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INTRODUCTION

t . t l e  have  j us t  emerged  f rom the  l onges t ,  and ,  by  some measures ,  t he

seve res t  pos t -war  recess j  on .  I t  i  s  no t  su rp r i  s  i ng ,  t he re fo re ,  t ha t

f i nanc ia l - sec to r  p rob lems  have  emerged ,  I n  economjc  down tu rns ,  ce r ta in

phenomena  t yp i ca l l y  occu r .  I nc luded  among  lhese  a re  sha rp  ad jus tmen ts  i n

r i sk  p remiums  and  y ie ld -cu rve  con f i gu ra t i ons ,  i nc reases  i n  t he  number  o f

p rob lem l oans  and  l oan  l osses ,  a  r i se  i n  t he  number  o f  t r oub led  f i nanc ja l

i ns t i t u t i ons ,  and  a  h i ghe r  f a i l u r "e  r a te  among  f i nanc ja l  i ns t i t u t i ons .  Th j s

l i s t  i n  f ac t  encompasses  a  good  dea l  o f  t he  f i nanc ia l  d i f f i cu l t i es

exper ienced  du r ing  the  l as t  recess jon ,  As  the  wor ' l d  economy con t i nues  i t s

recove ry ,  t he  cu r ren t  vo lume o f  p rob lem c red i t s  w i l I  t end  to  be  worked  o f f ,

l essen ing  t he  f i nanc ia l  s t r ess ,  Ava i l ab le  ev i dence  on  c red i t  exposu l "e

ind i ca tes ,  however ,  t ha t ,  a t  l eas t  j n  t he  nea r  te rm,  l he  fa i  l u re  ra te  o f

U .S .  banks  w i l l  r ema in  above  t he  avenage  p reva i l i ng  du r i ng  t he  p re -1975

per iod .  Th i s  sugges ts  tha t  cu r ren t  f i nanc ia l - sec to r  d i f f i cu l t i es  may

re f l ec t  s t ruc tu ra l  as  we l l  as  cyc ' l  i ca l  p rob lems ,  a  p rognos i  s  t ha t  ra i  ses

conce rns  abou t  t he  l ong - run  s t reng th  and  s tab i  I  i t y  o f  t he  U .S .  f i nanc ia l

sysrem.

In  th i s  paper ,  we  hypo thes i ze  tha t  t he  i ncen t i ve  s t ruc tu re

p rov ided  by  f i  nanc i  a ' l  sa fe t y -ne t  mechan i  sms  has  a l  t e red  the  r i  sk

p re fe rences  o f  U .S .  f i nanc ia l  j ns t j t u t j ons .  Th i s  change ,  i n  t u rn ,  has  l ed

them to  accep t  an  excess j ve  amoun t  o f  r j sk .  I n  add i t i on ,  t he  p r j c i ng  and

p rov i s i on  o f  depos i t  i n sunance  a l l  bu t  e l jm ina ted  t he  r i s k  o f  depos i t o r

I  oss  f rom bank  fa j  I  u re ,  l l l e  w i  I  1  a rgue  tha l  t h i  s  a  l t e red  the  p r i  c i  ng

ad jus tmen t  mechan ism in  the  U .S .  and  i n te rna t i ona l  money  marke ts .  S im i l a r

changes  may  have  occu r red  j n  o the r  coun t r i es ,  mak ing  f i nanc ia l  i ns t i t u t i ons

in  those  coun t r i es  more  w i l l i ng  to  under take  undue  r i sk .  An  examina t i on  o f
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t he  l a t t e r  i ssue  i s  beyond  the  scope  o f  t h i s  paper .  We  focus  on  the  U .S .

bank ing  sys tem.  In  add i t i on ,  t o  f u r the r  s imp l i f y  t he  i ssue ,  we  concen t ra te

on  one  sa fe ty -ne t  mechan ism,  the  sys tem o f  f ede ra l  depos i t  i nsu rance .

Incen t i ves  p rov ided  by  o the r  f j nanc ia l  sa fe ty -ne t  mechan isms ,  i nc lud ing  IMF

lend ing  and  Lhe  
. l ende r -o f - l as t - reso r t  

f unc t i on  o f  t he  Federa l  Rese rve

Sys tem,  a l so  have  j n f l uenced  bank  dec i s i on  mak ing .  I n  t h i s  pape r ,  howeve r ,

we  on l y  ana lyze  the  i n te rac t i on  o f  t hese  o the r  sa fe ty -ne t  mechan isms  w i th

the  ex i s t j ng  fede ra l  depos i t  i nsu rance  sys tem,  and  do  no t  p resen t  a

de ta i l ed  ove rv iew  o f  t hese  o the r  mechan isms . l  F ina1 ly ,  no  a t tempt  l s  made

to  quan t i f y  Lhe  d i rec t  impac t  o f  depos i t  j nsu rance  on  r i  sk  tak ing .  As

des i  gned ,  t he  sa fe ty -ne t  mechan j  sms  es tab l  i  shed  i  n  t he  U .  S .  were  i  n tended

to  ope ra te  i n te rdependen t l y .  I t  i s  t hus  d i f f i cu l t  t o  de te rm ine

quan t i t a t i ve l y  t he  i ndependen t  impac t  o f  each  o f  t hese  mechan isms .  No l i  s

any  a t tempt  made  to  measure  the  con t r j bu t i on  o f  cyc l i ca ' l  f ac to rs  to  cu r ren t

d i f f i cu l t i es .  Ou l i n ten t j on  i s  t o  ana lyze  the  impac t  o f  depos i t  sa fe t y -ne t

mechan i sms  on  bank  r i s k  dec j s j ons .  Ou r  ana l ys i s  conc ludes  t ha t ,  by

a l t e r i ng  t he  manne r  i n  wh i ch  r j s k  i s  p r i ced ,  depos i t  i n su rance  he igh tened

cu r ren t  f i nanc ia l  d i f f i cu l t i es  bo th  by  encourag ing  U .S .  banks  to  accep t

more  c red j t  r i sk  and  by  reduc ing  the i r  ab i l i t y  t o  measure  r i sk .  W i th in

th i s  f ramework ,  t he  i n te rna t i ona l  deb t  c r i s i s  j s  bu t  one  o f  seve ra l  seve re

f i nanc ia l - sec to r  d i f f i cu l t i es  wh ich  have  a l ready  deve loped  f rom

overexDosure  to  r i  sk .
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AN OVERVIEW OF CURRENT FINANCIAL SECTOR WEAKNESS
0

A va r ie t y  o f  f i nanc ja l - sec to r  p rob lems  has  emerged  du r ing  the  pas t

few  yea rs ,  sugges t i ng  tha t  t he  U-S .  f i nanc ia l  sys tem has  become more

suscep t i b le  to  s t ress .  Two  p rob lems  a re  espec ia l  l y  no te \ i o r thy :  l osses  i n

the  th r i f t  i ndus t r y  and  the  l oan  p rob lems  o f  key  commerc ia1  banks .

Weakness  i n  l he  th r i f t  i ndus t r y  was  b rough t  on  by  a  p ro longed  pe r iod  o f

h i gh  and  vo la t i l e  i n t e res t  r a tes .  Th i s  p rob lem p r ima r i l y  r esu l t ed  f r om

regu la t i ons  requ i r i ng  t h r i f t s  t o  ma in ta i n  a  l a rge  p ropo r t i on  o f  t he j r

asse ts  i n  l ong - te rm f i xed - ra te  asse ts .  These  regu ' l a t i ons  p reven ted  th r i f t s

f rom ad jus t i ng  to  an  j n f l a t j ona ry  env i ronmen t .  Even  though  recen t  changes

in  regu la t i ons  have  expanded  the i r  asse t  powers ,  t h r j f t s  s t i l l  have  a  l a rge

p ropor t i on  o f  t he i r  asse t  po r t f o l i os  i n  l ong - te rm f j xed - ra te  mor tgages  and

mor tgage-backed  secu r i t i es .  Ano the r  sha rp  and  p ro t rac ted  tu rna round  in

in te res t  ra tes  wou ld  aga in  have  se r ious  consequences  fo r  mos t  f i rms  i n  tha t

i  ndus t r y .  Desp i  t e  t he  cyc l  i  ca1  cha rac te r  o f  t h r i  f t - j  ndus t r y  p rob l  ems ,  t hey

ra i se  conce rns  abou t  t he  l ong - te rm v iab i l i t y  o f  t ha t  i ndus t r y .

I n  add i t i on ,  more  a t ten t i on  i s  now be ing  g j ven  to  the  new rea l

es ta te  I  end j  ng  p rac t i  ces  o f  t h r i  f t s .  A l  t hough  f i  xed - ra te  home mor lgage

loans  a re  vu lne rab le  to  l a rge  sw ings  i n  j n te res t  ra tes ,  t he  c red j t  r i sk  o f

such  l oans  i s  re la t i ve l y  1ow,  In  con t ras t ,  much  o f  t he  l oan  g rowth  a t

th r i f t s  du r ing  the  pas t  t t vo  yea rs  has  been  in  a reas  exposed  to  h igh  c red i t

r i sk ,  l i ke  cons t ruc t i on  and  I  and -deve l  opmen t  p ro jec ts .  The  sh i f t  t oward

assumpt jon  o f  g rea te r  c red i t  r i sk  has  ra j sed  conce rns  abou t  t he  ab i l i t y  o f

th r i f t s  t o  abso rb  po ten t i a l l y  l a rge  l osses  f rom exposu re  to  bo th

in te res t - ra te  and  c red i t  r i sk  du r ing  any  fu tu re  cyc l i ca l  down tu rn .
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I n  t he i r  domes t i c  po r t f o l  i os ,  many  commerc ia l  banks  have

exper ienced  seve re  ea rn ings  p ressu res  f rom an  i nc rease  i n  nonper fo rm ing

1oans ,  pa r t i cu la r l y  ene rgy - re la ted  c red j t s .  Two  la rge  banks  have  a l ready

fa i l ed  p r imar i l y  i n  response  to  bad  ene rgy  c red i t s :  t he  Un i ted  Penn  Square

Bank  i n  Ok lahoma,  and  the  F i r s t  Na t i ona l  Bank  o f  t l i d l and  i n  Texas .  I n

add i t i on ,  seve re  ea rn ings  p ressu res  a t  SeaF i r s t  Na t i ona l  Bank  i n  Sea t t l e

necess i ta ted  a  ma io r  regu la to ry  po l i cy  change ,  whereby  an  ou t -o f - s ta te  Bank

Ho ld ing  Company  (Bank  o f  Amer i ca )  acqu i red  the  t roub led  Uash ing ton

ins t i t u t i on .

Though  these  domes t i c  d i f f i cu l t i es  have  rece i ved  much  a t ten t i on ,

l oan  p rob lems  in  the  i n te rna t i ona l  a rea  a re  a t  l eas t  o f  equa l  impor lance .

A l  I  o f  t he  na t i on ' s  l a rges t  mu l t i na t i ona j  banks  a re  sub jec t  t o  po ten t i a l  l y

seve re  l osses  f r om de fau l t s  on  i n te rna t i ona l  l oans .  The  ga ins  i n  i ncome

repor ted  by  many  o f  t he  na t j on rs  l a rges t  banks  fo r  1982-83  do  no t  f u l l y

re f l ec t  t empora ry  d i s rup t i ons  i n  j n te res t  and  p r i nc ipa l  paymen ts  by

in te rna t i ona l  bo r rowers  unab le  o r  unw i l l i ng  to  mee t  deb t - se rv i c ing

requ j remen ts ,  The  magn i tude  o f  pub l i c - sec to l i nvo l vemen t ,  wh jch  a l ready

exceeds  any  pnev ious  pos t -dep ress ion  i n te rven t i on ,  undersco res  the  seve r i t y

o f  t he  fo re ign -deb t  p rob lem.  Moreove r ,  many  ana lys ts  p red i c t  l ha t  t he  deb t

bu rden  o f  t he  ma jo r  La t i n  Amer i can  bo r rowers  i  s  su f f i c i en t l y  l a rge  to

genera te  recu r r i ng  deb t  se rv i c ing  p rob lems  th roughou t  t h j s  cen tu ry  and

poss ib l y  . i n to  the  nex t .  A re  these  l oan  p rob lems  mere l y  the  resu l t  o f

cyc l  i ca l  f ac to rs ,  o r  have  more  pe rmanen t  s t ruc tu ra . l  changes  a l so  occu r red?

Economet r i c  ev idence  co r robo ra tes  the  v iew  tha t  s t ruc tu ra l  changes

have  occu r red  i  n  bank i  ng .  I n  1975  and  aga i  n  ' i  n  1982 ,  t he  fa  i I  u re  ra te
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among  commel "c ia l  banks  j umped  d ramat i ca l l y .  The  se r ies  fo r  t he  pos t -war

pe r iod  i s  p resen ted  i n  F igune  1 .2  P r io r  t o  1975 ,  t he  se r jes  had  no  t rend .

Though  the  fa j l u re  ra te  tended  to  i nc rease  i n  cyc l  i ca l  down tu rns ,  i t

dec l  i ned  aga in  du r ing  recove ry .  I n  1975  j t  no t  on l y  i nc reased  mor "e  than  i n

ea r l i e r  pos t - t va r  cyc l es ,  bu t  i t  d i d  no t  r eve r t  t o  j t s  o l d  l eve l .  A

s ta t i s t i ca j l y  s ign i f i can t  change  jn  the  fa j l u re  ra te  occu r red ,  w i th  the

ra te  appa l "en t l y  mov ing  to  a  pe rmanen t l y  h ighe r  l eve l  .  I ndeed ,  du r ing  the

th ree  yea rs  f rom 1979  to  1981 ,  t he  annua l  ra te  o f  bank  fa i l u res  was  h ighe r

than  the  fa i I u re  ra tes  wh jch  deve loped  du r ing  the  f i ve  cyc l  i ca l  down tu rns

p r io r  t o  t he  1975  cyc le .  The  fa i l u re  ra te  i n  1982  was  more  than  doub le  the

1975  ra te ,  wh ich  had  se t  a  pos t -Wor ' l d  War  I I  r eco rd  l eve l .  I n  1983 ,  t he

fa j l u re  ra te  rose  aga in .  These  da ta  sugges t  t ha t  some fac to rs  o the r  t han

ord ina ry  cyc l  i ca l  ones  have  been  ope ra t i ng  on  the  U .5 .  bank ing  s t ruc tu re .

THE INTERNATIONAL DEBT PROBLEM

Beg inn ing  i n  l he  m id -1970s ,  and  up  th rough  the  i n te rna t i ona l  deb t

c r i s i s  i n  t he  summer  o f  1982 ,  t he  i n te rna t i ona l  l end ing  ac t i v i t y  o f  U .S .

banks  was  rna rked  by  two  pa ra l l e l  deve lopmen ts .  F ins t ,  t he re  was  a  ma jo r

expans ion  o f  t he  i n te rna t j ona l  asse t s  and  l j ab i l i t i e s  o f  u .S .  banks  he ld

pn imar i l y  a t  t he i r  f o re i gn  b ranch  o f f i ces .  As  i nd j ca ted  i n  Tab le  1 ,  t o ta l

asse ts  o f  t he  ove rseas  b ranches  o f  U .S .  banks  i nc reased  f rom rough ly  $152

b i l l i on  i n  1974  t o  more  t han  9469  b i l l i on  by  t he  end  o f  7982  (Co l  umn  1 ) .

Much  o f  t h j s  g rowth  was  the  nesu l t  o f  expanded  in te rbank  ac t i v i t y .  Th i s
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jnc luded  p lacemen t  o f  f unds  w i th  the  U .S .  pa ren t  i ns t i t u t i on  and  o the r

re1a ted  fo re ign  b ranches  as  we l  I  as  w j th  non re la ted  banks .  C la jms  on  the

U.S .  pa ren t  bank  and  on  o the r  f o r "e ign  b ranches  o f  t he  U .S .  pa ren t  i nc reased

f rom $32  b i l l i on  i n  1974  t o  nea r l y  $153  b i l l i on  j n  1982  (Co lumns  3  &  4 ) ,

wh i l e  c l a ims  on  o the r  non - re l a ted  f o re i gn  banks  i nc reased  f r om $60  b i l I i on

to  nea r ' l y  $134  b i  I  I  i  on .  Hence ,  more  than  60  pe rcen t  o f  t he  g rowth  i  n

asse ts  a t  t he  fo re ign  b ranches  o f  U .S .  banks  shown  in  Tab le  I  resu l ted  f rom

an  i nc rease  j n  i n t e rbank  ac t i v i t y .  C la jms  on  non -bank  f o re i gne rs  i nc reased

f rom $47  b i l l i on  i n  1974  to  more  than  $109  b i l l i on  by  Decemben  1982 ,  and

exposure  to  fo re ign  pub l i c  bo r rowers  j nc reased  f rom $4  b j l  l i on  to  $24

b i l l i on . "

A  second  ma jo r  deve lopmen t  i n  t he  Euromarke ts ,  wh ich  a l so  began  in

the  m id -1970s  was  the  g radua l  sh i f t  away  f rom co rpo ra te  l oans  to  c red i t s

g ran ted  d i rec l l y  t o  pub l i c  bo r rowers ,  o r  c red i t s  w j th  pub l  i c - sec to r

gua ran tees ,  P r " i o r  t o  t he  1982  c red i t  c r i s i s ,  l oan -p r i c i ng  t e rms  i n  t he

Euroc red i t  marke ts  i nd i ca ted  tha t  l ende rs  v iewed  c red i t s  ex tended  t0  a

coun t r y  o r  pub l  i c  au tho r i t y  (o r  c red i t s  t o  a  bo r rower  w i th  a  pub l i c

gua ran to r )  as  l ower  r j sks  than  p r i va te  sec to r  c red i t s .  Dec i s . i ons  to  p r i ce

pub l i c  bo r rowers  as  h igh -qua l  i t y  c red i t s  were  made  desp i te  the  fac t  t ha t

adequa te  i n fo rma t jon  to  de te rm ine  the  c red j two r th iness  o f  many  o f  t he

fo re ign  bo r rowers  was  no t  ava i l ab le  fSchwe ize r  and  Ma t t l e  (1978) ,

pp .  18 -22 ]  .  The  j  nab j  I  i  t y  t o  make  bo th  i  n te res t  and  p r i  nc i  pa1  paymen ts  on

these  pub l i c  sec to r  c red i t s  i s  now a  key  sou rce  o f  conce rn  to  U .S .  banks .

To ca l  cu l  ate the credi  tworthi  ness of  a soverei  gn bort"ower

i n fo rma t i on  on  economic ,  po l  i t i ca l  ,  and  soc io -economic  cond i t i ons  i s

requ i red .  A i I  o f  t he  ma jo r  mu l t i na t j ona l  banks  a l l oca ted  resou rces  to
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ana lyze  coun t r y - r i sk  exposu re .  Bu t  l end ing  dec i s jons  f requen t l y  were  made

w i thou t  a t ten t i on  be ing  g i ven  to  these  ana iyses .  Among  the  Eas te rn

Eu ropean  and  deve lop ing  coun t r i es ,  i n  pa r t i cu l a r ,  t ime l y  da ta  needed  t o

ca l cu la te  the  f i nanc ia l  s ta tus  o f  t hese  sove re ign  bo r rowers  s imp ly  were  no t

ava i l ab le ,  o r  t hey  were  mere l y  rough  es t jma tes  o f  da ta  p repa red  by

gove rnmen t  agenc jes  o f  coun t l i es  i nvo l ved  i n  nego t i a t i ng  c red i t  t e rms

[Schwe ize r  and  Mah ie  (1978) ,  pp .  18 -22 ] .  Da ta  cons t ra in t s  made  i t

d i f f i cu l t  f o r  
' l ende rs  

to  de te rm ine  the  va l i d i t y  o f  t he  coun t r y - r i sk

s tud ies .  The  cons t ra jn t s  d id  no t ,  however ,  reduce  a  bank rs  need  to  measure

j t s  under l y ing  exposu re  to  c red i t  r i sk .  The  i na t ten t i on  g i ven  to  r i sk

assessmen t  sugges ts  tha t  o the r  f ac to rs  were  a l so  a t  work  a l t e r i ng  the

dec j s i on -mak ing  p rocess  a t  U .S .  banks  w i t h  r espec t  t o  r i s k  t ak i ng .

The  i n te rna t i ona l  l end ing  c r i s i s  i s  gene ra l l y  t r aced  back  t o  t he

o i1 -p r i ce  shock  o f  7973 -74 .  The  sha rp  ad jus tmen t  i n  o i l  p r i ces  i n i t i a l  l y

p roduced  huge  0PEC cu r ren t -accoun t  su rp  l uses  and  huge  de f j  c i  t s  i  n

non -o i  l - p rbduc ing  coun t r i es ,  espec ia l  l y  among  non -o i  l - pnoduc ing  LDCs .

F inanc ia l  i ns t i t u t i ons ,  i nc l ud ing  U .S .  banks ,  became  i n te rmed ia r i es  i n  t he

f i nanc ia l -ad ius tmen t  p rocess .  As  Rober " t  We in t raub  (1983a ,  pp .  4 -5 )  ap t l y

oh rased  i t :

The  ma tch  was  obv ious .  I n  t he  m id -1970s .  ban rs
recyc l  ed  0PECrs  surp luses  to non-0PEC deve  1  op  i  ng
na t i ons .  I f  banks  had  no t  ma tched  the  new De t ro
depos i t s  t o  the  new c red i t  demands  o f  non -OPEC
deve ' l  op ing  na t i ons ,  j f  t hey  had  l oaned  the  funds  to
o the r  en t i t i es  i ns tead ,  some o f  t hese  o then  en t i t i es  o r
those  to  whom the  funds  were  t rans fe r red  to ,  f u r the r
down  the  l i ne ,  wou ld  have  done  the  recyc l i ng .
By  1978 ,  t he  economic  s i t ua t i on  began  to  change .  0PEC su rp luses

had  a lmos t  d i sappeared .  Wh i l e  they  deve loped  aga in  i n  1979-80  as  a  resu l t

o f  t he  I ran ian  Revo lu t i on ,  t hey  a l l  bu t  d i sappeared  aga in  by  1982 .



10

Bor rowing  demands by  non-OPEC deve lop ing

wj th  the  reced ing  0PEC surp luses .  And,  the

cred i t  l i nes  to  these bor rowers  a t  nar row

l ie i  n t raub  (1983a ,  p .  5 )1 .

count r ies  d id  no t  ebb,  however ,

banks conti  nued to extend n e\.,r

spreads  over  fund ing  cos ts  [c f .

Pr io r  t o  t he  1973  o i l  p r i ce  shock ,  U .S .  banks  had  no t  engaged  in

subs tan t i a l  d i rec t  l end ing  to  fo re ign  gove rnmen ts  fo r  wh ich  the re  were  no

th j rd -pa r t y  gua ran tees .  The  sheer  magn i tude  o f  t he  o i  l - p r i ce  i nc rease

toge the r  w i th  s t rong  p re fe rences  among  su rp lus  coun t r i es  to  keep  the i r

f unds  i n  sho r t - t e rm money -marke t  i ns t rumen ts  imposed  new demands  on  the

f i nanc ia l  i n t e rmed ia t j on  p rocess .  The  i u re  o f  f ee  i ncome ,  p l us  i n i t i a l l y

a t tnac t i ve  i n te res t - ra te  sp reads ,  made  bank  pa r t i c i pa t i on  i n  t he  recyc l i ng

p rocess  appea r  p ro f i t ab le .  The  t echn ique  o f  synd i ca t i ng  o r  packag ing  l oans

fac j l i t a ted  agg ress i ve  U .S .  bank  l end ing  o f  unp receden ted  magn i tude  to

fo re i  gn  bo r rowers .

The  da ta  i n  Tab le  2  p rov ide  an  ove rv iew  o f  t he  d i s t r i bu t i on  o f  t he

fo re ign  deb t  exposu re  o f  U .S .  banks  a t  t he  end  o f  1982 .  Cer ta in l y  no t  a l l

o f  t h i s  f o re ign  deb t ,  no t  even  a l l  t he  LDC deb t ,  i s  o f  doub t fu l  qua l i t y .

i f ,  f o r  i ns tance ,  we  l ook  a t  con t i nen t s ,  mos t  As ian  deb t  i s  gene ra l1y  o f

h igh  qua l  i t y  ( t roub le  i n  t he  Ph ' i  1 ' l  i p i nes  no tw i ths tand jng ) .  The  ma jon

p rob lems  fac ' i  ng  U .S .  banks  have  been  concen t ra ted  i n  t he i r  exposu re  to

Eas te rn  Eu ropean  bo r rowers  and  to  deve lop ing  coun t r j es  i n  La t i n  Ame l " i ca ,

the  same a reas  where  da ta  cons t ra jn t s  made  c red i t  assessmen ts  pa r t i cu la r l y

d i f f i cu l t .



11

TABLE 2

Amounts  0wed to  U.S.  Banks
Borrowers as of December 1982

(After Adjustments for Guarantees and

by Forei  gn
( I n  $  B i l l i ons )

I  nd i  rec t  Bo r row i  ngs )

G-10  Coun t , r i  es  p lus  Sw i t ze r land

Othe r  Deve l  oped  Coun t r i es

Eastern Eu rope

OPEC Members

Non-0PEC Deve l  op i  ng  Coun t r i es -

La t i  n  Amer i can  &  Car ibbean
As ia
A f r i  ca

Of f sho re  Bank i  ng  Cen te rs

In te rna t j  ona l  and  Reg iona l  Organ iza t i ons

13.2

. Y

J f , _ t .  o

Exami  na t i  on  Counc i  I  ,
Su rvey ,  June  1 ,  1983 .

161.9

38 .0

5 .9

24.4

107 .  3

70 .6
32.7
4 .0

Tota I
---TourZEl--TEde 

ral Fi nanci al Inst i tut ions
(F .F . I .E .C . ) ,  Coun t ry  Exposure  Lend ing

Many  o f  t he  l oans  ex tended  by  U .S .  banks  were  used  e i t he r  d i rec t l y

o r  i nd i rec t l y  t o  suppor t  consumpt jon .  C red i t s  were  ex tended  to  suppor t

pub l  i c - sec to r  i nves tmen t  p ro jec ts ,  many  o f  wh ich  have  tu rned  ou t  no t  t o  be

cos t  e f f ec t i ve .  Bnaz j l  i n  pa r t i cu l a r  i s  sadd led  w i t h  l a rge ,  unmanageab le

s ta te  en te rp r i  ses  tha t  a re  ove rmanned .  Wh i  I  e  some o f  B raz i  
' l  I  s  i  nves tmen ts

a re  p romis ing ,  o the rs  appear  to  be  o f  dub ious  commerc ia l  va lue .  I n  e f fec t ,

some pub i i c - sec to r  r r i nves tmen t "  wou ld  be  be t te r  l abe led  as  consumpt ion .

Bor row ing  fo r  t hese  pu rposes  suppor ted  unsus ta inab le  Ieve i s  o f  cu r ren t

consumpt ion  j ns tead  o f  p rov id ' i ng  fo r  ne t  j nc reases  i n  f u tu re  consumpt ion .

I f  t he  i n te res t  on  t hese  deb t s  i s  t o  be  pa id ,  no t  t o  men t i on  t he  p r i nc i pa l ,
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rea l  i ncome and  consumpt ion  i n  t he  ove rbu rdened  bo r row ing  na t i ons  mus t  f a i I

f o r  some t ime .

The  p rob lems  h igh l  i gh ted  he re  d i f f e r  among  coun t r i es .  Where

p r i va te  bo r rowers  a re  i nvo l ved ,  p rob lems  d i f f e r  w i th in  coun t r i es .  Desp i te

jmpor tan t  d i f f e rences  among  coun t r i es ,  a lmos t  a l  l  o f  t he  o "ed i t  p rob lems

are  l ong  te rm in  na tu re .  The  i n te rna t j ona l  deb t  p rob lem j s  no t  p r imar i  l y  a

sho r t - r un  l i qu i d i t y  p rob lem.  As  Robe r t  We in t raub  (1983a ,  p .4n )  has

po in ted  ou t ,  t he  sho r t - t e rm deb t  o f  non -0PEC LDCs  jn  1982  was  a lmosc

matched  by  the i r  sho r t - t e rm asse ts .  The re  was  a  l i qu id i t y  aspec t  t o

coun t r j es r  deb t - se rv i c i ng  d i f f i cu l t i es ,  bu t  t h i s  was  caused  by  t he

inab i l i t y  o f  deb to r s  t o  se rv i ce  med ium-  and  l ong - te rm  ob l i ga t i ons .

Economic  recove ry  w j l l  ease  these  tempora ry  l i qu id i t y  d i f f i cu l t i es ,  wh jch

a re  the  pa r t  o f  t he  p rob . l em a t t r i bu tab le  to  recess iona ry  fo rces .

Neve r the less ,  t he  f o re i gn -deb t  s i t ua t i on  i s  1 i ke1y  t o  be  w i t h  us  we l l  i n t o

the  21s t  cen tu ry .  As  the  med ium- te rm deb t ,  wh ich  has  been  res t ruc tu red  and

whose  ma tu r i t j es  have  been  ex tended ,  becomes  due ,  l i qu id i t y  p rob lems  w i11

recu r  f o r  some bo r rowers .  I t  i s  t h i s  asDec t  o f  t he  d i l emma tha t  l eads  us

to  cha rac te r i ze  j t  as  a  l ong - run  conce rn  f o r  U .S .  banks .

We have  hea rd  much  o f  t he  fac t  t ha t  na t i ons  canno t  go  banknup t .

No th ing  cou ld  be  fu r the r  f nom the  t ru th .  I n  f ac t ,  on l y  compara t i ve l y

recen t l y  have  gove rnmen ta l  ob l i ga t i ons  come to  rep resen t  t he

h ighes t -qua1 i t y  deb t .  B r i t a i n  es tab l  i shed  t h i s  pa t t e rn  on l y  i n  t he

n ine teen th  cen tu ry .  l , { es te rn  democnac ies  have  genera l  i y  (bu t  no t  a lways )

emu la ted  he r  i n  t he  twen t j e th  cen tu r y .  Adam Smi th  ( 1921 ,  I I :  p . 471 )  had
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a sounder  v iew o f  sovere ign  debt ,  no t  on ly  fo r  h is  t ime bu t  fo r  ours :

When na t i ona l  deb ts  have  once  been  accumu la ted  to  a
ce r t a i n  deg ree ,  t he re  i s  sca rce ,  I  be l i eve ,  a  s i ng le
i ns tance  o f  t he i r  hav ing  been  f a i r l y  and  comp le te l y
pa id .  The  I  i be ra t i on  o f  t he  pub l  i c  r evenue ,  i f  i t  has
even  been  b rough t  abou t  a t  a l l ,  has  a lways  been  b r "ough t
about by a bankruptcy; sometimes by an avowed one, but
a lways  by  a  rea l  one ,  t h rough  f requen t l y  by  a  p re tended
payment,

Coun t r i es  make  I ' p re tended  paymen t r r  by  i n f l  a t i  ng ,  o r ,  as  Smi  th

ph rased  i t ,  by  I r a i s i ng  t he  denomina t i on  o f  t he  co jn . r r  I n f l a t i ona ry

f i nance  can  be  even  Iess  des i rab le  than  ove r t  bank rup tcy ,  because  o f  i t s

de le te r j ous  e f fec ts  on  soc ie t y  genera l  l y  [Smi th  (1921) ,  I I :  p .  472 ) :

A  p re tended  paymen t  o f  t h i s  k jnd ,  t he re fo re ,  i ns tead  o f
a l l ev i a t i ng ,  agg rava tes  i n  mos t  cases  t he  l oss  o f  t he
cned j to rs  to  the  pub l i c ;  and  w j thou t  any  advan tage  to
the  pub l i c ,  ex tends  the  ca lam i t y  t o  a  g rea t  number  o f
o the l i nnocen t  peop ' l  e  .

Fo re ign  gove rnmen ts  canno t ,  o f  cou rse ,  i n f l a te  away  the  rea l  va lue

o f  do l  l a r -denomjna ted  asse ts .  These  gove rnmen ts  can ,  however ,  e rode  the

va lue  o f  debLs  con t rac ted  j n  t he i r  respec t i ve  domes t i c  cu r renc ies .  As  i s

' i  nd i ca ted  i n  Tab le  3 ,  t h i s  i s  s t i l ' l  a  common p rac t i ce  among  La t i n  Amer j can

coun t r i es .
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Tab le  3

Percent  Change in  Consumer  Pr ices
From 12 months  Ear l  i  e r

Argent i  na
Braz i  I
Ch i l e
Ecuador
Mex i  co
Peru
Venezue l  a

t | /e i  ghted ave rage

So u r f i - -Toi lA Financial Markets,  Morgan Guaranty Trust Company of Nevl
York (  Seplember,t q q ? \

0n ly  some o f  t he  acce le ra t i on  i n  i n f l a t i on  ra tes  can  be  exp la ined

by  the  e f fec ts  o f  deva lua t ' i on .  I t  appears  tha t  t hese  gove rnmen ts  a re

a t tempt ing  to  cope  w i th  the  bu rden  o f  f o re ign  deb t  by  reduc ing  the  bu rden

o f  t he i t "  domes t i c  deb t .  Th i s  s t ra tegy  l v i l l  accomp l  i sh  l i t t l e  i n  t he  l ong

run ,  however ,  i f  i t  des t roys  the  l , / ea l t h  o f  t he  domes t i c  c red i to r  c lass ,

Much  a l ready  has  been  wr j t t en  on  poss ib le  exp lana t i ons  fo r  why

these  coun t r i es  managed  to  become so  ove rbu rdened  w i th  deb t  and  the

expec ted  impac t  t ha t  t he  deb t  bu rden  w i l l  have  on  the  LDCs .  I n  th i s  paper ,

however ,  we  concen t ra te  on  why  the  banks  were  w i l l i ng  to  ex tend  these

c red i t s  under  te rms  tha t  d id  no t  re f l ec t  t he i r  oh ,n  r i sk  exposu re .  Ev idence

tha t  banks  sys tema t i ca l l y  unde res t ima ted  r i s k  i s ,  o f  cou rse ,  d i f f i cu l t  t o

adduce .  None the less ,  Edwards  (1983 ,  pp .  4 -5 )  f ound  tha t  r reven  though

in te rna t i ona l  banks  have  taken  i n to  accoun t  some o f  t he  bo r rowers l

cha rac te r i s t i cs ,  t hey  have  tended  to  ove r ' l ook  o the rs .  I n  t ha t  sense ,  t he

resu l t s  p resen ted  i n  th i s  IEdward ' s ]  paper  p rov ide  some bas i s  to  p resume

Dec.  1981

91.2

18 .  0
28.7
72 .7
11  .0

50 .9

Dec.  1982

209.7
97  .9
24 .3
24.4
98.  9
72 .9
7 .7

82.6

June 1983

340.1
112.2

5 L . 3

48.2
112.5
t07 .7

5 .4

105 .8



I 3

tha t  the  present  o" i  s i  s  i  s  par t i  a l  l y  a  resu l  t  o f  banks '  l  end i  ng
A

p rac t i ces . r r '  I ndeed ,  Edwards  (1983 ,  p .25 )  f ound  more  spec i f i ca l l y  t ha t ,  as

l a te  as  1980  ( t he  end  po in t  o f  h i s  da ta ) ,  r r t he  i n te rna t i ona l  f i nanc ia l

market had not predi  cted i  n any i  mportant way the future payment

d i f f i cu i t i es  f aced  by  A rgen t i na ,  Mex i co ,  U raguay ,  and  Venezue la . r r  We  Iook

to  the  j ncen t i ve  e f fec ts  o f  depos i t  sa fe t y -ne t  mechan isms ,  t oge the f  w i th

the  impac t  wh ich  these  mechan isms  have  had  i n  a l t e r i ng  i n te rbank  p r i c rng

cons t ra i n t s ,  as  a  pa r t i a l  exp iana t i on  f o r  t h i s  m i sca l cu la t j on .

Deposi t  Insurance and Bank Risk Taking

Federa l  depos i t  i nsu rance  was  au tho r i zed  by  the  Bank ing  Ac t  o f

1933  to  res to re  pub l i c  con f i dence  j n  the  U .S .  bank ing  sys tem.  The  p r imary

ob jec t i ve  o f  depos i t  j nsu rance  was  to  ma in ta in  f i nanc ia l  s tab i l  i t y  by

fo res ta l  l i ng  depos i t  runs  on  commerc ja l  banks .  Th i s  \4as  accomp i i shed  by

a l I ay i ng  depos i t o r  f ea rs  o f  cap i t a l  I oss  f r om bank  f a i I u re .  I t  a l so

sa t i s f j ed  a  ne la ted  bu t  secondary  ob jec t i ve  o f  p ro tec t i ng  sma11  depos i to rs

f r om i ncu r r i ng  f i nanc ia l  l oss  due  t o  bank  f a i l u re .5

The  FD IC  was  c rea ted  as  pa r t  o f  f i nanc ja l  l eg i s l a t i on  t o  cons t ra i n

r i s k  t ak i ng  by  banks .  Bes ides  es tab ' l  i sh i ng  depos j t  i n su rance ,  t he  Bank ing

Ac t  o f  1933  p roh ib i t ed  banks  f rom,  among  o the r  t h ings ,  underwr i t i ng

co rpo ra te  secu r i t j es ,  f r om pay ing  i n te res t  on  demand  depos i t s ,  o r  f rom

pay ing  i n te res t  on  sav ings  and  t ime  depos i t s  j n  excess  o f  a l  l owed  I  im i r s .

These  asse t  and  l i ab i l j t y  cons t ra i n t s ,  t oge !he r  w i t h  r es t r j c t i ve  cha r te r i ng

po l i c i es  and  l im i t s  t o  geograph ic  expans ion  imposed  by  the  McFadden  Ac t  o f

1926 ,  were  i n tended  to  ensu re  sa fe  bank ing  by  res t ra in ing  compe t i t i on  and

the reby  reduc ing  i ncen t j ves  t o  unde r take  excess i ve  r j s k .  I t  j s  d i f f i cu l t
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to  de te rm ine  whe the r  t hese  regu la to ry  cons t ra in t s ,  o r "  sha rp l y  l owered  r i sk

p re fe rences  resu l t i ng  f rom the  d ramat i c  i nc rease  i n  bank  fa j l u res  du r ing

the  Grea t  Depress ion ,  imposed  e f fec t i ve  cons t ra in t s  aga jns t  excess i ve  r i sk

tak ing  th rough  a t  l eas t  t he  m id -1960s .  Genera l  l y ,  however ,  bank ing

h i s to r i ans  v i ew  th i s  e ra  as  a  pe r i od  o f  b i nd ing  regu la to r y  cons t ra i n t s .

The  pen iod  f rom the  m id -1960s  th rough  1980  was  a  pe r iod  o f  pa r t i a l  ,  de

fac to  de regu la t i on .  I n f l a t i on  p ressu red  banks  i n to  dev i s i ng  ways  o f

c i r cumven t jng  regu la to ry  res t r i c t i ons ,  pa r t i cu la r l y  t hose  cons t ra in ing  the

in te res t  ra te  tha t  banks  cou ld  pay  to  a t t rac t  depos i t s ,  A t  t he  same t ime ,

banks  become  more  agg ress i ve  i n  exp lo i t i ng  t he i r  ex i s t i ng  asse t  powers .

Fo  l l  ow i  ng  the  passage  o f  t he  Mone ta ry  Con t ro l  Ac t  o f  1980  the  U .  S .

f i nanc ia l  sys tem en te red  a  pe r iod  o f  de  j u re  de regu la t i on .

Da ta  on  bank  f a i l u res  p resen ted  ea r l i e r  j n  t h i s  pape r  j nd j ca te

tha t  changes  i n  the  U .S .  bank ing  s t ruc tu re  had  a l ready  deve ' l  oped  by  1975 .

A  s ta t i s t i ca l l y  s i gn i f i can t  i nc rease  i n  bank  f a i l u res  emerged  du r i ng  t he

e ra  o f  pa r t i a l ,  de  f ac to  de regu la t i on .  The  ab i l i t y  t o  i ncu r  mone  r j s k  i n  a

pa r t i a l 1y  de regu ia ted  env j r onmen t ,  coup led  w j t h  con t i nued  subs id i es  t o  r i s k

tak ing  p rov ided  by  depos i t  sa fe t y -ne t  mechan i  sms ,  con t r i bu ted  to  the

i  nc rease  i  n  bank  fa i  I  u res .

A  b r i e f  d i scuss ion  o f  some  o f  t he  f i nanc ia l  i nnova t i ons  t ha t

c i r cumven ted  rema in i ng  regu la to r y  cons t ra i n t s  du r i ng  t he  e ra  o f  pa r t i a l ,  de

fac to  de regu la t i on  he lps  to  deve lop  a  causa l  l i nk  be tween  depos i t  j nsu rance

and  excess i ve  r i s k  t ak i ng .  We  ce r t a i n l y  do  no t  be l  j eve  t ha t  f i nanc ia l

j nnova t i on  pe r  se  genera tes  excess j ve  r i sk  tak ing .  To  the  con t ra ry ,

f i nanc ia l  i nnova t i on  gene ra l l y  imp roves  cap i t a l  f I ows ,  l he reby  a i d i ng

e f f i c i enL  resou rce  a l ' l oca t i on .  Wha t  we  do  a rgue  i s  t ha t  t he  sys tem o f
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depos i t  j nsu rance  i n  the  U .S . ,  t oge the r  w i th  the  l ender -o f - l as t - reso r t

f unc t i on  o f  t he  Federa l  Rese rve  Sys tem,  a l t e red  the  p r i c i ng  mechan ism in

the  i n te rbank  marke t  i n  a  manner  tha t  reduced  cons t ra jn t s  on  r i  sk  l ak ing .6

S jnce  t h i s  pape r  exam ines  t he  i n te rna t i ona l  bank ing  c r i  s i s ,  t he  ove rv i ew  o f

f i nanc ia l  i nnova t i on  Dresen ted  he re  concen t ra tes  on  Euromarke t

deve  I  oDmen ts .

0n  the  asse t  s ide ,  t he  impos i t i on  o f  cap i ta l  con t ro l s  i n  t he  
. l a te

1950s ,  t oge the r  w i th  domes t i c  b ranch ing  res t r i c t i ons ,  p layed  an  impor tan t

ro le  i n  t he  fo rma t ion  o f  t he  i n t r i ca te  ne twor "k  o f  ove rseas  b ranches

es tab l  i  shed  by  the  ma jo r  U .  S .  banks  du r i  ng  the  1970s .  These  cons t ra i  n t s

toge the r  w i th  tax  l aws ,  i n te res t - ra te  res t r j c t i ons  and  rese rve

requ i remen ts ,  we re  key  fac to rs  beh ind  the  rap id  g rowth  o f  t he  Eurodo l l a r

marke t  and  t he  expans ion  o f  i n t enna t j ona l  l end ing  by  U .S .  banks  [M i11s  and

Sho r t  ( 1979 )1 .  0n  t he  l i ab i l i t y  s i de ,  i n f l a t i on  p ressu res  i nduced  banks  t o

dev i se  f i nanc ia l  i ns t rumen ts  pay ing  marke t  ra tes  o f  j n te res t  j n  o rde r  t o

c i  r cumven t  Regu la t i on  Q  ce i l i ngs .

Domes t i c  ce i l i ngs  on  i n te res t  r a tes  on  l a rge  ce r t i f i ca tes  o f

depos i t  w i th  ma tu r i t i es  o f  30  days  o r  more  were  removed  in  two  s tages

dur ing  the  cned i t  c runches  o f  1970  and  1973 .  Bu t  domes t i c  j n te res t - ra te

res t r i c t i ons  rema ined  on  demand  depos i t s  and  on  t ime  and  sav ings  depos i t s

o f  l ess  t han  $100 ,000 ,  as  we l l  as  on  l a rge  t . ime  depos i t s  w j t h  ma tu r i t j e s

l ess  t han  30  days .  Th j s  i nduced  l a rge  mu l t i na t i ona l  banks  t o  r a i se  a

g row ing  p ropo r t i on  o f  t he i r  sho r t - t e rm fund ing  needs  i n  the  Euromarke ts ,

where  i n te res t  ra tes  and  depos i t  ma tu r i t i es  a re  de te rm ined  by  the  i n te rp lay

o f  supp ly  and  demand  ra the r  t han  by  na t i ona l  ru les  o r  regu la t i ons .
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The  ab i l i t y  t o  ra j se  funds  a t  any  ma tu r i t y ,  f o r  a  p r i ce ,  sha rp l y

removed  banke rs '  conce rns  abou t  ob ta jn ing  adequa te  fund ing  sou rces  to  mee t

c red i t  commi tmen ts .  As  the  s i ze  and  dep th  o f  t he  Eurodo l  l a r  marke t

i nc reased ,  conce rns  abou t  l i qu id i t y  cons t ra in t s  were  m i t i ga ted  fu r the r .

Moreove r ,  by  the  m id -1970s ,  under  the  l eadersh ip  o f  t he  European  b ranches

o f  U .S .  banks ,  banks  i n t roduced  the  ro l  l - ove r  c red i t ,  a  va r iab le - ra te

ins t rumen t  t ha t  made  long - te rm loans  sub jec t  t o  pe r iod i c  i n te res t - ra te

ad jus tmen ts .  The  i n te res t  ra tes  on  these  va r iab le  ra te  l oans  moved

d i  rec t l y  w i  t h  marke t  j  n te res t  ra tes  i  n  t he  Eurodo l  I  a r  marke t .  The

ro l  l - ove r  c red i t  became the  p r imary  sou rce  o f  bus iness  f i nanc ing  by

commerc ia l  banks  i n  t he  Eu t  omarke ts .

P r io r  t o  t he  m id -1970s ,  i n te rna t i ona l  bo r rowers  had  re l i ed

pn imar i l y  on  cap i ta l  marke ts  to  sa t i s f y  t he i r  med ium and  l onger - te rm

bor row ing  requ j remen ts .  Va r iab le - ra te  p r i c j ng  techn jques ,  t oge the r  w i th

the  deve lopmen t  o f  t he  l oan  synd ica t i on  p rocess ,  p rov ided  the  bas i s  f o r

ac t i ve  bank  pa r t i c i pa t i on  i n  f i nanc ing  med ium-  and  l ong - te rm  c red i t s .  By

d i rec t l y  l i n k i ng  i n te res t  r a tes  on  asse t s  and  l i ab i l j t j e s  w j t h  d i f f e ren t

ma tu r i t y  s t ruc tu res ,  t he  deve lopmen t  o f  t he  ro l  l - ove r  c red i t  sha rp l y

reduced  banke rs '  conce rns  abou t  exposu re  to  i n te res t - ra te  r j sk ,  Be l i e f  i n

the  sa fe ty  o f  l  end i  ng  to  sove re i  gn  bo r rowers  conv i  nced  banke rs  tha t

exposu re  to  c red i t  r i sk  f rom sove re ign  bo r rowers  was  m in ima l  .

The  London  In tenbank  O f fened  Ra te  (L IBOR)  p rov ided  the  unden ly ing

ra te  o f  i n te res t  on  ro l l - ove r  Eu rocned i t s ,  L IB0R i s  t he  ra te  a t  wh ich

th ree -  o r  s i x -mon th  money  i s  o f fe red  by  the  l ead ing  London  banks  to  o the r

banks .  The  ac tua l  bo r row ing  ra te  on  the  c red i t s  exceeds  L IBOR by  a

spec i f i ed  marg in  o r  sp read .  These  spneads  a re  de te rm ined  by  compe t i t i ve

p ressu res  among  pa r t i c ' i pa t i ng  banks .
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The  dec i s ion  to  pa r t i c j pa te  i n  l a rge  Euro -synd ica ted  c red j t s

depends  c r i t i ca l l y  on  the  assumpt ion  tha t  an  adequa te  i n te res t - ra te  marg in

be  p rese rved  on  each  c red i t  t h roughou t  t he  te rm es tab l i  shed  fo r  t he  c red i t .

The  ave rage  cos t  o f  f unds  pa id  by  the  re fe rence  banks  j n  a  synd ica ted

c red i t  de te rm ines  the  base  bo r row ing  ra te .  The  marg in  o r  sp read  ove r  t he

base  ra te  re f l ec t s  the  l enders r  assessmen ts  o f  t he  bo r rower rs  c red i t  r i sk .

In  de te rm in ing  whe the r  t o  pa r t i c i pa te  i n  a  synd ica ted  c red i t ,  each  bank

mus t  j udge  whe lhe r  t he  es tab l  i shed  marg in  adequa te l y  cove rs  the  c red i t

r i s k .  I n  add i t i on ,  t o  p rese rve  i t s  ma rg in  on  t he  cned i t ,  each

par t i c j pa t i ng  bank  mus t  be  ab le  to  con t j nue  to  b id  fo r  f unds  th roughou t  t he

te rm o f  t he  c red i t  a t  a  ra te  comparab le  to  the  ave rage  ra te  pa id  by  the

re fe rence  banks .  Over  t ime  banke rs  ga ined  con f i dence  tha t ,  a t  each  no l l ove r

da te ,  t hey  wou ld  be  ab le  to  ob ta in  adequa te  fund ing  a t  an  j n te res t  na te

tha t  wou ld  p rese rve  the  marg in  es tab l  i shed  on  a  c red i t .  Th i s  j nc reased

con f idence  was  a  key  mo t i va t i ng  fac to r  beh jnd  the  sha rp  i nc rease  i n  the

vo lume o f  synd ica ted  l oan  commi tmen ts  made  in  the  i n te rna t j ona l  a rena  by

banks  o f  va r j ous  s i zes  and  o r i g i ns .  Compe t i t i ve  p ressu res  f r equen t l y

reduced  sp reads  ove r  f und ing  cos ts  to  as  l ow  as  th ree  e igh ts  o f  a

pe rcen tage  po in t  on  ma jo r  synd ica ted  c red i t s .  Such  sp reads  wou ld  resu l t  i n

nega t i ve  marg ins  i f  d i f f e ren t i a l  p r i c i ng  ad jus tmen ts  on  depos i t s  o f  as

l i t t l e  as  one -ha l f  o f  a  pe rcen tage  po in t  deve loped  among  pa r t j c i pa t i ng

banks .  A l though  r i sk  p remiums  o f  such  magn i tudes  a re  no t  uncommon among

non -bank  bo r rowe rs  w i t h  d i f f e ren t  r i s k  cha rac te r i s t i c s .  such  d i f f e ren t i a l s

have  been  ra re  i n  t he  i n le rbank  marke t .

Under  no rma l  cond i t j ons ,  t he  ma jo r  U .S .  banks  have  been  ab le  to

ra i se  funds  a t  rough ly  un i fo rm ra tes  i n  bo th  the  domes t i c  and  i n te rna t i ona l
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money  marke ts .  Moreove r ,  ra te  d  i f f e ren t i  a l  s  be tween  the  l  a rge

mu l t i na t i ona l  banks  and  the  ma jo r  reg iona ls  have  been  as  sma l  I  as  be tween

one-e igh th  to  one -quar te r  o f  a  pe rcen tage  po in t .  Th i s  has  enab led  banks  j n

d i f f e ren t  s i ze  c l ass j f i ca t i ons  t o  pa r t i c i pa te  i n  t he  same  c red i t s .

D j f f e ren t j a l  p r i c i ng  ad jus tmen ts  on  bank  depos i t s  do  occu r ,  bu t  s i gn i f i can t

ad jus tmen ts  on l y  deve lop  a f te r  p rob lems  o f  c r i  s i s  p ropo r t i ons  have  emerged .

In  o the r  words ,  p r i c i ng  ad jus tmen ts  i n  t he  i n te rbank  marke t  t end  to  take

p lace  i n  an  ex  pos t  ra the r  t han  j n  the  ex  an te  fash jon  tha t  cha rac te r i zes

o the r  f i  nanc i  a l  marke ts .

Du r i ng  pe r i ods  o f  f i nanc ia l  c r i s i s ,  when  t he  p robab i  l i t y  o f

f i nanc ia l  f a i  l u re  due  t o  excess i ve  exposu re  t o  r i s k  i s  sha rp l y  he igh tened ,

' i n te res t - ra t ,e  d i f f e ren l i a l  s  on  bank  depos i t s  w iden .  Banks  deemed  to  have

h ighe r  exposu re  to  r i sk  pay  more  fo r  f unds  and ,  i n  some jns tances ,  depos i t

ou t f l ows  f rom those  banks  have  caused  I  i qu id i t y  p rob lems .  I t  mus t  be

undersco red ,  however ,  t ha t  t he  emergence  o f  sha rp l y  g radua ted  o r  " t i e red "

' i  n te res t - ra te  s t ruc tu res  a re  an  unusua l  deve l  opmen t  i  n  t he  i n te rban r

marke t .  Du r i  ng  the  pas t  decade ,  l  a rge  i  n te res t - ra te  d j  f f e ren t i  a l  s

deve loped  a f te r  t he  Hers ta t t  Bank  fa i l u re  i n  t he  summer  o f  1 ,974 .

S im i la r l y ,  conce rns  abou t  excess i ve  exposu re  to  p rob iem c red i t s  have

c rea ted  fund ing  p rob lems  a t  seve ra l  U .S .  banks  du r ing  the  l a tes t  pe r iod  o f

f i nanc ja l  s t ress .  These  cases  o f  j n te res t - ra te  t i e r i ng  occu r red ,  however ,

a f t e r  a  p rob lem o f  c r i s i s  p ropo r t i ons  had  been  c l ea r l y  i den t i f i ed .

The  deve lopmen t  o f  unques t i oned  con f i dence  among  depos i to rs  i n  t he

ab i  l  i  t y  o f  f  i nanc i  a l  - sec to r  sa fe ty -ne t  mechan  i sms  to  p reven t  unexpec ted

iosses  f r om bank  f a i l u re  appea rs  t o  have  p l ayed  a  s i gn i f i can t  r o l e  i n

a l t e r i ng  pn i c i ng  i n  t he  i n te rbank  marke t .  Spec i f i ca l l y ,  t he  ex i s t ence  o f
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depos i t  i n su rance ,  and  t he  manne r  i n  wh i ch  t he  ex i s t i ng  depos i t  j n su rance

sys tem opera tes ,  e i im ina tes  i ncen t i ves  fo r  depos i to rs  to  requ i re

r i sk - re la ted  p remiums  on  bank  depos i t s  un t i l  i n fo rma t jon  su r faces  tha t  a

bank  j s  i n  se r i ous  dange r  o f  f a i l i ng .  Acco rd ing i y ,  when  choos ing  on  t he

marg in  be tween  r i sk  and  reward ,  banks  do  no t  f ace  i nc remen ta l  f und ing  cos ts

tha t  r e f l ec t  t he  add i t i ona l  r i s k  i ncu r red .  When  p lac i ng  f unds  i n  a  bank ,  a

depos i to r  shou ld  be  conce rned  w i th  the  r i sk - re tu rn  comb ina t i on  re la t i ve  to

jnves tmen t  a l t e rna t j ves  (bank  and  non -bank ) .  The  sa fe ty -ne t  mechan isms

p rov ided  f o r  banks  have ,  howeve r ,  a1 te red  t h i s  dec j s j on -mak jng  p rocess .

Depos i t o r s  be l i eve  t ha t  t he  p robab i l i t y  o f  f i nanc ia l  l oss  f nom the  f a i l u re

o f  l a rge  bank ing  i ns t i t u t i ons  i s  a lmos t  n j l .  Th i s  has  removed  an  impo r tan t

day - to -day  cons t ra in t  on  r i sk  tak ing  by  banks .

Wi th in  the  cu r ren t  f ramework ,  domes t i c  depos j t s  a t  FD IC- insu red

banks  a re  1ega1 ly  p roLec ted  up  to  $100 ,000 .  To  p rov ide  th i s  cove rage ,  t he

FDIC  cha rges  a  f i xed - ra te  p remium o f  one - twe l f t h  o f  one  pe rcen t  o f  a1 l

domes t i c  depos i t s  a t  each  i nsu red  i ns t i t u t j on .  Lega l l y ,  t hen ,  domes t i c

depos i t s  he ld  i n  excess  o f  $100 ,000  a t  a  s i ng le  i ns t j t u t j on  a re  no t  cove red

by  FDIC  insu rance ,  no r  a re  the  depos i t s  he . l d  a t  t he  fo re jgn  b ranches  o f

U .S .  banks .  I n  p rac t j ce ,  howeve r ,  t he  manne r  i n  wh i ch  bank  f a i  l u res  have

been  se t t l ed  by  the  FDIC  has  p rov ided  de  fac to  10O-pe rcen t  cove rage  to  a l l

domes t i c  depos i t o r s .  0ve r  t ime ,  un insu red  depos i t o r s  became  i nc reas ing l y

con f i den t  t ha t  ex i s t i ng  depos i t  sa fe t y -ne t  mechan i sms ,  i nc l ud ing  t he

ava i  l  ab i  1  i  t y  o f  d j  scoun t -w i  ndow bo r row i  ng  fo r  banks  fac i  ng  fund i  ng

cons t ra in t s ,  wou ld  p rov ide  adequa te  t ime  fo r  t hem to  remove  the i r  f unds

f rom t r oub led  i ns t j t u t i ons  be fo re  i ncu r r i ng  f i nanc ia l  l oss .  Th j s

pe rcep t i on  a l so  reduced  conce rns  abou t  t he  f i nanc ia l  exposu re  o f

Eu rocu r rency  depos j to rs .
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The  depos i t s  o f  t he  fo re ign  b ranches  o f  U .S .  banks  a re  no t

FD IC- i nsu red ,  and  t he  U .S .  pa ren t  bank  i s  no t  l ega l l y  bound  t o  cove r  l osses

incu r red  by  the  depos i to rs  o f  i t s  f o re ign  b ranches .  By  the  l a te  1970 ' s ,

r i sk  p remiums  be tween  the  domes t i c  and  Eurocu r rency  depos i t s  o f  U .S ,  banks

v i r t ua l  l y  d i sappeared .  I n te res t - ra te  d i f f e ren t i a l s  cons i s ten t  w j th  the

ex i  s tence  o f  r i  sk  p remi  ums  aga  i n  emerged  a f te r  t he  i 982  deb t  c r i  s i  s

su r faced  [C f .  K re i che r  (1982) ] .  Aga in ,  however ,  i t  i s  on l y  a f te r  p rob lems

o f  ma jo r  p ropo r t i ons  emerge  tha t  s ign i f i can t  r i sk  p remiums  a re  requ i red  by

un  i n  su red  bank  depos i t o r s .7

The  be l i e f  among  depos i t o r s ,  i nc l ud ing  l a rge  un insu red  depos i t o r s ,

t ha t  t he  p robab i l i t y  o f  f i nanc ia l  l oss  f r om bank  f a i l u re  i s  m in ima l ,  de lays

the  t im ing  o f  j n te res t - ra te  ad jus tmen ts  and  dampens  the  magn i tude  o f  t hese

ad jus tmen ts  tha t  wou ld  no rma l l y  occu r  i n  money  marke ts .  S im i l a r l y ,  t he

in te rp lay  be tween  the  sys tem o f  depos i t  j nsu rance  and  the

lender -o f - l as t - reso r t  f unc t i on  has  shanp ly  reduced  banke rs '  conce rns  abou t

t he i r  ab j l i t y  t o  ob ta i n  adequa te  f und ing  a t  p ro f i t ab le  i n t e res t  r a tes .  I n

the  even t  t ha t  depos i t  ou t f l ows  f rom a  bank  genera te  l  i qu id i t y  p rob lems ,

the  cons t ra jned  bank  i s  ab le  to  mee t  i t s  f und ' i ng  commi tmen ts  by  bo r row ing

f rom the  Federa l  Rese rve r  s  d i  scoun t  w i  ndow.  The  ne t  resu l  t  o f  t h i  s

p rocess ,  wh ich  has  evo l ved  ove r  t ime ,  i s  t ha t  day - to -day  p r i c i ng

ad jus tmen ts  i n  t he  domes t i c  and  i n te rna t i ona l  money  na rke ts  have  no t

imposed  adequa te  cons t ra in t s  on  bank  r i sk  tak ing .  By  reduc ing  the  marke t

d i  sc ip l  i ne  tha t  wou ld  no rma l j y  be  imposed  by  d i f f e ren t ' i a i  p r i c i ng  on  bank

depos i  t s ,  t hese  sa fe ty -ne t  mechan ' i  sms  reduce  the  marg i  na1  cos t  o f  r i  sk

tak ing .  Th j s  enab les  the  banks  to  under take  more  r i sk .
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The  cos t  reduc t j on  i s  on l y  t empora ry .  As  l ong  as  f i nanc ia l

i ns t i t u t i ons  a re  sub jec t  t o  l osses  f rom the i r  exposu re  to  r j  sk ,  t he

magn i tude  o f  t . h i s  r i sk  exposu re  w i l I  be  revea led .  The  oppor tun i t y  cos t  o f

assuming  excess i ve  r i sk  i s  revea led  when  bo r rowers  a re  no  l onger  ab le  to

senv i ce  t he i r  deb t s ,  F j nanc ia l  i ns t j t u t j ons  manage  t he i r  ope ra t i ons  t o

max im ize  the  expec ted  va lue  o f  t he j r  cha r te r .  | t , l i t h  i napp rop r ia te  p r j c tng

s igna l s ,  howeve r ,  t he  ab i l i t y  t o  measu re  t he  r i s k  j ncu r red  j s  d im jn i shed .

Th i s  d jm in i shed  ab i l i t y  t o  measu re  r i s k  r e i n fo r ces  t he  i ncen t i ve  e f f ec t s  o f

sa fe ty -ne t  mechan isms  to  i ncu r  more  r i sk .

S ince  t he  FD IC  began  ope ra t i ons ,  mos t  bank  f a i l u res  and ,  un t j l

Penn  Squa re ,  a l l  l a rge  bank  f a i l u res ,  we re  se t t l ed  w i t h  a  pu rchase  and

assumpt i  on  (  P&A)  t ransac t i  on . In  a  P&A t ransac t i on .  t he  FDIC  t rans fe rs  a l l

t he  I i ab j l i t i e s  o f  a  f a j l ed  bank  t o  t he  assum ing  (acqu i r i ng )  bank .  I f

accomp l  i shed  ove rn igh t ,  a  P&A t ransac t j on  avo ids  any  i n te r rup t i on  i n

ava i  l ab i l i t y  o f  f unds  to  a  domes t i c  depos i to r .  Depos i to rs  were  pa id  o f f

on l y  i n  t he  case  o f  some  sma l I e r  f a i  l ed  i ns t i t u t i ons .  0n l y  t hen  we re

depos i t o r s  w i t h  accoun ts  i n  excess  o f  $100 ,000  a t  r i s k .8

By  l eav ' i ng  l a rge  depos i t o r s  pa r t i a l l y  a t  r i  s k ,  t he  FD ICTs  hand l i ng

o f  t he  Penn  Square  fa i  I  u re  i  n t roduced  some unce r ta i  n t y  i  n to  f i  nanc i  a  l

marke ts ,  Fo r  a  t ime ,  however ,  i t  appeared  tha t  t h i s  case  m igh t  be  an

anoma ly .  Penn  Square  p resen ted  a  spec ia l  p rob lem to  an  acqu i r . i ng  ban r ,

s i nce  i t  wou ld  con f ron t  po ten t i a l l y  ma jo r  l i t i ga t i on  ove r  pas t  l oans .

Moreove r ,  when  F ' i  r s t  Na t i ona l  Bank  o f  l ' l i d l and  f a i l ed  w i t h  ove r  g1  b i l l i on

in  asse ts ,  t he  FDIC  reve r ted  to  i t s  P&A po l i cy .  More  recen t l y ,  however ,

the  FDIC  has  been  se t t l i ng  fa i l ed  banks  by  pay ing  o f f  i nsu red  depos . i t o rs

fu11y ,  bu t  o f fen ing  on l y  pa r t i a l  paymen t  on  amoun ts  ove r  g100 ,000  on
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deposi t .  In  severa l  recent  cases,  the FDIC has pa id between 40% and 60% of

t he  face  amoun t  t o  l a l "ge  depos i to rs .  I f  p roceeds  f rom j t s  sa les  o f  bank

asse ts  exceeds  expec ta t j ons ,  t hen  the  FDIC  w i l  I  i nc rease  the  amoun t

rem i t ted  to  these  l a rge  un insu red  depos i to rs ,  i n  acco rdance  w i th  the  ac tua l

asse t  va lue .  I f  t he  p roceeds  fa l ' l  sho r t  o f  expec ta t i ons ,  t hen  the  FDIC

abso rbs  t he  l osses .  S ince  t he  f a i l u re  o f  F j r s t  Na t i ona l  Bank  o f  M id l and ,

none  o f  t he  recen t  f a i I u res  i nvo l ved  l a rge  banks .  On l y  t ime  w i I I  t e l I  i f

t he  FD iC  w i l  l  app l y  th i s  new po l i cy  o f  pa r t i a l  paymen t  t o  un insu red

depos i to rs  to  l a rge  bank  fa i  l u res .  Such  a  change  wou ld  have  fa r  reach ing

consequences .  Fo r  t he  pu rpose  o f  t h i s  paper ,  wh ich  ana lyzes  reasons  fo r

banks r  ove rexposu re  to  c red i t  r i sk  on  fo re ign  1oans ,  t he  po l i cy  o f  de  fac to

100% depos i t  j nsu rance  was  the  no rm,  L im i ted  concenn  by  l a rge  depos i to rs

abou t  t he  po ten t i a l  o f  f i nanc ia l  l oss  f rom bank  fa i l u re  reduced  the i r

i ncen t j ves  t o  mon i t o r  bank  r i s k  dec i s j ons  on  a  day - t o -day  bas i s .  As  a

resu l t ,  r e levan t  p r i ce  s igna l  s  abou t  t he  r i sk  p re fe rences  o f  depos i to rs

we re  no t  be ing  sen t  t o  banks ,  Th i s  app l i ed  t o  t he  i n te rna t i ona l  as  we l l  as

to  the  U .S .  money  (depos i t )  manke t .

i n  sha rp  con t ras t  t o  o the r  f i nanc ia l  marke ts ,  t he  bank  depos i t

marke t  reac ts  a f te r  t he  fac t  t o  even ts  tha t  have  a l t e red  the  r i sk / re tu rn

s i t ua t i on  f ac i ng  bank  dec j s j on  make rs .  l ns tead  o f  r j s k  be ing  con t j nua l l y

rep r i ced  to  the  accompan imen t  o f  depos i t  f l ows  a t  t he  marg in ,  t he re  i s  a

compara t i ve l y  sudden  and  mass i ve  movemen t  o f  un insu red  funds  f rom banks  a t

wh i ch  t he  p robab i l i t y  o f  f a i l une  i s  h i gh .  By  d im in i sh ing  t he  i ncen t i ves  o f

depos i to rs  to  mon i to r  t he  pe r fo rmance  o f  t he  banks  i n  wh ' i ch  they  ma in ta in

the i r  f unds ,  depos i t  sa fe t y -ne t  mechan i  sms ,  i nc l ud jng  depos i t  i n su rance ,

have  encouraged  banks  to  assume more  r i sk  than  they  o lhe rw ise  wou ld  have
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assumed .  In  so  do ing ,  banks  genera te  a  nega t i ve  ex te rna ' l  i t y ,  one  known  in

the  economics  l i t e ra tu re  as  ' rmora l  haza rd r r .

The mora l  hazard probl  em i  s not a necessary oulcome of the

p rov i s ion  o f  depos i t  i nsu rance ,  bu t  i s  genera ted  by  the  manner  i n  v ' rh i ch  the

depos i t  i nsu rance  i s  p r i ced  and  p rov ided .  By  re l y ing  on  the  P&A

t ransac t i on  to  se t t l e  f a j l ed  banks ,  and  by  cha rg ing  a  f i xed - ra te  p remium

fo r  cove rage  w i thou t  rega rd  to  the  r i  sk  exposu re  o f  t he  cove red

ins t i t u t i on ,  t he  ex i s t i ng  sys tem o f  depos i t  i n su rance  con t r j bu tes  t o

cu r ren t  d i f f i cu l t j es .  Sho r t  and  0 rD r j sco l l  ( 1983 )  have  add ressed  t he  i s sue

o f  depos i t - i nsu rance  re fo rm,  and  p resen ted  a  t rans i t i on  p roposa l  f o r  mov ing

to l va rd  a  sys tem o f  p r i va te  depos i t  i nsu rance .  By  remov ing  the  subs id ies  to

r i s k  t ak j ng  cu r ren t l y  p rov ided  by  depos i t  i n su rance ,  t h i s  r e fo rm  wou ld  a l so

beg in  t o  add ress  t he  d i f f j cu l t i es  r esu l t i ng  f r om p rev ious  ove rexposu re  t o

c red i t  r i  s k  i n  t he  i n te rna t i ona l  a rena .
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The  spec i f i cs  o f  ou r  t rans i t i on  p roposa l  t o  a  sys tem o f

compe t i t iVe  depos i t  i nsu rance  a re  p r "esen ted  i n  th i s  sec t i on .  ou r

commi tmen t  i s  t o  t he  goa l  o f  compe t j t i ve  p r i c i ng  o f  depos i t  i nsu rance ,  no t

to  the  spec i f i c  t rans i t j on  p roposa l  p resen ted  he re .  None the less ,  t h j s

p roposa l  has  the  advan tage  o f  no t  i n te r rup t i ng  the  p resen t  sys tem o f

depos i t  i n su rance .  The  FD IC  wou ld  con t i nue  t o  p rov ide  bas i c  depos j t

j nsu rance  wh i l e  p r i va te  cap i ta l  i s  a t t rac ted  to  the  i ndus t r y .  0nce  the

t rans i t i on  i s  comp le ted ,  t he  FD IC  wou ld  con t i nue  supp l y i ng  depos i t

' i nsu rance  as  one  among  a  number "  o f  compe t i t o rs .

To  reach  a  sys tem o f  p r i va te  depos i t  i nsu rance ,  we  sugges t  t he

fo l l ow ing  f ou r  po l i c y  changed  be  made :

1. El im ina te  de  fac to  cove rage  o f  depos i t s  above  s ta tu to ry
l im i t s ,  rEZ i i 6Jove rage  l im i t s  i nd  i n t roduce  some fo rm
o f  co insu rance ;

E I  im ina te  the  s ta tu to ry  requ i remen t  t ha t  na t i ona l  l y
cha r te red  and  s ta te -cha r te red  member  banks ,  as  we l l  as
banks  assoc ia ted  n j t h  bank  ho ld i ng  compan ies  pu rchase
depos i t  i nsu rance  f rom the  FDIC ;

Impose  a  requ i  nemen t  t ha t  t he  FDIC  u t i  I  i ze  the  bes t
ava i l ab le  i n f o rma t i on  t o  de te rm jne  r i s k  ca tego r i es ;  and
tha t  t hese  r j s k  c l ass j f i ca t i ons  be  used  t o  se t  p rem iums
tha t  m in im i ze  c ross -subs id i za t i on  among  r i s k  ca tego r i es ;

Impose  a  requ j remen t  t ha t  t he  FDIC  cove r  cos ts  p lus  ea rn
a  reasonab le  re tu rn  on  cao i t a l .

2.

+ .

The  f i  r s t  recommenda t i  on ,

needed  to  a t t rac t  p r i va te  f i rms  to

wh i ch  j s  pe rhaps  t he  mos t  impo r tan t ,  i s

t he  depos i t - i nsu rance  bus  i ness .  The

percen t  cove rage  to  a l l  depos i to rs  haspo l  i cy  o f  p rov id ing  de  fac to  100
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l e ssened  marke t  d i sc i p l i ne  on  banks  by  m in im i z i ng  depos i t o r s r  f ea rs  o f

l oss .  I t  has  a l  so  e f fec t i ve l y  p rec luded  a  marke t  f o r  excess  depos i t

' i nsu rance  cove rage  ove r  and  above  the  l im i t s  o f  t he  bas i c  po l i cy .  The

marke t  f o r  excess  cove rage  i s  t he  mos t  l i ke1y  p lace  fo r  p r i va te  compe t i t o rs

to  en te r .  The  scope  fo r  compe t i t i ve  en t r y  wou id  be  i nc reased  by  l ower ing

depos i t  I  jm i t s .  I n  o f f e r i ng  excess  cove rage ,  p r i va te  i nsu re rs  wou ld  p r i ce

i nsu rance  t o  r e f l ec t  expec ted  l osses .  I n  t h i s  manne r ,  r i s k  wou ld  be  p r i ced

on  the  marg in .  I n  add j t i on  to  l o l ve r i ng  max imum cove rage  l im i t s ,  bas i c  FDIC

cove rage  shou ld  a l so  be  a l t e red  t o  i nc l ude  some  fo rm  o f  . o i n ru "an . " . 10  Fo r

examp le ,  cove rage  cou ld  be  reduced  to  80  pe rcen t  o f  l osses .  Th i s  too  wou ld

reduce  mora l  haza rd  by  encourag ing  r i sk  to  be  p r i ced  more  accu ra te l y  a t  t he

ma  rg  i n .

A f te r  subs tan t i a l  expe r ience  w i th  excess  cove rage ,  some compan ies

migh t  choose  to  compe te  r , , / i  t h  t he  FDIC  in  p rov id ing  m jn jmum o r  bas i c

insu rance  fo r  depos i to rs .  The  second  po l i cy  recommenda t jon  wou ld  have  to

be  adop ted  to  open  the  marke t  f o r  bas i c  i nsu rance  cove rage .  l dh i l e  p r i va te

depos i t  j nsu rance  i s  no t  pnoh ib i t ed  by  any  fede ra l  o r  s ta te  s ta tu te ,  mos t

banks  a re  requ i red  to  pu rchase  FDIC  insu rance .  I f  b road -based  cove rage  by

p r j va te  j nsu re rs  i s  des i r ed ,  t h i s  r equ i remen t  wou ld  have  t o  be  l i f t ed .

When  coup led  w i th  the  FDICTs  de  fac to  p rov i s ion  o f  lO0-pe rcen t  cove rage ,

t h j s  r equ i remen t  l eaves  banks  w i t h  l i t t l e  r eason  t o  be  i n te res ted  j n

p r j  va te  i  nsu rance .

The  th ' i  r d  recommenda t jon  i s  mo t i va ted  by  the  FDIC 's  re luc tance  to

use  ava i l ab le  i n f o rma t i on  ga ined  i n  t he  exam ina t i on  p rocess  i n  se t t i ng

insu rance  p rem iums .  Some  o f  t he  FD ICTs  conce rns  i n  t h i  s  r ega rd  a re

mer i t o r i ous .  bu t  robusL  i n fo rma t ion  abou t  r i sk  cha rac ten i  s t i cs  i s  needed  to
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pr j ce  r i  sk  accura te ly .  As  Shor t  and  0 rDr isco l l  (1983 ,  pp .18-20) ,  a rgue ,

be t te r  in fo rmat ion  on  r i sks  i s  needed to  reduce c ross-subs id iza t ion  across

d i  f fe ren t  r i  sk  c  I  a  s  s  i  f  i  c  a  t  i  o  n  s  .  1  1

The  fou r th  recommenda t ion  i s  i n tended  to  make  comoe t i t i on  feas ib le

fo r  bo th  bas i c  and  excess  depos i t - i nsu rance  cove rage .  The  expe r ience  o f

pub l i c  u t i l i t y  r egu la t i on  sugges t s  t ha t  de te rm in jng  wha t  j s  a  "no rma l "  o r

r rnecessa ry ' r  re tu rn  on  cap j ta l  p resen ts  seve re  p rob lems .  Neve r the less ,  some

though t  mus t  be  g i ven  to  the  ra te  o f  re tu rn  requ i red  on  FDIC  jnsu rance

ope ra t i ons .  I f  l he  ra te  o f  r e tu rn  j s  se t  t oo  l ow ,  t he  FD ICTs  p r i c i ng  wou ld

p rec lude  en t r y .  I f  t he  ra te  o f  re tu r "n  i s  se t  t oo  h igh ,  t he  FDICTs  ra tes

wou ld  ac t  as  an  r rumbre l  l a r r  p ro tec t ' i  ng  p r i va te  compe t i t o rs .

The  sugges ted  changes  cou ld  be  imp lemen ted  by  us ing  the  cu r ren t

sys tem o f  o f  p r i c i ng  check -c lea r ing  se rv i ces  as  a  t rans i t i on  mode l  .  I n  t he

Mone ta ry  Con t ro l  Ac t  o f  1980 ,  Congress  manda ted  tha t  t he  Federa l  Rese rve

Sys tem p r i ce  i t s  se rv j ces ,  i nc l ud ing  check  c l ea r i ng ,  w j t h  t he  a im  o f

p romot ing  compe t i t i on  w i th  p r i va te  f i r "ms .  Federa l  Rese rve  Banks  have  had

to  i den t i f y  cos ts  d i rec t l y  a t t r j bu tab le  to  c lea r ing  checks .  And  they  a re

requ i red  to  ea rn  a  reasonab le  ra te  o f  re tu rn  on  jmpu ted  cap i ta l .  As  F rod in

(1984)  demons t ra ted ,  v igo rous  compe t i t j on  has  deve loped  i n  the  a rea .

Our  p roposa  l  goes  fu r the r  t han  the  FDIC '  s  own  p rog ram i  n

imp lemen t i ng  t he  goa l  o f  p r i c i ng  r i s k .  The  FD IC  i s  conce rned  abou t  t he

inequ i t i es  and  m isa l ' l oca t i ons  tha t  can  be  genera ted  by  i napprop r ia te l y

p r i c i ng  r i sk .  The i r  p roposa l  does  no t ,  however ,  adequa te l y  add ress  these

p rob lems .  W i thou t  a  p ro f i t - and - l oss  t es t ,  a l l  t ha t  can  be  de te rm ined  j s  i f

r j sk  has  been  seve re i y  underp r i ced .  And  th j s  can  on l y  be  revea led  a f te r

t he  f ac t  and  a t  g rea t  cos t .  I f  t he re  j  s  an  i ns t i t u t i ona l  b i as ,  i t  i s
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Conc lus ion

Our  ma in  focus  has  been  to  exp la jn  how the  i ncen t i ve  s t ruc tu re

p rov ided  by  f i nanc ja l  sa fe ty -ne t  mechan jsms  con t r i bu ted  to  the  wor ld -deb t

c r i s j s .  | r l h i l e  we  p resen ted  some b r ie f  ev idence  on  the  d imens ions  o f  t he

p rob lem,  we  were  i n te res ted  no t  j n  demons t ra ! j ng  i t s  seve t " i t y  bu t  j n

ana lyz ing  i t s  causes .  We a re  by  no  means  sugges t j ng  tha t  t he re  i s  a  un ique

cause ,  o r  t ha t  any  one  po l i cy  ac t i on  o r  se t  o f  ac t i ons  wou ld  p rec lude  a

s jm j l a r  c r i s i s  f r om occu r r i ng  t he  t he  f u tu re .  We  be l i eve ,  howeve r ,  t ha t

f j  nanc i  a l  sa fe t y -ne t  mechan i  sms  p l  ayed  an  impor tan t  ro l  e  i  n  t he  p resen t

c r i s i s .  I n  pa r " t i cu la r ,  t he  p resen t  sys tem o f  depos i t  i nsu rance  p rov ided

ins t i t u t i ons  w i th  s t rong  j ncen t i ves  to  under take  undue  r i sk .  I n  a  sys tem

o f  b i nd ing  regu la t i on ,  t hese  i ncen t i ves  can  be  o f f se t .  As  de regu la t i on

p roceeds ,  banks  a re  i nc reas ing l y  ab le  to  respond  to  these  j ncen t i ves ,  The

wor ld -deb t  p rob ' l em,  a long  w i th  p rob lems  f rom energy - re la ted  c red i t s  and  the

excess  exposu re  o f  t h r i f t s  t o  i n te res t - ra te  r i sk ,  a re ,  i n  pa r t ,  r e f l ec t i ons

o f  t he  i ncen t i ve  e f fec ts  o f  pub l  i c  po l  i cy .  I f  depos i t  i nsu rance  re fo rm i  s

no t  imp lemen ted ,  we  can  on l y  specu la te  on  wha t  pnob lem a reas  w j l l  be  added

to  those  tha t  we  have  men t ioned .
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NOTES

a deta i led  h is to ry  o f  the  lender -o f - las t - resor t  func t ion ,  see
Ke l  eher  (  1984) .

2D" tu  
u " "  ava j l ab le  upon  requesE .

"1 t  i s  ce r ta in l y  no t  t he  i nc reased  i n te rbank  ac t j v i t y  i n
Eurocu r rency  marke ts  pe r  se  tha t  genera ted  the  wor ld -deb t  c r i  s i  s .
None the less ,  as  we  a rgue  be low ,  the  cu r ren t  l eve l  o f  exposu re  to  c red i t
r i  sk  re f l  ec t s  reduced  conce rns  abou t  f und i  ng  cons t ra i  n t s ,  Fo r  t he
ind i v i dua l  bank ,  an  expanded  poo l  o f  f unds  ava i l ab le  i n  Eu rocu rnency
marke ts  con t r i bu ted  to  the  reduc t i on  i n  conce rns  ove r  f und ing  cons t ra jn t s .
Fo r  t he  sou rce  o f  t hose  funds ,  see  the  sec t i on  i n  t he  tex t  on  Depos i t
I nsu rance  and  Bank  R i sk  Tak ing .

'Edwards  g i ves  more  scope  than  \ {e  wou ld  to  the  ro le  o f  exogenous
shocks .  He  none the less  no tes  tha t :  "Even  though  these  ex te rna l  f ac to rs
i ndeed  have  had  a  ro l e  j n  t he  p resen t  c r i s i s ,  i t  i s  impo r tan t  no t  t o
m in im i ze  t he  ro l e  o f  domes t i c  po l i c i es .  I n  pa r t i cu l a r ,  t he  f ac t  t ha t  j n
mos t  cases  a  l a rge  p ropo r t i on  o f  t he  new indeb tedness  was  used  to  f i nance
consumpt ion  shou ld  be  po in ted  o  u t  .  .  .  r r  

I  Edwa  rd  s  (1983) ,  pp .  25 -27 ) .
R-As  Kareken  (1983 ,  p .  199 )  obse rves ,  cu r ren t  FDIC  po l i c i es  make

l  i t t l e  sense  i f  p ro tec t i on  o f  t he  sma l  l  depos i to r  were  the  p r imary
ob jec t i ve  o f  depos i t  i nsu rance .  I f ,  however ,  p reven t i on  o f  bank  runs  were
the  p r imary  ob jec t i ve ,  t hen  cu r ren t  po l i c i es  make  a  g rea t  dea l  o f  sense .

-The  cu r ren t  sys tem o f  p r i c i ng  depos i t  i nsu rance  t rans fo rms  the
ro le  o f  t he  l ende r  o f  l as t  r eso r t .  By  f a i l i ng  t o  p r i ce  r i s k  on  t he  marg in ,
FDIC  insu rance  enab les  banks  to  under lake  more  r i sk .  Banks  tha t  become
overexposed  to  r i sk  may  be  fo rced  to  re l y  on  the  d j  scoun t  w indo t /  a t  t he
Federa l  Rese rve  to  mee t  f und ing  requ i remen ts .  I n  t u rn ,  t he  ab i  l i t y  t o
bo r row f rom the  d i scoun t  w indow m i t i ga tes  cons t ra in t s  t ha t  banks  wou ld
o the rw i se  f a l l  f r om l a rge  depos i t  ou t f l ows .  Thus  t he  FD IC ' s  p r i c i ng  po l i c y
i s  a  necessa ry  cond i t i on  f o r  r educ ing  cons t ra i n t s  on  r j s k  t ak i ng ,  and  t h i s
po l i cy ,  t oge the r  w i th  cu r ren t  l ende r -o f - l as t - reso r t  po l j c i es ,  a re  toge the r
t he  su f f i c i en t  cond i t i ons  f o r  a  r educ t i on  i n  cons t ra i n t s  on  r j s k  t ak j ng .
In  th i s  sense ,  t he  cu r ren t  sys tem o f  depos i t  i nsu rance  adds  to  ra the r  t han
re l i eves  p ressu re  on  t he  l ende r  o f  l as t  r eso r t .

' The  FDIC (1983 ,  chap . I ,  P .1 )  i t se l f  observes  tha t :

a
I N

t he  In te rbank
t i  e r i  ng  aga i  n

S ince  the  FDIC  began  ope ra t i ons ,  some po r t i on  o f
f a i l ed  bank  s i t ua t i ons  have  been  hand led  i n  ways
tha t  have  p rov ided  de  fac to  100  pe rcen t  i nsu rance
cove rage  to  a l l  depos i to rs  and  genera l
c red i t o r s . . . .  Espec ia l l y  i n  l a rge  banks ,  t he re
p robab ly  i s  t he  pe rcep t i on  among  depos i to rs  o f
m in jma l  n i  sk  o f  1oss ,  and  the re fo re  the re  a re  few

the  m id  1970s  the re  was  subs tan t i a l  i n te res t  ra te  t i e r i ng  i n
marke t  f o l l ow ing  the  ma jo r  He is ta t t  Bank  fa i  l u re .  Ra te
emerged  du r i ng  t he  i n te rna t j ona l  bank ing  c r i s i s  i n  t he  summer
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of  1982.  In  the  recent  per iod ,  however ,  ra te  d i f fe ren t ' ia ls  were  less  and
pers is ted  fo r  a  shor te r  per iod  o f  t ime among the  major  money center  banks .
Th i  s  aga in  suggests  tha t  the  marke t  uses  the  r i  sk  o f  I  oss  to  l  a rge
depos i to rs  ( resu l t ing  f rom bankrs  overexposure  to  fo re ign  debt )  as
neg l ig ib le .

o' Th i  s  sec t i on  d raws  heav i l y  f r om Sho r t  and  0 'D r i sco l l  ( 1983 ) .

1n' -Because  o f  t he  g row ing  jmpor tance  o f  money  b roke rs ,  i t  i s  no t
su f f i c i en !  t o  l owe r  cove rage .  As  Sho r t  and  0 rD r i sco l l  ( 1983 ,  p .  18 )  no te ,
t hese  b roke rs  can  economica l l y  bund le  accoun ts  as  l ow  as  $1 ,000  i n to
$100 ,000  l o t s ,  t hus  ea rn ing  bo th  h i ghe r  i n t e res t  and  FD IC  i nsu rance
Dro tec t i on .

1 l"C ross -subs id j za t i on  occu rs  i f  i n su rance  p rem iums  do  no t  f u l l y
compensa te  t he  i nsu re r  f o r  l osses  j ncu r red  w i t h i n  a  g iVen  r i s k  ca tego ry .
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