” For convenience, both
findings will be referred to as “an essentiality finding."

6For a more complete discussion, see History, 94-97.

7As explained later, essentiality findings wree made in other cases
after 1982, but for reasons other than not being able to satisfy the cost test.

8The study of the federal deposit insurance system completed by the
FDIC in 1983 concluded that increased depositor discipline 1s necessary to
control risks in a deregulated environment. The vehicle used to achieve this
was the "modified payoff." Under this approach, when a bank fails the FDIC
would payoff deposits to the insurance 1imit, and make a cash advance on
uninsured balances based on present value recoveries. Thus, creditors with
uninsured balances would share in losses, but disruption would be reduced
because of the cash advance. See Federal Deposit Insurance Corporation,
Deposit Insurance in a Changing Enviornment, (Washington, D.C.: Federal
Deposit Insurance Corporation, 1983), Chapter III.

9The Garn-St Germain Depository Institutions Act of 1982 placed this
prohibition on stock ownership by the FDIC.
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