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Depos i  t o ry  Ins t i t u t i on  Fa j  l u res :
The  Depos i t  I nsu rance  Connec t i  on

Gera ld  P .  0 'D r i  s co l  I  .  J r . *

Un t i l  compara t i ve l y  recen t l y ,  even  economis ts  genera l  l y  f avo rab le

to  un regu la ted  marke ts  have  tended  to  accep t  t he  ex j s t i ng  regu la to ry  and

sa fe ty -ne t  sys tems  fo r  depos i to ry  i ns t i t u t i ons .  They  d jd  so  on  the  theo ry

tha t ,  i n  some  re l evan t  sense ,  bank ing  j s  " spec ia1 . , '  And  even  t hose

i  1  1 -d i  sposed  toward  bank i  ng  regu l  a t i  on  endorsed  fede ra l  i  nsu rance  o f

depos ' i t s .  Fo r  j ns tance ,  j n  t he i r  mone ta ry  h i s to ry  o f  t he  Un i ted  S ta tes ,

F r iedman  and  Schwar i z  (1963 ,  p .434 )  conc luded  tha t :  "Federa l  i nsu rance  o f

bank  depos i t s  was  the  mos t  impor tan t  s t ruc tu ra l  change  in  the  bank ing

sys tem to  resu l t  f r om the  1933  pan ic ,  and ,  i ndeed  in  ou r  v iew ,  t he

s t ruc tu ra l  change  mos t  conduc ive  to  mone ta ry  s tab i l i t y  s jnce  s ta te  bank

no tes  were  taxed  ou t  o f  ex i s tence  immed ia te i y  a f te r  t he  C iv j l  War . "1

Depos i t  i nsu rance  was ,  as  i t  we re ,  t he  gove rnmen t  j n te rven t i on  tha t  worked .

Endorsemen t  o f  t he  ex i s t i ng  depos i t - i nsu rance  sys tem inv i t es ,

however ,  14ha t  I  ca l  I  t he  soph i  s t i  ca ted  a rgumen t  suppor t i  ng  bank i  ng

regu la t i on .  The  a rgumen t  beg ins  w i th  the  s tandard  mora l  haza rd  a rgumen t

aga ins t  cha rg ing  a  f l a t - ra te  p remium fo r  depos i t  j nsu rance :  i t  encourages

bank  managers  to  j ncu r  more  r i sk  i n  o rde r  t o  secu re  g rea te r  re tu rns .  As

Kareken  (1983 ,  p .  198 )  ph rases  i t ,  r run less  i nsu red  banks  a re  to  be  as  r i sky

as  p ro f i t  max im iza t i on  d i c ta tes ,  t hey  mus t ,  one  way  o r  ano the r ,  be

e f fec t i ve l y  regu la ted ;  t hey  mus t ,  t ha t  i s ,  be  l im i ted  by  regu la t i on  to

approp r ia te l y  r i  sky  ba lance  shee ts . "2

The  soph is t j ca ted  a rgumen t  f o r  regu la t i ng  banks  i s  w jde l y

accep ted :  t he  i ncen l j ves  es tab l i shed  by  the  depos i t  i nsu rance  sys tem need
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to  be  o f f se t  by  r "egu la t i on .3  Though  the  a rgumen t  i s  w ide l y  accep ted ,  I

be l i eve  i t  i s  f l awed  bo th  concep tua l l y  and  h i s t o r i ca l l y .  I n  wha t  f o l l ows ,

I  f i r s t  examjne  why  the  a rgumen t  seems  so  p laus ib le .  Nex t ,  I  a rgue  tha r ,

rega rd less  o f  depos i t - i nsu rance  re fo rm,  fu r the r  de regu la t i on  wou ld  be

s tab i i i z i ng  no t  des tab i l i z i ng .  Then  I  cons ide r  t he  case  o f  t he  sav ings  and

loan  i ndus t r y ,  wh ich  see rns  to  be  an  i ns tance  o f  de regu la t i on  gone  bad .  I

conc lude  by  examin ing  some recen t  pub l i c  po l i cy  p roposa i  s .

Bank ing : Structure and Stabi  I  i  ty

The  G l  ass -S teaga11  Ac t

The  same ac t  t ha t  es tab l i shed  fede ra l  depos i t  i nsu rance  a l so

enac ted  a  sys tem o f  b ind ing  regu la t i ons  on  commerc ia l  banks .  I f  t hey

v tan ted  to  ava j l  t hemse lves  o f  depos i t  i nsu rance ,  banks  wou ld  be  requ i red  to

adhere  to  the  new ru les .  Fo r  member  banks  i n  t he  Federa l  Rese rve  Sys tem (a

se t  compr i s ing  a l l  na t i ona l  banks )  t he re  was  no  cho ice :  a l l  we re  requ i red

to  i o in  the  FDIC .  Cer ta in ' l y  a  super f i c i a l  ana lys i s  o f  t he  Bank ing  Ac t  o f

1933  suppor t s  t he  soph i  s t i ca ted  a rgumen t  f o r  regu la t i on .  Moreove r ,  on  i t s

own  te rms ,  t he  sys tem worked  we l l  f o r  t h ree  o r  f ou r  decades .  Annua l  bank

fa i  l u res  dec l  i ned  f r om t r i p l e -d i g i t  t o  doub le -d i g i t  t o  s i ng le -d i g i t  f i gunes

(F r iedman  and  Sch ! t ' a r t z  [ 1963 ] ,  p .  437 .  )  Du r ing  th i s  pe r iod ,  F r i edman  and

Schwar t z '  s  encomium seems  mer i t ed .

I t  appears ,  t hen ,  t ha t ,  du r ing  the  pe r " i od  o f  l ow  bank  fa i l u res ,

regu la t i on  o f f se t  t he  i ncen t i ves  fo r  r i sk  tak ing  genera ted  by
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s ing le -p remium depos i t  i nsu rance .  The  Bank ing  Ac t  o f  1933  can  be  v iewed  in

an  a . l t e rna t i ve  I i gh t ,  however .  The  a l t e rna t i ve  appnoach  V iews  the

leg i s l a t i on  as  hav ing  enac ted  a  ca r t e l - l i ke  a r rangemen t  j n  t he  f i nanc ia l

se rv j ces  i ndus t r y .  The  Bank ing  Ac t  a r t i f j c i a i l y  c rea ted  th ree  j ndus t r j es

ou t  o f  one  emerg ing  f i nanc ia l  se rv i ces  i ndus tny :  commerc ia l  bank ing ,

i nves tmen t  bank ing  and  sav jngs  ( i . e . ,  nonbank  depos ' i t o r y  i ns t i t u t i ons ) . 4

For  qu i te  a  t ime ,  compe t i t i on  among  the  the  th ree  se ts  o f  p laye rs  was

la rge l y  i n t ramura l ;  f o r  i ns tance ,  commerc ia l  banks  and  i nves tmen t  banks  d id

no t  p l ay  on  a  common  f i e l d .

Each  se t  o f  j ns t j t u t i ons  ga ined  some th ing  impo r tan t  i n  t h i s

marke t - segmen t ing  scheme.  Inves tmen t  banks  and  b roke rs  were  b ig  ga ine rs

because  the  ma jo r  commerc ia l  banke rs  had  become fo rm idab le  compe t i t o rs

th rough  t he  use  o f  secu r i t i e s  a f f i l i a t es .  Eugene  Ne l  son  Wh i t e  ( 1986 ,  p .35 )

repo r t s  t ha t  na t i ona l  banks r  secu r i t i es  bus iness  g rew rap id l y  i n  t he  1920s ,

so  tha t  i n  t he  peak  yea r  o f  1931  the re  were  114  na t i ona l  bank  a f f i l j a tes

and  723  conduc t i ng  secu r i t i es  bus iness  i n  t he i r  bond  depar tmen ts .

Add i t i ona l l y ,  many  more  t raded  secu r i t i es  and  p rov ided  i nves tmen t  adv i ce

r ron  an  occas iona l  bas i s . r '  Acco rd ing  t o  l { h i t e  ( 1986 ,  p .36 ) ,  commerc ia l

banks  w idened  the  marke t  f o r  secu r i t i es  by  heav i  1y  d i scoun t i ng  s tandard

b roke rage  fees .  Commerc ia l  banks '  f ees  were  abou t  one - fou r th  those  o f  t he

New York  b roke rage  commiss jon ,  mak ing  them l t he  con tempora ry  equ iva len ts  o f

rd i scoun t  b roke rs .  " r  I n  t h i s  compe t i t i ve  env i ronmen t ,  t he  po ten t i a l  ren ts

fo r  i nves tmen t  banke rs  f rom exc lud ing  commerc ia l  banks  a re  obv jous .

The modal bank al  so stood to gai  n i  n the af termath of  the

b loodba th  i n  commerc ia l  bank ing .  Depos i t  i nsu rance  o f fe red  the  p romise  o f
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s tab i l i z j ng  the  depos i t  base .  l 4o reove r ,  t he  moda l  bank  was  no t  deep ly

invo l ved  i n  the  secu r i t i es  bus jness .  Mos t  sma l l  banke rs  were  p robab ly

happy  to  see  the  na t i ona l  banks  l ose  the i r  secu r i t j es  bus jness .  One  wou ld

su rm ise  tha t  l a rge r  na t j ona ' l  banks  wou ld  have  v iewed  the  Ac t  w i th  m ixed

fee l i ngs  a t  bes t . "  They  had  the  mos t  t o  l ose  and  they  needed  the  depos i t

gua ran ty  l ess  than  d id  the  ave rage  bank .  S t i l 1 ,  t he  na t i ona l  banks  were

ou tnumbered .

In  the  uns tab le  env i ronmen t  o f  t he  1930s ,  a  ca r te l - l i ke  scheme

arguab ly  s tab i l i zed  demand  fo r  mos t  f i rms  i n  each  sub -marke t ,  The  Ac r

aba ted  compe t i t i ve  p ressu res  and ,  mos t  impor tan t l y ,  s tanched  depos i t

ou t f l ows .  Tha t  t he  new law  appeared  a t t rac t i ve  a t  t he  t jme  does  no t  seem

surp r i s i ng .  I n  re t rospec t ,  i t  r ema ins  somewha t  o f  a  conundrum why  j t  t ook

so  l ong  to  un rave l .  The  s tab le ,  l ow  jn te res t - ra te  env j ronmen t  o f  t he  war

and  ea r l y  pos twar  yea rs  su re l y  p layed  a  ro1e ,  as  d id  the  concomi tan t

conse rva t i ve  behav io r  o f  commerc ia l  banks .  0n  th i s  i ssue .  however .  more

work  c lea r i y  needs  to  be  done .

To  recap j tu la te ,  i n  t h i s  subsec t i on  I  have  sugges ted  tha t  t he

Bank ing  Ac t  p rov ided  immed ia te  s tab i l i t y  t h rough  i t s  gua ran ty  o f  depos j t s

and  l ong - te rm s tab i l  i t y  t h rough  i t s  aba temen t  o f  compe t i t i ve  fo rces  j n  t he

f i nanc ia l  se r v i ces  i ndus t r y .  Th i s  exp lana t i on  depends  i n  no  way  on  t he

con ten t i on  tha t  t hose  ac t i v i t j es  p roh ib i t ed  to  banks  a re  ca tego r i ca l ' l y

r i s k i e r  t han  t he  p rov i s i on  o f  commenc ia l  l oans .  i ndeed ,  I  r ebu t  t ha t

a rgumen t  d i rec t l y  be1ow.  Be fo re  mov ing  on ,  however ,  I  ana l yze  i n  more

dep th  who  ga ined  among  commerc ia l  banks .  Answer ing  th i s  ques t i on  a l  so

fu r t he r  i l l um ina tes  t he  r i s k  i s sue .



The Road Not Ta ken

Even  in  the  m ids t  o f  t he  1933  bank ing  c r i s j s ,  some po l i cymakers

were  acu te l y  aware  tha t  marke t  so lu t i ons  ex i s ted .  I n  t he  deba te  ove r  t ne

c rea t i on  o f  t he  FDIC ,  t he  Compt ro l l e r  o f  t he  Cur rency ,  John  Po1e ,  commented

on  the  Bank ing  Ac t  o f  1 .933 :  " I  am in  ag reemen t  w i th  the  u l t ima te  pu rpose

o f  t h i s  b i11 ,  name ly ,  g rea te r  sa fe ty  to  the  depos i to r .  The  me thod  p roposed

by  t he  b i l l  and  t he  p r i nc i p l es  wh j ch  i  advoca te  s tand  a t  oppos i t e  po les .  A

genera l  gua l  an ty  o f  depos i t s  i s  t he  ve ry  an t i t hes i s  o f  b ranch  bank ing . "6

In  o the r  words ,  a  compe t i t i ve  sys tem o f  b ranched  and  d i ve rs i f i ed  banks  was

pro f fe red  as  a  subs t i t u te  fo r  t he  res t r i c ted  b ranch ing  sys tem found  i n  mos t

s ta tes  a t  t ha t  t ime .

There  was  an  h i s to r j ca l  mode l  t o  suppor t  t he  Compt ro ]  l e r r s

pos j t i on .  I n  t he  a f te rma th  o f  t he  1907  pan ic ,  t he  Ca l j f o rn ja  S ta te

leg i s la tu re  reac ted  by  pass ing  the  mos t  l i be ra l  b ranch ing  l aw  eve r  enac ted

in  t he  Un i t ed  S ta tes  (Wh i t e  [ 1983 ] ,  p .196 ) .  The  l aw  l ed  t o  a  subs tan t i a l

i nc rease  i n  b ranch ing  w i th in  the  s ta te ,  spa rked  by  the  rap id  g rowth  o f  A .

P .  G iann in i ' s  Bank  o f  i t a l y  ( t r Jh i t e  [ 1983 ] ,  p .160 ) .

Mos t  s ta tes  d id  no t  f o l l ow  Ca l i f o rn ia  bu t  many  i ns tead  f l  i r t ed

w i th  s ta te  depos i t -gua ran ty  sys tems .  The  two  mode ls  - -  b ranch ing  f reedom

and  depos i t  gua ran ty  - -  v . / e re  a l t e rna t j ve  responses  to  ach iev ing  bank ing

s tab i l  i t y .  Wh i te  (1983 ,  p .196 )  f ound  tha t  "b ranch  bank ing  and  depos i t

i nsu rance  were  i ncompa t ib ie .  No  s ta te  tha t  pe rm i t t ed  b ranch  bank ing

se r ious l y  en te r ta ined  the  i dea  o f  depos i t  j nsu rance . r '
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As  success fu l  as  b ranch  bank ing  was ,  s ta te  gua ran ty  funds  - -  t hen ,

as  now - -  we re  ab jec t  f a i l u res .  The  dec l i ne  ' i n  ag r i cu l t u ra l  p r j ces  i n  t he

1920s  l ed  to  bank  fa i l u res  i n  t he  Wes t  and  the  Sou th .  I n  1923  a  wave  o f

bank  fa i l u res  i n  t hese  reg ions  c r i pp led  the  vo lun ta ry  sys tems  ( l {h i t e  [ 1983 ]

p .217 ) .  By  the  end  o f  t he  decade ,  even  the  compu lso ry  sys tems  were  fa l l i ng

by  the  ways ide .  l l i h j t e  (1983 ,  p .218 )  conc luded  tha t  r r t he  agn icu l tu ra l

dep ress ion  wrecked  the  res t  o f  t he  sys tems  as  l i ab i l i t j es  o f  t he  gua ran tee

funds  g rea t l y  exceeded  the i r  asse ts . "

0n  the  eve  o f  G lass -S teaga l ' l  ,  bank ing  re fo rmers  were  thus  d i v ided

in to  two  hos t i l e  camps ,  one  ben t  on  p rese rv i ng ,  t he  o the r  on  e l im ina t i ng

un i t  bank ing r r  ( l dh i t e  [1983 ] ,  p .  197 ) .  The  Compt ro l l e r  backed  b ranch ing .

Represen ta t i ve  Henry  S teaga l l  su f fe red  no  j l l us ions  abou t  t he  pu rpose  o f

the  b i  I  I  a rgu i  ng  tha t :  I ' Th i  s  b i  I  I  w i  1 l  p rese rve  i  ndependen t  dua l  bank i  ng

in  t he  Un i t ed  S ta tes . . . t ha t  i s  wha t  t he  b i l l  i n  i n t ended  t o  d0 " .7  Then .  as

now,  r r ' i ndependen t  dua l  bank ing "  i s  a  code-ph rase  fo r  r run i t  bank ing . ' r  I t

r he to r i ca l  l y  w raps  a  po l i cy  res t r i c t i ng  compe t i t i on  i n  t he  ga rb  o f

compe t i t i on  and  decen t ra l  i za t i on .

The  impor tance  o f  unders tand ing  the  o r i g jns  o f  t he  Bank ing  Ac t  o f

1933  j s  no t  me re l y  h i s t o r i ca l  bu t  a l so  ana l y t i ca l .  An  unde rs tand ing

revea ls  f i r s t  wha t  i s  be ing  p ro tec ted :  t he  un i t -bank ing  sys tem.  Moreove r ,

i t  c l a r i f i es  the  reasons  why  the  e ra  i n  wh jch  the  Bank ing  Ac t  was  e f fec t i ve

was  one  o f  I  ow  bank  fa i  I  u re .  So  i  ong  as  the  Ac t  success fu l  l y  he  l d

compe t i t i ve  f i nanc ia l  f o rces  i n  check ,  t hen  so  l ong  cou ld  depos i t  j nsu rance

pro tec t  un i t  banks .  l t  was  no t ,  t hen ,  t ha t  bank  fa j l u res  were  reduced

th rough  hav ing  i nc reased  bank  sa fe ty .  Ra the r ,  by  reduc ing  compe t j t i on
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among  f i nanc ia l  i ns t i t u t i ons ,  t he  Bank ing  Ac t  he ld  i n  check  the

nes t ruc tu r i ng  o f  t he  f j nanc ia l  se rv j ces  i ndus t r y  t ha t  has  on l y  now begun

once  aga  i  n .

Un i t  banke rs  needed  p ro tec t i on ,  o f  cou rse ,  no t  on l y  f rom nonbanks

bu t  f rom la rge r  commerc ia l  banks .  Had  na t i ona l  banks  been  ab le  to  con t j nue

to  exp lo i t  t he  comp lemen ta r i t i es  o f  commerc ia l  and  i nves tmen t  bank ing ,  t he

f i nanc ia l  se rv i ces  i ndus t r y  wou ld  su re l y  have  been  t rans fo rmed .S

D ive rs i f i ed  na t i ona i  banks  wou ld  have  g rov /n  a t  t he  expense  o f  bo th

inves tmen t  banks  and  und ive rs i f i ed  un i t  banks .

The  res t r i c t i ons  on  commerc ia l  banks r  oowers  do  no t  so  much  o f f se t

i ncen t i ves  fo r  r i sk  tak ing  p rov ided  by  depos i t  i nsu rance  as  they  re in fo rce

the  p ro tec t i on  a f fo rded  to  un i t  banks  by  depos i t  i nsu rance .  Th i s

in te rp re ta t i on  tu rns  the  soph is t i ca ted  a rgumen t  f o r  regu la t i on  on  ' i t s  head .

I f  t he  i n te rp re ta t i on  j s  co r rec t ,  t hen  the  ex i s tence  o f  depos i t  i nsu rance

is  no t  a  reason  to  fo rgo  de regu la t i on  o f  t he  asse t  s ide  o f  banks l

ba lance  shee ts .  I ndeed ,  g i ven  tha t  compe t i t i ve  fo rces  have  upse t  t he

de l i ca te l y  c ra f ted  ba lance  o f  t he  regu ia to ry  and  sa fe ty -ne t  sys tems ,  t he

case  fo r  de regu la t i on  i s  s t ronger  than  eve r .  I n  t he  nex t  sec t i on ,  I

deve lop  the  case  i n  more  dep th  by  focus ing  on  the  bene f i t s  o f  asse t

d i  ve rs  i  f i  ca t i  on  .

Deregu l  a t  i  on  : Asse t s  o r  L i ab i l  i t ' i e s?

The  saga  o f  t he  de regu ia t i on  o f  banks '

we l  I  - known :  i n f l a t i ona ry  fo rces ,  t echno log i ca l

l i ab i l i t i e s  i s  by  now

advances  and  f i  nanc i  a l



U

innova t i on  comb ined  to  render  obso le te  the  sys tem o f  i n te res t - ra te  con t ro l s

on  t he  l i ab j l i t i e s  o f  depos i t o r y  i ns t i t u t i ons .9  L i ab i l i t y  de regu la t i on  was

la r "ge l y  marke t -d r i ven  w j th  regu la to ry  changes  re f l ec t i ng  l agged  po l j t i ca l

responses  to  economic  rea l  i t i es .  f ' l o re  recen t l y ,  ba r r i e rs  to  i n te rs ta te

bank ing  hav ing  been  f a11 ing .  Th j s  r e f l ec t s  a  k i nd  o f  geog raph i ca l

de regu la t j on ,  one  l a rge l y  w rough t  a t  t he  s ta te  l eg i s l a t i ve  1eve1 .

The  sys tem o f  regu la t i ons  on  bank  powers ,  o r ,  b road ly  speak ing ,  on

the  compos i t i on  o f  t he i r  po r t f o l i os ,  has  p roved  more  du rab le  than

regu la t i ons  on  e i t he r  banks r  I  i ab i l i t i e s  o r  t he i r  b ranch ing  powers .

Fundamen ta l  change  he re  mus t  come in  Congress .  Acco rd ing l y ,  t he  p rognos i s

fo r  asse t  de regu la t i on  j s  no t  good .  As  the  recen t  bank ing  b i l l

i 1 l us t ra tes ,  compe t ing  i n te res ts  j n  t he  f i nanc ia ' l  se rv i ces  i ndus t r y  can

b lock  mean ing fu l  r e fo rm .  I ndeed ,  wha t  beg ins  as  a  de regu la t i on  b i l l  can

end  as  a  b j l l  t o  r e regu la te  (En91and  [ 1987 ] ,  p .  7 ) .

Cor rec t l y  i den t i f y i ng  wha t  k jnd  o f  de regu la t i on  has  taken  p lace  i s

c ruc ia l  f o r  assess ing  the  I  i  ke l y  e f fec ts  o f  f u r the r "  de regu la t i on .  The

popu ia r  p ress  i s  f u l l  o f  accoun ts  tha t  assoc ja te  the  new pov /e rs  tha t  banks

have  been  g j ven  w i th  recen t  p rob lems  in  the  i ndus t r y .  Bu t  commerc ia l  banks

have  been  g i  ven  no  new asse t  powers .  Banks  expen ienc i  ng  ea rn  i ngs

d i f f i cu l t i es  and  cap i t a l  sho r t f a l l  s  have  a r r j ved  a t  t h i s  s i t ua t i on  t he  o l d

fash ioned  way  - -  by  mak ing  bad  1oans .  To  the  bes t  o f  my  know ledge ,  no

commerci  al  bank has fai  I  ed j  n recent years other than by maki ng bad

I  o rn ,  .  10

Far  f rom be ing  pa r t  o f  t he  cu r ren t  p rob lem,  asse t  de regu la t i on  j s

su re l y  pa r t  o f  t he  fu tu re  so lu t j on .  Any  asse t  wou ld  improve  a  bank ' s  r i sk
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s tand ing ,  so  l ong  as  the  new ly  acqu i red  asse t  rep resen ted  po r t f o l i o

d i ve rs i f i ca t i on .  Assume,  hypo the t i ca l l y ,  t ha t  bo th  the  r j sk  and  r "e tu rns

f rom own ing  and  ope ra t i ng  a  gaming  cas ino  were  h ighe r  on  ave rage  than  fo r

o the r  bank  asse ts ,  bu t  t he  h ighe r  r i sk  v re re  unco r re la ted  w j th  tha t  o f  t he

o the r  asse ts  i n  t he  t yp i ca l  bank  po r t f o l  i o .  I n  t h i  s  case ,  i n fo rmed  pub l  i c

po l  j cy  ough t  t o  pe rm i t  banks  to  en te r  t h i  s  I  i ne  o f  ac t i v i t y .  Th i s

conc lus ion  i s  so  fa r  removed  f rom conven t iona l  w isdom tha t  I  w i l l  de fend  i t

b r i  e f1y .

V i r t ua l l y  t he  en t i re  regu la to ry  and  superv i so ry  sys tem fo r  banks

i s  p red i ca ted  on  a  ca tego r i ca l  v j ew  o f  r i s k .  Some  ac t i v i t j e s ,  l i ke  equ i t y

inves tmen t  i n  rea l  es ta te  o r  underwr i t i ng  co rpo ra te  secu r i t i es ,  a re

inhe ren t l y  r i sky  and  mus t  be  den ied  banks .  O the r  ac t i v i t i es ,  l i ke  mak ing

commerc ia l  1oans ,  a re  l ess  r i sKy  and  banks  may  be  pe rm i t t ed  to  engage  in

these  ac t i v j t i e s  I r pnuden t l y . r r  F i na l  l y ,  some  ac t i v i t i e s ,  l i ke  pu rchas . i ng

gove rnmen t  bonds ,  a re  cha rac te r j zed  by  I  j t t l e  r i sk  and  a re  to  be

encouraged ,

The  ca tego r i ca l  v i ew  o f  r i s k  i s  i ncons i s ten t  w i t h  mode rn  f i nance

and  economjc  theo ry ,  wh ich  focuses  on  po r t f o l  i o  r i sk .  As  i n  my  cas ino

examp le ,  an  i nd i v idua l  asse t  may  expe r ience  a  h igh  van iance  i n  re tu rns  bu t

the  va r iance  be  unco r re la ted  w i th  tha t  o f  t he  rema in ing  asse ts  i n  t he

por t fo l i o .  I f  t he  asse t  a l so  y ie ' l ds  an  above -ave rage  re tu rn ,  t h i s  makes  j t

a  cand ida te  fo r  i nc lus ion  i n  a  bank ' s  po r t f o ' l  i o .  | r l h i ' l e  regu la to rs  l ook  a t

the  ave r :age  r i  sk  o f  asse ts ,  po r t f o l  i  o  managers  co r rec t l y  assess  the

marg ina l  r i sk  o f  add ing  an  asse t  t o  t he i r  po r t f o l i os .  Add l t j ons  to

po r t f o l i os  o f  apparen t l y  r i sky  asse ts  can ,  i n  p r i nc ip le ,  reduce  ove ra l l

r i  s k .
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Gran ted  tha t  depos . i t  j nsu rance  l eads  banks  to  j ncu r  g rea te r  r i sk

than  they  wou ld  o the rw ise ,  i t  wou ld  s t i l l  be  bene f i c j a l  t o  pe rm j t  t hese

depos i to ry  i ns t i t u t i ons  max ima l  f reedom to  d i ve rs i f y  t he i r  i nves tm"n t r . l l

The  a rgumen t  ga ins  more  emp i r i ca l  f o rce  when  one  examjnes  some o f  t he

obv ious  cand ida tes  fo r  expanded  bank  po \ {e rs .  I  cons ide r  two :  se l l i ng

i  n  su rance  and  underwr i t i ng  secu r i t i es .

Pe rm i t t i ng  banks  to  se l l  i nsu rance  wou ld  genera te  fee  i ncome w i th

l i t t l e  add j t i ona l  equ i t y  commi tmen t  f rom banks .  I n  many  cases ,  t he

ac t i v i t y  cou ld  be  conduc ted  on  ex i s t i ng  bank  p remises .  Ea rn ings  fnom

se l l i ng  (as  opposed  t o  unde rwr i t i ng )  i nsu rance  a re  re l a t i ve l y  s t ab le  ( t ha t

i s ,  t hey  have  a  l ow  be ta  re la t i ve  to  tha t  o f  o the r  asse ts  i n  banks '

po r t f o l i os ) .  Texas  sav ings  and  1oans ,  who  a re  pe rm i t t ed  to  engage  in  th i s

ac t i v i t y ,  a re  us ing  such  fees  as  a  sa fe  ' i ncome sou rce  j n  an  e ra  o f  l oan

losses  and  re t r enchmen t  i n  t he i r  t r ad i t i ona l  l i nes  o f  bus iness .  Commerc ia l

banks  wou ld  be  we l l - se rved  i f  t hey  had  such  an  op t i on .  The  economjc  case

fo r  pe rm i t t i ng  banks  t o  engage  i n  t h i s  l i ne  o f  ac t i v j t y  i s  f a i r l y

stra i  ghtforward.

Unde rwn i t i ng  secu r j t i e s  i s  on l y  a  s l i gh t l y  mo re  comp lex  i s sue .

Banks  mus t  commi t  equ i t y  cap i ta l  t o  t he  ac t i v i t y .  To  the  deg ree  tha t  t hey

bor row cap i ta l ,  t hey  a re  l eve raged  and  i ncu r  add i t i ona l  r j sk .  Once  aga in ,

however ,  i t  i s  no t  t he  r j sk iness  o f  underwr i t i ng  secu r i t i es  bu t  wha t

engag ing  i n  t h i s  ac t i v j t y  does  to  the  ove ra . l  1  p robab i  I  i t y  o f  l osses  fo r  a

bank .  Us ing  a  l og i t  mode l  ,  Wh i t e  ( 1986 ,  p .  41 )  f ound  t ha t ,  h i s t o r i ca l l y ,

" the presence of a Isecur i ty]  af f i  I  iate seems to have reduced the

p robab i l i t y  o f  bank  fa i l u re . ' r  Whereas  26 .3  pe rcen t  o f  a l l  na t i ona l  banks
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fa i l ed  be tween  1930 -33 ,  on l y  6 .5  pe rcen t  o f  t he  62  banks  w i t h  a f f i I i a t es  j n

1929  and  7 .6  pe rcen t  o f  t he  145  banks  w i th  l a rge  secu r i t i es  ope ra t i ons

conduc ted  th rough  the j r  bond  depar tmen ts  fa i l ed  du r ing  th i s  pe r " i od  ( l l h i t e

[ 1986 ] ,  p .  40 ) .  As  t he  p robab i l j t y -o f - f a i l u re  r esu l t s  sugges t ,  en te r i ng

inves tmen t  bank ing  i n  t he  1920s  rep resen ted  sa fe  d j ve rs i f i ca t i on  fo r

commerc ja i  banks .  | dh i te  (1986 ,  pp .  44 -45 )  f ound  tha t  add ing  a  secu r i t i es

a f f i  I  i a te  ra i  sed  a  commerc ia l  bank rs  ra te  o f  re tu rn  subs tan t i a l  l y  bu t

i nc reased  the  s tandard  dev ia t i on  o f  i ncone  on l y  s l i gh t1y .

The re  a re  many  i s sues  i nvo l ved  j n  es tab l i sh i ng  pub l  i c  po l i c y  w i t h

respec t  t o  banks r  asse t  pov re rs  genera l i y  and  w i th  respec t  t o  t he  two

spec i f i c  ac t i v i t i es  c j t ed  he re .  I  have  no t  a t tempted  an  exhaus t j ve

ana lys i s  o f  a l l  f ac to rs ,  economic  and  po l i t i ca l  . 12  Ra the r ,  my  maJor

pu rpose  i n  th ' i  s  sec t i on  was  two fo ld .  F i r s t ,  I  coun te red  the  pe rcep t i on

tha t  commerc ia l  banks  have  ga ined  s ign i f i can t  new asse t  powers  and  tha t

these  have  con tn ibu ted  to  cu r ren t  bank ing  p rob lems .  Second ,  I  f ocused  on

the  concep tua l  e r ro r  i n  t he  ex i s t i ng  regu la to ry  sys tem,  wh ich  t r i es  to

ca tego r i ze  r i s k  i ns tead  o f  t o  assess  ove ra l  I  po r t f o l i o  r i s k .

Wha t  I  am sugges t i ng  i s  a  reo r ien ta t i on  o f  pub l i c  po l i cy  toward

bank  powers .  I f ,  ce te r j  s  pa r i bus ,  d i ve rs i f i ca t i on  i s  s t ab i l i z i ng ,  t hen

po l  i cy  ough t  t o  be  encourag ing  i t  r a the r  t han  deny ing  banks  the  means  o f

d i ve rs i f y i ng .  I ns tead  o f  wor ry ing  so  much  abou t  wha t  banks  pu t  i n to  the i r

po r t f o l  i os ,  regu la to rs  shou id  be  more  conce rned  w i th  wha t  banks  a re  no t

pu t t i ng  i n  t he i r  po r t f o l  i os  ( e .9 . ,  t hose  asse t s  t end ing  t o  d i ve rs i f y  r i s k ) .

The  a rgumen t  sugges ts  a  ten ta t i ve ,  p rac t j ca l  conc ius ion .  I f  any

par t  o f  t he  regu la to ry  sys tem has  the  capab i l i t y ,  i n  p r i nc ip le ,  t o  assess
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po r t f o l i o  r i s k ,  i t  i s  t he  supe rv i so ry  f unc t i on .  P rope r l y  t r a i ned ,  aud j t o r s

cou ld  app ly  techn jques  to  measure  d i ve r "s j f i ca t i on  and  po r t f o l  i o  r i sk

re l  a t i ve  to  some s tandard .  F rom an  economic  pe rspec t i  ve ,  t h i  s  app roach

ce r ta i  n l y  seems  p re fe rab l  e  to  assess i  ng  r i  sk  by  ca tego ry ,  Ye t ,  as

d i scussed  i n  t he  f i na l  sec t i on ,  pub l i c  po l i c y  j s  mov ing  t owa rd  f o rma l ' i z ' i  ng

the  ca tego r i z i ng  o f  r i  s k .

The  nex t  sec t i on  examines  the  cu r ren t  baske t  case  among  depos i to ry

ins t i t u t i ons  - -  t he  I ' b ra in  deadr r  sav ings  and  l oans .  Th i s  ' i  s  an  a rea  i n

wh jch  expanded  asse t  powers  seem to  have  l ed  to  g rea te r  f i nanc ja l

d i f f i cu l t i es .  As  i  s  so  o f ten  the  case ,  however ,  appearances  can  be

decept i  ve .

The  Th r i  f t  C r i  s i  s

The  sav ings  and  l oan  i ndus t r y  i s  o f ten  p i c tu red  as  an  examp le  o f

the  pe r i l s  o f  expand ing  asse t  powers  fo r  depos j to ry  ' i ns t i t u t i ons .  The

sugges t i on  i s  made  tha t  we  canno t  a l l ow  the  bank ing  i ndus tny  to  ge t  i n to

the  p red i camen t  i n  wh ich  S&Ls  now f i nd  themse lves .  And ,  ce r ta in l y ,  an

examina t i on  o f  i ndus t r y  ba lance  shee ts  makes  j t  appear  tha t  S&Ls ,  i f  no t

a l ready  g i ven  the  powers  to  ope ra te  cas inos ,  have  ce r ta in l y  been  a t  t he

gaming  tab les  and  l os t  heav j  l y .  Cond i t j ons  have  de ten io ra ted  even  s ince

the  recen t  ana lys i s  by  Kane  (1987) .  Ye t  t he  conven t iona l  w isdom begs  a l l

t he  imDor tan t  oues t i ons .

F i r s t ,  expanded  th r i f t  powers  canno t  exp la in  the  th r i f t  c r i s i s  as

p resen t l y  cons t i t u ted .  As  Kane  (1987)  emphas izes ,  t he  c r i t i ca l  p rob lems
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a l l  de r i ve  f rom the  ex j s tence  o f  t he  I i v i ng -dead  S&Ls  - -  r r zomb ies , "  i n  h i s

co lo r fu l  t e rm ino logy .  BeL t j ng  the  S&L  on  a  h igh - r i sk  s t ra tegy  can

ce r ta in l y  l ead  to  fa j  l u re .  The  un ique  p rob lem in  the  th r i f t  i ndus t r y '

however ,  s tens  f rom the  con t i nued  ac t i v i t i es  o f  a l ready  fa i l ed

jns t i t u t i ons .  He re  t he  depos i t - i nsu rance  connec t i on  i s  doub l y  r e l evan t .

F i r s t ,  t he  ex i s tence  o f  depos i t  i nsu rance  p rov ides  i ncen t i ves  to  S&L

managers  to  take  on  added  r i sk .  Second ,  t he  gua ran ty  i nsu la tes  the

managers  f rom the  un fo r tuan te  consequences  o f  hav i  ng  acqu i  red  an

excess i ve l y  r i s ky  asse t  po r t f o l i o .  I nso l ven t  i ns t j t u t i ons  can  con t i nue  t o

b id  fo r  depos i t s  and  the i r  equ j t y  sha res  command  pos i t i ve  p r i ces .  As  Kane

(1985)  asked :  t rHow long  cou ld  an  underwa te r  MSB [mu tua l  sav ings  bank ]  o r

S&L  s tay  open  fo r  bus iness  j f  i t s  depos i t  i nsu rance  were  rendered

i  nope rat i  ve? I '

Second ,  concen t ra t i on  on  the  expans ion  o f  asse t  powers  g ran ted  by

the  Garn -S t  Germa in  Depos i to ry  Ins t i t u t i ons  Ac t  o f  1982  i s  bes ide  the  p0 in t

fo r  t he  s i  ng l  e  mos t  a f fec ted  segmen t  o f  t he  S&L  j  ndus t r y :  Texas

j  ns t i t u t i  ons .  Texas  S&Ls  a re  i  n  t he  vanguard  o f  t he  i  ndus t r y r  s  p rob l  ems  '

Ye t  Garn -S t  Germa in  d id  no th ing  to  enhance  the  powers  o f  mos t  Texas

th r i f t s .  I n  f ac t .  t he  po r t i on  o f  Garn -S t  Germa in  dea l i ng  w i th  S&Ls '  asse t

powers was model led af ter the statute that had governed state-chartered

S&Ls sjnce 1974. Indeed, ' investment powers of  these state-chartered

ins t i t u t i ons  s t i l l  exceeded  those  o f  t he i r  f ede ra l  coun te rpa r t s  a f te r

passage  o f  Garn -S t  Germa in  (B rock  1983) .13

As  o f  t he  end  o f  1986 ,  59  ou t  o f  281  Texas  S&Ls  ( rep resen t i ng  20 '7

percent of  total  assets) had negat ive net worth,  as measured by regulatory
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accoun t ing  p r i nc jp ies  (RAP) .  Ano the r  54  S&Ls  (w i th  17 .2  pe rcen t  o f  t o ta l

asse t s  had  pos i t i ve  ne t  wo r th  bu t  cap i t a l  be low  the  3  pe rcen t  *1n i *um.14

Regu la to ry  accoun t ing  i s  ex t reme ly  l i be ra l  ,  o f  cou rse ,  and  i nc ludes  a  good

dea l  o f  f i c t i t i ous  va lue  on  the  asse t  s ide .  Th i s  i s  a  l ower -bound  es t ima te

o f  i nso l vency  i n  t he  th r i f t  i ndus t r y .  Moreove r ,  cond i t j ons  p robab ly

de te r i o ra ted  s i gn i f i can t l y  i n  t he  f i r s t  qua r te r  o f  1987 .15  Add i t i ona l l y ,

as  t h i s  ' i  s  be ing  w r j t t en ,  t he  cap i t a l - i nso l vency  p rob iem i s  evo l v i ng  i n to

one  o f  poss ib l e  cash - f l ow  i nso l vency  a t  some  i ns t i t u t i ons .

I f  no t  expanded  asse t  powers ,  t hen  wha t  exp la ins  the  t im ing  and

magn i tude  o f  t he  p rob lems  exper ienced  by  Texas  S&Ls?  I t  appears  to  be  a

comb ina t i on  o f  t h ree  f ac to r s :  ( 1 )  t he  h i s t o r i ca l  evo lu t i on  o f  t he  t h r i f t

i ndus t r y ;  (2 )  t he  regu la to ry  c l ima te ;  and  (3 )  t he  ene rgy  c r i s i s .

I t  was  on l y  i n  t he  pos t  Garn -S t  Germa jn  e ra  tha t  mos t  S&Ls  were

ab le  t o  d i ve rs i f y  away  f r om the j r  t r ad i t i ona l  bus iness  o f  i s su ing

f i xed - ra te  mor tgages  and  ga rne r ing  j nsu red  depos i t s  t o  fund  the  mor tgages .

Though  the  na t i on rs  S&Ls  ga ined  s ign i f i can t  n  ev . /  asse t  po l re rs  a lmos t

ove rn igh t ,  t hey  d id  no t  i ns tan t l y  acqu i re  the  expe r t j se  o r  human  cap i ta l  t o

u t j l i ze  the  powers .  I n  t he  sho r t  run ,  compe tence  o f  ex i s t i ng  managemen t

was  a  cons t ra in t .  I ndeed ,  many  th r i f t s  moved  s low ly  to  exp lo i t  t he i r  new

powers  and ,  i n  re t rospec t ,  t hose  exh ib i t i ng  cau t i on  may  have  been  the  bes t

manageo .

I t  i s  un fo r tuna te l y  t rue  some tha t  i ns t j t u t j ons  moved  a l I  t oo

qu ick l y  i n to  the  un fami l i a r  t e r r i t o ry  o f  mak ing  commerc ia l  and  rea l -es ta te

l oans .  Th i s  was  espec ia l 1y  t r ue  a t  l a rge  i ns t i t u t i ons  adop t i ng  t he

s t ra tegy  o f  r rg row ing  ou t r r  o f  t he i r  p rev ious  p rob lem,  wh ich  was
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charac te r i zed  by  excess i ve  exposu re  to  i n te res t - ra te  r i sk .  Th i s  pa r t  o f

the  s to ry  i s  pa r t i cu la r l y  app l i cab le  to  Texas '  zomb ies .  I f  Garn -S t  Germa in

a f fec ted  Texas  th r i f t s ,  i t  was  th rough  the  enhancemen t  o f  t he i r  
' l  

i ab i l j t y

powers  (B rock  1983) .  I t  enab led  them to  fue l  t he i r  rap id  g rowth  s t ra tegy

tha t  has  cu lm ina ted  j n  t he  bus t  phase  o f  t he  cu r ren t  boom-bus t  cyc le .

The  new managers  a t  Texas  th r i f t s  had  l ea rned  a  l esson :  neve r  f i l l

up  an  j nves tmen t  po r t f o l  i o  w i th  f i xed - ra te  mor tgages .  Un fo r tuna te l y ,  t he

managers  l ea rned  the  wronq  l esson .  I t  i s  no t  w r i t i ng  f i xed - ra te  mor tgages

tha t  cons t i t u ted  S&Ls '  f o rmer  p rob lem.  Ra the r ,  t he  p rob lem cons i  s ted  i n

ove rconcen t ra t i  ng  the j r  po r t f o l i os  i n  one  asse t  ca tego ry  and  fa i l i ng  to

ma lch  asse t s  and  l i ab i l i t y  ma tu f i t i e s .  I ns tead  o f  us i ng  t he  new  l i ab i l i t y

powers  to  bu i l d  a  d i ve rs i f i ed  asse t  po r t f o l  i o ,  t he  new b reed  o f  S&L  manager

wen t  head long  j n to  fund ing  rea l -es ta te  deve lopmen t .  And  i t  was  dub ious

rea l - es ta te  deve lopmen t  a t  t ha t ,  i nc l ud ing ,  pe rhaps ,  ques t i onab le

t  r an  sac t  i  ons .16

Adap ta t j on  to  change ,  be  i t  env inonmen ta l  o r  economic ,  i s  an

evo lu t i ona ry  p rocess  (Ne lson  and  Win te r  1982) .  Some spec ies  neve r  
' i ea rn  

to

adap t .  The  app rox ima te l y  t h i r t y  pe rcen t  o f  t he  S&L  indus t r y  t ha t  i s  now in

deep  wa te r  appears  to  f i t  t he  desc r ip t i on  o f  an  economic  d inosaur .  Hav ing

l i ved  on l y  i n  an  env i ronmen t  o f  concen t ra ted  asse t  po r t f o l i os ,  i t  knew no

o the r .  Faced  w i th  a  changed  env j ronmen t ,  t hese  S&Ls  g rav i ta ted  to  a

hab i t a t  much  l j ke  t he  o l d  one :  an  und i ve rs i f i ed  asse t  po r t f o l i o .  i n  t he

p rocess ,  t he i r  po r t f o i  i os  g rew rap id l y  and ,  beg inn ing  i n  1983 ,  nega t i ve

jn te res t - ra te  sp reads  had  been  t rans fo rmed  ' i n to  asse t -qua l i t y  p rob iems

(Ba r th ,  e t  a l .  1985 ) .



16

Kane  (1987)  emphas izes  the  regu la to ry  c l ima te ,  espec ia l l y  t he  fac t

tha t  t he  FSL IC  exe rc i  sed  too  much  d i  sc re t i on  i n  f o rbea r ing  on  cap i ta l

s tandards .  I  have  l j t t l e  t o  add  to  h ' i  s  accoun t .  Fo rbea rance  no t  on l y

sanc t i ons  p rev ious  conduc t  bu t  j nv i t es  more  o f  t he  same,  Depos i t

' i  nsu rance ,  wh ich  rep resen ts  an  imp l i c i t  f ede ra l  gua ran ty  to  underwr j t e

losses ,  f unds  the  con t i nued  ope ra t i on  o f  zomb ies .  I t  does  so ,  moreove r ,  a t

the  expense  o f  so l ven t  and  consenva t i ve l y  managed  ins t i t u t i ons ,  who  a re

compe l l ed  to  b id  fo r  f unds  i n  compe t i t j on  w i th  zomb jes .  The  l a t te r  b id  up

the  cos t  o f  f unds  i n  a  neve r -end ing  ques t  t o  g row ou t  o f  eve r - i nc reas ing

losses .

F ina11y ,  t he re  i s  t he  ene rgy  c r i s i s  abou t  wh ich  so  much  has  been

made ,  The  U .S .  League  o f  Sav ings  Ins t j t u t i ons  ma jn ta ins  tha t  ex te rna l

economic  cond i t i ons ,  no t  f raud  o r  m ismanagemen t ,  a re  respons ib le  fo r  mos t

S&L  p rob lems .  Cer ta in ' l y  t he re  has  been  ano the r  supp ly  shock  i n  ene rgy  and

one  wou ld  expec t  t ha t  t h i s  wou ld  have  a f fec ted  the  po r t i on  o f  S&L

por t fo l  i os  pa r t i cu la r l y  exposed  to  th i s  sec to r .  And  the  shock  cons t j t u tes

a  poss ib l e  exp lana t i on  o f  why  t he  c r i s i s  h i t  Texas  i ns t j t u t i ons  ea r l i e r  and

w i t h  more  f o r ce . ' '  I t  does  no t  exp la i n ,  howeve r ,  how  the  po r t f o l i os  o f

Texas  t h r i f t s  (much  l ess  Ca l i f o rn i a  i ns t i t u t i ons )  came  to  be  so

concen t ra ted  i n  specu la t j ve  rea l -es ta te  tha t  t he i r  ex i s tence  wou ld  be

th rea tened  by  the  shock .  And ,  more  to  the  po in t ,  i t  does  no t  exp la in  how

zomb ie  i ns t i t u t i ons  con t i nue  ope ra t i ng .  0nce  aga in ,  t he  depo  s  i  t -  i  n  su rance

connec t i  on  p rov ides  the  answer ,
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P i t f a I l s

The  f i nanc ja l  se rv i ces  i ndus t r y  has  shown  a  remarkab le  capac i t y  t o

c i r cumven t  regu la to ry  s t ra igh t j acke ts .  Th j s  i nc ludes  i nnova t i ng  new

produc t s ,  l i ke  money -marke t  f unds ;  i nven t i ng  new  j ns t i t u t i ona l  f o rms ,  l i ke

the  nonbank  bank ;  and  f i nd ing  ways  - -  ' i nc ' l  ud ing  l obby ing  s ta te  l eg j s la tu res

to  b reak  down  geograph ica l  ba r r i e rs .  Res t r j c t i ons  on  bank ing  ac t j v i t y

rema in  the  l as t  c lea r  obs tac le  to  deve lop ing  a  compe t j t i ve  and  sound

bank i  ng  sys tem i  n  the  U .  S .  These  res tn i  c t i  ons  a re  I  i  ke l y  t o  p rove  l  ess

amenab le  t o  c j r cumven t i on  (0 'D r i sco l l  1987 ) .

The  j n te l l ec tua l  c l ima te  has  neve r  been  so  favo rab le  to  a rgumen ts

bo th  fo r  de regu l  a t i  ng  depos i  t o ry  i  ns t i  t u t i  ons  and  fo r  imp l  emen t i  ng

depos i t - i nsu rance  re fonm.  In  some ways ,  however ,  t he  pub l i c  po l i cy

env i ronmen t  i s  becomjng  l ess  hosp i tab le .  I ns tead  o f  f u r the r  de regu la t i ng

depos i t o r y  i ns t i t u t i ons ,  Cong ress  t j gh tened  l oopho les .  Among  o the r

ac t j ons ,  i t  c l osed  t he  nonbank -bank  l oopho le  w i t hou t  add ress ing  t he  reasons

why  th j s  i ns t i t u t i on  had  emerged  (Eng land  1987) .  The  Board  o f  Governo rs ,

i  n  coopera t i  on  w i  t h  t he  Eank  o f  Eng l  and ,  i  s  p ropos i  ng  a  sys tem o f

r i sk -based  cap i ta l  s tandards  tha t  wou ld  fo rma l  i ze  ca tego r i ca l  assessmen t  o f

r i s k .  And  Cong ress  appea rs  i n t en t  on  p r i va t i z i ng  t he  FSL IC ' s  de f i c i t  by

requ i r i ng  so l ven t  S&Ls  to  ba i l  ou t  t he  i nso l ven t  ones .  h /ha teve r  t he  mer j t s

o f  r e l y i ng  on  t he  i ndus t r y  as  much  as  poss ib l e  i n  f ash ion ing  a  so lu t i on ,

the  de f i c i t  as  a  who le  canno t  be  o r i va t i zed .  The  i ncome and  asse ts  o f  t he

so lven t  pa r t  o f  t he  i ndus t r y  a re  i nsu f f i c i en t  t o  reso l ve  the  zomb ie

p rob lem.  To  i ns i s t  on  a  pu re l y  p r i va te  so iu t i on  i  s  t o  i nsu re  tha t  t he re
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r i i  I  I  con t i nue  to  be  i nsu f f i c i en t  resou rces  devo ted  to  the  FSL IC .  And  so

long  as  tha t  i s  t he  case ,  t he  zomb ie  p rob lem w i l l  be  \ , r i t h  us .  And  i f  t he

zomb ies  f l ou r i sh ,  t hey  w i l l  even tua l l y  suck  the  l i f e  f rom the  rema inde r  o f

the  i ndus t r y  (Kane  1987) .  14e  need  to  a  fash ion  a  pub i i c  po l i cy  tha t  a l l ows

the  exped i t i ous  c i os i ng  o f  economica l  l y  i nso l ven t  i ns t i t u t i ons  i n  o rde r  t o

p rese rve  the  sound  ones .  Then ,  bu t  on l y  t hen ,  we  w i l l  have  a  sa fe  and

sound  f i  nanc i  a l  svs tem.
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Note s

*Ass i s tan t  v i ce  p res iden t  and  sen io r  economis t  a t  t he  Federa l  Rese rve  Banr
o f  Da l l as .  The  v i ews  exp ressed  i n  t h i s  pape r  a re  m ine  a l one  and  shou ld  no t
be  cons t rued  as  rep resen t i ng  the  o f f i c i a l  pos i t i on  o f  any  pa r t  o f  t he
Federa l  Rese rve  sys tem.  The  paper  was  p resen ted  a t  t he  62nd  Annua l  Wes te rn
Economic  Assoc ia t i on  i n te rna t i ona l  Con fe rence ,  Vancouver ,  8 .C . ,  Ju l y  1987 .
I  wou ld  l i ke  to  acknow ledge  the  he lp fu l  comments  o f  Edward  J .  Kane  and
Robe r t  T .  C la i r .
1*Schwar t z  ( 1984 ,  pp .205 ,  209 )  r eassesses  he r  ean l j e r  pos j t j on .
t'He  does  no t  endorse  the  p resen t  regu ' l a to ry  sys tem in  i t s  en t i re t y ;  he

spec i f i ca l  l y  ques t i ons  geograph ica l  nes t r i c t i ons  imposed  by  the  I ' l cFadden
Ac t  and  the  Doug las  Amendmen t  to  the  Bank  Ho ld ing  Company  Ac t .

2
" I  have  i en t  c redence  to  the  a rgumen t  i n  my  own  work .  Fo r  examp le ,  see
Gar r i son ,  Sho r t  and  0 rD r i sco l l  ( i 987 ) ;  bu t  a l so  see  t he  cavea ts  i n
0 rDn i  sco  l  |  ( 1987 ) .

' I  have  i nc luded  t rad i t i ona l  b roke rage  se rv i ces  under  i nves tmen t  bank ing ,
E-Wh i te  (1986 ,  p .  39 )  says  tha r  rhe
oppos i  t i  on  f rom the  banks ,  t he
Depar tmen t  and  the  Wh i te  House . "
oppos i  t i  on  f rom each  g roup .

oc i t ed  i n  t dh i t e  ( 1983 ,  p .  197 ) .

'C j t ed  i n  Wh i t e  ( 1983 ,  p .  197 ) ;  emphas i s  added .

" I  d i scuss  these  comp lemen ta r i t ' i es  i n  t he  nex t  sec t i on .
-See  

OrDr i sco l l  ( 1985 ,  p .  5 )  f o r  a  conven t i ona l  ch ron j c l e  o f  depos i t
de regu la t j on .  Mer r i s  and  Wood  (1985 ,  p .  69 )  ques t i on  the  accounr ,
po in t i ng  ou t  t ha t  r ecen t  f i nanc ia l  i nnova t i ons  I ' a lmos t  en t i r e l y
rep resen t  re tu rns  to  p rac t i ces  tha t  were  we l l -es tab l i shed  by  the  1920s  o r
the resumption of  t rends that were underway in that decade but were' i  n te r rup ted  by  the  Grea t  Depress ion  and  l r l o r l d  l i a r  I I . "  The  decade  o f  t he
1920s  was  one  o f  p r i ce  s tab i l  i t y  no t  j n f l a t i on  and ,  obv ious l y ,  d j f f e red
rad i ca l l y  i n  i t s  ava i l ab ie  t echno logy .  The  s to r y  o f  f i nanc ia l  i nnova t i on
in  the  l as t  qua r te r  cen tu ry  does  need  to  be  reexamined .

1n' " I n  the  1970s ,  F i r s t  Pennsy l van ia  Corp .  requ i red  FDIC  ass j  s tance  because
o f  l osses  expe r ienced  on  i t s  bond  po r t f o l i o .  F i r s t  Pennsy  be t  t he  bank
on  dec l i n ing  i n te res t  ra tes  bu t  na tes  rose .  The  s to ry  i s  unusua l ,  bu t
pu rchas ing  bonds  i s ,  once  aga in ,  an  examp le  o f  app roved ,  o ld  fash ioned
bank i  ng  ac t i  v i  t y .

1932 draft  of  the Act "met with strong
Federal  Reserve Board, the Treasury

He  does  no t  amp l j f y  on  the  g rounds  o f
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1 lone  obv ious  cavea t  i s  re levan t .  A  depos i to ry  i ns t i t u t j on  may  become
n i  sk ie r  by  concen tna t j ng  j t s  po r t f o l ' i o .  I n  o the r  words ,  t he  i ns t i t u t i on
may adopt a "shoot the moonrr strategy. VJhen permit ted to branch freely,
however ,  commerc ia l  banks  do  no t  appean  to  f i nd  th i  s  an  a t t rac t i ve
s t ra tegy .  (Fo r  ev idence  on  th i s  po in t  w i th  respec t  l o  ag r i cu l t u ra l
l end ing ,  see  Smi th  [1987 ] .  )  A  segmen t  o f  t he  sav ings  and  

' l oan  
i ndus t r y

does  appear  to  have  adop ted  the  s t ra tegy .  Bu t  see  the  tex t ,  be low ,  fo r  a
d j  scuss i  on  o f  p rob l  ems  in  the  th r i  f t  i  ndus t r y .  I n  any  case ,  obse rv i  ng
tha t  a  bank  may  no t  use  i t s  f reedom to  d i ve rs i f y  does  no t  cons t i t u te  a
reason  to  deny  them the  ab i l i t y  t o  do  so .

12... . .
s l n t ! e ( 1986 )  cons ide rs  a  number  o f  o the r  f ac to r s ,  i nc l ud ing  a l l eged

by  secu r i t i es  a f f i l  i a tes  o f  commerc ia l  banks .

r J In  m id -1983 ,  231  o f  t he  284  Texas  S&Ls  were  s ta te  cha r te red  and  these
ins t j t u t i ons  had  80  pe rcen t  o f  i ndus t r y  asse ts  (B rock  1983) .

abuses

1 q
t n t s
1987.

14Ber t  
E l y  supp l  i ed  bo th  the  da ta  and  the  ca l cu la t i ons .

assessmen t  re f l ec t s  the  l osses  tha t  acc rued  j n  the  f i r s t  qua r te r  o f
Losses ,  o f  cou rse ,  e rode  cap i t a i .

16Th .  
"o le  

o f  a l l eged  f raud  and  abuse  i n  cu r ren t  S&L  p rob lems  i s  rece i v ing
inc reased  a t ten t i on .  See .  f o r  i ns tance .  "Ex tens i ve  M isconduc t  Seen  i r
Ca1 i f .  S&1s , "  Wash inq ton  Pos l ,  June  13 ,  1987 ;  and  "FB I  Bo l s te r s  E f f o r t
Against Fraud in-TExl!-Eai-ks, '', "  Wa l l  S t ree t  Jou rna l ,  June  18 ,  1987 .

' 1 1
' 'Wha teve r  t he  p laus ib i  l  i t y  o f  t he  Leaguers  pos i t i on  on  p rob lems  a t  Texas

th r i f t s ,  i t  i s  i ncomprehens ib ' l e  as  an  exp lana t j on  o f  p rob iems  a t
Ca l i f o rn ia  S&Ls .  The  Ca l i f o rn ia  economy,  the  envy  o f  t he  res t  o f  t he
na t i on ,  i s  booming  and  has  been  th roughou t  t he  recove ry .
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