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Background

Federa l  depos i t  insurance was au thor ized  by  the  Bank ing  Ac t  o f  1933 to

res tore  pub l  i c  con f idence in  the  U.S.  bank ing  sys tem.  The pr imary

ob jec t ive  o f  depos i t  insurance has  been to  ma in ta in  f inanc ia l  s tab i l  i t y  by

fo res ta l  l ing  depos i t  runs  on  conrnerc ia l  banks .  Th js  has  been accompl isneo

by a l lay ing  depos i to r  fears  o f  cap i ta l  loss  f rom bank  fa i lu re ,  I t  has  a lso

sat is f ied  a  re la ted  bu t  secondary  ob jec t ive  o f  p ro tec t ing  smal l  depos i to rs

f rom incur r ing  f inanc ia l  loss  f rom a  bank  fa . i lu re .

Desp i te  in i t ia l  concerns  to  the  cont ra ry ,  the  federa l  depos i t

insurance system has worked remarkably we1 f in reducing the number of bank

fa i lu res  and in  e l im ina t ing  depos i to r  1oss .  The to ta l  number  o f  insured

bank fa i lu res  s ince  1933 has  no t  g rea t ly  exceeded the  average number  o f

bank  fa i lu res  in  any  s ing le  year  dur ing  the  1920s and . i s  fa r  be low the

fa i lu re  record  in  the  depress ion  era  o f  the  ear ly  1930s .  l4oreover ,  be tween

1933 and 1982,  near ly  99  percent  o f  a l I  depos i ts  jn  insured banks  tha t

fa i led  were  recovered by  depos i to rs .  By  most  s tandards  th is  wou ld  be

considered an extrenely successful program.

The FDIC was c rea ted ,  however ,  as  par t  o f  f inanc . ia l  leg . is la t ion  to

cons t ra in  r i sk  tak ing  by  banks .  Bes ides  es tab l  i sh ing  depos. i t  insurance,

the  Bank ing  Ac t  o f  1933 proh ib i ted  banks  f rom,  among o ther  th ings ,

underwr i t ing  corpora te  secur i t ies ,  f rom pay ing  in te res t  on  demand depos i ts ,

o r  f rom pay ing  in te res t  on  sav ings  and t ime depos i ts  in  excess  o f  a l loweo

I jm i ts .  These asset  and l iab i l i t y  cons t ra in ts ,  together  w i th  res t r i c t i ve

char te r ing  po l i c ies ,  and 
. l  
im j ts  to  geograph ic  expans ion  imposed by  the
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McFadden Ac t  o f  1926,  were  in tended to  ensure  sa fe  bank ing  by  res t ra in ing

compet j t ion  and thereby  reduc ing  incent ives  to  under take  excess ive  r i sK.

Th is  combina t ion  o f  bank ing  po l i c ies  can be  re fe r red  to  as  an  era  o f

b ind ing  regu la t ion .  By  the  mid-1960s,  however ,  f inanc ia l  jnnovat ion  and

techno log ica l  change in i t ia ted  a  per iod  o f  g radua l  o r  de  fac to

deregu la t ion .  The passage o f  the  Garn-St .  Germain  b i l l  ushered in  an  era

o f  de  ju re  f inanc ia l  deregu la t ion .  F inanc ia l  ins t i tu t ions  en ter  th is  new

era  w i th  banks  and th r i f t s  exper ienc ing  the  severes t  s t ress  in  the  pos t -War

per iod .  Inc reased a t ten t ion  is  be ing  g iven to  cond i t ions  o f  f inanc ia l

s tab i l i t y .  There  is  some concern  tha t  the  FDIC insurance has  inadver ten t ly

cont r ibu ted  to  cur ren t  p rob lems.  | ^ Ih i le  depos i t  insurance has  prevented

bank runs ,  i t  has  a lso  prov ided incent ives  to  accept  inc reased r i sk .  In

the  nex t  sec t ion  we h igh l igh t  some o f  the  cur ren t  p rob lems.  l Je  then

cons ider  how FDIC insurance may have cont r ibu ted  to  these prob lems.

F inanc ia l  Sec tor  Weakness :  Cyc l i ca l  o r  Sys temjc?

l, le have just emerged from the longest, and by some measures, the

severes t  pos t -War  recess ion .  I t  i s  no t  surpr is ing ,  there fore ,  tha t

f inancial sector problems have emerged. In economic downturns, symptor,rs of

f inanc ia l  s t ress  inc lude sharp  ad jus tments  in  r i sk  p remiums and y je ld  curve

conf igura t ions ,  an  inc rease in  the  number  o f  p rob lem cred i ts ,  and a

concomi tan t  inc rease in  the  number  o f  t roub led  f inanc ia l  ' i ns t i tu t ions .

These symptoms, however, do not necessari ly ref lect systemic or structural

weakness .  Bankruptc ies  o f  f inanc ia l  and nonf inanc ia l  f i rms w i l l  r i se

dur ing  a  recess ion .  Th is  i s  par t  o f  a  normal  marke t  p rocess ,  p romot ing
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eff i  ci  ent ut i  I  i  zat i  on of va l  uabl e resources .

p rob l  ems,  however ,  i s  un ique.

The magn i  tude of current.

Two prob' lems that developed during the last few years are

espec ia l l y  no tewor thy .  F i rs t ,  the  severe  earn ings  pressure  exper ienced by

thr i f t s  has  ra ised concerns  about  the  long- tenn v iab i l i t y  o f  tha t  indus t ry .

Second,  the  por t fo l io  o f  t roub led  in te rna t iona l  bank  loans  has  he igh tened

concerns  about  the  cap i ta l  adequacy  o f  the  na t ion 's  la rges t  mu l t ' i na t ' iona l

banks. These problems already have resulted in government sector

invo lvement  exceed ing  prev ious  pos t -depress ion  invo lvement .  The sever i ty

o f  these prob lems ra ise  long- te rm ques t ions  about  the  ins t i tu t iona l

env i ronment  tha t  mot iva ted  f inanc ia l  ins t i tu t ions  to  under take  what ,  in

retrospect, turned out to be an excessjve amount of interest-rate and

cred i t  r i sk ,  respec t ive ly .

The above-nentioned probl ems appear to ref l  ect I  ong-term

st ruc tura l  de f ic ienc ies  in  add i t ion  to  cyc l i ca l  fac to rs .  These emerged in

an era  o f  par t ia l  deregu la t ion .  Accord ing ly ,  i t  i s  impor tan t  to  examine

vlhether they resulted from the increased freedom gained from deregulat ion,

or  whether  they  resu l ted  f rom remain ing  regu la to ry  po l i c ies .  Ana lys is  o f

th is  i ssue w i l l  he lp  de termine the  long- run  imp l  i ca t ions  o f  f inanc ia l

deregu la t ion .  I t  w i l l  a1  so  he lp  de termine the  impact  o f  FDIC insurance 0n

bank beha v  i  o r .

R isk  Exposure  in  a  Deregu la ted  F inanc ja l  Env i ronmenr

There are many

i  ns t i tu t i  ons  are  exposed.

ab i l i t y  to  mon i to r  exposure

di f ferent types of

In  th i  s  sec t i  on ,

to i  nterest-rate and

r isk  to  wh ich

i ncenti  ves to

cred i t  r i sk  a re

f inanc ia l

accept and

exami ned.



| , l i th respect to interest-rate r isk, the qradual phaseout of

Regu la t ion  Q genera ted  shor t - run  t rans i t iona l  cos ts .  These may have

augmented recent  f inanc ia l -sec tor  p rob lens .  The th r i f t  indus t ry  p rob lenr

underscores  th is  po in t .  Asset  powers  rema. ined severe ly  cons t ra ined wh i le

l iab i l i t y  cons t ra in ts  were  be ing  removed.  A1 though quant i ta t i ve ly  o f

d i f fe ren t  magn i tude fo r  banks ,  cons t ra in ts  on  asset  powers ,  par t . i cu la r ly

pr ic ing  cons t ra in ts  f rom b ind ing  usury  cont ro l  s ,  a lso  reduced banks ,

ab i l i t y  to  cont ro l  exposure  to  in te res t - ra te  r i sk .  But  t rans i t jona l  cos ts

o f  mov ing  to  a  deregu la ted  env i ronment  ought  no t  permanent ly  burden

f inanc ia l  ins t i tu t ions .  New asset  and l iab i l j t y  p roduc ts  a l ready  are  be ing

des igned to  cont ro l  in te res t - ra te  r i sk .  D is t jnc t ions  be tween banks  and

thr i f t s  a re  b lu r r ing .  The f inanc ia l  s t ruc tu re  resu l t ing  f rom these changes

shou ld  be  Iess  exposed to  unwanted in te res t - ra te  r i sk  f rom

asset -and- l iab i l  i t y  matur i t y  mismatches .  Ind iv idua l  cases  o f  s izeab le

f inanc ia l  loss  f rom mismatch ing  w i l I  a lways  ex . is t  bu t  sys temic  weakness

f rom inappropr ia te  asset - l  iab i l  i t y  mismatch jng  is  less  )  i ke ly .  The grea ter

po ten t ia l  fo r  independent  dec is ion-mak ing  in  a  deregu la ted  env i ronrnent  w i l i

help to insulate the economy from systematic error.

Turn ing  to  c red i t  r " i sk ,  the  ab i l i t y  to  cont ro l  exposure  to  c red i t

r i sk  a lso  is  l i ke1y  to  improve in  a  deregu la ted  f inanc ia l  env i ronment .

Concerns  about  excess ive  exposure  to  c red i t  r i sk  in  recent  years  have

focused on  the  impact  o f  in te res t - ra te  vo la t i l  i t y .  F inanc ia l  f i rns  a re

re ly ing  more  heav i l y  on  var iab le - ra te  loans  to  reduce exposure  to

in te res t - ra te  r i sk .  By  t rans fer r ing  in te res t - ra te  r i sk  to  the i r  bor rowers ,

they may have also inadvertent ' ly increased their own exposure to credit
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r i sk .  As  f jnanc ia l  regu la t ions  are  removed,  add i t iona l  r i sk  may be  assumed

by the deregulated f irms. lrJe can expect borrowing and lending patterns to

be d i f fe ren t  in  a  deregu la ted  env i ronnent .  I t  i s  no t  c1ear ,  however ,  tha t

f inanc ia l  f i rms wou ld  be  less  ab le  to  eva lua te  the i r  exposure  to  c red i t

r i sk  f rom in te res t - ra te  f luc tua t ions  than f rom o ther  fac to rs .  0nce

par t i c ipants  expec t  in te res t  ra tes  to  move more  f ree ly ,  ac t ions  can be

taken to  o f fse t  the  impact  o f  these f luc tua t . ions ,  S imi la r ly ,  i t  i s  no t

c lear  tha t  nonf inanc ia l  f i rms w i l l  be  less  ab le  to  cont ro l  the i r  exnosure

to  debt .  Th is  i s  par t i cu la r ly  t rue  s ince  exposure  to  o ld -s ty1e c red i t

c runches  wou ld  be  neduced w i th  f inanc ia l  deregu la t ion .

The benef j t s  f rom more  e f f i c ien t  p r ic ing  and reduc t . ions  in  c red i t

shor tages  shou ld  improve ab i l  i t y  to  cont ro l  exposure  over  bo th

in te res t - ra te  and c red i t  r i sk  in  a  deregu la ted  env i ronment .  Ex is t i r rg

f inanc ia l  sa fe ty -ne t  mechan isms,  wh ich  were  des igned to  ma. in ta . in  f inanc . ia l

sa fe ty  in  a  heav i l y - regu la ted  f inanc ja l  env i ronment ,  w i l l  enab le  f inanc . ia l
' i ns t i tu t ions  to  incur  more  r i sk  than they  wou ld  be  ab le  to  under take  i f

added r i sk  were  pr iced  appr "opr ia te ly .  I t  i s  no t  deregu la t ion  a1one,  then,

tha t  has  brought  about  cur ren t  f inanc ia l  p rob lems w i th  r i sk  exposure .  Nor

wi l  l  deregu la t ion  a lone,  augnent  p rob lems in  the  fu tu re .  I t  i s  the

combina t ion  o f  subs id ies  to  r i sk  tak ing ,  coup led  w i th  new- found f reedom to

assume r isk .  In  th is  paper  we focus  on  one o f  these subs id ies  to  r i sk

tak i  ng ,  federa l  depos i  t  i  nsurance,
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Depos i t  Insurance w i th  F inanc ia l  Regu ' la t ion

Under the current framework, deposit accounts at insured

ins t i tu t ions  are  lega l l y  p ro tec ted  up  to  $100,000.  The FDIC charges  a

premium o f  one- twe l f th  o f  one percent  o f  a l l  domest ic  depos i ts  a t  each

insured ins t j tu t ion .  The FDIC i tse l f  has  recent ly  po in ted  to  the  major

f law in  the  depos i t - insurance sys tem.

S ince  the  FDIC began opera t ions ,  some por t ion  o f  fa i led
bank s i tua t ions  have been hand led  in  ways  tha t  have
provided de facto 100 percent insurance coverage to al1
depos i to rs  and genera l  c red i to rs . . , .  Espec ia l l y  in
large banks, there is the perception among depositois of
min ima l  r i sk  o f  loss ,  and there fore  there  are  few
incent ives .  to  choose be tween banks  based on  f inanc ia l
cond  i t i on . '

The FDIC is  descr ib ing  i t s  Purchase and Assumpt ion  (P&A)  po l i cy  in

se t t l  i ng  w i th  c red i to rs  o f  fa i l ed  banks .  A l  1  l j ab j l i t i es ,  i nc lud ing

un insured depos i ts ,  a re  t rans fer red  to  an  assuming bank ,  I f  accompl ished

overn igh t ,  a  P&A t ransac t ion  avo ids  any  in te r rup t ion  in  ava i lab i l  i t y  o f

funds  to  a  depos i to r .  Unt j l  Penn Square ,  P&A was v i r tua l l y  a lways  used in

se t t l  ing  c la ims fo r  la rger  ins t i tu t ions .  Depos i to rs  were  pa id  o f f  on ly  in

the  case o f  some smal le r  fa i led  ins t i tu t ions .  On ly  then were  depos i to rs

wi th  accounts  in  excess  o f  $100,000 a t  r i sk ,  And smal  le r  ins t i tu t ions

genera l l y  a re  less  re l  ian t  on  such la rge  depos i ts .  The FDIC 's  hand l  . ing  o f

the  Penn Square  fa i lu re  in t roduced some uncer ta in ty ,  as  la rge  depos i to rs

wet "e  le f t  par t ia l  1y  a t  r i sk .  Penn Square  invo lved,  however ,  po ten t ia l l y

severe  I i t iga t ion  wh ich  prec luded assumpt ion  by  another  bank .
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Large depos i to rs  in  ma jor  banks  s t i l I  have good reason to  be l ieve

tha t  they  are  fu11y  insured.  As  a  resu i t ,  depos i to rs  a re  less  concerned

wi th  the  cond i t ion  o f  the  banks  a t  wh ich  they  ho ld  the i r  depos i ts  than

wou ld  o therw ise  be  the  case.2  Accord ing ly ,  they  demand a  smal le r  r i sk

premium jn  re tu rn  fo r  p lac ing  depos i ts  a t  t roub led  ins t j tu t ions .

Th js  p laces  conserva t ive ly  managed banks  a t  a  compet i t i ve

d isadvantage v is -a -v is  the  more  aggress ive  r i sk  takers .  Normal ly ,

jnves tors  requ i re  compensat ion  fo r  assuming add i t iona l  r i sk .  Converse ly ,

they  are  sa t is f jed  w i th  a  smal le r  pecun iary  re tu rn ,  i f  they  are  less

exposed to  cap i ta l  loss .  l {J i th  the  cur ren t  depos i t - insurance sys tem,

however ,  depos i to rs  need no t  se t t le  fo r  a  lower  re tu rn  in  o rder  to  rece jve

a guaranty  e f fec t i ve ly  backed by  the  U.S.  Treasury .

Less  conserva t ive ly - run  banks  can,  accord ing ly ,  assume grea ter

r i sk  in  an t ic ipa t ion  o f  earn ing  la rger  p ro f i t s  fo r  s tockho lders .  I f  they

pay  a  s l igh t ly  h igher  ra te  fo r  funds ,  th is  ra te  i s  no t  p ropor t iona l  to  the

r isks  be ing  incur red .  I t  i s  in  th is  sense tha t  FDIC insurance can be  sa id

to  subs id ize  r i sk  tak ing  by  insured ins t i tu t ions ,  The more  aggress ive

ins t i tu t ions  do  no t  bear  the  fu l l  cos t  o f  the i r  r i sk - tak ing  behav io r .

Consequent ly ,  they  can engage in  more  o f  i t  than  o therw ise  be  the  case.

Thi s process produces a negati  ve external i  ty. The external i  ty j  s wel ' l

known in  the  insurance I i te ra tu re  as  mora l  hazard .  The cumula t ive  e f fecrs

o f  these ind iv idua l  ac t ions  make the  f inanc ia l  sys tem as  a  who le  less

s tab le .  Th is  inc reases  the  FDIC 's  po ten t ia l  exposure  to  loss ,  and,  a t  one

remove,  taxpayens '  l iab i l i t y .
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Genera l  p r inc ip les  o f  insurance can be  read i l y  used to  ana lyze  the

impact  o f  FDIC insurance on  bank  behav io r .  Compet i t i ve ly  supp l  ied

insurance is  p r iced  on  the  bas is  o f  the  probab. i l i t y  o f  c la ims by  covered

po i icyho lders .  The insurer  bases  h is  p rern ium on the  unavo idab le  o r

i r reduc ib le  r i sk  o f  a  loss .  Ac tua l  o r  observed losses  are ,  however ,  the

resu l t  bo th  o f  unavo jdab. le  r i sk  (e .g . ,  ha j l  damage to  a  house) ,  and human

dec ' i s ions  (e .g . ,  fa i lu re  to  take  ord inary  p recaut . ions  aga ins t  ha i l  damage) .

The la t te r  type  o f  r i sk  tends  to  inc rease i f  an  ind iv idua l  . i s  jnsured

aga ins t  loss .  That  i s ,  the  prov is i0n  o f  insurance changes the  jnsured 's

behav io r .  Th is ,  i n  tu rn ,  i nc reases  the  insure r ,s  exposure  to  loss ,  over

and above what  he  an t ic ipa ted  in  se t t ing  ra tes .  Th is  d i le rnma . i s  mora l

hazard .  Insurance compan ies  a t tempt  to  avo id  o r  con t ro l  mora l  hazard  in  a

number  o f  ways .  As jde  f rom be ing  ab le  d i rec t l y  to  cont ro l  po l  i cyho lders ,

ac t iv i t ies ,  insurance compan ies  re ly  on  four  p r ic ing  po l i c ies  to  avo id  the

moral -hazard probl em,

F i rs t ,  an  ' insurance company may requ i re  the  po1 icyho lder  to

co insure ,  by  assuming some o f  the  r i sk .  There  is  co insurance when the

covered par ty  has  a  share  in  losses .  For  example ,  many med ica l  benef i t s

cover  on ly  80  percent  o f  losses .  Because the  insured par ty  shares  in

losses ,  he  has  an  incent ive  to  adopt  p recaut ionary  rneasures  to  avo id  them.

Second, the jnsured may be required to pay a deductible amount on each

loss ,  o r  on  the  to ta l  o f  losses  in  a  year .  The ra t iona le  i s  s im i la r  to

tha t  o f  co insurance:  to  induce the  . insured to  avo id  losses .  Th i ro ,
' insurers charge more for high-than for Iow-risk coverage. Sky-divers and

race-car  d r ivers  pay  more  fo r  acc ident  and l iab i l i t y  insurance than do
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bankers  and accountan ts .  Th is  p r ices  r . i sk  tak ing  inc renenta l l y ;  the  h igher

the  r i sk  incur red ,  the  more  an  insured ind iv idua l  must  pay .  The insured

accord ing ly  has  added incent ive  to  cur ta i l  o r  con t ro l  h is  exposure  to  r i sk .

Four th ,  insurers  l jm i t  the i r  coverage,  p lac ing  an  upper  bound on  exposure

to  mora l  hazard  [Ar row(1971) ,  pp .  143-44] .

The FDIC uses  none o f  these pr ic ing  techn iques  to  avo id  mora l

hazard .  F i rs t ,  there  is  no  co insurance.  A t  leas t  up  to  s ta tu to ry  I  im i ts ,

coverage is  100 percent  o f  losses .  In  p rac t ice  there  is  100 percent

coverage o f  a l1  depos i ts  a t  la rger  ins t i tu t ions  and a  percept ion  tha t  there

is  100 percent  coverage a t  a l  l  ins t . i tu t ions .  Second,  there  is  no

deduct ib le  amount .  Th i rd ,  the  insurance premium is  unre la ted  to  r i sk .

Four th ,  there  are  no  s ta ted  
' l  
im i ts  on  FDIC I iab i l i t y  to  a  covered

ins t i tu t ion .  S ince  fa i l i ng  ins t i tu t ions  f requen t l y  inc rease  the i r

I  iab i l i t ies  s ign i f i can t ly  jus t  p r io r  to  be ing  c losed,  th is  exacerbates  the

FDIC 's  I  oss .

The FDIC 's  cont ro l  mechan isn  has  been to  re ly  on  regu la t ion  and

superv is ion  o f  bank  behav io r .  In  the  era  o f  b ind ing  regu la t ion ,

res t r i c t ions  ex is ted  on  bo th  the  asset  and the  I  iab i l . i t y  s ide  o f  banks '

ba lance sheets .  Ent ry  res t r i c t ions  (McFadden) ,  l im i ta t ions  on  cos ts

(Regu la t ion  a) ,  and asset  res t r i c t ions  (G1ass-Steaga l l  )  combined to

res t ra in  r i sk  tak ing .  In  the  contex t  o f  the  who le  regu la to ry  env j ronment ,

the  FDIC was ab le  to  min imize  the  Iosses  tha t  wou ld  o therw ise  have been

genera ted  by  i t s  p r ic ing  o f  depos i t  insurance.  In  a  rea l  sense,  the

a l te rna t ive  has  been regu la t ing  and superv . i s ing  behav io r  as  an  a ' l  te rna t ive

to  p r i c ing  r i sk  l c f .  Kareken(1983)1 .
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I t  has  been suggested  tha t  inc reased superv ' i s ion ,  o r  jn fo rmal

regu la t ion  o f  bank  behav io r ,  cou ld  be  used as  a  subs t i tu te  fo r  fo rmal

regu la to ry  cons t ra in ts  as  the  la t te r  a re  removed.  Bank  superv is . ion  is  a

nonmarket  o r  nonpr ice  behav io ra l  con t ro l  mechan ism.  As  such,  i t  . i s  a  fo rm

of  negu la t ion .  A  key  prob lem vr i th  th is  superv isory  p rocess  is  tha t  i t

p r imar i l y  invo lves  ex  pos t  rec t i f i ca t ion  o f  inappropr ia te  bank ing  prac t ices

ra ther  than ex  an te  cont ro l  [Bentson,  (1983) ,  pp .  12-14)

In  cont ras t ,  cons t ra in ts  imposed by  marke t  p r ices  main ly  opera te

before  the  fac t .  Pr ice  s igna ls  p rov ide  in fo rmat ion  about  r i sk  tak ing .

These s igna ls  encapsu la te  re levant  in fo rmat ion  possessed by  a l l  marke t

par t i c ipants ,  no t  mere ly  the  judgment  o f  ind iv idua l  superv isors .  Fur ther ,

p r i c ing  i s  a  con t inuous  p rocess ,  wh i le  superv is ion  i s  ep isod ic  and

sporad ic .  Pr ices  no t  on ly  p rov ide  in fo rmat ion  about  r i sk ,  they  a lso  pr . i ce

r isk  and cons t ra in  behav io r .  h lhen r i sk  i s  p r iced ,  the  r i sk  taker  incurs

r is ing  cos ts  as  he  incurs  add i t iona l  r i sk .  He thereby  is  induced to  avo id

incur r ing  excess ive  r i sk .  In  fac t ,  th is  incent ive  s t ruc tu re  i s  perhaps  the

s t ronges t  a rgument  jn  favor  o f  p r ices  over  superv is ion .  Un less  the  income

of  superv isors  i s  d i rec t l y  re la ted  to  the i r  p red ic t i ve  success ,  they  w i l  l

tend  to  have less  incent ive  to  uncover  r i sk  than a  pro fess iona l  t rader

p0ssesses .  Because o f  th js  incent ive  s t ruc tu re ,  f inanc ia l  marke ts

genera l l y  uncover  even "nonpub l ic "  in fo rmat ion ,  p r ic ing  assets  accord ing ly ,

For  ins tance,  marke ts  genera l l y  incorpora te  the  e f fec ts  o f  changes . in  S&P

and Moody bond ra t ings  be fore  a  ra t ing  change is  ahnounced.

l ' larkets part icipants are often surprised by events, and register

the i r  surpr ise  by  c rea t ing  sudden cap i ta l  ga jns  and Iosses ,  Even jn  sucn
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cases ,  however ,  p r ice  movements  have a l loca t iona l  s . ign i f i cance.  They

prov ide  the  re levant  s igna ls  (and inducements )  to  marke t  par t i c ipants  f ,o

rec t i f y  mis takes .  For  ins tance,  a  f i rm whose s tock  pr ice  is  d r iven  down oy

unfavorab le  news w i l l  face  h igher  cap. i ta l  cos ts  un t j l  i t  cor rec ts  the

prob lem in  ques t ion .  Thus  even cap i ta l  ga ins  and losses  func t ion  as

s igna l  s  and incent ives  wh ich  a f fec t  fu tu re  ac t ions ,  no t  mere ly  as

a f te r - the- fac t  "pun ishments . "  In  re la t i ve ly  few cases ,  w. i11  marke t  p r ices

on ly  reg is te r  the  e f fec ts  o f  . i r revers . ib le  mis takes .

Bank ing  is  now be ing  fo rmal ly  deregu la ted .  For  over  a  decade,

however ,  en t repreneur ia l  innovat ion  has  been d imin ish ing  the  e f fec t i veness

of  regu la t ion .  In  a  b ind ing  Regu la t ion  Q env i ronment ,  coup led  w i th

branch ing  l in i ta t ions ,  banks  were  inh ib j ted  f rom aggress ive ly  b ind ing  fo r

funds .  These cons t ra in ts  he lped prevent  econon ic  ren ts  f rom be ing

d iss ipa ted  by  compet i t ion  (Pe1 tzman,  1965) .  These res t r i c t ions  a lso

reduced incent ives  to  seek  pro f i t s  a t  the  expense o f  incur r ing  nore  r i sk .

0ver t ime the  more  aggress ive  banks  d id  deve lop  techn iques  to  c i rcumvent

res t r i c t ions  in  o rder  to  improve the i r  re la t i ve  p ro f i t  pos i t ions .  These

more  aggress ive  innovators  captured  a  la rger  share  o f  bank ing  ac t iv i t ies .

Th is  p rocess  led  to  more  r i sk  tak ing ,  As  add i t iona l  l iab i l i t y  cons t ra in ts

and branch ing  res t r i c t ions  are  removed,  compet i t i ve  p ressures  to  accept

r i sk  w i l l  inc rease.  The sys tem o f  depos i t  insurance,  however ,  has  no t

changed w i th  the  regu la to ry  env i ronment .  In  the  new bank ing  env i ronment ,

marke t  d isc ip l ine  w i l l  p lay  a  la rger  ro le  in  cont ro l ' l  i ng  f inanc ia l
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behav io r .  F inanc ia l  sa fe ty  mechan isn ,  such as  depos. i t  insurance,  shou ld

send pr ic ing  s igna ls  tha t  re in fo rce  ra ther  than conf l i c t  w i th  convent iona l

p ro f i tab i l i t y  cons t ra in ts .  Some re fo rm o f  depos i t  insurance js  there fore

necessary ,  a  pos i t ion  tha t  the  FDIC i tse l f  suppor ts .

The FDIC Proposa l  fo r  Depos i t  Insurance

The FDIC has  proposed spec i f i c  changes to  the  depos i t - insurance

system. In this section we focus on i ts recommendation for changing the

current premi um structure.3/ The agency recommends a system of

var iab le - ra te  p remiums based on  th ree  r i sk  ca tegor ies :  normal  ,  h igh ,  and

very  h igh ,  The sys tem wou ld  ra te  cap i ta l  adequacy ,  and c red i t  and

in te res t - ra te  r i sk ,  The FDIC has  d iv ided the  ca tegor ies  so  tha t  the  vas t

major i t y  o f  banks  wou ld  be  c lass i f ied  as  normal  .  A t  leas t  in i t ia l l y ,  these

banks would pay the same effect ive premium as they do under the current

sys tem.  The h igh  r i sk  ca tegory  wou ld  cons is t  o f  banks  w i th  h igh  exposure

e i ther  to  in te res t - ra te  o r  to  c red i t  r i sk .  The very -h igh  r i sk  c lass  wou ld

inc lude banks  w i th  h igh  exposure  to  bo th  in te res t - ra te  and c red i t  r i sk .

Ins t i tu t ions  w i th  dangerous ly  low cap i ta l  ra t ios  wou ld  a lso  fa l l  in to  the

very -h i  gh  r i  sk  c lassr

The FDIC now normally rebates 60 percent of the prenium after

deducting operating expenses for the year. Banks in the normal category

wou ld  cont inue to  rece ive  the  fu l I  rebate .  Banks  in  the  h igh- r i sk  ca tegory

wou ld  lose  ha l f  the  rebate ,  wh i ' le  ins t i tu t ions  in  the  very  h igh- r i sk

category would forfeit  the entire rebate. The effect ive prem.ium, then,

increases  fo r  banks  in  success jve ly  r i sk ie r  ca tegor ies .
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In  the  nex t  sec t ion ,  we present  an  ana lys . i s  o f  the  FDIC proposa l  .

The ana lys is  accepts  the  agency 's  assumpt ion  tha t  insurance premiums ought

to  take  r i sk  in to  account .  I t  i s  a rgued,  however ,  tha t  the  FDIC rnus t  go

fur ther  than suggested  in  i t s  p roposa l  to  imp lement  e f fec t i ve ly  the  goa l  o f

p r i  c i  ng  r i sk .

Depos i t  Insurance:  Compet i t ion  or  Monopo ly?

Pr ic ing  o f  r i sk  i s  a  fea ture  o f  compet i t i ve ly  supp l . ied  insurance.

Categor iza t ion  and pr ic ing  o f  r i sk  evo lves  f rom compet i t . i ve  in te rac t ion

among supp l ie rs  and demander"s  o f  jnsurance.  The FDIC recommends

implementing this feature or outcome of compet. i t ive insurance markets, but

do ing  so  in  the  absence o f  compet i t ion .

In  j t s  p roposa l  ,  the  FDIC ra ises  ques t ' ions  o f  bo th  equ i ty  and

resource  a l loca t ion .  For  reasons  o f  equ i ty ,  the  agency  proposes  an  appea l

procedure  fo r  insured ins t i tu t ions  ca tegor . i zed  as  r i sky .  I t  recogn izes

tha t  these ins t i tu t ions  have no  recourse  to  o ther  insurers  in  the  FDIC 's

var iab le -premium sys tem.  Th is  p rob lem is  pervas ive  and fa r  reach ing .  Not

on ly  i s  the  FDIC a  monopo ly  p rov ider  o f  insurance,  bu t  i t  w i l l  con t inue to

possess at least some of the regulatory powers of a governmental agency.4

Thus,  what  wou ld  be  a  gu ide l ine  or  s tandard  procedure ,  . i f  made by  a  p r iva te

insurance conpany,  becomes a  regu ' la t ion  when issued by  the  FDIC.  A  pr . i va te

insurer  inspec ts  p rocedures  and recomnends changes.  By  i t s  pos i t ion  as  a

regu la to ry  agency ,  the  FDIC superv ises  and prescr ibes ,  Pr iva te  f . i rms can

genera l l y  negot ia te  p r ices ,  adapt ing  to  spec i f i c  c i rcumstances  o f  the i r

customers.- As a governmental i  nstrumental i  ty, the FDIC cannot and ought
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not  be  f lex ib le  in  th is  way.  For  a  governmenta l  agency  to  do  what

compet i t i ve  f i rms do  every  day  wou ld  be  (cor rec t ly )  labe led  d isc r im ina tory .

In  vary ing  pr ices  to  re f lec t  d i f fe ren t  c i rcumstances ,  f i rms use

sub jec t ive  assessments  and judgement .  In  the  case o f  insurance,  the  resu l t

o f  th is  p rocess  is  the  r i ch  and var ied  s t ruc tu re  o f  insurance tha t  we

observe .  These judgments  typ ica l l y  have a  sound cornmerc ia l  bas is ,  bu t

o f ten  cou ld  no t  be  adequate ly  exp la ined i f  requ i red  to  meet  the  tes t  o f

1ega l  p roo f .  "

Compet i t ion  prov ides  ind iv idua ls  w j th  a l te rna t ives .  For  ins tance,

a  par t i cu la r  insurance company might  be  overpr ic ing  a  cer ta in  r i sk .

0 rd inar i l y ,  there  is  no  harm to  purchasers  o f  insurance.  They  can approach

other  insurers .  I f  a l l  o f fe rs  a re  unsat is fac to ry ,  they  can se i f - insure .7

In  a  compet i t i ve  env i ronment ,  an  overpr iced  serv jce  is  no t  g rounds fo r

l i t iga t ion ,  bu t  a  mot iva t jon  to  sear "ch  fo r  a  be t te r  o f fe r .  Even e laborare

appea l  p rocedures  do  no t  dup l  i ca te  th is  f reedom,  wh ich  is  a  ma jor  benef i t

o f  compet i t i  on .

Th is  equ i ty  i ssue has  consequences  fo r  resource  a l loca t ion .

Sens i t i v i t y  to  the  lack  o f  recourse  fo r  banks  has  led  the  FDIC to  De

sens i t i ve  about  overpr ic ing  r i sk .  For  ins tance,  the  agency  asser ts  tha t

"s tandards  shou ld  be  se t  to  min imize  the  ex ten t  to  wh ich  er ro rs  o f

overpr ic ing  r i sk  occur ,uS There  are ,  however ,  two po ten t ia l  p r ic . ing

er rors :  r j sk  may be  overpr iced  or  i t  may be  underpr iced .  I f  the

probab i l  i t y  o f  overpr ic ing  is  min imized,  more  underpr ic . ing  w i l l  occur .

Th is  wou ld ,  however ,  undermine the  FDIC,s  ra t iona le  fo r  in t roduc ing

var iab le  p remiums jn  the  f i rs t  p lace .  In  fac t ,  i t  cou ld  aggravate  the



1 3

mora l -hazard  prob lem.  In  deve lop ing  i t s  p roposa l  ,  the  FDIC suggests  tha t

the  normal  p ren ium might  be  lowered be low cur ren t  leve ls .  By  des ign  most

banks  wou ld  fa l l  in to  the  normal  ca tegory ,  and thus  cou ld  pay  less  fo r

insurance.  Even w i th  r i sk  p r iced  a t  the  marg in ,  banks  may fo rego less  fo r

incur r ing  r i sk  than is  cur ren t ly  the  case.  I f  they  can earn  more  pro f i t s

by  incur r ing  more  r i sk ,  then grea ter  r i sk  w i l l  be  under taken.

The FDIC presently employs a f ive-category rat ing system for

insured ins t i tu t ions  ( the  CAMEL sys tem) .  Th is  ra tes  cap i ta l  ,  asse f ,s ,

nanagement ,  earn ings ,  and l iqu id i ty .  CAMEL not  on ly  g rades  r i sk  more

f ine ly  than the  proposed sys tem fo r  depos i t  insurance,  bu t  a lso  assesses

more factors.9 The FDIC is reluctant to use CAI' IEL because of i ts concerns

wi th  i t s  pos i t ion  as  a  regu la to ry  agency .  A  bank ,s  CAMEL ra t ing
' incorpora tes  examiners '  sub jec t ive  assessments ,  I f  employed in  p r ic ing

insurance,  the  judgmenta l  aspec ts  migh t  sub jec t  the  FDIC to  l  i t iga t ion .

The agency bel ieves that the bank examination system may become more
1 n

adversar ia l . ' "  By  ignor ing  ava i lab le  in fo rmat ion ,  however ,  the  FDIC may

increase the  po ten t ja l  fo r  resource  misa l loca t ion  and mora l  hazard ,  In

te rms o f  resource  a1  loca t ion ,  the  FDIC faces  the  fo l low ing  ca lcu la t ion

prob lem.  I t  seeks  the  " r igh t "  p r ice  in  the  absence o f  a  marke t .  To  judge

that r i  sk i  s i  n fact overpri  ced, one must have a reference poi nt

( "Overpr iced" ,  re la t i ve  to  what?) .  l , l i thou t  a  marke t  tes t ,  however ,  the

agency  has  a lmost  no  bas is  on  wh ich  to  dec ide  the  cor rec tness  or

appropr ia teness  o f  i t s  p remiums.

Conpeti t ive markets reveal the appropriateness of prices by the

pro f i t  and loss  tes t .  F i rms earn ing  losses  are  underpr ic ing  ou tpu t
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re la t i ve  to  cos ts .  F i rms earn ing  pro f i t s  face  inc reased compet i t ion  un less

they  lower  p r ices .  Indeed,  cornpet i t i ve  marke ts  bo th  de f ine  the  mean ing  o f ,

and reveal the degree of appropriateness of pr. ices. I f  f i rms cannot

ca lcu la te  p ro f i t s ,  then they  cannot  p r ice  cons is ten t ly .  Accord ing ly ,  they

cannot  even approx imate  a  marke t  tes t .  The FDIC present ly  f inds  i t se l f  in

th i  s  s i  tua t ion .

The FDIC is  concerned about  the  inequ i t ies  and misa l loca t ions  tha t

can be  genera ted  by  inappropr ia te ly  p r ic ing  r i sk .  The i r  p roposa l  ,  however ,

does not adequately address these problems. t^l i thout a prof i t  and loss test

a l I  tha t  can  be  tes ted  is  i f  i t  has  severe ly  underpr iced  r i sk .  And th is

can on ly  be  revea ' led  a f te r  the  fac t ,  I f  there  is  an  ins t i tu t iona l  b ias ,  i t

i s  toward  underpr i  c ing  r i sk .

In  the  nex t  sec t ion ,  an  a l te rna t ive  proposa l  i s  p resented .  The

proposa l  invo lves  in t roduc ing  compet i t ion  in  depos i t  insurance.

Compet i t i ve  Depos i t  Insurance

At  p resent ,  p r iva te  insurance compan ies  $rou ld  no t  be  in  a  pos i t ion

to  p rov ide  a  subs tan t ia l  por t jon  o f  depos i t  insu .ance. l1  I f  a  compet i t i ve

sys tem o f  depos i t  insurance is  v iewed des i rab le ,  some t rans i t ion  program is

needed so  tha t  f i rms cou ld  g radua l  l y  en ter  as  compet i to rs  to  the  FDIC.

Dur ing  the  t rans i t ion  phase,  the  FDIC wou ld  remain  the  domjnant  p rov ider  o r

depos i t  insurance.  Thereaf te r ,  i t  wou ld  be  among the  compet i t i ve  insurers

of depos i  ts .

A number of dif ferent po1 icy changes could be introduced to foster

compet i t ion .  To  fac i l  i ta te  d iscuss ion ,  four  changes are  suggested .  The



f i r s t  po l i cy  reconrmendat ion  is  the  most  impor tan t .  I t  a lone shou ld  be

suf f i c jen t  to  reduce the  mora l  hazard  prob lem and in i t ia te  a  t rans i t ion  ro

a  compet i t i ve  sys tem o f  depos i t  insurance.  Moreover ,  even i f  po l  i cymakers

do no t  suppor t  compet i t i ve  depos i t  insurance,  imp lementa t ion  o f  the  f i rs t

and third pol icy recommendations would reduce moral hazard.

2.

J .

I . El iminate de facto coverage of deposits above statutory
I imi ts , redIEE--Ti-v e ra ge i imi ts and i ntroduce some form oi
coi nsu rance ;

E l  im ina te  the  s ta tu to ry  requ i rement  tha t  na t iona l l y  char te red
and state-chartered nember banks and banks associated iwth
bank ho ld ing  compan ies  purchase depos i t  insurance f rom the

Impose a  requ i rement  tha t  the  FDIC u t i l i ze  the  bes t  ava i lab le
in fo rmat ion  to  de termine r i sk  ca tegor ies ;  and tha t  these r i sk
c lass i f i ca t ions  be  used to  se t  o remiums tha t  min imize
cross-subs id iza t ion  among r isk  ca tegor ies ;

4. Impose a requirement that the FDIC cover costs plus earn a
reasonable return on caoital .

The f i rs t  po l i cy  change is  needed to  a t t rac t  p r iva te  f i rms to  the

depos i t  jnsurance bus iness .  The po l  i cy  o f  p rov id ing  de  fac to  100 percent

coverage to  a l l  depos i to rs  has  lessened marke t  d isc ip l ine  on  banks  by

n in imiz ing  depos i to rs '  fears  o f  loss .  I t  has  a lso  e f fec t i ve ly  p rec luded a

marke t  fo r  excess  depos i t  insurance.  The marke t  fo r  excess  coverage is

probab ly  the  most  l i ke ly  p lace  fo r  p r iva te  compet i to rs  to  en ter ,  The scope

for  compet i t i ve  en t ry  wou ld  be  inc reased by  lower . ing  depos i t  l im i ts .  In

offering excess coverage, pnivate insurers would price insurance to ref lect

expec ted  losses .  In  th is  manner  r i sk  wou ld  be  pr iced  on  the  narg in .  In

add i t ion  to  lower ing  max imum coverage l im i ts ,  bas ic  FDIC coverage shou ld
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a lso  be  a l te red  to  inc lude some fo rm o f  co . insurance.  For  example ,  coverage

could be reduced to 80 percent of 
. losses. 

This too would reduce the mora1

hazard  prob lem by  encourag ing  r i sk  to  be  pr iced  more  accura te ly  a t  the

marg i  n ,

A f te r  subs tan t ia l  exper ience w j th  excess  coverage some compan ies

might  choose to  compete  w i th  the  FDIC in  p rov id ing  min imum or  bas ic
' insurance for depositors. Po1 icy recommendat. ion two would also have to be

adopted to open the market for basic jnsurance coverage. At present,

p r iva te  depos i t  jnsurance is  no t  p roh ib i ted  by  any  federa l  o r  s ta re

s ta tu te .  But  most  banks  are  requ i red  to  purchase FDIC insurance.  I f

b road-based coveraqe by  pr iva te  insurers  ' i s  des i red ,  th is  requ i rement  wou ld

have to  be  l i f ted .  l ' l hen  coup led  w i th  FDIC,s  de  fac to  p rov is ion  o f  100

percent  coverage there  is  l i t t le  reason a t  p resent  fo r  banks  to  be
' in te res  ted  in  p r iva te  jnsurance.

The th i rd  recommendat ion  is  mot iva ted  by  the  FDlC 's  re luc tance to

use the  CAMEL ra t ing  sys tem to  de termine r i sk  c lass i f i ca t ions  fo r  depos i t
' i nsurance.  As  ment ioned ear l  ie r ,  th is  p rob lem s tems f rom the  FDIC 's

pos i t ion  as  a  monopo ly  p rov ider  o f  depos j t  insurance.  Nonethe less ,  robus f ,

in fo rmat ion  about  r i sk  charac ter is t i cs  i s  needed to  p r ice  r i sk  accura te ly .

A premium structure based on the CAMEL system, rather than the proposed

three- t ie r  p remium sys tem,  wou ld  tend to  reduce c ross-subs id iza t ion  across

d i f fe ren t  r i sk  c lass i f i ca t ions . l2

Given the  low bank  fa i lu re  ra te  s . ince  the  FDIC was es tab l  . i shed,

c ross-subs id iza t ion  probab ly  has  no t  posed a  major  ac tuar ia l  p rob lem fo r

the  FDIC in  the  pas t .  As  we move to  a  Iess  requ ' la ted  f inanc ia l
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env i ronment ,  however ,  r i sk - tak ing  is  I  i ke ly  to  inc rease.  Ac tuar ia l

problems from cross-subsidizatjon nay therefore become a more important

prob lem in  the  fu tu re .  E f fo r ts  shou ld  be  taken to  min imize

cross-subs id iza t ion  by  u t i l  i z ing  the  bes t  ava i lab le  in fo rmat ion  about  bank

r isk  charac ter is t i cs ,

The fourth recommendation . is intended to make competit ion feasible

fo r  bo th  bas ic  and excess  depos i t - insurance coverage.  A l though the

exper ience o f  pub l j c  u t i l i t y  regu la t ion  suggests  tha t  de term. in ing  what  i s  a

"normal "  o r  "necessary"  re tu rn  on  cap i ta l  p resents  p rob lems,  some thought

must  be  g iven to  the  ra te  o f  re tu rn  requ i red  on  FDIC insurance opera t ions .

I f  se t  too  low,  the  FDIC 's  p r ic ing  wou ld  p rec lude en t ry .  I f  se t  too  h igh ,

the  FDIC 's  ra tes  wou ld  ac t  as  an  "umbre l1a"  p ro tec t ing  pr iva te  compet . i to rs .

Ent ry  wou ld  be  res t r i c ted  in  the  f i rs t  case.  In  the  la t te r  case,  p r iva te

re turns  wou ld  be  supra-normal  in  the  shor t  run ,  in  the  long run ,  too  much

ent ry  migh t  occur .

The suggested  changes cou ld  be  imp lemented by  us ing  the  cu f fen t

sys tem o f  o f  p r ic ing  check-c lear ing  serv ices  as  a  t rans i t ion  mode l  .  In  the

Monetary Control Act of 1980, Congress mandated that the Federal Reserve

System pr ice  i t s  serv ' i ces ,  inc lud ing  check  c lear ing ,  w i th  the  a im o f

promoting competit ion with private f irms. Federal Reserve Banks have had

to  ident i f y  cos ts  d i rec t l y  a t t r ibu tab le  to  c lear ing  checks .  And they  are

required to earn a reasonable rate of return on imputed capital.

The judgement of Federal Reserve Banks on their relevant costs has

not  gone uncha l lenged.  Nonethe less ,  the  cos t  ana lys . i s  used thus  fa r  has

wi ths tood c r i t i c ism.  A  good dea l  o f  v igorous  compet i t ion  has  deve loped in
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the  area . ' "  The c r i te r ja  and opera t ing  procedures  used by  Federa l  Reserve

Banks  can be  expec ted  to  evo lve  over  t ime,  and in  response to  compet i t i ve

pressures .  Th is  has  a l ready  occur red  in  some respec ts .  Any  arb i t ra r iness

in  cos t  and pro f j t  c r i te r ia  can be  lessened over  t ime,  as  ev idence

accumula tes  about  compet i t i ve  p rac t ices  in  the  indus t ry .  The same process

wou ld  be  opera t ive  fo r  the  FDIC and o ther  depos i t  insurers .

The procedure fol lowed by Federal Reserve Banks represent a model

fo r  imp lement ing  a  t rans i t ion  to  cornpet i t i ve  depos. i t  insurance.  The FDIC,s

task  wou ld  be  eas ie r  than the  Federa l  Reserve 's  in  a t  leas t  one respec t ,  A

good dea l  o f  the  cont roversy  over  the  cont inued prov is ion  o f  check-c lear ing

services by the Federal Reserve Banks has centered on a potential confl ict

on interest. The Federal Reserve exercises important regulatory powers

over  i t s  compet i to rs ,  The FDIC has  ind ica ted  w i l l i ngness  to  re ta in  on ly

those superv isory  powers  and respons ib i l  i t i es  re la ted  to  the  prov is ion  o f

insurance.  Conf l  i c t  o f  in te res t  p resumably  wou ld  p rec lude the  FDIC f rom

superv is ing  compet i to rs  ( i .e .  insurance compan ies) .  In  th is  sense,  the

t rans i t ion  to  compet i t ion  in  depos i t  insurance wou ld  be  eas ie r  than the

t rans i t ion  to  compet i t ion  in  check  c lear ing .

Analysis of Pol icy Recommendations

The aforementioned changes i  n

wou ld  inc rease marke t  d isc ip l ine  on  bank

woul d more accurately ref l  ect r i  sk

ins t i tu t ions .  Depos i to rs  wou ld  be  sub jec t

fa i lu re ,  par t i cu la r ly  j f  some fo rm o f

ex i  s t i  ng  FDIC insurance coverage

behav i  o r .  Insurance premi  ums

d i f fe ren t ia ls  among insured

to  po ten t ia l  loss  f rom bank

co i  nsurance is  in t roduced.  Both
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changes wou ld  inc rease the  cos t  to  banks  o f  incur r ing  add j t iona l  r i sk .

Insurance premiums wou ld  vary  on  the  bas is  o f  chang ing  r i sk

charac ter is t i cs .  In  add i t ion ,  r i sk ie r  ins t i tu t ions  wou ld  have to  pay

h igher  y ie lds  to  purchase funds .  R is ing  cos ts ,  assoc ia ted  w i th  r j sk

tak ing ,  w i l l  impose grea ter  cons t ra in ts  on  bank  behav io r .  Asset  por t fo l io

dec is ions  wou ld  thus  more  c lose ly  re f lec t  depos i to rs ,  r i sk  p re fe rences .

Reform is  needed to  avo id  por t fo l io  misa l  loca t ion  resu l t ing  f rom

r isk -pr ic ing  prob lems.  In  add i t ion ,  the  grow. ing  prac t ice  o f  o f fe r . ing

FDIC-insured deposits through money brokers also underscores the need for

depos i t - insurance re fo rm,  Th is  p rac t ice  no t  on ly  augments  the  r i sk -pr ic ing

prob lem,  bu t  i t  a lso  sharp ly  reduces  the  FDIC 's  ab i l i t y  to  cont ro l  i t s

I  iab i l i t y  exposure ,  Brokerage f i rms are  aggress ive ly  packag ing

FDIC- insured depos i ts  f rom separa te  f inanc ia l  ins t i tu t ions ,  In  so  do ing ,

they  o f  f  e l i  ns t i  tu t i  ona l  o r  independent  inves tors  lega l l y - insured

"depos i ts "  in  excess  o f  the  s ta ted  $100,000 FDIC l im i t .  Reta i l  depos i ts

insured by  the  FDIC or  FSLIC a lso  are  be ing  so ld  th rough brokerage f i rms in
' inc rements  as  smal l  as  $1 ,000.  Th is  p rac t ice  cou ld  enab le  b rokers  to

prov ide  100 percent  insurance coverage to  a l l  depos i to rs .

The FDIC has provided de facto 100 percent insurance coverage to

depos i to rs  by  re ly ing  on  the  P&A t ransac t ion  to  se t t le  bank  fa i lu res .  The

dec is ion  to  do  so ,  however ,  was  made independent ly  by  the  FDIC.  The FDIC

was no t  lega l l y  bound to  pay  o f f  non- insured depos i ts .  The prac t ice  o f

offering FDIC-insured deposits through money brokers, however, creates a

lega l  ob l  iga t ion  fo r  the  FDIC and thereby  e l im ina tes  cont ro l  over  l iab i l i t y

exDosure .
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The ab i l i t y  to  package FDlC- insured depos i ts  p rov . ides  a  s t rong

case for deposit- insurance reform, The suggested reduction . in coverage

I im i ts  be low $100,000 wou ld  marg ina l l y  inc rease the  cos t  o f  conso l jda t ing

FIDC- insured depos i ts ,  Conso l  ida t ion  cos ts ,  however ,  a re  re la t . i ve ly  low.

Th is  change a lone wou ld  no t  p rec lude th is  p rac t ice .  In  add i t ion ,  d i rec t

regu la t ion  proh ib i t ing  the  sa le  o f  FDIC- insured funds  th rough brokers  wou ld

be d i f f i cu l t  to  en force .  Mon i to r ing  cos ts ,  inc lud ing  d isc losure

requ i rements  on  ind iv jdua l  depos i to rs ,  wou ld  be  h igh  and wou ld  ra ise

ser ious  concerns  over  ind iv idua ls '  r igh ts  to  p r ivacy .  Hence,  i t  w . i l l  be

d i f f i cu l  t  to  e l  im ina te  th is  p rac t ice ,

I f  a  fu l l y  compet i t i ve  sys tem o f  depos i t  insurance were  to  evo lve ,

coverage l im i ts  wou ld  no  longer  be  an  issue.  Bas ic  coverage wou ld  be  in

whatever anounts the insurers--be they the FDIC, Aetna, or nay other

prov i  der -p re fe r red  .  Ind iv idua l  p rov iders  wou ld  cont ro l  the i r  own l iab i l  i t y

exposure  by  c lose ly  mon i to r ing  the  s ize  o f  the  ins t i tu t ions  they  cover .

Apar t  f rom i ts  e f fec t  on  the  compan ies '  aggregate  l iab i l i t y  exposure ,

pr iva te  jnsurers  wou ld  no t  be  concerned about  the  nunber  o r  s ize  o f
' ind iv idua l l y  insured depos i t  accounts .  As  long as  there  is  compet j t ion ,

insurance compan ies  can d i rec t l y  con t ro l  the i r  respec t ive  l iab i l i t y

exposures  w i thout  necessar i l y  p revent ing  growth  o f  insured  ins t i tu t ions .

They  can accomp' l  i sh  th ' i s  by  re insur ing  ( i .e .  by  se l l ing  par t  o f  the

bus jness  to  o ther  compan ies) .  As  an  ind iv idua l  bank  grows,  i t s  insurer

cou ld  re insure .  0n1y  i f  g rowth  invo lved undue r i sk  tak ing  wou ld  the
' insurer  have the  incent ive  e i ther  to  l im i t  the  banks ,  q rowth  or  cance l  the

pol icy at renewal .
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These op t ions  are  no t  ava i  I  ab l  e  to  the  FDIC,  I t  can  ne j ther

reinsure, nor cancel a po1 icy, nor refuse to cover net. l  depos.i ts in an

insured ins t i tu t ion ,  In  the  pas t  the  FDIC was ab le  to  cont ro l  i t s

aggregate  exposure ,  and i t s  exposure  to  any  one ins t i tu t jon ,  by  cont ro l l  ing

the  s ize  o f  insured  accounts .  Th is  p rac t ice  worked when the  ab i l i t y  o f

banks  to  g row was l  im i ted  by  produc t  and geograph ic  regu la t ion ,  These

const ra in ts  no  longer  ' l  
im i t  bank  growth .  Hence the  FDIC cannot  re ly  on

coverage I  im i ts  on  ind iv idua l  accounts  to  cont ro l  i t s  l . iab i l  i t y  exposure .

Concerns  about  the  FDIC 's  loss  o f  con t ro l  over  i t s  l iab i t i t y

exposure have been aggravated by increased rel iance on brokered funds.

But ,  banks  thense lves  can aggress ive ly  b id  fo r  FDIC- insured funds  to  fos te r

grov , r th .  Thus  even i f  b roker ing  prac t ices  were  e l  im ina ted ,  the  $100,000

insurance l  im i t  does  no t  p rov ide  an  e f fec t i ve  mechan ism to  cont ro l

FDIC- l  iab i l i t y  exposure .  Th is  p rob lem is  l i ke ly  to  inc rease w i th

deregu la t ion .

Impact  on  Banks  and Depos i to rs

The re fo rm out l ined  in  th is  paper  was a imed a t  accompl ish ing  two

goa ls :  f j r s t ,  to  a l te r  depos i t  insurance coverage so  tha t  r i sk  wou ld  be

pr iced  more  accura te ly ;  second,  to  make en t ry  o f  p r iva te  insurers  feas ib le

wi thout  d is rup t ing  bas ic  depos i t  insurance coverage.  The proposed changes

wou ld  a ' l te r  bo th  bank  and depos i to r  behav io r ,  L ike  any  major  po l i cy

re fo rm,  such changes wou ld  genera te  t rans i t ion  cos ts ;  these cos ts  t lou ld

vary  across  ins t i tu t jons .  In  th is  sec t ion ,  we ident i f y  some o f  these cos ts

and analyze the expected impact on the banking structure.
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The suggested reforn would generate two separate but related

incrementa l  cos ts  fo r  banks .  I f  r i sk  tak ing  is  cur ren t ly  underpr iced ,  a t

the  ou tse t  re fo rm wou ld  genera te  a  once- fo r -a l I  inc rease in  fund ing  cos ts

( inc lus ive  o f  insurance cos ts ) .  Th is  once- fo r -a l l  inc rease . in  cos ts  wou ld

f  i ke ly  a f fec t  a l l  ins t i tu t ions ,  In  add i t . ion ,  d i f fe ren t ia l  cos t  ad jus tments

wou ld  be  imposed across  ins t i tu t ions  in  re la t ion  to  ind iv idua l  bank  r . i sk .

Costs  wou ld  vary  bo th  because o f  var ia t ion  in  insurance pren iums and y r 'e ld

d i f fe ren t i  a l  s  requ i red  by  depos i to rs .

In  the  cument  env i ronment ,  depos i t  d i f fe ren t ja ls  be tween

ins t i tu t ions  do  re f lec t  perce ived d i f fe rences  in  f inanc ia l  r i sk .  The

magn i tude o f  these d i f fe ren t ia ls ,  however ,  wou ld  inc rease i f  un insured

depos i to rs  expec ted  grea ter  loss  f rom bank  fa i lu re .  Thus ,  a f te r  re fo rm,

cos t  cons t ra in ts  genera ted  by  y ie ld  d i f fe ren t ia ls  and var iab le  insurance

premiums would tend to have a larger impact on bank behavior. New

in format ion  about  r i sk - reward  t radeof fs  on  bank  deoos i ts  a lso  wou ld

s t imu la te  depos i t  f lows more  qu ick ly ,  p r inc ipa l l y  f rom un insured

depos i to rs .  Banks ,  then,  wou ld  be  more  concerned about  deoos i to rs ,  r i sk

percept ions .  These changes wou ld  reduce mora l  hazaro .

After adjustment costs are absorbed, the bank fai lure rate may be

h igher  than the  pos t  Wor ld  l , la r  I I  average.  I t  m igh t ,  however ,  be  be low the

fa i lu re  ra te  tha t  wou ld  occur  w i thout  re fo rm.  In  access . ing  the  impact  o f

depos i t  insurance re fo rm on bank  fa i lu re  i t  i s  imoor tan t  to  no te  tha t

depos i t  insurance wou ld  s t i l l  be  prov ided.  The main  d i f fe rence is  tha t

more  a t ten t ion  wou ld  be  g iven to  r i sk  tak ing  by  bo th  banks  and depos i to rs .

Dur ing  the  t rans  i  t i  on  phase,
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some ins t i tu t ions  migh t  be  unab le  to  absorb  the  ad jus tment  cos ts ,  Those
' ins t i tu t ions  w i th  re la t i ve ly  r i sky  por t fo l ios  wou ld  be  the  most  vu lnerab le .

In  par t i cu la r ,  f i rms in  wh ich  the  average re tu rn  on  assets  i s  insu f f i c jen t

to  compensate  depos i to rs  fo r  r i sk  once i t  i s  repr iced  w i l l  face  the

greatest pres s u re.

S ince  ad jus tment  cos ts  cannot  be  es t jmated  pr io r  to  in t roduc ing

reform, the number of f i rms in this category cannot be determined a priori .

Banks are already paying ma rket-determ j ned interest rates on their

depos i ts .  A f te r  re fo rm,  r i sk  p remiums w i l l  tend  to  be  s imi la r  to  p rem. i  ums

paid by other corporate borrowers, Bank CD and commercial paper rates

already approximate non-bank corporate borrowing rates. Adjustment costs

can be  expec ted  to  be  pos i t i ve ,  and may be  s imi la r  in  magn i tude to  the

t rans i t ion  cos ts  f rom remov ing  Regu la t ion  Q.

Quest ions  a lso  have been ra ised about  the  d i f fe ren t ia l  impact  tha t

depos i t  insurance re fo rm wou ld  have on  banks  in  d i f fe ren t  s ize  ca tegor ies .

In  par t i cu la r ,  concerns  have been expressed tha t  re fo rm wou ld  p lace  smal l

banks  a t  a  compet i t i ve  d isadvantage v is -a -v is  la rge  ins t i tu t ions .  The

proposed re fo rm,  however ,  d i f fe ren t ia tes  among banks  on  the  bas is  o f  r i sK,

no t  s ize .  R isk ie r  banks  wou ld  pay  more  fo r  funds .  Th is  does  no t

d isc r im ina te  un favorab ly  aga ins t  smal l  banks  as  a  g roup.

however ,  be  re la t i ve ly  cos t ly  fo r  the  r . i sk ie r  smal l  banks .

I t  wou l  d ,

A t  p resent ,  smal l  banks  typ ica l ty  a re  a t  a  conpet i t . i ve

d isadvantage when ra is ing  funds  in  the  na t iona j  money marke t .  Three major

fac to rs  account  fo r  th is .  F i rs t ,  the  marke t  fo r  la rge  CDs a t  smal l  banKs,

inc lud ing  the  lesser -known reg iona ls ,  i s  cons iderab ly  less  deve loped than
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the deposit rnarket for large banks. Arnong other things this ref lects

h igher  in fo rmat ion  cos ts .  Second,  the  asset  por t fo l ios  o f  smal l  banks

of ten  are  perce ived to  be  less  d ivers i f ied  and hence r i sk ie r .  Th is  aga in ,

in  par t ,  re f lec ts  jn fo rmat ion  cos ts .  Th i rd ,  the  FDIC has  occas iona l  l y  pa id

o f f  insured  depos i to rs  o f  smal l  ins t i tu t ions  ra ther  than use the  purchase

and assumpt ion  t ransac t ion .  Th is  a l  so  has  p laced smal  I  banks  a t  a

compet i t i ve  d isadvantage re la t i ve  to  la rge  ins t i tu t . ions .

The proposa l  suggested  in  th is  paper  wou ld  e i im ina te  th is  th i rd

fac tor .  [ ^ l j th  compet i t i ve  depos i t  insurance banks  wou ld  no t  be

d iscr im ina ted  aga ins t  by  insurers  on  the  bas is  o f  s ize  a lone.  Compet i t i ve

depos i t  insurance might  improve the  pos i t ion  o f  h igh-qua l i t y  smal l  banks .

A we l l -deve1 oped marke t  fo r  depos i t  insurance might  enab le  smal l  banks  to

u t i l j ze  the  depos i t  ra t ing  ass igned to  i t  by  a  recogn ized jnsurer  to  marke t

I  iab i l  i t i es  more  e f fec t i ve ly .  Smal l  mun ic ipa l  i t ies  take  advantage o f

ra t ings  prov ided by  the  Mun ic ipa l  Bond Insurance Assoc ia t ion  (MBIA) .  Smal I

banks  a lso  wou ld  l i ke ly  be  ab ie  to  u t i l i ze  h igh  qua l  i t y  ra t ings  to  improve

access  to  the  na t iona l  depos i t  marke t .

Depos i t  insurance re fo rm,  however ,  wou ld  impose re la t i ve ly  h . igh

fund ' ing  cos ts  on  lower -qua l i t y  smal l  banks .  Depos i t  ou t f lows resu l t ing

f rom ad jus tments  in  depos i to rs '  percept ions  about  r j sk  exposure  $Jou ld

probab ly  make these banks  more  dependent  upon non-1oca l  depos i ts .  And

these depos ' i t s  p resumably  wou ld  be  purchased a t  re la t i ve ly  h iqh  premiums.

Improved and more  read i l y  access ib le  in fo rmat jon  about  bank  r . i sk ,  together

w i th  g rea ter  po ten t ia l  fo r  f inanc ia l  loss  by  depos i to rs ,  wou ld  tend to

increase y ie id  d i f fe ren t ia ls  on  depos i ts  a t  lesser -known,  lower -qua l i t y
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these banks .

Impact  on  Bank Runs

In  th is  sec t ion ,  the  impact  o f  deDos j t  insurance re fonn on  bank

runs  is  addressed.  1n  ana lyz ing  th is  i ssue,  d is t inc t ions  are  made between

runs  on  sound and unsound ins t i tu t ions .  A  compet i t i ve  depos i t  . insurance

sys tem is  l i ke ly  to  make unsound ins t i tu t jons  fa i l  more  qu ick ly .  But  the

add i t iona l  in fo rmat ion  prov ided by  cornpet i t i ve  p r . i ces  in  th is  sys tem is

l i ke ly  to  improve the  pos i t ion  o f  sound banks ,  Depos i to rs  wou ld  be  ab le  to

more accurately djf ferentiate between high-qual i ty from 1ow-qual i ty

ins t i tu t ions .  The marg ina l  un insured depos i to rs  a t  a l l  ins t i tu t ions  wou ld

be more  sens i t i ve  to  in fo rmat ion  regard ing  the  s t rength  o f  the  ins t i tu t ion .

To a  lesser  degree,  depos i ts  a l ready  are  rea l loca ted  on  the  bas is  o f

depos i to rs '  r i sk  p re fe rences .  Ex is t ing  d i f fe ren t ia ls  re f lec t  the  smal l  bu t

pos i t i ve  p robab i l  i t y  tha t  a  bank  w i th  un insured deoos i ts  cou ld  fa i l  and  no t

be  se t t led  w i th  a  P&A t ransac t ion .  A f te r  re fo rm,  d i f fe ren t ia ls  wou ld

increase bu t  the  process  o f  rea l loca t ing  funds  wou ld  remain  essent ja l l y

unchanged.

The po ten t ia l  fo r  bank  runs  on  sound ins t i tu t ion  wou ld  on ly  occur

in  unusua l  s i tua t ions .  Th is  wou ld  p resumably  occur  as  a  resu l t  o f

un founded rumors .  The bank  in  ques t ion ,  however ,  wou ld  be  ab le  to  meet  . i t s

fund ing  requ i rements  by  bor rowing  a t  the  d iscount  w indow.  Once the

m' is in fo rmat ion  was d ispe l  1ed,  the  ins t i tu t ion  wou ld  aga. in  be  ab le  to  fund

i tse l f  in  the  marke t ,  F ina11y ,  even i f  the  lender  o f  las t  resor t  func t ion
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were  absent ,  i t  i s  un1 ike ly  tha t  a  bank  run  on  a  bas ica l l y  sound

ins t i tu t ion  wou ld  resu l t  in  fa i lu re .  The probab i l i t y  o f  tha t  occur rence is

comparab le  to  the  probab i l i t y  o f  the  s tock  pr ice  o f  a  p ro f i tab le  company

be ing  b id  down to  zero  by  mis in fo rmed inves tors .  Both  scenar ios  a re

poss i  b1e bu t  remote ,

Now le t  us  cons ider  the  issue o f  a  w idespread bank  run- -a  pan ic .

I t  i s  the  po ten t ia l  fo r  a  pan ic  inc reased . in  a  s .vs tem o f  compet i t . i ve

depos i t  insurance? The answer  to  th is  ques t ion  depends in  par t  upon the

in fo rmat ion  prov ided by  a  compet i t i ve  depos i t  insurance sys tem as  compared

to the current system. Some of the information provided by the market wi l l

be  incor rec t .  0n  ne t ,  however ,  the  jn fo rmat ion  prov ided by  a  compet j t i ve

market can be expected to be more accurate than information provided by a

so le  p roducer .  Th is  i s  the  main  advantage o f  mov ing  to  a  sys tem o f

compet i t i ve  depos i t  insurance.  The ab i l i t y  to  ob ta in  in fo rmat ion  about

r i sk  does  no t  inc rease r i sk .  I t  does  more  fu1  1y  revea l  the  ex ten t  to  wh ich

r isk  has  been under taken.  As  a  resu l t ,  ad jus tments  a re  I i ke ly  to  occur

cont inua l  l y  and incrementa l l y .  The ab i l i t y  to  make cont inuous  marg ina l

ad jus tments  on  the  bas is  o f  new in fo rmat ion  min imizes  the  Doten t ia l  fo r

mak ing  s izab le  e r ro rs .  Thus  the  po ten t ia l  fo r  sys temat ic  judgement  e r ro rs

is  reduced.  Cont ras t  th is  to  an  env i ronment  in  wh ich  the  mechan ism fo r

communica t ing  in fo rmat ion  about  r i sk  opera tes  ep isod ica l  l y .  Prob lems

accumula te  and tend to  be  revea led  a l l  a t  once.  Th is  inc reases  the

poten t ' ia1  fo r  a  la rge  number  o f  bank  runs  occur r . ing  s imu l taneous ly .

I f  re fonn is  imp lemented i t  w i l l  have imp l  i ca t ions  fo r  the

lender -o f - las t  resor t  func t jons .  Th is  i s  because un insured depos i to rs
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wou ld  be  sub jec t  to  f inanc ia l  loss .  Sharp ly  a l te red  in fo rmat ion  about  the

r isk  pos i t ion  o f  a  bank  is  1 ike1y  to  genera te  fund. ing  pressures .  Th is

cou ld  have sp i l1 -over  e f fec ts  on  o ther  banks .  I f ,  however ,  the  ab i l i t y  o f

the  Federa l  Reserve  Sys tem to  s tem a  l iqu id i ty  c r j s is  i s  accepted ,  th is

s i tua t ion  cou ld  be  dea l t  w i th  success fu l  1y ,

I f  c lass i f ied  broad ly ,  concerns  over  a  re fo rm proposa l  fo r  depos i t

insurance fa l l  in to  two ca tegor ies .  F i rs t ,  there  is  genera l  concern  fo r

the safety of the systern i f  the reform proposal is implemented, The

ana lys is  p resented  in  th is  paper  shou ld  reduce these concerns .  Second,

there  are  concenns about  the  impact  o f  t rans i t ion  cos ts  on  ind iv idua l

f inanc ia l  ins t i tu t ions .  I t  has  been argued tha t  most  banks  shou ld  be  ab le

to  absorb  these cos ts .  I f  re fo rm is  imp lemented a t ten t ion  must  be  g iven to

depos i to r  concerns  dur ing  a  t rans i t ion  phase.  The proposa l  p resented  here

addresses  these concerns  by  cont inu ing  bas ic  (a lbe i t  reduced)  FDIC

coverage.  Meanwhi le ,  the  spec i f i c  re fo rms wou ld  beg in  the  long- te rm

process  o f  a l te r " ing  the  incent ive  s t ruc tu re  tha t  cur ren t ly  mot iva tes  banks .

The suggested  re fo rm wi l l  impose re la t i ve ly  h igh  ad jus tment  cos ts  fo r

r i sk je r  ins t i tu t ions .  Some o f  these f i rms may fa i l .  The a l te rna t ive

opt ion ,  however ,  o f  insu la t ing  f inanc . ia l  ins t i tu t ions  f rom the  cos t  o f

incur r ing  add i t iona l  r i sk ,  w i l l  tend  to  nake the  overa l l  f . inanc ia l  sys tem

less  sa fe  over  t ime.  Reform is  needed to  min . im ize  the  oo ten t ia l  o f  th is

devel oDntent.
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