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SUMMARY AND CONCLUSIONS 

The United States has operated a system of federal deposit insurance 
for more than 50 years. The government established deposit insurance 
as a guarantee against loss in response to the financial crisis of the 
1930s when the public's lack of confidence in the banking system 
contributed to thousands of bank failures. Unlike private insurance, 
the government's guarantee is an assurance policy that promises to 
back depositors' funds with the full faith and credit of the govern- 
ment--in other words, with its power to tax. Through this assurance, 
the federal system of deposit insurance has contributed to the stability 
of depository institutions. As a result, depositories--which include 
commercial banks, savings institutions (or thrifts), and credit unions-- 
have effectively provided the financial services required by a healthy, 
growing national economy. 

Recent events, however, have revealed flaws in the current struc- 
ture of the federal deposit insurance system. These flaws have proved 
extremely costly for the federal budget and, ultimately, the taxpayer. 
If the benefits of federal deposit insurance warrant continued support, 
the system needs reform to reduce its costs. Reforms can be directed a t  
any or all of three players: the insurer, the insured, and the institu- 
tions that offer insured deposits. For example, the deposit insurer may 
be required to strengthen its prudential supervision, insured deposi- 
tors may have their coverage reduced, and depository institutions may 
be required to hold more capital. 

As currently structured, there are three federal deposit insurance 
funds that are administered by two federal agencies. The Federal 
Deposit Insurance Corporation (FDIC) administers the Bank Insur- 
ance Fund (BIF), which insures deposits a t  commercial banks and 
some savings banks, and the Savings Association Insurance Fund 
(SAIF), which insures deposits a t  savings and loans and a t  savings 
banks not insured by BIF. The National Credit Union Administration 
(NCUA) administers the National Credit Union Share Insurance Fund 
(NCUSIF), which insures deposits a t  credit unions. The Financial 
Institutions Reform, Recovery, and Enforcement Act of 1989 
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(FIRREA), the major legislation enacted to address the thrift crisis, 
abolished the Federal Savings and Loan Insurance Corporation 
(FSLIC), which had previously insured thrifts, and transferred its 
responsibilities to  the FDIC through the SAIF. 

THE GOAL AND OBJECTIVES OF 
FEDERAL DEPOSIT INSURANCE 

The central goal of regulating depositories is to ensure effective and 
efficient financial services that contribute to economic growth and 
stability. In pursuing that goal, regulators must balance the some- 
times conflicting objectives of assuring the safety and soundness of the 
depository institutions while encouraging a competitive environment 
for the depository industry. Deposit insurance contributes to meeting 
the regulatory objective of safety in two ways. First, public confidence 
in the government's guarantee of deposits minimizes the likelihood of a 
contagion of bank runs, which is the spread of excessive and persistent 
withdrawals of deposits from troubled depositories to healthy ones. 
Second, the safe haven provided by insured deposits protects small and 
unsophisticated depositors from loss. Achieving this objective assures 
depositories of a relatively stable supply of funds that they may then 
lend to borrowers. 

The major drawback of deposit insurance is that it creates a "moral 
hazardw--that is, financial institutions, especially those in trouble, 
have an incentive to undertake riskier investments with depositors' 
funds when those funds are insured. In the absence of deposit insur- 
ance, the threat of withdrawals by depositors curbs the degree of risk 
that a depository is willing to take and still be able to service any 
claims. The government has attempted to control the moral hazard of 
deposit insurance through the regulation, supervision, and examina- 
tion of depository institutions to ensure the prudent management of 
insured deposits. 

Even in the normal course of business, some depository institu- 
tions are expected to fail. As a result of these failures, the deposit 
insurer will incur some losses. The federal insurer provides for these 
losses--much as a private insurer would--by establishing a reserve 
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fund. To accumulate the government's reserves, the federal deposit 
insurer imposes a premium on depositories that offer insured deposits. 
This fund avoids the need for the federal insurer to request appropri- 
ations from the Congress every time a loss is incurred. Instead, the 
burden of financing normal losses is on the primary beneficiaries, 
which are depository institutions and depositors. In the event that the 
fund is unable to handle current losses, the federal deposit insurer is 
also able to borrow, within limits, from the Department of the Trea- 
sury. In the event of catastrophic loss, the federal insurer can ask, as it 
has recently, that taxpayers foot the bill. The justification for this re- 
course is that all Americans benefit from avoiding systemwide bank 
runs and maintaining a viable financial system. The general assur- 
ance of the government guarantee makes the taxpayer the ultimate 
insurer. 

Under the current structure of federal deposit insurance, deposi- 
tors--not depository institutions--are the ones insured. The institu- 
tions are granted the privilege of offering insured deposits. By making 
its guarantee unconditional to qualified depositors, the government is 
ultimately a t  risk for losses to the total amount of all insured deposits. 
While the risk of total loss is minuscule, losses beyond roughly 1 per- 
cent of all insured deposits would bankrupt the insurance funds. In 
that event, current claims against the funds would exceed their im- 
mediate resources. While the government ultimately backs the deposit 
insurance funds, invoking government assistance beyond the resources 
of the funds is viewed, in itself, as  extraordinary or catastrophic. 

Two situations can cause such a catastrophe. First, a temporary, 
but systemwide financial calamity caused by events beyond the 
immediate control of the depositories could put a large number of them 
in jeopardy. Such a crisis lies beyond the scope of the federal deposit 
insurer and, thus, is probably best left to the Federal Reserve System 
in its role as "lender of last resort." Second, a permanent, structural 
change in the depository industry to a more competitive environment 
could cause many depositories to leave the industry. While some re- 
structuring could take place without cost to the insurer, such as trou- 
bled depositories being absorbed by healthy ones, the government 
might also have to resolve many insolvent or failing depositories, 
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either by closing or merging them. The thrift crisis stemmed from a 
combination of these two situations. 

Distinguishing between the two types of catastrophe is difficult. 
One possible description of the thrift crisis is that regulators misjudged 
the problems of the thrift industry in the early 1980s as only a tempo- 
rary systemwide crisis. In viewing it as a temporary problem, regula- 
tors were lenient in the hope that the thrift industry would recover. 
This regulatory forbearance was insufficient to cope with an industry 
that was going through a permanent change associated with deregula- 
tion. As a result, uncompetitive firms that should have been closed 
were allowed to stay open. Beyond the intended safety net, regulatory 
forbearance prevented the aggressive but self-correcting attributes of a 
competitive environment from functioning. 

The temporary problems of high and volatile interest rates com- 
bined with the permanently increased competition both within the 
thrift industry and with other financial institutions to cause the 
catastrophe for the thrift insurance fund. These problems were com- 
pounded by excessive regulatory forbearance and the inherent moral 
hazard of federal deposit insurance. When many thrifts became in- 
solvent, they were not forced to close because regulators were reluctant 
to debit the fund for which they were responsible. Thus, institutions 
were permitted to "gamble for resurrection" by undertaking inordi- 
nately risky strategies. The result was that the thrift insurer, FSLIC, 
became insolvent. Consequently, the federal budget must carry the 
burden of the government's insurance guarantee. 

One lesson from this experience is that the bankruptcy of FSLIC 
could have been averted and the costs minimized if regulators had 
assessed the situation correctly and early and had used their authority 
to close institutions rather than assist them to remain open. Although 
BIF, the bank insurer, and NCUSIF, the credit union insurer, appear 
solvent, the catastrophe that bankrupted the FSLIC could happen to 
the other federal deposit insurers. Correcting the deficiencies of the 
current structure of federal deposit insurance can help reduce the like- 
lihood that a similar crisis will happen again. 
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A FRAMEWORK FOR EXAMINING 
FEDERAL DEPOSIT INSURANCE 

The task of reforming federal deposit insurance is extraordinarily 
complex. Straightforward solutions to weaknesses in the system are 
not readily apparent. Many proposals for reform have been suggested 
and submitted to the Treasury for consideration. Most of these pro- 
posals advance some type of standard insurance practice to reform the 
federal deposit insurance system. Thus, a t  the risk of oversimplifying, 
concepts adapted from standard insurance practices can provide a use- 
ful framework to evaluate the strengths and weaknesses of the various 
proposals. 

Standard insurance involves one party, the insured, who seeks 
protection against a specific risk by paying a premium to another 
party, the insurer, who agrees to compensate the insured for any losses 
resulting from the risk specified in the contract. The insurer is then 
exposed to the potential losses of the insured. To manage this ex- 
posure, insurers typically try to employ a combination of three 
standard practices: 

o Underwriting risk, 

o Controlling risk, and 

o Transferring risk. 

Although the federal system of deposit insurance is, in effect, an  
assurance policy, incorporating strategies from standard insurance 
practices could reduce the risk to which taxpayers are exposed. At one 
extreme, deposit insurance could be completely privatized; alterna- 
tively, a reformed government system could rely on stricter regulation. 

Strategies for Underwriting Risk 

Underwriting is the practice of establishing limits to coverage and 
then setting the appropriate premiums to charge. Changing how risk 
is underwritten is limited by the unconditional nature of the govern- 
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ment guarantee on deposits, but higher premiums could be charged, 
and the amount of coverage could be changed. In addition, risks that 
are assumed could be limited by more careful chartering of the deposi- 
tory institutions that are allowed to offer insured deposits. 

The chief difference between the operation of federal deposit insur- 
ance and insurance provided by the private sector is in underwriting. 
Private insurers would never underwrite deposits as the federal gov- 
ernment does for three reasons. First, private insurers will typically 
only insure independent events--that is, the risk of insuring one thing 
is unaffected by insuring another. Deposit insurance is different be- 
cause the insurer's guarantee of deposits a t  one institution can affect 
others. If depositors lose confidence in the insurer's ability to cover its 
potential liabilities, they can trigger contagious bank runs, thus 
creating a self-fulfilling condition. Second, federal deposit insurance 
provides an unconditional guarantee, which means that the govern- 
ment assures depositors that their funds are safe regardless of the risks 
taken by an insured depository. In contrast, a private insurer would 
adjust its insurance contract to account for the risk to which it  is 
exposed. Third, deposit insurance implicitly extends coverage beyond 
the contract amount. Because it operates for the public good, the fed- 
eral deposit insurance funds have covered more than the explicitly 
stated $100,000 per account. A private insurer would not extend such 
coverage. 

The most prominent reform proposal to change the underwriting 
practice applies to the terms of the insurance contract. This reform can 
be achieved by restricting coverage to the individual or by lowering the 
coverage ceiling for accounts below the current $100,000 limit. These 
changes would reduce the taxpayers' liability by offering less insur- 
ance but would also offer less protection to depositors and to deposi- 
tories. 

Limiting the coverage to  an individual rather than to an account 
could be hard to carry out and might encourage depositors that need 
more protection (particularly pension funds and other institutional 
depositors) to withdraw their money and place it  elsewhere. Lowering 
the coverage ceiling below $100,000 could have the same effect. These 
withdrawals may not present a problem to the economy as  a whole, 
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since many close substitutes are available. For example, large deposi- 
tors might place their funds instead in Treasury securities or similar 
investments. These alternatives, however, might increase the overall 
cost of financial services to the economy. Large withdrawals might 
also undercut the profits of some depositories and create further 
instability in the financial system. The uncertainties and losses as a 
result of reducing insurance coverage may preclude making such a 
change. 

Underwriting also involves covering risk by securing funds or 
making provisions for expected losses. Because insured depositories 
and their customers are viewed a s  the primary beneficiaries, the 
depositories are charged a premium, which they pass on to customers 
through higher fees for financial services. These premiums and fees 
give the fund an appearance of being self-financing. 

Several proposals have recommended increasing the size of the 
reserves by increasing the premium assessments. This increase would 
allow the insurance funds greater flexibility in how they resolve 
insolvent institutions, and it would enable them to handle more cases 
before needing to tax the public. The risk of insuring deposits would 
not change. The only change would be in shifting the burden of how or 
by whom the fund is financed. Moreover, strong competition within 
the industry from nondepository sources limits how high premiums 
can go before the viability of depositories is threatened. 

A further concern in underwriting is monitoring the solvency of 
both the insured depositories and the insurance fund itself. Greater 
use of market-value accounting has been proposed for monitoring the 
riskiness of depositories. Insured depositories could be required to 
value their assets and liabilities more on a market basis, which would 
provide better information and enhance the regulators' ability to spot 
problems earlier than they now can using book-value methods. Im- 
proved public reporting by the federal insurance agencies of their con- 
tingent liabilities would help in monitoring the solvency of the insur- 
ance funds. 
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Strategies for Controlling Risk 

Controlling risk is the practice of creating incentives to prevent or 
reduce the risk. It includes adjusting premiums in response to changes 
in the risk or targeting the insured directly, such as charging lower 
premiums for good drivers or nonsmokers. In preference to affecting 
the behavior of insured depositors, federal deposit insurance has relied 
heavily on controlling risks through prudential regulation, supervi- 
sion, and examination of the depositories. 

One approach for controlling risk would be to rely on the market 
more than on government regulation to provide supervision. The ad- 
vantage of calling on the market is that it  may create a more effective 
level of supervision by forcing prompt remedial action and closure, if 
necessary, than can be provided by the government alone. Certainly, 
the market is likely to be less forgiving. The disadvantage is that 
market supervision would discipline imprudent depositories, possibly 
causing withdrawals and effecting runs, which is just what the system 
has tried since the 1930s to avoid. It is also possible that, under certain 
circumstances, some institutions should be assisted because liquida- 
tion would impose too high a cost. 

Other measures for controlling risk seek to improve the regulation 
of deposit insurance. Federal regulators could require the owners of 
depositories with insured deposits to hold more equity. Imposing a 
greater burden on the owners would provide a greater incentive to 
manage prudently. Federal regulators could tighten the rules on clos- 
ing troubled depositories, which may discourage repeating past mis- 
takes of regulatory forbearance. The deposit insurer could also invoke 
risk-based capital requirements or assess risk-based insurance premi- 
ums a s  another incentive for prudent management. Moreover, if in- 
creased losses to uninsured creditors were explicitly threatened, mar- 
ket discipline would improve. 

One proposal would radically change the amount and quality of 
risk held by depositories. The so-called narrow bank proposal requires 
that insured deposits be pledged against either risk-free assets, such as 
Treasury securities, or assets that are readily valued on a market 
basis. This proposal would minimize the risk of guaranteeing deposits; 
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however, it requires a radical restructuring of the depository industry 
with consequent adjustments in financial markets. 

Strategies for Transferring Risk 

Another insurance practice is to transfer risk to others. One technique 
would establish a deductible of coverage, which requires that the in- 
sured bear some of the risk through coinsurance. Alternatively, the in- 
surer may reduce some of its coverage through reinsurance, which 
shares some of the risk with other insuring agents. . Neither of these 
techniques is now used by federal deposit insurers, but several reform 
proposals include them. 

Coinsurance would place a greater burden of risk on depositors. 
This strategy, used in several foreign deposit insurance systems, is 
similar to reducing coverage but more effective because a deductible 
exposes the insured depositor to some loss regardless of the coverage 
limit. Because of this exposure, depositors would exert greater dis- 
cipline on depository institutions. Most experts, however, doubt that 
reliance on individual depositors alone could provide the level of dis- 
cipline needed. 

Alternatively, the insurer may share some of the risk with other 
insuring agents through reinsurance. One extreme form of reinsur- 
ance would transfer all risks to the private sector by establishing an 
industrywide system of self-insurance. Several countries have used 
this strategy but apparently still retain an implicit government guar- 
antee. Another proposal would require the federal insurer to buy pri- 
vate insurance for a portion of its potential liabilities. Still another 
proposal would require insured depositories to issue a class of sub- 
ordinated debt that is unsecured and uninsured. This measure would 
absorb some of the risk to the depository by vesting a class of debt 
holders with the means and the incentive to evaluate risks. 

The benefit of both coinsurance and reinsurance is that each would 
create incentives through the marketplace to discipline depositories. 
Each would also lower the potential liability of the government by 
putting others a t  risk for some portion of the potential losses. The 
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drawback of these methods, as with underwriting strategies for as- 
sessing risk, is that they fail to provide the same level of assurance 
that the current deposit insurance system does. For example, while 
self-insurance or reinsurance offers depositors the illusion of full pro- 
tection, they retain the same implicit guarantee that now exists if a 
catastrophe were to occur. The guarantee is that the federal budget, 
through taxation or other powers of government, will bail them out. 

CONCLUSIONS 

All of the current proposals for reforming federal deposit insurance 
suggest ways to contain moral hazard and reduce the exposure of tax- 
payers. Consensus exists on two points: that capital requirements be 
strengthened, and that prudential supervision be enhanced. Strength- 
ening capital requirements can mean increasing the amount of capital 
an institution must hold, making the closure rule more explicit with 
regard to a minimum level of capital, and assigning risk-based capital 
requirements. Enhancing supervision can mean improving regulatory 
practices or placing greater reliance on market forces. 

Two proposals for strengthening capital requirements have par- 
ticular appeal. One essentially proposes that a depository institution 
be closed or reorganized by the government, with due process, when its 
capital falls to a certain ratio of its assets but before it becomes insol- 
vent. The other proposes that some form of market-value accounting 
be implemented, a t  least partially, which would provide more adequate 
information to measure economic solvency. These changes would re- 
duce the risk to taxpayers and strengthen the regulatory system of 
depositories. 

The current system of deposit insurance also could be strength- 
ened through measures designed to make sure that the regulators of 
depositories will act differently than they did in the thrift crisis. Re- 
form, therefore, should consider the incentives of the regulators, par- 
ticularly the insurer. One approach may be to strengthen the powers 
and resources of the regulators. Reliance on regulators would be less 
necessary, however, if market forces could increase the number of 
depositors or creditors with a vested interest in the prudent manage- 
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ment of depositories. Thus, enhancing the current regulatory system 
through a greater reliance on the marketplace could change the 
burden of risk and the incentives for depository institutions. 

Although strengthening capital and enhancing supervision are 
different strategies, they are not mutually exclusive. Both strategies 
can help create a safer, sounder, and less costly deposit insurance sys- 
tem. Dangers exist, however. On the one hand, imposing too many 
controls could overburden the depositories, make them unduly cau- 
tious in their lending, and threaten their ability to compete for services 
with other financial institutions. On the other hand, weakening the 
assurances now provided to depositors could undercut the protection 
provided by federal deposit insurance. 

In conclusion, federal deposit insurance is best viewed as a system 
that assures the safety of depositors' funds, as opposed to a system that 
merely insures depository institutions. These deposits are the primary 
element in the money stock, which is the means of payment for the 
U.S. economy. Because the benefits of assuring deposits are shared by 
all, the insurance system need not rely only on depositors. In the event 
of a catastrophe, taxpayers are a legitimate insurer of last resort. 

To achieve the objectives of deposit insurance effectively, the sys- 
tem relies heavily on prudential regulation, supervision, and exami- 
nation of depository institutions. In large measure, the costs borne 
today for the thrift bailout stem from the breakdown of this regulatory 
system. The proposals for reforming federal deposit insurance range 
from minor modifications to major structural changes. Each has ad- 
vantages and disadvantages; none will solve all of the problems. 

This analysis has an important limitation. The reform of deposit 
insurance is analyzed here apart from other regulations applying to 
depository institutions. Moreover, the analysis is limited in its consid- 
erations of international competition. This analysis sheds light on 
only some policy questions regarding depositories. Reforming deposit 
insurance, by itself, will not necessarily prevent future costs to tax- 
payers caused by a permanent, structural change in the depository in- 
dustry. Other policy questions on bank powers, housing credit, inter- 
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national competitiveness, and rules for transition need to be resolved 
before deposit insurance reform takes shape. 

Whatever reform proposals are adopted should be implemented in 
a cautious manner. At present, the nation's financial system is under 
considerable strain, and many institutions are extremely fragile. 
Many reforms that could strengthen the system in the long run would 
impose short-run burdens that could further destabilize the industry. 
Therefore, it may be best to avoid abrupt changes and to allow a fairly 
long period of adjustment to meet any new standards that  may be 
imposed. 



CHAPTER I 

INTRODUCTION 

The failure of depository institutions in the 1980s has raised serious 
concerns about the federal system of deposit insurance. Several factors 
have been identified as having contributed to the failure of numerous 
thrifts (savings and loan institutions and savings banks) and many 
commercial banks. A consensus is emerging that the most important 
underlying cause was "the specific way in which the deposit insurance 
system for thrifts was structured and administered in the early 
1980s."l 

The Financial Institutions Reform, Recovery, and Enforcement 
Act of 1989 (FIRREA) addressed the thrift crisis of the 1980s. The act 
made provisions for dealing with insolvent thrifts, restructuring the 
thrifts' regulatory agency, and reforming the regulatory system (see 
Figure 1). In addition, FIRREA stipulated that the Department of the 
Treasury and the General Accounting Office (GAO) undertake studies 
to consider the need for reforming deposit insurance. 

This study by the Congressional Budget Office (CBO) discusses the 
federal deposit insurance system and identifies specific problems with 
its current structure. In anticipation of the studies by the Treasury 
and GAO (due in February 1991), a framework is presented for 
evaluating the advantages and disadvantages of various strategies 
suggested in current proposals to reform the federal deposit insurance 
system. Information on state systems of deposit insurance in this 
country and on national systems in other countries is provided in 
Appendixes A and B, respectively. 

1. Lawrence J. White, The S&L Debacle: Public Policy Lessons for Bank and Thrift Regulation 
(Oxford: Oxford University Press, forthcoming), chap. 11, p. 1, emphasis by author. For a discussion 
of the causes of the thrift crisie and the problems with federal deposit inaurance, see, for example, 
James R. Barth, Philip F. Bartholomew, and Carol J. Labich, "Moral Hazard and the Thrift Crisis: 
An Empirical Analysis," Consumer Finance Law: Quarterly Report, vol. 44. no. 1 (Winter 1990); 
George J. Beneton and George G. Kaufman, "Understanding the Savings-and-Loan Debacle," 
Public Interest, no. 99 (Spring 1990); and Edward J. Kane, The S&L Insurance Mess: How Did It 
Happen? (Washington. D.C.: Urban Institute Press. 1989). 
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WHY INSURE DEPOSITS? 

Federal deposit insurance is the system through which the government 
conveys its guarantee of the safe deposit of funds a t  commercial banks, 
thrifts, and credit unions. Depositors are currently insured against the 
loss of their funds up to a specified limit. The federal government 

Figure 1. 
Federal Agencies That Regulate Depository Institutions, 
Before and After FIRREA 
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grants the privilege of offering this insurance guarantee to qualifying 
depositories. Depositors are not charged explicitly for this insurance; 
rather, the institutions are assessed an  insurance premium for the 
portion of their deposits that is insured. 

Figure 1. 
Continued 

~ - 

After FIRREA 

Banks 

Thrifts 

Credit Unions 

Board of Governors 
- - - ------------  
Federal Reserve Banks 

Finance Board 
--------------- 

Federal Home 
Loan Banks 

of the Treasury --------------- 
Off ice of the 

Comptroller of the 

of the Treasury --------------- 
Office of 

lnsurance Corporation 
- - -------------  

Bank Insurance Fund 

lnsurance Corporation 
--------------- 

Savings Association 
lnsurance Fund 

Union Administration 
--------------- 
National Credit Union 

SOURCE: Congressional Budget Office. 

NOTES: FIRREA is the Financial Institutions Reform, Recovery, and Enforcement Act of 1989. 

Dashed lines indicate some subordinating interagency relationship. The deposit insurance 
funds have always been administered by some regulatory agency; FIRREA changed the name 
of the Federal Deposit lnsurance Fund to  Bank lnsurance Fund, abolished the Federal Savings 
and Loan lnsurance Corporation, and created the Savings Association lnsurance Fund under 
the administration of the Federal Deposit lnsurance Corporation. 
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There are two major reasons for guaranteeing deposits. The first 
reason, preventing contagion or the spread of bank runs, reflects the 
importance of deposits to the financial system of the nation's economy. 
The second reason, protecting small and unsophisticated depositors, 
relates to the imbalance in the availability of information between 
depository institutions and their customers. 

Preventing Contagion 

A lack of confidence in the ability of a depository to pay all of its deposi- 
tors and other general creditors could trigger excessive or persistent 
withdrawals, known as bank runs. A bank run a t  one depository may 
spread to another or to depositories systemwide, a problem known as 
contagion. Preventing contagion is necessary because of an inherent 
problem of depository institutions. Depositories use most of the funds 
deposited with them for relatively illiquid investments that take the 
form of loans to businesses and consumers in order to earn profits. 
Therefore, these institutions do not hold sufficient cash to be able to 
pay all depositors if they were to demand all their money a t  once. 
Depositories hold cash or accounts with the Federal Reserve System to 
cover the withdrawals by depositors expected under normal business 
conditions. 

In the absence of any guarantee of deposits, i t  is understandable 
that depositors would try to get their funds out of a depository that is in 
financial trouble while i t  is still open. Unfortunately, even institu- 
tions that are solvent may not have sufficient cash to satisfy excessive 
withdrawals. The quick conversion of their investments into cash-- 
possibly a t  fire-sale prices--to satisfy depositors panicked by a per- 
ceived problem may force the closing of an  otherwise solvent institu- 
tion. 

Depositories have mechanisms to deal with runs. If withdrawals 
threaten to exhaust reserves, depositories can borrow from other de- 
pository institutions. This mechanism works as long as  the runs do not 
spread through the whole system. One reason for establishing the 
Federal Reserve System in 1913 was to contain such runs by creating a 
"lender of last resort." The Federal Reserve accomplishes this function 
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by permitting qualified banks to borrow from its discount window, 
using certain investment assets as  collateral. When allowing the 
banks to borrow, the Federal Reserve must distinguish between two 
different needs. A bank's borrowing may satisfy unanticipated 
withdrawals (a liquidity problem), or its borrowing may cover losses 
that have caused the depository's insolvency (a solvency problem). 

During the early 1930s, bank failures triggered a general lack of 
public confidence in the banking system, which spread to an  unprec- 
edented number of banks that had to suspend operations. Most banks 
were unable to reopen. The Federal Reserve did not meet the needs of 
banks experiencing runs, possibly because a t  first i t  considered them 
as having a solvency problem and not a liquidity problem. The delay in 
last-resort lending by the Federal Reserve exacerbated the public's 
lack of confidence in the banking system. Depositors demanded their 
deposits in cash and did not redeposit their funds in other banks. As a 
result, the banking system suffered a major contraction in the money 
supply that seriously imperiled the entire financial system.2 

Federal deposit insurance was introduced, in part, as a response to 
the spread of bank runs in the early 1930s. The assurance provided by 
the federal guarantee of deposits prevents contagion by maintaining 
the public's confidence that depositories can make good on demands for 
cash. Even if an  institution is insolvent, depositors are still assured 
the value of their funds up to the insured limit. While federal deposit 
insurance may be redundant to last-resort lending, it assures deposi- 
tors so that runs may never start. 

Protecting Depositors 

Protecting small and unsophisticated depositors, the second major 
reason for deposit insurance, stems from another inherent problem of 
depository institutions. In performing their role as  intermediaries 
between savers and borrowers, depositories develop information about 
the quality of their portfolios. This information gives them an  ad- 

2. For example, see Milton Friedman and Anna J .  Schwartz. A Monetary History of the United States, 
1867-1960 (Princeton: Princeton University Press, 1963). 
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vantage over most depositors. Large and sophisticated depositors and 
other general creditors may acquire information comparable with that 
of depositories; most depositors, however, have small balances and lack 
the incentive and the expertise to obtain and evaluate comparable in- 
formation and, thus, are a t  a disadvantage. This disadvantage is 
known as information asymmetry. 

To correct this disadvantage, the federal guarantee of deposits pro- 
tects the interests of all insured depositors by acting like a large and 
sophisticated creditor to the depository. So that it  may protect the 
government's guarantee, the federal insurer is granted access by the 
depository to better and more reliable information than small deposi- 
tors could obtain. The government also has the ability to discipline or 
close a depository that is insolvent or is operating in an unsafe and un- 
sound manner. 

Inherent Problems and Recent Failures 

Deposit insurance has an inherent problem of "moral hazard," which is 
common to all types of insurance. Providing a risk-taking financial 
institution with insurance may induce it to undertake greater risk 
with depositors' money because the negative consequences are passed 
through to the insurer. Private insurers compensate for moral hazard 
by charging risk-related premiums or by using other preventive mea- 
sures, such as limiting coverage. Federal deposit insurance relies in- 
stead on prudential regulation, supervision, and examination of the 
institution's management of depositors' funds. 

The recent thrift crisis occurred, in part, because the regulator 
failed to provide adequate prudential supervision. This failure may 
have been caused to some extent by an incentive system that led regu- 
lators to understate the size of the problem. Such incentives are com- 
mon to the principal-agent problem--that is, a situation in which the 
agent (in this case, the regulators) have a different incentive than the 
principal (in this case, both taxpayers and depositors) on whose behalf 
the agent is acting. The deposit insurer, as agent, is supposed to im- 
pose discipline on insured depositories as if the insurer were a creditor, 
thus protecting depositors from suffering losses associated with failed 
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banks, thrifts, and credit unions. The insurer must also protect the 
taxpayer from having to bail out the deposit insurance fund if it be- 
comes insolvent. 

The conflict of incentives and interests on the part of regulators led 
to a policy of forbearance--that is, a tolerance by regulators of certain 
questionable practices that were widespread throughout the thrift 
industry. Either regulators expected troubled thrifts to recover from 
supposedly temporary difficulties, or they lacked sufficient funds to 
close depositories that had obviously failed. In either case, this policy 
was meant to bide time. Unfortunately, the trouble was not tempo- 
rary, and not enough new resources were added to the insurance funds. 
Thus, forbearance led to delay in closing hundreds of insolvent thrifts 
and increased the cost of disposing of their assets and liabilities.3 

With little capital of their own a t  risk, owners and directors of in- 
solvent or failing thrifts were free to "gamble for resurrection" with the 
funds of insured depositors. This notion of "heads I win, tails the in- 
surer loses" led to the high cost of resolving failed depository insti- 
tutions. In addition, troubled thrifts offered significantly higher rates 
of interest on their deposits and borrowings than did depositories with 
adequate capital. These higher rates raised the overall cost of funds for 
otherwise healthy depositories, which caused them either to undertake 
greater risk in their investments or to diminish their capital because 
operating income fell. 

ESTABLISHING DEPOSIT INSURANCE 
IN THE UNITED STATES 

The Federal Deposit Insurance Corporation (FDIC), established in the 
1930s, is the oldest currently operating national system of deposit in- 

3. For example, see Barth, Bartholomew, and Labich, "Moral Hazard and the Thrift Crisis"; and 
General Accounting Ofice, Thrift Industry Forbearance for Troubled Institutions, 1982-1986 (May 
19871. 



8 REFORMING FEDERAL DEPOSIT INSURANCE September 1990 

surance.4 The first formal deposit insurance system, however, was 
established in 1829 in the state of New York to guarantee both bank 
notes and deposits. It was patterned after a mutual guarantee scheme 
used by Cantonese merchants in the last century.5 Instances of gov- 
ernment guarantees of deposits are recorded as  early as the Romans, 
who provided a guarantee for investors in failed merchant banks 
during their Panic of 33 A.D.6 

The FDIC was established in the United States by the Banking 
Act of 1933 as.a temporary insurance fund for deposits a t  commercial 
banks and some savings banks. It was made permanent by the Bank- 
ing Act of 1935. Because thrift institutions also experienced high num- 
bers of failures during the Great Depression, the Federal Savings and 
Loan Insurance Corporation (FSLIC) was created by the National 
Housing Act of 1934. Credit unions had no federal deposit insurance 
system until 1970 when the National Credit Union Share Insurance 
Fund (NCUSIF) was established under the aegis of the National Credit 
Union Administration (NCUA). 

Federal deposit insurance was one response to the widespread 
bank failures of 1930 through early 1933. During the speculative ex- 
pansion of the Roaring Twenties (1921-1929), 5,711 commercial banks 
suspended operations (see Table 1). Depositors lost more than $500 
million. In the first three years of the 1930s, 5,096 banks closed with 
losses to depositors of almost $800 million. In only the first two months 
of 1933, 4,000 banks suspended operations with losses to depositors of 
more than $500 million.7 

4. The FDIC is predated by the no-longer-operating U.S. Postal Savings System, a type of federal 
deposit insurance. system that was established in 1910 and continued operating until 1966. See 
Maureen O'Hara and David Easley, "The Postal Savings System in the Depression," The Journal of 
Economic History, vol. 39, no. 3 (September 1979). 

5. Ian McCarthy, "Deposit Insurance: Theory and Practice," Staff Papers, vol. 27, no. 3 (Washington, 
D.C.: International Monetary Fund, September 1980). 

6. Charles W. Calomiris, "Deposit Insurance: Lessons from the Record," Economic Perspectiues, 
Federal Reserve Bank of Chicago (MayIJune 1989). 

7 .  In contrast. the Canadian banking system suffered similar economic problems but without bank 
failures. Canada's more concentrated banking system and nationwide branch banking (see 
Glossary) is generally attributed with helping diversify its risk geographically. The emergency 

(Continued) 
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TABLE 1. COMMERCIAL BANK SUSPENSIONS, 1921-1933 

Losses to Depositors 
Deposits As a Percentage 

Number of (Thousands Thousands of Deposits in  All 
Year Suspensions of dollars) of Dollars Commercial Banks 

SOURCE: Congressional Budget Ofice adapted from Federal Deposit Insurance Corporation, The First 
Fifly Years: A History of the FDIC, 1933-1983 (Washington, D.C.: 19841, p. 36. Data for cal- 
culating losses to depositors as a percentage of deposits in all commercial banks from Milton 
Friedman and Anna J. Schwartz, A Monetary History of the United States, 1867-1960 
(Princeton: National Bureau of Economic Research, Inc., 1963). 

The idea of a national system of deposit insurance was not new. 
Between 1886 and 1933, 150 proposals for some type of formal federal 
guarantee of deposits were introduced in the Congress. Most of these 
proposals were prompted by the financial crises that occurred during 
this period.8 As discussed in the previous section, the inordinate num- 
ber of bank failures has been attributed to the failure of the Federal 
Reserve to respond adequately to the spread of bank runs. While the 
Banking Act of 1935 made provisions for reforming the Federal 
Reserve, part of the legislative response to the banking crisis was 

7. Continued 

cash provided by the Canadian government to the banking system has recently been suggested as 
the actual reason why Canada was able to avoid bank failures during this economic downturn. See, 
for example, Lawrence Kryzanowski and Gordon S. Roberta, 'The Performance of the Canadian 
Banking Syatem, 1920-1940," in Federal Reserve Bank ofchicago, Bank Structure and Competition 
(Chicago: Federal Reserve Bank of Chicago, 1989). 

8. Federal Deposit Insurance Corporation, The First Fifly Years: A History of the FDIC, 1933-1983 
(Washington, D.C.: 1984), p. 3. 
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establishing federal deposit insurance. The Roosevelt Administration 
and segments of the banking industry initially opposed enacting a 
system of federal deposit insurance. The system's eventual enactment, 
however, was to the industry's advantage. Depositors no longer faced 
the prospect of losing their savings and had no incentive to withdraw 
their deposits if they lost confidence in an  individual bank or in the 
banking system. 

DEPOSITORY INSTITUTIONS: 1933-1980 

From the 1930s through the 1970s, federal deposit insurance appeared 
to perform its function well. Relatively few banks or thrifts failed, and 
the FDIC, the FSLIC, and the NCUSIF were solvent. (See Appendix C 
for the history of failures and costs of resolution for FDIC-insured 
banks, FSLIC-insured thrifts, and NCUSIF-insured credit unions.) 
Runs by depositors on individual institutions were a rarity, and no sys- 
temwide bank runs occurred. Because of deposit insurance, depositors 
were compensated a t  those few banks or thrifts that did fail during this 
period. 

Other banking legislation besides that for federal deposit insur- 
ance was enacted in the 1930s. This package of banking legislation set 
ceilings on interest rates offered on deposits and placed controls on the 
investment activities of depositories. These restrictions may have con- 
tributed to the apparent success of federal deposit insurance during its 
first 50 years. 

Legislated ceilings on the interest rates paid on deposits permitted 
depositories to function as intermediaries between savers and bor- 
rowers a t  lower costs than would otherwise be possible. These ceilings 
did not appear to distort financial markets so long as depositories were 
the primary intermediaries and general market interest rates re- 
mained below the regulated ceiling. The ceilings afforded thrifts a 
slight advantage over commercial banks by permitting thrifts to offer a 
higher rate of interest on deposits. In counterbalance, commercial 
banks were granted a virtual monopoly in offering checking account 
deposits. 
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Legislative controls also restricted depositories in their invest- 
ment activities. Thrifts were essentially confined to investing in mort- 
gages, a restriction that exposed them to the risk of borrowing short 
and lending long. (Thrifts obtain funds through deposits that mature 
in less time than the mortgages in which the thrifts invest. The risk is 
that interest rates. will increase, causing the cost of borrowing to 
exceed the return on investment.) 

Because commercial banks tended to concentrate on short-term, 
secured commercial lending, their terms for borrowing and lending 
were traditionally better matched than those of thrifts. The banking 
legislation of the 1930s, however, prohibited commercial banks from 
engaging in other investment activities, such as offering insurance and 
underwriting securities. 

In response to the cash problems experienced during the banking 
crisis of the late 1930s, insured commercial banks and thrifts were 
extremely conservative in their lending practices. Commercial banks 
curtailed lending to such a degree that even the Federal Reserve could 
not entice banking institutions to make credit more available. Banks 
mistrusted the Federal Reserve because it  had failed to provide the 
banking system with sufficient cash during its crisis. As a result, 
banks held unusually high levels of reserves. This restriction of credit 
may have delayed recovery from the Depression. 

During World War 11, savings deposits increased because of the 
limited availability of products for consumers to purchase; depository 
institutions channeled these savings to the war effort. In the postwar 
period, these savings were used for peacetime economic expansion and 
increased household consumption. The low rates of interest in the 
1950s and early 1960s were below the ceilings of the regulated interest 
rates for deposits. Coupled with government subsidies for mortgages, 
thrifts had ample investment opportunities. Commercial banks, how- 
ever, sought greater expansion in the newly developing market for con- 
sumer finance. 

By the mid-1960s, market forces led to increased competition 
among depository institutions and between depositories and non- 
depository financial institutions, such as securities and mutual funds. 
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(Figure 2 shows the structure of the U.S. financial industry.) During 
the credit crunch of 1966, both thrifts and commercial banks suffered 
the effects of competition from nondepository financial institutions 
that offered higher rates of interest, which prompted depositors to shift 
their funds--a process known as disintermediation. Moreover, com- 
mercial borrowers developed other sources for short-term borrowing, 
which avoided the need to make short-term business loans from com- 
mercial banks. 

By the 1970s, commercial banks, thrifts, and credit unions began 
to compete across traditional lines of commerce. Full-service banking 
began a t  all banks and thrifts, which now offered services that  in- 
cluded credit cards, wire transfers, and automated tellers. Commer- 
cial banks began to expand their operations internationally, both 
lending to foreign borrowers and setting up branches abroad. Thrifts 
and credit unions next entered the once exclusive domain of commer- 
cial banks by offering nearly perfect substitutes for checking account 
deposits--that is, negotiable order of withdrawal (NOW) accounts and 
credit union share draft accounts. Because depositories were still 
limited in the rate of interest they could offer to depositors, a type of 
nondepository institution known as  a money market mutual fund 
(which was not so restricted) emerged. 

Because of this increased competition, profit margins narrowed. 
Depositories argued successfully for reducing the level of capital they 
were required to retain, giving them an economic advantage by in- 
creasing the leverage of their available capital.9 Although increased 
leverage enabled depositories to have lower net returns on total assets 
while maintaining or increasing returns on equity, it implicitly put the 
federal deposit insurance funds in jeopardy because owners of deposi- 
tories had less of their own capital a t  stake. 

While competition increased among banks, thrifts, and credit 
unions, depositories that could no longer compete merged with those 
that were expanding or better serving their geographic markets. 

9. For example. eee Ronald D. Watson, "Banking Capital Shortage: The Malaise and the Myth," 
Business Review. Federal Reserve Bank of Philadelphia (September 1979). 



Figure 2. 
Structure of the U.S. Financial Industry 
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NOTES. Currently, some state-chartered commercial banks that are not members of the Federal Reserve System and some state-chartered credit unions are not federally 
insured. Fed IS the Federal Reserve System. BIF is the Bank lnsurance Fund. SAIF is the Savings Association Insurance Fund. 
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These bank and thrift mergers during the 1960s and 1970s may have 
improved the efficiency of the remaining depositories. In fact, assets 
grew in the 1980s from $1.9 trillion to $3.3 trillion a t  banks and from 
$600 billion to $1.3 trillion a t  thrifts. 

In response to pressures on the industry, the Depository Institu- 
tions Deregulation and Monetary Control Act (DIDMCA) of 1980 was 
enacted to "level the playing field" for depositories. This act started a 
six-year phaseout of ceilings on interest rates for savings and time 
deposits and permitted limited expansion of investment activities by 
both banks and thrifts. More significant, the act raised the ceiling of 
coverage for deposit insurance from $40,000 to $100,000 per account. 
This increase in coverage had already been extended to time and sav- 
ings accounts held by state and local governments in 1974 and to 
Individual Retirement Accounts (IRAs) and Keough accounts in 1978. 
Unfortunately, the DIDMCA was enacted just after the Federal Re- 
serve had embarked on a restrictive monetary policy that was intended 
to reduce inflation dramatically. This restrictive monetary policy and 
the Federal Reserve's operating procedure led to high and volatile 
rates of interest. The combination of high interest rates and deregula- 
tion set the stage for serious problems with depositories. 

INCREASED BANK FAILURES AND THE THRIFT CRISIS 

Increased competition generally leads to lower profits, which can re- 
sult in fewer participants surviving in the market. Increased com- 
petition in the 1960s and 1970s did consolidate the depository industry 
through mergers among existing institutions. In the 1980s, states also 
began to relax restrictions on interstate branching, which, in turn, en- 
couraged geographic expansion and further consolidation. 

During the 1960s and 1970s, the FDIC and the FSLIC still experi- 
enced no abnormal failures among banks and thrifts that endangered 
either insurance fund seriously. While some large banks failed (for 
example, Franklin National in 1974 and First Pennsylvania in 1978), 
the FDIC was able to resolve them--by closing or merging them--with 
relatively little cost to the fund and with no serious bank runs. The 
FDIC resolved 76 commercial bank failures during the 1970s with 
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losses to the fund of about $110 million. During the same period, the 
FSLIC resolved 43 depositories a t  a cost of about $200 million. During 
the 1980s, however, the FDIC and the FSLIC were required to resolve 
more than 10 times the number of depositories that were resolved dur- 
ing the 1970s. These costs bankrupted the FSLIC and have seriously 
reduced reserves a t  the FDIC. 

The high number of failures may be the result of the general con- 
solidation of an  industry that, since the passage of DIDMCA, was no 
longer as protected from internal and external market forces. The 
thrift industry was consolidated from more than 4,000 institutions a t  
the end of 1979 to fewer than 3,000 institutions by the end of 1989. It 
could further contract to about 1,200 institutions over the next five 
years.10 The number of FDIC-insured banks also declined, from about 
14,400 a t  the beginning of the decade to about 12,700 institutions by 
the end of 1989. 

Banks in the 1980s 

In the early 1980s, regulatory forbearance prevented numerous trou- 
bled banks from failing. Many large commercial banks experienced 
difficulties with international loans that were made to certain devel- 
oping countries. Rather than force these banks to recognize losses on 
these loans, banking regulators and other government policymakers 
intervened to avert a potential crisis. Commercial banks were per- 
mitted to carry loans on their books that, under ordinary circum- 
stances, would have been written off as  losses. At the same time, 
negotiations ensued among the federal government, those commercial 
banks, and the countries threatening to default on their loans. Agree- 
ments were made to reschedule these loans, thus reducing the burden 
on the countries and permitting the banks to carry the troubled loans 
on their books. Some analysts argue that it is still too early to judge 
the success of this policy of forbearance; others worry that  it dis- 
criminated against small banks that did not engage in this type of 
lending. 

10. Congressional Budget Onice, The Economic and Budget Outlook: An Update (July 1990). 
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The FDIC was forced to resolve some large bank and group-bank 
failures on domestic loans. Gross misbehavior by the Butcher brothers' 
chain of banks in Tennessee and Kentucky led to a high number of 
failures in the early 1980s. The excessively risky and imprudent ac- 
tivities of Penn Square Bank, a small bank in Oklahoma, led to 
troubles a t  many money-center banks--large banks located in cities 
that are major financial centers--that had inappropriately lent to Penn 
Square Bank. Penn Square's failure directly led to the collapse of 
Continental Illinois, the ninth largest bank in the United States. 
While some other major regional banks experienced difficulties, the 
FDIC was able to resolve these problems without seriously endan- 
gering the solvency of its insurance fund. 

Depressed commodity prices and the collapse of real estate mar- 
kets in the Southwest led to increased bank failures in the middle to  
late 1980s. These economic conditions may have triggered the numer- 
ous bank failures in Texas, which stemmed, in part, from the state's 
prohibition against branch banking. Many analysts have argued that 
prohibitions or limitations on branch banking, as well as other geo- 
graphic limitations that may be imposed on depositories, adversely 
restrict the ability of depositories to diversify risk. Such restrictions 
result in having more institutions than if more liberal branch banking 
were permitted. Although there is still considerable debate, most 
analysts hold that branch banking systems are generally more effi- 
cient than unit banking systems (such as in Texas) that do not permit 
banks to branch. 

In general, banks were not affected to the extent thrifts were by 
high interest rates in the early 1980s because the maturities of their 
assets and liabilities were well matched. Increased expansion by the 
banks into real estate lending, however, has recently posed credit 
problems for many banks--including recently some large banks in the 
Northeast. 

During the years 1980 through 1987, the FDIC resolved 631 banks 
at a cost of more than $10 billion--more than it  had done for the first 47 
years of its existence. While bank failures during the 1980s did not 
present as serious a problem as the thrift crisis did for the FSLIC, 
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questions have been raised about the viability of the FDIC as  the 
bankst insurance fund.11 

Thrifts in the 1980s 

Thrifts suffered first from the high and volatile interest rates of the 
early 1980s; regional credit problems, similar to those experienced by 
banks, came later. These economic problems were coincidental with 
increased competition in the thrift industry. This competition was 
stimulated in 1982 by the Garn-St Germain Depositories Institutions 
Act, which hastened the deregulation of controls on the interest rates 
on deposits. The act permitted thrifts to diversify their investment 
portfolios, a departure from the previous rigid design of holding mainly 
mortgages. A number of states also deregulated restrictions on invest- 
ment opportunities for thrifts. 

While deregulation permitted thrifts greater diversification of 
risk, the timing and decentralization of the deregulation, in retrospect, 
may have aggravated the problems. Deregulation of investment 
powers should have allowed thrifts to reduce their risk. The interest 
rate problems of the early 1980s, however, left many thrifts threatened 
with insolvency. In 1982,85 percent of the thrift industry suffered net 
income losses. With little capital a t  risk and deposits insured, many 
thrifts "gambled for resurrection."l2 They undertook risky invest- 
ments in the hope that a big payoff would improve their viability. 

The failure of regulators to respond adequately worsened the prob- 
lem of troubled thrifts. Rather than increase capital requirements, 
which would force thrifts to be more prudent, the Federal Home Loan 

11. For example, see statement of Robert D. Reischauer before the Senate Committee on Banking, 
Housing, and Urban AEairs, Washington, D.C., September 12,1990. 

12. For evidence of increased moral hazard, see Barth, Bartholomew, and Labich, "Moral Hazard and 
the Thrift Crisis"; and Elijah Brewer, "Full-Blown Crisis, Half-Measure Cure," Economic 
Perspectives, Federal Reserve Bank of Chicago (NovemberlDecember 1990). 



18 REFORMING FEDERAL DEPOSIT INSURANCE September 1990 

Bank Board (Bank Board) lowered capital requirements.13 Because 
the FSLIC, which operated under the aegis of the Bank Board, had 
limited funds to resolve insolvent thrifts, many troubled thrifts were 
merged through supervisory actions with healthy thrifts. These super- 
visory actions imposed no explicit costs to the FSLIC. Other thrifts 
were permitted to remain open even though they were insolvent in 
terms of the tangible value of their capital. The supervisory mergers 
resulted in the creation of intangible assets, or "goodwill," which were 
quantified, shown in the balance books with generous terms of depre- 
ciation, and counted by the Bank Board toward satisfying a deposi- 
tory's capital requirements. Not surprisingly, many of these merged 
thrifts were later resolved by the FSLIC, and many are currently can- 
didates for takeover by the Resolution Trust Corporation. 

The Bank Board's policy of regulatory forbearance during the 
1980s was contrary to standard insurance practices. Incentives always 
exist for a depository institution to  delay the recognition of loss, either 
in the hope that losses may be recouped somehow or that the owners 
may be able to extract value from the firm's assets before bankruptcy. 
Managers of the insurance fund face similar incentives when the 
recognition of losses threatens the fund's own solvency. 

The Bank Board also encouraged new capital infusions to the 
thrift industry. Mutual institutions--a class of thrifts in which the de- 
positors are owners--were encouraged to convert to stock ownership. 
Restrictions on chartering a new stock-held thrift were relaxed. These 
changes permitted closer control of institutions by fewer individuals. 
Although analysis is still preliminary, some economists view this 
concentration of control as a contributing factor to moral hazard be- 
cause closely held firms can more easily pursue risky strategies and 
engage in fraud. Fraud was not limited to closely controlled deposi- 
tories, but it was a significant factor in the thrift crisis. 

13. For a discussion of capital requirements and industry solvency during the 1980s. see James R. 
Barth and Philip F. Bartholomew, "The Thrift-Industry Crisis: Revealed Weaknesses in the 
Federal Deposit Insurance System" (paper presented a t  a conference on Reform of Deposit 
Insurance and the Regulation of Depository Institutions in  the 1990s: Setting the Agenda, 
sponsored by the Center for Economic Policy Research, Stanford University, held in Washington, 
D.C., May 1&19,1990). 
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From 1980 through 1988, 489 thriRs were resolved by the Bank 
Board and the FSLIC a t  a present value cost, estimated in 1989, of 
about $42 billion. These losses bankrupted the FSLIC's reserve fund 
and became the responsibility of the federal budget. During the same 
period, an additional 333 troubled thrifts were merged with super- 
visory assistance but without cost to the FSLIC. An additional 900 to 
1,700 thrift institutions may still need to be closed. If these institu- 
tions could be fully resolved today, the present value cost would be 
between $90 billion and $150 billion.14 If the pessimistic view of the 
number of expected thrift resolutions is realized, the thrift industry 
will shrink from more than 4,000 institutions in 1980 to fewer than 
1,200 institutions by the mid-1990s. 

LESSONS OF THE 1980s FOR DEPOSIT INSURANCE 

The high cost of the thrift crisis of the 1980s and the potential cost of 
bank failures in the 1990s lead many analysts to argue for restruc- 
turing federal deposit insurance. Although deposit insurance may 
have done its job of preventing contagion and protecting depositors, the 
cost to taxpayers has proved to be too high. Other analysts argue that 
deposit insurance itself was not part of the problem and so need not be 
part of the solution. In this view, the failure of regulators to supervise 
adequately the operations of insured thrifts was the primary cause of 
the thrift crisis and, therefore, the regulatory process is what needs 
reform. A counterview holds that prudential regulatory control is an 
integral part of the operation of federal deposit insurance. Issues in- 
volving prudential regulation and supervision of financial institutions 
cannot be easily separated from issues related to the structure and 
operation of the deposit insurance system. 

As currently structured, federal deposit insurance is a government 
assurance.15 The intent, when creating the federal agencies to admin- 

14. Statement of Nicholas Brady before the House Committee on Banking, Finance and Urban AtTairs. 
June 14.1990; and Congressional Budget Office. The Economic and Budget Outlook: An Update, pp. 
5-7. 

15. James R. Barth, Philip F. Bartholomew, and Michael G. Bradley, 'Reforming Federal Deposit 
Insurance: What Can Be Learned from Private Insurance Practices," Consumer Finance Law: 
Quarterly Reporl (forthcoming); Edward J. Kane, "No Room for Weak Links in  the Chain of Deposit 
Insurance Reform," Journal of Financial Services Research, vol. 1 (1987). 
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ister deposit insurance, was to convey the federal government's guar- 
antee to depositors; it is unclear whether the intent was ever for these 
deposit insurance funds to be self-sustaining, A self-sustaining fund, 
such as  most private insurers operate, would require that the income 
from premiums charged for the insurance sufficiently cover antici- 
pated losses, with some provision made for unanticipated or cata- 
strophic loss. The original premium rate charged by the FDIC was not 
based on 'the fund's ability to cover anticipated losses; rather, it was 
based on the ability of banks to pay.16 

Despite that basis for funding, federal deposit insurance has been 
able to handle normal losses for years. This good fortune gave the 
appearance of a self-sustaining fund. The FSLICts bankruptcy illus- 
trates that the deposit insurance funds, as  structured, may not be 
self-sustaining. The newly created Bank Insurance Fund and the 
Savings ~ssociation Insurance Fund now face that prospect. Backing 
the deposit insurance funds with the full faith and credit of the federal 
government covers any catastrophic loss that  might bankrupt the 
funds; however, this pledge exposes taxpayers to those losses. 

As a government assurance, federal deposit insurance has some 
flexibility in its design. Like private insurance, federal deposit insur- 
ance provides coverage against the occurrence of some specified risk of 
loss, but the nature of the risk and the current specifics of the guar- 
antee differ from private insurance for three reasons. First, the risk of 
loss a t  one depository is not independent of the risk of loss a t  another 
because a loss of confidence may spread between depositories or sys- 
temwide. Federal deposit insurance addresses this problem by assur- 
ing depositors of the safety of their deposits a t  all institutions; a pri- 
vate insurance system would not be able to do so. Second, depositors 
are insured, not the depository institutions; thus, the coverage is, in a 
sense, unconditional. Depositors are covered regardless of the risk 
they take when placing their funds with a depository. Private insurers 
would not cover depositors in this way unless they could make the risk 
uniform for all depositories. Third, when the federal government re- 

16. See James R. Barth, John J. Feid, Gabriel Riedel, and H. Hampton Tunis, "Alternative Federal 
Deposit Insurance Regimee," Research Paper No. 152 (Office of Policy and Economic Research, 
Federal Home Loan Bank Board. January 1989); and Leo G. Crowley, statement before the Home 
Committee on Banking andcurrency, February 21,1935. 
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solves insolvent depositories, it does so in a way that extends coverage 
to all deposits, even those that were not intended to be covered. Ex- 
tending such coverage beyond the contract amount is something no 
private insurer would do. The federal deposit insurer does this because 
its objectives extend beyond the mere coverage of deposits to the entire 
financial system. 

These features distinguish the assurance provided by the federal 
deposit insurance system from the insurance provided by private 
industry. (A fuller comparison of federal deposit insurance and private 
insurance is contained in Chapter 11.) This distinction is a major con- 
straint in structuring a balance among the insurance practices avail- 
able for federal insurers to use. Federal deposit insurance relies heav- 
ily on controlling the risks through prudential regulation, supervision, 
and examination. Private insurers face different constraints and rely 
on a balance of controls that respond to variations in risk, primarily by 
using the underwriting practices of limiting coverage and charging 
premiums. Other countries, facing constraints similar to those of the 
U.S. federal deposit insurers, have chosen still different balances, often 
limiting coverage or transferring risk to others. 

While a minority of analysts call for abolishing federal deposit 
insurance, most analysts suggest that the federal insurer rely on a dif- 
ferent balance of insurance practices; some suggest strengthening cer- 
tain aspects of regulatory control. An underlying principle of most 
reform proposals, however, is a greater reliance than previously on 
market controls. This common denominator comes, in part, from the 
belief that market discipline is more efficient than government regu- 
lation. That belief may also be a reaction to the regulatory failure that 
contributed to the extent of the thrift crisis. Relying on the market, 
however, runs the risk of weakening the assurances now provided by 
the government's guarantee of deposits. 

The following chapters consider the principles and problems of 
deposit insurance. A framework is presented to evaluate various 
strategies within the proposals for reforming deposit insurance. In any 
proposal for reform, the objectives of a deposit insurance system should 
be kept in mind. These objectives are to prevent the contagion of bank 
runs, to protect small and unsophisticated depositors from loss, to 
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maintain the viability of insured depository institutions, and to mini- 
mize the burden of losses on taxpayers. A major assumption of the 
analysis for this study is that the objectives of deposit insurance are 
also consistent with the desired goals of regulating depository institu- 
tions--that is, safety, soundness, and competitiveness. 



CHAPTER I1 

THE PRINCIPLES OF INSURANCE AND 

THEIR APPLICATION TO DEPOSITS 

Although federal deposit insurance is more accurately described as an 
assurance of the government's guarantee of deposits up to a certain 
limit, i t  has, in effect, operated like an insurance system. The standard 
insurance contract involves one party, the insured, who seeks protec- 
tion against a specific risk by paying a premium to another party, the 
insurer, who agrees to compensate any losses that the insured suffers 
from the risk specified in the contract. Operating within an insurance 
structure, however, is only one way to assure depositors of the safety of 
their funds. Some countries do not even operate formal deposit in- 
surance systems, although they implicitly or explicitly guarantee some 
or all deposits. Other countries do operate formal deposit insurance 
systems, but many of these systems are administered by agencies that 
only serve to formalize the government guarantee. In still other coun- 
tries, depositories essentially self-insure each other, and the govern- 
ment may or may not be involved in the operations of the funds. In 
these countries, the guarantee is still implicit, with the government as 
the insurer of last resort. The U.S. system of deposit insurance uses an 
agency structure that combines certain operational aspects of an insur- 
ance system with a bank regulatory system. 

This chapter discusses the similarities and differences between the 
government's assurance of deposits and other forms of insurance. The 
standard principles of insurance apply to all its forms, whether private 
or government. Private insurers use all of the practices applicable to  
the type of insurance they offer. Federal deposit insurance is a special 
case and, therefore, uses standard insurance practices in special ways. 
It may use some practices applicable to a particular insurance func- 
tion, but not others; it may employ a different balance of insurance 
practices, depending on the constraints imposed on it as a policy of 
assurance to the public. Despite the significant differences that  
separate private and government insurance, much can be learned from 
examining private insurance practices. Deposit insurance may be im- 
proved through a greater, if still limited, reliance on those practices. 
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INSURANCE AND GOVERNMENT ASSURANCE 

Federal deposit insurance is not actually insurance a t  all; rather, it is 
an assurance that the government will guarantee deposits up to a 
certain limit. This guarantee offsets instability and inefficiencies in 
the monetary and financial system and corrects the imbalance of in- 
formation that places small and unsophisticated depositors a t  a dis- 
advantage. This distinction between insurance and government assur- 
ance is subtle and subject to confusion. An insurance system must be 
self-sustaining; its credibility rests on the level of capital it holds in 
reserves, its premium structure, and the conditions of its coverage. A 
government assurance system need not be self-sustaining, its premi- 
ums need not be based on risk, and its coverage can lack conditions 
that would otherwise be fundamental to insurance.1 The federal gov- 
ernment's assurance is an unconditional guarantee of deposits up to a 
nominal limit, currently $100,000; i t  relies on uniform premium 
charges to fund a reserve for losses, but, ultimately, the Department of 
the Treasury and the taxpayer stand behind the guarantee. 

The key distinction between an insurance system and a govern- 
ment assurance policy is the credibility of the insurer's (or assurer's) 
ability to pay claims. An insurer's credibility is limited by the pos- 
sibility that it may go bankrupt if it  misestimates its risks and fails to 
maintain sufficient reserves to cover claims. An assurer's credibility 
must be ironclad. It can allow no room for doubt that it  has sufficient 
resources to make good on claims and stands ready to do so. That is 
why the federal government backs deposit insurance with its "full faith 
and credit." It wants to assure everyone that its guarantee of deposits 
is unshakable. Without this absolute assurance, it is hard to imagine a 
credible pledge that would convince all insured depositors a t  U.S. 
banks, thrifts, and credit unions that their funds are safe. 

Evidence of the credibility of the government's guarantee on in- 
sured deposits is the lack of general runs on depositories by the public 

1. Edward J. Kane argue8 that, "Because the guarantee contract does not limit the set of unfavorable 
events to which the guarantor's credit is exposed, and because the degree of effective risk can be 
increased by the guaranteed party, deposit insurance represents an unconditional third-party 
guarantee of a firm's capacity to repay a particular claas of its debta." Edward J. Kane, The S&L 
Insurance Mess: How Did it Happen? (Washington, D.C.: Urban hstitute hees ,  19891, p. 4. 
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during the bank failures and thrift crisis of the 1980s. Although de- 
posit withdrawals were experienced and runs by uninsured depositors 
and other creditors took place, runs by insured depositors were rare. 
The government's guarantee was strengthened by its willingness to 
tax or to borrow additional resources beyond the insurance fund to pay 
off insured depositors. The state deposit insurance crises of the 1980s, 
however, may have occurred because most states with deposit in- 
surance systems did not explicitly guarantee deposits with a pledge of 
any financial resources beyond their own insurance funds.2 

Operating an  assurance system has both advantages and disad- 
vantages. Under normal business conditions, the system can function 
as if i t  were a self-sustaining insurance fund. At other.times, when the 
insurance fund is under stress because of its unconditional guarantee, 
the disadvantages become more obvious. The coverage of the assur- 
ance policy is theoretically unlimited. The private insurer might take 
steps to limit its exposure to risk by refusing to underwrite any further 
insurance, but the government assurer cannot. 

Economists have argued that private insurance of deposits is, in 
practice, impossible because deposits a t  financial institutions are ulti- 
mately uninsurable.3 An insurable risk is one in which losses are in- 
dependent, in the sense that one party's loss does not affect the like- 
lihood of another party's loss.4 Moreover, insurability ordinarily rules 
out risks caused by the insurer itself. Only under these conditions 
would the insurer be protected from catastrophic loss--that is, its own 
bankruptcy. The potential within the depository industry for con- 
tagious bank runs, which are clearly not independent events, would 
appear to rule out private insurance of deposits. A private insurer 

2. For example, see Edward J. Kane, 'Who Should Learn What from the Failure and Delayed Bailout 
of the ODGF?" in Federal Reserve Bank of Chicago, Bank Structure and Competition (Chicago: 
Federal Reserve Bank of Chicago, 1987). 

3. For example, see Thomas F. Cargill and Gillian G. Garcia, Financial Reform in the 1980s (Stanford: 
Hoover Institution Press, 19851, p. 151; and James R. Barth, Philip F. Bartholomew, and Michael 
G. Bradley, "Reforming Federal Deposit Insurance: What Can Be Learned from Private Insurance 
Practices," ConsumerFinance Law: Quarterly Report (forthcoming). 

4. Frederick G. Crane, Insurance Principles and Practices (New York: John Wiley and Sons, 19801, pp. 
20-22. 
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TABLE 2. PRIVATE VERSUS FEDERAL PRACTICES IN 
HANDLING INSURANCE RISK 

Practice Private Insurance Federal Deposit Insurance 

Underwriting Denies, limits, cancels, or makes Grants full insurance coverage to 
Risk coverage conditional on certain depositors a t  institutions licensed 

behavior. to offer insured deposits, as the 
Congress requires: selective protec- 
tion is politically or economically 

Controlling 
Risk 

Transferring 
Risk 

Evaluates risk continually by 
postselection. 

Establishes adequate reserves 
to cover expected normal losses. 

Establishes the ability to raise 
additional equity or borrow funds 
for catastrophic loss. 

Tracks actual loss experience 
closely. 

Classifies riska and sets risk- 
based rates. 

Monihrs legal and economic 
developments. 

Builds cross-subsidies between 
lines of insurance. 

Covers only accidental or unex- 
pected losses; uses warrants to 
deny coverage if insured acts 
inappropriately. 

Insures against catastrophic loss 
by isolating losses as unrelated 
events; payments are predictable 
and modest. 

Monitors risk of insured and offers 
incentive to reduce risk. 

Recognizes and resolves losses 
quickly. 

Uses coinsurance so insured bears 
a percentage of the loss. 

Uses deductible to cover normal 
losses and reduce moral hazard 
and adverse selection. 

Uses reinsurance ta transfer some 
risk to another insurer. 

restricted. 

Examines institutions periodically 
by postselection. 

Sets insurance reserve levels by 
statute and not by historical or 
projected losses. 

Does not make explicit who would 
cover catastrophic loss; relies im- 
plicitly on taxpayers. 

Does not tie rates to loss experience 
or the coverage amount. 

Charges all institutions the same 
premium rate regardless of risk. 

Does not charge for changing condi- 
tions. such as  deregulation or in- 
creased competition. 

Employs no cross-subsidies with 
other types of social insurance. 

Regulates and supervises behavior 
of the insured to reduce risk and 
prevent misbehavior. 

Requires that owners adequately 
capitalize insured depositories. 

Examines institutions to assess 
risk and solvency. 

Closes insolvent institutions or 
manages troubled ones. 

Does not use coinsurance or a 
deductible. 

Offers no reinsurance. 

SOURCE: Congressional Budget Otfice adapted from James R. Barth, Philip F. Bartholomew, and 
Michael G. Bradley, "Reforming Federal Deposit Insurance: What Can Be Learned from 
Private Insurance Practices," Research Report No. 161 (Office of Policy and Economic 
Research, Federal Home Loan Bank Board, June 1989). 
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would have no basis for setting premiums for risks of this nature and 
could only offer a limited guarantee on the safety of deposited funds. 

Private insurers are compensated for the risk of insuring against a 
loss. Their objective is to maximize profits (the difference between 
revenues and expenses), unless the insurer is mutually owned by those 
whom it insures (such insurance companies only need to break even 
because they are owned by the insured). To meet this objective, private 
insurers employ multiple and interdependent strategies to address the 
risk in offering insurance. These strategies are underwriting, con- 
trolling, and transferring risk.5 Underwriting includes both assessing 
and covering insurance risk; controlling risk uses ratemaking and 
nonpremium-related incentives to reduce losses; and transferring risk 
applies procedures that shift insurance risk to other parties. The 
similarities and differences between the standard practices of private 
insurance and the government system of deposit insurance are sum- 
marized in Table 2. 

UNDERWRITING RISK 

The insurer assesses the risk of insurance through underwriting, 
which determines the premium and the terms of coverage. A major 
problem for underwriting is adverse selection--that is, the tendency for 
those with a higher risk or a greater-than-average probability of loss to 
seek coverage. Private insurers address adverse selection by setting 
premiums and adjusting the terms of coverage according to risk; the 
insurer may also deny coverage. In addition, insured risks are peri- 
odically reviewed in a process known as postselection, which allows the 
insurer to cancel, deny renewal of, or change the terms of the insurance 
contract (for example, by changing the premium or the coverage). 

Federal deposit insurance differs from private insurance in its use 
of standard underwriting practices because its goals are different from 
those of private insurers. Unlike private insurers, the government 
cannot engage in underwriting practices that  provide sufficient 
reserves to cover all assumed risk. Thus, the federal insurance fund is 

5. Thie diecueeion draws heavily upon Barth, Bartholomew, and Bradley, ''Reforming Federal Deposit 
Insurance." 
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overexposed to loss, relative to how a private insurance fund would 
operate. In addition, because it operates for the public good, the gov- 
ernment insurer may extend coverage beyond the contract amount. 

Premiums and Reserves 

Private insurance operates through a self-sustaining fund by basing 
the level of capital needed in reserve on actuarial assessments of past 
and potential losses. Accordingly, premiums are assessed so that the 
targeted level of reserves is achieved. The insurer charges different 
premium rates to different clients based upon an  assessment of their 
risk of loss. Private insurers uniformly underwrite risks that are simi- 
lar in quality and variety by using historical data to set premium 
rates. In contrast, federal deposit insurance treats the risks of guar- 
anteeing all deposits as  similar, even though the levels of risk may 
vary considerably for individual depository institutions. The govern- 
ment insurer does not require a reserve fund to secure against loss, as a 
private insurer would. 

Federal deposit insurance, therefore, charges a uniform premium 
rate for the coverage of insured deposits regardless of variations in 
risk. The original premium rate was not established based upon 
actuarial, or historical, losses.6 Adjustments that have been made to 
the premium rate have been uniform rate changes, based on evalu- 
ations of overall risk and desired levels of reserves to cover that risk. 
Moreover, premiums for all depositories were not increased when the 
industry was deregulated in the early 1980s and deposit insurance cov- 
erage was increased. Thus, the same premiums were charged for a 
higher level of exposure to risk. The Federal Savings and Loan Insur- 
ance Corporation increased its premium level in 1985 by levying a 
special assessment, but it did so for all insured thrifts. This assess- 

6. Statement of Leo T. Crowley before the House Committee on Banking and Currency, 1935. 
Crowley testified that the rate of one-twelfth of 1 percent was determined not from loss experience, 
but from the FDIC's assesement of banks' ability to pay. Some analysts have suggested that, if the 
premium level had been left a t  1933 levels, the reserves of the Federal Savings and Loan Insurance 
Corporation would have been adequate to deal with the thrift crisis. See James R. Barth, John J .  
Feid, Gabriel Riedel, and H. Hampton Tunie. "Alternative Federal Deposit Insurance Regimes," 
Reeearch Report No. 152 (Office of Policy and Economic Research, Federal Home Loan Bank Board, 
January 1989). 
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ment was imposed not as a means of disciplining thrifts and reducing 
risk, but as a means of increasing the resources of the insurance fund. 
Unfortunately, this action had the adverse effect of worsening the 
catastrophic situation faced by the thrifts during the 1980s because it 
placed a greater burden on already weakening profits. Most recently, 
the Federal Deposit Insurance Corporation recommended that the 
premium rate for bank deposits be increased in response to a fall in the 
ratio of reserves to insured deposits. 

Although the premium assessments have not been explicitly based 
on risk, the premiums in effect until 1980 were well above the rates of 
loss experienced by either the FDIC or the FSLIC (see Figure 3). Con- 
sequently, the level of reserves in both funds increased significantly 
(see Figure 4). This increase demonstrates one problem with the struc- 
ture of federal deposit insurance. Because the premium rates were 
well above historical rates of loss and a continual surplus was kept in 
the funds, the FDIC maintained a policy of rebating a portion of the 
premiums based upon surpluses above targeted reserve levels. This 
policy kept reserves a t  a targeted level, but it ignored the potential for 
catastrophic loss. 

Although private enterprises have self-insurance systems, the 
viability of such systems depends on the resources of the members and 
the conditions of the insurance contract. The U.S. deposit insurance 
system provides a reserve fund against normal loss that  is funded 
through periodic premium assessments. Because the federal govern- 
ment has monetary and taxing authority, however, the financial re- 
sources available to the federal insurer are theoretically unlimited. 
The advantage of creating a reserve fund is that  its resources are 
readily available to the federal insuring agency to handle normal 
losses as  the agency resolves insolvent depositories. Under normal 
business conditions, the deposit insurer does not require special gov- 
ernment actions or appropriations to satisfy claims. The insurer, 
moreover, need not wait for assessments applied after the fact, as in 
some foreign systems of deposit insurance. In addition, premiums paid 
into the reserve are collected from the system's primary beneficiaries, 
the depository institutions and their customers. 
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Figure 3. 
Premiums and Losses in the Deposit lnsurance Funds, 1935-1987 
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SOURCES: Congressional Budget Office using data from the Federal Deposit lnsurance Corporation; 
and James R. Earth, John J. Feid, Gabriel Riedel, and H. Hampton Tunis, "Alternative Fed- 
eral Deposit lnsurance Regimes," Research Report No. 152 (Office of Policy and Economic 
Research, Federal Home Loan Bank Board, January 1989). 
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The reserve levels of the deposit insurance funds are set somewhat 
arbitrarily as they are not important for maintaining confidence in the 
government's guarantee of deposits. Rather, the reserve level is a use- 
ful indicator for the Congress in determining the stability of deposi- 
tories and the cost of maintaining the guarantee. Moreover, a target 
for the reserve level may be useful if small, short-term adjustments to 
premium rates are appropriate. 

Figure 4. 
Reserves in the Deposit lnsurance Funds, 1935-1987 
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The FDIC has maintained a fairly constant ratio of reserves to 
deposits--approximately 1 percent. The reserve ratio a t  the FSLIC was 
slightly less stable, being both above and below the FDIC ratio until 
1980. The thrift crisis dramatically reduced the reserve level; by 1986, 
the FSLIC insurance fund had gone into deficit. Figure 5 shows the 
ratio of reserves to deposits a t  insured institutions. 

Even a reserve fund, however, cannot deal with catastrophic loss, 
such as the thrift crisis. Thus, reserve funds also need a mechanism for 
dealing with losses that swamp the fund's ability to pay. Lacking such 

Figure 5. 
Ratio of lnsurance Fund Reserves to Deposits at Insured 
Depository Institutions, 1935-1 989 
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a mechanism, managers of the insurance fund, as regulators, have an  
incentive to be lenient and thus delay the recognition of catastrophic 
loss. Federal deposit insurance has minimal provisions for cata- 
strophic loss, despite the ability to borrow from the Treasury. Until 
passage of the Financial Institutions Reform, Recovery, and Enforce- 
ment Act of 1989 (FIRREA), federal deposit legislation was never 
specific about who was to cover in the event of catastrophic loss.7 
While FIRREA has demonstrated the government's commitment to its 
guarantee of deposits, some ambiguity remains over how the statutory 
commitment is to be carried out. Bailing out the federal deposit in- 
surer requires Congressional appropriations. Delay in obtaining ap- 
propriations can increase the ultimate cost of the expenditures re- 
quired to fulfill the government's commitment. 

Coverage 

Coverage refers to the amount for which the insurer agrees to com- 
pensate the insured if a stipulated event occurs. It also takes into 
account the type of loss, the events that may cause loss, and the time 
period during which the insurance is in effect. In life insurance, for 
example, the insurer agrees to pay the designated beneficiary of an 
insurance policy a set amount in the event of the death of the person 
covered by the policy; term coverage limits the duration of the contract 
to a specified period. Property-casualty insurers may limit the extent 
of compensation for loss or agree to pay only a portion of losses incurred 
by the insured or to pay only under certain limited conditions. 

Federal insurance provides coverage to depositors a t  depositories 
that are licensed by the federal government. Depositors will be com- 
pensated fully up to the limit of coverage--currently, $100,000 per 
deposit account--in the event that the depository is unable to honor the 
depositors' claims. No time period limits this coverage. The federal 
agencies that administer this insurance determine when a depository 

7. James R. Barth and Michael G.  Bradley, "Thrift Deregulation and Federal Deposit Insurance," 
Journal of Financial Services Research, vol. 2 (1989). 
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TABLE 3. HISTORY OF CHANGES IN FEDERAL DEPOSIT 
INSURANCE PREMIUMS AND COVERAGE 

Year 
Federal Savings and Loan 

Insurance Corporation 
Federal Deposit 

Insurance Corporation 

Banking Act of 1933: Premium set a t  112 of 
1 percent of total insured deposits. One-half 
of total assessment paid upon admission to 
the fund, the remainder subject to call. 
Authority granted to impose apecial assess- 
ments, if necessary. Basic insurance coverage 
set a t  $2,500 per depositor per insured institu- 
tion. Effective July 1,1934, insurance cover- 
age was increased to $5,000, except for mutual 
savings banks, which could remain a t  a 
coverage of $2.500. 

1934 National Houeing Act: Annual premi- 
um set a t  114 of 1 percent of the total 
amount of all accounts at  insured insti- 
tutions plus any creditor obligations. 
Premium assessed annually until a 
reserve fund equal to 5 percent of all 
accounta plus creditor obligations is 
established. Authority granted to improve 
special assessments, if necessary. Basic 
insurance coverage set a t  $5.000 per 
depositor per insured institution. 

1935 Home Mortgage Relief Act: Premium Banking Act of 1935: Premium assessment 
reduced to 118 of 1 percent. Maximum base changed to total domestic deposits and 
special assessment reduced to 118 of reduced to 1/12 of 1 percent per annum. 
1 percent. Maximum emergency borrowings from the 

Treasury are $975 million, and emergency 
assessment rights are eliminated. 

Amendment t o  Banking Act of 1935: Line 
of credit a t  the Treasury increased to 
$3 billion. 

1950 Amendment to t h e  National Houeing Federal Deposit Insurance Act: Premium' 
Act: Premium reduced to 1112 of 1 percent. rebates set a t  60 percent of net assessment 
Maximum apecial assessment remains a t  income. Basic insurance coverage raised to 
118 of 1 percent. Line of credit a t  the Trea- $10,000 per account. 
sury established a t  $750 million. Basic 
insurance coverage set a t  $10,000 per 
account. 

1961 Amendment to  the  National Housing 
Act: Established secondary reserve, a 
prepayment reserve with a 2 percent 
annual assessment on anticipated net 
increases in total deposits. 

Amendment to  the  Federal Deposit 
Insurance Act: Rebates increased to 66.66 
percent of net assessment income. 

- - - - - - - - - - - - - - - - - - - - - - - . - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - . - - - - - - - - - - - - - - - - - - - - - - - - - - - - -  
(Continued) 
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TABLE 3. Continued 

Federal Savings and Loan 
Year Lnsurance Corporation 

Federal Deposit 
Insurance Corporation 

1966 Financial Institutions Supervisory 
Act of 1966: Basic insurance coverage 
raised to $15,000 per account. 

1969 Credit Control Act: Basic insurance 
coverage raised to $20,000 per account. 

1973 Amendment to t h e  National Housing 
Act: Eliminated payment into secondary 
reserve. 

1974 Amendment to  Federal Deposit 
Insurance Act: Basic insurance 
coverage raised to $40,000 per account. 

1980 Depository Institutions Deregulation 
a n d  Monetary Control Act of 1980: 
Basic insurance coverage raised to 
$100,000 per account. 

1985 Administrative Action: The Bank Board 
levied a special assessment (118 of 1 percent 
annually) against FSLIC-insured insti- 
tutions for the first time. 

1989 Financial Institutions Reform, 
Recovery, and  Enforcement Act 
of 1989: FSLIC abolished, replaced 
with Savings Association Insurance 
Fund (SAIF) administered by FDIC. 
Premium to be 5124 of 1 percent in 
1990 (1112 of 1 percent plus special 
assessment of 118 of 1 percent), 231100 
of 1 percent in 1991-1993,181100 of 
1 percent in 1994-1997, and 151100 of 
1 percent after 1997. 

Financial Institutions Supervisory 
Act of 1966: Basic insurance coverage 
raised to $15,00Oper account. 

Credit Control Act: Basic insurance 
coverage raised to $20,000 per account. 

Amendment to  Federal Deposit 
Insurance Act: Basic insurance 
coverage raised to $40,000 per account. 
Lnsurance limit for time and savings 
accounts held by state and political 
subdivisions increased to $100,000. 

Financial Institutions Regulatory a n d  
Interest Rate  Control Act of 1978: Insur- 
ance limit for Individual Retirement 
Accounts (IRA) and Keough accounts 
raised to $100,000. 

Depository Institutions Deregulation 
a n d  Monetary Control Act of 1980: 
Basic insurance coverage raised to 
$100,000 per account. Rebates decreased 
to 60 percent of net assessment income. 

Financial Institutions Reform, 
Recovery, a n d  Enforcement Act 
of 1989: FSLIC abolished, replaced with 
Savings Association Insurance Fund 
(SAIF) administered by FDIC. FDIC to 
administer original fund now called Bank 
Insurance Fund (BIF). Premiums increased 
to 121100 of 1 percent in 1990, 151100 of 1 per- 
cent after 1990. In 1998, both BIF and SAW 
are to have same premium. 

SOURCE: Congressional Budget Office adapted from James R. Barth, Michael G. Bradley, and John J. 
Feid, 'The Federal Deposit Insurance System: Origins and Omissiom," Research Report No. 
153 (Office of Policy and Economic Research, Federal Home Loan Bank Board, January 1989). 
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is unable to honor its claims and how to compensate insured depositors: 
either by direct payment or by arranging for another depository to 
assume the depositors' accounts. 

Deposit insurance coverage has been changed several times since 
it began. Table 3 on pages 34 and 35 provides a history of these 
changes. Changes were made for various reasons: to catch up with in- 
flation, to allow more competition with nondepositories, and to provide 
for a level of coverage consistent with growth of personal income. Be- 
cause coverage is set by statute rather than by the insurer, the fre- 
quency of change is limited. 

Inflation. Between 1934 and 1950, coverage by the FDIC and the 
FSLIC was set a t  $5,000; it was increased to $10,000 in 1950 (see 
Figure 6). Coverage was increased again in 1966,1969, and 1974, with 
inflation eroding the value of coverage after each increase. By 1980, 
the high rate of inflation had caused the real value of coverage to de- 
cline almost to 1974 levels. Late that year, coverage was increased to 
$1 00,000.~ 

Some analysts have argued that deposit insurance coverage should 
be lowered; others have noted the effect of inflation in doing just that. 
Current coverage (nominally, $100,000) is approximately twice the 
original level of coverage, stated in real terms (using 1982 dollars)-- 
$80,000 today versus $40,000 in 1934. If future inflation occurred at  a 
5 percent rate, today's nominal $100,000 coverage would be reduced in 
real terms to the original real level of coverage by the year 2003. If 
inflation had remained at 12 percent--the rate in 1980 when deposit 
insurance coverage was last increased--the real value of coverage 
would reach the original level by 1992. 

Competition. The FDIC reported that the increase to the $100,000 
level of coverage was intended not just to keep pace with inflation, but 
to put depositories on a more competitive footing relative to nondeposi- 

8. Certain types of accounts had their coverage increased in 1974 and 1978 to the 1980 level. 
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Figure 6. 
Federal Deposit Insurance Coverage in Real and 
Nominal Terms, 1934-1 989 

SOURCE: Congressional Budget Office. 
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Today, households have much better access than they did in 1934 
to other safe havens for liquid assets--Treasury bills, Treasury bonds, 
savings bonds, and mutual funds that invest in secure assets. These 
instruments are not perfect substitutes, however, for deposits a t  banks, 
thrifts, and credit unions because these substitutes have higher trans- 
action costs and are less liquid. Reducing deposit insurance coverage 
makes these substitutes more attractive and increases the threat of 
funds being diverted away from the depositories, which are the tradi- 
tional financial intermediaries. While depositors may directly benefit 
from such competition in the short run, the long-term consequences 
could be higher costs for inefficiencies caused by a decline in financial 
intermediation by depositories. 

Personal Income. If the objective of coverage is to provide a safe haven 
for deposits, particularly savings accounts, adequate coverage might 
be judged better in the context of household financial resources than in 
relation to changes in the overall price level, that is, inflation.10 Fig- 
ure 7 compares deposit insurance coverage with per capita personal in- 
come. On the basis of income, current coverage is approximately one- 
half that of the 1934 coverage. 'The significant drop in the ratio of 
coverage to per capita personal income between 1934 and 1950 stems 
from the substantial increase in per capita income during that period. 
The average ratio between 1934 and 1989 was 5.9, which is about 
equal to the ratio now. On this basis, an  argument could be made that, 
a t  least for savings accounts, coverage could be slightly increased. 

Other aspects of coverage are also important. Currently, individ- 
uals may obtain more than $100,000 of coverage by opening multiple 
accounts a t  one insured depository institution or by holding single ac- 
counts a t  more than one insured institution. Financial innovations, 
such as  brokered deposits and other vehicles that  pass coverage 
through to third parties, have dramatically increased the ability of 
depositors to extend their coverage. Moreover, coverage may be 
extended beyond the limit by the way in which the deposit insurance 
agency resolves failed institutions. This extension of coverage is 

10. Deposits may aleo be tied to the amount needed for transaction purpoeee, which is related to what 
economiste call the velocity of money, that is, the rapidity with which money change8 hande. Until 
recently, the velocity of money was increasing at a high rate, implying that lees money was needed 
to be held in deposits for transaction purposee. 
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discussed in more detail in Chapter 111 as a problem of the current 
structure of federal deposit insurance. 

Postselection 

Insurers constantly reevaluate the risk of those insured. This 
reevaluation, known as  postselection, should indicate any change in 
the risk to which the insurer is exposed. Postselection is also used to 

Figure 7. 
Ratio of Deposit Insurance Coverage to Per Capita 
Personal Income, 1934-1989 

Ratio 
14 1 I 

Average I \ 

FDlC and FSLlC 

SOURCE: Congressional Budget Office. 

NOTES: Average is for 1934 through 1989. 

FSLlC = Federal Savings and Loan Insurance Corporation; FDlC = Federal Deposit Insurance 
Corporation. 
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verify that insured parties conform with stipulations of the insurance 
contract. 

The insurer has recourse if information obtained through post- 
selection reveals that the risk of insurance has changed. If the insured 
has not complied with stipulations of the contract, then the insurer 
may argue that coverage is void or cancel existing coverage. If post- 
selection reveals a change in the insured risk, the insurer, a t  the time 
of renewal, may deny renewal or change the terms of the insurance 
contract. The terms of the contract may be altered by changing the 
premium or the extent of coverage. 

Federal deposit insurance relies heavily upon postselection. 
Depository institutions that are licensed to offer insured deposits are 
subject to intensive examination by either depository regulators or the 
deposit insurer. The United States uses a system that permits regula- 
tors to scrutinize the financial condition of depositories. Both reported 
financial statements and verification of the accuracy of those state- 
ments are used by regulators to evaluate the condition and risk of in- 
sured depositories. The examination process differs greatly among 
countries, but most other countries rely upon a less intensive examina- 
tion process (see Appendix B). 

Cross-subsidies 

Another way that insurers can limit their losses is through cross- 
subsidization. By insuring more than one type of insurance risk, un- 
anticipated losses associated with one type of insurance may be offset 
by profits from another. In the long run, actuarial expectations should 
be realized, and anticipated losses from both types of insurance should 
be within normal bounds. In theory, cross-subsidization provides the 
insurer with a cushion a t  any point in time, so that unanticipated 
losses a t  one time do not immediately threaten the solvency of the 
insurance fund. 

Because the government operates each of its deposit insurance 
funds separately, potential gains from cross-subsidization are not 
possible. To some degree, the federal budget benefits from cross- 
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subsidization in tha t  each of the separate funds contribute to it. 
Treating these funds separately, however, makes transmission of this 
benefit less direct. During the debate leading to the passage of 
FIRREA, it was argued that the insurance fund for banks should be 
used temporarily to assist the fund for savings institutions. Bankers, 
however, fearful of a raid on their insurance fund, were able to exert 
sufficient pressure to block this proposal. 

CONTROLLING RISK 

Private insurers try hard to control risk and thus limit their loss. 
Strategies to control risk rely on affecting the behavior of the insured, 
either through monetary incentives tied to the premium structure or 
by using other types of incentives. The premium structure represents 
a strategy for controlling risk, as  long as  premiums are charged accord- 
ing to the risk of the insured event or party. The insurer may also 
require the insured to take steps to reduce risk directly. 

Adjusting Premiums 

Ratemaking involves the prediction of losses and expenses and their 
allocation among the insured. In most cases, premium rates are set 
actuarially, based on loss experience. Insurers set the schedule of pre- 
miums, or the pricing system, based upon the number of parties in- 
sured, the expected losses, and their own net operating expenses. In 
the premium schedule, the premium rate must try to be responsive to 
changing conditions and serve as an  incentive for the insured to limit 
risk. 

Private insurers generally are permitted to charge different rates 
based upon classes of risk. The insurer uses a premium schedule that 
sets premium rates for similar groups with similar levels of risk and 
adjusts the premiums for different levels of insured risk. Private 
insurers also adjust for loss through incentives provided by the 
premium. Auto insurers offer premium reductions to drivers with safe 
records; health and life insurers offer lower rates to nonsmokers. In 
contrast, federal deposit insurers do not try to control risk through 
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premium pricing. Rather than having a schedule of different premi- 
ums for different levels of risk, a uniform premium is charged for all 
levels of risk. 

Nonpremium Incentives 

Insurers also adjust for loss through nonpremium incentives. Auto 
insurers lobby for seat belt laws, lower speed limits, sturdier auto- 
mobiles, student driver education programs, and so forth. Property- 
casualty insurers may require insured businesses to initiate safety 
procedures or safety inspections. Private insurers also require reports 
to determine whether the insured has provided accurate information to 
establish the correct risk classification. The federal deposit insurer, 
however, relies on prudential regulation and supervision of depository 
institutions. It uses prudential regulation to limit the risk of deposi- 
tories and prudential supervision to  monitor compliance with regula- 
tions, to prevent misbehavior, to ensure that depositories supply cor- 
rect information, and to  supervise the risk-taking behavior of these 
institutions. 

Many forms of government regulation of depository institutions 
have existed, both a t  the federal and state level. Regulations have 
been made with regard to chartering and licensing of institutions, 
invest-ment activities, branch banking, mergers, insider transactions, 
size of loans, interest rates charged on loans, interest rates offered on 
de-posits, and so forth. These regulations reflect the government's goal 
of providing a safe, sound, and competitive environment for the deposi- 
tory institutions industry. 

Supervision is the enforcement of compliance with regulations and 
laws that govern depositories. Because supervision may involve the 
judgment of regulators concerning safe and sound behavior, it is re- 
ferred to as prudential supervision. Enforcement actions may be both 
formal and informal. The actions may also be represented by agree- 
ments between regulators and depository institutions that  certain 
stipulated conditions be followed. Federal regulators can recommend 
or force the removal of officers and directors if they or their actions 
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violate regulations. One powerful tool available to regulators is the 
order to cease and desist an activity that has been judged to be unsafe 
and unsound. 

The government deposit insurer represents insured depositors in 
order to exercise better creditor discipline than could the insured de- 
positors themselves. Figure 8 shows the shares of liabilities and capi- 
tal a t  insured banks to illustrate the sources of control by those who 
have a stake in the assets of a financial institution--stockholders, lia- 
bility holders, subordinated debt holders, and depositors. While in- 
sured depositors represent the greatest share of liabilities and capital, 
they have the least ability to control the institution. This is one com- 
pelling reason for having the government represent their interests. 

Figure 8. 
Shares of Liabilities and Capital in Insured Banks, 1987 
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SOURCES: Congressional Budget Office using data from the Federal Deposit Insurance Corporation. 
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Depositors have less ability to exercise creditor control for two reasons. 
First, information costs are high. Second, creditor control is more diffi- 
cult to exercise by so many. Depositors, however, exercise some control 
through the threat that they might withdraw their funds, although 
deposit insurance serves to temper this threat. 

Stockholders exercise control over management in order to main- 
tain the value of their equity in the institution. While keeping equity 
low in relation to total assets contributes to the stockholders' returns, 
it also decreases the effectiveness of their control over the institution's 
behavior. If capital deteriorates, managers have a greater incentive to 
increase financial risk in hopes of recouping stockholders' losses. 

Liability holders (uninsured depositors and uninsured lenders to 
the depository) exercise creditor control either by threatening to 
withdraw funding or by increasing the rates charged for their loans to 
the institution. Uninsured liability holders, realizing their risk before- 
hand, also may hedge their financial risk by securing their loans 
through collateral demands upon the institution. 

TRANSFERRING RISK 

One way for an insurer to reduce risk is to transfer a portion of the 
insured risk either to the insured in the form of coinsurance or to 
another insurer through reinsurance. Coinsurance is usually achieved 
through a deductible, which makes the depositor liable for a certain 
portion of his or her losses, or through sharing losses on a proportional 
basis between insurer and insured. Thus, coinsurance reduces cover- 
age. Reinsurance does not reduce general coverage but spreads the 
risk of insurance to other parties. 

Private insurers use coinsurance and reinsurance to adjust their 
exposure to insured risk. Reducing the insurer's coverage through co- 
insurance places the insured a t  risk for almost all levels of the cov- 
erage. Reinsurance is used if the insurer wants to insure a certain risk 
but is not willing to cover i t  fully. Because the insurer wishes to pro- 
vide only a portion of the desired insurance, but does not wish to lose 
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the policy, the insurer underwrites the entire risk and sells a portion of 
the policy to the reinsurer. 

Coinsurance 

Deductibles under coinsurance take two forms. First, the insured may 
be responsible for some amount of loss and the insurer would be liable 
for amounts above that level to the limit of coverage. This form of 
deductible is commonly used in health insurance and property- 
casualty insurance. The deductible may apply to each occurrence of 
loss or for a specified time period. The second form of coinsurance 
stipulates that the insured is responsible for a specified fraction of the 
loss a t  all levels of coverage. For minimal levels, the fraction may be 
zero and the insured fully covered; above these minimal levels, both 
the insured and the insurer are liable for portions of the loss. 

Coinsurance is a feature of a number of foreign national systems of 
deposit insurance, notably some of those that have most recently been 
established. The U.S. system, however, does not currently use coin- 
surance. The temporary federal deposit insurance plan, which was 
established by the Banking Act of 1933, initially limited coverage to  
$2,500 for each depositor. It also provided for the establishment of a 
permanent plan that  was never implemented; it  was superseded by 
passage of the Banking Act of 1935, which made the FDIC a perma- 
nent agency. The original permanent, plan contained a coinsurance 
feature. The plan provided for full coverage of the first $10,000 per 
depositor, 75 percent coverage for the next $40,000 of deposits, and 50 
percent of all deposits in excess of $50,000. 

Reinsurance 

The insurer may sell a portion of its insurance coverage to other in- 
surers. This form of risk transfer does not reduce the insured's cov- 
erage but reduces the exposure of the insurer that wrote the policy. 
Reinsurers purchase a portion of the policy from the originating in- 
surer, while making full use of underwriting in accepting the rein- 
surance. The originating insurer pays a premium to the reinsurer, 
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based upon the risk that was initially insured. Thus, the reinsurer 
may effectively alter the policy as it affects the original insurer. The 
insured party is generally unaffected by the act of reinsurance, a t  least 
for the original term of the insurance policy. The originating insurer, 
however, may alter the terms of the insurance policy when it is re- 
newed, or it  may decide not to renew the policy. These actions may oc- 
cur in response to the terms of the reinsurance contract. 

Federal deposit insurance has not used reinsurance. Implicitly, it  
has passed on the risk of insuring deposits to taxpayers, who may be 
considered the ultimate reinsurers. Taxpayers, however, are not af- 
forded the opportunity, except through Congressional review of the de- 
posit insurers, of using the process of underwriting to assess for them- 
selves the risk of such reinsurance. 



CHAPTER I11 

SPECIFIC PROBLEMS WITH FEDERAL 

DEPOSIT INSURANCE 

The enormous cost to the taxpayer for reimbursing depositors in the 
recent thrift crisis resulted primarily from problems in the structure 
and operation of federal deposit insurance. The initial difficulties of 
many failed depository institutions may be attributed to high and 
volatile interest rates during the late 1970s and early 1980s, and 
subsequent difficulties may have resulted, in part, from deregulation 
in the early 1980s and regional economic factors in the mid-1980s. But 
the extent of the crisis and its unprecedented cost are directly attrib- 
utable to general incentives built into federal deposit insurance and 
specific responses to the problems that arose. Structural factors, such 
as general economic and regional conditions as  well as the moral 
hazard inherent in deposit insurance, set the size of the risk to the 
financial system. Operational factors, such as how much risk becomes 
loss and how those losses are distributed, determined the effect of the 
crisis on owners, depositors, other creditors, and taxpayers. 

The moral hazard induced by deposit insurance, as  described in 
Chapter I, created the incentives for greater levels of risk-taking in the 
financial decisions of the owners, directors, and managers of deposi- 
tories. With little capital of their own a t  stake, some of them "gambled 
for resurrection" with depositors' funds. In addition, some owners, 
directors, managers, and others defrauded depositories by misdirecting 
resources to their personal benefit. 

The current structure of the deposit insurance system in the 
United States, as described in Chapter 11, is highly dependent on 
adequate prudential regulation, supervision, and examination. Thus, 
the bankruptcy of the Federal Savings and Loan Insurance Corpora- 
tion was caused by a failure to supervise and regulate the behavior of 
depository institutions holding insured deposits. By contrast, the Fed- 
eral Deposit Insurance Corporation and the National Credit Union 
Share Insurance Fund may have been more successful a t  protecting 
themselves from excessive losses by exercising more effective control. 
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This chapter examines specific problems that have contributed to 
the high cost of the federal system of deposit insurance. Most of these 
problems are operational, rooted in the conflicts among the objectives 
of the deposit insurance system. These problems include: 

o Increased costs resulting from the delay in closing failed 
institutions; 

o Differences in the measures used to judge a depository's 
solvency; 

o Difficulty in determining the appropriate level of required 
capital; 

o The effect of a large bank's failure on the entire system; 

o How cost and coverage are affected by the method chosen to 
resolve insolvent institutions; 

o Multiple accounts that circumvent coverage limits; 

o Inability to deny coverage based on risk; and 

o Selecting incentives and penalties to control misbehavior 
and fraud. 

DELAY IN CLOSING INSOLVENT INSTITUTIONS 

The delay in closing insolvent thrift institutions that resulted from 
regulatory forbearance by the Federal Home Loan Bank Board (Bank 
Board) and the FSLIC is well documented.1 This forbearance was 
granted, initially, in the hopes that troubled thrifts would overcome 
their problems and, later, in the absence of sufficient funds in the 
FSLIC insurance fund to close all insolvent thrifts. Some analysts sug- 

1. For details on the length of insolvency of institutions resolved before 1989, see James R. Barth, 
Philip F. Bartholomew, and Michael G. Bradley, "The Determinants of Thrift Institution 
Resolution Costs," Research Paper No. 89-03 (Office of the Chief Economist, Office of Thrift 
Supervieion, November 1989). For details on the length of insolvency of thrifts operating as of year- 
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gest that the closing of insolvent banks was also delayed for the same 
reasons.2 

Because insolvent thrift institutions were not closed quickly, the 
cost of resolving them increased.3 A number of factors were responsi- 
ble for this increase. First, with no capital a t  stake, thrift operators 
had every incentive to undertake highly risky investments for which 
they might earn a high rate of return. Second, incentives for misbe- 
havior, fraud, and other illegal acts increased. Third, not removing the 
managers who may have been responsible for the thrifts' problems 
allowed them to continue exercising poor judgment. Fourth, with 
insufficient capital, thrifts still needed to attract depositors. Thus, 
operating losses have continued to accrue since the mid-1980s. 

In  June 1990, the Congressional Budget Office estimated a base- 
line cost for the Resolution Trust Corporation (RTC) to resolve 925 
thrifts.4 The present value cost of immediately resolving the 925 
thrifts was estimated to be $100 billion. CBO assumed, however, that 
these institutions would not be resolved immediately and, therefore, 
also reported the present value cost of resolving them with delay--that 
is, including the extra costs resulting from the factors described above, 
or $150 billion. 

1. Continued 

end 1989, aee James R. Barth and Philip F. Bartholomew, 'The Thrift-Industry Crisis: Revealed 
Weaknesses in the Federal Deposit Insurance System" (paper presented a t  a conference on Reform 
of Deposit Ineurance and the Regulation of Depository Institutions in  the 1990s: Setting the 
Agenda, sponsored by the Center for Economic Policy Research, Stanford University, held in  
Washington, D.C.. May 18-19,1990). 

2. Statement by R. Dan Brumbaugh, Jr., and Robert E. Litan before the House Committee on 
Banking, Finance and Urban mai re ,  Waahington, D.C., November 1989. 

3. For a discussion of the costs associated with delay in closing insolvent thrifts, see, for example, 
James R. Barth, R. Dan Brumbaugh, Jr.. Daniel Sauerhaft, and George H. K. Wang, "Insolvency 
and Risk-Taking in the Thrift Industry: Implications for the Future," Contemporary Policy Issues 
(Fall 1985); General Accounting Ofice, 'The Thrift Industry Restructuring and the Net Worth 
Certificate Program" (1985); and Edward J. Kane, The S&L Insurance Mess: How Did it Happen? 
(Washington, D.C. : Urban Institute Press, 1989). 

4. Congressional Budget Office. The Economic and Budget Outlook: An Update (July 1990). 
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Dealing with Troubled Depositories 

A federally insured depository institution may be closed if i t  is in- 
solvent.5 The federal deposit insurer is not always the agency that 
closes a troubled depository. For example, FDIC-insured banks are not 
closed by the FDIC. The Ofice of the Comptroller of the Currency 
(OCC) closes failed national banks, and state banking authorities close 
state-chartered banks: both appoint the receiver. The OCC automati- 
cally appoints the FDIC as receiver, whereas states have the option to 
do so. In the first 63 liquidations of state banks, the FDIC was only 
appointed receiver in 7; however, in recent years, the FDIC has almost 
always been named as receiver .6 

Under the Financial Institutions Reform, Recovery, and Enforce- 
ment Act, a failed depository institution that is insured through the 
Bank Insurance Fund (BIF) or the Savings Association Insurance 
Fund (SAIF) is first placed into conservatorship (if the institution was 
deemed unsound) or directly into receivership (if the institution is 
closed). It is then taken over by the FDIC, which manages each fund 
separately. Currently, an FDIC-insured depository may be placed into 
conservatorship if it meets one of eight conditions (see Box 1). 

The FSLIC and FDIC have dealt with troubled depositories using 
methods that are less drastic than placing the institution into con- 
servatorship or receivership. These methods, generally referred to as  
open assistance, provide financial support from the deposit insurer or, 
in some cases, the Federal Reserve to the troubled institution. Open 
assistance may be used in lieu of closing the institution or in antici- 
pation of closure. The justification is that the assistance is temporary. 
The depository may be reorganized, under federal supervision, and f i -  
nancial assistance provided until the new organization is recapitalized. 

5. For specifice on closing and suspending banke and thrifts, and on placing them into either 
coneervatarehip or receiverehip, see Federal Deposit Ineurance Corporation. The First Fifty Years: 
A History of the FDIC, 1933-1983 (Washington, D.C.: 1984, pp. 81-108; and James R. Barth, Philip 
F. Bartholomew, and Michael G. Bradley, "Determinants of Thrift Institution Resolution Coete," 
Journal of Finance, vol. 45, no. 3 (July 1990), pp. 732-736. 

6.  Federal Deposit Insurance Corporation, The First Fifty Years, p. 83. 
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BOX 1 
GROUNDS FOR PLACING AN INSURED 

DEPOSITORY INTO CONSERVATORSHIP 

Savings Association 
Insurance Fund 
(Insured Thrifts) 

Insolvency; assets less than 
liabilities. 

Bank Insurance Fund 
(Insured Banks) 

Solvency as defined by one or more 
of the conditions specified in the 
first section of the National Bank 
A d  of June 30,1876. 

Likelihood that the institution Same. 
will be unable to pay depositors 
or meet other obligations in the 
normal course of business. 

Unsound condition for conducting Same. 
business, including insufficient 
capital. 

Depletion or likely depletion of Same. 
all or most of all capital with little 
prospect of replenishment without 
federal assistance. 

Violation of law or unsound prac- Same. 
tice that is likely to cause insolvency, 
substantially dissipate assets, 
weaken the condition of the institu- 
tion, or prejudice depositor interests. 

Concealment of records or refusal Same. 
to submit records to regulator. 

Willful violation of a cease-and- Willful or continuing violation of 
desist order that has become final. an order against the bank. 

Substantial dissipation of assets Bank board of directors consisting 
as a result of violation of law or un- of fewer than five members. 
sound practice. 

SOURCE: Financial Institutions Reform, Recovery, and Enforcement A d  of 1989. 
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The power of the government to take control of a troubled thrift is 
limited by the "Taking Clause" of the Fifth Amendment to the U.S. 
Constitution. That amendment stipulates that "due process" be ob- 
served and "just compensation" be made for what is seized. While 
violation of a rule or operating in an  unsafe and unsound manner is 
grounds for closure, the legality of any particular regulatory action is 
subject to interpretation by the courts. Insolvency seems to be the most 
obviously sound reason to close institutions, but the definition of 
solvency is itself subject to interpretation. 

Determining Solvency 

The notion of solvency is treated differently by economists, accoun- 
tants, and regulators (see Box 2). Historically, bank and thrift regula- 
tors have been able to delay closure of insolvent depositories by alter- 
ing the definition of solvency and what counts toward it. To the econo- 
mist, a justification for delay is that book-value insolvency may be 
temporary; to the regulator, the depository may still be viable--even if 
viability were temporarily maintained through government assis- 
tance. This judgment about viability is subject to the discretion of the 
regulator, and these different definitions are reflected in the policy 
decisions of thrift regulators. The Bank Board, for example, adopted a 
policy on capital requirements in the early 1980s that was far more 
liberal than generally accepted accounting principles (GAAP). This 
accounting standard was based on "regulatory accounting of assets and 
liabilities" but is generally known as RAP (see Glossary for definitions 
of accounting practices). RAP was also more liberal than accounting 
on a tangible basis (known as TAP), which only counts assets that can 
be easily liquidated.7 

The legislation governing depositories leaves the question of sol- 
vency open to interpretation by regulators and by the courts. Since the 
discretion of regulators led to many of FSLICfs problems, many 
analysts have argued for an  explicit rule on closing a troubled deposi- 
tory that would limit the ability of regulators to grant leniency to 

7. Edward J. Kane, "Principal-Agent Problems in S&L Salvage," Journal o f  Finance, vol. 45,  no. 3 
(July 1990). 



CHAPTER 111 SPECIFIC PROBLEMS WITH FEDERAL DEPOSIT INSURANCE 63 

depositories in meeting capital requirements. Other analysts claim 
that a rule on early closure should apply when a depository's capital- 
to-asset rat io falls t o  some threshold. Still others have argued that 
certain supervisory actions that can be taken before closure, such as 

BOX 2 
ECONOMIC AND ACCOUNTING VERSUS 

REGULATORYAPPROACHESTO INSOLVENCY 

Insolvency occurs when an organization's net worth--assets minus 
liabilities--is negative. Economists are more interested in a conceptu- 
al definition of insolvency, accountants more interested in measuring 
it, and regulators more interested in a workable definition for policy- 
making. 

Economists measure insolvency on the basis of the market value 
of assets and liabilities. To determine these market values, the econo- 
mist recognizes all explicit and implicit sources of value and claims 
associated with an institution. 

Accountants measure insolvency by using book values, as  op- 
posed to market values, for many categories of assets and liabilities 
that are difficult to measure. These book values represent adjusted or 
unadjusted historical values rather than estimates of current market 
value. Rules that dictate accounting definitions or measurements are 
what accountants call "generally accepted accounting principles" 
(GAAP). 

Regulators focus more upon the viability or liquidity of a firm 
than on ita economic or accounting solvency. The condition for via- 
bility rests with the organization's ability to meet its liabilities to its 
creditors. Creditors will be satisfied if the organization pays its 
scheduled interest and principal on a loan and has the capacity to pay 
in the future. Regulators have used their authority to allow deposi- 
tory institutions to recognize income or capital gains and to defer 
losses or capital costs that GAAP would not necessarily allow. Regu- 
lators can also allow an  insolvent depository to continue operating by 
not recognizing its losses, or they can maintain the depository by 
lending it capital. 

SOURCE: Congressional Budget Office adapted from Edward J. Kane, "How Incentive- 
Incompatible Deposit-Insurance Funds Fail," Working Paper No. 2836 (National 
Bureau of Economic Research, Inc., 1989). 
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curbing dividend payments to stockholders, should be made manda- 
tory. 

The differences between TAP, GAAP, and RAP accounting mea- 
sures of thrift capital are illustrated in Figure 9. TAP is the most con- 

Figure 9. 
Accounting Measures of Thrift Capital 
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SOURCE: Congressional Budget Office using data from James R. Barth, Philip F. Bartholomew, and 
David A. Whidbee, "Higher Capital Requirements and the Restructuring o f  the Thrift 
Industry" (paper presented at the Annual Meeting of the National Association of Business 
Economists, San Francisco, California, September 1989). 

NOTES: For thrifts that were solvent according to generally accepted accounting principles as of June 
1989. 
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servative book measure of capital. It only counts those assets and 
liabilities that  are tangible and that  can be sold in  the event of 
liquidation. GAAP includes everything counted under TAP as well as  
almost all intangibles. The major intangible asset for thrifts is "good- 
will," which is normally created in the merger or acquisition of insti- 
tutions. If the acquirer pays more for an  institution than its tangible 
value, the acquirer may book the difference as goodwill and depreciate 
it  over time. Goodwill includes a firm's favorable reputation and its 
existing relationships with suppliers and customers. In many cases, its 
value depreciates much more rapidly than the books of the acquirer 
reflect. 

A substantial amount of "goodwill" was created in the early 1980s 
when healthy (on some accounting basis) thrifts were encouraged to 
merge with troubled thrifts. These mergers were arranged with the 
assistance of the Bank Board but a t  little or no cost to the FSLIC. The 
Bank Board permitted acquiring institutions to depreciate the good- 
will on the books for long periods, thus providing them with a forbear- 
ance on capital requirements. 

In the early 1980s, the Bank Board's accounting standards also 
became more liberal than GAAP through its interpretation of what 
counted toward capital for regulatory purposes, creating RAP. This 
leniency toward counting capital permitted many institutions to re- 
main open, even though they were insolvent on a GAAP or TAP basis. 

The FIRREA implemented new capital requirements, stipulating 
that all federal regulators of depository institutions adopt rules no less 
stringent than those of the OCC. The current requirement is that  
primary capital (which is equity), loan loss reserves, and some con- 
vertible debt and preferred stock must be a t  least 5.5 percent of total 
assets. In addition, total capital (which is primary capital plus sub- 
ordinated debt and the remaining preferred stock) must be a t  least 6 
percent of assets. Depositories failing to meet this requirement are 
subject to supervisory action. When this ratio falls to zero, the deposi- 
tories are no longer solvent and will presumably be closed. 
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MEASURES USED TO ACCOUNT FOR MARKET VALUE 

Closely related to the closure problem is the problem of determining 
the financial health or solvency of depository institutions. Book-value 
accounting used by depositories and their regulators may significantly 
understate a depository's market value.8 Accurate information is 
crucial to the deposit insurer. If the deposit insurer can assess the true 
market value of a depository's assets and liabilities, then it  can ac- 
curately assess its economic solvency. Market values, however, are not 
readily available for all categories of assets and liabilities. 

Market-value accounting for depositories takes into consideration 
the risk of change in interest rates (or interest rate risk) and the risk of 
default on investments (or credit risk). Since many depositories make 
investments in assets valued in foreign currency, the risk of changes in 
foreign exchange rates is also important but is similar to interest rate 
risk. Generally, rising interest rates or default rates would lower a 
depository's market value. 

Financial theory is sophisticated in its treatment of interest rate 
risk in market valuation. Evaluation of credit risk is more of an  ar t  
form.9 This latter point is probably a major reason why bank examin- 
ers prefer not to use a standardized method of market-value account- 
ing. 

The sensitivity of depository institutions to interest rate risk in- 
creases with the term of the investment. While a depository may ex- 
pect to hold a loan or a security to maturity, thus avoiding the need to 
revaluate, the cost of funding its investment may increase if the fund- 
ing reflects market interest rates. Thrifts were particularly sensitive 
to increases in interest rates in the late 1970s and early 1980s because 
their assets typically had longer terms than their liabilities. Thus, 

8. Market-value estimates, based on interest rate risk, of the solvency of the aggregate thrift industry 
were lower than the book-value measures of solvency during the years 1980 through 1984 and in 
1987. In 1985 and 1986, the market-value estimates were greater than the tangible accounting 
practice (TAP) measure, but less than the generally accepted accounting principles or the 
regulatory accounting practice measures. In 1988, the market-value estimate equaled the reported 
TAP measure. See Barth and Bartholomew, "The Thrift Induetry Crisis." 

9. William M. Isaac, "Early Intervention Proposal Is a Snake Oil Prescription,'' American Banker, 
May 30,1990. 
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they had to raise sharply the rates paid for deposits, while the yields of 
their assets rose slowly. 

One innovation in mortgage lending was the variable-rate mort- 
gage, which allowed the depository to change the interest rate on the 
mortgage periodically during its term.10 Changing the interest rate on 
these long-term investments provided the depository with a way to 
address the risk that interest rates on liabilities might increase above 
the interest rates charged on mortgages. Commercial banks had tradi- 
tionally used this form of mortgage, but thrifts were only permitted to 
do this in the early 1980s. Variable-rate mortgages are now used by 
thrifts, but they have not yet fully replaced conventional fixed-price 
mortgages. Moreover, some restrictions exist for variable-rate mort- 
gages, such as how much the interest rate may be changed in any given 
year. Thus, while variable-rate mortgages offer thrifts a more flexible 
investment vehicle, their limited use and the existing restrictions on 
repricing have diminished their effectiveness in providing protection 
against interest rate risk. 

The market value of assets must also reflect the risk of default. 
Depository institutions cover for expected losses based upon their 
experience of loan repayments. In order to delay the realization of loss, 
however, depositories have an incentive to underestimate the capital 
needed to cover for loan losses. An important aspect of prudential 
supervision is for examiners independently to classify investments for 
default risk. 

Many analysts suggest that  market-value accounting, applied 
wholly or in part, would be an  improvement over book-value ac- 
counting.11 Others suggest that market-value accounting is imprecise 

10. Canadian mortgage lenders use what are effectively variable-rate mortgages to a greater extent 
than in the United States. Their mortgages are repriced frequently, while reductions in the 
mortgage principal are scheduled over a long term. For example, see Helmut H. Binhammer, 
Money, Banking and the Canadian Financial System, 5th ed. (Scarborough, Ontario: Nelson 
Canada, 1988). pp. 87-92 and 214-215. 

11. For example, see George J. Benston, Robert A. Eisenbeis, Paul M. Horovitz, Edward J. Kane, and 
George G. Kaufman, Perspectives on Safe and Sound Banking (Cambridge: MIT Press, 1986); and 
Lawrence J. White, "Problems of the FSLIC: A Former Policy Maker's View," Contemporary Policy 
Issues, vol. 8, no. 2 (April 1990). 
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and provides no better estimate than book-value accounting.12 These 
opposing views suggest that  improvements to  the  system for mea- 
suring insolvency should be made with some caution. As the measure- 
ment problem is addressed, the  discretion granted regulators also 
needs consideration. 

ASSIGNING APPROPRIATE CAPITAL REQUIREMENTS 

In addition to problems with measuring capital, problems occur in  
setting the level of capital required. Capital serves the deposit insurer 
in two ways. First, it provides a buffer for the uncertainty in determin- 
ing the economic solvency of a n  institution, whether by book- or 
market-value accounting. Second, capital provides a n  incentive for 
owners to manage their institutions prudently because their money is 
a t  risk. In both cases, more capital is better than  less. Unfortunately, 
there is no way to know what the appropriate amount of capital is.13 
The debate over adequate capital requirements is not new, nor will i t  
be resolved easily. 

I n  retrospect, lowering capital requirements in the 1980s escalated 
the thrift crisis and its cost.14 FIRREA effectively increased capital 
requirements but restored them only to 1979 levels.15 Many analysts 

12. For example, see James R. Barth and Philip F. Bartholomew, "The Thrift Industry Crisis": and 
Allen N. Berger, Kathleen A. Kueater, and James M. O'Brien, "Some Red Flags Concerning Market 
Value Accounting," in Federal Reserve Bank of Chicago, Bank Structure and Competition (Chicago: 
Federal Reserve Bank ofchicago, 1989). 

13. The issue of capital requirements is the subject of much discussion in academic literature. For 
example, see Stephen A. Buser, Andrew H. Chen, and Edward J. Kane, "Federal Deposit Inaurance, 
Regulatory Policy, and Optimal Bank Capital," Journal of Finance (March 1981); Frederick T. 
Furlong and Michael C. Keeley, "Bank Capital Regulation and Asset Risk," Economic Review, 
Federal Reserve Bank of San Francisco (Spring 1987); and Tyran Smith and Raymond E. Hengren, 
"Bank Capital: The Problem Restated," Journal of Political Economy, vol. 55, no. 6 (December 
1947). 

14. For a history of capital requirements for institutions insured by the Federal Savings and Loan 
Insurance Corporation, see James R. Barth and Michael G. Bradley, "Thrift Deregulation and 
Federal Deposit Insurance," Journal of Financial Services Research, vol. 2 (1989). 

15. James R. Barth, George J. Benston, and Philip Wiest, "The Financial Institutions Reform, 
Recovery, and Enforcement Act of 1989: Description, Effects, and Implications," Issues in Bank 
Regulation, vol. 13 (Winter 1990). 
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now suggest increasing capital requirements beyond those levels.16 
The act provides flexibility by establishing a minimum rather than a 
fixed standard for thrifts. Moreover, FIRREA curtailed the ability of 
regulators to be lenient toward capital requirements by strengthening 
and making more consistent the capital requirements of banks and 
thrifts. 

As discussed in Chapter 11, increasing capital requirements tends 
to lower returns on equity. Thus, depositories with insufficient capital 
are currently faced with serious problems of raising new capital. In ad- 
dition, higher capital requirements may force the depository to under- 
take even greater risk--which is opposite to what was intended--in 
order to achieve higher returns on equity. 

Assigning appropriate capital requirements, however, also pre- 
sents a measurement problem. The requirement is stated as a ratio of 
capital to total assets, but some items that affect the balance sheet are 
not counted as assets. Accountants consider some economic assets and 
liabilities of an institution as  off-balance-sheet items. An example is a 
contract for the future purchase or sale of assets.17 The balance sheet 
does not reflect such items until the option to buy or sell is exercised; 
however, off-balance-sheet items can alter the balance quickly and 
drastically. These items would include loan commitments, letters of 
credit, foreign exchange contracts, financial futures and forward con- 
tracts, and interest rate or foreign currency swaps. Depository insti- 
tutions engage in these and other activities that are not reflected on 
the balance sheet, such as  trust operations, check clearing, fund trans- 
fers, and so forth. Regulators of depositories are aware of these activi- 
ties and have greatly improved their measurement and evaluation of 
them. Regulators are in the process of adjusting capital requirements 
to reflect off-balance-sheet items. The pace of financial innovation, 
however, generally exceeds the speed a t  which regulation of financial 
institutions can be modified. 

16. For example, see statement of Alan Greenspan before the Senate Committee on Banking, Housing, 
and Urban Affairs, July 12,1990. 

17. Much has been written about off-balance-sheet items. This discuesion is adapted from Richard W. 
Nelson, "Off-Balance Sheet Banking and Bank Capital," in Federal Reserve Bank of Chicage, Bank 
Structure and Competition (Chicago: Federal Reserve Bank of Chicago, 1985), pp. 511-527. 
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One possible way to set capital requirements and measure capital 
would be to introduce risk-based capital requirements. These require- 
ments set a desired level of capital based upon the risk that regulators 
assign to certain assets and liabilities. They also measure the value of 
capital for financial risk. 

Risk-based capital requirements would give the regulator a means 
of managing the risks of depositories without arbitrarily denying or 
restricting the institution's investment powers. Instead, the regulator 
would set capital requirements as  an explicit cost for undertaking 
greater risk. Incentives would be established for the depositories to 
contain the risk themselves; a t  the same time, they would be given the 
flexibility to adjust their portfolios in order to maximize profits. Risk- 
based requirements are currently being phased into use by both bank 
and thrift regulators. With its acceptance of the Basle Accord on Inter- 
national Capital Standards, one of the first agreem'ents that addresses 
the international regulation of depository institutions, the United 
States will begin to implement risk-based capital requirements in 1992 
(see Appendix B).18 

TOO BIG TO FAIL 

Regulators have created another problem with deposit insurance by 
declaring that some banks are too large to be allowed to fail. This 
policy, which had been implicit in many regulatory actions, was stated 
explicitly by the OCC and other federal regulators in the wake of the 
failure of the Continental Illinois Bank. The argument is that the 
failure of a large bank would so shake confidence in the entire banking 
system that it  must be prevented from happening. Reducing the con- 
fidence of depositors would increase the potential for a spread of bank 
runs caused by massive withdrawals. Of course, some big banks do 
become insolvent. The policy means that they are not liquidated but 
are kept open through government assistance. 

18. For a diecueeion of the epecifice of risk-based capital requiremente, see, for example, Larry D. Wall, 
"Capital Requirement8 for Banke: A Look at 1981 and 1988 Standards," Economic Review, Federal 
Reserve Bank of Atlanta (MarchlApril1989). 
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The U.S. financial system may be sufficiently resilient to deal with 
the failure of a single large bank.19 Currency withdrawn from one 
institution will likely be redeposited into another within the system or 
rechanneled into less-risky Treasury securities. Temporary flights to 
currency or flights to quality from depositories, which could cause a 
general credit crunch, may be offset by the Federal Reserve through 
monetary policy. The Federal Reserve's ability to correct for flights to 
currency is effective so long a s  the associated runs do not spread too far 
and the Federal Reserve responds in a timely and appropriate manner. 

Because international financial markets are far more integrated 
now than in the past, runs by foreign depositors or by domestic deposi- 
tors with foreign accounts pose a potential problem. This type of run 
would be a flight to quality, one in which depositors transfer their hold- 
ings to some other investment that is considered of better quality than 
the one that they now hold. This systemwide run of withdrawals from 
the U.S. financial system to foreign ones would, as an international 
flight to quality, pose a greater threat to the entire U.S. financial 
system than a spate of domestic runs.20 

Systemwide domestic runs are thwarted by deposit insurance but 
may be dealt with better by the Federal Reserve, either through last- 
resort lending or open-market operations. For example, large banks 
that engaged in lending to-developing countries have been granted 
leniency by the Federal Reserve and the OCC. These regulatory for- 
bearances, which were accompanied by intervention of the Treasury in 
arranging debt rescheduling, permitted the orderly write-down of loan 
losses--that is, writing off portions over time to depreciate the assets 
slowly. 

The notion of systemwide problems highlights another aspect of 
the too-big-to-fail policy. Closure of insolvent institutions may force 
the realization of loss in whole categories of financial instruments. For 
example, depositories faced with short-term liquidity problems often 
sell some securities from their portfolio of assets with the agreement to 
repurchase them a t  a later date. Called "repos," these securities effec- 

19. Benston, Eisenbeis, Horovitz. Kane, and Kaufman, Perspectives on Safe and Sound Banking. 

20. Benston, Eisenbeis, Horovitz, Kane, and Kaufman, Perspectives on Safe and Sound Banking, p. 53. 
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tively represent a secured form of lending to depositories. If these 
loans are not repaid and the security of the loan is called into question, 
as would be the case if the depository were closed and the collateral not 
turned over, then lenders in the "repo-market" would be reluctant to 
make these loans in the future. The uncertainty created would greatly 
impair the efficiency of the repo-market. Currently, secured borrow- 
ings are honored fully in a receivership, but compensation may be de- 
layed. If a troubled depository has borrowed an amount that repre- 
sents a significant share of the market of a particular type of financial 
instrument, the regulator may be reluctant to close that depository 
because of the subsequent disruptions to that market. 

One problem with the too-big-to-fail policy is that i t  may be used 
too frequently, thus reducing the internal discipline of the financial 
market. Although use of this policy in the event of systemwide prob- 
lems may be appropriate, its use on a day-to-day basis to address 
smaller problems creates the wrong incentives. The right balance 
would tolerate some situations as exceptional, while retaining dis- 
cipline overall. Closing a large depository that is insolvent may actu- 
ally improve the discipline of all depositories.21 

Another problem with the too-big-to-fail policy is that the Federal 
Reserve can undermine the ability of the federal deposit insurer to re- 
solve a depository, thus increasing the insurer's losses. This situation 
reportedly occurred in the failure of Penn Square Bank in Oklahoma in 
1984. The Federal Reserve indicated that it might continue to fund 
that mismanaged and insolvent institution unless the FDIC agreed to 
protect uninsured depositors.22 Thus, because the Federal Reserve 
was concerned with the closure's effect on large banks, the FDIC de- 
layed in closing a troubled bank and the insurance fund was exposed to 
greater cost. 

21. Statement of George G. Kaufman before the Senate Committee on Banking, Housing, and Urban 
Affairs. May 21,1990. 

22. William M. Isaac, "Deposit Insurance Reform Still Faces Impediments," American Banker, July 5, 
1990. 
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METHODS OF RESOLVING FAILED INSTITUTIONS 

Many analysts have criticized the federal deposit insurance system for 
providing coverage to uninsured creditors--depositors with accounts 
over the $100,000 insured limit and others to whom the depository 
owes money. This uninsured coverage resulted from the method used 
to resolve failed depositories. The FDIC reports that between the mid- 
1960s and through a t  least the mid-1980s, bank failures were handled 
in such a way that all general creditors were, in practice, afforded 100 
percent insurance.23 

Two general methods--liquidation and merger--are used to resolve 
insolvent institutions with a number of specific variations (see Box 3). 
The insurer may liquidate an  institution, reimbursing insured deposi- 
tors and putting the assets in a receivership in which the proceeds are 
shared with uninsured creditors. Alternatively, the insurer may sell 
the institution in whole or in parts, transfer the insured deposits and 
uninsured liabilities to the acquirer, and pay the acquirer the esti- 
mated difference between the market value of the assets and liabili- 
ties--that is, pay off the insolvency. 

The liquidation method is faster than the merger method for sus- 
pending the operations of the insolvent depository, although it may be 
more costly. Because of the time needed to arrange for a buyer, the 
merger method can delay suspension of operations, but passing on the 
assets to the acquirer may speed up their disposition and prove cheaper 
in the long run. 

The merger method can realize more franchise value for the in- 
surer, thus lowering the overall cost of resolution.24 Historically, fed- 
eral deposit insurers found that mergers were less costly than liquida- 
tions; thus, far fewer liquidations occurred. An insolvent depository 
may possess some franchise value as  an ongoing concern through its 
customer relationships. While some methods of liquidating a deposi- 

23. Federal Deposit Insurance Corporation, The First Fifty Years, p. 66. 

24. James R. Barth, Philip F. Bartholomew, and Peter Elmer, "The Cost of Liquidating Versus Selling 
Failed Thrift Inetitutions," Research Paper No. 89-02 (Office of the Chief Economist, Office of Thrift 
Supervision, November 1989). 
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BOX 3 
METHODS OF RESOLVING FAILED 

DEPOSITORY INSTITUTIONS 

Two general methods exist for resolving a failed depository institu- 
tion. The insurer may liquidate the institution or merge it with 
another. 

Liquidation 

Liquidation closes an institution and settles its accounts. It is the 
most drastic resolution method. Two types of liquidation are "pure 
liquidation," also known as the "insured deposit payout," and the 
"insured deposit transfer" or IDT. Both types generally imply that 
uninsured deposits are not compensated, although some uninsured 
deposits may be included in the liquidation under the IDT, thereby 
reducing the insurer's cost.1 

Insured Deposit Payout. Using this type of liquidation, insured 
depositors are paid off by the insurance fund. The insurance fund, in 
its role of receiver, disposes of the assets and shares the proceeds of 
the sold assets with uninsured, unsecured creditors. This disposition 
causes the insurance fund to lose all of the franchise value, if any, of 
the troubled depository as an ongoing concern. This type of liqui- 
dation requires the insurance fund to spend a considerable amount of 
cash up front because disposing of the assets can take a long time, yet 
depositors need to be paid right away. 

Insured Deposit Transfer. This type of liquidation preserves the 
franchise value associated with deposits. IDTs involve auctioning 
liabilities (generally only the insured deposits); some assets, such as 
branch offices, may be included. These liabilities are auctioned to an 
acquirer who is willing to secure existing customer relationships. 
The premium for these deposits is the difference between their value 
and what the insurance fund pays the acquirer.2 If branch offices are 
included, this method is not purely a liquidation but has some char- 
acteristics similar to those of a merger. 

1. In some cases, the insurer may find that it is less costly to resolve an institution if some insured deposits 
are sold in the insured deposit transfer. 

2. The Resolution Trust Corporation reported in April 1990 that it captured a premium of 0.82 percent on 
core deposits in 36 resolutions of insured deposit transfers (IDTs). Data on IDTs of the Federal Savings 
and Loan Insurance Corporation (FSLIC) for the 1984-1988 period show that FSLIC captured a premium 
of between 0 percent and 30.17 percent. 
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Merger 

The merger method of resolving a failed depository institution is to 
sell it to another depository. Mergers arranged by the regulator with 
no explicit cost to the insurer are known as supervisory mergers. 
Typically, mergers that explicitly cost the insurer are accomplished 
through a technique known as purchase and assumption (P&A). 
Under P&A, an  acquiring institution (determined through auction) 
purchases the assets of the troubled institution and assumes its 
liabilities. The insurance fund compensates the acquirer of the 
troubled institution for the difference in value between its assets and 
liabilities. This method reduces the cost to the insurer because it 
captures the positive franchise value of the troubled depository. This 
method requires time, however, to conduct a "due diligence" audit of 
the troubled depository to determine the fair market value of its 
assets. Because this costly and time-consuming procedure may delay 
mergers, the insurance fund may permit the acquirer to "put back" all 
or any assets of the troubled depository that the acquirer feels were 
unfairly valued. 

The P&A method of mergers has many variations. The "whole 
bank" variation involves the purchase of all assets and the assump- 
tion of all liabilities. The "clean bank" variation involves the sale of 
only supposedly good assets and the assumption of all liabilities. 
Numerous other variations are possible. 

Advantages and Disadvantages 

The pure liquidation method generally ensures that the insurance 
fund does not compensate uninsured creditors. Liquidations ter- 
minate the institution more quickly than other methods. Unfor- 
tunately, the liquidation method requires a considerable amount of 
working capital and is more costly than other methods if there is 
franchise value in the troubled depository. Auctioning an institution, 
through either the IDT or merger methods, may recapture some, if 
not all, of this franchise value. Auctioning an institution, however, 
even in part, can be highly time consuming. Delays in finding P&A 
acquirers allow the failed depository to continue operation and thus 
incur even greater liabilities. 
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tory may preserve the franchise value of customer relationships and 
thus reduce some of the insurer's losses, selling both assets and lia- 
bilities to an  acquirer can preserve more franchise value. The merger 
method, however, passes most, if not all, uninsured liabilities to the ac- 
quirer, thus effectively extending coverage to all liabilities of deposi- 
tory institutions, even though premiums are assessed based upon the 
level of insured deposits. 

The government deposit insurer is required to resolve an insolvent 
institution in the least costly manner. Prior to FIRREA, the FSLIC 
was bound to resolve a thrift institution in the least costly manner to 
only the insurance fund. As a consequence, some resolutions heavily 
used tax breaks and other deferred forms of financing that were not 
charged to the insurance fund but to the Treasury. FIRREA sub- 
sequently stipulated that minimizing cost is further determined rela- 
tive to the federal government's budget. 

Under a pure liquidation, uninsured depositors and other creditors 
would not ordinarily be covered. The decision to extend deposit insur- 
ance to uninsured depositors results from the initial estimate of the 
cost of liquidation or merger a t  the time of resolution. Limited in- 
formation available from FSLIC resolutions shows that the estimated 
cost of liquidation may be subject to considerable error. The estimated 
cost of merger, however, is fairly close to the mark. 

The extension of coverage to uninsured creditors should not be 
viewed as certain. These creditors generally compensate for this un- 
certainty by securing their advances through collateral in the form of 
assets from these depositories. 

The FDIC has argued in the past that, on behalf of insured deposi- 
tors, i t  should be given preferred status in receiverships over unin- 
sured depositors and other creditors, rather than its current status as  a 
general creditor3 In other words, the FDIC would be paid before 
others after a depository fails. The Banking Act of 1933 granted this 
preferred status to the temporary deposit insurance fund, but the 

25. Benston, Eisenbeis, Horovitz, Kane, and Kaufman, Perspectives on Safe and Sound Banking, p. 106. 
Some states have statutes that provide a preference for depositors in a receivership. 
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status was repealed in 1935. Although the FDIC proposal may have 
economic merit because it  compensates those insured first, i t  sets a 
questionable legal precedent for federal claims in receiverships be- 
cause it  would break existing contracts. 

UNINTENDED COVERAGE 

The current structure of deposit insurance permits individuals to hold 
more than $100,000 in insured deposits by using multiple accounts 
with different registrations or by holding deposits a t  multiple insti- 
tutions. Other multiple deposits, known as  super accounts, include 
bank insurance contracts, pension funds, and other passthrough types 
of group accounts, such as  brokered deposits, in which the individual is 
insured. Such super accounts are a concern to policy.makers.26 

With brokered deposits, the broker either combines funds from 
individuals into a single deposit or divides an individual's funds that 
exceed $100,000 into smaller amounts. The former provides in- 
dividuals with the higher rates given to larger deposits; the latter pro- 
vides insured deposits to individuals with more than $100,000. The 
broker thus reduces information and transaction costs to the individ- 
ual. Moreover, the broker's ability to move these funds around knowl- 
edgeably provides the individual with the highest rate on insured 
deposits offered among institutions. 

Brokered and multiple deposits are a much less stable source of 
funds to depository institutions than their traditional core deposits 
from individuals. Brokers are more likely to move their funds in 
response to changes in interest rates. Core depositors, who usually 
have balances of less than $80,000, are generally more concerned with 
convenience factors, such as location. They have, however, become 
more sensitive to interest rates since deregulation in the early 1980s. 

26. George J. Benston, An Analysis of the Causes of  Savings and Loan Association Failures (New York: 
New York University, 1986); Thomas F. Cargill and Gillian G. Garcia, Financial Reform in the 
1980s (Stanford: Hoover Institution Press, 1986); and Kenneth Spong, Banking Regulation: Its 
Purposes, Implementations and Effects, 2nd ed. (Kansas City: Federal Reserve Bank of Kaneas, 
1985). 
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Brokered deposits became a regulatory concern because some 
problem banks and thrifts relied on them heavily "to expand rapidly, 
fund speculative investments, and avoid curtailing unprofitable activi- 
ties."27 Both the FDIC and the Bank Board have reported that failed 
depositories had a higher number of brokered deposits than the indus- 
try average.28 In 1983, the FDIC required more frequent monitoring 
and reporting from depositories with significant numbers of brokered 
deposits. The Congress also has considered placing limits on brokered 
deposits. In 1984, the FDIC attempted to limit insurance coverage for 
brokered deposits, but a federal district court ruled that such limits are 
inconsistent with federal statutes.29 

Reports from a study by the Federal Reserve show that in 1983 
between 1.0 percent and 1.5 percent of the nation's households had de- 
posit balances in excess of $100,000, but these households owned near- 
ly 30 percent of the nation's deposits.30 Thus, it  is obvious that the 
$100,000 coverage disproportionally benefits a small number of large 
depositors. 

The evidence presented in the report also suggests that a reduction 
in coverage may result in the transfer of a substantial portion of funds 
from insured deposits to other risk-free assets. Individuals may decide 
to buy Treasury securities, which are nearly as risk-free, or they may 
put their money in mutual funds that invest in short-term Treasury 
securities, which have a very low risk and are highly liquid. If deposi- 
tors exercised this option, limiting coverage could increase the cost of 
funds for depository institutions. The government could offset this ef- 
fect through other subsidies to depositories, but limiting deposit insur- 
ance coverage may seriously restrict the availability of financial ser- 
vices offered by depositories. 

27. Spong, Banking Regulation, p. 75. 

28. Spong, Banking Regulation, p. 75; and Barth, Bartholomew, and Labich, "Moral Hazard and the 
Thrift Crisis." 

29. Spong, Banking Regulation; and Cargill and Garcia, Financial Reform in the 1980s. 

30. Statement of Alan Greenspan before the House Committee on Banking, Finance and Urban Affairs, 
September 13.1990. 
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UNDENIABILITY OF COVERAGE 

Because almost all depository institutions are covered by federal de- 
posit insurance, canceling the insurance of a n  institution is a n  action 
of last resort. This action is as  drastic as revoking a charter because it 
almost surely would force the failure of an  institution. Rather than 
cancel insurance, regulators have opted to manage failure. Whereas a 
private insurer can avoid risk by canceling insurance, federal insurers 
cannot use that as  a regulatory discipline--and depository institutions 
know this. 

Undeniability of coverage applies to existing insured depositories. 
The federal insurers, however, have denied coverage to newly char- 
tered depositories. This discipline was used, in part, to impose federal 
standards on state-chartering authorities. In 1985, the Bank Board 
targeted three states--California, Florida, and Texas--for a general 
moratorium on applications for deposit insurance made by new state- 
chartered thrifts.31 The Bank Board determined that, in chartering 
new thrifts, these states were not providing adequate supervision and 
examination. The Bank Board reached agreements with Florida and 
Texas in 1985 and lifted their moratorium, but the moratorium on 
California was in effect when the Bank Board was abolished in 1989.32 

Selective cancellation of an institution's deposit insurance may not 
be a workable regulatory discipline. Nevertheless, refusal by the fed- 
eral insurer to insure newly chartered depositories may be a useful dis- 
cipline on state-chartering authorities. Moreover, the application for 
insurance provides the federal insurer with the opportunity to review 
the chartering process of federally insured depositories. 

Revocation of charters has been used in other countries as  a disci- 
plinary tool. For example, lacking explicit and intermediate enforce- 
ment powers, the Inspector General of Banks in Canada did revoke a t  
least one charter. The suspension of charters, however, has limited use 

31. Dayid Satterfield, "Giving Thrifts Room to Grow," American Banker, November 4,1985; and Barth, 
Bartholomew, and Bradley, "Reforming Federal Deposit Insurance." 

32. Federal Home Loan Bank Board, Annual Report (1985); and Barth, Bartholomew, and Bradley, 
"Reforming Federal Deposit Insurance." 
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as a policy tool because it  could only be applied to small and foreign- 
owned chartered banks whose closure has no serious economic impact. 
The Inspector General may have relied upon the threat of open- 
hearing Parliamentary inquiry in order to exert some control over the 
few large chartered banks. 

ADDRESSING MISBEHAVIOR 

Fraud is considered by some analysts to be the most important risk 
factor faced by a depository.33 The moral hazard inherent in deposit 
insurance, coupled with an institution's depleted capital, induces more 
fraud and abuse than would otherwise occur.34 An analysis of failures 
of chartered banks and near banks in Canada concluded that institu- 
tions are their own best agents to guard against fraud.35 Owners and 
directors have the best incentive to prevent fraud--unless they are com- 
mitting it. This view, however, is not universal. Other analysts argue 
that the government, or a t  least an  impartial party, may deal better 
with fraud.36 Transferring the risk of fraud to owners and directors is 
one solution. The early Scottish banking system accomplished this by 
making directors and shareholders doubly liable for loss. Increased 
examination and prudential supervision is another but more costly 
method of limiting fraud. 

A depository institution may be so large that it  is difficult for 
owners and directors to control misbehavior effectively. Moreover, the 
technicalities of prosecuting white-collar crime make culpability diffi- 
cult to prove. A greater incentive for owners and directors to prevent 
fraud may be to have the insurer close depositories when they become 
insolvent and suspend the salaries of senior executives and directors as 

33. George J. Benston and George G. Kaufman, "Risk and Failures in Banking: Overview, History and 
Evaluation," in G. Kaufman and R. Kormendi, eds., Deregulating Financial Services: Public Policy 
in Flux (Cambridge: Ballinger, 19861, pp. 52-53. 

34. Barth and Bartholomew, "The Thrift Industry Crisis," p. 6; and statement of William Black before 
the House Committee on Banking, Finance and Urban Affairs, April 11,1990. 

35. Willard Z. Estey, Report of the Inquiry into the Collapse of the CCB and the Northland Bank 
(Ottawa: Minister of Supply and Services, 1986). Near banks are similar to U.S. thrift institutions. 

36, For example, see Cargill and Garcia, Financial Reform in the 1980s, p. 155. 
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well as dividend payments to stockholders. Increased penalties, man- 
datory prison time, compulsory restitution, and a longer statute of 
limitations for those who defraud the federal deposit insurance system 
may provide additional incentives.37 

The fear that involuntary misbehavior or negligence may be inter- 
preted as fraud could dissuade capable and prudent individuals from 
owning or directing depository institutions. To address this issue, re- 
form might balance stiffer penalties with higher levels of private 
liability insurance that would be mandatory for owners and directors. 
The deposit insurer would reinsure this aspect of deposit insurance and 
allow higher premiums to discipline owners and directors, who would 
have greater incentive to implement safeguards against fraud. This 
scheme would also establish the private reinsurer as a new third party 
to police fraudulent practice. The high cost of liability insurance, how- 
ever, may preclude capable and prudent individuals from serving as 
directors, much as malpractice insurance has driven out capable doc- 
tors, or may place an  excessive cost on depositories that would limit 
their ability to raise capital. 

Another possible reform to address misbehavior is to strengthen 
the chartering process of depository institutions. Chartering authority 
currently rests with various state and federal agencies. With numer- 
ous authorities, the potential exists for wide differences in precondi- 
tions for chartering and review. Once a charter has been granted, 
revoking it  may not be warranted for many types of misbehavior or the 
failure to deter misbehavior. Thus, regulators have resorted to inter- 
mediate supervision or enforcement, such as orders to cease and desist. 

37. For example, see statement of Benton E. Gup before the Senate Committee on Banking, Housing, 
and Urban Affairs, July 1, 1990; and statement of Philip F. Bartholomew before the U.S. Sen- 
tencing Commission, April 7,1989. 





CHAPTER IV 

A FRAMEWORK FOR EVALUATING 

REFORM PROPOSALS 

A variety of reforms to the federal deposit insurance system have been 
proposed. In fact, 22 separate submissions have been made to the 
Department of the Treasury for consideration in its study of deposit 
insurance. These proposals, by sponsor, appear in Appendix D. Many 
of the proposals are complementary, and few are incompatible with 
each other. No single proposal addresses all of the problems. 

This chapter introduces a framework for evaluating these and 
other reform proposals in the final three chapters. The framework-- 
derived from the standard insurance practices of underwriting, con- 
trolling, and transferring risk--integrates separate analyses of the 
various reform measures that have been proposed. The merits and 
limitations of each proposed measure are evaluated by its ability to ad- 
dress the general problem of moral hazard and the specific structural 
and operational problems of deposit insurance. 

The central goal in regulating depository institutions is to ensure 
economic growth and stability. In the United States and abroad, de- 
positories have performed valuable services in this regard. In achiev- 
ing the central goal, regulators attempt to create an  environment for 
depositories that  balances the sometimes conflicting objectives of 
safety, soundness, and fair competition. Deposit insurance is a part of 
the regulatory structure. Its specific objectives--preventing the spread 
of bank runs, and protecting small and unsophisticated deposits-- 
relates to safety. In addition, a consensus is now emerging that mini- 
mizing the exposure of taxpayers to loss needs to be reasserted as a 
basic objective of deposit insurance. 
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POSSIBLE TARGETS FOR REFORM 

Federal deposit insurance has pursued its objectives by imposing 
licensing and prudential regulation, supervision, and examination 
upon depositories. So far, contagion has been prevented, and small 
depositors have been protected. The current thrift crisis, however, sug- 
gests the need to reform the deposit insurance system, which can be 
achieved by two means: through government regulation, or through 
market incentives. Regardless of the means used, reform is accom- 
plished by affecting the behavior of three parties: the insurer, the 
insured, and the depository institutions. No other targets for reform 
exist. 

Reforms aimed a t  the  federal insurer concentrate on improving 
the willingness and the ability of the administering agencies to meet 
the objectives of the federal deposit insurance system. Some proposals 
suggest that these agencies provide closer supervision, manage the 
risk of deposit insurance better, and pay more attention to the burdens 
placed on taxpayers. Regulators can be authorized to require certain 
actions when circumstances warrant intervention. They can also be 
persuaded to act by the force of public opinion or market events. 

Reforms aimed a t  insured depositors generally seek more 
market discipline of depositories that offer insured accounts. Deposi- 
tors can effect discipline by withdrawing their funds from riskier in- 
stitutions and depositing them in safer ones. This discipline depends 
on the information available to depositors about the level of risk of 
their depositories and on the incentive and ability of depositors to move 
their money appropriately. Greater reliance on market discipline, 
however, may reduce the stability of the source of funds for deposi- 
tories. An example of this danger is that freer international competi- 
tion in financial services can expose the U.S. financial system to great- 
er risk if U.S. depositors shift funds to foreign depositories. Such occur- 
rences, even if temporary, could lead to liquidity problems and forced 
insolvencies. Other reforms aimed a t  insured depositors simply seek 
more payment for the insurance, regardless of incentives. These re- 
forms create additional reserves in the insurance fund to deal with 
normal failures. 
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Reforms aimed at depository institutions seek more cautious 
use of the funds entrusted to them. Either regulatory or market incen- 
tives can affect the behavior of depositories. Mandatory or discre- 
tionary regulations can encourage more cautious behavior. Market 
incentives can penalize overly risky behavior, primarily by the with- 
drawals of depositors or the actions of other creditors. Other reforms 
aimed a t  depositories seek more payment for the privilege of offering 
insured deposits and a premium rate that more accurately reflects the 
risk of the depository. 

PROPOSALS FOR REFORM 

The proposals for reforming federal deposit insurance contain numer- 
ous strategies to achieve that result. For purposes of analysis, these 
strategies are grouped to review their distinctions. Most of these 
strategies are common elements in each of the 22 reform proposals that 
were submitted to the Treasury; other recommended strategies for 
reform are also included. Two general strategies that appear in most of 
the proposals are: 

o Strengthening capital requirements, and 

o Enhancing supervision. 

Strengthened capital requirements of depositories are proposed as 
a way to create a safer, sounder, and less costly deposit insurance sys- 
tem. One fundamental way to strengthen these requirements is to re- 
quire depositories to hold more capital. The Financial Institutions 
Reform, Recovery, and Enforcement Act has already increased the 
amount of capital required for thrifts, but further increases have been 
proposed. The problem with increasing capital is that no standard 
short of 100 percent can guarantee not having to turn to the taxpayer 
for help in the event of a catastrophe. Moreover, a trade-off exists 
between increasing capital requirements and maintaining the profit- 
ability and viability of depositories. Yet, the more that stockholders 
are placed a t  risk, the more incentive they will have to behave pru- 
dently, thus decreasing the moral hazard for depositories. Two other 
ways that capital requirements can be strengthened are by changing 



78 REFORMING FEDERAL DEPOSIT INSURANCE September 1990 

how capital is measured for regulatory analysis and by improving the 
rules for disciplining and closing depositories. 

Enhanced supervision of depositories is also needed for a safer, 
sounder, and less costly deposit insurance system. As with other re- 
form strategies, enhanced supervision may come through the existing 
federal regulatory system or through the private market. In either 
case, those responsible for supervision must have access to adequate 
information about insured depositories on a timely basis. They must 
also have the willingness and ability to discipline troubled depositories 
and close them in a timely manner. 

In addition to the two general reforms, other measures can be 
extracted from the numerous reform proposals--whether the intended 
reforms target the insurer, the insured, or the institution, and whether 
the means used are government regulations or market incentives. 
These reform measures would: 

o Lower the amount of insurance coverage; 

o Change coverage restriction from per account to per indi- 
vidual; 

o Improve reevaluation of risk using market-value accounting; 

o Disclose publicly the results of reevaluation; 

o Improve chartering and licensing of insured depositories; 

o Deny or suspend the privilege of offering insured deposits; 

o Increase the reserve fund of the insurer; 

o Improve reporting of the level of reserves; 

o Increase the available Treasury line of credit; 

o Charge risk-based premiums; 
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o Set risk-based requirements for capital; 

o Reform the rules for closing depositories; 

o Impose a loss or "haircut" on uninsured creditors; 

o Pay the insurer before others after resolving a failed deposi- 
tory; 

o Tighten regulatory supervision and stiffen penalties; 

o Restrict investments of insured depositories (narrow banks); 

o Create industry self-insurance; 

o Share risk with depositors (coinsurance); 

o Share risk with other insurers (reinsurance); or 

o Require subordinated (uninsured) debt. 

These measures are categorized according to the problems they 
address and the practices they represent, either directly or indirectly, 
in Table 4. Some of these ideas overlap; for example, some under- 
writing reforms that address moral hazard would also apply to other 
problems. No single practice that addresses insurance risk nor any one 
reform measure can solve all of the problems in the current structure of 
deposit insurance, although some strategies are more effective than 
others. Although the reform of deposit insurance is not simple, this 
analysis of separate measures for reform may help reduce the com- 
plexity. 

OTHER REFORM CONSIDERATIONS 

Reform of the current structure of federal deposit insurance appears 
necessary and urgent to avoid problems in the future like the current 
thrift crisis. Nevertheless, reform must be carefully considered. More- 
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TABLE 4. PROPOSED MEASURES FOR REFORMING 
FEDERAL DEPOSIT INSURANCE 

Underwriting Controlling 
Risk Risk 

Transferring 
Ria k Problem 

Create narrow banks. Restrict coverage to 
individual. 

Create industry 
self-insurance. 

Moral Hazard 

Lower amount of coverage. Charge risk-based 
premiums, set risk- 
based capital. 

Require subordinated 
debt. 

Reevaluate risk using 
market-value accounting. 

Reform closure rule. Use reinsurance or 
coinsurance. 

Disclose risk reevaluation. Tighten supervision 
and penalties. 

Improve chartering and 
licensing. 

Haircut for uninsured 
creditors. 

Deny or suspend charter 
or license. 

Increase reserve fund. 

Improve reporting 
of reserves. 

Increase Treasury 
line of credit. 

Delay in Closing 
Insolvent Insti- 
tutions 

Lower amount of coverage. Create narrow banks. Create industry self- 
insurance. 

Reevaluate risk using 
market-value accounting. 

Charge risk-based 
premiums, set risk- 
based capital. 

Require subordinated 
debt. 

Disclose risk reevaluation. Reform closure rule. Use reinsurance or 
coinsurance. 

Deny or suspend charter 
or license. 

Haircut for uninsured 
creditors. 

Increase reserve fund. 

Improve reporting 
of reserves. 

Increase Treasury line 
of credit. 

Measures of 
Market Value 

Disclose risk reevaluation. Create narrow banks. Require subordinated 
debt. 

Reform closure rule. 

Reevaluate risk using 
market-value accounting. 

Charge risk-based 
premiums, set risk- 
based capital. 

Use reinsurance. 

Create industry self- 
insurance. 

- - - - - - - - - - - - - - - - - -  
(Continued) 

Improve reporting 
of reserves. 
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TABLE 4. Continued 

Underwriting Controlling 
Risk Risk 

Ransferring 
Risk Problem 

Reevaluate risk using 
market-value accounting. 

Create narrow banks. Assigning Ade- 
quate Capital 
Requirements 

Require subordinated 
debt. 

Charge risk-based 
premiums, net risk- 
based capital. 

Reform closure rule. 

Too-Big-To-Fail Disclose risk reevaluation. Create narrow banks. Use reinsurance or 
coinsurance. 

Deny or suspend charter 
or license. 

Charge risk-based 
premiums, set risk- 
based capital. 

Create industry self- 
insurance. 

Increase reserve fund. Reform closure rule. Require subordinated 
debt. 

Increased Treasury line 
o f  credit. 

Haircut for uninsured 
creditors. 

Method o f  
Resolving 
Inetitutions 

Increase reserve fund. Create narrow banks. 

Improve reporting of 
reserves. 

Haircut for uninsured 
creditors. 

Increase Reasury line 
o f  credit. 

Pay insurer before others. 

Charge risk-based 
premiums. 

Unintended 
Coverage 

Restrict coverage to 
individual. 

Pay insurer before others. 

Haircut for uninsured 
creditors. 

Undeniability 
o f  Coverage 

Deny or suspend charter 
or license. 

Tighten supervision 
and penalties. 

Create industry self- 
insurance. 

Use reinsurance. 

Addressing 
Misbehavior 

Disclose risk reevaluation. Create narrow banks. Use reinsurance or 
coinsurance. 

Improve chartering 
and licensing. 

Tighten penalties. Create industry self- 
insurance. 

Deny or suspend charter 
or license. 

Lower amount o f  coverage. 

Restrict coverage to 
individual. 

SOURCE: Congressional Budget Office. 

NOTES: The orderingof items in  this table does not necessarily reflect any ranking. 

n.a. = not applicable. 
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over, the transition from the current structure to a reformed structure 
is also crucial.1 Some reform strategies, such as the narrow banking 
concept, may seem highly appealing, but the process of change may 
create both economic and social costs. 

These concerns do not imply that certain proposals with transi- 
tional effects should be ruled out. Some transitional effects are dis- 
cussed in the following chapters, but further analysis of the best way to 
carry out reform is needed. Some reforms, such as strengthening capi- 
tal requirements, may be acceptable and easily implemented. En- 
hancing prudential supervision by a greater reliance on the private 
market, however, may require a longer period of transition. Some 
flexibility, therefore, must be incorporated into the reform process. 

Deposit insurance reform has been discussed in  isolation from 
other possible changes in the regulatory structure of depositories. 
Changes in the scope of activities and powers granted to depositories 
may also need to be considered. Such changes may further improve the 
efficiency of financial services and may be considered in conjunction 
with the reform of federal deposit insurance. The urgency of reforming 
its current structure, however, may preclude immediate consideration 
of other possible changes. 

Other reforms of the regulatory structure of depositories under 
consideration include further reducing the barriers to competition 
among financial institutions and permitting nationwide branching of 
all financial institutions. Restructuring the agencies that regulate 
depositories may also be desirable. The dual nature of chartering fi- 
nancial institutions a t  federal and state levels and the overlapping 
structure of federal regulation for different types of financial institu- 
tions have both advantages and disadvantages. In addition, the pace of 
innovation in financial services and information technology, domes- 
tically as well as internationally, warrants continued and intensive 
discussion by federal policymakers. 

1. National Council of Savings Institutions, "Federal Deposit Insurance Reform: A Report and 
Proposal of the National Council of Savings Institutions" (unpublished report, Washington, D.C., 
August 1990). 



CHAPTER V 

REFORM MEASURES FOR 

UNDERWRITING RISK 

Underwriting practices are used by the deposit insurer to define the 
limits of coverage and set premium charges. The use of standard un- 
derwriting practices as a strategy for reform may be limited, however, 
because federal deposit insurance is structured as  an assurance sys- 
tem. This structure gives it  greater flexibility in covering the insured 
risk because the insurance fund need not be self-sustaining. Never- 
theless, minimizing the taxpayers' contribution to financing this insur- 
ance coverage--one of the objectives of reform--makes reliance on pre- 
mium income an important feature. The degree to which the insurance 
fund is intended to be self-sustaining limits how various underwriting 
practices can help achieve reform. 

Three other characteristics of federal deposit insurance that dis- 
tinguish i t  from private insurance--the unconditional guarantee of 
deposits, the lack of independence between the insurer and the in- 
sured, and the extension of coverage beyond statutory ceilings--also 
limit the use of underwriting as a reform strategy. Nevertheless, some 
underwriting practices for assessing and covering risk may be appli- 
cable, such as placing conditions on the extent of coverage and better 
evaluating risk. In addition, other insurance practices, such as con- 
trolling risk by imposing losses on uninsured creditors, can be effective 
substitutes for underwriting. 

LOWER THE AMOUNT OF INSURANCE COVERAGE 

The United States has the second highest level of coverage in the 
world--currently up to $100,000 per account.1 The coverage offered by 
the federal deposit insurance system has prevented runs on individual 

1. Italy, which has the highest level at 1990 exchange rates, uses a eystem of coinsurance (see 
Appendix B). 
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depositories as well as systemwide runs and has protected small and 
unsophisticated depositors. One question is whether the $100,000 
level of coverage is more than necessary to accomplish the same goals. 
Alternatively, would lowering coverage imperil the safety of the de- 
pository system? 

Some analysts have suggested reducing the overall level of cov- 
erage.2 Others have suggested limiting coverage by other means while 
maintaining the current level.3 Insurance coverage may be limited by 
changing i t  to a per-individual basis rather than a per-account basis, 
as discussed below, or by introducing coinsurance, a strategy of trans- 
ferring risk discussed in Chapter VII. 

A key advantage of lowering the level of coverage is that it  reduces 
the moral hazard by exposing the deposit insurer to less risk and 
depositors to more, assuming that the amount of insured deposits held 
by each depository is also reduced. If coverage is maintained per ac- 
count rather than per individual, multiple-institution accounts would 
still be possible. Lowering the level of coverage from $100,000 would 
not affect small and unsophisticated depositors. The average account 
balance is well below the limit. 

A disadvantage of lowering the level of coverage is that, by reduc- 
ing depositors' insurance and giving them a greater stake in moni- 
toring their depositories' behavior, i t  relies on market discipline, which 
would come through the threat of depositors withdrawing their funds. 
Such withdrawals would increase the likelihood of runs, which is what 
deposit insurance was designed to prevent. The withdrawal of funds 
would also restrict the availability of previously stable sources of funds 
for depositories. This restriction may affect financial services but may 
also encourage nondepository financial institutions to compete more 
freely. 

Another disadvantage in lowering the level of coverage is that the 
availability of insured deposits as a risk-free asset is reduced. While i t  

2. See Appendix D for a synopsis of the proposal from Citicorp. 

3. For example, see Appendix D for a synopsis of the proposal from the American Bankers Association. 
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is true that consumers have alternative risk-free assets available, such 
as savings bonds and other Treasury securities, the transaction costs 
associated with these substitutes are higher. As discussed in Chapter 
11, real coverage of insured deposits is being reduced by inflation. If 
explicit reductions in coverage are deemed necessary, however, caution 
should be exercised, perhaps by phasing in the reductions. In this way, 
markets may adjust in an orderly fashion. 

CHANGE COVERAGE RESTRICTION 
PER ACCOUNT TO PER INDIVIDUAL 

Current deposit insurance restricts coverage to an  account; one pro- 
posed reform strategy would restrict coverage to an individual.4 This 
restriction would eliminate coverage on multiple-institution accounts, 
brokered deposits, and other group accounts. Restriction of coverage to 
the individual also lowers the overall deposit insurance coverage for 
depositories. As a result, this reform proposal creates incentives for 
those depositors, who have more in their accounts than the insured 
limit, to exert greater discipline on the depository to protect these 
funds. The depositors who exceed the coverage limit would be the most 
effective in exercising this discipline because they have the most to 
lose. In addition, limiting coverage of so-called super accounts--that is, 
brokered deposits, passthrough accounts, and so forth--would remove 
the potential problems of unstable funding, which increases a deposi- 
tory's incentive to take risks. 

Restricting coverage to an individual has two major disadvan- 
tages. The process for limiting coverage to an individual is unclear. 
While information technology could probably meet the need fm sub- 
stantial data processing and surveillance, depositors can still circum- 
vent this coverage limit. One obvious method is for an individual to 
deposit funds through third parties, such as relatives, who are not 
making full use of the limits of their insurance coverage. The defini- 
tion of an eligible individual is also unclear. An obvious question is 
whether coverage will be extended only to people or also to partner- 

4. See remarks of Congressmen Henry B. Gonzalez, Chairman, House Committee on Banking, 
Finance and Urban Affairs, Congressional Record, September 5,1990. 
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ships, trusts, corporations, and government bodies, such as states and 
local governments. Another is whether an individual's retirement ac- 
count should be treated as a separate entity. Moreover, questions 
remain on whether to limit coverage to individuals for their lifetime or 
for some shorter period. 

IMPROVE REEVALUATION OF RISK 
BY USING MARKET-VALUE ACCOUNTING 

The continuing evaluation of risk a t  depositories, known as postselec- 
tion, has problems related, in part, to the appropriate measurement of 
a depository's risk and solvency. As discussed in Chapter 111, there is 
some debate over the usefulness of market-value accounting as  op- 
posed to the book-value accounting methods currently used by regula- 
tors. Even though this debate is unresolved, a substantial number of 
submissions to the Department of the Treasury includes this proposed 
approach to assessing risk (see Appendix D). 

Market-value accounting recognizes losses sooner than book-value 
accounting, thus permitting regulators to take action sooner. It has 
the potential to provide a better measure of economic solvency, but 
current uncertainties over its implementation make its full use ques- 
tionable. Using market-value accounting for easily valued assets, such 
as marketable securities, could improve the postselection or reevalua- 
tion process. Moreover, reappraising other assets, such as  real estate, 
on a regular basis may provide better information for regulatory 
decisionmaking. In addition, reporting market values alongside other 
accounting information could have some benefit. For example, regula- 
tors could require that capital be reported by all accounting measures: 
generally accepted accounting principles (GAAP), regulatory account- 
ing practice (RAP), tangible accounting practice (TAP), and market- 
value accounting. These steps may represent a compromise over any 
single accounting standard until better methods of measuring solvency 
are determined. 

Increased use of sophisticated financial instruments, such a s  
futures contracts, raises a problem for market-value accounting. The 
principles of evaluating such instruments are far from clear. Recent 
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litigation, such as that prompted when the Office of Thrift Supervision 
closed Franklin Savings Bank, has demonstrated that the legal mea- 
surement of solvency is still subject to dispute. 

DISCLOSE PUBLICLY THE RESULTS OF REEVALUATION 

If a depository knows that the deposit insurer is more accurately 
assessing its level of risk, i t  has more incentive to manage its risk 
prudently. Publicly reporting the deposit insurer's reevaluation of the 
risk of individual depositories, including their market appraisal, may 
expose problems earlier. Currently, regulators of depositories do not 
publicly disclose their supervisory opinion of the condition of individ- 
ual depositories. This information can be difficult, if not impossible, 
for even the Congress to obtain. Public disclosure of those risk assess- 
ments may even force the regulator to discipline or close a failing de- 
pository. The public disclosure of postselection assessment may also 
aid policymakers in dealing with regulatory action or inaction, as well 
as with the too-big-to-fail problem. Currently, the regulator retains 
discretion in closing large, failing depositories; policymakers, there- 
fore, are limited to after-the-fact oversight. 

One disadvantage of publicly disclosing the results of the regula- 
tor's reevaluation of a depository is that the public may not be sophis- 
ticated enough to understand the report. Oversimplifying the reevalu- 
ation by assigning a numerical grade to represent the results of the 
regulator's report could lead to unnecessary runs. While rat ing 
agencies exist in the private sector to assign such grades, they are gen- 
erally used by a limited number of sophisticated creditors of deposi- 
tories. Although more and better information is preferred for making 
accurate evaluations, introducing public disclosure of the regulator's 
report must be cautiously considered. (The situation is analogous to 
public disclosure of the test scores of students. If parents and admin- 
istrators use such information wisely, it  is a boon for better schooling; 
used unwisely, it  can be a problem.) 
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Public disclosure also may distort the reliability of the informa- 
tion.5 Some regulators have suggested that depository institutions 
will be less forthcoming with information if they know that it will be 
disclosed to the public. Regulators are sympathetic to the uncer- 
tainties of the postselection process and, thus, seem unwilling to make 
their postselection assessment public. 

IMPROVE CHARTERING AND LICENSING 
OF INSURED DEPOSITORIES 

A tougher underwriting practice for assessing risk could reduce some 
moral hazard by imposing stricter standards on depositories. For 
example, one could tighten the standards for obtaining a new charter. 
Since not many new depositories are emerging, however, this under- 
writing strategy does not offer much benefit. In addition, improved 
underwriting does not preclude a depository from embarking on high- 
risk strategies or imprudent behavior after it  has received coverage. 
Moreover, the federal deposit insuring agencies do not have chartering 
authority. Their option would be to stiffen the standards for new 
licenses to offer insured deposits. Probably a key role for licensure 
standards is in the evaluation of the merged institutions that result 
fiom the resolution of failed depositories. A number of the mergers 
facilitated by the Federal Savings and Loan Insurance Corporation 
have not proved to be viable. The remedy for this probably lies in 
making it incumbent upon the regulators to be more prudent in ap- 
proving the merger or granting the charter to the newly formed insti- 
tution. 

DENY OR SUSPEND THE PRIVILEGE 
OF OFFERING INSURED DEPOSITS 

Under current policy, underwriting strategies other than postselection 
cannot be used once a depository has gained the privilege to offer in- 
sured deposits--that is, its license or its charter to do business. Under- 

5. See transcript of the statement of Alan Greenspan before the House Committee on Banking, 
Finance and Urban Affairs, September 13,1990. 
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writing only addresses the question of whether a depository qualifies to 
offer insured deposits. Given that the chartering of a depository be- 
stows a public trust, chartering is fundamental to prudential super- 
vision. But, revoking or suspending a license or charter of an  operat- 
ing depository is generally considered too drastic an action for regula- 
tors to take in enforcing standards. Revoking or suspending a deposi- 
tory's charter, in effect, closes the institution. A depository that is 
denied the license to offer insured deposits cannot seek alternative in- 
surance; thus, denial of coverage is equivalent to closing a depository. 

Using postselection, the deposit insurer can evaluate the compli- 
ance of a depository to regulations. Noncompliant depositories may be 
disciplined with methods short of closure. These methods include the 
power to order a depository to cease and desist a particular activity, to 
remove officers or directors, to suspend the ability to pay dividends, 
and so forth. Use of these enforcement actions are a t  the discretion of 
regulators. 

Restricting coverage, however, could precede full denial. The in- 
surer could use limited denial as  a disciplinary tool on depositories that 
are not in compliance with regulations. For example, a system based 
on regulations or the judgment of regulators could reduce, rather than 
deny, insurance coverage to a depository that grows a t  excessive rates 
or engages in imprudent investments. This stipulation would place an  
implicit cost on depositories that decide to engage in questionable f i -  
nancial practices. The insurer may be more inclined to invoke inter- 
mediate disciplinary action than to revoke the privilege of offering 
insured deposits. Regulatory discretion would be curtailed if regula- 
tions defined coverage limitations based upon a depository's noncom- 
pliance or its level of risk or both. 

The regulator may also discipline a depository by suspending, for a 
short period of time, its charter to operate rather than by denying its 
license to offer insured deposits. These actions, although similar, 
would have different effects. Denying a license would merely limit an  
institution, whereas suspending a charter would force the institution 
to stop all operations. Suspending the charter could also be limited to 
some specific function of the depository, such as their branch offices, 
which would be similar to a legal order to cease and desist a particular 
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unsafe practice. Full suspension of a charter, even for a day, or a 
limited suspension for a limited portion of a depository's operation may 
be viewed as too drastic. 

An important difference between suspending the charter and sus- 
pending the license to offer insured deposits is that chartering is done 
a t  both the state and federal level, while licensing for insurance is done 
only a t  the federal level. If greater discipline is to be effected by federal 
regulators, i t  would presumably come through licensing. 

INCREASE THE RESERVE FUND OF THE INSURER 

If the deposit insurer has a sufficient level of reserves in the insurance 
fund, then it can resolve failed depositories expediently. If reserves are 
insufficient, as was the case for the FSLIC in the 1980s, the deposit 
insurer may delay closing insolvent depositories or be forced to use 
resolution methods that ultimately cost the taxpayer more than if the 
insurer had been constrained financially. The FSLIC was, a t  least 
implicitly, backed by the government budget and, thus, should not 
have had a shortage of money. To draw on this source of funds, how- 
ever, required Congressional appropriation. Insurance fund adminis- 
trators might have delayed requesting such action because i t  would 
have implied that they were incapable of dealing with the difficulties 
they faced. Increasing the reserve of the insurance fund provides the 
deposit insurer with greater flexibility. Maintenance of a reserve fund 
avoids the necessity of Congressional appropriation for each failure of 
a depository. 

The disadvantage of increasing the reserves of the insurance fund 
becomes readily apparent if the depository industry is under stress. 
Premiums represent the primary source of income for the reserve fund. 
Increasing the general premium rate may tax some depositories to 
such a degree that additional failures result. If reserves of the fund are 
to be increased, this effect must be taken into account in order to 
determine the net effect of premium increases. 

Some other countries do not maintain a reserve fund or only main- 
tain one which is adequate to handle the smallest of depositories that 
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fail. This has the advantage of not incurring an explicit tax upon the 
earnings of insured depositories and possibly weakening their capital 
base. The disadvantage is that there may be delay in resolving a failed 
depository until assessments of other insured depositories are col- 
lected. 

IMPROVE REPORTING OF THE LEVEL OF RESERVES 

The insurance objectives can be better served if the deposit insurer is 
able to recognize and assess its contingent liabilities, which are an esti- 
mate of the potential losses to the insurance fund. How the deposit in- 
surer then responds can affect its ability to carry out prudential super- 
vision, such as taking steps to close insolvent depositories. One reason 
cited for the delay in closing insolvent thrifts was that the FSLIC did 
not have sufficient reserve funds to do so. If the FSLIC's insolvency 
had been recognized sooner--primarily through better acknowledge- 
ment of its contingent liabilities--its difficulties might have become 
obvious and addressed earlier. While the FSLIC did report some mea- 
sure of its contingent liabilities, these estimates understated the value 
of potential losses to the insurance fund. 

INCREASE THE AVAILABLE TREASURY LINE OF CREDIT 

Another underwriting strategy for covering risk is to provide a Trea- 
sury line of credit or other adequate Treasury funding to  the federal 
insurer.6 The deposit insurer already has a line of credit with the 
Treasury. Extending the line of credit to cover unanticipated contin- 
gencies--such as unexpected losses, systemwide financial calamity, or 
restructuring the industry--would give the insurer greater flexibility. 
Such flexibility would remove the potential financial constraints that 
can affect decisions on how to  close unusually large numbers of insti- 
tutions. 

6. See statement of Robert D. Reischauer before the Senate Committee on Banking, Housing, and 
Urban Maire, September 12,1990. 
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The savings and loan example is relevant here, also. The FSLIC 
insurance fund was constrained in its ability to raise funds to cover 
losses. Although FSLIC was able to increase its premiums, it had diffi- 
culty accessing its external funding source--that is, Congressionally 
appropriated funds. Private insurance practices suggest that an  
arrangement for external funding should be made before it  is needed. 
This arrangement is especially important for catastrophic loss. 

In the absence of such arrangements, the FSLIC resorted to a num- 
ber of intermediate techniques: such as the Management Consignment 
Program, in which institutions were administered by FSLIC officials; 
and the Southwest Plan, which combined insolvent institutions into 
recapitalized, consolidated entities. Both of these techniques allowed 
the thrift institutions to continue operation, although they were re- 
organized and more closely supervised. Neither technique reduced the 
contingent liability of the insurance fund. If FSLIC had sufficient re- 
sources, closing these institutions may have been more prudent. 

One of the major arguments against providing the deposit insur- 
ance fund with an  expanded line of credit to the Treasury is that doing 
so would reduce Congressional oversight and could lead to abuses by 
the insurer. Without adequate oversight, providing the line of credit 
could also lead regulators to shift the burden of financing losses from 
the depositors to the taxpayers. But oversight should be possible to 
maintain, through regularly scheduled reporting and hearings, even if 
the frequency of the need to request appropriations is reduced. 



CHAPTER VI 

REFORM MEASURES FOR 

CONTROLLING RISK 

The current structure of deposit insurance was designed to deal with 
the fundamental problem of moral hazard primarily by controlling 
risk. Because deposit insurance coverage is an unconditional guaran- 
tee, standard underwriting practices are difficult to apply. Instead, 
risk has been controlled through prudential regulation, supervision, 
and examination. During the 1980s, regulatory forbearance and re- 
duced prudential supervision contributed to the failures of thrifts and 
increased the consequent costs to the insurer and, ultimately, the tax- 
payer. Deregulation of both thrifts and banks may have been war- 
ranted in the early 1980s, but, in combination with lax supervision, it 
contributed to the thrift crisis. Either deregulation or less stringent 
supervision may have been justified on the notion that reducing gov- 
ernment interference in an industry's conduct of business increases, in 
general, economic efficiency. In retrospect, however, increased pru- 
dential supervision should have accompanied deregulation in the early 
1980s. 

In reforming federal deposit insurance, numerous measures have 
been proposed for controlling risk. These measures address, to one de- 
gree or another, each of the problems of deposit insurance except un- 
deniability of coverage. They include charging risk-based premiums, 
setting risk-based requirements for capital, reforming the rules for 
closing depositories, imposing a mandatory loss on uninsured credi- 
tors, paying the insurer before others after resolving a failed deposi- 
tory, tightening regulatory supervision and stiffening penalties, and 
restricting investments of insured depositories. 

CHARGE RISK-BASED PREMIUMS 

Ratemaking as used by private insurance discriminates among dif- 
ferent insured parties according to their level of risk, charging higher 
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premiums for coverage of higher risk. Many analysts, therefore, sug- 
gest that pricing premiums based on risk may reduce moral hazard by 
creating an incentive for owners and directors of depositories not to 
undertake higher risk.1 By serving as  indicators of trouble, risk-based 
premiums may also address the problem of delay in closing deposi- 
tories and the problem of an institution's being too big to be allowed to 
fail. The regulator may be more inclined to take action once this in- 
dicator has sounded an  alarm. 

To a limited degree, higher premiums add to the reserves of the in- 
surance fund for resolving insolvent depositories. Currently, banks in- 
sured by the Bank Insurance Fund pay a premium rate of 12.5 cents 
per $100 of insured deposits. A bank holding $1,000,000 in deposits, 
the base against which the premium is charged, would pay a premium 
of $1,250. The premium rate remains constant regardless of the 
amount on deposit or the risk of the bank. 

Risk-based premiums would still use the level of insured deposits 
as the base, but the premium rate would reflect risk through a sched- 
ule of weights for different mixes of assets. Suppose that risk was mea- 
sured by classifying a depository's assets into two types--risky and 
nonrisky--and that the premium rate was 30 cents per $100 of insured 
deposits for risky assets and 5 cents per $100 of insured deposits for 
nonrisky assets. If the depository had 20 percent of its assets in the 
risky category and 80 percent in nonrisky, then the premium would be 
30 cents times 0.2 of its assets, plus 5 cents times 0.8 of its assets, or 10 
cents per $100 of insured deposits. Thus, the premium rate would 
reflect the risk of the depository. 

Risk-based premiums may also apply to categories of deposits that 
are not intended for coverage. For example, brokered deposits could 
cost more to insure than other forms of deposits, which would make 
them less attractive to depositories as a source of funds for fast growth 
or highly speculative investments. 

1. For example, see Appendix D for a synopsis of the proposal from the American Bankers Association. 
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Some analysts are opposed to risk-based premiums because of two 
problems with implementing them.2 First, the risk of a depository is 
difficult to measure; thus, premium assessments are subject to sig- 
nificant error. Second, risk-based premiums impose higher payments 
on already troubled depositories, which may then increase their prob- 
ability of failure. 

Correctly charging risk-based premiums should provide an incen- 
tive for avoiding high-risk activities and appropriately compensate the 
insurer for such risks. Yet, because of the uncertainty in determining 
the correct structure for risk-based premiums, depositories are not 
necessarily prevented from getting into trouble. Moreover, a tendency 
exists to charge premiums that differentiate only slightly between 
low-risk and high-risk depositories. Unless the premiums for high-risk 
depositories are sufficiently high to change behavior, they serve no 
useful purpose. Once a depository becomes troubled, its failure is 
likely. 

SET RISK-BASED REQUIREMENTS FOR CAPITAL 

Like the use of risk-based premiums, the use of risk-based capital re- 
quirements is a type of reform that may reduce moral hazard. Re- 
quiring higher capital levels for riskier asset categories forces the own- 
ers and directors of the depository to bear more of the risk. Risk-based 
capital requirements and risk-based premiums are similar in that each 
provides this disincentive to undertake high risk, but they differ in an 
important way. Risk-based capital requirements force the institution 
to protect itself and, in doing so, protect the insurance fund. Risk- 
based premiums, however, may protect the insurance fund by increas- 
ing its reserves and providing incentives to depositories for prudent 
management, while a t  the same time diluting the depository's capital 
if i t  cannot pass its increased costs on to its customers.3 

2. For example, see Appendix D for a synopsis of the proposals from the Federal Reserve Bank of 
Boston and the Federal Reserve Bank of Minneapolis. 

3. James R. Barth and Philip F. Bartholomew, 'The Thrift Induetry Crisis: Revealed Weaknesses in 
the Federal Deposit Insurance System" (paper presented at a conference on Reform of Deposit 

(Continued) 
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Depository institutions are relatively indifferent to how risk-based 
premiums and risk-based capital requirements would affect their be- 
havior. The effect on the deposit insurer, however, is different. Risk- 
based premiums provide higher revenues to cover the greater risk of 
the deposits. Risk-based capital requirements, however, would not 
affect the level of reserves directly. Rather, they would affect the capi- 
tal  of the depositories, which, in turn, implicitly protects the reserves 
in the fund. In addition, risk-based capital requirements may improve 
the evaluation of depositories. 

International agreement in  the Basle Accord on capital standards 
makes the use of risk-based capital requirements uniform and im- 
proves the international regulation of depositories.4 Having uniform 
requirements among countries addresses, at least partially, concerns 
raised by depositories, particularly banks, which are increasingly en- 
gaged in multinational operations. Having different regulatory re- 
quirements in  different countries sets up an  opportunity for adverse 
selection--that is, an  institution has a n  incentive to select whichever 
country has the least restrictive regulations (see Appendix B). 

Risk-based capital requirements do have disadvantages. Like 
market-value accounting, risk-based capital requirements are inexact. 
Although the requirements may be stated with detailed precision, un- 
certainties are associated with their effects. Moreover, changes in a n  
evolving financial sector burden regulators with constantly having to 
reevaluate and alter the requirements. This constant process of re- 
evaluation in itself creates uncertainties both for regulators and de- 
positories. 

3. Continued 

Insurance and the Regulation of Depository Institutions in the 1990s: Setting the Agenda, 
sponsored by the Center for Economic Policy Research, Stanford University, held in Washington, 
D.C., May 1990). 

4. For a discussion of the Basle Accord capital requirements, see George J. Benston, "U.S. Banking in 
a n  Increasingly Interested and Competitive World Economy," presentation a t  a conference on 
International Competitiveness in the Financial Services, sponsored by the American Enterprise 
Institute, held in Washington, D.C., May 31 to June 1,1990. 
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REFORM THE RULES FOR CLOSING DEPOSITORIES 

One proposed reform would close insured depositories as  soon as  they 
become insolvent. Establishing a more timely rule for closure disci- 
plines insured depositories and curtails regulatory discretion in grant- 
ing forbearance. Some analysts have suggested that  an early closure 
rule would probably mandate disciplinary action for a depository that 
fails to achieve fixed-level capital requirements and would close a 
depository before i t  becomes insolvent on a book-value basis.5 This 
strategy may address the uncertainty about true economic solvency; it 
will certainly assist in preventing risk to the insurance fund. These 
rules would also impose a greater burden on the owners and directors 
of depositories to act prudently and to comply with legal limits on 
maintaining minimum capital requirements. 

The Financial Institutions Reform, Recovery, and Enforcement 
Act of 1989 implemented a system for regulators to take disciplinary 
action when a depository institution failed to be solvent on a tangible 
basis. Currently, noncompliant depositories must file a business plan 
that demonstrates an  ability to improve their capital position and 
comply with capital requirements. Failure to file a plan acceptable to 
the regulator is cause for closure, but this system still gives regulators 
flexibility in determining how quickly to act. 

One reform proposal, that of the Shadow Financial Regulatory 
Committee, is built around a careful plan for reformulating closure 
rules.6 The plan suggests a program of mandatory and early regula- 
tory actions as soon as a troubled depository's capital deteriorates 
below levels established by statute. The proposal incorporates capital 
requirements that are slightly higher than current standards to trig- 
ger disciplinary action. Depositories would be classified into four 
groups based on their ratio of capital to assets. As the ratio deteri- 
orated, a depository would be subject to increasing supervisory dis- 
cipline. In addition, this proposal limits or suspends payments to 

5. For example, see Appendix D for a synopsis of the proposals from the Independent Bankers 
Association and the Federal Reserve Bank of Richmond. 

6. Shadow Financial Regulatory Committee, "An Outline of a Program for Depoeit Insurance and 
Regulatory Reform," Statement No. 41, Chicago, Illinois, February 1989. 
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officers, directors, shareholders, and subordinated debt holders. When 
the depository reached the lowest ratio, it would be forced to reor- 
ganize, recapitalize, or both. The closure rule provides due process, 
which is a critical prerequisite. 

Nevertheless, this proposal for mandatory or early regulatory ac- 
tions has disadvantages. On the one hand, its effectiveness depends 
upon setting appropriate levels of capital and measuring them accur- 
ately; on the other hand, flexibility may be desirable in some circum- 
stances. The proposal, however, recognizes this disadvantage and 
allows for intermediate disciplinary actions. This approach allows de- 
positories to appeal the regulatory assessment of their solvency, while 
a t  the same time limiting potential loss to the deposit insurer. Capital 
requirements can be effectively increased beyond current levels to 
compensate for uncertainty in the difference between book-value and 
market-value measures of solvency, but noncompliance may not neces- 
sarily result in closure. Ultimately, the assessment of this type of re- 
form turns on whether rules can be set out in advance that fit most 
problems of depository institutions and on whether the regulators will 
be allowed to administer these rules without interference. 

IMPOSE A LOSS ON UNINSURED 
CREDITORS: THE "HAIRCUT" 

Another proposed reform specifically addresses the compensation of 
uninsured creditors after a depository has been closed. This proposal 
would impose a mandatory loss, or "haircut," on uninsured general 
creditors; the loss would be arbitrarily set a t  some fraction of their 
claim on a failed depository.7 Regardless of the resolution method 
selected to close a depository, this mandatory loss assures that unin- 
sured creditors would not be fully compensated. The intent is for such 
creditors to have an  incentive to exert discipline on the depository be- 
fore it becomes troubled or insolvent. Imposing a mandatory loss on 
uninsured creditors would also lessen the loss to the federal deposit 
insurer. 

7. See Appendix D for a synopsis of the proposal from the American Bankers Association. 
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The use of open assistance to troubled depositories, provided by the 
Federal Deposit Insurance Corporation through direct lending or by 
the Federal Reserve through the discount window, would reduce 
market discipline and thus undermine the usefulness of the haircut. 
This assistance permits troubled depositories to remain open and per- 
mits uninsured creditors to withdraw funds before the depository can 
be closed and the haircut imposed. Stipulations could make imple- 
menting the haircut mandatory when open assistance is provided to a 
depository. Such a requirement would provide two benefits that ad- 
dress both the closure rule and the too-big-to-fail problem. First, the 
regulator would have less incentive to be lenient by offering open 
assistance rather than by closing a troubled depository because i t  
would be self-defeating. Second, if the use of open assistance were 
considered by the market to be imminent, uninsured creditors would 
flee the depository, thus forcing early closure. 

One serious problem exists in implementing the haircut. If unin- 
sured creditors have taken the precaution to secure their credit with 
collateral from the depository, the haircut might not be legal. 
Preliminary data from the Resolution Trust Corporation and the Office 
of Thrift Supervision suggest that almost all of the uninsured claims of 
depositories currently in conservatorship are secured by collateral. 
Breaking these contractual obligations poses serious legal questions. 
Prohibiting uninsured creditors from securing their claims with 
collateral may be one solution, but this would increase the cost of these 
funds to depositories. This consequence may be desirable because 
repricing would better reflect the risk of this type of funding and elimi- 
nate the implicit subsidy of federal deposit insurance. 

PAY THE INSURER BEFORE OTHERS AFTER 
RESOLVING A FAILED DEPOSITORY 

Another reform measure would be to give preference to the deposit in- 
surer's claims over other claims after an  institution is resolved. As dis- 
cussed in Chapter 111, the Federal Deposit Insurance Corporation was 
originally granted this preferred status, had the status withdrawn in 
1935, and has since proposed its reinstatement. Providing preferred 
status to a federal agency, even when it  represents a class of individ- 
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uals--in this case, taxpayers--would set a legal precedent with poten- 
tially serious consequences. 

The current structure of federal deposit insurance gives preference 
to secured creditors over the insurer. These creditors have secured 
their claims against the depository with assets of the depository for 
collateral. Changing the status of secured creditors is a tricky legal 
proposition because they had the foresight to secure their claims and 
were compensated on the assumption that they were secured. A rule 
that forces closure once a depository's ratio of capital to assets falls 
below a particular level could stipulate that secured holdings are 
either no longer secured or are less secured. Alternatively, the narrow 
banking proposal, discussed below, suggests a way in which the deposit 
insurer may be able to secure its claims. One way may be to require 
insured deposits to be pledged against certain assets. 

TIGHTEN REGULATORY SUPERVISION 
AND STIFFEN PENALTIES 

Some proposals for reform specifically recommend strengthening pru- 
dential supervision.8 These proposals also suggest increasing the re- 
sources for examination, increasing the quality and intensity of ex- 
amination, and increasing the number of examinations to which a 
depository is subject. These proposals are well intentioned and cer- 
tainly underscore the deficiencies in prudential regulation, super- 
vision, and examination that contributed to the thrift crisis. 

The proposals to tighten regulatory supervision, however, have 
their limitations and disadvantages. First, the United States already 
has the most intensive system of on-site examination of depository in- 
stitutions in the world (see Appendix B). This status suggests that im- 
provements may not yield results proportional to resources expended. 
Second, reliance upon this approach permits regulatory discretion. 
Third, if depositories are charged for the expanded regulation by the 
supervising agency, their costs will rise explicitly or, if depositories 

8. For example, see Appendix D for a synopsis of the proposals from the American Bankers 
Association, Citicorp, and the Federal Reserve Bank of Boston. 














































































































































