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Executive Summary

The crisis of deposit insurance is not new.
Throughoutour history, state governments have made
many attempts to operate deposit insurance systems:

® In the 19th century, state deposit insurance systems
created in Michigan, New York and Vermont all
failed.

® In the early part of the 20th century, Kansas,
Mississippi, Nebraska, North Dakota, Oklahoma,
South Dakota, Texas and Washington established
deposit insurance funds for banks — and all failed
during the prosperous 1920s.

& More recently, state deposit insurance for savings
and loan associations in Maryland, Nebraska and
Ohio failed during the prosperous 1980s.

The basic causes of failure have always been the
same. Financial institutions are free to make loans
based on their own business judgment. But if the
loans go bad, deposit insurance covers the losses.
Since the premiums that support the system never
accurately reflect the riskiness of bank portfolios,
healthy banks are penalized and find ways to leave
the system. As the losses mount and the premiums
increase, all but the least healthy banks leave the
system. Eventually, the losses far exceed the premi-
ums the system can collect from the remaining mar-
ginal institutions.

This historical experience is being repeated at the
federal level today. Having endured the total collapse
of deposit insurance for S&Ls, we may be in danger
of a similar collapse of deposit insurance for com-
mercial banks:

® In the 1980s, the level and costs of bank failures
were greater than at any time since the Great
Depression.

® In 1988 alone, federal regulators sold or liquidated
200 banks with $35.7 billion in assets — more than
one-third of all the assets of all bank failures resolved
by regulators in the history of federal deposit insur-
ance.

The market response to this crisis is predictable.

B Currently, as much as one-third of the U.S. (M2)
money supply is outside the federal deposit insurance
system.

® In response to mounting losses, deposit insurance
premiums are being increased by more than 60 per-
cent — for all banks.

® The premium increase will encourage an even
larger exodus of funds from the system.

No private or public deposit insurance scheme
has ever been successful over a long period of time.
Fortunately, such schemes are not necessary to protect
the public or to maintain a sound financial system.
Depositors can secure the full faith and credit of the
federal government by opening accounts backed by
government securities, eliminating any need for de-
posit insurance. The Federal Reserve System can
maintain the nation’s money supply independent of
the failure of individual banks. With appropriate
deregulation, market forces can create a healthy
commercial banking sector similar to Canada’s —
where not a single bank failed during the Great
Depression.



What Is the S&L Crisis?

Hundreds of S&Ls have gone bankrupt in less
than a decade. The value of their assets (loan
portfolios) fell short of their liabilities (mainly
customer deposits) by more than $150 billion.
Since they could not possibly pay off depositors
and other creditors with their own resources, they
are insolvent. There has not been a banking crisis
of this magnitude in the United States since about
9,000 banks and several hundred savings and loan
associations failed during the Great Depression of
the 1930s.

Why Is the S&L Crisis
Costing Taxpayers Money?

Taxpayers are liable because the federal gov-
ernment insures deposits of banks and S&Ls in
amounts up to $100,000. This means that if an
S&L cannot return its depositors’ funds, the fed-
eral government will do so. For example:!

# Federal deposit insurance currently covers about
75 percent of all bank deposits — an amount equal
to about $1.7 trillion (75% of $2.25 trillion).

& Federal deposit insurance covers about 98 per-
cent of all S&L deposits — or about $950 billion.

Even deposits that are not technically insured
(deposits in excess of $100,000) appear to be
insured de facto because of an unwritten federal
policy regarding banks that are “too big to fail.”
Since 1985, the federal government has protected
99.5 percent of uninsured deposits in all closed
banks.3

Federal deposit insurance agencies were origi-
nally meant to be self-supporting. They were
supposed to collect from all member institutions

premiums sufficient to make good the deposits of
failed institutions. The losses of the S&Ls, how-
ever, are far greater than the resources of the
agency thatonce insured them. Asaresult, taxpay-
ers will be forced to make up the difference.

How Much Will It Cost?

No one knows what the exact cost will be, and
estimates are revised almost daily. Table I pre-
sents one estimate published in the Stanford Law
and Policy Review: According to the table:

& The cost of the S&L bailout over the next decade
will be almost $500 billion, or about $2,000 for
every man, woman and child in the country.

@ This cost includes about $217 billion in interest
payments — because the federal government is
financing the bailout through on-budget and off-
budget borrowing instead of meeting the cost out
of current revenue.

Burdens for Taxpayers. The taxpayers' obli-
gations will not end in the year 2000, however.
Most of the borrowed funds used to bail out S&Ls
are being financed by 30- or 40-year bonds. When
the interest on these bonds is considered, the total
cost will be much greater than the numbers usually
reported. As Table II shows:

® Through the year 2029, the total cost of the S&L
bailout will approach $1.4 trillion.

B This amounts to about $5,500 for every person
in America.

It is important to note that the estimates in
TablesIand Il do notrepresent the worst that could
happen. These figures are based on the relatively
conservative assumption that the “base cost” S&L
closings (after January 1990) will be $124 billion.



Yet one 1990 study showed that this estimate
is too low. Based on recent closing costs, the
additional closings could easily cost $190
billion or 50 percent more.# If the higher
estimate proves to be correct, interest and
other costs will also be much higher.

Burden for the Economy. In addition to
the estimates of taxpayer costs shown in
TablesIand II, there are real costs to the U.S.
economy. These costs consist of other re-
sources that were wasted when S&Ls made
bad investments and are evidenced by “the
vacant office buildings, abandoned real es-
tate development projects and unprofitable
business ventures that comprise the bad as-
sets of bankrupt thrifts.”> Even though some
of these buildings and projects will eventu-
ally be salvaged, the U.S. economy would be
far better off today if the depositors’ funds
had been invested more wisely.

Why Is There So Much
Uncertainty about the
Cost of the Bailout?

One reason is that S&Ls do not keep
financial records that would allow us tomake
accurate assessments of their financial health,
Economists are virtually unanimous in the
belief that the correct basis for evaluating an
S&L is the market value of its assets and li-
abilities. Yet 50 years of federal regulations
and financial industry opposition have pre-
vented this type of accounting. Under the
influence of federal policy, generally ac-
cepted accounting principles (GAAP) and
regulatory accounting principles (RAP)
evaluate loans based on their historical value

. Old Cases Expense (Up to Jan 1990) $680
New Cases Expense (After Jan 990) [j 124.0 -
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1990, Table 1, p. 23.
Cost of the S&L Ballout

“Over the Next 40 Years: B
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($ Billlons) ‘

First Ten-Year Cost (1989 - 1999)2 $ 456.3

Non-Treasury Debt, 2000 - 2029 - 274.8
Treasury Debt, 2000 - 2029 - 638.8
TOTAL $1,369.9

~ 1Assumes only interest costs in year 2000 and beyond. Excludes the interest

cost of borrowing to pay interest.

2From Table L

Source: G. Christian Hill, “A Never Ending Story: An Introduction 1o the
S&L Symposium,” Stanford Law and Policy Review, Vol. 2,No. 1, Spring
1990, Table 2, p. 24. )



rather than their current market value. Not only
do these accounting techniques conceal the true
picture, but, when combined with other regula-
tions, they have enabled S&Ls (and their insurers)
to make their financial health look better on paper
than it is in fact.”

A second reason for the uncertainty is that even
with proper accounting it is very difficult to deter-
mine the value of an ongoing enterprise. In many
cases, federal agencies have made guarantees to
healthy institutions to take over the portfolios of
troubled S&Ls. In these cases the federal govern-
ment (and therefore the taxpayer) is a “partner” in
a venture with an uncertain future.

A third reason is that federal regulatory agen-
cies — those in the best position to know the facts
— have persistently suppressed critical informa-
tion.8 Official acknowledgement of the dimen-
sions of the crisis has emerged slowly, even though
official awareness has existed for many years.

A fourth reason is that no one can predict the
precise sales prices of the institutions and their
assets when they are sold or disposed of by the
Resolution Trust Corporation (RTC)—the agency
thatis supervising the S&L bailout. In the original
bailout plan adopted in the Financial Institutions
Recovery, Reform and Enforcement Act
(FIRREA), the RTC was to have a revolving fund
of $50 billion in working capital, which it was
expected to replenish from sales of institutions and
assets. The RTC has repeatedly gone to Congress
for more cash, however, as the actual proceeds of
asset sales have fallen short of the projections. For
example, William Seidman, chairman of the Reso-
lution Trust Corporation, told the House Ways and
Means Committee on September 19, 1990 that the
agency will need roughly $122 billion in funding
for the fiscal year beginning October 1. That is

more than double what was anticipated a year
earlier.?

What Caused the Problem?

There is almost universal agreement among
economists on the basic causes of the S&L crisis.
This consensus extends from the Urban Institute
and the Brookings Institution on the left to the
Hoover Institution and the Cato Institute on the
right. The basic cause is federal deposit insurance
and the complex system of regulations that sur-
round it. Briefly stated, other federal govemmént
policies caused the bankruptcy of the S&L industry,
while federal deposit insurance increased the cost
of that bankruptcy and made taxpayers liable for
the bailout.

Creating an Artificial Industry. The S&L
industry in the 1970s was not a natural outgrowth
of competition in the free marketplace. Instead, it
was largely an artificial creation of Depression-era
policies. Congress gave S&Ls special powers and
subsidies and required them to concentrate on
serving the housing industry. Unfortunately, these
policies made S&Ls highly vulnerable to the ef-
fects of inflation.

Effects of Inflation. The Federal Reserve
System’s expansion of the money supply in the
1970s led to inflation that persisted into the 1980s.
Inflation caused interest rates to rise,!0 and the
results were devastating for S&Ls. The industry’s
assets consisted largely of long-term loans made at
fixed, low rates of interest negotiated in pre-infla-
tion days. Yet in order to attract deposits, S&Ls
had to pay high short-term interest rates which
varied with the rate of inflation. No financial
institution can survive for long if its income is
based on a lower rate than its cost of funds.
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Unfolding Revelations about the S&L Crisis

Event

In the Economic Report of the President, the Council of Economic Advisers
reports a rising tide of bank and S&L failures, and reports that the Adminis-
tration and federal regulatory agencies have begun a study to reassess federal
deposit insurance.!

According to Newsweek, an employee of the Federal Home Loan Bank board
was allegedly discharged for leaking an internal estxmate that it will cost $10
billion to clean up the savings and loan problem. 2

The first published estimate says the federal deposit insurance fund for S&Ls
is technically bankrupt and predicts a bailout cost of $15.8 billion,3

The Federal Home Loan Bank board admits the five-year costs of bailout
could be as high as $22.5 billion.*

The Treasury Department releases its first official estlmate of a $10.8 billion
cost,’

The Federal Home Loan Bank board estimates that $10.5 billion would cover
resolutions of institutions that were on the FSLIC case hst on December 31,
1986.5

The Economic Report of the President contains an.entire chapter on the federal
rolein credit markets and warns of the dangers created by perverse incentives
in the deposit insurance system.”

The administration asks for an appropriation of $15 billion to recapltallze the
FSLIC so that it can close insolvent S&Ls. Congress responds by authonzmg
$10.8 billion in the Competitive Equality Banking Act of 1987 (CEBA).8

The General Accounting Office estimates that $26 billion to $36 billion will be
required to resolve the cases on FSLIC’s books in December 1986.9

M. Danny Wall, chairman of the Federal Home Loan Bank board, estimates
that FSLIC will need $42.5 billion through the next ten years to deal with the
crisis.10

William Seidman, chairman of the FDIC, says $50 billion will be required.!!

The Financial Institutions Reform, Recovery and Enforcement Act (FIRREA)
is projected to cost $40 billion for 1988 insolvencies, $50 billion to close
currently insolvent institutions, $33 billion for future costs and $43 billion for
interest costs, for a total of $166 billion through 1999.12

Bert Ely, a private consultant and leading authority on S&Ls, estimates that
it will cost $125 billion to resolve the thrift crisis, including $50 billion for pre-
1989 resolutions and excluding future interest costs.!3



Api'il 1990 James Barth of Auburn University and Dan Bru‘mbaugh of Stanford estimate
that resolving thrifts will cost $91 billion to $135 billion, excluding pre-1989
resolutions and future interest costs.!4

May 1990 Treasury Secretary Brady’s estimate of borrowings for the bailout is inter-
preted to mean total costs of between $90 billion and $130 billion. This does
not include interest costs or the $52 billion incurred by the FSLIC for pre-1989
bailouts.15

May 1990 William Seidman, chairman of the FDC, estimates that $64.9 billion will be
required to honor agreements entered into by FSLIC for supporting or closing
insolvent institutions before 1989.16

June 1990 Secretary Brady announces that a further $30 billion to $50 billion will be
needed for the thrift bailout next year. Without new cash the bailout effort will
be out of money by year end.!”

June 1990 The Congressional Budget Office (CBQ) raises its estimate of the cost of
resolving S&Ls to $150 billion, excluding interest.!8

September 1990 The General Accounting Office, investigative arm of Congress, increases its
estimate of total bailout costs to between $335 billion and $370 billion, up from
its earlier $235 billion.1°

1Economic Report. of the President; transmitied to the Congress, February 1985 (United States Govemment Printing Office, Washington, DC),
pp- 37-39.

2Newsweek, June 4, 1990.

3James R. Barth, R. Dan Brumbaugh, Tr., Daniel Saethaft and George H, K. Wang, “Insolvency and Risk-Taking in the Thrift Industry: Implications for
the Future,” Contemporary Policy Issues, Fall 1985, pp. 1-32,

4Edwin I. Gray, chairman, Federal Home Loan Bank Board. Address before the Annual Convention of the U.S. League of Savings Institutions, Dallas,
TX, November 5, 1985,

SNewsweek, June 4, 1990,

6James R. Barth and Philip F. Bartholomew, “ The Thrift-Industry Crisis: Revealed Weaknesses in the Federal Deposit Insurance System,” Paper prepared
for Conference on Reform of Deposit Insurance and the Regulation of Depository Institutions in the 1990s., notes to Chant L.

TEconomic Report of the President, iransmitted to the Congress February 1986, (United States Govemment Printing Office, Washington, DC),
pp- 189-212. See also, William A. Niskanen, Reaganomics: An Insider’s Account of the Policies and the People (New York: Oxford University Press,
1988).

8Both of these estimates were much t6o low at & time when the FSLIC was about to become deeply insolvent, never to recover. See W. Lee Hoskins,
“Reforming the Banking and Thrift Industries: Assessmg Regulation and Risk,” Frank M. Engle Lecture, The Amencan College, Bryn Mawr, PA, May
22,1989.

9Barth and Bartholomew, “The Thrift-Industry Crisis,” notes to Chart 1.

10Clifford F. Thies and Damel A. Gerlowski, “Deposit Insurance: A History of Failure," Cato Journal, Vol. 8, No. 3 (Wmlcr 1989), p. 690.
Hibig,

12Dwight M. Jaffes, “Symposium on Federal Deposit Insurance for S&L, Insmuuons ** Journal of Economic Perspecuves, Fall 1989, p. 61.
13Barth and Bartholomew, “The Thrift-lndustry Crisis,” notes to Chart 1.

14Barth and Bartholomew,” The Thrift-Industry Crisis,” notes to Chart 1.

15"Brady Says Cost of S&L Bailout Could Double,” Wall Street Journal, May 24, 1990,

16Testimony of L, William Seidman on FSLIC Resolution Fund Appropriations for Fiscal Year 1991 before the subcommittee on HUD, VA and
Independent Agencies Committee on Appropriations, United States Senate, May 23, 1990.

17"Brady Says S&L Bailout Cost Expected 1o Increase by as Much as $50 Billion,” Wall Street Journal, June 15,1990.

18As recently as March 1990, the CBO estimated that it would cost $80 billion to deal with the S&Ls then under government control. The new projection
assumes that more S&Ls will be seized and that losses will increase, “Estimate of Bailout Cost for 'I}mfts Is Inicreased,” Wall Street Journal June 14,
1990. .

19RTC Chief Totals Growing Expenses of Thrift Bailout,” Wall Street Journal, September 20, 1990.



Table Il shows calculations of the net worth of
the S&L industry throughout the 1970s. These
calculations are based on the market value of assets
rather than the normal regulatory accounting
methods which are conventionally used. As the

table shows:!11

® The S&L industry as a whole had a negative net
worth as early as 1971 — long before the financial

deregulation of the 1980s.

m By 1981, liabilities of the entire S&L industry

exceeded assets by $150 billion.

- ($ Bllllons) k

2 Net Worth Reserves for o
Date ~ of S&Ls! Deposnt Insurance2
1971 $11 3‘ | R $3 01_ R
1972 N 5-193‘ o o ;31’ L
1974 326 38
1975 .384 41
1976 415 45
1977 445 49

1978 527 53
1979 -79.3 59

1980 1180 6.5

1981 -150.5 6.2

CTABLEM

Net Worth of Savmgs and Loan

Instltutlons and Reserves
For Deposnt Insurance

® This S&L liability was about 25 times larger than
the reserves the federal government had set aside
to pay off depositors in case of S&L failures.

New Policies in the 1980s: Forbearance,
Deregulation and Higher Limits on Deposit
Insurance. Every lending officer is occasionally
tempted to stretch the institution’s credit limits to
help a customer in trouble. Sometimes this means
throwing good money after bad. At other times
additional credit may help a troubled borrower
become a bigger and better customer. In such

cases, prudence requires that the lender keep a
close eye on how the additional creditis
used, however. The federal govern-
ment was in this position with respect
to troubled S&Ls in the 1980s. But its
actions were anything but prudent.
Rather than closing institutions that
were technically bankrupt, federal su-

pervisors followed the will of Congress

‘1Calculated using the market value of unrealized mortgage Iosses

20fficial estimate of the reserves of Lhe Federal Savmgs and Loan Insurance Corporauon
(FSLIC). ‘

Sources:

1989), Table 1-1, p. 9 for FSLIC reserves. =

Note: There are several different ways of measuririg net won.h Economxsts usually
prefer using the market value of assets. Other methods are Regulatory Accounting
Procedures (RAP) and Generally Accepted Accounung Principles (GAAP).

‘Edward J. Kane, The Gathermg Crisis in Federal Deposit Insurance,
(Cambridge: MIT Press, 1985), Table 4.6, p. 102 for net worth; and Edward I. Kane, The
S&L Insurance Mess: How Did It Happen? (Washmgton DC: Urban Institute Press,

and the Administration, practicing a
policy of “forbearance” and hoping that
troubled institutions would “grow out
of their problems.”

'Many S&Ls that tried to do so,
however, often succeeded only in mak-
ing those problems worse. They added
loan-quality risks to their interest rate
risks. S&Ls with large portfolios of
old, low-interest mortgages sought to
attract new deposits by paying high
interest rates and making risky invest-
ments This helps to explain the ex-
traordinary growth of S&Ls in 1983-
85, when some institutions multiplied
in size.

Taxpayer exposure became even
greater when federal deposit insurance



was extended from $40,000 per deposit account to
$100,000 in the early 1980s, and when financial
deregulation permitted S&Ls to pay higher rates of
interest to attract deposits and to make riskier
investments in search of higher returns.

Making the Taxpayer a Co-Investor in S&L
Ventures. Troubled S&Ls paid above-market
rates of interest in order to attract even more
deposits — all guaranteed by taxpayers. They
made riskier investments because they needed
above-marketrates of return in order to recoup past
losses. Even if their practices had a small chance
of working, that chance was doomed by the Tax
Reform Actof 1986. Most S&L investmentsin the
1980s were based on real estate. Tax reform
eliminated several tax provisions that had made
real estate investments more attractive.!2

R TAB‘LE‘IV ;
-~ S&L Losses:
Where the Money Went
Pre-1983 Losses 17 %
Interest on Pre-1983 Losses 29%
Real Estate Losses 19%
Excess Operating Costs at
Insolvent S&Ls 10%
Excess Interest Paid at
Insolvent S&Ls 10%
Deteriorated Franchise Costs 5%
Fraud 3%
Excess Cost of FSLIC Deals 3%
Losses on Junk Bonds 2%
Losses on Other Non-Real
Estate Investments 2%
TOTAL 100%

Source: Ely & Co. Reprinted in Paulette Thomas, “Fraud is
Called Small Factorin S&L Cost,” Wall Street Journal, July 20,
1990.

The Politicians’
Search for a Scapegoat

The economic analysis of the savings and loan
crisis places the blame on Washington. Washing-
ton seeks villains elsewhere. Some favorites among
politicians are: fraud, investments in junk bonds
and the financial deregulation which permitted
S&Ls to make nontraditional loans. Yet these
explanations are not consistent with the facts.

TableIV presents one highly regarded estimate
of the various causes of S&L losses. As the table
shows:

B About 65 percent— the vast majority — of S&L
losses were incurred either before deregulation or
in conventional real estate loans.

m Only 3 percent of S&L losses can be attributed to
fraud.

B Only 2 percent of S&L losses are attributable to
investments in junk bonds.

m Only 2 percentof S&L losses can be attributed to
other non-real estate investments.

Other estimates may produce slightly different
numbers, but the overall conclusion is unlikely to
change.!> The evidence is consistent with the
economists’ explanation. It is inconsistent with
the politicians’ search for scapegoats.

Is The S&L Bailout Strategy
Solving the Problem?

For the most part, no. The one virtue of the
S&L bailout act (FIRREA) is that it calls for
closing insolvent thrifts and preventing them from
creating even more liabilities for taxpayers.14
Beyond that, FIRREA reflects the politicians’ con-



cern with finding scapegoats and ignores the
economists’ analysis of the root causes of the
crisis. 13

FIRREA does not require the industry or the
regulatory authorities to adopt any of the funda-
mental reforms called for by economists. For
example, the act does nothing to reform the ac-
counting standards for S&Ls — reform which is
necessary so that independent analysts can know
what the taxpayers’ exposure really is. FIRREA
does nothing to limit federal deposit insurance —
the vehicle by which taxpayers become liable for
losses at financial institutions. FIRREA even
encourages or forces S&Ls to repeat the invest-
ment strategy that got them in trouble in the first
place — over-specializing in real estate lending
and lending long on mortgages or mortgage-
backed securities while borrowing short at current
rates of interest.16

Toits credit, FIRREA does call for the “study”
of federal deposit insurance.!” But any reform
proposal must travel a long, hazardous road before
it affects actual policies and institutions. The
opposition will be ready at multiple veto points in
Congressand throughout the federal bureaucracy.18
A study largely buys time for the defenders of the
status quo. It promises little of value because
“almost everything that anyone ever wanted to
know about deposit insurance has already been
studied and published.”!9 Asaresultof the delay,
the public pressure on Congress to make signifi-
cant changes may decline.20

Is the Crisis Limited to S&Ls?

No. Many of the problems which affect S&Ls
also affect commercial banks, and the taxpayers’
potential liability is huge. Although banks on the

whole are in much better financial health than the
S&L industry, there are good reasons for concern:2!

B In the 1980s, the level and costs of bank failures
were greater than at any time since the Great
Depression.

w In 1988 alone, federal regulators sold or liqui-
dated 200 banks with $35.7 billion in assets —
more than one-third of all the assets of all bank
failures resolved by regulators in the history of
federal deposit insurance.

& Since 1984, federal regulators have spent more
than $11.4 billion to resolve failed banks — about
75 percent of the total resolution costs incurred
since 1934,

Some analysts fear that the S&L crisis may
have diverted attention from serious problems in
commercial banking. R. Dan Brumbaugh and
Robert E. Litan, for example, believe that the Bank
Insurance Fund (which insures the deposits of
commercial banks) is perilously close to insol-
vency. They argue that if it had not been for the
gargantuan problems of the S&Ls, the difficulties
of the commercial banks and their insurance fund
would be an urgent national priority today.2?

Commercial bankers (as represented by the
American Bankers Association) agree that the
deposit insurance system badly needs to be re-
formed for banks as well as for S&Ls.23 However,
commercial banks on the average are much better
structured for coping with changes in economic
and financial conditions than are S&Ls. Most
bankers have learned from painful experience how
to guard against interest-rate risks through hedg-
ing with futures contracts, matching durations of
assets and liabilities, and charging floating rates on
their loans. Misjudging interest-rate risks is not
what has put banks’ solvency into question in



recent years.

Some large money-center banks still are cop-
ing with nonperforming loans made to less devel-
oped countries in the 1970s (encouraged by U.S.
bank regulators at the time). Other banks are
troubled by loans made to real estate developers
and large construction projects in the Northeast
and Southwest after the demand for more conven-
tional commercial and industrial loans declined in
the 1980s. Bank stockholders are suffering from
those miscalculations through lower prices for
their stocks. Nevertheless, commercial banks are
farmore resilient than S&Ls are now, or ever were.
Most have the resources and the management
talent to handle their problems, especially if they
are allowed more freedom of choice among assets
and market areas. Although some banks may fail,
a wholesale banking collapse that would burden
taxpayers the way the S&L crisis has is not likely
to happen — especially if we move quickly to
reform an unwise system of deposit insurance.

Taking a Closer Look
At the Federal Deposit
Insurance System

In a normal market, capital tends to flow to its
highest valued uses. Firms that are successful and
pay high returns to their investors attract more
capital, and investors avoid firms that earn low or
negative rates of return. In the topsy-turvy world
of the banking industry, however, the opposite
may happen.

As noted above, the S&L industry had a nega-
tive net worth of $150 billion by 1981. This did not
keep the thrift industry from attracting new funds.
Ifanything, the worse things gotthe more funds the
S&I.s managed to acquire. These new funds were

not capital in the sense of owners’ net worth. They
were other people's capital (in the form of depos-
its) that S&Ls borrowed to make more loans and to
cover earlier losses. The creditors (depositors)
were relying on deposit insurance for protection,
while enjoying the high rates the S&Ls offered.

@ From 1965 to 1975, S&L industry assets almost
tripled, rising from $130 billion to $338 billion.

#@ From 1975 to 1985, S&L industry assets more
than tripled, rising to $1,069 billion.

Texas financial institutions were particularly
troubled because of falling oil prices and the col-
lapse of the Texas real estate market. In the mid-
1980s, about half of the S&Ls in Texas were
insolvent, and 47 percent of all U.S. bank failures
occurredin the state. Yet these troubled conditions
did not prevent Texas financial institutions from
attracting depositors:24

® In 1985, there were 37 insolvent S&Ls in Texas
with deposits of about $5 billion.

& By 1988, the number of insolvent Texas S&Ls
had grown to 132, and they had managed to attract
$60 billion in deposits.

Texas mirrored the national experience.
Nationwide, deposits at insolvent thrifts almost
doubled in three years — rising from $113 billion
in the first quarter of 1985 to almost $200 billion in
the first quarter of 1988.25

How is it that an industry which was sinking
deeper and deeper into trouble with each passing
year managed to acquire an increasing amount of
the nation’s financial capital? The answer is fed-
eral deposit insurance. Without the backing of the
federal government (taxpayers) through deposit
insurance, the deposits of insolvent thrifts would
have declined. Depositors would have sought



safer places to invest.

How the System Works

Under the original design, there were multiple
insurance schemes. The Federal Deposit Insur-
ance Corporation (FDIC) insured commercial
banks and mutual savings banks. The Federal
Savings and Loan Insurance Corporation (FSLIC
— pronounced “fizz-lick”) insured S&Ls until it
was closed (because itcould not pay claims against
it). The National Credit Union Share Insurance
Fund or NCUSIF insured credit unions.

Each of the insuring agencies operated under
the same principles. First, financial institutions
paid a fixed premium which did not vary, regard-
less of the quality of the loans in its portfolio or its
financial health.26 1n defiance of sound insurance
principles, high-risk institutions (even when hope-
lessly insolvent) paid the same premium as the
financially healthy. Second, the insuring agency
promised to reimburse depositors in the event of a
bank failure. This reimbursement included not
only the original deposit but also the interest on the
deposit. This insurance was backed by the “full
faith and credit” of the federal government, so that
beyond the reserves of the insuring agencies it was
an obligation of U.S. taxpayers.2’

Under the new (FIRREA) system, the FDIC
fund for insuring banks has been renamed the
FDIC Bank Insurance Fund and FSLIC has been
replaced by the Savings Association Insurance
Fund — also administered by the FDIC. Despite
these formal changes, there has been little change
in the principles governing federal deposit insur-
ance, however.

Table V shows how the maximum deposit
covered by the federal guarantee has grown to
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$100,000 since the 1930s. There are good reasons
to believe that deposits in excess of $100,000 are
insured de facto, especially if they are held by large
banks.28 The federal government is apparently
committed to guaranteeing that large banks never
fail, and on at least one occasion this policy was
officially announced.?% In the case of large bank
failures, the regulators almost always transfer a
failing bank’s liabilities — both insured and
uninsured—to anacquiring bank through a merger.
This, in effect, extends the taxpayers’ risk exposure
far beyond the original statutory commitment to
The
authorities usually strip many of the bad loans and

protect small, unsophisticated depositors.

other problem assets out of failing banks’ portfo-
lios before transferring them to other banks. Tax-
payers end up owning the bad loans and problem
assets.

Under conditions such as these, bank managers
and stockholders of S&Ls and banks know that if
they make bad investments part of the losses will
be absorbed by the U.S. government (taxpayers).
On the other hand, if they make good investments,
the government and the taxpayers do not share in
the profits, except through the increase in income
taxes paid on the profits. Under the heads-I-win-

‘ o TABLEV: -
Maximum Deposit Covered
By Federal Deposit Insurance

1934 $ 2,500
1950 10,000
1966 15000

S e 20000
S 1974 40000
7 Ry o



tails-you-lose system of incentives, institutions
make riskier investments than they otherwise
would.30 There are no large windfall gains for the
taxpayers, only windfall losses.

Zombie Thrifts. In the extreme case of a
hopelessly insolvent institution, the owners have
very strong incentives to roll the financial dice. If
their risky decisions fail, they are no worse off —
since they were insolvent to begin with. On the
other hand, if they guess right and survive bank-
ruptcy through a risky but successful investment
strategy, they do not have to share their gains with
either the depositors or the insurance agency.

Between 600 and 800 thrift institutions (about
25 percent of the S&Ls) were in this situation by
the time the FSLIC became insolvent. Economist
Edward Kane has called them “zombie thrifts.” As
Kane explains:

The economic life they enjoy is an unnatu-
ral life-in-death existence in that, if they
had not been insured, the firms’ creditors
would have taken control from stockhold-
ers once it became clear that their enter-
prises’ net worth was exhausted. In effect,
a zombie has transcended its natural death
fromaccumulated losses by the black magic
of federal guarantees.3!

Hail Mary Passes. The position of a zombie
thrift is one in which the owners have every incen-
tive to gamble on a long shot. In doing so, they do
not have to rely on their current assets. They can
increase their risks by paying above-market inter-
est rates to attract more deposits in order to make
even more risky loans. How much an insolvent
thrift has to pay to attract new deposits depends
upon public perceptions. In a free market, without
depositinsurance, alert depositors would shy away
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from a troubled institution, thus imposing some
market discipline on its managers. With deposit
insurance, however, money brokers and other de-
positors are only too glad to supply a desperate
institution with additional deposits and take
advantage of higher interest rates.

If people are concerned that in the event of a
bank failure the federal government will not reim-
burse depositors promptly, the interest rate paid
will have tobe even higher. These apparently were
the conditions that prevailed in December 1987.
As Table VI shows, insolvent thrifts paid as much
as 3.7 percentage points more than the yield on
U.S. Treasury bills in order to attract deposits.

In general, the more financially troubled an
institution the higher the rate of interest it must
pay. Table VII, which depicts interestrates paid by
Texas thrift institutions in 1988, shows a direct
relationship between the degree of insolvency and
the rate of interest paid. Still, these rates would
have been even higher had these institutions not
been able to transfer much of their portfolio risk to
taxpayers, through deposit insurance.

It is important to remember that the deposit
insurance agencies do not simply insure the initial
deposit of a bank customer. Federal insurance also
covers the promised interest, including above-
market interest rate promises made by insolvent
institutions. In this way, federal deposit insurance
subsidizes the attempt by troubled thrifts to lure
funds from the healthy sector of the financial
markets. To make matters worse, this subsidy is
paid for by premiums imposed on healthy insti-
tutions and, if necessary, by additional revenues
collected from U.S. taxpayers.

Reverse Bank Runs. Prior to the establish-
ment of federal deposit insurance, there were



occasional runs on banks. Once the public became
aware that a bank was in trouble, people would
begin withdrawing their deposits, thereby making
the bank’s troubles even worse. Inthe modern era,
we are witnessing the reverse phenomenon.

Take Texas S&Ls, for example. Table VIII
shows that insolvent thrifts in Texas were paying
high rates of interest to depositors and making
mortgage loans with higher rates of interest
(reflecting a riskier portfolio). Asa consequence
of their more attractive rates on deposits, the
growth rate for insolvent thrifts was 70 percent
higher than the growthrate for solvent thrifts in the
early 1980s.

The characteristics of the Texas deposit market
reflect a new form of crisis. Today’s crisis is not
characterized by panics, a generalized loss of con-
fidence or major deposit outflows from insolvent
thrifts. To the contrary, in the currentenvironment,
depositors recognize that they are putting their
funds into insolvent thrifts. Regardless of the size
of their deposits, they do not expect to incur
financial loss.

Fraud And Mismanage-
ment. Even the most honest of
S&L and bank managers have

have been present in a large percentage of S&L
failures. For example:

B According to the Comptroller of the Currency,
fraud and insider abuses contributed to the demise
of 35 percent of the banks that failed between 1979
and 1987.32

@ A study conducted by the House Government
Operations Committee found misconduct in 80
percent of the S&L insolvencies during the three-
and-a-half years ending in June 1987.33

® Asof June 1988,7,350 bank and S&L cases were
under investigation by the FBI and federal grand
juries.34

One of the most outrageous cases was Vernon
Savings and Loan in Dallas, whose managers are
now under criminal indictment. To avoid being
shut down by the regulators, Vernon apparently
attempted to influence an S& L commissioner with
expensive gifts.35 When Vernon was finally seized
by federal regulatorsin 1987,96 percent of its $1.3
billion in loans were in default. To make matters
worse, intervention by House Speaker Jim Wright
delayed the shutdown and allowed Vernon to lend

TABLE VI

difficulty dealing with the per-
verse incentives of federal
deposit insurance. For the dis-
honest, these perverse incentives
create a gold mine of opportu-
nity. The result is that fraud and
other forms of criminal miscon-
duct often are associated with
the demise of insolvent finan-
cialinstitutions. Although fraud
accounts foronly a small amount
of S&L losses, fraud appears to

Choices for Savers in 1987

(Options Backed by the Full Faith and
Credit of the Federal Government)

Insolvent S&Ls:

Interest Paid on U.S. Treasury Bills
Maturity Certificates of Deposit2 Rate of Inferest
1 month 7.22% 3.51%
1-2 months 7.47% 5.05%
2-3 months 7.83% 5.90%
L As of Decemnber 1987.

21n denominations of $80,000 to $100,000.

Source: Edward J. Kane, The S&L fnsurance Mess: How Did It Happen? (Washington, DC:
Urban Institute Press, 1989), Table 3-7, p.88.
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an additional $300 million before its
closing.36

Effects on the Industry. The activi-
ties of insolvent S&Ls had deleterious
effects on the entire industry. Because of
the perverse incentives created by federal
deposit insurance, funds moved from the
healthy to the unhealthy, making the en-
tire financial system less safe and less
stable. Because they offered above-mar-
ketratesof interest for deposits, insolvent
S&Ls bid up the cost of borrowing for all
S&Ls37 Because they were willing to
make mortgage loans for a lower rate of
interest (for a givenrisk class of borrower),
insolvent S&Ls lowered the rate on
mortgage loans for all S&Ls. Asaresult,
the return on capital was lowered for the
entire industry. As Table IX shows, the
interest rate spread (between borrowing
and lending costs) on new home mort-
gages in 1987 was one-sixteenth of its
1980 level.

The Role of Government Regula-
tors. The financial health of the S&L
industry steadily deteriorated over the
lasttwo decades. Potential claims against
the insurance agency (FSLIC) have ex-
ceeded the agency’sreserves atleastsince
1971. Why didn’t government do some-
thing?

The problem certainly was not lack of
knowledge. Both the regulators and the
oversight committees in Congress knew
about the problem for years. As early as
1983, an FDIC report warned about it.38
Many healthy thrifts were outspoken crit-
ics of the practices of insolvent thrifts —

' SAverage capital ratio equals 81 pe

TABLE VII

Choices for Savers in Texas in 1988:

(Options Backed by the Full Faith and
Credit of the Federal Government)

Interest Paid
Very Insolvent? 8.28%
Insolvent3 7.73%
Under-Capltahzed"' 7.50%
Solvent’ 7.29%
Thrifts Qutside of Texas 6.96%
1First quarter 1988,

2Average capital ratio equals -50.3 percent.
3Average capital ratic equals -5.5 percent.
4 Average capital ratio equals 2. 5 percent. .

Source: Engetiie D. Short and Ieffxey w. Gunther. The. Texas Thry't‘ Sztuatwn
Implzcauans for the Texas Financial Industry, Fedeml Resuve. Bank of Dallas,

-September 1988, Table 5, p. 7.

TABLE VIII

Responses to Incentives:
Solvent vs. Insolvent Thrifts
in Texas in 1984

Solvent  Insolvent
\ctivif Thrift Thrif
Interest Paid on Deposits! 10.6% 10.9%
Interest Charged on Loans?  11.5% 12.3%
Annual Growth of Assets3 23.0% 39.0%

1Average of annualized rates paid on deposits at individual institutions in the
fourth quarter of 1984.

2Average of annualized rates eamed on mortgage loans and contracts and at
individual institutions in the fourth quarter of 1984.

3Average of annualized growth in assets at individual institutions from the fourth
quarter of 1980 to the fourth quarter of 1984.

Source: Eugenie D. Short and Jeffrey W. Gunther, The Texas Thrift Situation:
Implications for the Texas Financial Industry, Federal Reserve Bank of Dallas,
September 1988, Table 3, p. 3.
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and with good reason. Industry deposit insurance
premiums paid to the FSLIC were about $1 billion
per year, although industry net profit was only $7
billion per year.3?

Nor was the failure to act due to a lack of
regulatory power. The FSLIC had the power to
issue cease-and-desist orders and close down in-
solvent institutions. If these powers proved insuf-
ficient, it could have asked Congress for additional
authority. The FSLIC was deterred from closing
insolvent institutions by lack of money to pay off
depositors when its insurance fund was depleted.
Yet it could have gone to Congress for more
money.

Not only did government fail to act prudently,
it also acted to cover up the problem and make it
worse. Creative accounting by the FDIC and
FSLIC minimized and concealed the true magni-
tude of the crisis.#? Far from restraining the ac-
tivities of insolvent thrifts, the regulators on some
occasions actually encouraged more reckless be-
havior.#l When an increasing number of thrifts
failed to meet even the FSLIC’s lax capital stan-
dards, the agency loosened those standards through
a policy of “forbearance’ with the full approval of
Congress and the Administration.

One influence on the behavior of government
officials was undoubtedly the S&L industry lobby.
It is well known that the industry contributed
liberally to the campaigns of key members of
Congress,*2 and there were numerous instances of
congressional pressure put on the regulators.43
Homebuilders, Realtors and their numerous influ-
ential supporters also resisted changes that might
have reduced the flow of funds through S&Ls to
home buyers. But another part of the explanation
is thatregulatory agencies (and the politicians they
answer to) do not like to admit failure. Edward

14

Kane has argued that the regulators found it in their
self-interest to gamble along with the insolvent
thrifts. Rolling the financial dice was preferable to
a public confession that the system had failed.#4

How Other Government
Policies Have Made
Things Worse

Federal deposit insurance does not exist in a
regulatory vacuum. In fact, its very existence
necessitates further government regulation to
counteract the perverse incentive it provides. Be-
cause the insurance is underpriced, banks have an
incentive to compete more aggressively for funds

by bidding up the rate of interest paid to depositors.

TABLE IX

HOW the Act1V1t1es .
~ of Insolvent Thrifts
Affected“the‘ Profits Of th'e
Entlre S&L Industry
" Net Earnmgs
‘ e onNewHome ‘
1980 o2 0%
o198t 261%
1982 . 251%
1983 136%
1984 - 88%
1985 69%
o198  36%
18 4%

) IExpna'ssed asa dxffermce betweeni mteresl rates: Effecuve interest
rate paid on conventional loans on new homes minus the interest ratc :

- . paidto depositors, with an adjustment for operanng expenses. -

~ Source: Edward J. Kane, The S&L Insurance Mess: HawD:dlt -
. Happen’(Washmgtm DC: UrbanInsumle Pms 1989) Table 1-
o 2 p-13. - - . T



Because subsidized depositinsurance allows banks
potentially to earn above-normal profits, new en-
trants are attracted to the banking industry. Be-
cause deposit insurance premiums are unrelated to
risks, banks have an incentive to hold more risky
portfolios and to over-leverage their capital base.

To keep banking institutions from acting on
these incentives, the federal government (and in
some cases state governments) imposed numerous
restrictions on the activities of banks. These in-
cluded limits on interest rates paid to depositors,
restrictions on entry into the banking market, re-
strictions on banking institutions' portfolios and
regulations governing capital-to-asset ratios. In
many cases, however, these regulations have caused
further instability.4> The combination of state and
federal regulations deprived banks and S&Ls of
the most fundamental tools of financial risk man-
agement, especially diversification in assets,
liabilities and geographical markets.

Restrictions on Market Entry. The Ameri-
can banking system is the most decentralized and
fragmented in the world. For most of our history,
ithas been modeled on the idea that each town and
locality should be served by one or a few banks that
would be shielded from competition to some de-
gree. This model has been enforced by state and
federal laws that segment markets and prevent
freedom of entry.46 The result is a system of many
small banks with poorly diversified loan portfo-
lios. A bank which accepts deposits and makes
loans in a small geographical area is highly vulner-
able to local economic swings, often caused by the
economic fortunes of a single industry.4” Consider
that:

& In the 1920s and 1930s, more than 9,000 banks
were closed.
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® Yet only 10 of these banks had more than two
branches outside their home city.

It is interesting to compare the experience of
the U.S. banking system with that of Canada,
which has no branch banking restrictions and is
dominated by large banks operating nationwide.48

® During the Great Depression, both the U.S. and
Canada experienced similar monetary shocks.

B Yet not a single Canadian bank failed while one-
third of all U.S. banks did.

Restrictions on Investment Portfolios. Justas
government has attempted to restrict financial in-
stitutions from competing across geographical
boundaries, government regulations have seg-
mented the markets in which these institutions can
make loans. For many years, S&Ls primarily were
restricted to making long-term loans on home
mortgages, even though their funds came from the
short-term commitments of depositors.
term loans had to be made at fixed rates of interest,

Long-

although the rate paid to depositors could vary.
This situation made S&Ls highly vulnerable to
declines in local real estate values or increases in
interest rates.4?

Restrictions on Products and Prices. From
the 1930s until recently, the federal government
severely restricted the kinds of accounts financial
institutions could offer customers and the rates of
interest they could pay on those accounts. For
example, banks were not allowed to pay intereston
checking accounts and could pay only a limited
rate of interest on savings accounts. S&Ls could
not offer checking accounts.

Regulations such as these penalize depositors.
They narrow the range of choices open to the
banking public and limit the available rate of
return, regardless of the choice thatis made. They



were enforceable so long as the size of the penalty
was small and the ability to circumvent the regula-
tions was limited. However, the high rate of
inflation of the 1970s, a revolution in telecommu-
nications and basic human ingenuity have radi-
cally changed the environment for financial insti-
tutions. Today, banking consumers have numer-
ous ways of avoiding institutions which partici-
patein the federal deposit insurance systemand the
onerousregulations that accompany that system:50

@ In 1987, the amount of “money” in money mar-
ket mutual funds, repurchase agreements and
Eurodollars totalled $1.6 trillion.

® That equaled 57 percent of the $2.8 trillion held
inchecking accounts and savings accounts at com-
mercial banks and thrift institutions.

® Put another way, more than one-third of the
nation’s (M2) money supply operates outside of
the federal deposit insurance system.

Capital/Asset Regulations. Because of fed-
eral depositinsurance, depositors today (evenlarge
depositors) have no incentive to monitor the finan-
cial health of the institutions that hold their depos-
its. That leaves to federal regulators the task of
monitoring nearly 15,000 commercial banks, 3,000
savings and loans and about 400 mutual savings
banks — under the best of circumstances, a
Herculean task. Moreover, in today’s highly com-
petitive financial markets, the fine tuning of regu-
latory decisions is increasingly important. If regu-
lators require an institution to hold too much (eq-
uity) capital, it will be at a competitive disadvan-
tage. If they require toolittle capital, the institution
will be encouraged to take on too much risk. To
make matters worse, the hypothetical “right
amount” of capital relative to assets differs for
every bank, depending on the composition of its
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deposits and its investment portfolio.5! The mar-
ket provides a far better guide to how much capital
is enough than any government agency could.

Effects of Deregulation. As a result of 1982
financial deregulation (the Garn-St. Germain Act),
commercial banks and savings and loan associa-
tions gained greater freedom to compete in the
financial marketplace. For example, S&Ls were
allowed to make nonresidential real estate loans,
commercial loans, personal property loans and
commercial-type investments. S&Ls could offer
almost any type of deposit account (e.g., personal
and corporate checking accounts) that commercial
banks could offer.

Some have blamed this deregulation for the
banking crisis in general and the S&L crisis in
particular. Yet this criticism is misdirected. As
noted above, the S&L industry was already in
serious trouble before deregulation. Moreover,
deregulation affected healthy and unhealthy insti-
tutions in different ways. It gave insolvent institu-
tions more opportunities to throw Hail Mary passes.
However, these institutions were only being kept
alivein the first place by federal depositinsurance.
For healthy institutions, deregulation was a long-
term necessity. Without it, many could not have
survived the competition in the financial market-
place. For example, although it is not generally
appreciated, commercial banks have been losing
market share for decades:52

8 In 1945, commercial banks held 65 percent of all
U.S. financial assets held by financial

intermediaries.

® By 1985, the market share of banks had declined
to 30 percent.

In general, deregulation contributed to insta-
bility only because it was partial rather than com-



plete.
freedom to compete, while leaving others with

It gave some institutions the necessary

even more perverse incentives — precisely be-
cause it left the federal deposit insurance system
intact.33

The Special Regulatory Treatment Given to
Savings and Loans. One reason for the current
crisis in the S&L industry may be that (more so
than other financial institutions) this industry has
been shaped and molded by government policy. In
fact, some economists have argued that but for
government, the S&L industry would not exist.54
Among the special privileges the federal govern-
ment has granted the industry are the following:55

® Prior to 1951, S&Ls were exempt from income
taxes and, although this exemption has been eroded
considerably since that time, S&Ls still enjoy a tax
advantage over commercial banks.

® Although commercial banks faced interest rate
ceilings on deposits, S&Ls had no ceilings prior to
1966, and although a ceiling did exist between
1966 and 1984, it was higher than the rate for
banks.

® While maintaining a preferential interest rate on
deposits, S&Ls were gradually allowed to com-
pete with banks in the market for loans. In the
1960s, S&Ls acquired the right to make loans on
mobile homes, vacation homes and housing fix-
tures, as well as some unsecured personal loans; in
1982, they acquired the right to make loans nation-
wide.

These special regulatory advantages paid off.
While the commercial banks’ market share dropped
from 65 to 30 percent from 1945 to 1985, the
S&Ls’ market share climbed from 3 percent to 16
percent.56 However, not all of the increase in
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market share for S&Ls from 1945 to 1985 should
be attributed to their special regulatory advan-
tages. The homebuilding boom from World War
IT through the early 1960s greatly increased de-
mand for mortgage loans. S&Ls met the demand.
Commercial bankers, with few exceptions, thought
mortgage lending was not well suited to their style
and skills, so they let the early opportunity pass.

Because long-term interest rates were
higher than short-term rates between 1945 and
1965, mortgage lending was a profitable, appar-
ently safe business. By the time commercial
bankers ventured into home mortgage lending
later in the 1960s, the increasing volatility of short-
term interest rates had made funding long-term
fixed-rate mortgages with short-term deposits a
much more risky business. Nevertheless, Con-
gress and the regulators, responding to pressure
from homebuilders and from S&Ls, tried foralong
time to increase the supply of mortgage funds by
conferring regulatory advantages on S&Ls.

New Incentives to Escape the Deposit Insur-
ance System. Any insurance system in which
premiums are nottied torisk penalizes firms which
are prudent and financially healthy. As insolvent
or financially unhealthy firms react to the perverse
incentives of deposit insurance, the premiums
charged to all must rise to cover the cost of the
bailouts. These higher premiums give the finan-
cially healthy firms an even greater incentive to
leave the system. For example, after the FSLIC
increased its premium to S&Ls, many financially
healthy thrifts attempted to become “banks” and
join the FDIC. The government reacted by impos-
ing a hefty tax on those escaping the system and
then by banning such moves.

A far more serious problem for U.S. banks and
S&Ls is that they must compete with money mar-



ket mutual funds and large “nonbank” financial
institutionsin this country and abroad. These other
institutions do not have to pay for deposit insur-
ance, hold non-interest bearing deposits at Federal
Reserve Banks (required reserves) or submit to
detailed, costly supervision from bank regulators.
Yet they can do almost anything that banks can do
and in some areas, more. The costs of deposit
insurance premiums and the associated supervi-
sory requirements are a growing handicap for U.S.
banks and S&Ls in the world financial services
marketplace.

In the modern era, capital travels around the
world on an electronic highway at the speed of
light. It will not remain long where it is unfairly
“taxed” or unduly burdened by regulation. Unless
federal policymakers come to grips with the inher-
ent defects of federal deposit insurance and other
financial regulations, more and more capital will
leave the system.

Can Any Form of Federal
Deposit Insurance Work?

Probably not. With the exception of the current
FDIC system (and the NCUSIF), every deposit
insurance scheme tried in this country has come
unraveled — and the principal cause of failure is
commonto all. In this section, we briefly summarize
America’s experience with deposit insurance and
the difficulties any system of deposit insurance
(even the mostideally designed) would face. Then
we examine the question of whether deposit insur-
ance is really necessary.

Our Historical Experience
With Deposit Insurances

The recent demise of the FSLIC because of the
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savings and loan crisis is not a unique experience.
There have been numerous experiments with de-
posit insurance at the state level — in the 19th
century, early in the 20th century and in more
recent times.3® All of these insurance schemes
failed, and in each case the pattern was the same.
Initially banks were charged a fixed premium,
independent of the riskiness of their portfolios.
What followed were bank failures due to “reck-
less” banking practices. To cover their losses, the
insuring agencies raised premiums and often bor-
rowed money. As the premiums soared, sound
banks fled the system, leaving it even more risky
and unstable. Eventually the agency’s funds were
exhausted and it collapsed, often without reim-
bursing depositors for their losses.

The 19th-Century Experience. The first state
deposit insurance scheme was created in New
Yorkin 1829. By 1842, the fund was exhausted by
the failure of “insured banks.” In each case, the
banks failed because of “recklessness,” including
“insider dealing.”® State funds were also created
in Vermontin 1831 and in Michigan in 1836. Both
funds ended with experiences similar to New
York’s.

The Early 20th-Century Experience. From
1908 to 1917, deposit insurance systems called
guaranty funds were established in Kansas, Mis-
sissippi, Nebraska, North Dakota, Oklahoma, South
Dakota, Texas and Washington. All failed during
the (prosperous) 1920s. Moreover, evidence sug-
gests that these funds made banking less stable in
the states that had them.60

® Other things equal, state banks in states with
guaranty funds failed at a higher rate than state
banks elsewhere.

m On the average, the existence of a guaranty fund



raised the failure rate of deposits by 1.9 percentage
points.

Recent Experience. During the 1980s, the
failures of state deposit insurance systems for
savings and loan associations in Maryland, Ne-
braska and Ohio were widely publicized. In all
three cases criminal fraud was involved in the
collapse of a major S&L, the failure of which
caused the collapse of the entire system. In Mary-
land and Nebraska the presidents of the S&Ls
involved went to prison.

Inherent Problems with
Deposit Insurance

Our experience with the FDIC and FSLIC at
the federal level and with numerous deposit insur-
ance systems at the state level teaches valuable
lessons about the whole process of insuring depos-
its at financial institutions.

1. No deposit insurance system is likely to
succeed unless premiumsreflect risks. When
premiums for individual institutions do not
reflect the riskiness of the institution’s portfo-
lio, the perverse incentives are so strong that
eventually they overwhelm the system.

2. No deposit insurance system is likely to
succeed if government is a monopoly in-
surer. Regulatory bureaucrats, who have no
financial stake in their decisions, can have
incentives that are every bit as perverse as the
incentives of the insured institutions. As we
saw in the case of S&Ls, the regulators (and
even Congress and the Administration) were
willing to go with the throw of the financial
dice by the managers of insolvent thrifts.

19

3. No deposit insurance system is likely to
succeed unless bank depositors have a fi-
nancial incentive to monitor banks. It is in-
conceivable that a single agency can monitor
the complex banking system as well as an
entire marketplace in which numerous indi-
viduals have a financial self-interest.

4. Even if the deposit insurance system is ide-
ally designed, it still may not work. In the
complicated world of banking, there are nu-
merous ways in which bank managers can take
on risk.61 Many types of risky behavior are
extremely difficultto monitor and, unlike many
other kinds of insurance, bank managers have
enormous ability to affect the outcome through
their own choices. As Gerald O’Driscoll has
argued, there is no once-and-for-all answer to
the question, “What premium should be as-
sessed?’62  And if a market for insurance
produces an answer, it may vary from day to
day like prices on the stock market. It is worth
noting that bankruptcy insurance does not ex-
ist in any other industry, and private bank-
ruptcy insurance has never existed in banking.
This may explain the comments of William
Seidman, chairman of the FDIC:63

“A depositinsurance systemis like a nuclear
power plant. If you build it without safety
precautions, you know it’s going to blow
you off the face of the earth. And even if
you do, you can’t be sure it won’t.”

Is Deposit Insurance Necessary?

Is there a social reason why government should
either provide or mandate deposit insurance? His-
torically, federal depositinsurance has appeared to
‘be socially important for tworeasons. First, during



the 1930s depositinsurance was thought to promote
economic stability because it was widely believed
that bank runs and bank failures were linked with
economic depressions. Second, depositinsurance
was considered a relatively inexpensive way to
provide small savers with a degree of safety lacking
in the private markets. Today, neither argument is
persuasive.

Preventing Depressions. We now know that
there is no necessary connection between bank
failure and economic depression. Between 1921
and 1928, one-sixth of all U.S. banks failed. Yet
this was a period of general prosperity and price
stability.%4 Asnoted above, during Canada’s Great
Depression, not a single Canadian bank failed.
Moreover, the knowledge of how to prevent a
depression has been available for more than a
century.65

If people pull their deposits out of a bank
because they are worried about the quality of
management, they are most likely to transfer those
deposits to other banks. Total deposits of the
banking systemremain unchanged, and stability of
the economy is not threatened. In theunlikely case
that the nervous customers of a suspect bank hide
their currency in mattresses at home, the Federal
Reserve can easily maintain liquidity in the bank-
ing system by supplying additional reserves through
open market purchases of securities or lending
through the discount window. That is what the
Federal Reserve Banks were created to do — but
did not do — during the crash of 1930-33.

Failures of individual banks, even large ones,
do not leave irreparable holes in the fabric of the
banking system. Failures are of course painful to
bank stockholders and managers, but bearing that
risk is the essential function of stockholders.
Managers, too, have their careers on the line.
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Moreover, an occasional bank failure is instructive
for the managers of other banks.

Protecting Depositors. Modem technology
has made it possible for the small saver to acquire
the full faith and credit of the federal government
through “checking accounts” directly backed by
U.S. government securities. Money market mu-
tual funds and other “nonbank banks” offer this
safety and security to depositors without the neces-
sity of deposit insurance.%6 Deposit insurance, far
from being socially necessary, is instead a private
good which may be of value to some people but not
to others.

Conclusion: Living without
Deposit Insurance

Deposit insurance has been used for years asa
substitute for market discipline in maintaining a
safe, sound, efficient financial system. It has not
worked. The costs of federal deposit insurance are
simply too large for taxpayers to accept much
longer, as the S&L bailout has demonstrated.
Bankers, who might appear to be the main benefi-
ciaries of the system, cannot afford it either —
although many do not realize it yet.

If legislators and regulators try to plug the
loopholes in the deposit insurance system in order
tokeep it going, they will exact a heavy price from
U.S. bank customers, depositors and stockholders.
They are certain to raise federal deposit insurance
premiums and to mandate higher, more complicated .
capital requirements for banks. Even worse, the
regulators will be more diligent— read oppressive
— in supervising banks’ lending, investing and
Having been accused of
negligence in overseeing the conduct of S&Ls,

borrowing policies.

supervisors already are showing signs of overkill



in dealing with commercial banks.

All of these additional costs will seriously
handicap U.S. banks in competing with nonbank
financial institutions at home and abroad and with
the banks of other countries. Their share in world
financial markets will continue to decline.

Now is the time to begin phasing out federal
deposit insurance rather than trying to preserve it
with more regulations and bureaucratic interven-
tions. Specifically we should do the following:

1. Phase Out the Existing System of Deposit
Insurance. We should begin immediately —
first by limiting the amount of any deposit
covered by insurance and then by gradually
reducing the percent of deposits covered by
insurance. For example, coverage might be
reducedto 100 percent of deposits up to $40,000
in 1992; 80 percent of deposits up to $40,000
in 1993; 60 percent of deposits in 1994, etc. By
1997, coverage would be completely elimi-
nated.

2. Expand the Ability of Bank Consumers to
Have Direct Access to the Full Faith and
Creditofthe Federal Government. Lawsand
regulations should be clarified so that the most
risk-averse people could open accounts backed
directly by government securities. In case of
bankruptcy on the part of the bank managing
the accounts, the securities would be the
property of the account holders — not of the
bank. The interest rate paid to depositors
would be the rate of interest paid on govern-
ment securities minus the bank's charge for
holding and servicing the account.

3. Expand the Ability of Consumers to Make

Choices Among Accounts With Different
Combinations of Risk and Return. Laws and
regulations should be clarified and simplified
so that bank customers could open deposits
backed directly by corporate bonds, stocks,
real estate and other assets. Forexample, those
willing to take some risk in return for a higher
expected rate of return might have an account
backed directly by high-grade corporate bonds.
For an even higher expected rate of return (and
more risk), the account might be backed by a
portfolio of real estate investments. Conven-
tional bank accounts would also continue to be
an option. The exact nature of the portfolio-
backing accounts would be determined by
competition in the marketplace.

. Through Appropriate Deregulation, Banks

and S&Ls Should be Allowed Maximum
Flexibility to Satisfy Consumer Wants and
Needs. In order to maximize consumer satis-
faction at minimum costs, financial institu-
tions should be free to make their own deci-
sions withrespect to the rates paid for deposits,
investment portfolios and the geographical
areas in which deposits are accepted and
investments are made.

. Taxpayers Should Face No Risk and Depos-

itors Should Face Only Voluntarily Chosen
Risks With Respect to Bank Failures. In a
new, competitive banking system, operating
on the principles outlined above, taxpayers
would not be at risk for any bank failure.
Depositors would be at risk for bank failures
only if they chose to be.

NOTE: Nothing written here should be construed as necessarily reflecting the views of the National Center
for Policy Analysis or as an attempt to aid or hinder the passage of any bill before Congress.
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