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The rapid pace of change in the banking
industry and the prospect of new per-
missible activities for banking organi-

zations raise issues regarding the appropri-
ate scope of deposit insurance and the risk
exposure of the insurance funds. Indeed, in
the current debate over financial moderniza-
tion in the United States, some industry
observers have called for reform of the
deposit insurance system.

On January 29, 1998, the FDIC sponsored
a symposium to promote a deliberate dis-
cussion of the role and nature of deposit
insurance. The audience of over one hun-
dred included bankers, regulators, con-

sumer and trade group representatives, aca-
demics, and congressional staff members.
Many of the complex issues associated with
maintaining an effective deposit insurance
system were explored in four panel discus-
sions.

This volume of proceedings includes writ-
ten versions of participants’ remarks, where
available, and edited transcriptions of the
remarks delivered by the other panelists.
The luncheon address delivered by James A.
Leach is also included. These materials are
organized according to the symposium’s
agenda.
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Confidence for the Future
An FDIC Symposium

L. William Seidman Center, Arlington, VA
January 29, 1998

8:00 to 8:45 a.m. Registration and Continental Breakfast

8:45 to 9:00 a.m. Opening Remarks

9:00 to 10:30 a.m. Deposit Insurance and Financial Modernization

The rapid pace of change in the banking industry and the prospect of new per-
missible activities for banking organizations raise issues regarding the appro-
priate scope of deposit insurance and the risk exposure of the insurance funds.
This panel will discuss the role of deposit insurance in the financial system of
the future.

Moderator: Joseph H. Neely, Director, FDIC

Panel Members: John D. Hawke, Jr., Under Secretary of Treasury for
Domestic Finance

Thomas M. Hoenig, President and Chief Executive
Officer, Federal Reserve Bank of Kansas City

Lawrence Connell, Attorney at Law
Carter H. Golembe, CHG Consulting, Inc.

10:30 to 10:45 a.m. Coffee Break

10:45 to 12:30 p.m. Reform Proposals: Examining the Role of the Federal Government

Some industry observers have proposed deposit insurance reforms that would
curtail the role of the federal government in protecting depositors. This panel
will consider the merits of these proposals in light of the goals of a deposit
insurance system, the realities of “too big to fail,” and the significance of the
reforms enacted in response to the events of the 1980s.

Moderator: William R. Watson, Director, Division of Research
and Statistics, FDIC

Panel Members: Richard M. Kovacevich, Chairman and Chief Execu-
tive Officer, Norwest Corporation

Bert Ely, Ely and Company, Inc.
Helen Boosalis, Chair, Board of Directors, American

Association of Retired Persons
Thomas E. Hales, Chairman, Chief Executive Officer,

Union State Bank, Orangeburg, New York
George J. Benston, Emory University



8 Confidence for the Future

12:30 to 2:00 p.m. Luncheon Address

Honorable James A. Leach
Chairman, Committee on Banking and Financial Services
U.S. House of Representatives

2:00 to 3:30 p.m. Striking a Balance Within the Current Framework

Bank safety-and-soundness regulation and the current deposit insurance sys-
tem represent an attempt to strike the right balance among the potentially com-
peting objectives of providing stability in the financial system, controlling
moral hazard, and minimizing undue regulatory burden. This panel will con-
sider whether the deposit insurance system currently balances these objectives
appropriately, and whether adjustments are needed to ensure a proper balance
going forward.

Moderator: Arthur J. Murton, Director, Division of Insurance, FDIC

Panel Members: Gary H. Stern, President, Federal Reserve Bank of
Minneapolis

Hjalma E. Johnson, Chairman and Chief Executive
Officer, East Coast Bancorp

David E. A. Carson, Chairman and Chief Executive
Officer, People’s Bank, Bridgeport, Connecticut

Mark J. Flannery, University of Florida

3:30 to 3:45 p.m. Coffee Break

3:45 to 5:15 p.m. Roundtable Discussion

Moderator: Andrew C. “Skip” Hove, Jr., Chairman, FDIC

Panel Members: Ernest Ginsberg, Vice Chairman of the Board,
Republic National Bank of New York

Jonathan L. Fiechter, Director, Financial Sector
Development, the World Bank

Charles E. Waterman, Chairman and Chief Execu-
tive Officer, South Holland Trust and Savings
Bank, South Holland, Illinois

Catherine A. Ghiglieri, Texas Banking Commis-
sioner

5:15 p.m. Reception
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It is my pleasure to welcome you this
morning to this FDIC Symposium on
Federal Deposit Insurance and Financial

Modernization. It has been said that experi-
ence is the best teacher, and growing up in
America’s agricultural heartland as I did
was certainly an education. As a child, I
recall I once overheard a farmer in a feed
store explaining a new method he had dis-
covered for cutting his costs. He said, “One
day I happened to spill some sawdust into
my mule’s feed, and to my amazement, the
animal ate it. That gave me an idea.” He
swept a little more sawdust into the feed
every day, increasing the amount every time,
and without fail, the mule ate the mixture.
The man said, “I thought I had discovered a
sure way to cut my feed bill, but it didn’t
work out.” The feed store manager said,
“Well, what happened?” The farmer
answered, “About the time I had the mule
up to about 100 percent sawdust, it died.” 

I draw several lessons from this experi-
ence, and number one is that there are cer-
tain basic costs of doing business. And two,
trial and error can be awfully expensive.
Three, if you think you’ve got a good idea,
try it out on other people because maybe
they will see the holes in your reasoning that
you don’t see, or maybe they’ll know impor-
tant facts that you don’t know. 

I think a good idea certainly will with-
stand scrutiny and criticism. In that spirit,

we have asked panelists with a wide range
of opinions and views to come here today to
discuss federal deposit insurance, particu-
larly within the context of the changes that
we’re seeing in the financial system.

We have bankers and academics, current
and former government officials, and repre-
sentatives of the public. Needless to say, they
all have different perspectives. The collective
experience that we call history tells us that
Congress created the federal deposit insur-
ance system in 1933 in response to more than
9,000 bank failures and a severe contraction
of economic activity that followed the stock
market crash of 1929. Deposit insurance was
intended to maintain stability in the finan-
cial system, and thereby promote growth,
protect small depositors from the losses
associated with bank failures, and insure the
viability of small banks. In good times like
those that we enjoy today, it is easy to forget
that stability is a goal and not a given. Events
overseas certainly remind us of that. Even
then, however, people were aware and pol-
icy makers were concerned about the poten-
tial for deposit insurance to create a moral
hazard, which is the tendency for people to
take more risk when they are insured. 

In the case of banking, the moral hazard
refers to the fact that deposit insurance
reduces a depositor’s incentive to monitor
and discipline banks for the excessive risk
taking that they might otherwise take. Some
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people say that the banks do not bear the
cost of carrying additional risk when depos-
itors are insured and may take on too much
risk.

In the beginning, lawmakers who created
the FDIC capped the insurance coverage and
increased supervisory authority over
insured institutions to address this potential
moral hazard. The potential, however, still
exists. There also exists the possibility that in
our eagerness to curb excessive risk taking,
we may burden banking with regulation that
inhibits the industry’s ability to compete and
to evolve. This overburdening, in turn, can
create market distortions. Our symposium
here today is part of a continuing effort to
strike a balance between the problem of
moral hazard and the problem of regulatory
burden; a balance between the appropriate
scope of deposit insurance and the risk expo-
sure of insurance funds; a balance between
market forces, and the significant economic
and social benefits that deposit insurance
has created.

We suspect that we don’t have all the
answers, nor even all the questions. We
believe that other people may have ideas or
facts that will be useful in our searching for
this balance, and we think this symposium
may bring new answers and questions, new
ideas and facts to light. Experience is a great
teacher. The terrible experience of the 1930s
taught us the principle that deposit insur-
ance provides stability. Our experience since
then has shown that deposit insurance con-
tinues to have an enduring value for the
American people. 

On the other hand, more recent experience
with the Federal Savings and Loan Insur-
ance Corporation taught us that a system of
deposit insurance can be costly if it is not
managed correctly. Moreover, financial mar-
kets and depository institutions have
changed dramatically since federal deposit
insurance was established in 1933, and espe-

cially in recent years as the technological
advances have enabled financial innovation
and globalization to occur. In our effort to
ever refine deposit insurance in light of these
changes, our symposium asks all the pan-
elists and participants—where do we go
from here?

Introductory Remarks by Joe Neely, 
Director, FDIC

This is a red letter day, I think, for the
agency. Today we have a situation where the
audience and attendees are equally impres-
sive as our panelists. We are very honored by
your presence.

In advance of this symposium, over the
past several months, we have been going out
around the country and holding outreach
meetings with various industry representa-
tives from all portions and factions of the
insured depository institutions industry—
national banks, state banks, members, non-
members, thrifts, older institutions, de novo
institutions, urban money center institu-
tions, community banks. We have gathered a
great deal of industry input and comment as
it pertains to issues we tend to take for
granted, until times like these when we have
an opportunity to revisit fundamental issues
such as deposit insurance.

This symposium today is certainly held
against a very favorable industry backdrop.
We are here today with a very healthy indus-
try, arguably the healthiest the industry has
ever been. We are here today against the
backdrop of two fully capitalized deposit
insurance funds. We are here today against
the backdrop of very healthy, positive, and
upbeat projections for continued industry
health and prosperity. This symposium, I
think, is very appropriate in times such as
these. These times give us an opportunity to
revisit issues, fundamental issues such as

12 Confidence for the Future
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deposit insurance. I’m proud that the agency
has taken the opportunity to bring various
people and various perspectives together
today and provide a forum for a very posi-
tive and substantive discussion on these fun-
damental issues.

Our first panel today will focus on finan-
cial modernization, and financial modern-
ization as it pertains to, and its effect on, the
deposit insurance system. Financial modern-
ization—that is a term that means a lot of
different things to a lot of different people.
However, it is a term that has been at the
forefront of legislative, regulatory, and pol-
icy discussions regarding the financial insti-
tutions industry for quite some time. It is
safe to say that financial modernization will
dominate as an industry issue for the fore-
seeable future.

Practically everyone associated with this
industry acknowledges the reduced role that
traditional financial institutions now play in
the financial services marketplace. Most will
also agree that the current statutory and reg-
ulatory framework prohibits banks and
thrifts from competing on an equitable basis
with the nonbanking firms and other finan-
cial intermediaries. However, there is a wide
diversity of opinion and agreement as to the
proper way to address this situation, to pro-

mote a safe, efficient, competitive, and equi-
table evolution of our financial markets,
along with a strengthening of our banking
industry. 

No modernization or substantive reform
proposals can ignore the related conse-
quence for the deposit insurance system. It
has been suggested that the current deposit
insurance system actually serves as a barrier
to modernization. Some feel that the current
federal safety net serves as a convenient
excuse for policymakers not to extend pow-
ers and services to those afforded deposit
insurance protection. Some also feel that the
industry is subjected to substantial regula-
tory and compliance burden as a result of a
federally administered deposit insurance
system. Some also feel that an expansion of
product or service offerings by insured
depository institutions will increase moral
hazard and reduce prudence and discipline.
However, many institutions look to the cur-
rent deposit insurance system as an essen-
tial, intrinsic component of their franchise
value, which over time, in both good times
and bad, provides the stability and confi-
dence that differentiates their institution
from others. The first panel will focus on the
role of deposit insurance in the financial sys-
tem of the future.
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The FDIC was created when President
Franklin D. Roosevelt signed the
Banking Act of 1933 to help restore sta-

bility to a financial system that had seen over
9,000 bank failures and a severe contraction

in economic activity in the four years follow-
ing the stock market crash of 1929. In pass-
ing this legislation, President Roosevelt and
the Congress were concerned about the
potential for deposit insurance to create

Panel 1: Deposit Insurance
and Financial Modernization

Issues and Background

The rapid pace of change in the banking industry and the prospect of new permissible activities for
banking organizations raise issues regarding the appropriate scope of deposit insurance and the risk
exposure of the insurance funds. This panel will discuss the role of deposit insurance in the financial
system of the future.

Issues for Discussion:

● The financial markets and depository institutions have changed dramatically since federal deposit
insurance was established in the 1930s. Has the fundamental role of deposit insurance changed?

● Expanding the activities that banking organizations can conduct potentially extends the federal
safety net—and related problems such as moral hazard and regulatory burden—beyond banks. How
does one decide what activities should or should not be conducted within insured institutions? How
does this question bear on the desirability of merging the insurance funds?

● A number of reform proposals attempt to address the potential for moral hazard, deposit insurance sub-
sidies, and regulatory burden by reducing or freezing in place the scope of activities that may be con-
ducted within an insured institution. What are the potential benefits and limitations of these proposals?

● What safeguards or firewalls are necessary to protect the insurance funds from undue risk and mini-
mize potential market distortions associated with federal involvement in deposit insurance? Would a
subsidiary or affiliate structure be more effective for implementing and maintaining such safeguards?



“moral hazard,” which is the tendency of
people to take on more risk when insured. As
applied to banking, moral hazard refers to
the fact that insurance for depositors reduces
their incentive to monitor and discipline
banks for excessive risk taking. Conse-
quently, it is argued that banks do not bear
the cost of carrying additional risk and may
take on too much of it. In order to address
this effect, and thus limit the potential loss to
the government, the legislation limited the
amount of insurance—to $2,500 in 1934,
$5,000 in 1935—and increased the amount of
federal supervisory authority over insured
institutions (FDIC 1984).

For the next 50 years, public confidence in
the banking system was maintained even
through serious recessions and other major
economic shocks. In the 1980s, however, a
crisis in the thrift industry culminated in the
insolvency of the Federal Savings and Loan
Insurance Corporation. The banking indus-
try also experienced significant problems,
raising serious concerns about the FDIC’s
insurance fund. As a result, many observers
began to question the structure of the
deposit insurance system. Indeed, the Fed-
eral Deposit Insurance Corporation
Improvement Act of 1991 contained numer-
ous provisions that were intended to address
weaknesses in the system highlighted dur-
ing this crisis period. While banks and thrifts
have experienced an extraordinary resur-
gence during the last several years, the dra-
matic changes under way in the industry—
and in financial markets generally—call for a
continuous evaluation of both the structure
of banking organizations and the role of
deposit insurance.

Innovations in technology and informa-
tion services have allowed financial service
providers to offer a full range of products,
blurring the distinctions between banking
and nonbanking organizations. It is gener-
ally agreed that eliminating some of the cur-

rent artificial restrictions on the financial
activities of banking organizations could
strengthen these organizations and promote
a more efficient, competitive evolution of
financial markets in the United States. The
challenge, however, is to provide a statutory
and regulatory framework that allows this
evolution to occur while maintaining the
safety and soundness of individual institu-
tions and the stability of the financial system
without causing significant market distor-
tions.

The FDIC has testified to Congress that
banking organizations should be permitted
to engage in any type of financial activity,
unless the activity poses significant safety-
and-soundness concerns, and that organiza-
tions should have the flexibility to choose
the corporate or organizational structure
that best suits their needs, provided ade-
quate safeguards exist to protect the insur-
ance funds and the taxpayer. The FDIC also
has testified that merger of the two insur-
ance funds—the Bank Insurance Fund (BIF)
and the Savings Association Insurance Fund
(SAIF)—should be an element of any finan-
cial modernization legislation (Hove 1997).
While financial modernization should allow
banking organizations to achieve greater
diversification of income sources and deliver
more and better services to customers, it
raises fundamental questions with respect to
the structure of banks and the role of deposit
insurance.

The Role of Deposit Insurance

The most commonly cited purposes for fed-
eral deposit insurance are to maintain stabil-
ity in the financial system and thereby pro-
mote economic growth, to protect small
depositors from the losses associated with
bank failures, and to ensure the viability of
small banks. Some industry observers sug-

18 Confidence for the Future
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gest that a narrower role for deposit insur-
ance is more appropriate.1 Others argue that
the original role of deposit insurance has
diminished over time. For example, since the
creation of the FDIC, a number of factors
have led to a significant erosion in banks’
one-time dominance of many activities.
Innovative competitors have developed
products that are the economic equivalent of
traditional bank products. In addition, large
corporations now frequently meet their
funding needs by issuing commercial paper,
debt securities, and equity, rather than by
borrowing from banks. The decline in bank
assets as a percentage of total financial assets
over time is often pointed to as evidence of
the declining relative importance of banks
(BAI 1996).

Alternatively, it can be argued that banks
continue to play a vital role in the economy
as special financial intermediaries. It is this
role that makes them susceptible to bank
runs, which can threaten the stability of the
financial system, and for which federal
deposit insurance was seen as the remedy
(Murton 1989). Today, banks continue to be
an important source of business financing,
particularly for small and new businesses,
which may be key sources of new job cre-
ation and innovation in the U.S. economy. In
addition, many banks are leaders in the
development of complex new products,
such as financial derivatives that allow
credit risk to be unbundled and transferred
to market participants. It also should be
noted that in some communities, smaller
local banks are the most important source of
credit for households and businesses. These
institutions, which are generally more
reliant on deposits as a primary source of
funds than larger institutions, might be

unable to compete for funds without federal
deposit insurance. Finally, banks are critical
providers of certain payment services; the
bulk of individual payments continues to be
processed through the banking system.

The fact that the net income of banks as a
percentage of Gross Domestic Product has
been increasing is another argument against
the notion that banks are now less important
to the economy (Kaufman and Mote 1994).
As recently as the early 1990s, a nationwide
lull in commercial real estate markets was
attributed to the lending decisions of
insured depository institutions.

Taken together, these observations suggest
that the original, closely related purposes of
deposit insurance—ensuring the stability of
the financial system, protecting depositors
from losses, and maintaining the viability of
small institutions—remain important in the
current banking environment.

Financial Modernization

The goal of financial modernization—to
allow financial institutions to evolve in
response to a dynamic marketplace and to
provide a level playing field for competi-
tion—must be balanced by the need to
ensure the safety and soundness of insured
institutions and the stability of the financial
system. A related goal, minimizing any
unwarranted expansion of the federal safety
net, of which deposit insurance is a promi-
nent component, raises questions about
where banking organizations should con-
duct nonbanking activities, as well as what
should constitute a banking activity for
deposit insurance purposes. Indeed, in the
Deposit Insurance Funds Act of 1996, merger
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1They have suggested that the primary purpose of deposit insurance was to protect small savers, and that the current $100,000
coverage amount should be reduced to be more in keeping with this original purpose; it should be noted, however, that the
amount of insurance coverage was over 10 times per capita personal income in 1935, while $100,000 was about 4 times per
capita income in 1996.



of the two insurance funds is delayed subject
to agreement on a unified charter for depos-
itory institutions. These issues are consid-
ered in turn.

Corporate separation. There seems to be
general agreement in financial moderniza-
tion discussions that banking and nonbank-
ing activities should be carried out in sepa-
rate organizations. A commonly cited reason
for requiring such a separation is the fear
that a nonbanking operation could expose a
bank to greater risk of failure. Although
some nonbank activities may be less risky
than traditional banking activities, certain
risks may be difficult to detect or monitor
without some degree of corporate separa-
tion. A related reason for requiring separa-
tion of nonbanking activities is to prevent
banks from using federally insured deposits
to fund these activities. The concern here is
that, to the extent that banks enjoy a funding
advantage from access to the federal safety
net, which includes deposit insurance, this
funding advantage—or “subsidy”—will be
passed on in their nonbanking activities and
give banks an unfair advantage over non-
bank competitors (Kwast and Passmore
1997). While one can debate whether or not
there is a net subsidy, after taking into
account the additional regulatory and other
costs that are unique to banks, an important
purpose is still served by minimizing unnec-
essary government involvement in the econ-
omy. Market distortions that diminish pro-
ductive capacity can occur if, for example,
banks make investment and lending deci-
sions based upon regulatory considerations.

Corporate separateness can be accom-
plished either by requiring nonbanking
activities to be conducted in subsidiaries of
insured institutions, or in nonbanking affili-
ates that share a common parent holding
company with the insured institution. One
advantage to the subsidiary model is that the
residual value of these activities accrues

directly to the insured entity, rather than to
the parent holding company, and thus pro-
vides greater protection for the insurance
funds. Indeed, in the case of a troubled bank,
the parent holding company has incentives,
and perhaps a fiduciary responsibility, to
keep value in the nonbanking affiliate and
away from the insured institution to reduce
the parent’s total losses. One also could
argue that as banking organizations increas-
ingly manage risk on a consolidated basis,
the holding company structure can increase
the riskiness of the bank. For example, if the
holding company is diversified with respect
to a certain risk, the bank may represent only
one side of a hedge, thereby creating addi-
tional risk exposure to the insurance funds.

An advantage to the holding company
model is that it may maintain a more mean-
ingful corporate separation between insured
and uninsured affiliates, insulating the
insured bank from losses associated with the
nonbanking activities. In addition, the hold-
ing company structure may provide a better
framework for monitoring transactions
between insured and uninsured affiliates for
potential transfers of value that could
threaten the insured institution.

Another issue that has received consider-
able attention is the extent to which restric-
tions on affiliations between banking and
commercial firms should be eased. An argu-
ment can be made that allowing such affilia-
tions would diversify income in the same
way as expanding allowable financial activi-
ties. However, opponents of relaxing these
restrictions are concerned with the banking
industry’s ability to manage new and unfa-
miliar risks. They also cite concerns about
possible concentrations of power. Finally,
they argue that in times of economic stress,
the elimination of barriers between banking
and commerce could create opportunities
for large commercial organizations to divert
value from an insured entity to commercial
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operations, increasing risks to the financial
system.

Permissible Activities and Fund Merger

The recent experience with different assess-
ment rates for BIF- and SAIF-insured institu-
tions provides an example of the kind of
market distortion that can occur when a reg-
ulatory structure imposes artificial distinc-
tions on banking organizations. The exis-
tence of the two funds is tied historically to
the existence of separate charters for banks
and thrifts. While there may continue to be
substantial disagreement with respect to the
permissible activities of banks and thrifts, it
is difficult to argue that the two funds
should continue to be separate for insurance
purposes. A combined BIF and SAIF would
have a larger membership and a broader dis-
tribution of geographic and product risks,
and would thus be stronger than either indi-
vidually. With the recent capitalization of the
SAIF, the two funds are now on comparable
financial footing; their reserve ratios are so
close that a merger would not result in a
material dilution of either fund. Given the
clear advantages of merging, from an insur-
ance perspective, the question is whether a
merger should continue to be delayed for the
purpose of reaching agreement on charter
unification.

Alternative Bank Structures

As discussed previously, expanding the
activities that banking organizations can
conduct potentially extends the federal
safety net, and the related problem of moral
hazard, beyond banks. Several proposals
attempt to address this issue by separating
deposit-taking from virtually all other activ-
ities in banking organizations (Litan 1987,

Pierce 1991). These “narrow bank” proposals
generally require deposit-taking “banks” to
invest only in Treasury securities, highly
rated commercial paper, and similar low-
risk instruments, and require lending activi-
ties to be conducted in separately capitalized
affiliates funded by uninsured liabilities.
Proponents argue that this approach signifi-
cantly decreases risks to the deposit insur-
ance funds, minimizes market distortions by
allowing banking organizations to provide
financial services free of unnecessary regula-
tory restrictions, and virtually eliminates the
potential for systemic instability caused by
bank runs.

A potential practical problem with the
“narrow bank” approach is that it would
require many banks, even small institutions
involved primarily in traditional lending, to
create more complex, potentially expensive
corporate structures. In addition, this
approach may destroy the special intermedi-
ary role of banks. If this function remains
important in some sectors to ensure an ade-
quate supply of funds for productive invest-
ment, it is likely to be performed outside the
safety net, exposing the financial system to
increased instability.

Given the expanding array of complex
activities available to banking organizations,
as well as the difficulty and cost of regulat-
ing these activities, another set of reform
proposals would limit the activities banks
can engage in to a set of “core” banking
activities, which are essentially activities tra-
ditionally performed by banks (Bryan 1991,
Carns 1995, Hoenig 1996). Institutions that
wish to engage in other activities would be
required to do so outside of the federal
safety net. One problem with this “core
bank” approach is the difficulty of determin-
ing whether the benefits of imposing a new
structure will outweigh the transition costs.
If the new structure requires insured institu-
tions to change the menu of products avail-
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able to their customers, such costs could be
significant. A related difficulty is that of
defining a permissible set of products or
activities as financial innovation continues
to blur the distinctions between new and tra-
ditional bank products. It can be argued that
the reform proposals would simply replace
the current government-imposed structure
with a newer, equally artificial government-
imposed structure. As a result, it is not clear
that these proposals would be more flexible
or conducive to market-oriented change in
the industry.

A number of financial modernization leg-
islative proposals contain yet another
approach to curtailing federal involvement
in banking activities. These proposals would
create Wholesale Financial Institutions
(WFIs), which are financial institutions that
are authorized to conduct banking activities
and to have access to the payments system,
but are not permitted to take insured
deposits. Under these proposals, WFIs
would continue to be subject to safety-and-
soundness supervision and to the Commu-
nity Reinvestment Act, even in the absence
of deposit insurance. These requirements
serve as a practical reminder that deposit
insurance is only one part of the federal
safety net, which also includes access to the
Federal Reserve’s discount window and to
overdraft protections on Fedwire, the pay-
ments system operated by the Federal
Reserve District Banks.

Safeguards

A major challenge for the current deposit
insurance system will continue to be its abil-
ity to allow for rational financial evolution
without sacrificing control of moral hazard.
Simply requiring all nonbanking activities to
be conducted either in a bank subsidiary or
affiliate will not, by itself, address all con-

cerns associated with expanding the activi-
ties that banking organizations can conduct.
Without limitations on their exposure, banks
could suffer significant losses if the non-
banking activities conducted in a related
entity are highly risky. If a nonbanking sub-
sidiary or affiliate were to suffer losses, the
health of the insured entity could be threat-
ened if, in the absence of adequate safe-
guards or clear disclosure, value was
diverted from a bank to support the troubled
organization, or depositors withdrew their
funds out of concern for the effect the losses
might have on the bank. To the extent that a
deposit insurance subsidy exists, it could be
transferred to nonbanking activities if
insured deposits are used to fund a sub-
sidiary or affiliate. In addition, if moral haz-
ard affects the risk-taking decisions of a
bank’s managers, significant management
overlap also could corrupt the decisions of
the nonbanking organization.

Most proponents of expanded activities
look to the current system as a guide for
establishing safeguards to minimize such
problems. For example, Sections 23A and
23B of the Federal Reserve Act were
designed to safeguard the resources of feder-
ally insured banks against misuse for the
benefit of affiliates. Section 23A places limits
on the dollar amount of loans a bank may
make to, or investments it may make in,
affiliates. Section 23A also imposes collateral
standards on loans or extensions of credit,
and generally prevents banks from purchas-
ing low quality assets from affiliates. Section
23B requires certain transactions between a
bank and its affiliate to be carried out at
arm’s length, under terms and conditions
comparable to those between unaffiliated
entities.

The FDIC and the OCC have applied the
principles of Sections 23A and 23B to the
oversight of activities engaged in by sub-
sidiaries that are not permissible for national
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banks. Other safeguards to strengthen the
corporate separation of banks and their sub-
sidiaries include requirements that the enti-
ties have different names, as well as separate
physical facilities, boards, employees, and
books and records. Banks and their sub-
sidiaries also are required to make clear dis-
closures to their customers with respect to
the legal and financial relationships of the
entities.

The FDIC and the OCC also require a bank
to deduct its investment in a subsidiary from
capital for purposes of meeting regulatory
capital standards, and require the subsidiary
to be adequately capitalized by appropriate
industry standards (FDIC 1997, OCC 1996).
Another safeguard contained in most finan-
cial modernization legislation proposals
would limit authorization of expanded
activities to those banking organizations
with insured institutions that are well-capi-
talized and well-managed.

One problem associated with requiring
banking organizations to conduct all non-
banking activities in separate entities is that
it could thwart efficient, market-oriented
developments if the resulting organizations
are less flexible or customer-oriented. In
addition, sophisticated financial organiza-
tions increasingly measure and manage risk
on a consolidated basis, not just by depart-
ment or entity. Given that the activities, prac-
tices, and transactions in one part of an
organization can affect the distribution of
risk across the entire organization, it can be
argued that some amount of federal regula-
tory oversight of the entire organization is
needed to assess its financial condition and
to coordinate the supervision of individual
affiliates and transactions among affiliates. A
concern with this approach is the potential
for excessive regulatory burden, which itself
can be a cause of market distortions.

In summary, preparing the deposit insur-
ance system for the 21st century requires

careful balancing of issues such as the
appropriate scope of deposit insurance and
the risk exposure of the insurance funds. The
challenge is to accommodate market forces
without sacrificing the significant economic
and social benefits associated with federal
insurance of bank deposits.
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The charge to this panel is to discuss the
role of deposit insurance in the finan-
cial system of the future. Let me start

the discussion with what might be consid-
ered a provocative assertion: If we want a
truly modern and competitive financial serv-
ices industry, we cannot continue to use pro-
tection of the deposit insurance fund as the
excuse

● for dividing markets among competing
segments of that industry,

● for limiting the ability of providers to offer
a full range of financial services or to make
efficient use of their resources, or

● for imposing constraints on form and
structure that are intended to advance
other interests.

This is not by any means to say that pro-
tection of the fund is not an important objec-
tive; it clearly is one—but by no means the
only—reason we regulate banks in the first
place. It is simply to say that protection of
the federal interest in the fund can be
achieved without sacrificing the objective of
a more competitive, more efficient system of
financial institutions. Indeed, when the Trea-

sury Department transmitted its proposed
financial modernization legislation to the
Congress last year, we believed we had
struck a reasonable balance between these
objectives. Let me summarize our approach.

First, we proposed that the limitations that
prevent common ownership of banks and
entities involved in other nonbanking finan-
cial activities be repealed. Thus, we would
allow banking organizations to engage in
insurance and securities activities—both
through operating subsidiaries and holding
company affiliates—free from the artificial
constraints they now labor under, and we
would allow insurance and securities firms
to become bank holding companies.

Second, we proposed a precondition for
an organization owning a bank to engage in
an expanded range of financial activities.
Namely, all of the affiliate banks in the
organization would have to be—and stay—
well capitalized and well managed, and the
holding company would have to supply a
written undertaking to maintain the bank’s
capital at that level. Failure to meet this
requirement would be a ground for signifi-
cant curtailment of the organization’s activi-
ties or for a forced divestiture of the bank.

Third, we would require that if the organ-
ization elected to engage in the expanded
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range of activities through an operating sub-
sidiary of the bank, the bank’s satisfaction of
the well-capitalized standard would have to
be achieved after deducting the amount of
its investment in the subsidiary. With this
capital haircut, a failure of the subsidiary
would not in itself cause the bank to fall
below the highest level of capital required by
the supervisors.

Fourth, we proposed that the affiliate
transaction limits of sections 23A and 23B be
applied to dealings between a bank and its
operating subsidiaries engaged in nonbank-
ing financial activities. In light of the capital
haircut for equity investments, however, we
would not apply 23A in that respect.

Finally, we proposed to protect insured
banks from being held accountable under
the “piercing the corporate veil” doctrine for
liabilities of subsidiaries or affiliates for
which they would not otherwise be obli-
gated. As an adjunct to this, we would
require bank supervisors to take steps to
assure that institutions observe principles of
corporate separateness, and we would make
it a crime for a bank employee to represent
that the bank would stand liable for any obli-
gation of a subsidiary or affiliate that it had
not expressly and lawfully assumed.

These proposed requirements, which we
believe provide solid protection for the
insurance fund, must be viewed against the
backdrop of FDICIA’s capital requirements
and “promptcorrectiveaction” regime. While
I know that some on this panel (and else-
where) may disagree with me, I believe that
FDICIA’s basic concepts—set strong capital
requirements, strive to measure the real eco-
nomic value of capital accurately, and move
promptly to force corrective action before
real capital disappears—should be viewed
as liberating regulation from many of the old
concerns about the threats posed by
expanded activities. With these protections,
there should be a heavy burden placed on

those who would encumber the system with
restrictive regulation to justify their need.

You may have noted that I have spoken
about an expanded range of financial activi-
ties, and have not addressed the subject of
nonfinancial activities—the dreaded bank-
ing and commerce issue. This is an issue that
has broad philosophical and theological
dimensions, but to the extent that it has any
relationship to safety and soundness, we
believe that the panoply of protections I
have just described would provide strong
safeguards for the bank. Under one of the
alternatives we formulated on this subject,
bank holding companies would have been
permitted to have a modest “basket” of non-
financial activity, and if the Congress were to
elect this alternative, as the House Banking
Committee did, we would expand the sec-
tion 23A and 23B firewalls to prohibit any
transactions between an insured bank and
an affiliate engaged in nonfinancial activi-
ties.

Consistent with the approach we have
taken to the protection of bank soundness,
we have not proposed to expand the range
of financial activities that banks may con-
duct as principal in the bank itself. We saw
no need to do so, given the range of activities
we would permit in affiliates and sub-
sidiaries. The issues about bank activities
that were so hotly debated in the last session
were, in my view, overinflated. The question
should only be one of appropriate grandfa-
thering: Because banks have been permitted
for ages to engage in some securities and
insurance activities in the bank itself, how
do we draw a line that avoids disruption of
traditional bank activities?

Let me now turn to another argument
grounded in deposit insurance that is being
advanced as a rationale for imposing con-
straints on the way in which providers of
financial services should be permitted to
operate—the safety net subsidy argument.
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Banks enjoy such a subsidy, the argument
goes, and if banking organizations are per-
mitted to expand into other financial activi-
ties, sound public policy should require that
steps be taken to ensure that the advantage
of this subsidy is not spread. Because it is
easier for a bank to spread the benefit of the
subsidy to a subsidiary than to a holding
company affiliate, new financial activities
should be permitted only in affiliates, and
not in subsidiaries.

I do not propose to take on here the debate
over whether a subsidy, gross or net, actually
exists. Many believe that when the costs of
regulation are taken into account, banks do
not enjoy any net subsidy, and therefore do
not have any resulting competitive advan-
tage. Others argue that the relevant question
is not whether there is a net subsidy, but
whether there is a gross subsidy. I will only
say that if a subsidy exists, it suggests that
deposit insurance is underpriced, and the
appropriate response from government
should be to price deposit insurance in such
a way as to eliminate the subsidy, rather than
to impose organizational constraints on
banking organizations.

Even assuming the existence of some sub-
sidy, the fatal defect in the argument is its
assumption that the value of the subsidy can
be more easily transmitted to subsidiaries
than to affiliates. This is simply wrong.

In the first place, if a bank does benefit
from a subsidy, the value of the subsidy
inevitably inures to the benefit of the consol-
idated enterprise. It can be used to the
advantage of affiliates, whether or not funds
are actually transferred from the bank to
another component of the enterprise. For
example, if a holding company owned both
a bank and a securities underwriting firm,
the value of subsidized earnings retained in
the bank could theoretically be used by the
affiliated securities firm to achieve a compet-
itive advantage by shaving its margins. On a

consolidated basis, the economic result
would be the same as if the bank had con-
veyed equivalent value to the affiliate
through the payment of a dividend.

More important, even if the value of the
supposed subsidy were spread through a
transfer of funds, there is no practical dis-
tinction between a downstream transfer to
an operating subsidiary and the payment of
a dividend to a parent holding company.
This is particularly so if the bank must take a
capital haircut for regulatory purposes in the
amount of any equity investment it makes in
a subsidiary. In such a case, the effect on the
bank’s regulatory capital is exactly the same
as if it had paid a dividend.

To be sure, there are legal limits on a
bank’s ability to pay dividends without reg-
ulatory approval. There is, however, an
enormous excess dividend capacity in the
banking system. In 1996, for example, 25 of
the 30 largest national banks could, in the
aggregate, have increased their dividends by
more than 50 percent, from $14.7 billion to
$22.3 billion, both within the limits on pay-
ing dividends without supervisory
approval, and without falling short of the
well-capitalized standard. If there were any
concern at all that banks might have greater
freedom to dedicate resources to sub-
sidiaries than they might have to fund affili-
ates through the payment of dividends, that
concern was fully addressed in the House
Banking Committee’s reported version of
H.R. 10. The Banking Committee bill pro-
vides not only for a capital haircut, as we
had proposed, but limits the amount that a
bank can invest in a subsidiary without prior
supervisory approval to the amount the
bank could pay as a dividend without prior
supervisory approval. This formulation,
which we supported, would create a virtu-
ally perfect parity between upstream and
downstream investments, and should elimi-
nate completely any basis for arguing that
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the assumed subsidy can somehow be more
easily transmitted downstream than
upstream.

It is only when one steps back from this
argument and looks at it with some real-
world perspective that its fundamental mis-
direction becomes clear. Keep in mind that
the affiliate-only argument is not—and
could not be—based on safety and sound-
ness considerations. It is based on supposed
policy considerations relating to the spread
of the subsidy. But the implication of the
argument that new activities should be con-
ducted only in holding companies is that
banking organizations may be able to take
advantage of such new authority only by
weakening their banks—that is, by upstream-
ing funds from the bank to capitalize a new
affiliate or by committing a portion of the
bank’s earnings stream to the servicing of
holding company debt used for that pur-
pose. Given a choice between forcing banks
to deplete their resources to support new
activities in affiliates, where the earnings
will not benefit the bank, or to capitalize
bank subsidiaries for the same purpose, one
would think, safety and soundness factors

otherwise being equal, that sensible policy
would not prohibit, but would in fact encour-
age, the latter. After all, even if the bank can-
not count its investment in the subsidiary
toward its regulatory capital requirements,
the bank still retains its equity interest in the
subsidiary and stands to gain the economic
benefits from the subsidiary. In either case,
affiliate or subsidiary, if the new activity
fails, the bank’s economic loss is limited to
the amount of the dividend payment or the
downstream investment.

To the extent the subsidy argument really
reflects concerns about the impact that
broadened authority for operating sub-
sidiaries may have on the vitality of holding
company regulation, those concerns, if war-
ranted, should be addressed directly. We will
never achieve true modernization of our
financial services system, however, until we
embrace the principle that the system should
not be burdened with governmental restric-
tions except where a less burdensome
approach would not provide reasonable pro-
tection for clearly demonstrated governmen-
tal interest.

Deposit Insurance and Financial Modernization
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Financial Modernization: Implications for
the Safety Net

It’s a pleasure to be here today as part of
this panel on deposit insurance and financial
modernization. Over the past 20 years, the
world of finance has changed dramatically.
During this period, we have seen phenome-
nal growth in new types of securities and
derivatives markets, the globalization of
finance and capital flows, and a blurring of
the distinction between banks and other
financial intermediaries.

These changes in financial markets have
led to public debate among Congress, finan-
cial regulators, and financial industry partic-
ipants about the appropriate role for banks,
the so-called “financial modernization”
debate. Much of this discussion has centered
on the question, Should we expand bank
powers? I believe, however, that this ques-
tion is not very useful to us as policymakers.
Modernization and expanded powers are
clearly necessary to allow banks to adapt to
the changing financial world. In my view, a
more relevant question is, How does the
expansion of bank powers affect the expo-
sure of the deposit insurance system and the
other components of the safety net?

The main point I want to make is that the
path that banks are allowed to take in
expanding their powers has important
implications for the exposure of the safety
net. In my remarks this morning, I would
like to address four questions. First, why do
we need a safety net? Second, why should
we be concerned about extending the safety
net? Third, in light of concerns about the size
of the safety net, is it feasible to roll back the
safety net? Finally, how does the approach to
financial modernization affect the exposure
of the safety net?

Why do we need a safety net? 

Let me begin by defining what I mean by
the safety net. The component of the safety
net that receives the most attention is, of
course, deposit insurance. The safety net,
however, also includes the Federal Reserve’s
lender of last resort function and guaranteed
final settlement on Fedwire, the Federal
Reserve’s large-dollar interbank settlement
system. As we think about the impact of new
activities on the exposure of the safety net, I
think it is important that we keep all three
components in mind.

The safety net for the banking system has
been put in place because of the unique role
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that banks play in the financial system—that
is, because banks are, and will continue to be
thought of as, “special.” Banking is special
because, unlike other industries, disruptions
in certain banking activities have negative
external effects that extend beyond banking
and into other sectors of the economy.
Indeed, banking problems can have a wide-
ranging impact on overall economic activity.
To limit the negative externalities associated
with banking problems, most countries have
chosen not to leave the fate of the banking
industry solely in the hands of the market
and to establish some form of a safety net for
banks.

While banks have lost market share in
business lending in recent years, one reason
they are special is that they still play a vital
role in satisfying the credit needs of many
sectors of the economy. Even when banks do
not directly make the loans themselves, they
often provide letters of credit and other
guarantees that ultimately stand behind
nonbank forms of credit. While the health of
any single bank may have little impact on
overall economic activity, broader problems
in the banking sector can lead to a credit
crunch and reduce economic activity at the
regional, national, and even international
levels. One need look no farther than the
current banking crises in Southeast Asia to
see how disruptions in bank credit flows can
threaten not only the health of domestic
economies, but also the health of economies
in other parts of the world. Closer to home,
we all saw how the banking problems in
Texas and the Midwest in the 1980s, and
New England and California in the early
1990s, reduced credit availability and
slowed economic activity.

A second reason banks are special is their
role in the payments system. A well-func-
tioning payments system is essential to the
workings of a modern economy because
serious disruptions in the payments system

impair the ability to complete transactions
and adversely affect economic activity. The
payments system has always revolved
around banks since bank demand deposits
serve as the principal noncash means of pay-
ment. In addition, banks perform the func-
tion of clearing and settling almost all non-
cash payments. The potential for systemic
problems arising from payments failures,
particularly payments failures in large-dol-
lar payments systems, suggests that partici-
pants involved in clearing and settlement
operations must be subject to greater
scrutiny than other institutions. Thus, due to
the crucial role of banks in credit markets
and the payments system, some form of
safety net seems important and necessary.

Why should we be concerned about extending
the safety net?

Given the presence and significance of the
safety net, my second question is, Why
should we care if the safety net is expanded
when new bank activities are permitted? The
answer is that while the safety net helps pro-
tect the economy from the externalities asso-
ciated with banking problems, it has its own
unique side effects that are costly to the
economy.

The most often mentioned problem is the
moral hazard that banks will take excessive
risks to the extent that explicit or implicit
government guarantees remove the incen-
tive for depositors and other creditors to
monitor banks. In particular, the guarantees
and reduced private sector monitoring mean
that the cost of risk-taking is lower for banks
than for other financial institutions. To the
extent they are allowed to do so, some banks
will fund investment projects that might not
otherwise be viable in the sense that the
expected returns on the projects are too low.
As a result, the moral hazard problem leads
to a misallocation of credit, which is costly
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for the economy as a whole because it
reduces economic efficiency.

The increase in risk-taking combined with
the reduction in private monitoring leads to
an obvious reaction—namely, greater
reliance must be placed on regulatory disci-
pline. Regulatory discipline has its own cost
for banks as it increases regulatory burden.
Beyond banks, however, it is also costly for
regulators, who must keep up with the
increasing complexity of ever-changing
bank activities, and for the economy to the
extent that regulatory rules and decisions
lead banks to operate less efficiently.

As banks expand their activities, it is at
least possible that the exposure of the safety
net will rise. The concern for policymakers is
that the additional costs associated with an
expansion of the safety net will be greater
than the additional benefits. Indeed, some
believe the costs of the safety net as it is cur-
rently structured are already greater than the
benefits.

Can we roll back the safety net?

Given the concern about the costs of the
safety net, it is natural to ask whether it is
possible to reduce the exposure of the safety
net by either scaling it back or reforming its
structure. Proposals for changing the safety
net have tended to focus on deposit insur-
ance reform. Some of the options that have
received the most attention include scaling
back deposit insurance coverage, using sub-
ordinated debt to reduce the moral hazard
problems associated with the safety net,
relying on private insurance systems, and
creating narrow banks.

Conceptually, I have considerable sympa-
thy for rolling back and reforming the safety
net. The difficulty with changing the safety
net, of course, is that it increases the poten-
tial for the systemic problems that the safety

net was designed to prevent. I have argued
elsewhere that safety net reform would be
more feasible if we shift our regulatory focus
from protecting individual banks to prevent-
ing problems at one or a few banks from
spreading throughout system. Protecting the
banking system in this way would allow
individual institutions to fail without neces-
sarily threatening the financial system. To
the extent that systemic risk does decline, we
could reduce the scale of the safety net and
place greater reliance on market discipline,
because individual failures would be less
threatening to the economy.

From a practical standpoint, however, I
wonder whether we can realistically reform
or scale back the safety net in the near term
for two reasons. First, I do not see a public
mandate for reducing safety net coverage.
Second, even apart from whether an attempt
to scale back the safety net would be politi-
cally feasible, it is unlikely that a reduced
safety net would be credible. Recent experi-
ence in the U.S. and other industrialized and
developing countries suggests that govern-
ments are inclined to bail out both deposi-
tors and other creditors to preserve stability
in times of financial crisis even when there
are no explicit guarantees. Again, the current
events in Southeast Asia illustrate just how
intense the pressure is to contain a crisis,
even when it means some depositors and
creditors might be protected. With the glob-
alization of financial markets, few countries
are willing to allow banking problems to
jeopardize their reputation and access to
international capital markets. At the same
time, other countries have an incentive to
lend assistance to prevent significant disrup-
tions in trade and capital flows. Thus, while
fundamental safety net reform should
remain our long-term goal, the realities of
the economic environment make such
reform difficult to achieve.
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How does the approach to financial
modernization affect the exposure of the 
safety net?

If we assume, then, that the safety net will
remain basically as we know it today, how
will financial modernization affect the expo-
sure of the safety net? The answer depends
on the approach banks are allowed to take in
adopting new powers. One approach is to
permit new activities to be conducted within
the bank itself. The key policy issue raised
by this approach is that it necessarily
increases the exposure of the safety net to the
new activities. As a result, the new activities
would have to be regulated and supervised
the same way as other bank activities.

Whether this is the best approach to finan-
cial modernization depends on the relative
benefits and costs of allowing the bank to
conduct directly the new activities. On the
benefit side, allowing banks to engage in
new activities that have synergies with exist-
ing activities may be efficient for the econ-
omy as a whole. In addition, while new
activities may be risky, modern portfolio the-
ory suggests that what matters is not the risk
of individual activities but the risk of the
overall portfolio of activities. Thus, it is pos-
sible that allowing banks to engage directly
in new activities will reduce their overall
risk through greater diversification.

On the cost side, allowing banks to con-
duct new activities directly expands the
costs associated with safety nets that I noted
earlier. To the extent that banks do not bear
the full social costs of their activities, they
may make loans or engage in other activities
that might not otherwise be viable. In addi-
tion, this increase in moral hazard makes it
necessary to extend regulation and pruden-
tial supervision to new activities. For exam-
ple, new activities would have to be regu-
lated under a safety and soundness criterion
rather than the less extensive fraud and dis-

closure requirements for market-based activ-
ities. Thus, as activities are expanded within
the bank, there is a greater regulatory bur-
den for banks, greater costs for bank regula-
tors, and perhaps less efficient decisions by
banks.

The alternative to conducting new activi-
ties directly in the bank is to conduct them in
affiliates or subsidiaries that are separated
and insulated from the bank with firewalls.
The advantage of isolating new activities in
this way is that it would limit the exposure
of the safety net to new risks, thereby better
controlling the costs associated with extend-
ing the safety net. In particular, while some
oversight would still be required, the degree
of regulation necessary to control moral haz-
ard would be substantially less than if the
activities are conducted in the bank itself. In
general, supervision and regulation could be
designed to focus on transactions and other
relationships between the bank and the affil-
iate. More specifically, the role of supervi-
sion would be to make sure that affiliates
operate as separate entities, do not expose
banks to additional risks, and do not gain an
advantage over nonbank firms by exploiting
the safety net.

The disadvantage of this approach is that,
although some of the synergies remain, there
would be reduced direct benefits of new
activities for the bank. In addition, some
additional regulation and supervision
would be necessary, although as I just men-
tioned, it would be less than if new activities
were conducted directly by the bank.

Conclusion

In conclusion, I am convinced that finan-
cial modernization and expanded powers
are inevitable, as banks must adapt to a
changing financial world. For me, a key
issue is the impact of modernization on the
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safety net. While the safety net serves an
important role in helping to preserve finan-
cial stability, it also increases moral hazard.
As a result, it is necessary to regulate banks
differently than financial and nonfinancial
firms that are not protected by a safety net.
While I am in favor of safety net reform, it
will require a sea change in attitude by the
public, and this strikes me as unlikely as I

view the past and current environment.
Thus, as we proceed with financial modern-
ization, we must first be aware of its impact
on the safety net. Then, we should proceed
only after carefully balancing the private
and social costs and benefits of new activi-
ties and, to the extent possible, in a way that
limits further inadvertent extension of the
safety net to new activities and firms.
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Today I will focus on financial modern-
ization from the state bank charter per-
spective. Until the savings and loan

debacle of the late 1980s, the dual banking
system was healthy and dynamic. For many
generations, state-chartered savings banks
successfully invested in common stocks and
corporate debt securities that were denied to
national banks. As we all know, the NOW
account phenomenon under state law that
permitted payment of interest on transaction
accounts originated in the mid-1960s to
avoid the federal and state prohibition on
payment of interest on demand deposits.
During this period, the FDIC and state regu-
latory authorities were able to deal with the
risks associated with these powers, espe-
cially the broader investment powers per-
mitted under state law.

Unfortunately, the uncontrolled, unsuper-
vised explosion of expanded savings and
loan activities under federal law following
the enactment of the Garn-St Germain Bill
and expansion of state-chartered savings
and loan powers in such states as Texas and
California resulted in severe losses in that
industry. Eventually, FIRREA limited activi-
ties of state-chartered institutions to those
permitted to national banks, unless author-
ized by the FDIC.

In the early days of exercising that super-
visory responsibility, the FDIC was very cau-
tious, limiting and discouraging investment
by savings banks in common stock, even
when it had been successfully done for
many generations.

For some years now, the Congress has
struggled with financial industry modern-
ization legislation with no real success.
Indeed, the progress that has been made
over the past five years has almost all been
accomplished through interpretations by the
various regulatory agencies, specifically, the
Office of the Comptroller of the Currency in
its rulings on insurance and subsidiary oper-
ations and the Board of Governors of the
Federal Reserve System with respect to secu-
rities activities by banks through Section 20
subsidiaries. This has prompted my col-
leagues on the Shadow Financial Regulatory
Committee to recommend continued change
by regulatory agency interpretive decision
over congressional action.

The legislative process is simply incapable
of repealing obsolete laws. Instead of simply
enacting a repealer clause or two, a several-
hundred-page statutory monster is created,
resulting in not just an ineffective response
to market change, but a whole new im-
mensely burdensome regulatory structure.
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With this as background, I would propose
that the FDIC actively join in the regulatory
process of financial modernization through
its FIRREA authority. This could be done by
a means similar to the OCC in its Part 5 reg-
ulatory amendments. As an example, the
FDIC could invite requests for opinions on
state operating powers that differ from
national bank authority even though a par-
ticular bank had not made such a request.
This would encourage state legislatures and
banking departments to reexamine their
laws for efficiency in today’s economy. It
would offer an opportunity for experimenta-
tion with new powers on a limited basis.

Maine is an example. Some 20 years ago,
Maine changed its banking laws to permit
interstate banking well ahead of other states
and federal law. In 1997, it did the same with
respect to the operating powers of its state
financial institutions. Under the leadership
of the Superintendent of Banks, Don DeMat-
ties, the state banking code was completely
overhauled. Four basic concepts were
employed in the effort:

1. Operating powers of commercial banks,
savings banks, and savings and loan asso-
ciations were combined into one universal
banking charter. Essentially, this was done
by taking the best powers of each type of
institution—investment in stock by sav-
ings banks, unlimited commercial and
consumer lending in the commercial bank
charters, and real estate development in
the savings and loan charter—and making
them available to all. The distinction
among institutions was then only accord-
ing to corporate governance, stock, and
mutual or cooperative status.

2. The incidental powers clause was
expanded to include activities that were
“convenient and useful” in addition to
activities closely related. This would help

facilitate a break with past federal and
state interpretations.

3. To help ensure that modernization would
be prudently implemented, Maine
adopted the “eligible bank” concept con-
tained in Part 5 of the OCC regulations, a
concept which permits banks to engage in
a nontraditional activity. An eligible bank
was one that was well capitalized, in
sound financial condition, with good
management. This is in contrast to Garn St
Germain, which did not have a transition
supervisory mechanism.

4. Restrictions on ownership of banks, other
than the character test, were eliminated.
After observing the legislative deadlock in
Washington over ownership of a bank ver-
sus a unitary savings and loan holding
company, it became clear to the country
bankers and country lawyers in Maine
that the whole argument was not about
the substance of impositions of bank own-
ership, but rather a turf fight about which
agency is to gain or lose regulatory power.

In addition to these four basic concepts,
the Maine state law revision repealed or
revised such obsolete provisions as the pro-
hibition on payments of interest on demand
deposits and branching laws.

The concern about moral hazard and the
extension of the benefit of deposit insurance
beyond insured institutions can and has
been dealt with by the OCC in its structure
of Part 5. The establishment of a bona fide
operating subsidiary along with the deduc-
tion of the investment in that subsidiary
from the bank’s regulatory capital and the
concept of the eligible bank would appear to
effectively insulate the insured institution
with respect to downstream activities. Sec-
tion 23 and Section 24 constraints would fur-
ther buttress that protection as well as pro-
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vide similar protection from activities of hor-
izontal affiliates.

I want to make clear that expansion and
modernization of bank powers must be
accompanied by alert, strong, and vigorous
supervisory oversight. The OCC is doing
this today, which the Federal Home Loan
Bank system did not. The FDIC has an
opportunity to join this process of bank

modernization and contribute in a special
way. With its long history of concern for pru-
dent bank operations, it could uniquely facil-
itate change and offer yet another regulatory
alternative to the failed effort, legislative
modernization of the bank charter. I hope
this conference will be the beginning of that
effort.
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This is the second meeting within about
one year to consider the future of
deposit insurance. Last year we looked

back at the banking problems of the 1980s
for lessons to be applied in the future. On
this occasion the focus is on the changing
financial environment and proposals for
reform of the deposit insurance program.
The chairman, members of the FDIC Board,
and the FDIC staff are to be congratulated
for posing, once again, some tough but
important questions for consideration and
debate.

This panel was asked to “discuss the role
of deposit insurance in the financial system
of the future.” The reasons for this assign-
ment were described as the rapidity of
change in the banking industry, and the
prospect of new permissible activities for
banking organizations, which in turn raise
questions as to the scope of deposit insur-
ance and the risk exposure of the deposit
insurance funds. I will focus my comments
on just the first of six or seven questions sug-
gested for discussion: “Has the fundamental
role of deposit insurance changed” since
1933?

To the question as posed, my answer is
“No, it is the same as in 1933.” But if asked
whether the role played by the FDIC has

changed in a fundamental way since 1933, I
would respond, “Yes, totally.” I am not sure
how to reconcile these two responses,
assuming they are correct, but I intend to try
during the next ten minutes by taking a close
but necessarily hurried look at the way the
FDIC has changed, and then offer sugges-
tions as to what this may mean.

If you have any doubt that there has been
a remarkable change in the FDIC between
January 1, 1934, and January 29, 1998, con-
sider the ways the Corporation defines its
mission. The FDIC’s annual report 50 years
ago (1947) put it clearly, with acceptable
accuracy and admirable brevity: “The Cor-
poration was created to protect bank depos-
itors from losses arising from bank failures.”
Though not further discussed in 1947, it was
always understood that good results were
expected to flow from carrying out this mis-
sion successfully, such as making old-time
“bank runs” things of the past, thereby con-
tributing to banking stability and enhancing
the confidence of the public in the banking
system. Also paramount in the minds of a
great many people was the expectation that
deposit insurance would check any ten-
dency toward the consolidation of the bank-
ing industry. The prevention of undue con-
centrations of banking power was an

37Confidence for the Future

Comments on Deposit Insurance and 
Financial Modernization

Carter H. Golembe

The author is President of CHG Consulting, Inc., and is the principal author of the Golembe Reports, a series of inter-
pretative reports on major policy issues.



extremely important public policy objective
in the U.S. almost from the founding of the
republic, and was the major political reason
for passage of the deposit insurance legisla-
tion in 1933.

Since I only have ten minutes, there is not
time to read the most recent statement of the
Corporation’s mission, which appears in
each of the last three annual reports. It con-
sists of four paragraphs, and has all of the
familiar words—”stability,” “public confi-
dence,” “safety of the deposit insurance
fund,” etcetera. But nowhere does the word
“depositor” appear, nor is there any mention
of restoring funds to such an individual after
a bank failure. This is an interesting omis-
sion, on which I will comment later. (I must
mention here that I was saved a great deal of
research time by David Holland of the
FDIC’s Office of Policy Development, who,
in an excellent but yet unpublished article,
has collected in an appendix the statements
of the FDIC’s mission as they appeared in its
annual reports since 1934.)

Now for a hasty recap of how the FDIC
itself has changed. As you will see, it was
largely because of accident, good intentions,
an absence of congressional attention except
at certain times, and a tendency to adopt
quick solutions to problems, without taking
time to consider their long-run implications.

The first significant change occurred in
1935 with the establishment of an assess-
ment rate and the introduction of what, 30
years later, evolved into the “too big to fail”
policy. Prior to 1935 the FDIC was simply the
paying agent for the federal government’s
guarantee of deposits up to, first, $2,500 (the
old maximum in the postal saving system),
and then $5,000. The Corporation had no
broad powers of bank supervision, nor was
it in the bank merger business. But in 1935
the Congress had to come up with an assess-
ment rate, and the choice was between one-
eighth of 1 percent or one-twelfth of 1 per-

cent of all deposits. FDIC officials argued,
based on extensive historical analysis, that
one-eighth of 1 percent was needed, and that
even this would not be sufficient in periods
of deep depression, such as 1930-33. How-
ever, there was strong support in Congress
for a lower assessment rate, to which the
FDIC eventually agreed but only with the
provision that it be given expanded bank
examination powers. This made the FDIC a
bank regulatory agency as well as a deposit
guaranty agency, thereby introducing the
conflict of interest problem that I discussed
at last year’s conference.

At the same time, the FDIC was given
power to facilitate mergers between solvent
banks. The amount of capital required for
admission to the deposit insurance system at
the time was, to my mind at least, quite rea-
sonable—one dollar. By 1935 there were still
a good many banks happily participating in
deposit insurance with just about that
amount of capital, and the Corporation
began to fear that even a slight breeze might
topple a few. Accordingly, it obtained from
Congress authority to facilitate mergers of
weak banks with stronger banks by purchas-
ing assets from or making loans to the
weaker institutions, contingent on merger.
Note these were not failed banks. At the
time, the FDIC counted as “failed” only
those banks placed in receivership, and none
of the banks involved in this program had
failed. The new program was slow to get
under way, but it then picked up for several
years, until World War II began, and it came
to an end.

The next key year was 1945. The war had
ended, and the U.S. was about to face a seri-
ous postwar depression, or so almost all
economists predicted. What to do with those
millions of veterans who would return?
Some good things happened, such as pas-
sage of the GI Bill of Rights. But the FDIC
also did its bit. It decided it would use its
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merger powers to put an end to bank fail-
ures, thus raising public confidence because
of the public’s association of bank failures
with depression. From 1945 through 1954
there was not a single bank receivership; fail-
ing banks were merged with sound banks,
and the FDIC could announce with each
passing year—you can even find this in
some of the annual reports—that the U.S.
had entered its umpteenth year without a
single bank failure. This new policy upset
some in Congress, Senator Fulbright for
example, but it reportedly ranked high in the
affections of Mr. Truman.

The FDIC did something else in that post-
war period: It began to agitate for permis-
sion to make loans to operating banks with-
out requiring that they merge. Most of those
running the FDIC had been in the banking
business, particularly bank regulation, since
the early 1930s, and they were acutely aware
of the failure of the Federal Reserve to fulfill
its “lender of last resort” role in 1932-33,
which had resulted in a great many unneces-
sary bank failures. The FDIC argued that if
this were to happen again, which it thought
might be the case given the unanimity with
which a massive depression was predicted
and the fact that much of the Federal
Reserve staff was still in place, the FDIC
would be unable to pay depositors. The Fed-
eral Reserve hit the ceiling, to put it mildly,
arguing that it was absolutely impossible to
believe that the nation needed two “lenders
of last resort.” The argument was intense
and was not settled until 1950, by which
time most people had begun to believe that
maybe the great postwar depression was
never going to show up. In any event, the
Corporation got its law, allowing it to make
loans or purchase assets from banks in order
to keep them in business (as distinct from
having to merge them), but it sort of prom-
ised unofficially never to use this power
except in rare, unusual situations, such as

where the distressed bank was the only bank
in the community. Nothing in the law said
that this was what the FDIC had to do; it was
kind of an unwritten, gentleman’s agree-
ment. So for 20 years the law remained
unused.

The next key year was 1956. The FDIC had
been happily arranging for 100 percent
insurance coverage for almost all failing
banks by merging them with other banks; all
were very small institutions. Then in Decem-
ber 1956, the Comptroller of the Currency,
probably lacking a sense of humor, found a
bank distressingly insolvent, placed it in
receivership, and handed it over to the FDIC
for liquidation. The problem was that the
bank was located in a small town about 80
miles from New York, it was the Christmas
season, and the New York newspapers were
making FDIC the Grinch that ruined Christ-
mas, particularly because a major deposi-
tor—scheduled to receive only the deposit
insurance guarantee of $10,000—was a local
factory that employed a good many people
in the village.

What to do? An unknown hero at the
FDIC must have said something like, “Wait a
minute, as receiver we have all the assets;
why don’t we sell them to an operating
bank, and if we can’t find one we’ll have
another bank started, so long as the other
bank assumes all of the deposit liability.”
This was done, the factory was saved,
Christmas joy was preserved, and when
FDIC officials looked around they decided it
was a lot neater to handle mergers involving
failed banks by first having the bank placed
in receivership, thereby cutting off a lot of
nettlesome claims. This new policy required
a name, and I guess another unknown hero
came up with “purchase and assumption,”
which I think survives to this day. (I might
note that I, too, had to come up quickly with
some new terminology because at that time I
was in charge of putting out the FDIC
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annual report, and we clearly had to change
all of the tables at the back of the report,
since we now had a receivership of a bank
that had not “failed,” in the old meaning of
the term. In desperation I came up with
“deposit payoff” to replace the word
“receivership” at the head of all columns
where there had been an actual payoff. I
have often wished that I had dreamed up a
more elegant term.)

Years went by with few if any deposit pay-
offs; most failed banks continued to be han-
dled by merger. Such cases were now
lumped with deposit payoffs to give the
total of bank failures, but however handled,
no really large banks failed. Then came 1972
and the imminent failure of the Bank of the
Commonwealth in Detroit—the first billion-
dollar bank to fail. What to do? The FDIC
was under tremendous pressure to make
certain that there was no deposit payoff.
There was also great pressure to avoid hav-
ing an FDIC-assisted merger since by now
this was recognized as being the same as a
failure. Nineteen seventy-two was an elec-
tion year, and Michigan was a key state.
Moreover, Commonwealth was a state-char-
tered bank, a member of the Federal
Reserve, and it was virtually holy writ at the
Fed that the large banks it supervised never
failed; only large national banks failed!
Someone pointed out to the new FDIC
Chairman, Frank Wille, that there was an old
statute hanging around from 1950, under
which the FDIC could make a loan to the
Bank of the Commonwealth and keep it in
operation. That was what the FDIC did.

Breaking the old agreement had to be jus-
tified, of course, because Commonwealth
was not the only bank in Detroit. The FDIC
handled this in two ways, according to the
1972 Annual Report. First, the bank was
treated as the only bank in the inner city, the
only bank available for minority groups.
Second, the avoidance of failure was justi-

fied by the effect that “closing might have
had on the nation’s banking system.”

This was the real beginning of what we
now call the “too big to fail” policy. “Too big
to fail” became virtually a household word,
particularly after the Continental Bank case,
in 1984, when the FDIC had to deal with the
then eighth largest bank in the U.S. Few peo-
ple remembered that the practice of ignoring
insurance coverage limits had begun in the
immediate post-World War II period, and
that it was almost always small banks in
small communities that were the beneficiar-
ies of this policy for at least 20 years.

Finally, there came the banking troubles of
the late 1980s and, particularly, 1990-91.
Instead of the FDIC routinely returning to
the government the special taxes (also called
assessments) paid by banks, the FDIC
became a drag on the federal budget, with
more money going out than coming in. The
end result was passage of FDICIA, which
can be characterized in many ways. My view
of that measure—particularly its early clo-
sure provisions—is that it was not only
unnecessary and potentially dangerous, but
also that it was one of the most insulting
pieces of legislation ever adopted by the U.S.
Congress. In effect, it was Congress saying to
professionals who had spent their lives in
bank regulation that they didn’t know how
to supervise banks. This is not surprising
since it was a number of academicians who
claimed, and still claim, credit for this
remarkable piece of legislation.

Regardless of what one thinks about it,
however, it does mark a significant mile-
stone in the evolution of the deposit insur-
ance system. For embodied in the statute
itself is the explanation that many of the
additional powers (actually, instructions)
given to the FDIC were needed to protect the
deposit insurance fund, that is, to protect the
federal government against any loss it might
incur in fulfilling its deposit insurance com-
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mitment. It was not unusual therefore—
indeed was quite reasonable—for someone
to write, as did one of the FDIC officials who
submitted a paper to our conference last
year, that the “primary goal of bank supervi-
sion is to prevent losses to the deposit insur-
ance fund.” The world had turned upside
down, and the FDIC was now in the busi-
ness of protecting itself.

Clearly, the FDIC, once the agency in
charge of implementing a wise and neces-
sary government deposit guarantee pro-
gram, has since gotten itself involved in a
host of matters that, originally at least, were
never dreamed of as having relevance to its
basic mission. For if the present role of
deposit insurance is, as best I understand it
from current mission statements, to be the
nation’s major force for financial stability,
the FDIC must indeed be concerned, in addi-
tion to safety and soundness, with the kinds
of activities in which banks might engage,
whether banks are good citizens in terms of
CRA and other notable pieces of social legis-
lation or the antitrust laws, how large indi-
vidual banks might get and how to deal with
them, etcetera. None of this had been of the
slightest relevance in 1934 because the FDIC
was not a banking agency; it was simply in
charge of restoring the rent and grocery
money to depositors, the large majority of
whom had been unsophisticated victims of
bank failures, generated by a banking sys-
tem that had, and still has, a great many
desirable features but at the same time is one
that produces occasional bank failures.

What does all of this suggest about the
role of the FDIC—the Corporation’s mis-
sion—and the role of deposit insurance? I
conclude that the FDIC had an important,
well-defined mission from the day it began
business in 1934 to the present day—to
restore deposits up to a specified amount for

each depositor when there is a bank fail-
ure—but this mission is too narrow to justify
the size of the organization and cluster of
powers that have grown up around it. This
suggests for the future either that drastic
retrenchment is called for or, alternatively,
that a new, much expanded, mission must be
identified.

This, I assume, is what this conference is
all about. The future of the FDIC depends on
defining accurately its new mission. There
may be great need for a major financial sta-
bilization agency at the federal level, kept
quite separate from deposit insurance. Cer-
tainly the Hunt Commission in 1971 seemed
to have something like this in mind. Cur-
rently, and more to the point perhaps, much
may be learned from what is happening in
Britain, which is in the midst of bringing
together in one newly created agency over-
sight of all financial institutions (banks,
investment banks, insurance companies,
etcetera). At the same time, Britain is cutting
the old ties that hindered such a develop-
ment, most obviously by stripping the cen-
tral bank (Bank of England) of its bank
supervisory powers. It is not hard to see the
present FDIC serving as the centerpiece of a
new regulatory system for financial institu-
tions.

But this depends on cutting the link with
deposit insurance. So long as the FDIC ties
itself to the deposit insurance function, I sus-
pect it is headed for trouble. It is likely to
confuse serving as one of the nation’s most
important bank supervisory agencies with
its long-ago responsibility for providing lim-
ited protection to unsophisticated depositors
of failed banks. For example, it is likely to be
seduced into thinking that the purpose of
bank supervision and financial stabilization
is protection of the deposit insurance fund.
This would be a fatal error.
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Question—I’m Burt Ely. This question is
for Tom Hoenig. This has to do with where
the risk really lies in the federal safety net.
Isn’t it true, Tom, that because the Fed makes
loans from the discount window only on a
very well secured, collateralized basis, and
also because of the protections it is putting in
the payment system, specifically, to deal
with the daylight overdraft problem—as a
practical matter, isn’t all of the federal safety
net risk concentrated in federal deposit
insurance, and in effect, all that is borne by
the FDIC and none by the Fed?

Hoenig—No. I think certainly when you
talk about the lender of last resort and the
fact that those are collateralized, the risk is
less and controlled. In terms of the safety net
and terms of settlement, those risks are real.
We still spend a lot of time on the issue of
daylight overdrafts. And as you think about
part of the role of lender of last resort in sys-
temic situations, you are in the position of
having to lend large amounts of money very
quickly—that still requires a great deal of
analysis in terms of collateral. So, all those
risks are there and the collateral, like any
lending business, is there to offset that. It
takes time and energy to assure yourselves
of that collateral. With the payment system
itself, the role that you play, I think, in terms
of assuring finality and in terms of these
daylight overdrafts, involves fairly substan-

tial risks that you are very conscious of at all
times. So, yes, I think there is risk there and
I think it does not fall, necessarily, on the
deposit insurance system, although that is
very real because we don’t limit deposit
insurance in reality to $100,000—it goes
beyond that. So, to that extent, there is
greater risk there.

Neely—Let me ask one then. It seems to
have become obvious that larger institutions
have a different perspective and arguably
place a different value on deposit insurance.
Most of this difference of opinion tends to
focus on the different funding mechanisms
that large institutions rely upon versus the
traditional funding mechanisms, deposit lia-
bilities, that smaller institutions rely upon.
This has almost evolved into a large
bank/community bank issue. In a financial
modernization framework, how do we
address, or do we address—if you even sug-
gest modifying the existing deposit insur-
ance system—the different perspective in
value that larger banks, which have very
sophisticated funding sources, and commu-
nity banks that rely heavily on traditional
funding sources, place on deposit insurance?

Hawke—It is an interesting question, Joe.
I think Carter was pointing to one answer to
that question, and that is looking back at the
original purpose of deposit insurance—to



provide essentially unlimited deposit insur-
ance coverage to anybody who wants to take
the trouble to get it. We’ve got a system that
is something quite different from the system
that Carter described that allows households
to protect their rent and grocery money. 

I think small banks undoubtedly use
deposit insurance far more for those pur-
poses than for funding purposes. There are a
lot of small bank/large bank differences in
this whole issue of financial modernization
and they don’t all relate to deposit insur-
ance. But, I think the implication of your
question is certainly right—that there are
different values attached to deposit insur-
ance, depending on the size of the bank.

Comment—It is just not a new issue. In
other words, it has been there from the
beginning. It was the small banks that made
sure that the legislation went through in
1933 and the large banks tried to stop it.

Comment—You mentioned, Carter, that
you have this issue of concentration of bank-
ing resources and so forth. That is still a con-
cern because you will find it very difficult to
convince people today, I think, that the too
big to fail doctrine is no longer in place. As
long as that perception remains, then that
means as a depositor you view your funds as
safe. If you are smaller and you don’t have
that concept of too big to fail, you are
thought to be at a disadvantage. Therefore,
you will very much oppose any type of
reform. If you get into a reform mechanism,
then it has to be one that assures you that
you have addressed the issue of too big to
fail, or I don’t think you’re going to see much
progress on reform.

Comment—No, I agree with that.

Question—George Benston. Carter Go-
lembe, you mentioned, with a bit of derision,

that the FDIC was now looking to protect its
funds instead of depositors. But of course, it
is the same thing because with the FDIC now
protecting depositors, the question is, as
would be true of any insurance company,
how can it make sure that, in fact, the costs
of the insurance are not borne by the U.S.
taxpayer. So, perhaps you could explain a lit-
tle better why it would be wrong for the
insurance company to try to protect itself, or
for a government agency to try to make sure
that the costs aren’t borne by the taxpayers?

Golembe—George, I guess my major
problem—or maybe I’m missing the point
here. If you give some of the authority to
insure—and we don’t really have insurance,
but authority to run this system where we
restore funds to depositors after a bank fail-
ure—my problem is asking the same agency
to supervise the banks. That, I think, is a seri-
ous conflict of interest. That is why I was
derisive of it. It seems to me what the FDIC,
in making that statement, is saying is, “We’re
going to pay more attention in protecting
ourselves,” while a good supervisor should
say, ”Look, I want the institution to be safe
and sound, but I want it to be competitive, I
want it to be entrepreneurial,” and so forth.
There is a mixture of functions there that
should not be combined. I am far from the
first one to make that point. The Hunt Com-
mission made it very, very strongly. It keeps
coming up all the time.

Question—Isn’t the problem that you
have a single insurance company and there
is no competition among deposit insurers?
Would you have multiple deposit insurers
then?

Golembe—I don’t think that is insurance.
It is a government guarantee, for one thing. I
really have trouble mouthing the words—
deposit insurance fund—which I think is a
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pure fiction. But, it is something we like to
talk about, and it keeps a lot of economists in
business, and it doesn’t exist, for God’s sake,
and we all know it.

Comment—Kind of like the Social Secu-
rity fund.

Question—Carter, you mentioned that the
insurer having supervision powers weakens
it or creates problems. Isn’t that what hap-
pened with FSLIC—they had no supervision
authority; they had no real powers over the
institutions they were insuring, and that
contributed to some of the problems that
happened there?

Golembe—I didn’t realize that I had
said—or if I did, I certainly didn’t intend to
say—that the FDIC had no bank supervision
powers that were significant. I think what I
was saying is that when Bill Isaac, a former
chairman of the FDIC, was here last year, his
major argument was that the writ wasn’t
broad enough. In the case I gave, which was
the one he cited, the FDIC shouldn’t have
walked for the first time in the doors of the
eighth largest bank in the country, when it
was about to go under. It should have been
on top of that from the beginning, but it
couldn’t because of these restrictions. It was,
I don’t know who supervised that thing—
the Comptroller.

Comment—I just wanted to supplement
that—the FSLIC was a constituent, subordi-
nate agency of the Federal Home Loan Bank
Board, which had very significant supervi-
sory powers. So, I think it is wrong to say
that the thrift problem was caused by the
FSLIC not having supervisory powers. If
anything, the problem was caused by com-
bining, in a single agency, the task of pro-
moting an industry at the same time as
you’re examining and insuring it.

Comment—I would agree on that too
because the president of the Local Federal
Home Loan Bank was also the supervisory
agent in that capacity. To me, in working
with our situation in Texas, the problem was
that, first of all, they didn’t have the capacity
professionally to deal with a change in the
business. They had a regulatory system that
was command control rather than pruden-
tial. For instance, they didn’t have a system
where the examiner and the supervisory
agent could say this is imprudent. They had
to find a violation of a regulation, and then
the whole thing fell apart.

Question—Hi, I’m speaking for Richard
Mead from the Federal Reserve Bank of New
York. I have a question for Mr. Hoenig. The
FDIC Improvement Act sought to restrain
the too big to fail doctrine. There is more red
tape in implementing it now. Other than
that, has anything really changed?

Hoenig—Well, I think some things have
changed with that legislation. Certainly, you
are required to take action sooner and you
have the authority to do that. So, you’re not
waiting for the capital to go to zero. I think
beyond that, though, when you have an
environment, not just an individual institu-
tion, but when you have an environment of
uncertainty within the banking industry,
and that is one of, say, several banks that
may be under question, that is when the
pressure becomes enormous to, in fact, bail
out these institutions to ensure that we do
not have effects on the real economy. In that
sense, we find ourselves still in the environ-
ment of too big to fail under those circum-
stances. So, in that sense, I think it has
changed marginally. There has been a cost to
that: additional, like you said, red tape and
more oversight. But, at the same time, in
times of crisis, I don’t think things have
changed much—no.
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Question—Carter, I thought I was agree-
ing with you until you said that you agreed
with Isaac’s view that it wasn’t a surprise
that the FDIC, for the first time, went into
Continental, the eighth largest bank, and
should have been there all along. I thought
your view was there was a conflict between
insurance, supervision and . . .

Golembe—Good point. I was simply try-
ing to report Bill’s comment as one of a
number of attempts to sort of redefine the
role and mission of the FDIC. I wondered
about that myself and I went back and
looked at the published version last night to
see what he had said about deposit insur-
ance, and there is no mention of it. He is just
talking about the role of supervision. But,
you’re right—I was simply trying to give an
illustration of one person’s view as to how
the mission, if he were rewriting it—I think
he said the FDIC should not pass—on bank
mergers. It shouldn’t have anything to do
with CRA. It should have no regulatory
power whatsoever, but broader supervisory
power. That is just a new mission statement,
but not one with which I necessarily agree.

Question—Mr. Secretary, Tom Hales,
Union State Bank—your comments and
your previous comments seem to indicate,
or at least I’m interpreting it that way—that
the modernization or the expansion of pow-
ers in the banking industry really do not
require changes in the present form of FDIC
insurance. Would you comment on that, or
have I misinterpreted you?

Hawke—No, I think that is correct. We
have not proposed any changes in the form
of FDIC insurance. What we have proposed
in our legislation are additional protections
for the federal deposit insurance interest. 

Hales—The expansion of powers and
keeping the FDIC insurance as it is, is cer-
tainly acceptable to you?

Hawke—That is what we propose. 

Hales—I’m not disagreeing. I just wanted
to make it very clear. I wanted to be sure that
is what you were saying. 

Hawke—As we were formulating our leg-
islative proposal, we gave some thought to
whether we ought to include provisions
addressed to federal deposit insurance
reform. I think probably everybody in this
room would have some idea about how the
federal deposit insurance system might be
reformed. We concluded that it was not an
essential part of financial modernization and
would tend to divert attention from those
broad issues. 

Joe, I wanted to just take a second to
address the question about what has
changed since 1991, because I think there are
some other things that have changed since
1991, in addition to FDICIA and the provi-
sions relating to lender of last resort. 

In the early years of this decade, the FDIC
became much more enamored of the modi-
fied payoff, in the case of bank failures, and
uninsured depositors have taken some
losses in payoffs. It leads one to think that
maybe what we need for credibility pur-
poses is to have a large bank failure every
few years to give the FDIC an opportunity to
do a modified payoff and reiterate the mes-
sage that uninsured depositors will not be
protected 100 percent in solvency proceed-
ings.

Comment—Jerry, you remember that pro-
gram, the modified payoff, was going full
blast until Continental, when the FDIC had
an opportunity to use it there and they
should have, in my opinion, and they didn’t.
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Question—Ken Ryder from OTS. Two-
part question—one to Tom Hoenig and then
the second one to Jerry Hawke. Tom, you
mentioned there were three elements in the
safety net—deposit insurance, the payment
system, and the lender of last resort. I’m
wondering whether those latter two perhaps
are as relevant to banks as they need to be to
a broader audience, given the extensions of
technology, the change in the way payments
are being made, and the integration of capi-
tal markets. Then with regard to deposit
insurance, Jerry, you raised a good point
about whether in fact, if we had priced
deposit insurance correctly, we might not be
debating the issue of subsidy. But, my ques-
tion to you, if we were to price deposit insur-
ance accurately, according to the risk, would
we be so concerned about the form and
structure of the various kinds of activities
that the banking agencies would engage in?

Hoenig—To your first question: As new
players come into the payment system, one
of the issues will be access to the payment
system through the Federal Reserve System.
To the extent that those transactions are large
dollar transactions and they flow through,
over time there will be a natural question,
especially if we have a financial disruption,
as to whether these players shouldn’t also
have access to the discount window and the
lender of last resort. That question has come
up from time to time when you’ve had a
financial disruption, and I think it will
become a very real point. That is part of the
issue of how you allow the expansion, not
only of bank activities, but of new players
coming in. I think it is a very serious ques-
tion that will have to be addressed because
the safety net will, in time, cover them, and
then the reaction will be for these institu-
tions because you have this issue of, well,
what about the market. That means they will
have to come under additional supervision;

some kind of oversight to ensure that you
are not taking a new risk or the settlement
system is not at risk, and I think that is the
process that will evolve if they, in fact, come
in and have access.

Hawke—Ken, your question was, if
deposit insurance were priced correctly,
would we be so concerned about diversifica-
tion of activities—that is exactly my point.
The moral hazard issue, it seems to me, is
dealt with if you have correctly priced
deposit insurance. It takes into account what
the risk is. I would make the same point with
respect to payment system risk. If the cost of
daylight overdrafts were properly priced, or
if we had a different kind of settlement sys-
tem that didn’t require the Fed to take on the
risk of finality, the subsidy that is implicit in
the payment system would be eliminated as
well. You could then approach questions of
diversification of activities from a different
perspective.

Comment—Can I make one other com-
ment on that? I think, of course, the issue of
price is discovering the appropriate price,
and that is one of the most difficult issues.
The second is with the payment system—I
have argued if you get into reforming the
safety net—not just deposit insurance, but
the safety net—around somehow isolating
the shocks that go through the payment sys-
tem, then you would be able to focus more
on the individual bank and its difficulty
without having the immediate concern of
how many other banks it affects and so forth.
That would be, I think, a very good
approach toward allowing more participants
in the payment system. The difficulty is find-
ing the design that works and discovering
the price that works when you take it out-
side of the market. So, what you get is a reac-
tion, then having to administer the price and
having to administer the discipline, rather
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than having the market discipline. That is
where the rub is in many of these cases.

Question—Neil Milner. Going to the issue
of the FDIC’s role in the area of supervision,
does it clarify the issue if we divide it
between examination on behalf of the insur-
ance fund as to the exposure, regardless of
where the charter comes from, and the area
of implementing from a safety and sound-
ness standpoint, expanded activities in
regard to state chartered institutions that are
approved under the new authority under
Section 24? Larry, do you want to comment
on that?

Connell—Carter mentioned that this con-
flict of role is there and my remarks were to
deal with the statute as it now exists. We are
all talking about ideal structures to deal with
deposit insurance and risk and cost to the
public. But, it would have been nicer if that
statute was written in a veto manner and, if
it were there at all, written in a veto rather
than affirmative approval. But, it is there and
you kind of have to live with it until some-
thing happens down the road. But right now,
the way I see it is the FDIC has statutory
authority and responsibility to carry out cer-
tain functions. How do you deal with it in
the context of modern banking services and
the dual charter? Right now we don’t have a
dual banking system. We have a dual bank
examination system, for all intents and pur-
poses. But, I think there is opportunity to
turn that around. It is certainly different cul-
turally to have the FDIC involved in operat-
ing powers of banks. But, it is getting very
significant, statutory authority that has had
a depressing effect on innovation at a state
level. In fact, it has almost eliminated it.

I think the most important thing as you
look at what is happening today is the sys-
tem is really working and probably the best
indication of it, to me anyway—last night we

were discussing this matter and I learned
that there was a recent receivership where it
appears there are going to be some proceeds
back to shareholders. That means the bank
was closed before the net worth went to zero
on a real market basis. So, the system is
working and maybe it is time to begin an
experiment and have a third alternative to
the OCC and the Federal Reserve on bank-
ing powers, to essentially the states around
the country.

Question—Several people have argued
against the timing for deposit insurance
reform in today’s setting. FDICIA, of course,
brought about quite a few requirements that
we are all bound by going forward—but
arguably they have not been properly tested,
given the state of the industry and the health
of the industry and the failure scenario—
such as prompt corrective action, least cost
test, formalized too big to fail mechanism. In
thinking about that and thinking about the
consequences of deposit insurance reform in
this environment, some people argue that
we just went through the most stressful time
in the industry’s history since the depres-
sion, and came through that period of time
of massive bank and thrift failures where the
deposit insurance system was under great
stress, yet there has been no identifiable or
documented loss of consumer confidence in
the system. Would anyone like to address
the appropriateness of the timing of deposit
insurance reform in this environment post-
FDICIA?

Golembe—I don’t know whether I can
address it—just say I think this is the time
when we are not facing serious problems.
When you have tough decisions to make,
banks are failing like there’s no tomorrow,
you may not necessarily get the right kinds
of precedents established. This is the time to
do it, I think.
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Something I wanted to say, but since we
were limited to ten minutes, I couldn’t. I did
want to congratulate Larry on a point that he
made that I think doesn’t get enough
emphasis. The fact that we can get substan-
tial modernization without paying any
attention at all to Congress—we’ll just let the
agencies, some of them, do what they want
to do or could do—that was an excellent
point Larry made.

Connell—I made it this summer. One of
our Senators lives in the town of Rye, where
I live, and I went up to him and I said, “Sen-
ator, this has been the best legislative year
that I can remember in 30 years in Con-
gress.” And he said, “Oh, is that right—what
did we do?” I said, “Nothing.”

Question—Rick Carnell from the Trea-
sury. I have a question for Tom Hoenig. Tom,
you’ve mentioned in your remarks and in
your response to questions the issue of too
big to fail, and the perception that large
banks may still be such that it would be nec-
essary to protect all depositors in a failure.
This is certainly a very significant question
in its relationship to financial modernization
and to all the other issues we’re dealing with
here. If too big to fail continues in a mean-
ingful form, then formal limits on deposit
insurance coverage mean little. You’ve spo-
ken specifically of the pressure on decision-
makers during a crisis to protect all deposi-
tors at a large bank. Now, this could happen
in a couple of ways. One circumstance
would be if you have an indiscriminate col-
lapse of confidence in the financial system,
an irrational contagion. But, I think there is a
good case that we haven’t had that in this
country since 1933. So, if it didn’t happen
that way, it would operate through linkages
in the financial system—through the pay-
ment system, through other ways in which
financial institutions connect to each other.

Isn’t there an opportunity here for the Fed-
eral Reserve to make a significant contribu-
tion through a further effort to reform the
payment system, to reduce the possibility of
transmitting problems through these link-
ages? And, wouldn’t it make sense to set a
goal of sufficient reform of payment, clear-
ance, and settlement such that the failure of
a large depository institution would not
bring down other institutions?

Hoenig—Well, to your question of
whether it behooves the Federal Reserve to
continue to improve the payment system so
that you don’t have a single institution bring
you down, I agree. I think that is partly why
so much time and effort has been placed on
trying to control daylight overdraft issues as
they come forward. I’ve argued in past com-
ments that we should focus on the link-
ages—and some steps have already been
made—to ensure that there is less ability to
transfer the problem at one large institution,
through the payments and settlements
mechanism, to other institutions, which
bring up the crisis of confidence. So, yes, I
think we should continue to work on that.
We have, and I think we need to continue to
move forward, to give us the greatest insula-
tion without freezing the payment system at
the same time. 

I think when you say we haven’t had a
substantial crisis in terms of an institution, I
think that is correct, but that is partly
because of the pressure that was brought to
bear on the policymakers in the 1980s to step
in and ensure that these institutions don’t
fail. So, what you want to do is, as you’re
suggesting, continue to move to ensure that
we don’t have systemic transmissions and
that people are confident, perceive them-
selves as not being at risk through systemic
transmission, so that a bank can fail without
it creating a crisis. But, we have a ways to go
before that is in the public’s mind, certainly
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especially when you have large, multi-bil-
lion-dollar organizations that might be per-
ceived, or might actually be in difficulty, and
what that may mean to the economy and to
other institutions. As long as that risk is
there in the moment of the crisis, then the
pressure comes down to bail out that institu-
tion or some of the creditors in that institu-
tion. You have to bring that confidence for-
ward through these improvements. It is your
suggestion and I agree with it.

Question—A brief rebuttal and then a
question. With regard to Tom Hoenig’s com-
ment about the Fed’s risk, I would just like to
point out that to the best of my knowledge,
the Fed took no losses in the problems of the
1980s and 1990s, and the deposit insurers,
both the FDIC and the old FSLIC, took about
$200 billion in losses. So, I think that gives
you some idea of the relative degree of risk.
My question again comes back to too big to
fail. We now have interstate branching going
on and as a result, we are getting a tremen-
dous amount of consolidation within the
bank holding company. We are not only get-
ting consolidation at the holding company
level, but also within the holding companies,
we are getting some very large banks in this
country, and increasingly, community banks
have offices across the street from a bank
that is, let’s say, over $100 billion or more in
assets. Isn’t too big to fail creating actually
more of a competitive problem for the com-
munity banks, particularly as inflation
steadily reduces the real value of the
$100,000 insurance limit?

Hawke—Can I address that? I don’t know
whether that is so or not, but it does strike
me that we ought to start trying to be a little
more careful in how we talk about too big to
fail. Too big to fail is a term that emerged
from an era in which, as Carter described,
the FDIC was doing assisted takeovers so

that no uninsured depositors suffered any
loss at all, and to a great extent even the
shareholders survived. We ought to be
thinking about a system in which big banks
can fail and uninsured depositors will take
some haircut on their uninsured deposits.
We are not talking about a doomsday sce-
nario where uninsured depositors are neces-
sarily going to lose everything. It doesn’t
take much of a haircut on uninsured
deposits to create the kind of discipline that
we need in the system.

One other point I just wanted to add so
that it is on the table for these discussions.
There are other things that have happened
since 1991 that bear on the risk of the deposit
insurance fund. Cross-guarantees and
depositor preference are important addi-
tions to the law that cushion the exposure of
the FDIC to stresses in banking organiza-
tions. We can’t lose sight of that when we
consider the relevance of deposit insurance
in the context of financial modernization.

Question—Gene Shahinian—I have a
question on the current Far East banking
experience and the proposed mixing of
banking and commerce. In some Far East
countries such as Korea, there are close rela-
tionships and affiliations between banks and
commercial firms. These appear to have con-
tributed to the current financial crisis there. I
was wondering if the panelists might share
observations on whether and how the expe-
rience of the Far East banks is relevant to
assessing the risks of mixing banking and
commerce in our own country.

Hawke—I knew that question was going
to come up at least once today, and I was
going to put it on the table myself for that
purpose. That is a spurious comparison.
First of all, the tradition, the background, the
context, the structure of banking in Korea
and Japan is vastly different from what we
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have here. We not only have a system in
which the tradition is a very substantial mix-
ing of nonfinancial and financial activities,
but you also have not only government sanc-
tion, but near compulsion from government
for the financial institutions to stand behind
the liabilities of their nonfinancial family
members. We have an enormously different
situation, and this is one of the things that is
so frustrating about the banking and com-
merce debate in our environment. Nobody is
seriously proposing that we have a system
that mixes banking and commerce to the
extent that we see in Japan, for example.
That is simply not on the table. Complete
mixing of banking and commerce was a pos-
sibility in the banking business up to 1970,
and we never saw it. We saw very little inter-
est in nonfinancial firms owning banks. It
has been possible in the savings and loan
industry up to this very day, and the extent
to which nonfinancial firms have become
involved in the ownership of insured thrift
institutions is minuscule. To be sure, there
are some nonfinancial firms that have inter-
ests in thrifts, but for the most part they are
small, we haven’t seen any movement
toward the affiliation of nonfinancial firms
and insured depository institutions.

In the context of the present financial
modernization legislation, what the House
Banking Committee’s bill provided for was
some modest authority for organizations
that own banks to have some limited
amount of nonfinancial activity. Essentially,

that was done for three reasons: It was done
because, as part of the effort to bring insur-
ance and securities firms under a common
umbrella with banking organizations,
account had to be taken of the fact that some
of these companies had some degree of non-
financial activity. Legislation that forced
them to give up, as a cost of buying a bank,
the ability to have some diversified, nonfi-
nancial activity—which, for the most part,
was extremely modest—simply was not
going to get off the ground. Second, it was
important to have some modest leeway of
that sort to provide a structure for combin-
ing the thrift charter and the banking charter
and for dealing with the fact that the unitary
thrift charter today has unlimited ability to
engage in any activity it wants. And third,
another reason for providing that kind of
basket was to allow for the fact that it is
becoming increasingly difficult to define
where the line is between financial and non-
financial activities. Organizations should not
be subject to artificial constraints on their
ability to use their financial technology and
experience in nonfinancial applications, and
they shouldn’t have to get into great theo-
logical debates each time they want to make
such use, whether the activity is financial or
nonfinancial. So, we have a vastly different
setting, a vastly different tradition, and a
completely different rationale for addressing
the banking and commerce issue in the con-
text of today’s financial modernization.
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Some industry observers have proposed deposit insurance reforms that would curtail the role of the
federal government in protecting depositors. This panel will consider the merits of these proposals in
light of the goals of a deposit insurance system, the realities of “too big to fail,” and the significance of
the reforms enacted in response to the events of the 1980s.

Issues for Discussion:

● Several proposals would reform deposit insurance by privatizing many of the functions performed by
the FDIC. Can these plans credibly guarantee the availability of resources sufficient to maintain sta-
bility in times of severe financial stress? Further, is it likely that depositors would maintain confi-
dence in a private system during a period in which many banks were failing? Is it plausible to expect
the public to accept something less than a full federal guarantee of insured deposits?

● A primary motivation behind the various privatization proposals is to reduce regulatory burden on
insured institutions. Given that the government would retain an interest in various aspects of bank-
ing activity, such as the safety and soundness of banking institutions, the potential for systemic insta-
bility, and the provision of equal access to credit, is it reasonable to expect that the elimination of the
federal role in the deposit insurance system would significantly reduce regulatory burden?

● To address the problem of moral hazard, several reform proposals would eliminate the systemic risk
exception from the Federal Deposit Insurance Corporation Improvement Act of 1991 (FDICIA). If the
systemic risk exception were eliminated, is it plausible that the government would relinquish the
right to intervene in the resolution of a large bank to ensure systemic stability? Is the deposit insur-
ance system the appropriate vehicle for implementing “too big to fail” determinations?

● In response to the events of the 1980s, deposit insurance was debated at length and reformed signif-
icantly. Among the reform statutes were the Financial Institutions Reform, Recovery, and Enforce-
ment Act of 1989, FDICIA, the Riegle-Neal Interstate Banking and Branching Efficiency Act of
1994, and the Deposit Insurance Funds Act of 1996. In light of the healthy banking environment that
has prevailed for much of the period since the provisions of these laws were implemented, should addi-
tional major reforms be initiated before the effectiveness of the last set of reforms has been tested?

Panel 2: Reform Proposals: Examining
the Role of the Federal Government

Issues and Background



Anumber of industry observers have
called for reforms that would reduce
dramatically the federal govern-

ment’s role in protecting depositors, effec-
tively privatizing the deposit insurance sys-
tem. Some advocates of privatization
contend that the current system fails to
address adequately the moral hazard prob-
lem associated with deposit insurance. Oth-
ers argue that it reduces banks’ ability to
compete with other financial intermediaries
by burdening institutions with intrusive reg-
ulations and imposing severe restrictions on
the products they can offer. 

One set of privatization proposals would
retain the FDIC’s basic structural form, but
transfer its ownership to insured institutions
and appoint a new Board of Directors that
would include bankers. In addition, the gov-
ernment’s full faith and credit guarantee of
insured deposits and the so-called “too big
to fail” doctrine would be abolished in order
to introduce more market discipline. Mem-
ber institutions would be required to replen-
ish the insurance fund if it fell below 1.25
percent of insured deposits (Kovacevich
1995, BAI 1996).

Another approach to deposit insurance
privatization, involving more extensive
changes, would require every bank to enter
into a contract with a syndicate of voluntary
guarantors—largely other banks and
thrifts—that would guarantee the original
contractual terms of all deposits and most
other liabilities of the guaranteed institution
(Petri and Ely 1994, H.R. 4318, 104th Con-
gress). The guarantee contracts would be
written by a syndicate with the authority to
seize system members whose contracts
expired or had been cancelled. A “stop-loss”
rule would pass all of a guarantor’s loss
above a certain limit to its own guarantors,
in order to spread the burden widely and
eliminate the need for the federal govern-
ment’s full faith and credit guarantee. The

cross-guarantee proposal would eliminate
bank and thrift regulation by the FDIC, the
Federal Reserve, the Office of the Comptrol-
ler of the Currency, and the OTS, though it
would maintain a government backup fund
and would repeal many regulations, includ-
ing examination and reporting require-
ments.

Capacity and Credibility

A major concern with respect to these pro-
posals is that private systems may not have
the capacity to survive a sustained period of
catastrophic bank failures (Gorton 1994).
Compared to the federal government, pri-
vate plans have a more limited pool of
resources upon which they can draw. This is
an important weakness because bank fail-
ures tend to occur in waves, closely tied to
the performance of the economy. A private
insurance system, facing depletion of its
fund during a crisis, would need to be
replenished by the banking industry at the
very time when the industry could least
afford it. Bank panics would be more likely if
an insurer were not able to honor its obliga-
tions immediately. Moreover, in the event of
a private insurer’s failure, congressional
action to restore public confidence might
occur only after significant damage had been
done to the banking system. 

Closely related to the problem of capacity
is the question of credibility. For deposit
insurance to be effective in ensuring sys-
temic stability, depositors must have confi-
dence that the insurance plan can remain
viable in times of severe stress. It is generally
agreed that federal deposit insurance was
successful in maintaining stability in the
financial system throughout the banking cri-
sis of the 1980s, at least in part because
insured depositors knew that ample capac-
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ity existed and was available to make full
payment on their claims.

Confidence in a deposit insurance system
also is more likely if its basic operations are
generally understood by the insured. It can
be argued that proposals involving exten-
sive networks of guarantors may simply be
too complicated to inspire confidence. To the
extent that, operationally, these systems
would be opaque to the public, depositor
confidence could be undermined, especially
in periods of crisis. Another concern—par-
ticularly with respect to a cross-guarantee
system—is the potential for conflicts of inter-
est and collusion when participants are
responsible for insuring and monitoring
their competitors. This situation could be
especially problematic in connection with
the resolution of failing institutions, when
decisions affecting the failure or survival of a
bank might be made by direct competitors of
that institution.

Any assessment of the feasibility of a pri-
vatization plan should consider the experi-
ence of state deposit insurance systems in
the banking crisis of the 1980s and early
1990s. While 32 deposit insurance funds
were in operation as recently as 1982, only
six operate today. Most of the funds were
state sponsored, although the state did not
usually provide any financial guarantees to
the fund, and were typically mutual funds
with boards of directors drawn from the
insured institutions. Almost all of these
funds collapsed because of the failure of one
or more insured institutions. Although the
extent to which private deposit systems of
the past resemble current proposals should
not be exaggerated, the experience of the
1980s—particularly in Ohio and Maryland—
seems to support the argument that private
plans have difficulty handling waves of fail-
ures. This experience is generally consistent
with early evidence from state-sponsored
and private schemes, dating back to the

1800s, although some have argued that there
were isolated successes (Calomiris 1989).

Regulatory Burden

Proponents of privatization argue that
government regulations interfere with the
ability of institutions to function as financial
intermediaries and make it more difficult for
banks and thrifts to respond quickly to
changes in the financial services marketplace
(BAI 1996). Although the various proposals
to privatize deposit insurance differ from
one another with respect to some details, all
are intended to reduce the burden associated
with federal scrutiny. 

It is important to note, however, that gov-
ernment supervision—by the OCC, the Fed-
eral Reserve, and the states—predates the
federal deposit insurance system. Systemic
problems in the banking system can have
far-reaching consequences for the economy
as a whole: They can have a contractionary
effect on the money supply, disrupt the pay-
ments system, and interfere with the finan-
cial intermediary role of banks. These con-
cerns suggest that, even without a direct role
in deposit insurance, the government would
likely have a strong interest in ensuring that
the safety and soundness of banking institu-
tions and a comprehensive system of regula-
tion and supervision were maintained.

In addition, the problem of moral hazard
exists in any situation—including private
sector insurance schemes—in which insured
parties do not bear the full costs of adverse
outcomes. The federal government uses cap-
ital standards, examinations, and safety-
and-soundness regulations to reduce risk
arising from moral hazard. In the absence of
government involvement, private insurers
would almost certainly impose financial
standards, require adherence to best prac-
tices, and insist on access to management
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and any information necessary to evaluate
the condition of the institution.

“Too Big to Fail”

In resolving failed institutions prior to
1991, the FDIC operated under a statutory
cost test that generally permitted the FDIC to
select any resolution method that was
expected to be less costly to the insurance
fund than a liquidation of the failed institu-
tion.1 In practice, this test often gave the
FDIC latitude to resolve failures without
imposing losses on uninsured depositors.
Moreover, if the FDIC determined that a
bank’s services were essential to the commu-
nity in which the institution was located or if
the failure of the bank posed a risk to the
banking system, the FDIC had the authority
to set aside the cost test and resolve the insti-
tution without imposing losses on unin-
sured depositors and general creditors.
While in most pre-1991 cases institutions
were resolved with no loss to any deposi-
tors, those resolutions that resulted in losses
for uninsured depositors tended to involve
small institutions. As a result, the practice of
protecting uninsured depositors and general
creditors of large banks from loss in the
event of failure became known as “too big to
fail,” and was criticized for undermining
market discipline and being unfair to small
banks and their customers.

The least-cost provision of FDICIA,
designed to minimize the exposure of the
deposit insurance funds to losses from fail-
ing institutions, reduces the flexibility of the
FDIC by requiring failing banks to be
resolved at the lowest cost to the insurance
funds. This provision reduces the likelihood
that uninsured depositors will be protected

in a resolution because it requires the
acquirer to compensate the FDIC for the
additional cost of covering uninsured depos-
itors. Transactions that would protect unin-
sured depositors are thus at a considerable
cost disadvantage. However, FDICIA pro-
vides an exception to the least-cost rule in
cases that pose systemic risks. This exception
allows the FDIC to select a resolution
method that would not impose losses on
uninsured depositors and general creditors,
even if the estimated cost for such a resolu-
tion is greater than that of alternative resolu-
tion structures.

The inclusion in FDICIA of the systemic
risk exception has fueled criticism that the
legislation failed to strengthen adequately
the incentive for large depositors and other
creditors to exercise market discipline, and
preserved the apparent disparity in the reg-
ulatory treatment of large and small institu-
tions. Critics argue that as long as the excep-
tion can be invoked there will be a
temptation to follow the “too big to fail”
doctrine when resolving large institutions.

It can be argued, however, that FDICIA
made it less likely that a “too big to fail”
determination would be made in any cases
other than the clearly exceptional. First, the
language found in FDICIA is restrictive; the
Secretary of the Treasury—in consultation
with the President—must determine that
there would be “serious adverse effects on
economic conditions or financial stability.”
Such a decision could be undertaken only
after favorable written recommendations
from both the FDIC Board of Directors and
the Board of Governors of the Federal
Reserve System, with at least two-thirds of
the members of each body voting in favor of
the recommendation. FDICIA also requires
the FDIC to impose a special assessment on
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the industry to pay for any losses in excess of
the amount it would have cost using the
least-cost resolution structure. Taken
together, these measures pose a high stan-
dard, especially considering the scrutiny
that a “too big to fail” resolution would
likely receive.

In addition, some have argued that the
increased use of certain resolution tech-
niques mitigates some of the adverse conse-
quences associated with bank failures and
thereby reduces pressures that may lead to
systemic risk exceptions under FDICIA.
These techniques, which include the use of
bridge banks and “advance dividend” pay-
ments to uninsured claimants (based on the
estimated present value of proceeds from the
disposition of a failed bank’s assets), are
intended to maintain systemic stability with-
out increasing losses to the insurance funds. 

While these changes have not been tested
in adverse economic conditions, and most
failure resolutions in recent years have
involved small institutions, some evidence
does suggest that resolution practices are
increasingly guided by an approach that
promotes market discipline. In 1992—the
year following FDICIA’s enactment—66 out
of the total of 120 bank resolutions resulted
in uninsured depositors receiving less than
100 cents on each dollar above $100,000.
That was a substantially higher portion than
in 1991, when fewer than 20 percent of the
failures involved a loss for uninsured depos-
itors. Uninsured depositors at relatively
large banks such as First City Bancor-
poration of Houston, Texas and American
Savings Bank of White Plains, New York
were left unprotected in 1992. The trend con-
tinued in 1993, as uninsured depositors in 85
percent of the 41 resolved institutions were
left unprotected. Between 1994 and 1996, 17
out of the 24 resolutions resulted in losses
sustained by uninsured depositors. 

Some argue that, even without the statu-
tory exception to the least-cost provision, the
government would be unlikely to refrain
from extending protection to uninsured
depositors and other creditors if the Federal
Reserve, the FDIC, and the President deter-
mined that systemic stability would be oth-
erwise imperiled. This suggests that the
issue of government intervention to prevent
systemic problems transcends the deposit
insurance structure. If the failure of a private
firm were to threaten the stability of the U.S.
financial system—whether that firm was a
bank, a financial services company, or a com-
mercial entity—the decision to intervene
would likely be made at the highest levels of
the government. While FDICIA currently
ensures that such a decision cannot be made
independently by the FDIC Board, it can be
argued that “too big to fail” is not a deposit
insurance issue at all, but rather an economic
issue that can only be evaluated in the
broader context of public policy. An impor-
tant question is whether the deposit insur-
ance system is the appropriate vehicle for
implementing “too big to fail” determina-
tions.

Recent Reforms

A number of reform measures were
enacted following the 1980s banking crisis in
an attempt to increase the federal deposit
insurance system’s effectiveness in control-
ling moral hazard. While these measures
retained the essence of the system conceived
to protect small depositors and promote sys-
temic stability, they generally moved in the
direction of stronger regulatory and market
discipline on bank risk taking.

In addition to requiring the least-cost res-
olution for resolving failed institutions,
FDICIA required prompt corrective action
(PCA) for troubled institutions and also
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authorized the FDIC to implement a risk-
based premium system. Under PCA, the
appropriate regulator is required to take
increasingly severe corrective action as a
bank’s equity-to-capital ratio declines. The
sanctions begin with restrictions on deposit
gathering for institutions that are not well
capitalized and culminate in the closing of
institutions that are critically undercapital-
ized for a prescribed period. PCA was
designed to reduce moral hazard and to
enhance the ability of the insurance funds to
withstand the effects of severe stresses in the
banking industry.

In addition, the national depositor prefer-
ence provision in the Omnibus Recon-
ciliation Act of 1993 was enacted to establish
a uniform priority of claims on the assets of
failed institutions. In the absence of deposi-
tor preference, proceeds from the sale of a
failed bank’s assets would be distributed
among the FDIC (as subrogee for the insured
depositors it had already paid), uninsured
depositors, and other creditors. Under
depositor preference, all of a failed bank’s
depositors—both insured and uninsured—
have priority over nondepositors’ unsecured
claims. Liquidation proceeds thus are used
to satisfy FDIC and uninsured depositor
claims before other unsecured claimants
receive any payments.

Despite these deposit insurance reform
measures, proponents of more significant
change argue that the recently enacted fed-
eral reforms fail to address adequately the
effects of moral hazard. For example, some
criticize the PCA provision for not narrow-
ing sufficiently the FDIC’s discretion in han-
dling failing institutions; that, in fact, PCA
fails to require a significant change from the
practices already followed by federal regula-
tors (Gilbert 1992). In the view of these
observers, FDICIA does not increase ade-
quately the incentives for greater market dis-
cipline. 

Others have argued that moral hazard in
the deposit insurance system has indeed
been addressed to some extent by the reform
measures already enacted (Benston and
Kaufman 1997). Due to the robust condition
of the industry since these reforms were
implemented, however, their effectiveness
has not yet been tested. Banks have built
capital levels higher than at almost any time
in the past 60 years. Overall asset quality of
commercial banks is stronger than it has
been since 1982, when asset quality meas-
ures were added to bank financial reports.
Perhaps most importantly, bank failures
recently have been almost nonexistent—no
institutions failed between August 1996 and
November 1997, a period of 15 months, and
only one bank failure was recorded in 1997.
In short, the recent history of the banking
industry has been characterized by a com-
plete absence of the kind of stresses the
reform measures were designed to address.
In light of these conditions, it can be argued
that calls for major new reform measures
may be premature.
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Some people incorrectly believe that my
idea of deposit insurance reform is to
abolish deposit insurance. Let me make

my position perfectly clear. I am a strong
supporter of a deposit insurance system that
protects the unsophisticated depositor, those
with $100,000 or less in deposits, in case of
their bank’s failure. The FDIC insurance
fund should be capitalized adequately,
invested prudently, and banks assessed
appropriately to ensure that such depositors,
and only such depositors, are fully, 100 per-
cent, protected. This is, indeed, the founding
principle of FDIC insurance. The banking
industry is fully capable of creating and
maintaining such a fund without govern-
ment assistance or backing. I very strongly
support such a system. What I do want to
see abolished is the use of deposit insurance
funds to protect all comers under the con-
cept of too big to fail.

I commend the Federal Deposit Insurance
Corporation for hosting this forum today.
The subject is timely, and it is important. In
my opinion, deposit insurance reform is
essential if banks are to remain viable partic-
ipants in the new world of financial services.
In this new world banking is necessary.
Banks are not.

For the first time in our history, regulation
is not the factor that will determine the struc-
ture of the financial services marketplace.
Financial services modernization is being
driven by technology and by consumers’
passion for choice; information; advice; and
outstanding, efficient service when, where,
and how they want it. Financial moderniza-
tion will occur with or without deposit insur-
ance reform. Markets are too powerful and
money is too important to let a little thing
like deposit insurance stand in the way. If the
cost of the deposit insurance system is more
than its perceived benefit, people will trans-
act their financial business through less
costly channels and, over time, insured banks
simply will become irrelevant. The $1.2 tril-
lion in uninsured money market accounts
certainly has proved that.

The financial services delivery channel
that has resulted from the current deposit
insurance system cannot survive because it
costs too much. It costs too much because of
too big to fail. Too big to fail is at the root of
the problem with the current deposit insur-
ance system. The cost of too big to fail is
unpredictable and potentially huge. The dra-
conian potential of too big to fail deposit
insurance has led the government to seek to
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manage this exposure in the only way it
knows how—by regulation.

As a result, banks are subject to intense
and expensive safety and soundness regula-
tion. They are limited in the products they
may offer and in the affiliations they may
have. Regulation limits choices and opportu-
nities. Regulation slows things down, and it
is expensive. A recent McKinsey study found
that regulatory costs for the 100 largest bank
holding companies were $123 billion, 14 per-
cent of their noninterest expense. Without
these costs, the average efficiency ratio of
these companies would improve from 62.9
percent to 54.5 percent.

This kind of cost might be worth it if the
system it paid for worked, but it does not.
The savings and loan crisis proved that regu-
lation cannot manage too big to fail risk.
Indeed, deposit insurance exacerbated the
problem by eliminating market discipline as
a safety and soundness regulator. The public
fed the frenzy by providing funds at high
rates to S&L speculators, knowing that
depositors would suffer no loss if the specu-
lations failed. S&L managers knew that they
did not have to concern themselves with
imprudent risk-taking because their deposi-
tors would continue to provide funds that
would be protected no matter what. Too big
to fail deposit insurance put the incentives in
all the wrong places. Managers made high-
risk bets with other people’s money. The
other people’s money was not at risk because
of deposit insurance. The bettors lost the bets
and deposit insurance paid the bill. Regula-
tion watched from the sidelines, proving
itself unable to manage the risk.

The best protectors of safety and sound-
ness are market discipline and risk diversifi-
cation. A well-informed market will react to
excessive risk-taking much faster than a gov-
ernment bureaucracy ever can. Historically,
the safety and soundness of the banking
industry have been compromised by con-

centration of risks: geographic concentra-
tion, industry lending concentration, interest
rate concentration, and product concentra-
tion. Diversity of income streams and diver-
sity of risk-taking are fundamental to safety
and soundness, particularly in today’s finan-
cial services marketplace. It is the value of
diversification that convinces me that many
companies will be moving from narrowly
based banking to broadly based financial
services. In today’s environment, a regula-
tory paradigm that attempts to ensure safety
and soundness by limiting marketplace
choices will not work. Whether the market
or regulation is the more effective safety and
soundness regulator is the issue at the heart
of the deposit insurance reform debate.

The too big to fail deposit insurance sys-
tem doesn’t work for another reason. Propo-
nents of too big to fail deposit insurance
claim that it is necessary to protect the finan-
cial system from cataclysmic shock. The
problem with this view is that deposit insur-
ance does not cover the financial system. It
covers only a small part of the financial sys-
tem. If the cost of running the part of the sys-
tem deposit insurance covers is greater than
the cost of running the part of the system it
does not cover, business will continue to
move away from insured institutions to their
more efficient uninsured competitors. This
movement has been going on for some time.
In 1980, money market mutual funds were
23.28 percent of checkable deposits. At the
end of the first quarter of 1997, they were
more than 150 percent of checkable deposits.
Today, 80 percent of the financial system is
controlled by uninsured companies. In my
opinion, the pattern of movement of finan-
cial assets from banks to uninsured institu-
tions alone belies the claim that banks
receive a net subsidy from the safety net.

An insurance program that applies to just
one part of a system cannot protect the
whole system. Unless the cost of deposit-
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insurance-driven regulation decreases,
financial transactions will simply continue
their move to greener pastures outside the
insured system and deposit insurance will
be left without a system to insure.

The correct model for dealing with sys-
temic risk is not the current deposit insur-
ance model. If a systemic risk problem
should occur in spite of a disciplined, diver-
sified market, the government’s response
should be tailored to the particular crisis at
hand, and determined in the full light of
public debate. Witness, for example, the
Chrysler bailout and the Lockheed, Equity
Funding, and Drexel Burnham failures.
These are the models that should be used to
determine the public response to any sys-
temic risk problem. That each of these situa-
tions led to debate about a publicly funded
solution illustrates my point: The sources of
systemic failure that may require a public
response are not confined to banks. That the
system absorbed the shock of Drexel without
public assistance illustrates the further point
that the system can deal with the failure of a
huge financial services company without the
help of too big to fail deposit insurance.

An existing deposit insurance fund on
standby to bail out too big to fail institutions
is likely to be used simply because it is there,
whether or not it is really needed. Using a
preexisting fund to solve a potential prob-
lem is too easy. An existing fund creates the
illusion that the solution is free and the
temptation to spend the money without
questioning the wisdom of the expenditure
becomes irresistible.

On the other hand, linking the decision to
spend with the decision to appropriate the
money will lead to more disciplined decision
making and less costly decisions. In my
opinion, there has not been a bank failure
where sophisticated $100,000-and-over de-
positors should not have taken a loss just as
they do every day on their stocks, bonds,

and other investments. Let me repeat that. In
my opinion, there has not been a bank fail-
ure where sophisticated $100,000-and-over
depositors should not have taken a loss just
as they do every day on their stocks, bonds,
and other investments.

The most recent and most nefarious pur-
pose of the deposit insurance system is to
help balance the federal budget. Putting
deposit insurance on the federal budget is
like putting a four-year-old in charge of the
cookie jar; at the end of the day, it is unlikely
that there will be any cookies. Early in the
Clinton administration, there was talk of
using FDIC funds to capitalize community
investment banks and other social programs.
Recently, FDIC funds have been used to pay
the S&L FICO bonds. By this June, the FDIC
says Bank Insurance Fund reserves could
exceed required reserves by $4 billion. Are
the banks that supplied the money going to
get a refund? Not likely. As OTS director
Ellen Seidman said, “When they build up
and don’t get used, they begin to look like
honey pots. There are a lot of Pooh bears out
there.”

The unfortunate thing about having
deposit insurance on budget is that it makes
meaningful reform less likely. Instead of
focusing on the best way to promote efficient
and safe financial markets, the focus
becomes how to raise revenue and manage
the deficit. Discussion of these issues has no
place in the deposit insurance reform debate.

Three questions raised by the deposit
insurance reform debate require special
comment. The first is, Didn’t FDICIA do
enough? The second is, Will the public have
confidence in anything less than govern-
ment-sponsored too big to fail deposit insur-
ance? The third is, Government being gov-
ernment, would regulatory burden lessen
even if we did abolish too big to fail deposit
insurance?
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First, didn’t FDICIA do enough? FDICIA
made important improvements. It estab-
lished prompt corrective action requiring
regulators to deal with failing institutions
more quickly, and it required regulators to
use least cost resolution in liquidating failed
banks. These FDICIA reforms took their cue
from the marketplace. In a disciplined mar-
ket, prompt corrective action and least cost
resolution just happen—automatically and
without regulatory intervention. In my opin-
ion, the market will always do a better job
than regulation that tries to emulate the mar-
ket. Further, FDICIA did not eliminate too
big to fail. The ability to use deposit insur-
ance funds to save too big to fail institutions
is the great weakness of the deposit insur-
ance system, and FDICIA continues this
weakness.

The second question is, Will the public
have confidence in anything less than gov-
ernment-sponsored too big to fail deposit
insurance? Proponents of the current system
point out that we are living in good times,
and ask how will people feel if we encounter
a period of bank failures? Evidence suggests
that even highly liquid financial assets do
not rush to government protected too big to
fail banks in times of crisis. The 5-year
period with the largest number of bank fail-
ures during the last 20 years was the period
1986 through 1990, when there were 945
bank failures. This compares with 67 com-
mercial bank failures during the last 5 years.
During all but one of the 1986 to 1990 years
uninsured money market mutual funds for
the personal sector grew at a faster rate than
checkable deposits. People did not rush to
insured banks.

It is my opinion that in times of crisis liq-
uid financial assets will move to higher qual-
ity institutions. Without too big to fail
deposit insurance, this movement will be
more efficient than it would be today
because a market without too big to fail

deposit insurance will be more vigilant in
identifying weak institutions.

The third question is, Would regulatory
burden lessen for banks even if deposit
insurance is reformed to eliminate too big to
fail? This is a tough question to answer in a
country where more paper probably has
been used in complying with the Paperwork
Reduction Act than has been saved because
of it. I offer an observation and, being an
optimist, a suggestion. The observation is
that financial services companies not cov-
ered by too big to fail deposit insurance are
subject to less intrusive and less costly regu-
lation than those that are. The suggestion is
that we should try it. If we don’t, the mar-
ketplace will continue to do its work, and an
important segment of the financial services
industry will be smothered—ironically,
under the weight of the shield that is
intended to protect it.

We should not ask too much of the deposit
insurance system because it can’t deliver. It
cannot deliver protection against systemic
risk because systemic risk will simply move
to less regulated sectors. Supervision
intended to protect the deposit insurance
system by imposing safety and soundness
regulation on insured institutions cannot
deliver safety and soundness, because
supervision creates a level of moral hazard
risk that has the opposite of its intended
effect and encourages imprudent risk taking.
Recent history has shown that regulation
alone cannot manage risk. Market discipline
is a more effective safety and soundness reg-
ulator than rules can ever be.

Deposit insurance should serve the lim-
ited and achievable goal of protecting small
savers against loss. Today, that is defined as
protecting depositors with $100,000 or less in
deposits. That’s it. It should give consumers
a storage place for liquid assets that is as risk
free as a Treasury bill. This should be its only
purpose. In my opinion, this level of protec-
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tion can be provided by the banking indus-
try itself without government support. It can
be provided without the cost of expensive
regulation. Indeed, it can be provided by
proper investment of today’s $28-billion
fund such that banks will never have to pay
another cent into the fund. It can be pro-
vided without banks being forced to march
to the heavy drumbeat of special regulatory
burden and public service CRA obligations,
while their money market and mutual fund
competitors dance to the music of the mar-
ketplace.

I strongly believe that the allocation of
financial transactions among providers
should be left to the marketplace. An effi-
cient market will champion safety and
soundness. True systemic breakdowns can-
not be prevented by micromanaging the
activities of selected financial services com-
panies. If a systemic breakdown occurs in
any industry, it should be dealt with by the
government on the basis of its particular
facts.
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Iwant to thank Chairman Hove and the
FDIC for the opportunity to speak today
on privatizing banking regulation and its

attendant deposit insurance and systemic
risks. Privatization would be accomplished
by statutorily delegating to a new private-
sector marketplace the full responsibility for
ensuring the prudent operation of individ-
ual depository institutions. Legislation to
privatize today’s cross-guarantee system
has been introduced by Representative Tom
Petri (R-WI).1

A fundamental aspect of privatized cross-
guarantees is that they will be optional for
individual banks and thrifts. That is, enact-
ment of the Petri legislation will not trigger
a forced, mass shift of FDIC-insured banks
and thrifts into the cross-guarantee system.
Instead, once the system launches under the
circumstances discussed below, participa-
tion in the system will be entirely voluntary.

The heart of this regulatory delegation is
the cross-guarantee contract. Figure 1 illus-
trates the four parties to each such contract:
the guaranteed institution; its direct guaran-
tors, called the cross-guarantee syndicate; an
independent firm, called a syndicate agent,

which monitors the guaranteed institution’s
compliance with its cross-guarantee con-
tract; and a government agency charged
with enforcing certain risk-dispersion rules
applicable to each contract.

Each bank and thrift that elects to become
a guaranteed depository institution will
have its own cross-guarantee contract, which
will be the product of a negotiation between
it and those direct guarantors (largely other
banks and thrifts) who voluntarily agree to
guarantee the specified liabilities of that
institution under the terms of the negotiated
contract. This volunteerism, an essential fea-
ture of any marketplace, is absent in today’s
cross-guarantee system since every bank and
thrift, through deposit insurance assess-
ments, effectively guarantees every other
bank and thrift. In effect, privatizing cross-
guarantees is comparable to a country shift-
ing from an army of sullen conscripts to a
professional army of gung-ho volunteers.

A key provision in each cross-guarantee
contract will be the negotiated, risk-sensi-
tive formula for calculating the cross-guar-
antee premium that the guaranteed institu-
tion will pay to its direct guarantors.
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Premium formulas developed within the
cross-guarantee marketplace undoubtedly
will be based on leading indicators of bank-
ing risk, specifically internal risks, such as
risk mismatches, rapid growth, and poor
internal controls, as well as external risks,
notably excessive credit exposure to emerg-
ing speculative bubbles. Basing premiums
on leading indicators of risk also will com-
pensate guarantors in advance of any losses
they may incur, thus undermining any
rationale for using taxpayer funds to protect
guarantors facing large losses.

Because banking risk changes constantly,
cross-guarantee premium rates will be recal-
culated frequently. A bank’s capital effec-
tively serves as an insurance deductible, so a
bank’s premium rate will increase as its risk-
iness rises, unless the bank’s capital rises

sufficiently to offset the higher risk to guar-
antors. The reverse also will be true.

While cross-guarantee premiums will be
the primary deterrent to unwise risk taking
by banks, cross-guarantee contracts will con-
tain other provisions designed to ensure the
guaranteed bank’s sound operation. These
provisions, and not statutes or one-size-
must-fit-all regulations, will define what a
bank can and cannot do. Through the negoti-
ation process, an individual bank or thrift
will be able to effectively tailor its regulatory
strictures to the business strategy it has
selected; today, regulation drives business
strategy, which leads to herd effects within
banking and to periodic financial crises.
Cross-guarantee contracts also will specify
the conditions under which a syndicate can
step in and take action if the institution that it
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Figure 1. The Parties to a 100% Cross-Guarantee Contract



has guaranteed is sliding into serious trou-
ble, further lessening herd effects. Therefore,
in addition to reducing systemic risk, con-
tractually tailored regulation will lead to a
much more efficient banking industry.

The parties to a cross-guarantee contract
will designate a syndicate agent firm to
ensure compliance with the contract, which
it will do through direct, ongoing access to
nonpublic data about the institution. In
effect, syndicate agent personnel will replace
government safety-and-soundness regula-
tors. There will be numerous syndicate
agents, which will introduce competition
into the regulatory business without creating
the competition in laxity sometimes found in
government regulation. Whereas govern-
ment regulators tend to favor their regula-
tees, the designated syndicate agent under a
cross-guarantee contract will carefully bal-
ance the interests of both the guaranteed
institution and its guarantors since it can be
fired by either side. For competitive reasons,
syndicate agents will have to diligently pro-
tect the competitive secrets of guaranteed
institutions, something government regula-
tors apparently do not fear, according to a
recent news report.2 If syndicate agent firms
do not perform satisfactorily, they will go
out of business and their personnel will be
unemployed; this is not a concern of govern-
ment regulators.

In order to ensure systemic stability by
eliminating the incentive to run, each cross-
guarantee contract will explicitly protect all
depositors as well as all other funding-type
creditors, except stockholders and subordi-
nated debt, from any loss for any reason.
Therefore, as Figure 2 illustrates, all insol-
vency risk now borne by depositors and

other unsecured general creditors, except
nonfunding obligations,3 will be shifted to
the direct guarantors of the guaranteed insti-
tution. In effect, the concept of guarantor
discipline is substituted for the notion of
depositor discipline, which is of dubious
efficacy for too big to fail banks. As a bonus,
this shift to guarantor discipline will bring
all guaranteed institutions an AAA credit
rating, which will greatly enhance their com-
petitiveness.

The federal government’s role in a priva-
tized cross-guarantee system is limited to
enforcing four risk dispersion rules designed
not to prevent the failure of individual insti-
tutions—that is a private-sector responsibil-
ity—but solely to ensure that losses from
individual failures are contained entirely
within the universe of private-sector guaran-
tors, thereby not falling upon depositors or
taxpayers. These rules have been designed to
handle banking problems far worse than
those experienced during the Great Depres-
sion. Table 1 summarizes these risk-disper-
sion rules; I will not discuss them further.

Four other features of privatized cross-
guarantees are worth noting. First, in order
to broaden the cross-guarantee system’s cap-
ital base, the Petri bill authorizes “nonde-
pository” guarantors, or NDGs. NDGs can
be any person or entity with a net worth of
at least $100 million which has first obtained
a “stop-loss” contract that guarantees the
NDG’s cross-guarantee obligations.

Second, the bill keeps FDIC insurance in
place so that banks and thrifts can continue
displaying the FDIC sticker. Further, this
insurance will be backstopped by a new
FDIC-administered fund, called the Back-Up
Fund, or BUF, which will be funded by shift-
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other liabilities not unique to banking organizations.



ing monies to it from the BIF and SAIF as
banks and thrifts obtain cross-guarantee con-
tracts. However, because the entire cross-

guarantee system will stand behind every
guaranteed obligation, including deposits
also insured by the BUF, the BUF will never
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pay a loss unless the entire cross-guarantee
system collapses after a disaster far worse
than the Great Depression. In that event,
though, it will be highly problematic if the
federal government could meet its deposit
insurance obligations. Since the BUF will suf-
fer no losses, it will collect no premiums.

Guaranteed banks and thrifts will display
a second sticker which will state that all
deposits are fully guaranteed under an
approved cross-guarantee contract. Eventu-
ally, the new sticker will gain the public trust
now attributed to the FDIC sticker, thereby
eliminating the need for the FDIC sticker
and the BUF.

The third feature is the market-driven tran-
sition to privatized cross-guarantees. Briefly,
the privatization process will be subject to
two market tests. First, privatization will not
launch until at least 250 banks and thrifts
with at least $500 billion of assets have vol-
untarily obtained approved cross-guarantee
contracts. Thereafter, individual banks and
thrifts will have the option of deciding
whether to switch. Switching, though, is
strictly a one-way street; once a bank or thrift
becomes a guaranteed institution, it cannot,
for obvious moral hazard reasons, revert to a
federally regulated institution.

The switching option will exist as long as
government regulation and the FDIC can
pass a second market test—at least 10 per-
cent of the nation’s banks and thrifts or insti-
tutions holding at least 10 percent of all U.S.
banking assets elect to remain in the present
system. However, if the government’s mar-
ket share drops below 10 percent, then the
remaining institutions will have two years to
obtain a cross-guarantee contract or be
deemed failed institutions.

Fourth, the Petri cross-guarantee legisla-
tion, as introduced, authorizes the cross-
guarantee concept only for FDIC-insured
banks and thrifts. However, with just a few
definitional changes, the cross-guarantee
concept can be expanded to encompass any
type of financial services provider, specifi-
cally securities firms, insurance companies,
and managers of financial assets. Further,
the Petri bill gives cross-guarantee contracts
global applicability. Hence, the cross-guar-
antee concept provides a way, and perhaps
the only way, to satisfactorily address the
safety net concerns arising from an increas-
ingly integrated and globalized financial
services industry.

Table 2 illustrates something that should
be quite evident by now—the many similari-
ties between the present regulatory/deposit
insurance system and a privatized system of
cross-guarantees. However, as the bullet
points note, there are some important differ-
ences, too. Time does not permit further dis-
cussion of this table—please review it at your
convenience.

Five specific factors that make a privatized
cross-guarantee system much more attractive
than the present regulatory system warrant
some discussion. First, privatization will
eliminate “regulatory moral hazard,”4 which
arises when regulators do not utilize in a
timely manner their unique access to non-
public information about their regulatees to
discipline them or close a failing bank before
it becomes insolvent. The S&L debacle of the
1980s and the more recent Asian banking cri-
sis amply demonstrate the dangers of regula-
tory moral hazard.

Second, the Petri legislation incorporates
even stronger taxpayer protection than

Bert Ely

4The concept of regulatory moral hazard is explained in a paper titled “Regulatory Moral Hazard: The Real Moral
Hazard in Federal Deposit Insurance” which the author presented at the 1997 meeting of the Southern Finance
Association, November 22, 1997. This paper can be accessed at http://www.cais.com/ely/
sfa1197.pdf.
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FIRREA5 and FDICIA6 currently provide,
for two reasons. One, the inclusion of NDGs
in a privatized cross-guarantee system will
broaden the capital base over which insol-
vency losses can be spread. Two, because
guarantors will not be a source of funding
for guaranteed institutions, politicians will
not fear a bank liquidity crisis if they do not
bail out the guarantors.

Third, the Petri cross-guarantee bill enthu-
siastically embraces for all banks the under-
lying concept of too big to fail, which is that
depositors should not suffer when a bank
fails even if the institution disappears, its
stockholders are wiped out, and its employ-
ees lose their jobs. Too big to fail is a political
reality of the industrialized world—as we
have seen time and again, most recently in
Asia—and properly so, because no matter
how fast regulators act to close an insolvent
or possibly insolvent institution, the
smartest, most savvy, and best-connected
depositors will flee soon enough and far
enough to avoid any loss. That reality
ensures systemic instability if a large institu-
tion is shut down or if only its protected lia-
bilities are transferred to another institution.
Politicians therefore recognize that too big to
fail is a very wise policy, not only to ensure
systemic stability, but also because the
underlying cause of banking failures has
been government regulatory failure. 

Fourth, the opportunity to switch to the pri-
vatized cross-guarantee system should be very
attractive to banks and thrifts for many rea-
sons, including those cited above. Privatiza-
tion should be especially attractive to commu-
nity banks, in part because cross-guarantee

contracts will end the too big to fail discrimi-
nation that community banks now face. How-
ever, as I noted above, privatizing cross-guar-
antees will not occur unless a sufficient
number of banks and thrifts voluntarily obtain
cross-guarantee contracts. Hence, if privatiza-
tion does not have the appeal that I believe it
does, it will never occur, despite enactment of
the Petri bill.

Fifth, the private competitive marketplace
for cross-guarantees created by the Petri leg-
islation will outperform a government
monopoly or even competing government
regulators. Specifically, markets can differen-
tiate much better in tailoring a product or
service to a customer’s needs than can gov-
ernment agencies, which must operate under
one-size-must-fit-all rules. Also, markets can
much more effectively use the pricing mecha-
nism to deter unwise risk taking by banks.

In closing, just ask yourself who, as a tax-
payer, would you rather have protecting
your desire for a sound banking system—
government regulators with their incentives
or private parties who have put their own
capital at risk and therefore have a powerful
financial incentive to do a good job?

A recent Treasury Department report,
“American Finance for the 21st Century,”
observed quite accurately why banking reg-
ulation must rely much more on market
mechanisms: “Markets tend to be less for-
giving than regulators, who may be more
willing to give a troubled institution time to
work through its problems.”7 Privatizing the
existing cross-guarantee system will provide
the banking system with that much needed
market-driven regulation.

Reform Proposals: Examining the Role of the Federal Government

4The concept of regulatory moral hazard is explained in a paper titled “Regulatory Moral Hazard: The Real Moral
Hazard in Federal Deposit Insurance” which the author presented at the 1997 meeting of the Southern Finance
Association, November 22, 1997. This paper can be accessed at http://www.cais.com/ely/sfa1197.pdf.
5Financial Institutions Reform, Recovery, and Enforcement Act of 1989.
6Federal Deposit Insurance Corporation Improvement Act of 1991.
7Robert E. Litan, with Jonathan Rauch, “American Finance for the 21st Century.” The United States Department
of the Treasury, November 17, 1997, p. 118. This report (inexplicably minus page numbering) can be accessed at
http://www.treas.gov/whatsnew/amfin.pdf.



Rule No. 1 (The Cardinal Rule)

Every guarantor must itself be guaranteed
at all times by other guarantors with regard
to all of its cross-guarantee obligations.

Rule No. 2

Every cross-guarantee contract (for guar-
anteed depository institutions) and stop-loss
contract (for nondepository guarantors)
must have a minimum number of direct and
second-tier guarantors, with no direct guar-
antor assuming more than a specified share
of the risk under the contract. For example, a
bank with more than $10 billion of assets
must have at least 100 direct guarantors, no
one of which can assume more than 1 per-
cent of the bank’s cross-guarantee risk. Fur-
ther, the direct guarantors of the bank must
themselves have at least 250 unique guaran-
tors (second-tier guarantors of the guaran-
teed bank), some of whom also can be direct
guarantors of the bank.

Rule No. 3

Each guarantor is subject to two cross-
guarantee premium limitations:

● In the aggregate, a guarantor cannot earn
in any 12-month period cross-guarantee
and stop-loss premium income exceeding
percent of its net worth. For a guarantor
which is a guaranteed depository institu-

tion, net worth is defined in its cross-guar-
antee contract. For a nondepository guar-
antor, net worth is defined under gener-
ally accepted accounting principles.

● For any one contract, a guarantor cannot
earn in any 12-month period cross-guar-
antee or stop-loss premium income
exceeding 3 percent of its aggregate pre-
mium limit for that period.

Rule No. 4

Each guarantor is subject to a uniform,
mandatory stop-loss rule which provides
that a guarantor will pass through to its own
direct guarantors all cross-guarantee and
stop-loss losses that it accrues in any 12-
month period that exceed five times the
amount of cross-guarantee and stop-loss
premium income that it accrued in that 12-
month period. Since, therefore, losses in any
12-month period cannot exceed 15 percent of
a guarantor’s net worth—less than one
year’s earnings—no guarantor should ever
fail by virtue of being a guarantor.
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Present Regulatory/Deposit Insurance
System

Regulatory philosophy
Government regulates individual institutions, with 

backup marketplace discipline to ensure systemic 
stability

Regulatory framework
Statutes, regulations govern bank activities
Competition in laxity
Regulation shapes business strategy

Regulatory personnel
Government employees
Regulators do not suffer personally if high losses 

occur

Risk-sensitive premiums
Based on lagging indicators of risk
Premium spread is too narrow

Market discipline
Uninsured depositors expected to run from troubled 

banks if regulators fail to act

Banks, thrifts insure deposits
Every bank must guarantee every other bank
Deposits insured to $100,000

Too big to fail
For big banks only
Ex post TBTF assessments under systemic risk

exception provision of FDICIA
Unfair to “too small to save” banks

FDIC sticker on the door
No additional guarantees

Deposit insurance funds
BIF and SAIF

Taxpayer risk
Banking capital only protection

Cross-Guarantee (C-G) Concept

Regulatory philosophy
Regulation of individual institutions delegated to

C-G system; government enforces risk-dispersion 
rules

Regulatory framework
C-G contracts govern bank activities
Competition in excellence
Business strategy shapes regulation

Regulatory personnel
Private-sector syndicate agents (SAs)
SAs go bankrupt; SA personnel lose jobs if high 

losses occur

Risk-sensitive premiums
Based on leading indicators of risk
Market-determined premium spread

Market discipline
Risk-sensitive premiums; monitoring by SAs;

financial interest of guarantors

Banks, thrifts guarantee deposits
Voluntary guarantee bank-by-bank
All deposits fully guaranteed

Too big to fail
For all banks and thrifts
Ex ante C-G premiums buy protection for all

deposits, which effectively provides TBTF
protection for all banks and thrifts, eliminating
need for depositor discipline

FDIC sticker on the door
Second sticker on the door notes existence of C-G

contract that protects all deposits

Deposit insurance fund
BUF (Back-Up Fund)

Taxpayer risk
Capital of all guarantors
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Iwould like to thank my old friend and
colleague Skip Hove for inviting me to
participate in today’s conference on

deposit insurance. We regard the issues
being addressed here as very important to
AARP members. According to the Federal
Reserve’s most recent Survey of Consumer
Finances, households with heads aged 50
and over are more likely to have federally
insured accounts than younger house-
holds—and the median value of their
accounts is higher.

We at AARP are examining carefully all
legislative proposals relating to financial
modernization, and we will work vigorously
to ensure the interests of consumers are fully
addressed in any and all efforts to modern-
ize our finance industry.

We appreciate the potential that a mod-
ernized financial services industry may offer
in the way of new and useful products, as
well as in additional cost savings to the con-
sumer. As the industry changes, however,
we believe it is critical that measures be
taken to ensure the fundamental safety and
soundness of traditional banking activities.
Among these measures are preserving the
federal responsibilities for deposit insurance
and regulatory oversight.

Social Security is considered by many the
most important and most enduring legacy of
President Franklin Delano Roosevelt. Per-
haps as important to the peace of mind and
financial security of the American people
has been another of FDR’s legacies—the
Federal Deposit Insurance Corporation.

We would do well to recall what we
faced—in my living memory and in the liv-
ing memories of many AARP members—
when there was no FDIC. Between the stock
market crash of October 1929, and March
1933 when President Roosevelt took office,
more than 9,000 banks failed. The life sav-
ings of untold thousands of families were
lost forever. Our nation’s financial system
was near collapse.

Since the FDIC guarantee of bank deposits
took effect on January 1, 1934—64 years ago—
not one depositor has lost a cent of insured
funds. We cannot afford to underestimate the
strength of that record of success, nor the
enormous reservoir of trust and confidence it
has inspired. As Roosevelt said in his very first
“fireside chat,” “There is an element in … our
financial system more important than cur-
rency, more important than gold, and that is
the confidence of the people.”

We recognize the importance of assessing
the effectiveness and strength of our deposit
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insurance system, along with that of our
financial system as a whole. But we cannot
support reform proposals that do not adhere
to what we view as basic and fundamental
principles of consumer protection such as
safety, information disclosure, and access.

Consumers should be able to purchase
goods and services that are safe and carry
appropriate warnings if they put the con-
sumer at risk. Safety of deposits—and
equally important, public perception of the
safety of deposits—are clearly the most vital
components of public confidence in our
financial system. Available survey data, as
well as common sense, suggest strongly that
in today’s rapidly changing, complex, and
intimidating financial services environment,
anything other than deposit insurance
backed by “the full faith and credit” of the
United States government would not be
accepted favorably by the American people
and might seriously erode public confidence.

We believe Congress should reexamine
the impact of the “too big to fail” policy.
Depositors in both large and small institu-
tions must be provided with comparable
deposit insurance protection. Consumer
accounts should not be subjected to severe
restrictions on federal deposit insurance. A
fair deposit insurance ceiling must take into
account the fact that many older consumers
rely upon current deposit insurance levels to
protect their savings. A fair insurance ceiling
must also consider individual needs such as
a reasonable number of accounts, and major
events such as life insurance payments; sale
of a home, farm, or business; and lump-sum
pension payments.

Depositors’ funds must be protected from
risk. Congress must not allow banks to
engage in high-risk activities such as under-
writing insurance and securities with feder-
ally insured assets. Even for less risky activi-
ties—and before any elimination or easing of
current restrictions is approved—Congress

must first require regulatory mechanisms
that, to repeat, ensure the fundamental safety
and soundness of traditional banking prac-
tices. Insured activities must be clearly sepa-
rated from uninsured activities, and the dif-
ference must be made clear to the consumer.

A second basic principle for consumer pro-
tection is information disclosure. The mar-
ketplace must make available to consumers
complete and accurate information regarding
the goods and services they purchase. The
deposit insurance status of all products sold
by financial service providers should be
clearly and conspicuously identified.

By offering investment vehicles such as
mutual funds and annuities on their prem-
ises, banks have provided greater conven-
ience to many consumers and easier access
for such products. But such arrangements
also contribute to greater confusion and
allow greater potential for abuse. According
to a survey of bank customers by AARP and
the North American Securities Administra-
tors Association, fewer than one in five sur-
veyed understood that government bonds,
mutual funds, and annuities are not insured
by the FDIC. Over three-fourths of these cus-
tomers did not realize that stocks sold in
banks are uninsured.

Consumers should be provided with dis-
closures about a financial institution’s health
as well as with information detailing con-
sumer rights in the event an institution fails
and is taken over by regulators. The financial
services industry’s blanket exemption from
the Freedom of Information Act should be
abolished—although consumer privacy
regarding their accounts must not be com-
promised.

A third principle is access. We will make
every effort to ensure that, under any mod-
ernization plan, all financial providers who
avail themselves of new authority must
ensure access to basic deposit and credit
services. Financial institutions should be
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required to provide a minimum level of
banking services to individuals such as basic
savings or checking accounts.

These institutions should be required to
offer small minimum balances for opening
and maintaining an account; and a set num-
ber of free transactions, including checking
and automatic teller activities. In addition,
they should be required to offer reasonable
charges beyond the number of allowable
free transactions, charges for other services
that meet reasonable standards, and an easy-

to-understand monthly statement detailing
account activity.

In closing, let me say that the FDIC repre-
sents precisely what a government program
should be—one that not only has accom-
plished what it was designed to do, but has
become for many a symbol of the very
strength and safety of our nation. The cur-
rent role of the federal government in pro-
tecting depositors must be preserved and
strengthened.

Thank you. 

Helen Boosalis



Iwould like to thank the FDIC for inviting
me to participate in this conference on
deposit insurance. The issues for this

panel are the following:

1. Whether a private deposit insurance sys-
tem can maintain financial stability and
depositor confidence during periods of
financial stress, and whether the public
will accept less than a full federal guaran-
tee of insured deposits.

2. Whether elimination of a federal role in
deposit insurance would significantly
reduce regulatory burden.

3. Whether “too big to fail” can be elimi-
nated.

4. Whether additional major reforms to the
current system should be initiated before
the reforms of FIRREA and FDICIA have
been tested.

Based on history, government responsibil-
ity, fairness, and plain old common sense,
my answer to each of these questions is,
“No.” Let’s look at each issue in turn.

Privatizing Deposit Insurance

The full faith and credit of the federal gov-
ernment are essential to an effective deposit
insurance system, both to bring long-term
stability to the banking system and to ensure
depositor confidence in the system. Just look
at the dismal history of private and state-
sponsored deposit insurance funds. Remem-
ber the Rhode Island, Maryland and Ohio
crises? When there were runs on banks in
those states, the funds collapsed and depos-
itors were left in the lurch.

To prevent a banking panic, depositors
must have confidence in the insurance plan.
As former FDIC chairman Ricki Helfer often
pointed out, the public relies on the guaran-
tee of the federal deposit insurance system.
There is no evidence that depositors would
accept anything less.

Contrary to the views of others on this
panel, my view is that federal deposit insur-
ance remains important to the American
public. In a 1989 American Banker survey, 95
percent of respondents said federal deposit
insurance was important. In 1989, banks
were experiencing hard times. But even
when conditions vastly improved, the statis-
tics stayed the same. In 1994, 94 percent of
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respondents to a Gallup survey reported fed-
eral deposit insurance is important to them.

The limited resources of private plans can-
not compare to the unlimited resources and
credibility of the federal government. Pri-
vate plans may be able to handle isolated
failures, but they cannot handle a crisis or a
catastrophe. Remember: bank failures come
in waves. The system is effective only if it
can stem panic in a crisis, thereby assuring
stability. Private systems cannot do this.

All we need to do is to look at the thrift cri-
sis to recognize how important the guaran-
tee is to the American public. We relearned
the lesson during the thrift crisis, as Japan is
learning the lesson today. Clearly, there is no
FDIC fund without a government guarantee.
The American consumer will not stand for it
and should not be expected to give up fed-
eral protection for no reason.

Federal Supervision Would Continue Even
Without Deposit Insurance 

The argument that eliminating the federal
role in deposit insurance will reduce regula-
tory burden is a red herring. When Bill Tay-
lor—a career regulator and an extremely
straightforward, honest, and intelligent
man—was FDIC chairman, he spoke to the
New York Bankers Association at the Waldorf
Astoria in front of 100 to 150 bankers. I asked
him then if regulation would disappear when
FDIC insurance (or the government guaran-
tee) disappeared. His reaction was classic—
he smiled as if to say “Don’t be silly,” and he
responded with a very firm “No.”

Deposit insurance is not solely responsible
for bank regulation and supervision. Even
without deposit insurance, the federal gov-
ernment would have a vital interest in bank
safety and soundness, to ensure the viability
of the financial system and economy. Non-
safety and soundness regulation—the many

consumer compliance regulations—would
continue. Moreover, the banking system’s
key role as the primary provider of payment
services, including clearing and settling,
ensures that the industry will always be reg-
ulated. 

A major debate will soon begin in the Con-
gress over the U. S. contribution to IMF
funding to stabilize Asia. In order to benefit
us all, the plan would also rescue loans
made by multinational banks, including
large U.S. banks, from default. There are U.S.
taxpayer funds at play like there have never
been U. S. taxpayer funds in play with the
FDIC. This directly leads to the regulation—
and perhaps more intensive regulation—of
our largest banks.

A system of private insurance wouldn’t
reduce regulatory burden. With private
insurance, you just have a new regulator,
because private insurers would want super-
vision and examination rights. This regula-
tion would come on top of any from already
existing federal and state bank regulators
with chartering authority.

Finally, I note that under some reform pro-
posals, large institutions with complex activ-
ities would give up deposit insurance in
return for enhanced powers and reduced
regulation, while traditional banks would
remain subject to regulation. This is contrary
to the lesson we should have learned from
the S&L crisis: that new powers must be
accompanied by enhanced regulation, other-
wise new risks to safety and soundness are
created. These concerns are spelled out in
the FDIC’s just-released study on the history
of the eighties. The banks that would be out
from under the regulatory burden would be
the very institutions likely to be too big to
fail. They would have de facto coverage
without attendant regulation. Meanwhile,
ironically, small, noncomplex community
banks that pose no systemic risk and must
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compete with these large complex entities
would be subject to regulation.

Too Big to Fail Cannot Be Eliminated

The contention that too big to fail can be
eliminated is a fallacy and a self-serving
delusion of large banks. Governments will
always intervene when faced with the
prospect of systemic risk. Look at Asia today.
Our best information is that all large deposi-
tors at large Japanese banks will be made
whole even if this requires a taxpayer
bailout. In Indonesia this week, the decision
was made to protect all bank depositors. No
developed industrial nation in modern his-
tory has allowed its large banks to fail and
the U.S. will be no exception.

A mandatory haircut for uninsured depos-
itors in large banks, as proposed by Gary
Stern of the Minneapolis Fed, is unworkable.
Although it injects more market discipline, it
also increases the potential for systemic risk
and undermines the FDIC’s ability to act
quickly and decisively to maintain stability
and prevent panic. The Bank of New Eng-
land experience in 1991 is a case in point.
Frantic depositors pulled nearly $1 billion
out of the bank in two days. Yet, as soon as
the FDIC stepped in, the panic subsided.
Because of federal deposit insurance, the
panic did not spread to other banks. If unin-
sured depositors at too big to fail banks can
expect to lose only 20 percent of their money,
they will still flee, increasing the potential
for systemic risk and increasing the potential
loss to the FDIC fund.

Saying that Congress should have to vote
to bail out a too big to fail bank, à la Chrysler,
is not the answer. You cannot have a run on
Chrysler as you can on a bank where depos-
itors have an immediate right to withdraw
their money. When a bank is involved, Con-
gress cannot act quickly enough to be effec-
tive.

Market Discipline in the System and
Additional Major Reforms

We have heard already and will hear
much more today about the need for more
market discipline in the banking system to
reduce moral hazard. The FIRREA and
FDICIA reforms have already imposed more
market discipline on those best able to make
sophisticated judgments about the health
and strength of a bank—large depositors,
creditors and shareholders. Risk-based capi-
tal, higher capital standards, risk-related
premiums and prompt corrective action give
shareholders greater incentive to curb exces-
sive risk taking. And uninsured depositors
are no longer routinely made whole when a
bank fails. The least cost resolution test
ensures that large depositors and creditors
are at risk for losses and imposes market dis-
cipline. And under the current systemic risk
exception in FDICIA, too big to fail cannot
be invoked lightly, nor at the sole discretion
of the FDIC.

The challenge is to balance reducing moral
hazard with the need to provide stability to
the banking system. But stability must come
before market discipline.

These FIRREA and FDICIA reforms have
yet to be tested in troubled times or on a siz-
able failing bank. The systemic risk mecha-
nism has yet to be invoked. Additional major
reforms are premature. Let’s give the exist-
ing reforms a chance to work before we
make irresponsible changes.

The reform proposals on the table are anti-
consumer and anti-community bank.
Remember that deposit insurance has more
than one purpose. It is not designed just to
protect small depositors. It also promotes
stability in the banking system generally.
And it ensures deposit flows to community
banks so that Main Street America will have
access to credit. The reform proposals are not
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justified in terms of the ability of the FDIC to
deal with a serious banking crisis.

It’s hard for me to believe that anyone in
the banking industry would consider further
reform of a system that has been so success-
ful, has repaired itself so quickly, and pro-

vides so much protection to its customers. If
anything, the only reform we should be con-
sidering is increasing deposit insurance lev-
els to keep up with inflation. Why are we
trying to fix a system that has served us so
well?
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Well, my academic colleagues actu-
ally know me in some respects as
Dr. Frankenstein. As you recall, Dr.

Frankenstein created a monster. Well, about
15 years ago I was at a meeting similar to this
and I met somebody who was working in
insurance, and I got him interested in the
banking system, and that was Bert Ely. So, he
is my monster. I apologize. He has been very
good. In fact, Bert’s system, which many of
us have read multiple times and heard more
times than we care to, is basically not that
bad. The basic problem it has is the things
that in fact Tom and Helen just mentioned—
that is, is it even feasible in this environment
or the environment of the world that some-
thing which indeed almost everyone feels is
something we must have, like Social Secu-
rity, can be substituted with something bet-
ter or is ever going to go away? I doubt very
much that is the case. I completely agree
with Tom.

If we look at the history of the world and at
depositors in modern times, with the excep-
tion of Argentina at one point in the 1980s,
and England with BCCI, I can’t think of
another instance in which depositors have
not been made whole in any country in any
place. In terms of the issue we are involved in
with this current session—what role should

the government have—I would like to turn it
around slightly and say, why should the fed-
eral government have any role? The role basi-
cally is that, in fact; it is one we now have. It
is incorrect to say, as the handout you may
have read says, that the reason that we have
deposit insurance is to protect the financial
system. In fact, financial collapse and crisis
can occur, does occur, and need not occur—it
is a function of what the central bank, the
Federal Reserve, does or does not do. Deposit
insurance won’t stop that—never has and
never will—because if there is a run to cur-
rency, the Federal Reserve can repair that. If
there is just a run from one bank to another,
then it is a local problem, not a national prob-
lem. That doesn’t mean that we’re not going
to have deposit insurance. It doesn’t matter
whether economists like myself say that is
foolish—we have it. 

The basic problem is that it is also not nec-
essary for the money supply to be main-
tained because again that is a central banking
function. Going back in the history of gov-
ernment involvement in financial services,
indeed it did have a lot to do with the money
supply and currency, but that is when banks
were, in fact, the major producers of cur-
rency. Until 1913, our currency was bank
currency—it was hand to hand—and there
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was very good reason for federal involve-
ment and state involvement in the banking
system. That’s gone. That isn’t the case any-
more. One question one should raise, and I
hope we would think about in a broader con-
text, is why should financial services be reg-
ulated at all. Other than the fact that the tax-
payer is going to have to pay for deposit
insurance and be given the deposit insur-
ance, we do have moral hazard.

The moral hazard is of two types. One is—
will individual bankers deliberately take
risks knowing heads I win, tails the taxpayer
or the prudently run banks who contribute
to deposit insurance pay? The evidence on
that, frankly, isn’t very strong—that bankers
deliberately, opportunistically take risks.
Even in the savings and loan crisis, there is
evidence of individuals doing that—individ-
ual banks—but most, 75 percent, of the
losses of the savings and loans were because
of the fact that if you have any set of institu-
tions that have their money in long-term,
fixed-interest-rate obligations and fund
them with short-term liabilities, and interest
rates rise as they did from 1979 to 1981, we
have an enormous insolvency. That is
deposit insurance, because no one would
have put their money in such institutions if
he knew that someone else wouldn’t pick up
the tab. So, deposit insurance does have a
moral hazard, but it is the moral hazard that
there will be inadequate capital in insured
institutions because the depositors are no
longer going to be concerned and the
bankers, who were not necessarily oppor-
tunistic people who would deliberately take
risks, will realize that—just as people build
houses in California and in flood plains or
the East Coast of the United States before a
hurricane—if someone else will pick up the
tab, it probably won’t happen. So, they will
tend to take risks that they might not other-
wise take that they didn’t have to pay for.

Even more important than that is even if they
perceive it reasonably, the question is in a capi-
tal assistant, why should anyone other than
stockholders or people who know their money
is at risk be the ones who absorb that risk?

Even if there are mistakes made or even if
someone has a reasonable error in judgment,
the question is who shall pay for it because
the other side of not having to pay for it is
that somebody, like the government, has to
come along and say, you can’t do these
things, because otherwise we’ll pay for it. I
disagreed with Carter Golembe this morn-
ing in the sense that the deposit insurance is
insurance. Like any insurance, if something
happens, somebody pays the price, and who
is going to pay for it?

We have a procedure that was put in
FDICIA, and it has several strands which
can be improved very considerably, and I
agree with Tom very much in that we have a
system that is working and can work much
better and that will, in fact, obviate the
necessity of the government being
involved—any government agency—in
much banking regulation at all, so that
banks, like other financial service firms who
compete for the public’s dollar and for their
business, put together things in the most
efficient and effective ways—insurance,
securities, whatever you like—as firms do
worldwide. We are the only country virtu-
ally in the world that has our crazy system
where we don’t permit the financial services
to be put together in the ways that are most
efficient for the institutions involved and
that are beneficial to their customers.

The major thing is capital. It may be true
that depositors are not going to absorb the
loss of the deposit bank failing, and here
again I would agree with you, Tom, and
actually something that Bert said, namely
that if there is a problem with the bank, the
sophisticated people run and they can run
instantly. They needn’t monitor the bank. All
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they have to do is have another bank
account somewhere else, which everyone
who has a large deposit has, and simply wire
the money out instantly before the bank
fails. At that point, it may be that the gov-
ernment agency will not step in, but evi-
dence indicates that it will. Maybe it
shouldn’t, but it does.

So, what can we do about it? The answer
basically is what we now have in FDICIA,
but it is not as strong as it ought to be. Basi-
cally, we need a higher capital requirement
and structured early intervention and reso-
lution, so that the regulatory agencies first
may take discretionary action at a point
when the bank’s capital has eroded, and
then must take regulatory action, that is,
take over the bank and insist that more cap-
ital be put in, or require that the bank be
sold, merged, liquidated, whatever, while its
capital is still positive. That is real economic
capital—not necessarily accounting capital.

Now, there is one very important aspect of
it that hasn’t been mentioned that I would
like to emphasize, and that is the role of sub-
ordinated debt in the capital structure of
banks. Say you required—let us pick a num-
ber that might outrage everybody—a 15 per-
cent or 20 percent ratio of capital to assets.
That is outrageous. We couldn’t possibly do
business at that level. The costs would be
way too high. Well, what are the costs of
higher capital? The major cost is, under our
tax system, that if you have payments to
equity holders, that is not a deductible
expense because we have corporate income
taxes, but if you have payments to debt
holders, that is a deductible expense. If you
allowed subordinated debt to be calculated
fully as capital, then you wouldn’t have that
tax problem. What is the other problem with
having a higher level, say, 15 percent capital
that included debt? The bank could make
any mixture of debt and equity that it
wanted. Now, what is the difference

between a bank and any other company?
Other companies sell their debt to the public.
Other debt isn’t insured by anybody, unless
they want to buy some private insurance on
it. What is the problem? The major problem
is that bank debt is very short term and can
run very quickly, leaving the bag to be held
by somebody else. That is why subordinated
debt, if it were to be counted as capital,
would have to have a remaining maturity of
at least two years to give the authorities time
to step in and say, if you don’t repair the
damage that may have been done, then we
are going to take you over. The bright lines,
as FDICIA now does, are drawn so that the
bankers can’t go as they did in the past to
Congress and so on and say, look, you really
can’t close us down—we are serving farm
communities, we are serving consumers, we
are too big. Too big to fail, by the way, does-
n’t mean, as we all know, that a bank fails. It
means that the depositors are protected—
that’s all. It doesn’t mean that the stockhold-
ers are protected, nor would it mean that
subordinated debt holders are protected.
The question is, can the government step in
and take action, saying first, you have to
repair this damage if there were losses, and
second, if you don’t, then we must take you
over—you can’t go to some congressman
and try to stop us because the law requires it.
We have that, but we have it at too low a
level at this point.

Now, in terms of the other aspects of it,
there is another advantage of subordinated
debt. One advantage is that because when
this is traded in the marketplace, the interest
rate that is being charged on it, that it is
being traded for, is your early warning that
there is a problem. It is the market determi-
nation of the risks the bank is taking, as it is
for any other corporation—there is no differ-
ence. But one might say, what about small
banks—they can’t sell sub debt. First, they
could put up the equity if that were the case.
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But, they can sell it. They can sell to the pen-
sion funds. They can do what Bert has sug-
gested—they could have cross-guarantees
but through the debt by any other major
holder who wants to hold it. And, by the
way, I should make clear that we’re talking
about debt sold in large enough denomina-
tions, like $50,000, so that we don’t have a
Keating kind of situation where people said,
gee, I didn’t know—I thought this was really
certificates of deposit. This is large denomi-
nation stuff. We know that privately placed
paper is done all the time for small corpora-
tions with pension funds, with insurance
companies, with a whole range of people.

If, in fact, a bank cannot sell a sufficient
amount of its debt to a private placement
holder or to the public in large denomina-
tions, then I think the question is, why
should those people get deposit insurance?
That is, if the market isn’t willing to take the
risk, then why should anybody else? That is,
it is not an inherent and necessary right that
everyone be a banker who cares to be, and in
fact we do restrict people from being
bankers right now.

So, I don’t think the argument that sub
debt would be difficult to sell or difficult to
hold bears any water. The advantage again is
if there are risks that are being taken by the
bank, then they will be borne by the people
who are supposed to bear risks in our econ-
omy, namely stockholders or uninsured debt
holders. What happens to depositors? Well,
you now have effectively 100 percent
deposit insurance for people who want
deposits. If people want to take risks, they
buy obligations where there are risks,
assume they get paid for it, and that is the
end of it.

What government regulation would you
need at that point? The answer is very little.
You would have to find out that in fact this
debt was real—that it wasn’t a fraud. You’d
have to be sure that, in fact, the records are
being reported, and there are occasional
rogue bankers who might go out and do
really wild and crazy things. Therefore, there
would be reporting and analysis, and there
would be some field recognition. Maybe
because I’m a CPA I would say CPAs should
audit financial statements. In fact, I know
there have been very few instances of CPAs
suborning themselves in a sense of not doing
something right. They have done it sloppily
sometimes and paid the price.

If we had simply strengthened the
FDICIA system and the structured early
intervention and resolution system that we
now have, and made it so that it would be
very unlikely for any losses to be borne, then
the question of whether the bank should be
involved in securities, investments, in any-
thing, is really not an issue, and indeed I
would raise the larger question—and I’ll
leave it at that—why should there be any
regulation of financial services at all? We talk
about the question that people should have
various kinds of services provided for them.
Well, that is true for food. That is true for the
risks of buying a car and the risks of buying
a house. If you look at all of the products that
people buy, they are much more difficult to
assess than financial products. Why do we
regulate those things? I think it is because of
the historical accident of money that banks
once produced that they don’t produce any-
more. So, maybe we can go into a new era.

Thank you.

George J. Benston



Question—Ken Guenther. I’ve been in
Washington for 37 years now and this is my
first visit to the Seidman Center. It is a mag-
nificent facility. I don’t think most of us went
in the front door, but when you go to the
front door there is this hidden writing
underneath the Federal Deposit Insurance
Center, and this writing is the immortal
words of Bill Seidman: “The regulator has
not been born that is going to fail a big
bank.” If you look very carefully under this,
they are transcribing this into Japanese.

I would like to thank Helen Boosalis and
Tom Hales for their absolutely brilliant state-
ment. I do have a question for Dr. Kovace-
vich and Dr. Benston. You’re making this
linkage between doing away with deposit
insurance and dangling before banks—that
if you do this, you don’t have any regula-
tion. My contention would be that if we have
moral hazard, when very large American
banks make loans to Mexico, Korea, Indone-
sia, and Thailand, and since I expect large
American banks to continue to make loans
to developing countries and I expect there
will continue to be an IMF, since I expect and
hope that the U.S. government will continue
to fund the IMF, the fact that there is a back-
stop now—a stop loss, so to speak, for the
large loans American banks make to the

developing world—this will always bring
regulation in its wake. I don’t know if you
people saw President Clinton on MacNeil/
Lehrer before the State of the Union mes-
sage. The President, surprisingly enough,
talked to Lehrer for about three minutes
about the importance of CRA, and I think
again CRA ties directly into consumer com-
pliance. Mr. Kovacevich did say that—you
do away with deposit insurance, you do
away with CRA. I think there is a fiction
being dangled before the bankers of this
country and the S&Ls of this country. I
would just like to ask Mr. Kovacevich and
then Dr. Benson, how do you justify, Mr.
Kovacevich, your optimism that regulation
would go away, and Dr. Benston, that if you
did away with deposit insurance, there
would be no need for regulation at all?
Thank you.

Kovacevich—As I think I said, it is not
obvious that is the answer, except if you look
at what is happening in the marketplace.
The facts are uninsured providers of finan-
cial services today represent about 80 per-
cent of the market share, are not regulated,
and do not have CRA and other obligations,
even though they take funds from the com-
munity, from retirees, etc. The linkage that
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has this differentiation in my opinion is the
government-backed deposit insurance.
What Congress does to justify putting bur-
dens on banks that do not apply to other
financial providers is to say that because I
am backing you, I’m going to require certain
things from you. I think that is the linkage.
In fact, I think CRA is such a wonderful
process that out of fairness, my competitor
should have it. That is the distinction—all of
this for people who do not want to give us
powers that allow us to compete. Again, the
excuse—and it’s not rational—but it is still
the excuse that they link, is safety and
soundness reasons and therefore the protec-
tion of the taxpayer.

I think both Tom and Helen absolutely
made the case for why we need to abolish
deposit insurance. Because of that, there
should be free services. You shouldn’t be
able to sell products and services in the same
way in your facilities that you do in other
facilities. All of these restrictions are because
we have a deposit insurance system. It is the
excuses, the reasons—I’d also correct
Helen—the one person in the 1930s who said
this was a mistake is the very person that
you quoted: Franklin Delano Roosevelt. It is
like saying that the reason we have . . . . . .
today was because of the problems of the
1930s. Correct historians would say that
actually it wasn’t true at all. Banks’ perform-
ance in that time frame was actually better
than the investment banks’. So, there are a
lot of redefinitions of history that are factu-
ally untrue. You get into this very emotional
thing of deposit insurance.

I want to repeat—I am for a system that
protects the unsophisticated depositor who
has up to $100,000 in deposits. That system
should be funded just like it is done in the
insurance industry, just like it is done in the
securities industry—by the participants. It
should be actuarially sound. There should
be no set of circumstances that would cause

that fund not to deliver to that clientele.
Those who have over $100,000 have invest-
ments in noninsured funds. They know how
to determine what the risks and rewards are,
and they should be subject to the same con-
ditions on those activities. I would also take
issue that no large banks that failed—Bar-
ings was allowed to fail; BCCI was allowed
to fail—I didn’t see where the problems
occurred. There has not yet been a bank that
has been rescued in the United States that
shouldn’t have been allowed to fail. Those
who have been involved in it—Bill Isaac, I
think, is the classic example—he made a
mistake. He will tell you he made a mistake
by rescuing Continental. It is this perception
that everyone is going to be protected no
matter what.

People use the argument of the S&Ls to
say that we should have deposit insurance.
The S&L crisis, ladies and gentlemen, could
not have happened without deposit insur-
ance. People say it is free. I don’t know—
who paid the $150 billion?  It was your asso-
ciates who paid the $150 billion so that
speculators could make a lot of money, and
investors who fed those speculators could
make a lot of money. As long as we have the
moral hazard that exists today, we will have
crises, like what is happening in Asia, and
like what happened in the S&L crisis here.
Again, the very arguments you are using to
say we need deposit insurance are the same
arguments I use to say why you shouldn’t
have it. You could not have the crisis that
occurred in Asia if there wasn’t a perception
that you don’t have to pay any attention
when you are investing with banks.

I just want to conclude again—you can’t
protect 100 percent of the system by restrict-
ing 20 percentof the participants. It can’t
work.

Hales—I guess this is what makes a ball
game. But CRA and consumer protection is
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something that we will have because Con-
gress, in its wisdom and by doing the right
thing, will make sure this is something we
do. We do have charters. So, I think to say
that regulation is going to disappear, maybe
our competitors in the other industries
should have the same responsibilities that
we have. We would have it whether we were
federally guaranteed or we were not guaran-
teed.

Kovacevich—Why do we have it and they
don’t? Just answer that question.

Hales—Because maybe they have lobbied
better. We’ve given up a lot of our market
because we don’t market too well. That is
another discussion. But, let me get back to a
point that George made that really, and I
know everybody in this room understood
what he said—but it was a very big point
and it is something that deserves repeating
and I think it ends a lot of this discussion—
under our present system, if a bank goes
down to 3 percent capital, I believe 2 percent
capital, the regulators must move. Now, the
regulators come in and they examine a bank
and its capital. The 2 percent is determined
after they have looked at interest rate risk,
after they have looked at all of the risks of
the bank, and they make that adjustment.
George made the point that if that were
higher, if that were something like 5 percent,
there would be no risk. We would eliminate
risk. The risk would belong with the stock-
holders who can look at what is going on in
a bank, and are obliged to look at what is
going on in a bank because their money is at
risk, and they knew that risk when they did
that.

So, I think that if we look at the system we
have in place with just a minor tweaking, we
can protect everybody in the system. All we
really need to do is to raise this thing to 4
percent or 5 percent, and the losses would be

borne by the stockholders, and the regula-
tors must do it. Every bank that failed had
an equity to capital ratio at the time of failure
of well over 5 percent.

Comment—But it was not under the pres-
ent system of regulation and it was not as
adjusted by the regulators. 

Benston—And it was structured early so
that you have it moving in earlier when the
capital ratio—if it were 15 percent and it
starts to deteriorate, there is first a discre-
tionary action and then a mandatory action
to repair the capital before the takeover. 

One of the advantages of being a tenured
professor, and why I’m going to continue to
be a tenured professor, is that I run the damn
class—not anyone else. I have never appreci-
ated it so much as today. Let me, if I may,
respond, to Ken Guenther. Ken, who used to
be a professor, maybe suffers from what
some of us do suffer from, and that is he
doesn’t listen terribly well. Basically, I did
not say that we should do away with deposit
insurance. In fact, I said quite the opposite—
that we can’t do away with deposit insur-
ance. It is just not possible. It doesn’t matter
whether I would like to or wouldn’t like to,
depositors will be protected.

Now the question is, and again Tom took
my statement so I don’t have to repeat it—let
the people bear the risk who know they are
bearing the risk, and who can’t claim we’re
depositors who can’t run, and that was the
situation. I am going to add one other thing
now that I have a moment, because I won’t
get it again, I’m sure. But, Ken reminded me
of something that I throw out to you as an
observation I think you all ought to think
about. Why is it that we have not been able
to get change? The thing that we heard this
morning with Jerry Hawke. The whole CRA
business—I wrote an article about a month
or so ago for the Journal of Retail Banking
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Services that reviews all the literature and
evidence on CRA. I would be happy to send
a copy to any one of you. I think your esti-
mates of what CRA has done, why it was
necessary, why it was passed, and what it is
doing now are totally wrong. In fact, it was
passed as an antiblack measure, and in fact,
it has had that effect. It has not been effective
and useful for the people it presumably was
supposed to help. 

But, aside from that, I suggest that the rea-
son that Jerry Hawke in the Treasury and
others before him are finding it very difficult
to get change is that if we did away with reg-
ulation other than capital regulation, what
would happen to the trade associations?
What would they have to do? The trade
associations are like lawyers—one lawyer
can’t make a living; two can do quite well. I
think they need each other. None of them
want to do away with it because basically
they have nice jobs. They can come to lovely
meetings like this without having to write
articles. They can do all sorts of things, and I
think as long as we have trade associations
and trade association executives, we will
never reform banking. 

Comment—Let me interject myself here
for a moment. I think, at least from what Bill
Isaac has told me, that if he were faced with
a Continental today, if he knew what he
knew at the time Continental failed, he
would have done the same thing. If he knew
what he knew today, he thought it was a
mistake. He bases that on the subsequent
failure of a portion of the S&L industry and
on some of the larger banks that have done
business with Continental or Penn Square.

But, let me ask a question, not of the panel,
but of Dr. Ettin, who is representative of the
Federal Reserve System. I would like to pose
a question: How would the Fed view regula-
tion if there were no deposit insurance, but

banks still had access to the discount win-
dow and the large dollar Fed wire?

Edward Ettin—That is not why I raised
my hand. I’m pretty much going to sidestep
that question, other than to observe that
when we view the safety net, we view
deposit insurance as one component of the
safety net. We also include the discount win-
dow in the payments system. I’d like to
avoid getting into the argument about
whether regulation would remain or not
remain if deposit insurance was removed,
and just make three observations that I think
are apropos to this discussion.

One, in the last year or so, when financial
modernization has been discussed so avidly
on the Hill and other places, and where there
are relatively large constituencies that have
been convinced by the argument that the
market has made financial modernization a
necessity, I have not heard any significant
player on the Hill be concerned about the
safety and soundness of banking as a result
of the new financial activities that are being
discussed—not one. So, I think the issue that
federal deposit insurance is keeping you
from getting new financial activities is, I
think, not correct. I think you’re fighting an
earlier battle in the 1980s. There may be
some people who have said that, but no staff
member has raised an issue, and I don’t
think any significant congressional players
have raised the issue. 

The second observation I would like to
make is that I think you are absolutely cor-
rect that the S&L debacle was caused by
deposit insurance, but it was caused by
deposit insurance up to $100,000. When the
S&L industry was in its significant throes of
difficulties and was taking all of its risks,
every depositor limited himself to $100,000
in deposits. They had multiple deposit
accounts and multiple shares, but they did
not have deposits over $1.0 million. When all
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the big S&Ls were having problems, there
wasn’t a dime in deposits over $100,000 to
hit.

Finally, on observations about capital and
closing banks early or depository institu-
tions early, somebody is going to have to get
into these nontransparent assets and see
whether the loan loss reserve is correct in
order to get the correct capital number.
Someone noted that all big banks that failed
had large capital just before they failed. That
is absolutely right, and that is because the
loan loss reserves weren’t adjusted correctly,
even sometimes by the examiner, or the
quality of the assets had changed so dramat-
ically since the last examination that they
weren’t captured correctly. Capital regula-
tion only works if the loan loss reserves are
kept up to date.

Ely—Roger, I would like to respond to one
of his observations, if I may, and that has to
do with the influence of federal deposit
insurance on the financial services modern-
ization debate. My observation has been,
from having attended many hearings, the
markups, and so forth, that it is a pervasive
concern on the part of the members of the
U.S. Congress, and particularly the more
senior members who were there during the
S&L crisis. I remember very well in one ses-
sion Marge Roukema, who is chairman of
the Financial Institution Subcommittee,
third or fourth ranking on the full commit-
tee, practically lecturing the younger mem-
bers or the newer members of the banking
committee to remember the S&L crisis. She
has done that on several occasions. It totally
pervades the debate, and in my opinion, rep-
resents the single biggest barrier to financial
modernization that exists today.

Question—I’m Ned Molnar, Harleysville
Savings Bank, Harleysville, PA. I can tell you
every time Bert Ely appeared on ABC TV at

6:30 in our community, I had to haul out
more “guaranteed by the full faith and credit
of the United States government” signs into
our banking lobbies. So, I guess Tom and
Helen, I would just like to support your
comments and reiterate the value not only of
the FDIC insurance, but of the resolution
that was passed by the United States Con-
gress in either 1981 or 1982—I don’t remem-
ber, Ken, when it was—when they passed a
resolution reemphasizing that the full faith
and credit of the United States government
is behind the FDIC, and at that time, the
FSLIC, which was our insurer. So, we can
stand here and say that the FDIC has no
value, but I lived through it and I can attest
to the fact that we need it.

Ely—Roger, if I can just respond quickly
on that, since my comments during the
1980s were referenced. My concern at that
time was not the depositors—because I
knew they were going to be protected, in
part because Congress passed that resolu-
tion back in 1982. The concern then and the
concern today, particularly in the U.S. Con-
gress, is with taxpayers. That is where the
real risk today is—with the taxpayer, not
depositors. That is why in the Petri cross-
guarantee legislation, we refer to it as a tax-
payer protection bill. That is something that
we don’t want to lose sight of. No one is sug-
gesting at all that depositors are somehow
going to be put to risk. I agree with George—
it just isn’t going to happen in this day and
age.

Question—Joe Flader—I’m Congressman
Petri’s administrative assistant. I would like
to make two brief points responding to a
couple of the main charges that we would do
away with the full faith and credit of the
United States government. This was true of
an earlier version of the idea earlier in its his-
tory, but it is no longer true. The bill keeps



the full faith and credit of the United States
government behind the deposits as it does
today. All the bill does is interpose some
additional protection. The key issue is
whether you can depend upon some private
parties who have their own money at risk to
do a better job of overseeing and regulating
banks and other financial institutions than
federal regulators do. We make the judg-
ment that yes, if you have proper risk dis-
persion rules and the proper system set up
by the federal government, overseen by the
federal government, you can depend on
those private parties, with their financial
incentives, to do a better job of regulating.
That is, I would submit, really what the bill
is about.

Question—Hi—I’m speaking for Richard
Mead of the Federal Reserve Bank of New

York. This is a question for Ms. Boosalis. One
of the things we’re discussing is how to best
protect depositors. If it were possible to
devise an effective protection system that
does not involve explicit federal government
guarantees, would the AARP be taking a
position, or would that be viewed as just a
technical question?

Boosalis—Well, we are first and foremost
against total privatization. We don’t think
the public would have confidence, to begin
with, in that kind of a system. It would do
away with protections that now exist. How
you could ensure and insure the kind of pro-
tections that now exist with the FDIC in a
privatization system is not readily under-
stood by me or many others.
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Chairman Hove: We are privileged and hon-
ored today to have as our guest speaker the
chairman of the House Banking and Finan-
cial Services Committee, Jim Leach. By edu-
cation and temperament, Chairman Leach is
accustomed to thinking in the long term and
taking a global view. Chairman Leach has a
distinguished educational background in
political science and international studies. In
addition to his duties on the Banking Com-
mittee, Chairman Leach is a member of the
Committee on International Relations and
the Subcommittee on Asia and Pacific
Affairs. He is also vice chairman of the 20th
Century Fund and sits on the Advisory
Council of the Woodrow Wilson School of
Public and International Affairs at Princeton
University. Chairman Leach worked
through the farm bank crisis, the savings
and loan crisis, and the high number of fail-

ures in the late 1980s and the early 1990s.
Chairman Leach is uniquely qualified to
speak to this group today on our nation’s
deposit insurance system. Most recently,
Chairman Leach persevered in a solution to
the disparity between the Bank Insurance
Fund and the Savings Association Insurance
Fund. Clearly, without his contributions
over the past decade, it is very possible we
would not have the healthy insurance funds
that we have today. Chairman Leach has just
returned this week from a fact-finding mis-
sion in Asia, and I’m sure that these nations
gained as much from his visit as he learned
from Asia. Chairman Leach, I’m most grate-
ful to you for your leadership and for your
taking time from your schedule today to join
our symposium. Please join me in welcom-
ing a good friend, Jim Leach.
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We are in a world in which the nega-
tive receives disproportionate
attention. Let me suggest that

sometimes it is appropriate to accentuate the
positive. From that perspective, two aspects
of the current deposit insurance system
demand attention:

1. The American banking system has never
been stronger. Capital to asset ratios are
solid and, most important, new tech-
niques for diminishing risk are being
developed every day.

2. The deposit insurance system has never
been stronger. The FDIC Bank Insurance
Fund (BIF), as of the third quarter of last
year, has assets of $27.9 billion, which
amounts to 1.38 percent of insured bank-
ing deposits. And, the Savings Association
Insurance Fund (SAIF) has assets of $9.2
billion, which amounts to 1.35 percent of
insured S&L deposits.

Because the two funds are above the statu-
torily mandated 1.25 percent of insured
deposits level, no premiums are currently
being charged healthy banks for deposit
insurance. A modest premium is exacted to
pay interest on the FICO bonds, which were

issued in the wake of the massive S&L losses
of the 1980s. The current situation means that
the U.S. banking industry is the first industry
of any kind in the history of the world to
have prepaid insurance, potentially ad infini-
tum, unless a banking crisis is precipitated.
While the history of banking indicates that
substantial mistakes are made every genera-
tion or so, the regulatory model currently in
place requires prompt corrective action on an
institution-by-institution basis.

Here it is important to note that problem
institutions are an exceedingly short list
today. For the foreseeable future, interest on
the deposit insurance funds is likely to accu-
mulate, and calls on these funds are likely to
be negligible. Indeed, the meaning of the
current market valuation of banking assets is
that if regulators close an institution because
of inadequate or negative capital today, it is
likely to be sold at a premium, rather than a
discount, tomorrow.

When bank insurance premiums were
high, it was understandable that banks
would chafe at their cost. But when they are
non-existent, the cost case disappears.
Indeed, it defies logic to think a banker
would want to walk away from the $37 bil-
lion in FDIC assets. The only case for doing
so relates to a conjectural assumption that all
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regulation or constraints on banking behav-
ior would be removed if deposit insurance
was removed.

Because there is a cost to regulation, this
assumption demands review. It is based on
the notion that public policymakers should
and would abandon concern for prudential
banking practices if deposit insurance were
eliminated. This is highly unlikely. Whereas
an eager banker might believe that policy-
makers would abandon all current regula-
tions if deposit insurance were eliminated,
the fact is that anyone in public life would
have to be concerned with implicit public
guarantee problems.

The well-being of the economy and the
public depend on prudential and fair credit
practices. Policymakers, whether right or
wrong, believe banking is too important to
be left simply to bankers because, among
other things, public treasuries inevitably
would be tapped if the banking system col-
lapsed. Here, the Japanese model is instruc-
tive. Despite the inherent unpopularity of
the initiative, the Diet is this month consid-
ering a $300 billion bailout of the Japanese
banking system. And ten years ago, Con-
gress set in motion what amounted to a $130
billion (and still counting) bailout of Amer-
ica’s S&Ls.

Because a sound economy requires a safe
and sound banking system, public liabilities
exist even if public funds are not placed in
jeopardy by statute. Even if one finds attrac-
tive the radical models such as Bert Ely’s,
one should understand that interbank rules
would quickly develop before any institu-
tion would accept cross-guarantees related
to another. Constraints on banking behavior
simply don’t go away with the end of
deposit insurance.

It is thus my view that while it is better to
review long-term issues in good times than
in times of emergency, and while systemic
changes, preferably modest, should never be

ruled out, it is my view that the case for sig-
nificantly changing deposit insurance rules
at this time is totally uncompelling. The cur-
rent system is strong, it is working well, and
it is tampered with at significant risk.

The better way to address problems in bank-
ing today, which are a function of constrained
powers, not deposit insurance costs, is to
advance financial modernization approaches
such as those contained in H.R. 10.

I cannot stress enough the overwhelming
need for reforming a banking system that is
operating under outdated and arbitrary
statutory restrictions. The financial services
industry is evolving at a rapid pace. Legisla-
tion is needed to reflect marketplace changes
and to set the ground rules for the next gen-
eration of change. New products and inno-
vative approaches that were unimaginable
in the 1930s are regularly being introduced,
and the financial services industry is chafing
at decades-old restrictions on its ability to
serve its customers.

Indeed, while virtually all statistics in
banking are solid, one is not. Banks are play-
ing a smaller and smaller role in America’s
savings and credit system. In less than two
generations the banking industry’s share of
the savings pie has declined from two-thirds
to one quarter.

Thus, the case for increasing competition
within the financial services sector appears to
be compelling. There are true benefits to con-
sumers—particularly smaller businesses—as
well as individuals. These include more
choices for accessing credit and a broader
range of financial products, as well as poten-
tially greater convenience from consolidated
operations. Economies of scale can be
obtained along with expanded markets with
fuller integration of financial services.

Homogenization within the financial serv-
ices sector—banking, securities, insurance—
makes sense. But, I would caution again
about mixing commerce and banking. There
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are few proposals that would jeopardize our
deposit insurance and economic systems
more than this one. A restructuring of the
business world that permits the mixing of
banking and commerce would completely
abandon the traditional role of banking as an
impartial provider of credit and could
spread the deposit insurance safety net to
commercial investments.

A review of regional economies indicates
that those countries with prudential and
transparent banking regulation have done
well, and those without have found public
treasuries jeopardized. Likewise, a review of
countries that have experimented with
banking and commerce indicates that there
are enormous public liabilities associated
with such empowerment. The chaebols of
Korea, the keiretzus of Japan, and cartels of
Indonesia have lessons for the United States.
Those in the United States Congress today
who advocate financial modernization legis-
lation that mixes commerce and banking
might want to take a hard look at the kinds
of conflicts of interest endemic to systems
that have allowed such mixing.

Unfortunately, the Asian financial conta-
gion is not the kind of event from which an
economy as large as ours is totally immune.
Economists now suggest that between one-
half and one-and-a-half percent of the U.S.
GDP growth will be erased this year because
of events in Asia. The number could rise if
Asian economies and currencies are not sta-
bilized. Virtually all critiques I have read
about a policy reliant on institutions like the
IMF have a degree of credibility. The prob-
lem is that alternatives may be worse. The
challenge is to establish a policy that neither
ignores the problem, nor Americanizes the
solution.

Ignoring the problem will produce an eco-
nomic cratering of Asia that could be devas-
tating to our export sector and place U.S.
manufacturers at a profound currency-

related disadvantage. The other alterna-
tive—exclusive reliance on the U.S. in a
region of strategic significance where we
have fought three wars in the past 60 years—
would be much more costly to the American
taxpayer. The two greatest advantages of the
IMF are that it involves burden-sharing,
with the U.S. role being 18 percent, and that
it has the authority of the international com-
munity to insist on modern fiscal, monetary,
and banking reform.

The irony of current IMF bashing deserves
review. In Latin America, the IMF—which
was a decade ago pilloried by the left and
right for advancing anti-inflation policies—
appears to be increasingly vindicated. Fiscal
and monetary polices that have radically
reduced inflation have lifted all boats. As for
Asia, it is possible that IMF conditionality
should include greater concerns for human
rights, environmental, and labor concerns.
There are few economists, however, who
don’t support the IMF’s efforts to advance
greater market competition with less corrup-
tion-feeding governmental intervention in
various societies. If the IMF didn’t exist,
analogous institutional efforts would be
recreated for each crisis. Whatever mistakes
in judgment are ascribed to it, the IMF
stands as a coherent alternative to chaos. In
times of disorder, institutions that help
reestablish order take on enhanced signifi-
cance, psychologically and substantively.

This type of crisis may be more a result of
structural rather than currency problems;
imprudent banking practices appear to have
been disproportionately responsible for a
sudden loss of confidence in several
economies. The key at this time is to ensure
that the IMF’s role is not expanded from
being a last resort stabilizer of currencies
and economies to a last resort lender to
banking systems. The IMF can responsibly
undergird economies to protect the public,
but it is not the IMF’s role to bail out banks.

96 Confidence for the Future

Luncheon Address



97Confidence for the Future

Capitalists should not be shielded from mis-
takes of capital allocation.

Hence, it is appropriate for banks to take
hits on their banking misjudgments as J.P.
Morgan did recently to the tune of a half a
billion dollars in reserving against potential
losses in Asia. Long-standing international
banking covenants dictate that the countries
in which banks are chartered and operate are
responsible for regulating individual finan-
cial institutions and for dealing with prob-
lems as they occur. Not only do moral haz-
ard problems come into play with regard to
any IMF policy that might be designed to
bail out banks, but the wrong publics would
be asked to take responsibility.

Let me also state that many people use the
term “bailout” in discussing IMF-led pro-
grams. Bailout indicates that someone is get-
ting something for nothing. This is wrong on
two fronts. First, the IMF is a lending institu-
tion, not an aid-granting one, and every year
of its existence it has made a profit. Funds
transferred by nation-state treasuries to it are
the equivalent of bank account movements
of resources, not the giving up of assets. Sec-

ond, no one government or international
institution has the capacity to resolve this
crisis in Asia. Grand sweeping solutions
don’t exist. It will take cooperation of gov-
ernments, banks, commercial businesses,
and most of all ordinary citizens to solve this
problem.

From a political perspective, the difficulty
is that anything that smacks of foreign aid is
always controversial, but anything that
leads to global recession is even more explo-
sive.

Finally, a note about opportunity. Just as
America’s manufacturers are disadvantaged
with strengthening of the dollar relative to
various Asian currencies, America’s finan-
cial companies are advantaged. A stronger
dollar means a greater capacity for Amer-
ica’s banks, insurance, and securities compa-
nies to lead. Hence, the case for financial
modernization increases as opportunity
does. For all the world’s problems, and per-
haps because of some of them, this is a time
of opportunity. It is important to put our
most competitive foot forward.

James A. Leach
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Bank safety-and-soundness regulation and the current deposit insurance system represent an
attempt to strike the right balance among the potentially competing objectives of providing stability in
the financial system, controlling moral hazard, and minimizing undue regulatory burden. This panel
will consider whether the current operational features of the deposit insurance system achieve an appro-
priate balance among those objectives and whether adjustments are needed to ensure such a balance
going forward.

Issues for Discussion:

● Under the existing statutory framework, the FDIC has limited flexibility with respect to assessment
rates if the fund is below the target reserve ratio of 1.25 percent of insured deposits. Legislative
changes have recently been considered that would limit the FDIC’s discretion even further by requir-
ing all amounts in the fund above a certain level to be rebated back to the banks. What are the appro-
priate operational rules to ensure an adequate fund without unduly limiting the insurer’s ability to
smooth losses across institutions and over time?

● One criticism of the FDIC’s risk-based premium system, which assesses different rates on insured
institutions depending upon their capital levels and CAMELS ratings, is that it does not price risk
effectively because it is not forward-looking. Is this a fair criticism? If so, what other factors could be
incorporated for more timely and accurate pricing of risks to the insurance funds? Can market
information be used to improve the risk-based premium system?

● The Federal Deposit Insurance Corporation Improvement Act of 1991 allows the FDIC to establish
separate risk-based assessment systems for large and small institutions. As industry consolidation
proceeds, would such an approach provide advantages over the existing system?

● Some have advocated coinsurance or similar measures in order to increase depositor discipline. How
likely is it that individual depositors will be able to monitor effectively the financial condition of
insured institutions? Would the extra depositor discipline be worth the increased risk of systemic
instability? Does simplifying insurance coverage rules have potential benefits, separate from its
effect on the amount of coverage?



The current deposit insurance system
attempts to strike a balance among the
potentially competing objectives of

providing stability in the financial system,
controlling moral hazard, and minimizing
undue regulatory burden. Striking such a
balance presents complex and difficult deci-
sions, in part because there exists no com-
petitive marketplace for providing deposit
insurance. It is questionable whether the
marketplace alone is capable of establishing
a deposit insurance system that maintains
stability without dramatically altering the
products provided by insured institutions.
However, a virtue of market competition is
that many critical decisions are guided by
the collective knowledge and judgment of
numerous market participants. A number of
the potential enhancements to the current
framework that will be considered below
represent attempts to capture the benefit of
market participation in the deposit insur-
ance system without generating instability
or changing the nature of activities con-
ducted by insured institutions. These poten-
tial enhancements relate primarily to the
adequacy of the insurance funds, the effec-
tiveness of the risk-based premium system,
and deposit insurance coverage levels.

Insurance Fund Adequacy and Operations

The current statutory framework govern-
ing insurance fund adequacy provides that,
for both the Bank Insurance Fund (BIF) and
the Savings Association Insurance Fund
(SAIF), the FDIC must maintain the fund
reserve ratio—the ratio of the fund balance
to estimated insured deposits—at 1.25 per-
cent. In raising revenue for the insurance
funds, the FDIC also must establish a pre-
mium schedule that reflects the risk posed to
the fund by the paying institution. The cur-
rent premium schedule consists of nine risk

categories based primarily on capital ratios
and examination ratings.

In order to maintain the target “desig-
nated reserve ratio” (DRR) of 1.25 percent,
the FDIC must, as directed in the 1996 legis-
lation that capitalized the SAIF, charge a pre-
mium of zero to institutions in the lowest
risk category of the premium schedule
whenever the reserve ratio is expected to
remain above the target DRR. When the
reserve ratio is expected to be below the tar-
get DRR, the FDIC must either raise premi-
ums sufficiently to achieve the target within
one year or establish a recapitalization
schedule, not to exceed 15 years, under
which the average annual premium charged
must be at least 23 basis points of assessable
deposits. The FDIC may not lower the DRR
for either fund but may raise it above 1.25
percent for a particular year if it finds a “sig-
nificant risk of substantial future losses” to
an insurance fund.

To further facilitate maintaining the DRR,
the FDIC has statutory authority to provide
refunds to BIF-insured institutions when-
ever the reserve ratio exceeds the DRR.
However, the refund to any institution is
limited by the amount of the assessment
paid by that institution for the current semi-
annual assessment period, and is available
only to institutions in the lowest risk cate-
gory of the premium schedule. There is no
similar refund authority with respect to
SAIF premiums.

The appropriateness of the 1.25 target and
the accompanying rules governing deposit
insurance pricing depend upon the objec-
tives established for the deposit insurance
system. Some have argued that the history of
the 1980s shows that a 1.25 percent target
should be adequate to maintain solvency
and, therefore, the law should be amended
to require the FDIC to refund all amounts in
the insurance fund exceeding 1.25 percent,
(i.e., refunds should not be limited to current
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premium income) (American Banker Novem-
ber 17, 1997). The 1.25 target was established
following the banking and thrift crises of the
1980s, and was adapted from the Depository
Institution Deregulation and Monetary Con-
trol Act of 1980, which specified a 30-basis
point range for the reserve ratio with 1.25 as
the midpoint. This midpoint was selected
because 1.25 represented the approximate
historical average reserve ratio for the FDIC
fund prior to 1980. As it happened, the
reserve ratio of the bank fund also stood
near 1.25 percent as of year-end 1981, just
prior to the onset of severe banking prob-
lems. Despite the fact that statutory restric-
tions prevented premiums from rising in a
timely manner in response to insurance
losses throughout the 1980s, the fund proved
to be sufficient to finance all actual losses.
The BIF became insolvent in an accounting
sense in 1991 only because the FDIC
reserved for future losses that never materi-
alized.

Compared with the pre-1980s crisis
period, the banking and thrift industries
today are better capitalized and more
broadly diversified, and operate under sig-
nificantly different rules established by
statutory reform measures such as prompt
corrective action, least-cost resolution, risk-
based premiums, and depositor preference.
As a result, some argue that the possibility of
future deposit insurance losses approaching
the magnitude of the 1980s is remote. Given
that a reserve ratio of 1.25 percent was suffi-
cient to fund the realized losses of the 1980s
even without the favorable features of the
system in place today, this has been offered
as a basis for proposed statutory reforms to
require refunds of all amounts in the insur-
ance funds above 1.25 percent of insured
deposits.

While this view appears reasonable, the
fact remains that the current strength of the
industry and the effectiveness of the reforms

enacted in response to the last crisis have yet
to be tested in a downturn. Faced with
intense competition for business, some
banks may be compromising their under-
writing standards and pricing in ways that
will rebound unfavorably. While industry
capital ratios are high, so are off-balance-
sheet activities, and many of these pose risks
to the insurance funds that are difficult to
quantify. Similarly, while banks and thrifts
are better diversified than in the past, indus-
try consolidation may mean that the funds
face increased exposure to the failure of indi-
vidual institutions. With respect to the
numerous reforms undertaken in the past
decade, it remains to be seen whether these
will perform as intended, and whether they
will survive the inevitable pressures to ease
the plight of troubled institutions during
times of severe stress.

Moreover, it is unclear whether the loss
experience of the 1980s represents the appro-
priate “extreme event” to be used for gaug-
ing the necessary size of the insurance fund
(or its reserve ratio) to maintain solvency in
the future. Some would argue, and the con-
sensus failure predictions of the time would
corroborate, that the bank losses stemming
from the 1980s crisis could have been signif-
icantly larger than the actual experience. A
combination of factors, such as macroeco-
nomic policy decisions, regulatory actions,
strategic decisions by insured institutions,
and economic developments, intervened to
reverse the course of numerous FDIC-
insured institutions that were troubled and
deteriorating. Similar decisions and events
cannot necessarily be relied upon to limit
losses in the event of a future crisis. From
this perspective, the adequacy of the 1.25
reserve ratio for the banking problems of the
1980s does not by itself assure that this is the
appropriate target going forward.

An additional consideration relates to the
advisability of a single, “hard” target for the
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reserve ratio. A potential function of a
deposit insurance system is to spread risk
over time as well as across insured parties.
Combined with the current rules for return-
ing to the DRR when the fund is undercapi-
talized, a refund policy that provides little
cushion above the DRR would effectively
establish a “pay-as-you-go” basis for deposit
insurance. Such a policy is pro-cyclical, in
that it raises the likelihood that mandatory
premium increases (to 23 basis points or
more, on average) will take effect during
downturns, curtailing lending in the econ-
omy and exacerbating the problems of
already troubled institutions.

This “pay-as-you-go” feature of the sys-
tem also could significantly increase the
overall volatility of net income for insured
depositories, given historical experience,
and volatility itself may generate additional
economic costs. Financial markets typically
require higher returns on debt and equity
instruments for absorbing the risk associated
with greater earnings volatility (Shaffer
1997). To the extent that premium stability
and risk-spreading over time are important
objectives for the deposit insurance system,
consideration should be given to combining
any refund policy with greater flexibility in
premium-setting when the fund becomes
undercapitalized.

To summarize, fund “adequacy” ulti-
mately depends upon the goals established
for the deposit insurance system. If main-
taining solvency in the face of extreme out-
comes were the only consideration, then,
conceptually, the choice of a reserve ratio
would be reduced to identifying the process
that generates insurance losses and selecting
the level of protection desired from the
appropriate statistical loss distribution (e.g.,
selecting some number of standard devia-
tions above normal, or expected, losses). In
practice, the latter tasks are difficult, involv-
ing judgments on the basis of imperfect

information about the loss-generating
process, as the previous discussion suggests.
The issue is complicated further by consider-
ing other relevant factors, such as economic
costs associated with the premium volatility
that may be required to maintain a given
reserve ratio continuously. These considera-
tions raise the possibility that greater flexi-
bility in choosing a target reserve ratio, as
well as determining the appropriate steps to
achieve it, may provide better balance
among the relevant objectives.

The Risk-Based Premium System

The current risk-based premium system
for deposit insurance involves nine risk cat-
egories. Institutions are classified into one of
three possible risk-based capital categories
and one of three supervisory categories. The
supervisory categories are based primarily
on examination ratings (i.e., CAMELS rat-
ings). Premiums currently range from zero
basis points of assessable deposits per year
for the lowest-risk institutions to 27 basis
points per year for those in the highest-risk
category. Given the favorable conditions in
the banking and thrift industries, approxi-
mately 95 percent of all insured institutions
currently pay nothing for deposit insurance.

The risk-based premium system is one of
the post-1980s reforms intended to prevent
excessive risk-taking by insured institutions.
Charging institutions appropriately for the
risk they pose to their insurance fund was
viewed as a fundamental step toward con-
trolling the moral hazard problem in deposit
insurance. Viewed in terms of the discussion
in the previous section, an effective risk-
based pricing system would, other things
equal, reduce the potential magnitude of
insurance losses and, therefore, reduce the
size of the fund balance needed for adequate
protection. The question is whether the cur-
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rent system is likely to be effective in this
regard and, if not, whether there are poten-
tially attractive adjustments to this system
that should be explored. Two separate, but
related, components of effective deposit
insurance pricing are the determination of
solvency risk (probability of failure) posed
by institutions and the determination of
insurer exposure (expected loss). These are
considered in turn.

Solvency risk. The current risk-based pre-
mium system focuses primarily on solvency
risk, given that institutions are classified into
risk categories based upon their capital and
CAMELS ratings. Reflecting the favorable
conditions in the industry, more than 9,000
institutions currently are classified into the
lowest risk category and pay nothing for
deposit insurance. One question is whether
this is desirable. Finer distinctions can be
achieved by expanding the number of risk
categories in the premium matrix, using fac-
tors additional to capital and CAMELS rat-
ings for classifying institutions, or both.

The reported capital measures used in the
current system tend to be lagging indicators
of an institution’s financial condition. The
examination ratings have been designed to
assess the safety and soundness of an insti-
tution as of a given date, and thereby iden-
tify any institution in a weakened condition
that may pose a risk of insolvency. The rat-
ings have proven to be effective in this
regard, as demonstrated by their perform-
ance in models designed to predict near-
term failures (Hanweck, Fissel and O’Keefe
1995). Recent refinements to the examination
rating system, including the addition of an
explicit market-sensitivity factor (the “S” in
CAMELS) and the stronger overall focus on
processes to control risk within the institu-
tion, contribute a forward-looking dimen-
sion that will add further value to these rat-
ings for purposes of assigning risk-based
premiums.

Nonetheless, it is reasonable to ask how
forward-looking the current premium sys-
tem can become, given that it is based upon
capital and CAMELS ratings. This raises the
possibility of looking to additional factors,
supplemental to capital and CAMELS, to
provide a more prospective assessment of
risks and, perhaps, a stronger basis for dif-
ferentiating among institutions according to
their risk profiles.

One suggestion has been to include in the
premium system an explicit rating for com-
pliance with “best practices” or similar stan-
dards for establishing effective internal con-
trols. This may serve to deter some
imprudent practices before their effects
become apparent in the financial condition
of an institution. Such an approach has been
proposed by the Canada Deposit Insurance
Corporation (CDIC). As part of the examina-
tion process, institutions would be rated on
their efforts to adhere to certain “standards
of sound business practice,” established by
the CDIC in 1993, and these ratings would
be used as one component of the premium
determination (CDIC 1997). The standards
cover areas such as credit risk management,
capital management, internal control, real
estate appraisal, interest rate and foreign
exchange risk management, and liquidity
management.

It also may be possible to use financial
ratios currently reported by insured institu-
tions to identify differences in risk profiles.
Certain indicators of asset concentrations,
asset growth, and related measures have
been used successfully to identify high-risk
institutions using historical data (Reidhill
and O’Keefe 1997).

Another possibility may be to incorporate
reported market information or its surro-
gates into the premium determination. For
example, measures of stock price volatility
have been shown to improve the perform-
ance of failure-prediction models that
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include both capital and CAMELS ratings.
Yields on certain debt instruments also
appear to be sensitive to the same informa-
tion that moves bank stock prices (Flannery
1997), and debt ratings provide a possible
additional source of information regarding
risk exposure. For institutions without pub-
licly traded debt or equity, measures of net
income volatility have been shown to con-
tribute to improved failure prediction (Han-
weck, Fissel and O’Keefe 1995). In short,
given that the market differentiates among
institutions on the basis of risk, it may be
possible to incorporate some of this informa-
tion into the deposit insurance pricing sys-
tem.

A potential difficulty in using reported
market prices to influence premiums that are
determined by formula involves the interpre-
tation of market price movements. Analyti-
cally, the risk component must somehow be
distinguished from the other components
that may account for price changes, and this
may not always be straightforward. One
option that avoids any need to decipher mar-
ket signals is to subject institutions directly to
greater market discipline. Recent proposals
to increase the loss exposure of large deposi-
tors (Stern 1997) or to require institutions
periodically to issue puttable subordinated
debt (Litan 1997, U.S. Department of the
Treasury 1997) are among the possibilities. In
the past, lower coverage limits for deposit
insurance and various coinsurance schemes
also have been proposed as means of
expanding depositor discipline. While such
approaches may supply the desired market
signals, they introduce additional complica-
tions, either by posing the possibility of
greater instability, altering the deposit prod-
ucts that insured institutions may offer their
customers, or imposing a particular funding
strategy on insured institutions.

An alternative is to allow direct market
participation in the pricing of FDIC insur-

ance risks. For example, private reinsurance
might provide an effective mechanism for
obtaining direct market prices of the differ-
ent types of risks facing the insurance funds.
This possibility was explored initially in a
1993 FDIC study that described a potential
pilot program (FDIC 1993a). Another, poten-
tially complementary approach would be to
enlist the market’s capabilities to devise con-
tracts that transfer portions of the FDIC’s
risk exposures at prices determined in a
competitive market. The rapid pace of inno-
vation in financial engineering, as witnessed
by the emergence of over-the-counter mar-
kets in credit derivatives and insurance
derivatives, suggests the potential feasibility
of such a “market-guided” approach to
deposit insurance pricing.

While there are clearly a number of ques-
tions and potential obstacles to market partici-
pation in deposit insurance pricing, there also
are potential advantages. A key part of the
FDIC’s mission involves the assessment of
risk. A similar task is performed by the mar-
ketplace. As has been learned from the failure-
resolution experience over the past decade,
substantial benefits may result from well-
designed public-private partnerships under
such circumstances. Second, market participa-
tion in deposit insurance pricing guards
against the possibility of a growing divergence
between the market and regulatory
approaches to risk assessment as financial
innovation proceeds. Such a divergence poses
a risk of increasingly severe distortions in
investment and lending decisions over time.
Finally, this approach has the potential to
reduce regulatory burden by effectively com-
paring the regulatory and market approaches
to risk assessment on a continuous basis. Mar-
ket participation may reveal that certain regu-
latory practices have become inessential, pro-
viding a basis for additional relief.

Insurer exposure. The second component
of effective deposit insurance pricing—the
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determination of expected loss to the
insurer—requires consideration of the liabil-
ity structure of institutions. For example, a
potentially important determinant of losses
to the insurance fund in the event of a failure
is the proportion represented by deposits in
the liability structure of the failed institution.
Given the national depositor preference law
now in place, an institution with a small per-
centage of deposit liabilities may pose little
risk to the deposit insurance fund, even if it
is highly likely to become insolvent. In con-
trast, an institution with a high percentage of
liabilities that are secured may represent a
high risk of loss to the FDIC, because
secured creditors stand ahead of all others in
the receivership. Explicit consideration of
liability structure is missing from the exist-
ing premium system.

Incorporating liability considerations into
the premium determination may pose chal-
lenges. It is not clear, for example, that an
institution with relatively few insured
deposits or secured obligations will
inevitably present a small risk of loss to the
insurance fund, because uninsured deposi-
tors may become insured and unsecured
creditors may become secured prior to the
institution’s demise. There has been scant
experience with bank failures under the set
of regulatory rules now in place, so that pre-
dicting the magnitude of such effects would
be difficult.

Large versus Small Institutions

In the 1991 law that provided for risk-
based deposit insurance premiums, the Con-
gress included explicit authority for the
FDIC to establish separate risk-based sys-
tems for large and small institutions. The
prospect of continued consolidation within
the industry suggests that it may be useful to
explore this possibility in further detail.

Greater consolidation may widen the
already substantial differences between
small and large institutions in terms of activ-
ities, financial structures, geographic pres-
ence, and other characteristics. For purposes
of risk assessment, community banks and
global institutions might usefully be treated
as different businesses.

For example, large institutions are subject
to closer scrutiny by the market than are
small institutions. Their equity shares and
numerous debt instruments are publicly
traded in competitive markets, and they are
monitored and evaluated by large investors,
equity analysts, debt-rating agencies, and
interested parties around the globe. This
may suggest different requirements in
designing an appropriate system of risk-
based premiums. A possible parallel may be
seen currently in the evolution of risk-based
capital requirements. Capital regulation is
incorporating market practices with regard
to internal risk modeling, for those institu-
tions with significant trading operations.
Standard risk-based capital requirements
continue to apply for all other institutions.
Moreover, recent discussions among bank
regulators have focused on possible exten-
sions of such a “bifurcated approach” to cap-
ital regulation for large and small institu-
tions (FFIEC, 1997).

Similarly, different mechanisms may be
appropriate for insuring a group of rela-
tively few, large institutions as opposed to a
group of numerous, small institutions. The
diverse structures and recent developments
in the insurance industry, covering the full
range of insurable risks, may suggest future
directions for the deposit insurance system.
Finally, some may argue that the potential
for a “too big to fail” decision should be
reflected explicitly in the premiums paid by
large institutions. All of these factors suggest
that the notion of separate premium systems
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for large and small institutions may be
worth exploring.

Coverage Limits

Various issues related to deposit insurance
coverage limits may be considered in the
context of “striking a proper balance.” Low-
ering the current coverage limit has been
suggested as a means of providing more
depositor discipline on bank risk-taking.1 As
indicated earlier, this approach may effec-
tively change the deposit products that insti-
tutions currently offer their customers and
carries the potential for greater instability.
There may be alternative approaches that
provide additional market discipline with-
out introducing these complications.

Some consideration also could be given to
the opposite question, whether the coverage
limit might usefully be raised. Specifically, it
could be argued that the coverage limit
should be indexed to reflect increases in
prices, income, or wealth. The real value of
deposit insurance coverage has declined
substantially since the $100,000 limit was
established in 1980. Given price inflation, in
order to maintain the real level of protection
provided by $100,000 in 1980, the coverage
limit would need to exceed $195,000 as of
1997.

Another possible reason to consider rais-
ing the coverage limit might be suggested by
the different nature of the businesses con-
ducted by large and small institutions. Small
retail-oriented institutions might be subject
to a higher coverage limit than large institu-
tions that are less reliant on deposits. How-
ever, some would argue that these consider-
ations must be balanced against the view
that the current coverage limit exceeds the
amount of insured deposits a small saver is
likely to maintain.

A related issue is whether deposit insur-
ance coverage should be voluntary for bank
customers. For example, many businesses
maintain deposit balances well in excess of
$100,000 for payroll and transactions pur-
poses. Banks typically pass along deposit
insurance premiums to such customers, and
these premiums are based on total domestic
deposits. Therefore, some corporate treasur-
ers maintain that they are paying for cover-
age not received (Logan 1997). In addition,
some smaller institutions have indicated that
customers in their communities would be
better served if the institutions could offer
optional, excess federal deposit insurance
coverage.

A final consideration involves the com-
plexity of the current rules governing
deposit insurance coverage. With eligibility
based on numerous separate “rights and
capacities,” confusion often arises regarding
the insured status of deposit accounts. Any
simplification of the eligibility rules likely
would result in a change in the total amount
of deposit insurance coverage available. The
issue is whether the potential benefits of
simplification are significant and, if so,
whether simplification can be achieved with
a resulting coverage level that is consistent
with the policy objectives related to deposit
insurance, such as maintaining stability and
controlling moral hazard.
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Last summer, in the wake of conversa-
tions with a representative of the com-
munity bankers, we hosted two meet-

ings at our bank to see if we could reach
consensus about deposit insurance reform.
The meetings included representatives of
Ninth District banking institutions of vari-
ous sizes and geographic locations, as well
as a representative of the FDIC. Needless to
say, we did not reach consensus, but the
meetings stimulated us to consider the issue
of deposit insurance reform once again.

Out of this reconsideration came our cur-
rent proposal, namely to enhance market
discipline by revising the Federal Deposit
Insurance Corporation Improvement Act
(FDICIA) to explicitly put uninsured depos-
itors at risk in situations where FDICIA’s too
big to fail (TBTF) provisions are invoked.
(Recall that under FDICIA, uninsured
depositors at banks deemed too big to fail
can be fully protected.) In our proposal, the
exposure of such depositors would be lim-
ited to, say, 20 percent of their account, to
contain spillover effects and the potential for
contagion and systemic risk. Nevertheless,
the clear intent of the proposal is to put large
depositors on notice; to make them more
sensitive to the condition of the banks with
which they are doing business. If this reform

is adopted, we would expect to see differen-
tial market pricing of bank liabilities. That
would be salutary in its own right, and also
could prove valuable in establishing deposit
insurance premiums.

Clearly, this proposal is a variation of the
coinsurance plan we suggested about ten
years ago. The idea is to get before-the-event
market discipline from large, uninsured
depositors and not to “punish” them after
the fact.

Perhaps the most surprising thing that
came out of our meetings with Ninth District
bankers last summer was their relative lack
of concern about the issue of deposit insur-
ance reform. Many of the bankers were not
bothered by the perverse incentives of the
current system, even though the costs of
moral hazard to taxpayers and to economic
efficiency have been striking, both domesti-
cally and internationally.

Upon reflection, perhaps we should not
have been so surprised, because the United
States banking system today appears to be
sound and stable. That is exactly why this is
the appropriate time to seriously consider
deposit insurance reform. Because our bank-
ing system is healthy, reform can be assessed
deliberately and objectively. It also can be
phased in over time, to give both bankers
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and depositors ample opportunity to adjust,
and to hold disruptions to a minimum. Fur-
ther, it is not as if bank supervision is a free
good; it requires considerable real resources
from bankers as well as regulators, and it has
not been foolproof. Thus, there appears to be
a case for enhanced market discipline as a
complement to supervision.

Both the presidential commission that
examined the causes of the savings and loan
fiasco in this country and the U.S. Treasury
in formulating its financial services restruc-
turing proposal in 1991 concluded unequiv-
ocally that the moral hazard of deposit
insurance had been fundamental in the sav-
ings and loan debacle and the exposure of
taxpayers. Similarly, examination of the
banking crises of the 1980s, and earlier this
decade in Asia and other parts of the world
by the World Bank, the International Mone-
tary Fund, and the Bank for International
Settlements, among others, singled out the
moral hazard of government depositor pro-
tection as a major culprit.

To be sure, introduction of additional mar-
ket discipline raises the risk of instability,
and some may consider this unacceptable.
But as I have argued previously (see “Gov-
ernment Safety Nets, Banking System Stabil-
ity, and Economic Development,” remarks
prepared for a conference on “Money and
Financial Markets in Asia: A Challenge to
Asian Industrialization”), the challenge to
policymakers in this arena is to balance two
competing objectives; namely, banking sys-
tem stability and elimination of the costs of
moral hazard. There is clearly a trade-off
here: stability can be achieved at the expense
of high moral hazard costs, or moral hazard
can be eliminated at the cost of instability.
We think our revised coinsurance proposal
strikes a reasonable balance between these
objectives.

Let me emphasize that striking this bal-
ance is a critical issue. About a year ago, the
FDIC hosted a symposium on the banking
history of the 1980s and its lessons for the
future. Many of you were probably in atten-
dance. Near the end of that symposium,
Paul Volcker commented on the repercus-
sions of the TBTF decision to fully protect
the creditors of Continental Illinois in 1984.
He said: “Even when you had headlines
about the weakness of an institution, no
depositors moved their money because they
had been convinced that the government
was going to take care of everything—so
you had no market discipline.... How do you
get some balance between the rescue and
retaining some discipline?”

In conclusion, I would offer four addi-
tional observations. (1) In our proposal, the
burden of increased market discipline falls
on large, presumably sophisticated deposi-
tors. More important, if our proposal is in
place, we would expect the market for infor-
mation about the financial condition of banks
to broaden and deepen over time. We also
would expect depositors to diversify more
than formerly. (2) Community banks should
welcome our proposal because it goes some
distance to leveling the playing field. It does
so because, as matters now stand, uninsured
depositors have an incentive to bank with
TBTF institutions, an advantage that is
diminished by our scheme. (3) If our pro-
posal is successful in enhancing market disci-
pline, it should permit over time a reduction
in the regulatory burden on banks. (4) His-
tory has shown that damage to a country’s
banks may well damage its growth
prospects. If we are committed to attaining
over time maximum sustainable economic
growth, and I believe we are, then we should
take the steps available to improve incentives
in the banking system.

Thank you.

Gary H. Stern



Iwould like to thank you, Mr. Chairman,
for putting this conference together. It is a
great way for regulators and bankers to

exchange ideas on a subject of considerable
importance to both groups.

I would also like to thank the FDIC staff
for preparing background papers to help get
us focused. As I read through the materials,
I was struck by two things. First, it is clear
that bankers and the FDIC have the same
goals—a safe and sound banking system
that protects depositors with minimal regu-
latory intrusion. Second, it is also clear that
the industry and the FDIC tend to look at
things differently. At first, this difference in
approach surprised me a bit. But the more I
thought about it, it seemed natural that there
would be a healthy tension between the
industry and the insurer on some key issues.
Regulators, after all, are paid to worry.

For example,

● FDIC worries that the insurance fund isn’t
big enough;

● We think the fund is too big.

● FDIC worries about not having enough
flexibility;

● We think it has plenty of flexibility.

● FDIC worries that too many banks are in
the lowest risk category;

● We think the goal should be to have all
banks in the lowest category.

I would like to spend a few minutes on
some of these differences.

● First, is 1.25 percent enough? Absolutely.

Consider how FDICIA changed the world:
First, it lowered the probability of bank fail-
ures; second, it reduced the cost of resolving
those institutions that do fail; and third, it
made fundamental changes in the way FDIC
is funded.

Under the old system, banks paid flat rate
premiums set by statute. Maintaining a big
fund balance was very important because
the regulators had no way to quickly raise
premium income to cover losses.

Today, the situation is very different. We
have risk-based premiums, flexibility to
adjust the premium schedule, and a $30 bil-
lion line of credit from the Treasury—which,
by the way, must be fully repaid by the bank-
ing industry if it is ever tapped. FDIC can
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also raise the 1.25 percent designated reserve
ratio if conditions warrant. On the cost-con-
tainment side, we have prompt corrective
action, conservatorship at 2 percent capital,
least-cost resolution, and depositor prefer-
ence.

Suppose BIF could not grow beyond the
required 1.25 percent. Does this constrain the
FDIC at all? The answer is no. In fact, the
FDIC has a very powerful set of tools to deal
with any problems that may develop. At the
first sign of trouble, FDIC would increase
reserves for losses within the BIF—which do
not count in calculating the 1.25 percent.
Risk-based premium income would auto-
matically rise as troubled banks move into
higher risk categories. If more income were
needed to keep the BIF at 1.25 percent, the
premium rate schedule itself could be
increased. This is the way the system was
designed to work. The bottom line is that
FDICIA requires the industry to maintain
the fund at the 1.25 percent level, and gave
the FDIC the flexibility necessary to make
that happen.

In my view, it is hard to explain why the
FDIC is worried about either the size of the
BIF or the flexibility to cope with any rea-
sonable scenario. In fact, as your staff paper
pointed out, 1.25 percent was large enough
to deal with the crisis of the late 1980s to the
early 1990s, even without the ability to increase
premiums and without all the cost containment
procedures of the current system. Our research
shows that the BIF could weather such a cri-
sis even if it began with a balance of only
0.25 percent of insured deposits.

In good times, such as now, the current
system generates a lot more money for BIF
than is needed to pay resolution costs and
FDIC operating expenses. With no mecha-
nism for rebating excess income, the BIF has
grown to $28 billion—1.38 percent of insured
deposits. The BIF is likely to continue to
grow rapidly for the foreseeable future. I

have to admit that having a big fund—way
in excess of the 1.25 percent—means that we
bankers don’t have to think much about
paying premiums anymore. I’m not sure this
situation provides the proper incentives for
us.

It seems reasonable to me that excess
funds should be rebated back to the banking
industry—I believe we can find a better use
for those funds in our communities than can
be found here in Washington.

● Second, should we tinker with the risk-
based premium system?

Specifically, should we fine-tune the cur-
rent system either by adding additional cri-
teria or by creating additional risk cate-
gories? My feeling is that we should not. We
all knew going in that we could not design a
perfect system—one that includes all the fac-
tors affecting the condition of every insured
institution and one that would be forward-
looking enough to predict trouble before it
got out of hand.

However, the existing nine-grid system
has some desirable characteristics. First
among these is simplicity. Another is objec-
tivity. The capital ratio categories are
straightforward, objective criteria; and the
supervisory concern categories, while cer-
tainly more subjective, represent the exam-
iner’s view of an institution’s condition.
Bankers can take specific actions—like raise
capital—to move up the grid to pay lower
premiums. There are significant financial
incentives to moving toward the lowest risk
category. The fact that 95 percent of the
industry is in the top category is clear evi-
dence of that.

Surprisingly, the FDIC seems concerned
by the fact that the vast majority of banks are
in this top category. The goal should be for
all institutions to be in this category. Are
more boxes better? I don’t think so. I espe-
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cially don’t think we should create a “super-
well-capitalized” category. There are two
reasons for this. First, it would place unnec-
essary emphasis on increasing capital at
healthy banks; and second, it would send a
misleading message to the market that
banks not in the super-well-capitalized cate-
gory don’t have enough capital. The regula-
tors should focus on institutions that cur-
rently present the greatest risk of loss to the
FDIC, not on the best rated institutions.

Should we add more criteria to the grid to
make it more forward-looking? At the risk of
sounding like a broken record, I don’t think
so. Complicating the grid by adding more
factors and making it more subjective just
does not make sense.

Let me make one more point on risk-based
premiums. I do not think it is a good idea to
have separate systems for large and small
banks. While it may be appealing to make
such an arbitrary distinction, the fact is the
business of banking is fundamentally the
same for all institutions—managing risk.
While examinations for large and small insti-
tutions may vary in scope and sophistica-
tion, the criteria for judging the financial
condition of all institutions come down to
the elements included in CAMELS.

● Finally, should we lower insurance cover-
age limits?

Absolutely not. The real value of the cur-
rent coverage limit has already been signifi-
cantly eroded by inflation. In fact, coverage

would have to be raised to $195,000 to remain
equivalent to $100,000 set in 1980.

The bigger issue with respect to deposit
insurance coverage is ensuring that no unin-
sured depositor is fully protected in a bank
failure, regardless of the size of the bank.
Coverage limits are meaningless unless
those above that limit are subject to loss.
Imposing losses on uninsured depositors
would provide market discipline to help to
contain excessive risk taking. Without the
potential for loss, there will be little market
discipline.

This means we must get rid of the too big
to fail policies once and for all. While
FDICIA addressed this to some degree, there
is still the perception that policymakers will
invoke the systemic risk exception too read-
ily—and when they do, it is the banking
industry that bears the cost. We believe a
way can be found so that all bank failures
can be resolved without resorting to this
exception.

In 1990, the ABA proposed the “final set-
tlement payment” as a way to impose losses
on uninsured depositors and creditors and
provide the necessary liquidity to prevent
systemic instability. Whether this method is
used, or some other system is adopted, the
point is, we need to have policies and proce-
dures in place to resolve a large bank failure
if one should ever occur. Now is the time to
work on this while the industry is healthy
and profitable.

Thank you for the opportunity to present
my views. I look forward to the discussion of
these issues. Thank you.

Striking a Balance Within the Current Framework



Thank you, Skip Hove, for the opportu-
nity to be here today and talk about
my favorite subject, which is merging

BIF and SAIF. All those who are opposed to
that are opposed to good public policy, and
that is already established. The real question
is when will they wake up to the fact that
when you propose bad public policy, you
continue to get bad public policy.

It occurred to me that I would like to write
Skip Hove’s next speech—perhaps before a
joint meeting of the House and Senate Bank-
ing Committees, and Skip Hove would get
up and say, “Ladies and gentlemen, in view
of the crisis in Asia, I think it is important
that I come here and talk to you about the
American banking system and the proposals
that will ensure that the American public
understands that what’s happening in Asia
will not affect their deposits. What we have
determined is that we can have, within the
current FDIC system, a very nice, simple sys-
tem. What we will promise to the American
people is that we will do away with all the
acronyms that are understood within the
Beltway. BIF and SAIF will be consigned to
their graves. We will never again refer to
FDICIA or FIRREA when we talk to the
American consumer. What we will talk
about is that the full faith and credit of the

United States, and the work of this great
agency, have ensured that depositors of
banking institutions and thrift institutions in
this country have their deposits guaranteed
to $100,000, unequivocally, and that our
work will be involved in making sure that
happens. We will simplify all of the rules. We
will make it very clear on one page exactly
what that deposit guarantee is to every indi-
vidual in the country.” 

I think it is a wonderful speech. I think
there are only 20 people in the combined
houses of Congress who even care about all
those acronyms. The other 90 percent of all
legislators understand what their customers
want—they want a nice, simple guarantee
that the American banking system is the best
in the world, and that it will continue to do
that and that this great agency will continue
to help us all make that happen.

I think given that as a goal, we must estab-
lish clear goals. The clear goal is, and you
heard it from a variety of people today, you
simply have to continue the guarantees to
the American public. That is what they have
grown up with. In the midst of the biggest
economic changes and turmoil going on in
this country short of a period of war or eco-
nomic disaster, don’t change that basic
promise. Reinforce it. Make it simpler. You
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do that and you ensure, I believe, good pub-
lic policy.

Now, what should the FDIC then step
back and do? They should step back and say,
yes, we are the ultimate guarantor. Financial
guarantees are not insurance, my friends.
One of the questions I was asked to address
is, How do you get better risk-based premi-
ums for financial guarantees? The answer is,
you don’t. I understand there are at least two
schools of thought on financial guarantees.
There is the very strong, soundly based
belief that no premium for a financial guar-
antee is an insurance premium because no
one writes a financial guarantee expecting to
ever perform on it. I repeat that—nobody
writes a financial guarantee expecting to
perform on it. What they expect to do is to
guarantee the performance of the person
they are guaranteeing.

The best example is suretyship. Suretyship
is an ultimate financial guarantee in the sim-
ple form; a surety company guarantees per-
formance of a construction contract. The
biggest potential surety loss in this country,
fully insured, never had a dime of reserve
put up against it because the insurance com-
pany that was involved maintained that it
would complete the project that it had guar-
anteed. And it did. There was never a dime
paid. That is the ultimate guarantee—the
ultimate performance of someone in the
guarantee business is to ensure that no loss
is ever paid. That is what the goal of the
FDIC should be. It should be that it will
never perform. It will make those requests of
guarantee to whomever requests the cover-
age to perform. That becomes the essence of
the system.

There is no risk-based premium that
works. As soon as guarantors see risk, they
see the potential for failure of performance.
What they have to do is move—and have the
power to move—to ensure performance.
Now, this can involve costs to the person

who is getting the guarantee. But it does not
involve a prospective premium that will
change the relationship. That is the simple
way—you’ve got somebody going down the
tubes, you say, “OK, I’m going to run up
your premium,” and he says, “I don’t have
any money to pay last year’s premium, I
might as well gamble even further as long as
you’re letting me stay in business.” I think
that happened about 1989-1990.

Financial guarantors ensure performance.
They do not pay losses. Basic insurance,
basic suretyship—go back to the textbooks—
it is written there. There are lots of people
who have thought they could make money
in the financial guarantee business by taking
risk and treating it as insurance. There are
lots of companies that are no longer in busi-
ness that thought that. The ones that have
operated in the financial guarantee business
and have stayed alive have ensured per-
formance.

One other thing—intercooperative guaran-
tors—the insurance business in this country
in the 1960s put together in virtually every
state a financial guarantee system to ensure
the performance of its companies. In all but
one state, all of those were postassessment
guarantee funds, again on the same basis.
There was no premium up front that would
provide a fund large enough for payment of
all losses that would come about through
failure of the largest companies. So, there
was no way to assess a premium. The one
thing you could do was to guarantee that if
the guarantee corporation ever had to step in
on behalf of a failed institution, it could then
assess everybody in order to pay off those
guarantees. That is the way an interindustry
guarantee fund can work. The states, New
York being the most notable one, that had a
preassessment guarantee were constantly in
the throes of a political fight that it was a
slush fund for the state government, and it
was. There is absolutely no doubt about it. In
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other words, you incur risk when you put
together funds that do not have a clear and
dedicated purpose.

That is instructive. In other words, when
you try to meddle with the system we have
now, when you step away and say that it is
other than a guarantee system and a guaran-
tee of performance by the banking industry,
you’re in deep trouble because you’re trying
to say that somehow or another through an
insurance mechanism you can raise enough
premium to pay for the default of the whole
system. That becomes the moral risk. You do
away with that risk, you ensure that the
enforcers of the guarantee can ensure that
the guarantee never pays a loss, and you
have a much better system.

So, two things to take away. One is sim-
plify the system. Make it really understand-
able to the American consumer. That is who
is going to vote. That is who our customers
are. That is who we ought to care about. The
second thing is, stop talking about insurance
and stop talking about risk-based premiums.
If you’re going to insure performance and
you know there are risks, you ought to get

out of the business or you ought to ensure
that those people can perform, which is
what other guarantors do when they give us
guarantees. We guarantee our asset-backed
securities. We get AAA ratings from rating
agencies. What we do is we structure them
in such a way as to guarantee the perform-
ance to the AAA tranche. That is what it’s all
about. That is guaranteeing performance.
That is the guarantee that people want. 

If we do that, then I think we can talk
about a really viable, simple system that will
take care of all of the changes that are going
to take place and should take place. We
should have diversification. We should have
knowledge of it. But we should have an
agency that requires reporting, that looks at
what is happening, and then has the author-
ity that if there is risk to the guarantee, to act.
I think if we do that, we will continue to be
able to proclaim to the world that this is the
best system in the world and we don’t need
to replicate the disasters that have happened
in other countries and other segments of the
financial industry.

Thank you.

David E. A. Carson
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Thank you. It is a pleasure to be here, and
I would like to add my voice of thanks to
Chairman Hove and the FDIC staff who
have organized this session.

The organizers’ suggested discussion
points for this session concern ways to
“strike a balance within the current frame-
work.” As an academic (and therefore an
adolescent), the first thing I tried to do was
figure out how they might have misstated
the relevant questions here. I couldn’t find
very much to complain about. The organiz-
ers’ main emphasis is on the top line in Fig-
ure 1, which represents our current regula-
tory system’s tension between moral hazard
and financial system stability. The tension
really comes from the notion that we must
ensure financial firms’ stability in order to
have financial system stability. Moral hazard
arises because the system seeks failure-proof
individual firms. Managers and sharehold-
ers, expecting to be protected from unto-
ward outcomes, tend to take excessive risks.

My suggestion today is that we should
refocus the regulatory system. Rather than
basing systemic stability on financial firms’
stability, we should induce firm behavior
that is consistent with systemic stability. We
can concentrate on the largest players in the
system, and we should employ a combina-

tion of government prudential supervision
and private incentives to monitor and con-
trol their risk exposures. The major change I
would offer to the organizers’ basic ques-
tions is illustrated in the lower portion of
Figure 1: How can we ensure that financial
firms’ conduct cannot threaten the financial
system’s stability?

Today, I would like to make two main
points about the lower half of Figure 1. The
first point concerns the distinction between
firm and systemic stability. I think that is a
very important distinction to make. Second,
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I would like to talk about the extent to which
government and private governance mecha-
nisms presently duplicate one another, but
could be made to complement one another.

My first point is based on a simple but
very far-reaching assertion: that the potential
for systemic risk reflects poor diversification by
individual firms in the system. Tom Hoenig’s
discussion this morning about the ex post
pressures to which regulators become
exposed was right on the point—extremely
telling. Regulators come under ex post pres-
sure because everybody knows there are
large instances of bilateral credit exposures
among important firms. Regulators and the
public alike fear potentially crippling bilat-
eral credit exposures. But this is the core of
our moral hazard problem! If market partic-
ipants conjecture that the regulators will step
in if a large firm fails, they have scant ex ante
incentive to avoid bilateral exposures. Given
the bilateral exposures, regulators rationally
intervene to protect investors. A vicious cir-
cle.

We need to ask whether large bilateral
credit exposures constitute an intrinsic part
of the financial system. Poor diversification
can come from three places: “old-fashioned”
credit risk, payment system interconnec-
tions, and derivative counterparty risks. The
“old-fashioned” kind of credit risk entails
the potential default by a bank’s loan cus-
tomers. Continental Illinois provides the
most famous example of bilateral credit risk
influencing government regulatory policy,
and we all know that story. (My question is
this: Why did Continental’s counterparties
accept such a large credit exposure to start
with?) Credit risk exposures have become
more troubling, and more confusing, as we
have become aware of the credit compo-
nents of our payments and derivatives trad-
ing systems. These risks reflect very subtle
technical issues, which relatively few people
understand fully. Regulators around the

world are pondering these issues, as are
many industry participants.

Traditional forms of prudential regula-
tion—safety-and-soundness inspections—
are pretty good at dealing with old-fash-
ioned credit risk exposures. What is more,
the largest number of firms, all of the bank-
ing firms in the economy, have the potential
to be exposed to these credit risks. By con-
trast, the big-dollar risks are much more con-
centrated. The number of financial firms
which have substantial amounts of payment
system or counterparty derivatives risk
probably number no more than 100 in the
U.S. Importantly, this leaves about 9,900
banks for which big-dollar counterparty
risks are not a problem.

What can we do about these risks? I sug-
gest that we don’t view them as exogenously
fixed and unavoidable. Large-dollar settle-
ments need not involve substantial amounts
of credit. Alternative settlement mechanisms
can avoid counterparty risks on the payment
system and in derivatives transactions: col-
lateralization, real-time gross settlement,
various kinds of netting arrangements. Some
of these arrangements are even operating at
the present time! Although it might be costly
to change from our present, credit-based sys-
tem of settlement, it is not impossible to
switch. For example, when the Federal
Reserve began to price daylight overdrafts
(at what I thought was a rather small pre-
mium), those overdrafts fell quite substan-
tially. The institutional arrangements that
generate large bilateral credit risks are, in
many situations, arrangements of conven-
ience. Nothing fundamental about the eco-
nomic system requires these exposures.

The legitimate social concern for financial
system stability should be the avoidance of
large bilateral credit exposures. Private
incentives to accept large exposures, when
individuals are secure in the knowledge that
regulators cannot stand by when large firms
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fail, constitute the real externality that needs
correcting in our financial system. If we can
credibly avoid these bilateral credit expo-
sures, the government can withdraw to its
de jure insurance limits. (Whether that insur-
ance limit should be $100,000 or $30,000 or
$200, the point is that it is going to be a very
different system from what we have today.)
When the government withdraws credibly
to its de jure guarantee levels, market
investors—stocks, bonds, debentures, and
who knows what other forms of guaran-
tors—will come forward and design systems
that control the risks to which individual
firms find themselves exposed.

What do I mean by “credible” avoidance
of bilateral exposures? Regulators must be
able to convince counterparties and the gen-
eral public that other firms are adequately
diversified against their exposure to a large,
troubled firm. Perhaps more to the point,
economists must assure the regulators who
implement FDICIA that one firm’s failure
will not generate important systemic effects,
because financial firms generally avoid large
bilateral credit exposures.

Undoubtedly, some people will be dis-
comfited by the suggestion that we should
let large firms fail, despite the fact that it is
not a new suggestion. In order to provide a
salient point of comparison, I have com-
pared large banks’ potential failures to stock
market fluctuations in Figure 2. In October
1997, uninsured commercial bank liabilities
in the United States were about $1.4 trillion.
One of the symposium discussion papers
reports that the typical loss to a failed bank’s
depositors has been about 10 percent. (You
will recognize, of course, that I am ignoring
the distinction between depositors and other
uninsured liability holders.) If this is a rea-
sonably accurate loss estimate, we should
expect credit losses of $140 billion if every
bank in the country failed.

Is this a large loss for the economy to
absorb? Consider the stock market, as meas-
ured by the Wilshire 5000 index—which is a
pretty good estimate of U.S. stocks’ total
market capitalization. Currently, the Wil-
shire 5000 is worth in the neighborhood of
$10 trillion. A 1 percent decline in stock
prices therefore implies a $100 billion loss. A
1.4 percent loss in the stock market is
roughly the scale of uninsured losses we
would observe if all U.S. banks collapsed.
Without trying to minimize the effects of a
$140 billion decline in wealth, let me point
out that this daily loss actually occurred ten
times during 1997. That’s about once per
month! Why don’t losses of this magnitude
threaten financial stability? Because they are
diversified, and diversification permits soci-
ety to absorb large losses without intrinsic
and substantial disruptions.

Are creditor losses potentially large if a
big bank fails? Yes, of course they are. Will
the world end as a consequence of diversi-
fied absorption of those losses? I think not,
and someone wishing to raise our concerns
about such a possibility has, I think, a very
difficult task ahead of him.

To summarize thus far, I suggest that reg-
ulators should withdraw from rescuing
large firms. Enforce diversification and let
the market take over supervision. My sec-
ond point follows directly from the first: One
size of regulation or prudential supervision
certainly should not fit all. It doesn’t make
any sense. Why?

Large banking firms around the world are
already scrutinized by dual supervisory sys-
tems. In addition to government regulators,
a set of private analysts and investors seek
the same type of information and impose
similar “corporate governance” restrictions.
In the United States, a substantial dual
supervisory system applies to a small num-
ber of large firms. But these firms (roughly
100 of them) control about 65 percent of the
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industry’s assets. By contrast, the larger
number of smaller banks have limited—in
most cases, totally absent—market supervi-
sion. These smaller firms are subject to only
one supervisory system under current insti-
tutional arrangements, and that supervision
is provided by the government.

I have recently completed a review paper
of the empirical evidence about market disci-

pline. The main question, it seems to me, is
whether investors do a better or worse job
(than government supervisors) of identifying
changes in banking firms’ conditions. I argue
in that paper that the market supervisory
system really does quite a nice job. It is not
obviously better, but neither is it much worse
than the government supervisory system.
Both of these systems are trying to get at the
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same things. They tend to identify problems
at approximately the same time. What’s
more, the empirical literature clearly indi-
cates that the behavior of rational investors
and analysts absolutely reflects what they
think the government is going to do. The
government’s actions displace private behav-
ior in bank oversight, just as surely as they do
in matters of national defense, police protec-
tion, etc. For financial firms, private gover-
nance arrangements that might arise under a
system of less government oversight will not
occur if government is thought likely to pro-
tect investors from potential “systemic risks”
when a large firm fails.

My suggestion for “striking a balance
within the current framework” is therefore to
divide the banking system into two parts.
Leave the prudential apparatus effectively
unchanged for 9,900 small banking firms.
This suggestion may strike some observers
as cavalier. Surely some regulatory changes
would improve the system! Should we
change the statutory insurance limit? Should
we merge BIF and SAIF? I am unwilling to
get bogged down debating these and all the
other questions that affect primarily the
smallest 9,900 firms, because these issues are not
first-order important. The regulatory system’s
main problems in recent years have been
with the large and complex companies—and
that is where the important problems will
continue to arise. This is the set of firms that
innovates. This is where risk monitoring and
measurement are most difficult. This is
where the asymmetry between public and
private capabilities are most stark.

The primary role of supervisors vis-à-vis
the largest financial firms would be to
require and enforce diversified credit expo-
sures. Having thus eliminated the potential
for systemic effects if a firm fails, we could
withdraw conjectural or systemic guaran-
tees. Market investors would understand
their new risk exposures, and market forces

would provide appropriate governance
arrangements. The FDIC, which will still
insure up to $100,000 (or whatever), should
assure itself that market investors have
somehow taken the first risk exposures, but it
should be very flexible about how those risks
are distributed among uninsured claimants.
Some firms will use subordinated debentures
(as suggested by George Benston and Bob
Litan in his recent Treasury report). Others
may seek private guarantees. Still others may
establish narrow banks. However, all banks
will not utilize the same techniques for ensuring
safety. The power of the market lies in its abil-
ity to fit a proper tool to each firm’s specific
situation. Provided that safety and sound-
ness are valuable components of a bank’s
business—as I am certain they are—we will
have safe financial firms. However, banks
will provide credible safety in differing ways
after we remove conjectural government
guarantees.

For the 100 largest firms, we can also use
market information much more aggressively
than regulators presently do. Market infor-
mation can help supervisors do two things.
First, they should systematically use stock
and bond price changes, deposit rates, and
deposit flows to help identify changes in
bank condition. While these variables have
long formed part of the regulator’s informa-
tion set, there has been little systematic use
of that information to supplement examina-
tion conclusions and quarterly condition
reports. Second, market investors’ actions
when a firm gets into trouble can be used to
justify a prompt supervisory response. Mar-
ket behavior can instill a sense of urgency at
times when regulators might be inclined to
“wait just a little bit longer” before acting.

In short, we have underutilized market
information heretofore. While I do not have
a detailed, implementable procedure to sug-
gest at this time, my reading of the empirical
evidence indicates that investors’ assess-
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ments can help supervisors identify changes
in condition, and also improve the speed
with which discipline is imposed or discipli-
nary restrictions are removed.

I conclude with four summary points:
I think we all agree that the social interest

involves a stable financial system, as opposed
to failure-proof financial institutions.

The government must have a reliable way
to ensure that diversification is an important
part of each institution’s credit exposures.
Enforcing adequate diversification might
well be the primary correction that govern-
ment needs to make to private incentives or
to private allocations.

Large banks should be subject to separate
regulatory treatment from small banks,
because they are qualitatively different. Our
bank supervisors have long worried about
“fairness” and “equal treatment.” While
such concerns are laudable and necessary,
they have made regulatory change difficult
to achieve. “One-size-fits-all” supervisory
procedures make it unnecessarily difficult to
protect the financial system from the main
(potential) sources of systemic risk.

Finally, it would be very useful, and in
fact, very feasible, to complement govern-
ment supervisory activities with the system-
atic use of market information, for a small
number of very important financial firms.
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Question—I’m Steve Hailer from North
Akron Savings Bank, and I’m a member of
the SAIFIAC Committee. The question I
would have is that there seems to be a lot of
resistance from the trade organizations, the
banking organizations to be specific, regard-
ing the unitary thrift charter. I would like to
know what specific problems the unitary
thrift charter causes for the banking indus-
try, whereas there don’t seem to be any prob-
lems with the FDIC with that charter. I just
wanted to echo Dave’s comment that it was
nice for the FDIC to give them time to talk
about merger of the funds. It is good public
policy, and it is the way it should be. But I
would like to know what specific problems
the unitary thrift charter would cause and
why wouldn’t somebody else want addi-
tional powers?

Johnson—We have no problems with it.
We would love to have it; we can’t get it.
Essentially, when the FICO bond paydown
proposal was put, we felt that the Congress
entered into a firm and binding agreement
that we would not put out $11 billion over 25
years and have no improvement in our char-
ter. We want an upgraded charter. We want
ability to offer a wide range of products and
services, much wider than we have now. We
are not saying every one of our 8,000 banks
out there wants to do everything, but we are
saying every one of them should have the

right to do those things. So, it is a matter of a
compact that we went to our members and
said, let’s back this, let’s go for it. The thrifts
said, we’re still around, that wasn’t our obli-
gation. We say, it certainly wasn’t our dog in
that hunt. If it wasn’t yours, it wasn’t ours,
but we are going to help, and we want a bet-
ter charter. The first amendment said, give
us some certain guarantee that we would
receive that better charter before there was a
merger of the funds. You have to deal with
the Congress on the basis of what you can
do. There was no way to merge the funds
and get the charter then. We felt like before
our money crosses the line, we should have
an improved charter, and that is still where
we are. We are working hard with ACB, the
thrifts, to try to work through that situation
and get that moved.

Question—My name is Al Byrne. I was
taken by the comment by Mr. Carson, and I
hope I wrote it down accurately—”make
those who request the guarantee, the protec-
tion of the guarantee, to perform.” The title
of this topic is striking a balance within the
current framework, and let me pose a ques-
tion that I hope links those two thoughts.
Implicit in any free-market economy is the
notion of choice. Consumers, depositors in
this context, are entitled to make choices,
and the producers of goods and services,
banks and other financial institutions, can
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make choices as well. I wonder if a choice for
us to make here in the current framework is
to allow institutions to request deposit insur-
ance and pay for it and all the costs, not just
the premium that goes along with that, or
not.

Carson—I think the implications of my
statement are exactly that. I would argue
that if you look at American savings right
now, we have already mentioned that
deposits now represent a very small fraction
of the American savings. The customer has
already opted for uninsured deposits. In
other words, the people who want to be in
the deposit-taking business know how to be
in it without being in the insured-deposit
business. They run things called mutual
funds, which happen to be structured almost
identical to 1820s savings banks in that you
have the impartial trustee who makes sure
that the money is safe and then you run it so
tightly that you don’t lose money and the
customer is happy. 

So, we have, if you will, a dual system
today of deposit taking. We don’t call it that,
and by not calling it that, we give the fiction
that somehow the bank deposits are more
important than other deposit instruments,
obviously the largest one being the money
market funds.

I think that becomes the core of how you
can restructure for the 21st century. But you
can’t do it unless you overcome the com-
plexity of what should be a simple guarantee
for people who have lived with that. For the
millions of Americans who are opting out of
that system in terms of putting their money
somewhere else, they have already made
that decision. So, I think now is the time to
do a nice, simple system to recognize that
when we get into the payment system and
other indicia of banking, there are implicit
guarantees that are important, and people
who opt to be part of the payment system, in

a sense, opt to be party to being guaranteed
by a federal agency. I don’t think we’re going
to change the fact that the monetary struc-
ture of a country is going to be totally priva-
tized. There is a clear role for government in
managing the monetary system. That does
not include all savings, all deposit instru-
ments, but it includes very specific ones. 

I think when we look to real moderniza-
tion, we need to look through the titles that
we give things. So, I very deliberately used
that word, and I’m glad you picked up on it.
I do think we are constrained from really
modernizing the system because we won’t
bury the past. The ABA’s failure to bury the
BIF/SAIF past, to bury their antagonism to
thrifts that no longer exist or have been out
of business now for years, the failure to
move the public policy agenda toward a dis-
cussion of what the financial system is today,
is the great curse that the ABA has brought
on all of us. It is time they got off their ass
and did something about it.

Johnson—My momma told me if you
can’t say something nice about somebody,
don’t say anything.

Question—Gary, let me ask you a ques-
tion about your proposal. If I understand it
right, when the too big to fail exemption
would be used, essentially there would be
some kind of announcement that we are tak-
ing action in a crisis situation that would
have the effect of limiting losses of unin-
sured depositors or other creditors to 20 per-
cent. Is that . . . .

Stern—The 20 percent is an arbitrary
number, but essentially. 

Question—I guess the question is, and I
think one of the earlier panelists got at this
point—in what sense or how would that
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restore the stability to the situation that
you’re being asked to address?

Stern—Let me just make two observations
about that. One of the objections in the past
has been to the idea of simply interpreting
uninsured depositor literally, the size of
potential spillover effects and contagion
effects and so forth. So, clearly what I have in
mind in saying the exposure is going to be at
most 20 percent, or pick your number, and
clearly our plan when we spell out all the
details, is to phase this in over a series of
years. I don’t know if the number needs to go
that high. Jerry Hawke sort of suggested this
morning that we might improve market dis-
cipline without a very large haircut, but I
don’t know what he had in mind specifically.

The idea is to assure the uninsured that
while they are going to lose something, they
are not going to lose so much that their eco-
nomic viability is threatened, and therefore
the risks of major contagion, major systemic
effects, are limited. That is the idea behind
that. 

I think it is just a different version of Mark
Flannery’s proposal. He says, let’s limit
bilateral credit exposures. All I’m saying is,
let’s limit the size of the haircut. So, you are
limiting the potential spillover effects, and
therefore if you can do that, then you don’t
have to be as concerned as you are today
about the size of the institution that is fail-
ing. 

Comment—George Benston. Gary, let me
pursue that just a bit. Clearly, I think most
people would agree that having market dis-
cipline is preferable to any other alternative.
I just wonder in terms of how it would work.
Let’s take an example—let’s assume that
Chase is in trouble. We know that Chase can’t
fail. It has tried every way there is, and it still
can’t manage it. So, we’ll use it as an exam-
ple. Let’s say the capital requirement that it

has is low—Mark may be able to talk to this
later—and Chase might decide to have a low
capital because, what the heck. It does take a
large loss. It somehow has an undiversified
portfolio, or one doesn’t realize its portfolio
was as undiversified as it turned out to be,
because it thought it was diversifying but it
really wasn’t—as happened earlier, as we
know, when people put their money in vari-
ous underdeveloped countries without
thinking that they might all go down at the
same time. So, it takes a large loss. Now,
under FDICIA, we have the structures, but
under the current procedures, they are very
tight. The problem basically isn’t that every-
one is a good bank, but that everyone seems
to be a good bank when they really aren’t
because the levels are so low. 

Now, you are the controller of a large com-
pany and you’ve got several million dollars
at Chase. And you say I’m going to get a 20
percent haircut, and I’ve got a better idea—
I’m going to move my money over to
Citibank or Norwest, or somewhere else.
How are you going to stop them? They can
get it out within five seconds. Or, they just
watch and wait until it looks as if you’re
going to do something. It is sort of like peo-
ple who study the exchange rate controls,
who know when they are going to change
the exchange rate, when we used to have
fixed exchange rates, is when there are con-
tinuing government announcements that the
rate will never change, and when the last
one comes on Friday, they know they are
going to do it that weekend.

Stern—Again, let me just say a couple
things in response to that. I think, in a way,
I’m not troubled if large depositors recog-
nize or believe, correctly or incorrectly, that
they are not getting compensated for the
risks they are taking at Chase or maybe your
institution, and move their money. I pre-
sume in that environment, Chase is going to
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have to replace that funding. The only way
they are going to succeed in replacing that
funding is paying up for it, and that is pre-
cisely one of the things I want to have hap-
pen. So, I’m not too troubled about the sce-
nario you are describing.

Now, I must say, we’re still in the throes of
trying to iron out some of these details. You
put your finger on what I think is a thorny
issue—and that is, to some people this is a
sensible idea, but how do you implement it
in practice? We are in the process, to be hon-
est, of trying to work out some of those
details on how you do that. But, I’ll reiterate,
the kind of reaction I think you’re going to
get, if you get that kind of movement of
funds, isn’t all bad. It is the kind of market
reaction you would like to see more of. You
started off by saying Chase can’t fail. If they
really believe Chase can’t fail, they wouldn’t
bother to move their money. What you want
to do is get them to believe that Chase can
fail and therefore they better pay attention to
what they’re doing.

Question—The problem isn’t what the
depositors might do; it is what the regulators
might do, whether they would, in fact, for-
bear from stepping in and not taking the
risk. That is the big problem.

Comment—Would you compare what
you’re suggesting to the alternative of what
one might call a delegated monitor, which is
to say the subordinated debt holder who
knows that he is at risk and who can’t run,
who can’t just zap the money out, but has to
effectively charge an interest rate that is suf-
ficient or take the loss?

Stern—Let me say that is why we have
put our proposal in the form of an amend-
ment, if you will, to FDICIA. Because, what
we want to do is put the depositors and
other creditors on notice, in advance, that

there is the potential for a loss even if the
regulators do invoke too big to fail—that is
the whole point. So, I think we have
addressed that issue. I think subordinated
debt is fundamentally another way of
addressing the same kind of concern. I’m not
opposed to going down that path. I have a
couple of reservations about regulating the
capital structure of the institutions, and there
may be some questions about the maturity
structure of the subordinated debt, and so on
and so forth, but I think that is another way
to go, certainly.

Question—Would you give the depositors
a haircut or the uninsured liability holders a
haircut?

Answer—Well, uninsured liability, includ-
ing uninsured depositors.

Question—Pat Montgomery with the
Treasury Management Association. I have at
least one and perhaps two questions for Mr.
Johnson, and the second question will
depend on the answer to the first one. Do
you see, in your view, the rebuilding of FDIC
reserves over the years? Does the banking
industry play an intermediary role whereby
the costs are passed on to retail and corpo-
rate customers?

Johnson—No. If you step back and look at
our—I don’t have the figures right in front of
me—but our earnings or our return on
equity, return on assets once we began to get
that behind us, and even as we were paying
it, began to move up. I’m not prepared to say
analytically that it was all passed on, but by
and large, there is no free lunch, and we are
all looking at how can we continue to create
shareholder value and still meet all our
costs, build our capital. I wouldn’t sit here
and say that none of it was passed on. I think
eventually all of it is passed on.
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Montgomery—I know from a corporate
perspective, corporate America played a
major role in terms of assuming some of the
costs of the FDIC’s rebuilding of its reserves.
My second question would be—if there were
a rebate, say from 1.38 percent to 1.25 per-
cent, do you believe the banking industry
would have a responsibility to pass on that
rebate to the people who paid it initially?

Johnson—We have a responsibility to be
sure that our capital formation rate meets
our growth needs, covers our risk that we’re
trying to minimize and we’re trying to
understand as you are, and at the same time,
makes a return to our shareholders that will
allow us to raise capital when needed. So, to
step back and say would there be a direct
pass-through of that—I don’t think that is
the right of the government when it was our
money that was sent. It was our share-
holder’s money that was sent. To tax a pro-
vision that says we’re going to send it back
to you, but we want it allocated to this or
that, is a system that I think has just resound-
ingly failed throughout the world. 

So, I think we tried to manage the money
we have to build our communities. We were,
in fact, community reinvestors 100 years
before the Community Reinvestment Act. If
we don’t get it done, if we don’t help build
our communities, satisfy the credit needs,
we lose market share. We go out of business.
So, certainly, that would be a nice pass-
through back to us. I think it would be used
wisely. I think we would use it to build with.
But I wouldn’t attempt to say where every
bank would go with it.

Johnson (responding to a question regarding
the proposed payment of interest on demand
deposits)—Chairman Leach has recently indi-
cated that he and his staff are preparing a bill
that would permit us to make up to 24 trans-
fers on commercial accounts to any type of

instrument. The ABA has gone on record—
after a lot of discussion where we get our
policy from small banks, medium banks,
large banks—in favor of that. We are losing
market share as we sit here, every moment.
The consensus built over about a year of dis-
cussing this reached about 82 percent to 83
percent at the last meeting of our body that
gets ideas from all sizes—our Government
Relations Council. The bottom line is we are
in support of the ability to pay on corporate.
It was not a unanimous decision inside our
industry, and it was not a small bank/large
bank decision. There were large banks that
took a position absolutely against it. They
are now supporting us because of the con-
sensus, and there were small banks that
were absolutely opposed. But, over 80 per-
cent of our membership agreed, and we will
support payment of interest on commercial
deposits.

Comment—Removal of all restrictions—is
that what you’re saying?

Johnson—That is not a removal of all
restrictions. That is “you can do these things
if you want to, bank”—if you’re feeling a
funding problem, if you’re losing market
share and you can offer this to your com-
mercial customers. It wouldn’t be a man-
date. We went to the Fed and asked to do
that. We thought, in our looking at it, that the
Fed had the authority to grant that. They
advised us that they did not. Chairman
Greenspan himself sent that letter back. We
sent another letter back saying would you
reconsider. That was three or four months
ago, and we haven’t heard from that one.
They advise us that it needs congressional
action, and we are supporting that.

Jim, did I tell that pretty much like it is?
Jim Chessen is our Senior Economist here.
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Chessen—I would just add one piece of
clarification. We’re supporting the 24 trans-
fers on the MMD account, which is what
Leach just said he would introduce. That is
distinct from explicitly paying interest. I
think the bankers view it as an intermediate
step that gives them choices to do that. 

Comment—But what other justification is
there?

Answer—Last time I looked there were
some 9,000 banks that were separately
owned and operated, and that is not the def-
inition I learned, but again you know I’m not
an economist.

Comment—But that is the Banking Act of
1933, which basically imposes, at the behest
of the banking industry, a cartel zero rate of
interest on commercial bank deposits. As I
think you all know, most corporations don’t
pay it because they simply move their funds
out or have them in sweep accounts or a
variety of other things. The only reason any
banker would still want it is because they
still think some of their customers are stuck.
Otherwise, it is foolish.

Comment—Well, when you’re working
with a large number of members in a diverse
industry, it sometimes takes a while to get to
nirvana, but we are trying our best to move
forward. Seriously, at this discussion, there
were people radically opposed to this little,
tiny, baby step, and we listened to every-
body in there. But we do have a consensus.
We weren’t exactly out front on the NOW
accounts. But we’re there now. We weren’t
the first to make consumer loans, but we’re
there now. But as we look at the 21st century,
we are asking Congress to give us a chance
to amend some of our past sins and let us go
forward with a broader charter. But it is basi-

cally working through your own member-
ship to try to get these steps done.

Chessen—Can I just add to that? I think it
is easy to make this black and white and to
laugh about it. I think from a lot of the
bankers’ standpoints, they feel there are
some things that they’ve done to meet that
market—they are doing sweep accounts,
they have compensating balances, they offer
other kinds of services to business to make
up for that. I think one of the things that
makes it more complicated is if you would
move to explicit pricing, I think many feel
they would have to begin to unwind the con-
tracts that they have with their commercial
customers, revisit all those, reprice every-
thing, and all the complications of doing
that. So, I think the practical steps are a little
more imposing than to say, of course, you
must just be stupid, you just don’t realize
this.

So, I think that is part of the intermediate
stage to be able to say, banks are offering
sweeps more and more. They are sweeping
it out of their institutions. This is an ability to
keep it within the institution to continue to
meet the loan demand and to continue to
offer the kinds of market price services they
can for customers. Maybe we move to a full
system at some point, but again, you’ve got
to realize the practical implications, what
contracts already exist, and how you would
unwind those.

Comment—And, in fact, if I can just make
one last point to close that out. In our rec-
ommendation back to the House Banking
Committee, there is a phase-in period for
exactly that reason. It is not because we’re
trying to drag it. It is because we have given
breaks for demand deposits that are lying
free except for the reserve requirement. So,
that will be in there, and that is the reason.
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Question—A question related to this: Isn’t
it true that the Federal Reserve has categori-
cally opposed the 24 sweep approach for
monetary control reasons?

Answer—I’m not aware they have taken a
position—someone from the Fed. I’m not
aware of that.

Comment—The only thing I would say is
that they have denied the request—for regu-
latory reasons—on the 24 transfer; they have
suggested that it go to legislation. I think if
you ask the Fed really about reserves, they
would say we would like to be able to man-
age reserves because we think maybe some-
time, for monetary reasons, we would want
to. I think people are moving away from the
thinking that you need reserves to manage
that. But I think that is leading the Fed to
conclude you ought to pay interest on those
reserves, which we would, of course, fully
support. We don’t think it is a budget prob-
lem, as the Fed seems to think. We figure
they can price it in such a way that it
wouldn’t be, and they could manage
reserves if they felt it appropriate. I think the
Fed would very much support interest on
reserves. I think they would probably go as
far to say that they want some kind of cor-
porate checking account interest and ability
to pay. I think they are looking as an offset
for budgetary reasons, but those are separate
issues.

Question—This is actually a question for
you, Art Murton. People have mentioned
several times today that during the 1983–84
period, the intention of the FDIC was to
impose losses on uninsured depositors, and
the intent was to have that program start off
with 13 banks. The intention was to have it
apply to all banks. What would it take for
the FDIC to have that again be their princi-

pal way they would like to treat uninsured
depositors?

Murton—If you’re asking what would it
take for us to impose losses on uninsured
depositors . . .

Question—No, I guess what I’m asking is,
right now the FDIC is supportive of the cur-
rent FDICIA framework—it is law, but they
are also supportive of it. In that period, it
seems like the main goal was to impose
losses on uninsured depositors regardless of
the size of the institution. I’m wondering
what would it take to move back to that
framework, which is more similar to what
Gary was talking about?

Murton—If you’re talking about the FDIC
operating under a framework where we fol-
low the statutes that we are asked to work
under, I think we have been. Since the pas-
sage of FDICIA, we have followed the least
cost test. As far as I know, there have not
been any situations where we have encoun-
tered a too big to fail determination. I want
to be responsive to your question . . . .

Question—I think I phrased it improperly.
The modified bailout payoff was the manner
in which the FDIC was heading when it was
allowed to and given that freedom. Would
that be the preference of the FDIC?

Murton—We use advance dividends.

Question—But for all institutions, regard-
less of the size of the institution.

Murton—I don’t think there is evidence
that is not our policy now. 

Bovenzi—Art, if I can try to answer that.
Really, now, when a bank fails, it is offered in
a variety of ways, and you take the least cost

130

Striking a Balance Within the Current Framework

Confidence for the Future



and the traditional purchase and assump-
tion transactions where historically the FDIC
would protect all depositors. It is offered
that way, but it is also offered where you
only protect insured depositors, and more
often than not, that is likely to turn out to be
the least costly bid. So, we have seen far
more situations now where the uninsured
are not protected, since FDICIA and the bid-
ding process just allow the market to choose
which option, and then go to a payoff if they
don’t choose any kind of merger option.

On the modified payoffs in 1983 and 1984,
the distinction that was being made there, I
think, was when there was a payoff, the
FDIC would give a cash advance to the unin-
sured depositors to minimize some of the
problems associated with not getting 100 per-
cent. You would at least get some amount up
front—some conservative estimate of what
you ultimately would collect. I don’t think it
was done in every situation. It was still the
case that the institution would be put up for
bid, and there would be a merger where all
depositors were protected. If they weren’t,
then in the payoff, there would be some cash
advance to the uninsured.

Question—Joe Neely. This is for Gary
Stern just to follow a thought. There was a
notion this morning that I think was quickly
passed by and I wanted you to follow up on
because it falls right into your proposal.
Someone this morning alluded to the fact
that instilling the 80 percent haircut on the
uninsured, particularly in a too big to fail
situation, and the intent to instill depositor
discipline, possibly could cause a lessening
of market discipline in a crisis situation. As
John was just alluding to, under least cost,
we would have the resolution of a smaller
institution where the uninsured could cer-
tainly be at risk, where if there were some
knowledge or disciplined knowledge, if you
transferred to a too big to fail institution, you

would at least have an 80 percent recovery. I
don’t recall when that was mentioned this
morning, but I picked up on it and thought it
was a very interesting observation. What is
your comment as to going 100 percent recov-
ery for uninsured in too big to fail situations,
80 percent recovery in a crisis situation—
would there actually be a flow from smaller
institutions subject to least cost to too big to
fail institutions?

Stern—Well, I guess that is conceivable,
although I must admit that is not the issue
that principally concerns me. I think what
you’re getting at is something that we have
thought about. Right now, with regard to a
large institution, it is ambiguous as to what
is going to happen. Too big to fail may or
may not be invoked. If it is, I think the pre-
sumption, at least under the current version
of FDICIA, is the depositors and other cred-
itors will be fully protected. I think as
George Benston and some others have sug-
gested, there is the concern that that is the
way the regulators are going to prefer to go
in situations where there is at least the loom-
ing possibility of systemic risk. So, that is the
concern that my proposal is designed to
address.

Could you get a run, which is I guess what
you’re suggesting, from small institutions to
too big to fail institutions to take advantage
of whatever that haircut protection is? I guess
in theory yes, but in practice I’m not so sure.
The reason I say I’m not so sure is that I think
with regard to at least the vast majority of the
smaller institutions with which I’m familiar,
there tends to be a good deal less uncertainty
about their condition. In other words, I don’t
think you’re going to get simply random
runs. You might get them only in situations
where they are justified.

Hales—Gary, could I just make a com-
ment as a guy whose name is Tom Hales, as
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a guy who has to deal with customers. Your
20 percent haircut—because it is fascinating
to watch our customers move money over
$100,000 into the money market funds that
are collateralized—would be perceived by
our customers as a 20 percent loss. Think
about that. My customers that have $5 mil-
lion in the bank—and we have lots of them,
even in a bank my size, which is only a bil-
lion dollars, my customers sometimes have
$5 million in the bank—their reaction to me
would be, you know, Tom, I’m worried
about that because after all, I could get a 20
percent haircut.

Stern—I want them to be worried about
that.

Hales—But you’re not hearing me. He’ll
find another way to deal. That could be a
thing that could hurt us from a marketing
standpoint, no matter how safe we are. You
have to understand how the customer per-
ceives that. We have customers that move
money out of our banks, over $100,000, into
collateralized money market funds and
ignore the fact that we have capital that sup-
ports their deposit. So, you seem to indicate
that you are not locked into the 20 percent,
and I think we do have things in place right
now that would make a 20 percent haircut a
fantastically big haircut. That means the
things we think would work just aren’t
working. I think if you could rethink, first
off, the percentage, and then I think if you
would never say it, that would be a very
good thing. That is something that needs to
be not said.

Stern—Let me respond briefly to that.
First of all, yes, there is nothing magic about
that 20 percent, and in fact, in the current
version of our full fledged proposal, what
we talk about is starting with a 5 percent
haircut and adding five percentage points

each year until you get to 20 percent. You
may decide somewhere along the way that
you don’t need to go much beyond 5 per-
cent. I don’t have a conviction one way or
the other about that. But I do think, the heart
of our proposal, in a way, is exactly for your
customers with $5 million in that account to
want to be assured by you that the bank is
safe and sound, or if they believe they are
not getting compensated adequately for the
risks, to demand that they do—that is, to get
a higher return on that deposit, or to diver-
sify more. After all, one solution to having $5
million in one institution is to have $1 mil-
lion in five institutions. Then, if you get in
trouble, your exposure is x percent of $1 mil-
lion, rather than x percent of $5 million.

Hales—Theoretically that sounds very
good. But what happens is he closes on a
deal, he is a builder, and he’s got $5 million,
and that is in the account for a very short
period of time. But he has exposure for that
period of time. Just think through what I am
saying to you a little bit. It is not like the guy
is going to leave $5 million in for two years
or a year. He is not buying a CD for $5 mil-
lion. He is running through his demand
deposit account, and his first thought is,
wow, insurance agents, people who use trust
money, that is just perceived wrong—it is
just a perception. I would just like you to
think about the perception.

Can I make another point? Mr. Johnson,
you mentioned, and I think you’re
absolutely correct, that under FDICIA, the
level of FDIC, the $36 or $38 billion that we
have there, is extremely high. Would you
entertain any possibility instead of rebates
and instead of reducing premiums, or I
guess not having a premium? How about
just being very practical and reasonable and
maybe raising the FDIC limits to the
$195,000 that you were talking about? Let’s
leave the money in the fund, adjust this



thing, and maybe it would be done over 10
years so that we have maybe 1 percent in the
fund, based on FDICIA, and we would raise
this level to $200,000. Would you entertain
that—would you consider that?

Johnson—I’m not sure that we would
take that on. We certainly are looking for

ways to increase our market share, but I’m
not sure long term that would do it for us.
Certainly we will consider and look. But I
don’t think with the limited amount of polit-
ical capital we have, we would be able to
push much that way.
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Iwant to commend the FDIC, you, Skip
Hove, and your board members, for con-
ducting this all-day seminar. It was one of

the objectives of our report (Deposit Insurance
Reform in the Public Interest, The Bankers
Roundtable, May 1997) that this kind of dis-
cussion should take place. For too long, the
subject of FDIC insurance reform was pretty
much taboo, and if you have a subject that is
taboo, then you can’t think about the various
ways in which that subject can be addressed.
This is a good beginning for opening up the
issue and getting the various points of view
involved, and I hope it leads to further dis-
cussions in various forms so we can really
get these issues out on the table and thor-
oughly ventilate them.

When I was invited to participate on the
panel, I was told I could have approximately
ten minutes to make some comments. I went
through various drafts, all of which I dis-
carded. I didn’t want to repeat what other
people said, and yet I wanted to say some-
thing that was meaningful in my opening
remarks. I guess I am going to begin by say-
ing the deposit insurance system we have
today is about 65 years old, and except for
the changes that were made by FDICIA in
early intervention and depositor preference,
it remains pretty much the same.

But, in that 65 years, the world has
changed. In 1930, all banks, both big and
small, were very much alike. Smaller banks
held a larger share of the banking assets of
the country. I don’t have the numbers in
front of me, but I believe that to be an accu-
rate statement.

Today, I would like to go through a few
numbers with you because they are impor-
tant in connection with a discussion we are
going to have later and Mark Flannery’s
presentation. 

More or less, there are about 9,000 banks
in this country, of which maybe 8,000 to
8,500 of $500 million or less have only about
25 percent or less of the banking assets. This
means that about 800 banks, more or less,
have about 75 percent of the banking assets
of the country. Those numbers are rapidly
changing as a result of the consolidation
process that is going into effect. The banks
that are left today have, as we have been told
by Chairman Leach, about 25 percent of the
financial assets, down from something on
the order of 75 percent or 60 percent a few
years ago. Despite deposit insurance, many
of those larger banks are relying less and less
on insured deposits as their source of fund-
ing. And, despite deposit insurance, smaller
banks are finding that they cannot attract
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enough funds and they have to think about
alternative means such as becoming mem-
bers of the Federal Home Loan Banking Sys-
tem, another way of accessing the govern-
ment guarantee in order to obtain their
funding.

I’m sort of reminded here of the prize-
fight story about the two fighters who are in
the middle of a prize fight and one comes
back to his corner and he is all bloody and
his trainer says to him, “Don’t worry about
it, things are going great.” His response was,
“You better watch the referee because some-
body is hitting me.”

With all that in mind, it strikes me that
with those changes, it is appropriate to
review the deposit insurance system as we
know it today. Chairman Leach said today at
lunch—”It ain’t broke, don’t fix it,” and I
think you’re crazy for taking it on. Well,
maybe he was concerned about the impact it
might have on the legislations moving. But if
now is not the time, when things are great in
the banking industry, are we going to wait
until there are problems and then start
scrambling for ideas and scrambling for
solutions and move under the pressure of
crisis? It strikes me that the time to deal with
the problem is when you can handle it at
your leisure and think very, very carefully
about it.

Also, I would remark that at the time
deposit insurance was installed, everyone
knows one of its major purposes was to pre-
serve the unit banking system. One of the
policy choices before the Congress at that
time was whether or not to move to branch-
ing and thereby enable larger banks to move
out. Today, we have nationwide branching.
So, that is another circumstance that
changed.

Then, finally, as I mentioned, the consoli-
dation wave. So, for all of those reasons, the
deposit insurance study that was put out by
the Bankers Roundtable, which I was

pleased to chair the working group on, I
think is a good piece of work. We don’t think
we invented the wheel in terms of how to
deal with the issues. We wanted to provoke
discussion and put ideas forward as part of
the discussion.

I just want to make a couple more obser-
vations. We heard a lot about protecting the
small depositor. The lady who was the
Chairman of the Board of the American
Association of Retired Persons talked about
it, etcetera. But what has always puzzled me
is that if that was our primary purpose, why
didn’t we provide a consumer-friendly type
of program where people who needed that
kind of protection could buy direct govern-
ment obligations. Today, it is so hard for
somebody. You go to buy savings bonds, and
the rates of them are really not competitive.
If you want to buy treasury bills, you have to
go through a broker. The fact of the matter is
if you made those kind of products avail-
able, there would be an alternative for peo-
ple whose only concern is safety, and I have
to tell you that I believe that those people
and bank depositors who are insured
couldn’t care less where the bank places
their money.

So, it strikes me that the real purpose of
deposit insurance was to provide funding
for smaller banks in order to enable them to
participate in the purpose of banks, one of
the purposes being the ability to intermedi-
ate funds. So, the question I’m asking myself
is, shouldn’t deposit insurance be linked in
some way to the intermediation process? I
don’t think we want to allow banks to sell
government risk, which essentially they do,
which may be priced more or less than the
price of government risk if you bought it
directly, in order to create a portfolio of secu-
rities or other activities which are not part of
the intermediation process.

The next question I have often asked
myself is obviously banks perform a role in
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the payment system. But why is it that we
protect investor depositors so carefully
when we allow them to be at risk in other
forms of investment? If the principle of the
unsophisticated investor is valid, that princ-
iple is equally valid across the board. Yet,
somehow or another, it is only in banks that
we see that principle being applied. These

are questions that have occurred to me as I
tried to think about these issues.

I guess at this point those are all the
remarks I put together. I am now going to
run down a list of the comments made, but
maybe we should do that at a later time
because I think I pretty much used up my
time limit.

Ernest Ginsberg



Let me say up front that I’m a lot more
ambivalent than I would have been 15-
18 months ago, based on what I’ve

seen. I had hoped to come and spend the
morning here and listen to the various pan-
els and pick up the ideas and the disagree-
ments, but unfortunately, I was unable to
come. I had to brief the Board of Directors at
the World Bank on what was going on in
Indonesia, and in particular on the financial
restructuring program that was announced
earlier this week which, among other things,
had as its hallmark a 100 percent guarantee
of all creditors and depositors and all banks
in Indonesia. The reason that the Bank, the
Fund, and the government chose to take this
route was that in Indonesia they were expe-
riencing massive runs on all institutions fol-
lowing the closure of a very small number of
banks (16) last fall. The runs were requiring
massive liquidity support, and we’re talking
tens of billions of dollars every week to keep
these institutions afloat. Indonesia, as well as
Thailand and Korea, is suffering from major
liquidity problems because as the banks try
to collect their breath, and try to build their
capital in line with part of the agreements
that require that they have stronger systems,
in areas where it is very difficult to get capi-
tal, where you don’t have asset securitiza-

tion, the banks just stop lending and they try
to pull whatever loans back that they can so
that they shrink the denominator and that
helps their ratio.

It’s fascinating to contrast the U.S. experi-
ence that we had over the last 15 years—
dealing with the energy banks, the agricul-
tural banks, the thrifts—with what has gone
on in Asia and how they have approached
and dealt with their problems. It is a great
context, I think, in which to discuss changes
in the U.S. system. Mr. Ginsberg and I have
known each other for a number of years, and
I think I’ve probably agreed with 95 percent
of everything he has said. But I must admit
that after spending a lot of time in Asia over
the last few months, our present system
looks pretty good and sensible. As we saw in
the early ’90s, whenever 700 thrifts were
closed, the system of deposit insurance—
and at that time it wasn’t even clear it was a
fully funded deposit insurance system, but
the system the government backstops, etc.—
allowed a very orderly disposition and reso-
lution of a whole slew of institutions. It is
quite a contrast from what is going on in
Asia right now.

When I served with Skip and Joe and oth-
ers at the FDIC, I asked a lot of the same
questions that were being asked today. I
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think when you have the luxury of a system
that is working well, when you have few if
any failures, and it is fully funded, you can,
if you will, tinker with the system. I agree
with the notion that if we’re going to change,
perhaps this is a better time to change than
in the middle of a crisis. I also fully accept
that no system is perfect. Certainly, the share
of financial assets held by insured institu-
tions has been declining for a number of
years, and maybe that is something that is
caused by government action as opposed to
just a natural change in the way people con-
duct their business. So, I don’t want to sug-
gest that today’s system is perfect.

But, in countries that don’t have a work-
able deposit insurance system and don’t
have any type of rating system that allows
the public to differentiate, to distinguish,
between healthy institutions and weak insti-
tutions, what you run into is the kinds of
runs that we had in the 1930s where no bank
is safe. In that kind of market, even if you
had what would have been a decent capital
base two months before, there is no liquidity
such that you could sell assets. You run into
situations where, as it’s been said in Indone-
sia, every corporation with any amount of
foreign debt is now insolvent. Therefore,
every bank with any exposure to any corpo-
ration in Indonesia is now insolvent. So, you
have a system where literally you have a
form of meltdown.

What I found surprising, and I’m a
believer in market discipline, is this: I always
found the idea of sub debt a good one, that
every bank had to issue a couple of percent-
age points, and you could look at the rates
and get some sense of what the market
thought of the institution. What surprised
me in Asia is the number of sophisticated
depositors, the big names in international
banking, that exercised what would appear
to be virtually no market discipline on these
institutions. You had the Deutsche Banks

and the J.P. Morgans providing short-term
dollars to institutions that were taking it on
an unhedged basis and putting it into com-
mercial real estate. When the market began
to fall apart, obviously the first step was to
start pulling all this money out, and some
institutions have been fairly successful. But
as everyone starts to pull his money out, you
have obviously lots of difficulty and you get
into the kinds of situations that are now
occurring in Korea where you have commit-
tees being set up.

I think that kind of discipline is good. I
think those kinds of losses, at least to liquid-
ity, were good. But I would have thought,
with the benefit of hindsight at least, that in
a system where you have very sophisticated
investors, there would have been far more
signs, far more people backing out, that the
spread over Libor that these countries were
paying would have been going up a year
and a half ago rather than going up when
CNN reported that the exchange rate had
changed and the crisis occurred.

I can recall looking at the agricultural
bank numbers where you had land prices
projected to go up forever, and with the ben-
efit of hindsight we regulators all looked like
idiots because it was so clear that we all
missed it. So, maybe we’re all just doomed to
learn from experience.

In any event, these systems in all three
countries did not have deposit insurance, so
that arguably the money going in was, in
some respects, what we’re talking about,
which is a free market. Money was going in,
and none of the banks was promised that
there was a guarantee, although it might
have been implicit. The consequence was
what appears to have been, in all three Asian
countries and maybe others, real-life bubbles
of the type that we saw in the Midwest with
land prices. Once it collapsed, once all these
loans that the domestic banks had made
with collateral turned out to be worthless,
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you had real meltdowns. The systems in
these countries just aren’t working. Very,
very healthy companies—some of the major
corporations—are finding they can get virtu-
ally no money. The market isn’t working
because it isn’t that you pay up for it—there
is just no money. It is not coming in, or at
least not coming in at rates that the compa-
nies can ever borrow and hope to have any
type of repayment.

Mark Flannery put up a chart that talked
about the dilemma between maintaining
financial stability while controlling moral
hazard. That is talked a lot about at the Bank
and the Fund as we, the staff, propose
boards and adopt 100 percent guarantees for
everything. When you’re in the midst of the
crisis, when you’re applying tourniquets to
stop the bleeding, talking about whether or
not you should have a 5 percent haircut or a
10 percent haircut becomes sort of irrelevant.
What you want to do is try to maintain, get
back to some type of stability. In all these
countries, the only losses that are now being
posed are on the shareholders and on the
sub debt holders. Everybody else is being
covered because, frankly, we haven’t figured
out a system that includes a little market dis-
cipline and a little bit of moral hazard. It
obviously is not a great solution. We are hop-
ing that we can tap into the FDIC’s expertise
to help these countries move from a 100 per-
cent guarantee to the kind of system that we
have right now. In that respect, I would echo
what Chairman Leach said, which is, it is
amusing to have discussions of changing
this system—and again, I don’t want to sug-

gest that improvements can’t be made—but
the rest of the world, including the EU, is
adopting a system that is very close to this.

In any event, it isn’t just deposit insurance.
These countries have lots of problems with
banks in terms of insider lending and direc-
tive lending, and the supervisory systems
aren’t great. So, it isn’t simply the absence of
deposit insurance that has caused the prob-
lems. I guess the bottom line is that I wonder
whether it is deposit insurance per se that is
causing the difficulties, the loss of market
share of the banks, to the extent that there
are lots of restrictions imposed on institu-
tions because of deposit insurance. Maybe it
is the restrictions; maybe it is expanded
activities that are necessary. But, as someone
was saying today,—it takes 5 seconds to
move money around right now. We are in a
very different system in terms of being able
to go on your PC, and the incentives, if you
create market discipline, make it not worth
waiting. If I’m a corporate treasurer, it is a lot
easier for me to pull my money out, wait and
see if anything happens, and if nothing hap-
pens, put it back in again. I would pull my
money out instantly because otherwise how
would I ever explain to a corporation when
an article appears in the New York Times that
this bank is in trouble? I think if there is a
perception of risk, everyone will pull out,
and maybe the Minneapolis Fed can provide
lots of lending through the discount win-
dow. I’m serious. You can do the temporary,
but I think the bottom line is that we’ve got
a pretty good system here.

Roundtable



Thank you, Skip, for your kind intro-
duction. I am struck by a couple of dif-
ferent themes that I’ve heard today.

The number one theme is that no one has ref-
erenced the pictures of people standing in
line in front of their bank during the Depres-
sion on the walls of this room. Now, as a
community banker from a small town, I
don’t get a warm, cozy feeling sitting all day
long looking at people pulling their money
out of the community bank. The second
thing I was struck by is that no one has told
a President Clinton story so far. Before you
have a heart attack, Skip, let me just say—
emphasizing that I am from Illinois—if
you’re going to run Air Force One off a run-
way and get it stuck in the mud, better to do
it in Champaign, Illinois, where you have
lots of John Deere tractors that can pull it
out. So, that is the good news—maybe that is
the only good news the President has had in
the last few days.

I would like, in the few minutes that I
have, to present my observations of the
issues presented throughout today’s meet-
ing. The one common theme that I think has
stood out more than anything else to me
today, relates to Carter Golembe’s earlier ref-
erence to the “rent and grocery money” of
the unsophisticated depositor. I haven’t

heard anyone here today say that isn’t an
important aspect of everything we’re talking
about. It doesn’t matter whether it is Bert
Ely’s program with the parties to a 100 per-
cent cross-guarantee contract; or Dick
Kovacevich’s proposal from Norwest to
move the $28 billion in reserves in the Fed-
eral Deposit Insurance Corporation to the
banking industry to manage and guarantee;
or even the AARP’s position or Tom
Hales’s—don’t change it, just leave every-
thing like it is.

Everyone feels there is a need to protect
that unsophisticated depositor. I certainly
agree with that for the short-term. I’m not
sure what we will gravitate to 20 years from
now, or what will be necessary, but I would
suggest that there will always be an unso-
phisticated depositor. Not everyone is going
to be like my son at age 24, doing all of his
banking transactions on a PC. He works in
our bank. One of the first things I had him
do when he graduated from Northwestern
was take all of our senior officers down and
set up some accounts at different banking
entities and demonstrate to them why our
customers never needed to visit bricks and
mortar again. That will evolve. But, there
will always be unsophisticated customers
because, as you are well aware, there are
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folks from this society that are not going to
have access to computers, that are not going
to be that sophisticated in terms of invest-
ments and watching markets. So, protecting
the unsophisticated depositor is a must.

If we have a system that works right now,
as has been suggested by Jonathan Feichter,
maybe we shouldn’t tweak it too much; that
has been suggested by a couple of people
here this morning. I think we should. Let me
explain why. What Skip didn’t relate to you
is that in an earlier life I drove a nuclear sub-
marine for a living. I had an engineer that
came on board one time when we were
doing some test depth dives and he was
remarking how this one particular control
valve only failed every 10,000 hours. I said,
which way does it fail? He said it fails in the
down position and we go to full dive. I said,
let’s see: At flank speed and operating at test
depth, by the time we recover, the hull will
be crushed and we will die. He said, yeah,
but it is only once every 10,000 hours. I said,
you’re not seeing my point on this. Maybe as
a preventive maintenance routine we ought
to change it while things are nice and con-
trolled and stable. Every once in a while you
do some preventive maintenance. I think it is
time—in the nice, stable environment that
we are in right now—to do some preventive
maintenance on our deposit insurance sys-
tem.

Why? People have alluded to the 80/20
split where banks’ market share of assets
held is now only about 20 percent or so. I
think that gets overemphasized. But, the
reality is if you have 80 percent of the regu-
lation applying to 20 percent of the deposits,
or 20 percent of the financial services sector
supporting all the regulation and 80 percent
being virtually unscathed by it, you can’t
have a system that is going to be viable in the
long term.

Everyone has talked about the too big to
fail issue, and I think that is a very real issue

that we need to address. David Carson
hopes that we can structure systems so we
will not have to repeat some of the mistakes
of other countries. Just because no big bank
has been allowed to fail in another country
doesn’t necessarily mean that you have to
have a too big to fail policy in the United
States. We have a unique and very different
banking system in this country. As every-
body at this meeting knows, as educated
people in the field, our system doesn’t
resemble anything else in the world. Why
should we follow the same dictates that exist
elsewhere?

The moral hazard issue has been raised
today, and I think that issue applies to both
the FDIC and to the bankers. I’ll come back
to that toward the end.

We know we are in a changing world and
Ernie Ginsberg has referred to it, as did
Hjalma Johnson by telling his story about
Johnny going to sue the teacher. Well,
Hjalma didn’t tell you that he is an attorney
and he is now representing Johnny before
the Florida Supreme Court in that case.

Chairman Leach concluded his remarks
with a question: “Why do we want to take
on FDIC reform?” That was early on in his
presentation, before he answered questions.
If you were listening, in his last comments at
lunch he said that there are a lot of banks out
there that will be put in severe jeopardy if
they cannot offer securities and they cannot
offer insurance and they cannot offer the
plethora of products and services that our
customers are going to demand.

Those two comments seemed in direct con-
tradiction. I didn’t have a chance to talk to
the chairman about it, but I certainly agree
with the comment about the need for finan-
cial modernization. If we can’t compete in all
aspects of financial services, we are going to
have a big problem. My own bank is an
example. We have about a billion dollars in
assets under management. If you look at our
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balance sheet, it will say $560 million in
assets. How can I make the statement of a bil-
lion dollars? We have a trust department. We
have a product called Investors Choice
where we sell annuities, we sell stocks, we
sell bonds, and we’re about to do some joint
venturing getting into insurance because it is
allowed in Illinois. We’re not growing our
traditional bank deposits. Those are staying
pretty solid. What is growing are those trust
assets and all of those other assets that we are
managing.

My premise is that now is a good time to
do some preventive maintenance on the
FDIC system. Carter Golembe, with his his-
tory lesson, pointed out that a lot of what we
know today as deposit insurance evolved
out of either crisis management or turf wars
between regulators. When you think about
it, everything we have talked about today—
every new power and every change—has
come out of crisis management. The only
two entities that manage this way are com-
mittees at country clubs and the federal gov-
ernment. It is crisis management and it is
turf. There is very little in between.

I think we have a chance to do some fixing
in that area.

Will changes of any nature be a tough
political fight? Absolutely, they will. But, in
the words of Mr. Kovacevich from Norwest,
if you don’t try, you’re never going to
accomplish anything. I would propose that
there are some steps we can take short of
totally overhauling the system. We must also
recognize that anything we do has to have a
transition period, because you have to make
people feel comfortable with change. There
are about $400 million in traditional bank
deposits, and $100 million of those are in
passbook savings—real passbooks, with
people who come in to the bank to have their
passbooks posted. Every time our opera-
tions people tell me how much cheaper we
could do it if we just force all those people

into statement savings accounts, I say, fine,
you explain it to that person who comes in
here and wants to see his interest posted. We
are in a very ethnic area, and that is going to
exist for a long time to come. So, you’ve got
to have a transition as you move into new
ways of doing things.

Let me throw out a few ideas.
First, I would eliminate the FDIC’s $30 bil-

lion line of credit at the Treasury. This line of
credit creates a perception of dependence,
and I would make the observation that per-
ception normally counts for 90 percent and
reality counts for 10 percent. My customers
don’t know about or care about this line of
credit. What does it matter whether or not
there is a $30 billion drawing right? If some-
one wants to beat the industry over the head
with that, let’s just get it off the board.

Second, I would get the FDIC off budget.
With the work that I’ve done both in Illinois
and in Washington, the budget issue just
keeps coming back to haunt you in virtually
every legislative initiative.

Third, I would pick a reserve ratio for the
deposit insurance fund and stick to it. I don’t
know that the 1.25 in current law is the right
number. But I do know that it is not good to
say let’s just have the fund keep building,
building, building—like the ad for Pontiac,
wider is better. Okay, bigger is better. I don’t
agree with that because you get fat and you
get sloppy when you get too comfortable. I
think that applies to the banking industry in
terms of self-policing. I would suggest, with
all due deference to the savings and loan
people that are here today, that there could
have been a lot more self-policing by the
industry of what was going on during the
S&L crisis. If I’ve got a comfort level that the
deposit insurance fund is so large that some-
body can really screw up without affecting
my premiums—that does not create a
healthy attitude.
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I don’t think it is healthy for the FDIC
either, because I think the agency has a pub-
lic trust to determine the right balance of
regulation—so that banks and financial
institutions are not overly regulated, and so
that bank products and services can be rea-
sonably priced on both sides of the balance
sheet for the consumers of this country. That
is part of the fiduciary responsibility of the
FDIC.

Another one of the key issues is the sys-
temic guarantee process put in place by
FDICIA. As several people have said, it just
makes it too easy to not allow a large institu-
tion to fail. The systemic bailout should be
on budget and on the American taxpayer—
not on the FDIC fund and not an industry
assessment. I realize the political realities of

what we’re talking about, but you’ve got to
set the stage for where we want to be 10
years from now. The President, the Secretary
of the Treasury, and all the folks that have to
be consulted in the systemic emergency
process are going to be very reluctant to use
it if the congressmen and senators have to go
back to their districts and explain why they
bailed out a certain institution. The point is
that the systemic risk provision is going to
be used very, very judiciously. I think in
order to have that moral discipline on the
subset of folks that make the decision on sys-
temic risk, you have to have it on budget and
on the American taxpayer, not on either one
of the two deposit insurance funds.

Those are my observations, Mr. Chairman.
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Well, first of all, this has been a very
interesting day, and I realize I’m
the last speaker. When I looked

over the agenda and saw the names on here,
I said, golly, I wonder if this is our consola-
tion prize for not getting the chairman job.
But I am very honored to be on this panel
and to participate today.

In preparation for today, I just reflected
back on the connection that my family and I
have had with the FDIC insurance fund. I’m
from a family that has been in banking for
three generations. My grandfather, before
we had deposit insurance, actually pre-
vented a run at our family bank when there
was, during the Depression, a run on the
bank. We were one of the few banks that did
not close during the Depression. I think it
would be interesting to see what he might
have to say about some of the changes that
are being proposed here today. 

I did spend a long time at the OCC, and
one of the things I did was close failing
banks. I saw firsthand the grief that people
went through when they did lose money. As
Commissioner, I’ve closed banks, and I’ve
closed First City, along with the OCC, for the
second time. I’ve stood by while the FDIC
treated our state banks differently than the
national banks because of our state deposi-

tor preference statute, and I saw the grief
that caused in our state. I actually had to go
to our legislature and get a bill passed so that
never again would the state banks be treated
differently than the national banks.

We also have independent trust compa-
nies in Texas. When I close a trust company,
I have to liquidate it. There is no FDIC to
turn to. It is amazing how many of the bene-
ficiaries of these trusts call us up, crying and
saying, we thought this was insured by the
FDIC.

We also have just passed a new statute in
Texas regarding trust companies, and we
have given them limited deposit-taking
powers. They either have to be insured by
the FDIC, which the FDIC is not doing right
now but may in the future, or these deposits
have to be fully secured. The reason why I
give you this litany of things is just to tell
you that in my experience, over almost 25
years of being a bank regulator, I realize that
in the public’s view, deposit insurance is
very important. It is something that I think I
would fight very vigorously to not give up.

Now, is that the right thing or the wrong
thing? I don’t know. I just put it on the table,
but I think it is very important for the gen-
eral public.
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I think a lot of the proposals today have
been very interesting, and at the time they
are being put forward, I get wrapped up and
say, golly, this is a good idea. But if you take
a step back and think about what happens
during a banking crisis, and I’ve been
through several, it is almost unreasonable to
think that the government is not going to be
asking to step up to the plate.

I want to talk about one issue because of
the Congress’ persuasion to not reform
banking laws. I think the year 2000 is going
to create a problem for the FDIC fund and
maybe not the way that you think. I testified
on Monday before the Texas Legislature, and
I actually had one of the members ask me
what I was doing to guarantee that Texas
would not have a meltdown in the banking
system. I went through the litany of things,
and he said, that is all fine and good, but
what are we going to do if we have a melt-
down—if the testing doesn’t work. I think
that just demonstrates how people do look
to government to fix things. It is just what
happens.

They are also saying—some of the experts
are saying—that Asia and Europe are six
months or longer behind the U.S. in dealing
with the year 2000, which could exacerbate
some of their economies, and that might
have a ripple effect on the banking system
here and the attendant effect on the FDIC
fund.

I think any changes that are made ulti-
mately will have to balance the interests of
the big banks that want to participate in the
global economy, and the small community
banks who view deposit insurance as some-
thing very important because their cus-
tomers view this as very important. I think
that while a lot of the things that have been
thrown out here today are very interesting,
balance has got to be sought before changes
are actually made.

One of the things that I’m very troubled
by, besides the fact that we don’t have inter-
state branching and NationsBank wants us
to, is that I wonder—since we have always
given the public trust to two financial insti-
tutions that are insured by the FDIC,
whether it be thrifts or banks—what is hap-
pening with Bates Casket Company getting
a unitary thrift charter and having the casket
salesman go out and take deposits, or the
State Farm agents go out and take deposits?
I sat in a presentation last week where an
insurance agent came and made a presenta-
tion to the Department of Banking on a new
employee benefit for the State of Texas. We
were going to be able to obtain whole life
insurance. He starts on his presentation and
was not even able to answer the most basic
questions, such as, how long do I have to
sign up for this. As I was sitting there, I
became more panic-stricken by the minute
thinking, oh my God, somebody like this is
going to be taking deposits.

I wonder if we have really thought
through this issue on the unitary thrift char-
ter and the ultimate impact that it’s going to
have on the FDIC insurance fund—whether
the funds are merged eventually or not. I
think eventually there is going to be an
impact to providing this public trust to peo-
ple who have traditionally not had it. There
has been no debate. The OTS is granting
these charters. I don’t have enough time to
go into what some of my funeral stories are.
I do regulate a portion of the funeral indus-
try in Texas, and I can tell you I am fearful
about Bates Casket Company getting thrift
charters.

So, I think there are some issues because
Congress may not act, and there may be no
tweaking of the insurance fund issues. And
maybe we need to look at some of the other
issues that may impact the FDIC. I think the
unitary thrift charter is one that needs to be
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thought through, and maybe it is a great
idea, but at least for me standing on the side-
lines, I’m concerned as a regulator and as
someone who has been connected to the
deposit insurance fund for a long time.

I would just say that I think today has
been really an interesting debate. I really
applaud Skip, you and your staff, for having

the nerve to let people come and say all these
interesting things. It is not easy to tinker
with something that has been held in such
regard by members and citizens of the
United States.

So, I thank you very much for having me
on the panel, and I’ve really enjoyed today.

Catherine A. Ghiglieri
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Question—Thank you very much. I’m
Mark Flannery. I wanted to follow up on
something that John Fiechter said about how
badly the market predicted Southeast Asia. I
think it is an incredibly important thing to
recognize that the market makes mistakes
sometimes. I think it is also an important
thing to recognize that supervisory agencies
where the employees are government
employees make mistakes sometimes. I don’t
think I was reading too much into your com-
ment, John, but I would be happy to give you
an opportunity to say I was. I think that a
comment such as yours that the market made
a bad mistake in this case and there wasn’t
enough increase in risk margins in a gradual
enough way before things actually hit the
fan, I think that can leave the impression that
therefore the market can’t be trusted with
important stuff. I don’t know if you meant to
say that, but certainly I’ve heard regulators
who did mean to imply that, upon identify-
ing a market mistake. I wanted to just make
the observation that mistakes are going to
happen with any supervisory system that we
design. What we need to do is think about
which system is likely to make better mis-
takes for us—not which one is going to be
perfect, because the answer is neither will be.

Fiechter—I think your point is good,
Mark. I don’t know that the supervisors
around the world who were supervising the

banks making the loans caught it either, so I
guess the market was slow to respond. 

Ginsberg—You don’t disagree. The mar-
ket was right on. Do you know why the mar-
ket was right on? Because they said the gov-
ernment will bail out the banks. If the local
government doesn’t do it, Uncle Sam and
the monetary fund will come marching
down. The market knew the risks, and the
risks were pretty low. So, the upside for the
banks was very rich interest rates, and the
downside is that they are going to make out
all right anyway because we can’t really
solve a problem without bailing them out.
You see it in the newspapers. You see the
articles now that we’re being set up for it. So,
the market was right on.

Comment—So, are you suggesting that
maybe—it is both of you—that if the World
Bank, the Fund, or whatever, didn’t go in a
couple of times, then the rates would start
going up, that there would be the incentive
for the bankers to spend the extra amount of
time visiting and seeing. So, right now, the
large banks don’t feel it is worth, from a
strictly cost—benefit analysis, the cost to do
the analysis. 

Comment—They think they are making a
sovereign—risk loan. That is what they
decided.
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Comment—And maybe even better the
sovereign was gone because you’ve got
other sovereigns now stepping up to take
care of it for political reasons.

Ginsberg—I’ve got to reiterate. The mar-
kets sent a lot of signals in most of these
countries. Their domestic stock markets, in
some cases, were going down for a year.
Now, each of these countries differs as a
nation, and there are many ways in which
they differ from our country, not just that
they don’t have deposit insurance. They
don’t have developed financial systems. If
you’ve changed your risk assessment in
these relatively unsophisticated financial
systems, and you want to extract your
money from the markets, you really have to
extract it from the whole economy. They
don’t have the kind of developed short-term
safe investments that we have in this coun-
try. So, they had sell-offs in their domestic
stock markets and pegged exchange rates. 

We have lots of experience with that. It is
very hard to predict when that kind of sys-
tem cracks. But when you have pegged
exchange rates, it is kind of like a deposit
insurance system. You are guaranteeing to
foreign investors they can pull their money
out. So, they say we’ll just go along and we’ll
be pulling it out and then all of a sudden, the
system then collapses when the reserve posi-
tion gets to a certain point. That is what hap-
pened in each of those countries. But it is
really the lack of sophistication of the finan-
cial markets and the fact that you ran a peg
exchange rate with monitoring fiscal policies
that were inconsistent with the peg. Yet, the
market signals have been going on for a
year. You could have read the pages of the
Economist magazine. Every week they were
screaming about these countries and saying
this is going to collapse. So, that wasn’t a
market failure. The market was sending a
signal for a long time. It was—I really
think—a public policy failure.

Comment—Bill Seidman. I really wanted
to just thank you for your kind remarks, but
since I just got back from out there in the Far
East, I would like to make a couple of com-
ments. Starting with the one that we all
remember our problems in the 1980s, and as
the chairman, I remember many people
blaming them on deposit insurance. As I
travel around the world, I find out that all
the world’s economies were having the same
problems we were, and none of them had
deposit insurance. So, it was a little hard to
say that deposit insurance caused the prob-
lems in Sweden and England and Australia
and France and Japan and everywhere else
where they had them. And the problems
were, I think, human and, if we can say any-
thing, the result of overenthusiasm. If the
deposit insurance system could invent a pill
which they would give to all bankers and
other investors so they wouldn’t become
overly enthusiastic about the loan of the
moment, we wouldn’t have to worry about
all of this.

But in talking about what happened out
there, they are just following, of course, what
happened in Japan. Japan, incidentally, has
also guaranteed all of their banks’ obliga-
tions, which simply says that when govern-
ment sees their system about to collapse,
they are going to put their credit behind it,
no matter what happens, no matter what the
Roundtable says. There isn’t a regulator yet
born or a government official yet born that
isn’t going to put the government’s credit
behind the system if they think the whole
system is going down, and we see that time
and time again. No matter how you do 80
percent or this or that, it is really kind of an
exercise in futility I would say. We’ve seen it
out there, I think, very clearly. So, the
attempt to legislate in the end a too big to
fail, as we have in this country, I mean today
in this country to use too big to fail, you have
to have the President and the Fed and the
FDIC and the good Lord certify that we need



help. But believe me, they will do it if the
whole system is going down. So, there is no
way I would say that we could get out of
that.

I would just conclude by saying that it is
really fun for me to go around the world
now because for years I took quite a pasting
in Texas; it required calling out the National
Guard to protect me. Today, you go around
the world and if you were part of the RTC or
the FDIC, you’re a hero, and every country
wants to be like us. You can all be proud of,
I think, the reputation that our system has
established in the world, which sort of goes
to say, let’s be very careful of how we tinker
with it.

Ginsberg—I agree with you. The Round-
table’s recommendation on the subject of too
big to fail is not to abolish it. We are realistic
enough to recognize it has to exist. The ques-
tion is, who funds it? The fact of the matter
is today, taxpayers are funding it. They
really are, even though it seems to be run
through the insurance system, because in the
long run, we pass the cost on to our cus-
tomers. Our customers are taxpayers. It is so
much easier to deal with that on a political
basis than it is to have a situation where the
government steps up, the politicians step up,
and say, there is a systemic risk to our coun-
try in this situation. In order to keep our
economy going, in order to make sure our
payment system keeps working, to keep
credit flowing, we have to use taxpayer
funds. But on that point, that issue, in terms
of how it affects legislation for bank mod-
ernization, I suspect that some people are
really a Cheshire cat when they talk about
too big to fail, because they love to keep it
captive to their own position, when the fact
of the matter is it is no different than paying
money for the Army or the Navy when your
political purposes are to defend your coun-
try and take care of your country’s political

position in the world. You use taxpayer
funds for that, and you should use taxpayer
funds directly for too big to fail situations.

My only point going back to the numbers
I gave to you is that the number of institu-
tions who represent the potential risk is not
every bank in the system. It is, as Mark Flan-
nery pointed out, a finite number of banks. I
would disagree that it is 100, but that is not
the important point. The important point is
that those banks which do represent a poten-
tial for systemic risk are the ones that should
have the dual supervision of the market-
place and the government, with the govern-
ment receding into the background as the
marketplace performs a greater and greater
role. For those banks who don’t present a
systemic risk, which are by far, in number,
the largest part of our banking system, those
banks should be relieved, and I would even
turn supervision and regulation of those
banks away from the federal government,
because to the extent that they represent any
risk, it is basically a localized risk. I would
give them a lot more freedom. As a matter of
fact, personally, and I’m not speaking for the
Roundtable now, I would be willing, Tom
Hales, to let you have any amount of insur-
ance you wanted as long as you were a bank
that didn’t represent a systemic risk.

Comment—Chuck Waterman. Based on
my vast experience from South Holland, Illi-
nois, I would like to go back to the Southeast
Asian region. We talked about the market
discipline and whether it was measured or it
wasn’t. Ernie Ginsberg made the observa-
tion that people didn’t have to worry about
it because they just felt it was guaranteed by
the government. I was in Malaysia and I was
in Thailand and several other countries over
there within the last 60 days, and I saw—
actually, it was about 120 days ago—the
markets had already crashed to a great
degree, but we hadn’t had the current round
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of the crisis that we have right now. I likened
what I saw to what I saw in Texas before the
real estate crisis and the crash down there. I
went down with one of my customers in
Dallas, looking at this great tax-shelter
investment that he was planning on putting
a lot of money in. I said, Bob, it is a great
looking building that is going up right here.
What about the one next to it that is the same
size that has 3 percent occupancy? And there
is a building over there, and I don’t know
what the occupancy is, but I see this huge
parking garage, and in the middle of the
week, on a Wednesday, there are no cars in it.
I said, something is not right here. It is not
going to work. I saw that all over Southeast
Asia. You go to Kuala Lumpur, in Bangkok,
you sit there on the river at the Shangri-La
Hotel, and there is about a 5,000-room hotel
being built right across the river. And you
look right next to it, and there is a Sofitel
with about 1,000 rooms that was built within
the last five years, standing empty. There is
another national chain hotel another mile
down the river that has been built within the
last five years, standing empty. This is not
rocket science, folks. The markets can figure
out this is not going to work. So, there has to
be some implicit reason why the markets
ignored the obvious warning signals, espe-
cially in terms of the collapse. There are peo-
ple in here much more alert on that subject
than I am. But I’m an old-fashioned
banker—if you make a loan on a piece of real
estate, it is nice to be able to walk down the
street or drive by to look at it once in a while.
Obviously, that was not happening in this
case.

Question—Gary Gilbert, America’s Com-
munity Bankers. I’m struck by the fact that
there is considerable discussion among this
panel and earlier panels on the need for
greater market discipline. What I haven’t
heard much about is what kind of public dis-

closure is needed? What kind of information
does a marketplace need to work effectively
to distinguish between well—performing
and less well performing institutions, and to
effectively distinguish among institutions so
as not to permit systemic risk to be very per-
vasive?

Ginsberg—I don’t want to hog the micro-
phone, but if you will look at the deposit
insurance report that the Roundtable put
out—and by the way, a lot of people have
made comments about it who haven’t read
it—one of the recommendations is that the
industry undertake an effort to try to iden-
tify in what ways it could make disclosures
of information so as to make itself more
transparent to the marketplace and try to
eliminate the opaqueness which is put for-
ward as the justification for government reg-
ulation. That recommendation has been
acted upon. There is, in place today under
the Roundtable auspices, a task force work-
ing on that. As a matter of fact, I attended a
meeting of it yesterday. We are at the stage
where we are trying to develop specifics.

Now, when we come out with that recom-
mendation, and I don’t want to give you pre-
views of it, we are going to make that rec-
ommendation as a standards of best
practice, assuming we move it all the way up
through the process of the Board of Directors
for approval, which is a big assumption
because we don’t know where we are yet.
No one says it has to apply to every bank in
this situation in the system. It has to apply to
those banks which are important to the sys-
tem in terms of their participation in the pay-
ment system, and other banks which don’t
really represent a threat. I don’t want to dep-
recate your importance—those banks are
important to the local economies. I have to
tell you that if I were a shareholder in
Republic, a listed company, and I were a
shareholder (Tom, I don’t want to pick on
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you) in your bank, and I see Republic mak-
ing those kind of disclosures, I think I would
come in and say, Tom, how come you don’t
do the same thing?

Question—Bert Ely. This is a comment
really on some of Chuck’s very excellent
comments. First of all, in terms of getting rid
of the $30 billion line of credit at the Trea-
sury, I think that is something that is very
feasible because even the larger line of credit
could be secured from the banking industry.
There are two other things I wanted to com-
ment on. First of all, in terms of taking the
FDIC or taking the BIF off budget, the prob-
lem with that is you have to leave all the
money behind and, in effect, start all over
again because the money has been spent,
and for the Congress to give the banking
industry back, or to privatize the BIF, if you
will, there effectively is going to be an outlay.
It will reduce the surplus or add to the
budget deficit, whichever position you’re in,
by the amount of that money. I think politi-
cally that is not possible.

I would argue you don’t need a fund at all,
and you could do that. Then the question is
being able to convince the Congress that a
pay-as-you-go system, which is what we
have today, would work equally well on an
off-budget basis. So, I think that is a practical
problem.

The other thing is on the question of shift-
ing the costs of the systemic risk exception
that is in FDICIA over to the general tax-
payer. Let me put a caution on that for the
banking industry, and that is, do you really
want the general taxpayer to directly be at
risk? Thinking back to the pain that Con-
gress extracted or imposed on the banking
system in the aftermath of the S&L crisis, I
think it is much better to keep that cost in the
banking industry from a political perspec-
tive and particularly in terms of moderniza-
tion. Plus, I don’t think Congress is going to

let the banks off the hook on it. Politically
that is possible, but I’m not sure that is a
desirable thing to push for either.

Waterman—Hey Bert, I didn’t pick on you
today. I didn’t pick on you. But, in respond-
ing, when you talk about the $30 billion and
taking that off—in terms of the $20 billion
and coming up, I realize if you take that off
budget, there are tremendous economic
problems, and I wish Dick Kovacevich were
still here. The question I wanted to ask is
what is the transfer mechanism? What is that
interim period? How do you accomplish
that? I realize there are horrendous problems
that are out there on the political front. As far
as the systemic risk is concerned, yes, there
is risk in doing that, but I would suggest that
the American banking industry or financial
services sectors are in the business of taking
risks. I know Chairman Leach has said you
don’t want to take on reform of the FDIC,
and other people have said bankers—you
don’t want to do it. Well, if the banking
industry wants to accept the risk, then let us
accept the risk for taking those actions. I
don’t know if that would be a saleable con-
cept among Bankers Roundtable, ABA,
IBAA, and Consumer Bankers—all of the
different entities that are out there. But if it is
and if there could be a unanimous consensus
that it is worth the risk, then let us proceed
and do it. There is risk in everything that
we’re doing. That is what we’re talking
about—risk in the fund. Risk in everything.

Question—Charles, I would like to just be
sure that I understand what you’re saying.
You’re saying that we should give up the
government guarantee? Is that what you’re
saying with the $30 billion line of credit?

Waterman—No. I’m saying that is an
interim step in my preventive maintenance
argument. There is an implied additional
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overbearing attitude, if you will, by the Hill
that not only do you have full faith and
credit, which is an accurate statement—but
that perception is out there—but you also
can draw $30 billion from the federal gov-
ernment if you need it.

Benston—So the guarantee would stay in
place? All we’re talking about is the mecha-
nism to raise $30 billion? That is incidental
as a change. I wouldn’t go too far with that.
As far as putting the FDIC insurance in the
budget, isn’t that up to the General Account-
ing Office—that is not up to us. We all know
that is poor accounting, but isn’t it the Gen-
eral Accounting Office’s responsibility to do
that, or does that become something that we
do?

Comment—If you go back to the Lyndon
Johnson administration when this came in
effect, along with the Department of Trans-
portation and the Highway Fund, a lot of
other things were put on the budget to
finance the war in Vietnam. That was done
by legislative fiat in the mid—’60s, and that
is not up to the General Accounting Office—
I totally agree with you—smoke and mirrors
and everything else. . . 

Benston—It is lousy accounting—it
shouldn’t happen.

Comment—But I don’t think it is up to
them to say, no, we aren’t going to handle it
that way. I don’t believe they have that right.

Hales—I have difficulty with somebody
saying that if you’ve got a lot of money in
the bank, you’re going to spend it. I think it
is really unfair to say that the FDIC, because
the ratio is up to 1.38 percent, will do some-
thing foolish. I just have problems with that,
and I think we can rely on somebody sitting
back and saying, maybe I think one of the

previous speakers made such a great com-
ment with FDICIA, maybe it should be 1.00.
Of course, I asked him, why don’t we just
raise it to $200,000 and not worry about it.
I’m concerned that we’re talking about
change, and the only thing that I’ve heard so
far that seems to give any justification for
this is that some people feel we have lost
market share. Of course, I’m not sure that is
even true. When you think about it, back
when I was a kid, if somebody had $5,000,
they put the money in the bank because
$5,000 was $5,000, and they were actually
rich because they had $5,000. Now, we have
people that are not rich and they may have
$200,000. So, they may now take 5 percent of
their assets to put in the bank to cover, and
the other 95 percent goes out into another
marketplace. I’m not sure we’re talking
about the same markets. And I’m not sure
that we’ve lost the amount of market share
that everybody wants to say we’ve lost. I
think if you look at the hierarchy of invest-
ing people go through, they put money
away for a rainy day and then they buy
insurance and then they buy mutual funds,
and then they go out and get into more risky
investments until they get at the peak of the
investment hierarchy and they go to Texas
and buy a building. It is all a matter of going
up that hierarchy. I’m saying to you this is
not our market. When we keep quoting that
the reason we’re down to 25 percent of the
market share is FDIC insurance—I have dif-
ficulty with that. I don’t think we’ve lost that
much of the market. I think we have given
up a lot of the market. But I think we have
not lost that much in the market. This is not
our market. People do not put all of their
money in the bank.

I’m telling you, when I was a kid, five
people that had $5,000, that was a lot of
money. Today, everybody’s got $5,000. With
the money out there, people have a half-mil-
lion dollars in cash. They don’t put it all in
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the bank. So, when you start to talk about
market share, you’ve got to realize that there
is a hierarchy of investing.

Comment—Tom, I’m afraid that if we
don’t have additional financial services that
we can offer and go forward—you say that is
not our market to be in annuities and securi-
ties and insurance and things like that—

Hales—No, no, I agree with you on that.
I’m just saying that it is not a bank market. I
think it is great—why not get into the other
fields. I’m saying it’s not a bank market, and
when you guys quote 25 percent market
share, you’re talking about a bank market.

Comment—I’m talking about total finan-
cial services on investment in the . . . 

Hales—You’re talking all of the financial
money that is out there, and you’re saying
that the banks in the past had 75 percent,
and now they’ve only got 25 percent. What
I’m saying is that is just a misstatement. The
75 percent that we had in the past was
because people had lower amounts of
money and they put it in banks. Now, they
have large amounts of money, so they have
different kinds of investments. I don’t think
that is hard to follow. Actually, it happens to
be true. When I was a kid if you had a cou-
ple thousand bucks, you were rich. But you
put it all in the bank. Now, people have a lot
more money and they put it in banks that
cover this, and then they put it in mutual
funds. I think that when we get all finished
with this thing, what we’re really talking
about is people feel that the FDIC insurance
fund is preventing us from getting into other
markets. I think that is not true. I think that
is not true at all. I think we have to sit down.
I think Hawke started the whole conversa-
tion off beautifully today. He talked about
how we could get into the other markets. He

talked about serious penalties and serious
firewalls. Once we impose those firewalls, I
don’t think there is a problem with getting
into the other markets.

Comment—Gerald O’Driscoll. Ed Ettin,
on behalf of the Fed made the statement ear-
lier today that he didn’t think deposit insur-
ance was part of the banking modernization
discussion. But all you have to do is look at
the proposal for corporate structure to real-
ize that Congress, at least the House Com-
mittee, bought into the idea that in order to
protect deposit insurance, it is better to do it
through the holding company affiliate struc-
ture rather than through the bank subsidiary
structure. So, it is in there. We know it is in
there. We heard a discussion about the sub-
sidy. So, I don’t know how one could say
that it is not part of the discussion. It is in
there in a very subtle, subdued way. 

Hales—If you do the firewalls, I think you
can convince people. This is the first time in
all the discussions that I heard somebody
say, if you were to violate the rules, you
would now be out of the business. You
would immediately have to divest yourself.
That makes me feel comfortable. Prior to
this, Ernie, you know full well that I wasn’t
in favor of you guys being in anything that
would interfere with my FDIC insurance.
But with his comment today, I am absolutely
convinced this could work.

Question—I thought I was done. George
Benston. This firewalls business, let’s men-
tion that just a moment. As Chairman Leach
said in response to my question at lunch, all
of the empirical evidence that has been done
that all of us in academia have done and
many others indicates that in fact the bank is
safer without firewalls. In fact, doing the
insurance, doing the investments within the
bank allows a greater diversification of activ-
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ities, allows, in fact, risks to be lower and
returns higher, and the customers to be bet-
ter served. The firewalls are essentially a fic-
tion. The Glass—Steagall Act, as it was
passed, is a fiction. There is no evidence to
support the conflict of interest questions or
the risks. In fact, the banks that were
involved in securities had much lower rates,
virtually no failures among those banks. So,
that is what we’re talking about as turf: the
Fed’s turf in terms of whether the Fed or the
Comptroller regulates, and turf in terms of
whether the securities industry or the invest-
ment bankers can keep their turf against the
bankers. Everyone recognizes technology
and everything else is a road to that. The rea-
son we are now getting branch banking is
because it is not protecting anyone anymore.
So, why bother.

The major thing I think that is important
and where deposit insurance does affect
things is it is used as an excuse. You’ve got
this so-called subsidy, and therefore we can
restrain competition in the eyes of presum-
ably protecting somebody. What is really
happening is protecting the people who
don’t want to compete. That is where it is
being used.

One of the things I would think, especially
with what Jonathan Fiechter said and others
have said with what is happening overseas,
is depositors are being protected. There is

nothing you can do about it. No matter
where you are, depositors get bailed out—
every country, every place. Let’s just face it.
The reason I pushed the subordinated debt
or higher capital is that takes away the idea
that there is any subsidy. It means that the
banks are like any other company—the
stockholders, the people who put their
money up, can’t run and they take the risks
and let the banks be what they are, which is
one of the best vehicles we have ever seen
for financial services to the public.

Question—Jerry O’Driscoll, Citibank.
Sorry, I don’t think I identified myself
before. I really want to follow up on what
George said when Ernie and the whole
group that he put together, and I was part of
it, got into this. Some of us had our own per-
sonal interest in this deposit insurance issue,
but it was really to address the point you just
made. This is the excuse that is constantly
thrown up to us. I think half the time, at
least, it is not seriously believed. But in
many cases it is. I’m personally convinced
that we will never get expanded powers
without addressing this issue, even though I
also firmly believe the perception is incorrect
that it provides a subsidy to the industry.
Somebody said perception is 90 percent of
the story, and I think that is true.
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rently chairs the National Arbor Day Foun-
dation Board and previously chaired the
National Commission on Manufactured
Housing (a congressional commission). Mrs.
Boosalis served on President Reagan’s Com-
mission on Private Sector Initiatives and was
a delegate to the 1995 White House Confer-
ence on Aging. Until recently, she was on the
Board of the National Trust for Historic
Preservation. Mrs. Boosalis also serves on a
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number of other local, state, and national
boards and commissions.

Mrs. Boosalis served as Director of the
state’s Department on Aging for two and
one-half years and was the Democratic can-
didate for governor of Nebraska in a historic
two-woman race in the 1986 election. She
was the first woman elected as mayor of Lin-
coln and served for eight years. She previ-
ously was a member of the city council for 16
years.

Mrs. Boosalis was the first woman elected
president of the U.S. Conference of Mayors
and received an honorary Doctor of Laws
degree from Nebraska Wesleyan University.

David E. A. Carson

David E. A. Carson is Chairman, CEO,
and Director of People’s Bank, Bridgeport,
Connecticut, New England’s largest savings
bank. Between 1985 and 1997, Mr. Carson
held positions of CEO, President, Director,
and Trustee of People’s Bank, as well as
CEO, President, and Trustee of People’s
Mutual Holdings. He served as President
and CEO of Middlesex Mutual Assurance
Company from 1974 to 1982. Prior to hold-
ing these positions, Mr. Carson was Senior
Vice President of ITT Hartford from 1969 to
1974.

Mr. Carson currently is Chairman of the
Bridgeport Public Education Fund and the
Business Advisory Committee of the Con-
necticut Commission on Children, and is a
Trustee and former Chairman of Connecticut
Public Broadcasting. Mr. Carson also is a for-
mer Chairman of America’s Community
Bankers, and a member of the Federal
Reserve System’s Thrift Institutions Advi-
sory Council and the Senior Advisory Coun-
cil of the New England Banking Institute.

Mr. Carson earned his BBA from the Uni-
versity of Michigan in 1955. He holds hon-
orary Doctorates of Laws from the Univer-
sity of New Haven (1988) and Sacred Heart

University (1996). In addition, Mr. Carson
received an honorary Doctorate of Humane
Letters from the University of Bridgeport in
1996. Mr. Carson is a member of the Ameri-
can Academy of Actuaries and is an Associ-
ate of the Casualty Actuarial Society.

Lawrence Connell

Lawrence Connell was Director, President,
and CEO of Atlantic Bancorp and President
and CEO of Atlantic Bank N. A. from 1994 to
1997. Prior to his experience with Atlantic,
Mr. Connell was President and Chief Execu-
tive Officer of Society for Savings, a $3 bil-
lion banking institution in Hartford, Con-
necticut.

Mr. Connell also was a partner with
Prather, Seeger, Doolittle, and Farmer, a
prominent financial advisory firm in Wash-
ington, D.C. For nearly ten years he advised
financial institutions on strategic planning
and regulatory issues and reorganized a
number of troubled savings and loan institu-
tions in Texas and Connecticut. On numer-
ous occasions, he has served as an expert
witness on behalf of the FSLIC and the FDIC
regarding the duties and liabilities of direc-
tors. Mr. Connell also held prominent posi-
tions in a number of government agencies,
including Chairman of the National Credit
Union Administration and National Con-
sumer Cooperative Bank, and Vice Chair-
man of the Federal Financial Institutions
Examination Council and Neighborhood
Reinvestment Corporation. He was also a
member of the Depository Institutions
Deregulation Committee. From 1975 to 1977,
Mr. Connell was the Bank Commissioner of
the State of Connecticut. He began his career
at the Office of the Comptroller of the Cur-
rency as a National Bank Examiner and rose
to the position of Deputy Regional Adminis-
trator in New England and California.
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Bert Ely

Bert Ely is President of Ely and Company,
Inc., a financial institutions consulting firm
located in Alexandria, Virginia. On an ongo-
ing basis, he monitors conditions in the bank-
ing and thrift industries and issues involving
monetary policy and the payments system.
Mr. Ely has assisted in drafting legislation to
enact his cross-guarantee concept for priva-
tizing deposit insurance. He also consults on
current legislative and regulatory trends in
Washington, deposit insurance issues, struc-
tural change in the financial services indus-
try, and the role of electronic technology in
the financial system.

He has testified before numerous congres-
sional committees on banking issues,
appears on television regularly, and speaks
frequently about deposit insurance and
other trends in financial services. He also
serves as an expert witness in lawsuits
involving deposit insurance and regulatory
negligence issues and has published numer-
ous articles and papers on a broad range of
financial service topics. 

Mr. Ely was a financial consultant to a
broad range of manufacturing, distribution,
and service businesses from 1972 to the mid-
1980s. As a specialist in corporate insolvency
matters, he served as a chapter 11 bank-
ruptcy trustee and bankruptcy examiner.
Prior to 1972, Mr. Ely served as Chief Finan-
cial Officer of a public company, as a Man-
agement Consultant with Touche, Ross &
Co., and as an Auditor with Ernst & Ernst.
Mr. Ely received his MBA from the Harvard
Business School in 1968 and his BBA in eco-
nomics and accounting from Case Western
Reserve University in 1964.

Jonathan Lee Fiechter

Jonathan Lee Fiechter became Director of
the Financial Sector Development Depart-
ment of the World Bank on October 9, 1996.
The department provides policy advice and

technical assistance to client countries seek-
ing to strengthen their financial sectors. Mr.
Fiechter joined the World Bank from the
Office of Thrift Supervision (OTS). While at
OTS, Mr. Fiechter held a series of progres-
sively responsible positions, including serv-
ing as head of the agency since 1992. 

Mr. Fiechter began his professional career
at the U.S. Department of the Treasury as an
International Economist in 1972. In 1978, he
joined the Office of the Comptroller of the
Currency, the U.S. agency responsible for
supervising national banks, where he was
Deputy Comptroller for Economic Research.
Mr. Fiechter has also served as Director of
the Federal Deposit Insurance Corporation,
the Resolution Trust Corporation, and the
Neighborhood Reinvestment Corporation
and as Chairman of the Federal Financial
Institutions Examination Council.

Mark J. Flannery

Mark Flannery has been the Barnett Banks
Eminent Scholar in Finance at the University
of Florida since 1989. He previously held
positions of Associate and Full Professor at
the University of North Carolina and Assis-
tant Professor at the University of Pennsyl-
vania’s Wharton School. He also has served
as a Visiting Professor at the London Busi-
ness School and the University of New
South Wales and Research Adviser to the
Federal Reserve Bank of Philadelphia (for
five years). He holds degrees in economics
from Princeton and Yale universities.

Mr. Flannery has published extensively in
academic and practitioners’ finance and eco-
nomics journals. The majority of his pub-
lished work concerns the management and
regulation of financial institutions. He has
also studied problems in information eco-
nomics, capital structure, and asset market
equilibrium. Early in his career, he coau-
thored (with Dwight Jaffee) the first scholarly
economic analysis of the “cashless society.”
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In addition to his research activities, Mr.
Flannery has consulted with private banks
and government agencies, and serves on the
Board of the Barnett Bank of Alachua
County (a $425 million community bank).
His teaching activities have included devel-
opment of a PC-based bank financial man-
agement game (“Pro-Banker”) which has
been used in both domestic and interna-
tional teaching programs. He currently
serves as an Associate Editor for the Journal
of Money, Credit and Banking, Journal of Bank-
ing and Finance, Journal of Financial Intermedi-
ation, Journal of Financial Services Research,
The Financial Review, The Review of Quantita-
tive Finance and Accounting, and the Federal
Reserve Bank of New York’s Quarterly
Review.

Catherine A. Ghiglieri

Catherine A. Ghiglieri was appointed
Texas Banking Commissioner on April 8,
1992, by the Texas Finance Commission. She
is responsible for supervising approximately
450 state-chartered banks in Texas, which
control over $51 billion in banking assets. In
addition, she supervises the regulation of
trust companies, foreign bank agencies, pre-
paid funeral contract providers, perpetual
care cemeteries, sale of check licensees, and
currency exchange and money transmission
businesses. 

Ms. Ghiglieri serves as Executive Director
of the Finance Commission and Chairman of
the Prepaid Funeral Guaranty Fund Advi-
sory Council. Prior to her appointment as
Commissioner, Ms. Ghiglieri spent 18 years
with the Office of the Comptroller of the
Currency. She began her federal bank regu-
latory career in 1974 as an Assistant National
Bank Examiner in Joliet, Illinois, and was
commissioned a National Bank Examiner in
1979. Ms. Ghiglieri held various positions of
increasing responsibility, including Execu-
tive Assistant to the Senior Deputy Comp-

troller for Bank Supervision in Washington,
D.C., and Director for Bank Supervision and
Field Office Director in Atlanta, Georgia.

Ms. Ghiglieri is Chairman of the Confer-
ence of State Bank Supervisors’ (CSBS’s)
Legislative Committee, and serves on its
Performance Standards Committee, which
determines which states receive CSBS
accreditation. She was also a member of the
State Liaison Committee for the Federal
Financial Institutions Examination Council
(1994 to 1996) and on the Board of Directors
of CSBS (1994 to 1997). 

Ms. Ghiglieri is a native of Toluca, Illinois,
where her family has had a community bank
for three generations. She holds a BBA in
finance from the University of Notre Dame,
and a JD from Georgia State University. She
is a graduate of Class XV of the State of Texas
Governor’s Executive Development Pro-
gram and is a member of the State Bar of
Georgia and the District of Columbia Bar.

Ernest Ginsberg

Ernest Ginsberg is Vice Chairman of the
boards of directors of Republic New York
Corporation and Republic National Bank of
New York, both in New York City.

Mr. Ginsberg joined Republic in April
1968 as Vice President/Legal Affairs and
Secretary and has held a number of succes-
sively senior positions with Republic.

Prior to joining Republic, Mr. Ginsberg
was Associate Chief Counsel to the Comp-
troller of the Currency from May 1965 to
April 1968. He was Tax Counsel and Attor-
ney-Advisor to the Comptroller from Janu-
ary 1964 to May 1965, and Attorney-Advisor
in the Office of Chief Counsel to the United
States Internal Revenue Service (Legislation
and Regulations Division) from April 1961
until January 1964. Mr. Ginsberg was
engaged in private general law practice in
Syracuse, New York, from September 1957
until April 1961.
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Mr. Ginsberg is a former Director of the
American Bankers Association (ABA) and of
the Bankers Roundtable. From 1992 through
1994, he served as Chairman of the ABA’s
American Bankers Council. He was Presi-
dent of the New York State Bankers Associa-
tion during 1993-1994.

Mr. Ginsberg received a BA cum laude from
Syracuse University, College of Liberal Arts,
in June 1953. He received his JD cum laude
from Syracuse University, College of Law, in
June 1955 and his Master of Law degree from
Georgetown University in June 1963. He is
admitted to the New York State Bar and the
United States Supreme Court Bar.

Carter H. Golembe

Carter H. Golembe is a noted writer and
speaker on banking matters. He is President
of CHG Consulting, Inc., Delray Beach,
Florida, and is the principal author of the
Golembe Reports, a series of interpretative
reports on major policy issues.

He also is the Senior Advisor to the Board
of Directors of the International Financial
Conference, an educational corporation that
is comprised of 50 regional banks and that
he founded in 1979.

From 1989 to 1994, Mr. Golembe was
Chairman of the Secura Group, a major
financial services consulting firm headquar-
tered in Washington, D.C. Prior to that, he
was Chairman of the Executive Committee
of Golembe Associates, Inc., also a Washing-
ton-based firm. He founded that firm in 1966
to concentrate on economic and regulatory
issues related to the banking field.

Mr. Golembe served as Deputy Manager
of the American Bankers Association from
1960 to 1966. From 1951 to 1960, he was a
Financial Economist with the Federal
Deposit Insurance Corporation.

Mr. Golembe holds the degrees of Ph.D. in
economics (1952) from Columbia University,
New York, and a Bachelor of Laws (1965)

from George Washington University in
Washington, D.C.

In addition to serving as the author of the
Golembe Reports, Mr. Golembe authors a reg-
ular column on Washington developments
affecting banking for the Banking Policy
Report, a twice-monthly national publication
of Aspen Law & Business. He is the coauthor
of a college-level text—Federal Regulation of
Banking—and the author of numerous arti-
cles on banking.

Thomas E. Hales

Thomas Hales is Chairman, President, and
CEO of U.S.B. Holding Co., Inc., parent com-
pany of Union State Bank, located in Rock-
land and Westchester counties, New York.
Mr. Hales has been with Union State Bank
for 16 years. In that time, the institution has
grown from $23 million to $1 billion in assets
and from 2 to 20 branches. 

Mr. Hales is a member of the Board of
Directors of the Independent Bankers Asso-
ciation of America, the Board of Directors of
the Independent Bankers of New York State,
the Board of Trustees and Finance Commit-
tee of Nyack Hospital in Rockland County,
the Board of Directors and Finance Commit-
tee of Iona College in Westchester, and the
Board of Directors of the Leukemia Society
of America.

John D. Hawke, Jr.

John D. Hawke, Jr., was sworn in as Under
Secretary of the Treasury for Domestic
Finance on June 14, 1995. In this position, Mr.
Hawke oversees the development of policy
and legislation in the areas of financial insti-
tutions, Treasury securities and public debt
management, capital markets, government
financial management services, federal lend-
ing, and government-sponsored enterprises.
He serves on the Board of the Securities
Investor Protection Corporation, and chairs
the Advanced Counterfeit Deterrence Steer-
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ing Committee, an interagency group that
addresses policy questions involving coun-
terfeiting and currency design.

Prior to joining the Treasury, Mr. Hawke
was a Senior Partner at the Washington,
D.C., law firm of Arnold & Porter, which he
first joined as an Associate in 1962. At
Arnold & Porter, he headed the Financial
Institutions practice, and from 1987 to 1995
he served as Chairman of the firm. In 1975,
he left the firm to serve as General Counsel
to the Board of Governors of the Federal
Reserve System, returning in 1978.

Mr. Hawke graduated from Yale University
in 1954 with a BA in English. From 1955 to
1957 he served on active duty with the U.S.
Air Force. After graduation from Columbia
University School of Law in 1960, where he
was Editor-in-Chief of the Columbia Law
Review, Mr. Hawke was a law clerk for Judge
E. Barrett Prettyman on the United States
Court of Appeals for the District of Columbia
Circuit. From 1961 to 1962 he served as coun-
sel to the Select Subcommittee on Education
in the House of Representatives.

Mr. Hawke has written extensively on
matters relating to the regulation of financial
institutions, and is the author of Commen-
taries on Banking Regulation, published in
1985. He was a founding member of the
Shadow Financial Regulatory Committee,
and served on the committee until joining
the Treasury in April 1995.

Mr. Hawke serves as a Trustee of the Com-
munity Foundation for the National Capital
Region, and as a member of the President’s
Committee on the Arts and the Humanities.
He is a member of the Cosmos Club, the
Economic Club of Washington, and the
Exchequer Club of Washington.

Thomas M. Hoenig

Thomas M. Hoenig is President and Chief
Executive Officer of the Federal Reserve
Bank of Kansas City. He is a member of the

Federal Open Market Committee, the key
body with authority over monetary policy.

After receiving his Ph.D. in economics
from Iowa State University, Mr. Hoenig
joined the Federal Reserve Bank in 1973 as
an Economist, and was named President on
October 1, 1991. Mr. Hoenig directs Federal
Reserve activities in the seven-state Tenth
Federal Reserve District—an area that
includes Colorado, Kansas, Nebraska, Okla-
homa, Wyoming, the northern half of New
Mexico, and the western third of Missouri.

Mr. Hoenig is a member of the Board of
Directors of the University of Missouri-
Kansas City, and serves as Chair for Bene-
dictine College, Atchison, Kansas. He is a
member of the Board of Trustees of Midwest
Research Institute and is a member of bank-
ing advisory boards at the University of Mis-
souri-Kansas City, and the University of
Missouri-Columbia.

Andrew C. “Skip” Hove, Jr.

Mr. Hove was nominated by President
George Bush as Vice Chairman of the FDIC,
and was sworn into office on July 16, 1990.
Upon the death of Chairman Bill Taylor in
August 1992 he became Acting Chairman and
served in that position until October 1994. He
was nominated to a second term as Vice
Chairman by President Bill Clinton and was
confirmed by the Senate in October 1994.
When Chairman Ricki Helfer resigned in June
1997, Mr. Hove again became Chairman.

Mr. Hove is a native of Minden, Nebraska,
and graduated from the University of
Nebraska and the Graduate School of Bank-
ing at the University of Wisconsin. Upon
graduation from the University of Nebraska
he was commissioned in the U.S. Navy and
served as a Naval Aviator. He returned to
Nebraska after his Navy service and joined
the Minden Exchange Bank & Trust Co. Mr.
Hove was the Chairman and CEO of the
Minden bank at the time of his appointment
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to the FDIC. He was very active in the com-
munity, including as Mayor of Minden, and
held a variety of other public service posi-
tions. He also was actively involved with the
Nebraska Bankers Association for many
years, including a term as President.

Hjalma E. Johnson

Hjalma E. Johnson is the 1997-98 First Vice
President of the American Bankers Associa-
tion (ABA). He is Chairman and CEO of East
Coast Bank Corporation, Dade City, Florida;
Chairman of the Bank at Ormond-by-the-Sea,
Ormond Beach, Florida; and President of
Investment Advisors, Inc., Dade City, Florida.

Mr. Johnson served as ABA Treasurer from
1995 to 1997 and earlier as a member of
ABA’s BankPac Committee, the Government
Relations Council, and the Community
Bankers Council. He also served as an ABA
State Vice President and Banking Leadership
Conference Delegate and was Chairman of
the Federal Home Loan Bank Task Force.

Mr. Johnson was very active with the
Florida Bankers Association, serving as Pres-
ident from 1984 to 1985, on the Board of
Directors, and as Chairman of the Govern-
ment Relations Division.

Mr. Johnson is a member of the Board of
the Florida Council on Economic Education,
an Honorary Director of the World Trade
Center of Tampa Bay, and a member of the
Tampa Bay Business Hall of Fame. His for-
mer affiliations include serving as a member
of the University of Florida College of Busi-
ness Advisory Council, member of the Uni-
versity of South Florida Banking Advisory
Committee, member of the Florida House of
Representatives Speaker’s Advisory Com-
mittee on the Future of Florida, Director of
Enterprise Florida Capital Partners, and
Chairman of the Board of Trustees of Saint
Leo College.

Mr. Johnson received his Bachelor of
Industrial Engineering degree with high

honors from the University of Florida,
Gainesville, Florida, in 1958. He received his
JD from the Birmingham School of Law in
1965 and is a member of the Alabama Bar.
He also graduated from ABA’s Stonier Grad-
uate School of Banking in 1968.

Richard M. Kovacevich

Richard M. Kovacevich became CEO of
Norwest Corporation on January 1, 1993,
and Chairman in 1995, after serving as Pres-
ident and Chief Operating Officer since
1989. He joined Norwest in March 1986 as
Vice Chairman and Chief Operating Officer
of the Corporation and Head of the Banking
Group. He also was named a Director of the
Corporation at that time.

Before joining Norwest Corporation, Mr.
Kovacevich was Group Executive and a
member of the Policy Committee of Citicorp
in New York. He began his business career at
General Mills, first as a planner, then moving
to mergers and acquisitions, and finally, to
Division Manager.

Mr. Kovacevich holds bachelor’s and mas-
ter’s degrees in industrial engineering and
an MBA, all from Stanford University.

He is a member of the boards of directors
of Dayton Hudson Corporation; Northern
States Power Company; PETsMART, Inc.;
and ReliaStar Financial Corp. He also is a
Director and Vice President of the Bankers
Roundtable, Vice Chairman of the American
Bankers Council, Vice Chairman of the
Board of the Greater Minneapolis Metropol-
itan Housing Corporation, Director and Vice
President of the Walker Art Center, and
Director and Member of the Executive Com-
mittee of the Minnesota Business Partner-
ship, Inc.

Congressman James A. Leach

Congressman James A. Leach, Republican
Representative from the First District of
Iowa, was elected to the 95th Congress and
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reelected to each succeeding Congress. He is
Chairman of the Committee on Banking and
Financial Services, and a member of the
Committee on International Relations and
the Subcommittee on Asian and Pacific
Affairs. Congressman Leach is also Co-
Chairman of the Republican Education Cau-
cus. In addition to these congressional mem-
berships, he is Co-Chairman of the
Constitutional Forum, Vice Chairman of the
Twentieth Century Fund, and sits on the
Advisory Council of the Woodrow Wilson
School of Public and International Affairs at
Princeton University.

In 1969 and 1970, Congressman Leach was
Special Assistant to Donald Rumsfeld, Direc-
tor of the Office of Economic Opportunity.
He was assigned, as a Foreign Service Offi-
cer, to the Arms Control and Disarmament
Agency from 1970 through 1973, and served
as a delegate to the United Nations General
Assembly and the Geneva Disarmament
Conference in 1971 and 1972. Congressman
Leach was a member of the U.S. Advisory
Commission on International Education and
Cultural Affairs in 1975 and 1976. Also dur-
ing this period, he served as Director of the
Federal Home Loan Bank Board, Midwest
Region. From 1973 to 1976, Congressman
Leach was Chairman of the Board of Adel
Wholesalers, Inc., and President of Flamegas
Companies, Inc.

From 1981 to 1988, Congressman Leach
was Chairman of the Ripon Society, and in
1983 and 1984 was Chairman of the Arms
Control and Foreign Policy Caucus. From
1991 to 1993, he served as President of the
Parliamentarians for Global Action and was
Co-Chairman of the United States Commis-
sion on Improving the Effectiveness of the
United Nations. Congressman Leach was a
member of the Congressional Arts Caucus
from 1983 to 1994.

Congressman Leach earned a BA cum
laude in 1964 in political science from Prince-

ton University, and an MA in Soviet politics
from the School of Advanced International
Studies at Johns Hopkins University in 1966.
He continued his graduate studies as a
research student in economics and Soviet
politics at the London School of Economics
from 1966 to 1968. Congressman Leach has
received an honorary Doctorate of Public
Service from St. Ambrose University in Dav-
enport, Iowa, and an honorary Ph.D. from
Marycrest College, also in Davenport.

Arthur J. Murton

Arthur Murton became the Director of the
Division of Insurance (DOI) shortly after it
was established in 1995. DOI was created to
enhance the FDIC’s ability to identify, ana-
lyze, and report on current and emerging
risks and to ensure that deposit insurance
premiums appropriately reflect the risks
posed to the insurance funds. Prior to his
appointment as Director of DOI, Mr. Murton
was the Deputy Director of the Division of
Research and Statistics (DRS). He began his
career with the FDIC in 1986 as a Financial
Economist in DRS.

Mr. Murton holds a BA in economics from
Duke University and a Ph.D. in economics
from the University of Virginia.

Joseph H. Neely

Joseph H. Neely became a member of the
Board of Directors of the Federal Deposit
Insurance Corporation on January 29, 1996.

A native of Grenada, Mississippi, Joe
Neely attended the University of Southern
Mississippi, where he earned a BS in busi-
ness administration, majoring in finance. He
continued his studies as a graduate fellow of
the University of Southern Mississippi and
earned an MBA.

Upon graduation, Neely served for two
years as an instructor of Accounting and
Economics at Hinds Community College in
Raymond, Mississippi. He began his bank-
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ing career in 1977 with the Grenada Sun-
burst Banking System, serving in the lending
area of the bank. In 1980, he joined the Mer-
chants National Bank of Vicksburg, where he
served as Senior Vice President. In April
1992, Governor Kirk Fordice appointed Mr.
Neely Commissioner of the Department of
Banking and Consumer Finance for the State
of Mississippi. In July 1995, President Clin-
ton appointed Mr. Neely to the FDIC Board
of Directors. After confirmation by the
United States Senate in December 1995, Mr.
Neely was sworn in as Director in January
1996.

Mr. Neely is a graduate of the American
Bankers Association’s Stonier Graduate
School of Banking, the School of Bank Mar-
keting, and the School of Bank Management
and Strategic Planning. He has lectured at
the Stonier Graduate School of Banking, the
Graduate School of Banking at Louisiana
State University, and the Alabama and Mis-
sissippi schools of banking. In addition, Mr.
Neely regularly addresses banking groups
and associations throughout the country on
a variety of current industry issues.

Mr. Neely has served in numerous civic
leadership positions and has been active in
community affairs throughout his career.

Gary H. Stern

Gary H. Stern became President and CEO of
the Federal Reserve Bank of Minneapolis in
March 1985. As a Federal Reserve Bank presi-
dent, he serves as a member of the Federal
Open Market Committee, the Federal
Reserve’s principal body responsible for estab-
lishing national money and credit policies.

Mr. Stern, a native of Wisconsin, joined the
Federal Reserve Bank of Minneapolis in Jan-
uary 1982 as Senior Vice President and
Director of Research. Before joining the Fed-
eral Reserve Bank of Minneapolis, Mr. Stern
was a partner in a New York-based eco-
nomic consulting firm. Mr. Stern’s prior

experience includes seven years at the Fed-
eral Reserve Bank of New York.

Mr. Stern serves on the Board of Trustees of
the National Council on Economic Education
and Educational Testing Service, and on the
boards of directors of the Minneapolis Col-
lege of Art and Design, the Northwest Area
Foundation, and the Carlson School of Man-
agement at the University of Minnesota.

Mr. Stern holds an AB in economics from
Washington University, St. Louis, and a Ph.D.
in economics from Rice University, Houston.

Charles “Chuck” E. Waterman

Charles E. Waterman is Chairman and CEO
of South Holland Trust & Savings Bank and
CEO of the bank’s holding company, South
Holland Bancorp, Inc., positions he has held
since 1986. Mr. Waterman has been employed
by South Holland Bank since 1971, prior to
which he served in the United States Navy’s
Nuclear Submarine Service for five years.

Mr. Waterman has held numerous board
and committee positions in the Illinois busi-
ness community, Illinois Bankers Associa-
tion (IBA), and American Bankers Associa-
tion. In 1986 and 1987 he served as President
of the IBA, and from 1990 to 1992 was Chair-
man of the ABA’s Government Relations
Council. He subsequently served a three-
year term on the ABA’s Board of Directors.
Mr. Waterman has been a member of the
State Banking Board of Illinois since 1994.
He has represented the ABA and IBA on
numerous banking industry issues with tes-
timony before both the Congress and the Illi-
nois Legislature since 1994.

Mr. Waterman is a graduate of the United
States Naval Academy, and he received an
MBA from Northwestern University in 1973.

William Roger Watson

Mr. Watson, a native of Pasadena, Califor-
nia, joined the FDIC in 1968 as an Economist
in the Division of Research and Statistics. He
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was promoted to Assistant Director in 1982,
and then Associate Director in 1983. He was
designated the Director in 1987. He is a

graduate of the University of Southern Cali-
fornia and holds a Ph.D. in economics.


