
Devising ways to control banks' risk-taking is an 
essential function of deposit insurers and other 
bank regulators.1 Deposit insurance allows those 
who hold a majority of banks' liabilities to ignore 
the institutions' financial condition. The practice 
of merging failing banks into sound ones allows 
many other liability holders to act as if they were 
insured depositors. Many elements of market 
discipline that restrain other businesses are un-
available to encourage banks to limit their risk-
taking. Yet, if the public-policy goals of a safe and 
stable financial system are to be achieved, risk-
taking must be controlled. 

In light of recent competitive developments 
that give banks more incentives to take risks, 
their federal insurer—the Federal Deposit In-
surance Corporation (FDIC)—has recommended 
additional disclosure of the financial condition of 
individual banks to enlist the public's help in 
monitoring and controlling banks' risk-taking.2 As 

Financial Disclosure and 
Bank Failure 

the deposit insurance system is currently organized, 
however, greater disclosure is unlikely to produce 
greater market discipline. If shareholders expect 
greater returns from greater risk, they may not be 
induced by more information to exercise greater 
discipline. Banks' liability-holders are generally 
uninterested in banks' financial condition because 
they have little risk of loss. Under these conditions, 
expanding disclosure may increase costs to the 
disclosing banks more than it will benefit the 
public. Changes in the present system, however, 
hold the potential to make increased disclosure 
an effective policy. 

'Hereafter the term "banks" is used to refer to depository financial 
institutions generally. 

2Federal Deposit Insurance Corporation, 1983. 

Greater disclosure of banks' f inancial con-
dit ions—as proposed by the FDIC—is unlikely 
to produce greater market discipline. Changes 
in the present deposit insurance system, how-
ever, might make increased disclosure effective 
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Recent Concern About Bank Failures 
The failure of a bank or other financial institution 

is but a point on a continuum of risk. At one end is 
the high probability that the owners will achieve 
a greater than expected increase in wealth; at the 
other is the failure of the enterprise and loss of 
the owners' investment. What is usually termed a 
bank failure is towards this other end of the 
continuum. In most failures, supervisory author-
ities generally step in and reorganize the troubled 
bank. This reorganization usually entails loss to 
the owners, the supervisory authorities and the 
employees, and can impose costs on uninsured 
depositors and other customers. Consequently, 
while failure is but a point on the continuum 
between great success and total loss, it is an 
important point indeed. 

The phenomenon of bank failure is as old as 
banking itself. Therefore, we should consider 
first why there appears to be more supervisory 
interest in bank failures now than in the recent 
past and whether this concern seems to be 
justified. I fonelooksonlyat the number of banks 
that have failed in recent years, there seems to 
be reason for concern. The number of failures or 
FDIC-assisted mergers reflects a substantial in-
crease. Compared with the three commercial 
bank failures per year from 1943 through 1974 
and the 12.9 per year from 1975 into the early 
1980s, the 34 in 1982 and 48 in 1983 appear 
worrisome. That seems particularly true consider-
ing the large number of thrift associations that 
have merged with the support of the Federal 
Savings and Loan Insurance Corporation (FSLIC) 
since 1980.3But when we recall that over600 banks 
failed each year during the 1920s, the recent 
number seems small. Furthermore, the consid-
erably larger number of failures duringthe 1920s 
brought no significant reforms or even vociferous 
demands for changes in banking supervision. It is 
possible, therefore, that the current increase 
over the post-World War II failure rate actually is 
desirable, since failure is a necessary attribute of 
dynamic, innovative markets. 

However, the enactment of deposit insurance 
in 1933 changed the environment of the 1920s 
profoundly. Previously, depositors knew that 
their funds were at risk. Consequently, they had 
reason to monitor their banks. W h a f s more, 
banks were not restrained legally in the interest 

3McGuirk, 1983, indicates that the F S L I C has participated in 1 50 assisted 
mergers since 1980. 

they could pay depositors. Hence, depositors 
had both negative and positive reasons to assess 
the risks undertaken by bankers, and bankers 
had reason to be concerned about the depositors' 
perceptions. 

Initially, federal deposit insurance did not 
absolve all depositors of concern about the risks 
that banks might take, since the amount guaran-
teed per account was limited at first to only 
$2,500. But severe restrictions on new bank 
charters and increased supervision reduced the 
risk of failure considerably. Restrictions on entry 
also served to increase the cost of failure to bank 
owners, since the value of their charters generally 
was greater than it would have been with free 
entry, and almost certainly would be lost if failure 
occurred. 

The authorities also sought to reduce the risk 
of failures by maintaining and further restricting 
the range of products that financial institutions 
could offer. In particular, thrift institutions were 
barred from offering checking accounts, business 
loans unrelated to real estate, and (for the most 
part) consumer loans. Commercial banks were 
not permitted to engage in most securities under-
writing and trades. These constraints kept bankers 
from straying beyond activities that they and 
their examiners knew well.4 While these policies 
and practices appear to have been sufficient to 
prevent most failures, the environment since the 
late 1970s has altered this situation. 

Two phenomena helped change the environ-
ment by increasing competition in markets that 
banks dominated. The principal one is inflation-
driven high nominal interest rates. These high 
rates increased the opportunity value obtainable by 
other institutions from avoiding regulatory con-
straints on interest rates, thereby encouraging 
them to begin offering banking services. Brokerage 
houses, for instance, introduced money market 
mutual funds and interest-bearing money manage-
ment accounts. The other change is more effective 
and less costly technology for transferring financial 
assets. As a consequence, third-party transfer 
services (in effect, demand deposits) were offered 
successfully by nonbanks, and government-insured 
deposits could be sold nationwide by brokers. 
The 1980 increase in insurance on accounts with 
balances up to $100,000 and the removal early 
in the 1980s of interest rate ceilings on most time 

4Other reasons for and effects from imposing or continuing the restraints 
probably were more important (see Benston, 1982a). 
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deposit accounts permit people to make large 
investments at market interest rates without 
concern about the risks taken by the depository 
institution. The insuring agencies' long-time prac-
tice of liquidating only small institutions largely 
removes uninsured depositors' concern for most 
institutions' safety. 

The entry of nonbanks into activities previously 
reserved to chartered and (mostly) insured banks 
also increased the risk of bank failure by reducing 
bank owners' incentives to avoid failure. This is 
not to say that the owners and managers of banks 
are indifferent to failure. But increased and then 
almost unrestricted entry into their markets have 
reduced the value of their charters. This is par-
ticularly true for banks that operate in unsheltered 
markets, such as the large, money center banks 
that face competition from a wide range of 
institutions, both domestic and foreign. 

The Role of Disclosure 
Disclosure of the financial condition and op-

erations of individual banks has been put forth as 
a means of averting excessive risk-taking. Advo-
cates contend that expanded disclosure can 
prevent or reduce risk-taking by bankers and 
enhance the ability of depositors and investors 
to assess the risks taken. 

Disclosure to supervisory authorities has long 
been a means by which banks are regulated. In 
particular, banks report to the regulators their 
balance sheets, income statements and detailed 
schedules of transactions with related parties. In 
addition, field examinations provide the authorities 
with additional information. Bovenzi, et al. (1983) 
and Korobow and Stuhr (1983) show that this 
information, together with or replaced by publicly 
available data, can be used effectively for pre-
dicting bank failures and possible financial di-
stress. 

The general public also has relied on the 
release of financial information, since banks have 
long been required to publish their balance 
sheets. Many banks also have provided depositors 
and the general public with more detailed balance 
sheets and income statements voluntarily. Since 
1978, banks have had to publish the income 
statements they file with the banking authorities. 
However, banks as such are not subject to the 
Securities Exchange Act of 1934. Therefore, only 
bank holding companies are required to report 

publicly as do other corporations.5 As Coulson 
(1983) delineates, bank holding companies are 
required to publish detailed information about 
the past-due status and concentration of their 
loans, dealings with insiders and sources of 
revenue. 

The question now raised by the FDIC and 
others is whether increased public disclosure of 
banks' financial operations and even of the 
evaluations made by examiners and supervisors 
would be helpful in controlling risks that banks 
might take. This question can be analyzed first by 
delineating the parties that might be interested 
in evaluating bank risk and then examining the 
nature of their concerns. As the analysis shows, 
their concerns are importantly different. 

Four Groups Concerned 
About Disclosure 

Four interested groups are: (1) the deposit 
insurers—the FDIC, Federal Savings and Loan 
Insurance Corporation and National Credit Union 
Share Insurance Fund (NCUSIF) , and the other 
supervisory agencies closely related to them— 
the Comptroller of the Currency, the Federal 
Reserve, the Federal Home Loan Bank Board, the 
National Credit Union Administration, and the 
state banking departments; (2) uninsured de-
positors—those with accounts over $100,000; 
(3) ordinary creditors—for example, bondholders 
and banks with loan participations; and (4) 
stockholders—residual claimants to the net assets 
of banks. 

Stockholders: They lose if their bank's managers 
or others perpetrate fraud upon them. This is the 
risk with which they are primarily concerned. 
Stockholders of all corporations face this risk, 
except that it generally is easier to remove 
resources from banks fraudulently, money being 
the most"fenceable" of assets. Hence, disclosure 
of loans to related parties is of interest to bank 
stockholders. 

However, shareholders are not otherwise op-
posed to their bank taking risks, as long as the 
risks are offset by expected gains. Stockholders 
can eliminate the risk from owning any particular 
investment by holding a diversified portfolio of 
assets, though this may be costly for stock-
holders who have a large proportion of their 

aSee Coulson, 1983, for a description ol the SEC's reporting requirements 
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assets invested in controlling interest in a smaller 
bank. However, when a government agency such 
as the FDIC or FSLIC accepts the risk of failure for 
a premium that is less than sufficient to cover 
that risk—that is, when the premium is not 
directly related to the risks undertaken—stock-
holders benefit from their banks taking greater 
than normal risks. It is a situation best described 
as "heads the stockholders win, tails the FDIC or 
FSLIC loses." Thus, the stockholders of banks will 
logically prefer risk, knowing it offers the promise 
of greater returns. 

Disclosure of risk, then, is useful to stockholders 
as a means of identifying banks likely to have a 
greater variance of returns and to compensate 
shareholders for accepting that greater variance. 
In this regard, the stockholders benefit when 
they and other investors can secure information 
about risk conveniently and inexpensively. Thus, 
it is desirable to have some uniformity in the type 
and format of information disclosed. But stock-
holders also must be concerned with the cost of 
disclosure to the bank. This cost includes informing 
competitors, customers and regulators of the 
bank's strategies and condition when this dis-
closure might work against the institution. Auditing 
data and presenting and explaining it to users 
and the curious also can be costly. A management 
that operates a bank in the interest of its share-
holders must weigh the benefits and costs of 
disclosure as it weighs benefits and costs of other 
decisions. Therefore, the authorities would seem 
to express their concern for the well-being of 
stockholders best by mandating only financial 
disclosure that reduces the probability and ex-
tent of fraud or of misinforming shareholders and 
the cost to investors of using information.6 

Ordinary Creditors: Unlike the stockholders, 
who prefer non-fraud risk when compensated, 
creditors could be useful to the regulatory au-
thorities as monitors of bank risk-taking. The 
creditors' returns are effectively limited at the 
top since, in the absence of capital gains resulting 
from unexpected changes in interest rates, they 
can expect to receive no more than the amount 
agreed to contractually. But they can lose their 
entire investment Hence, they have reason to 

"See Benston 1982 b, for a further explication. In any event, the usefulness 
of these data to security analysts isquestionable. By the time the financial 
statements are made public, astute analysts will have ferreted out the 
information from other sources. 

' Economies of scale from imposed disclosure requirements are exceptions 
to this conclusion. However, I am not aware of any conditions that are not 
already obviated by the effects of deposit insurance and Federal Reserve 

be concerned about the variance in the returns 
earned by banks, and will price their contracts 
with the banks accordingly. 

Banks similarly have reason to assure their 
ordinary creditors that the risks undertaken will 
be no greater than the creditors expect If the 
banks are unable to convince them, the creditors 
are likely to insist on interest rates that compen-
sate them for the risks to which they might be 
subject. This situation is no different from that 
faced in any debtor-creditor arrangement. Con-
sequently, if a bank's management discloses 
honestly, it is likely to disclose voluntarily the 
optimal amount of financial information.7 Manage-
ment, it must be admitted, has incentive not to 
disclose honestly when disclosure would raise its 
costs of liabilities or might cause the withdrawal 
of uninsured deposits. 

Since any additional disclosure required is 
likely to be more costly than beneficial (on the 
margin) to the creditors and to the stockholders, 
it would seem preferable for the regulatory 
authorities to forebear from imposing more rules. 
The authorities could benefit, though, from ob-
serving the types of data that unsecured creditors 
and analysts request from banks. Most importantly, 
the regulatory authorities could obtain infor-
mation from observing the risks assessed by 
creditors. This information is available from the 
market rates at which banks' nondeposit liabilities 
trade. The authorities also might get continuous 
reports on the interest rates and fees paid by a 
bank to other creditors. 

Uninsured Depositors: At present, in almost all 
banks, deposit accounts with balances of more 
than $100,000 are not insured. Hence, it would 
seem that depositors holding these accounts are 
a class of uninsured creditors. However, until the 
1982 failure of the Penn Square Bank in Oklahoma 
the government insurance agencies had in fact 
insured the deposit balances of almost all de-
positors. They did this by having the deposits of a 
failed bank assumed by another bank, either 
directly or through a merger (the practice followed 
for all large bank failures before and since Penn 
Square) or by paying off the insured depositors 
after many depositors with uninsured balances 

discount window and open market operations. Evidence of the existance 
of economies of scale might be obtained from the public's demand for 
such information as is published in the Federal Reserve's Uniform Bank 
Performance and Bank Holding Company Performance Reports, assum-
ing that the price charged for the reports is not less than their cost of 
production and distribution. 
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had been able to withdraw their funds. Conse-
quently, most depositors have reason to believe 
that all their funds are, in fact, guaranteed. 
Indeed, surveys reveal that depositors are little 
concerned with the risks taken by banks in which 
their funds are deposited.8 Some evidence sug-
gests that investors demand somewhat higher 
interest rates on large, negotiable certificates of 
deposit (CDs) issued by banks perceived to be 
riskier after a notable failure—for example, regional 
banks after Franklin National's failure and at least 
one large bank after the Penn Square failure.9 

Since the Penn Square liquidation, however, 
several deposit brokers have developed systems 
that allow them to distribute large time deposits 
in lots small enough to be insured entirely.10 

Recently proposed FDIC and FSLIC rules may 
eliminate these systems by limiting insurance to 
the first $100,000 of a deposit spread by a broker 
among many banks. However, opposition to 
these rules is strong, and brokers and depositors 
are both inventive and sensitive to probable 
losses. Whether the proposed rules will eliminate 
the use of broker networks to spread and effec-
tively insure large deposits is open to question.11 

The FDIC has proposed to encourage uninsured 
depositors to monitor bank risk more aggressively 
by paying them off in merger transactions at only 
the estimated value of recoveries from a troubled 
bank. Since the FDIC'scostof recovery would be 
taken off the top, uninsured depositors would in 
all probability get less than their deposit balances. 
An evaluation of that proposal is detailed by 
Larry Wall in this Review. Briefly, the FDIC's 
proposal is unlikely to be beneficial because of 
the different reactions of demand and time 
depositors. 

Demand depositors with balances that they 
believe might be lost as a consequence of a bank 
failure are likely to withdraw their funds as soon 

"Gilbert 1983 p. 71. summarizes these surveys as follows; Corporate 
treasurers choose their banking reiationsnips primarily on the basis of 
services offered, availability of financing and convenience. Financial 
analysis of their banks is generally cursory in nature. Risk of loss is not an 
important consideration because of the size of the institutions they do 
business with and the perception that the government would bail out 
these institutions of they get into trouble." 

*See Gilbert, 1983, pp. 71-73. 
'"See testimony of the federal regulatory agencies (J. Charles Partee. 

member of the Federal Reserve Board; C. T. Conover, Comptroller of the 
Currency, William M. Isaac, chairman of the Federal Deposit Insurance 
Corporation; Edwin J . Gray, chairman of the Federal Home Loan Bank 
Board and Edgar F. Callahan, Chairman of the National Credit Union 
Administration) before the Subcommittee on Financial Institutions, Super-
vision, Regulation and Insurance of the Committee on Banking, Finance 
and Urban Affairs, U. S. House of Representatives, October 27, 1983. 

'1 For a detailed presentation and analysis of the spreading of deposits in 
insured lots by brokers and FDIC s reaction to this, see Caroline Harless. 

as they suspect a failure.12 These depositors have 
little incentive to engage in more than rumor 
monitoring—a condition reinforced by the lag 
between the end of a disclosure period and the 
actual disclosure of financial information. The 
financial system would face the prospect of bank 
runs, which deposit insurance was designed to 
prevent 

Time depositors would be at risk for balances 
over $100,000. But,if the FDIC's proposal to limit 
the insurance on brokered deposits were with-
drawn or avoided, bankers and brokers could get 
around the proposed limitation by packaging 
and selling portfolios, of whatever dollar amount 
desired, consisting of the fully insured CDs of 
many banks. The removal of effective deposit 
insurance on some portion of C D balances 
above $100,000 is likely to convince them to go 
to this trouble.13 Consequently, financial dis-
closure would play a small role with uninsured as 
well as insured depositors. 

Deposit Insurers: Unlike others who use bank 
financial data, deposit insurers and the supervisory 
agencies on which they rely can gather information 
by examining records in the banks. These data 
are reported by field examiners and are used 
directly by their supervisors. In recent years, 
researchers and supervisors have experimented 
with early warning surveillance systems that use 
data reported by banks and examiners.14 An 
analysis of the effectiveness of this information in 
predicting bank failures should provide evidence 
on the usefulness of financial data, in general, for 
this purpose. 

Some indication of the ability of bank examiners 
to predict trouble may be obtained from the 
ratings they gave banks that failed in the exami-
nation just prior to their collapse. As part of a 
study conducted for the Hunt Commission,15 I 
reviewed the records of all commercial banks 

"Brokered Deposits; Issues and Alternatives, this Review, March 1984, 
pp. 14-25. 

^Technically, funds would be withdrawn when the marginal cost of a 
withdrawal (which is small for demand deposits) is exceeded by the 
expected amount of loss times the probability of loss, all in present value 
terms. 

, 3 The combination of deposit insurance, improvements in technology, 
expanded marketing of CD s by brokers, and de facto as well as de jure 
deregulation of financial services have, I believe, substantially increased 
the risk of bank failure. In particular, Isaac reports that "many of the 72 
commercial banks that failed between February 1982 and mid-October 
1983 had substantial brokered deposits. Overall, brokered deposits 
constituted 16 percent of the total deposits held by the 72 banks that 
failed." The nature of these developments and some suggestions for a 
solution are presented in Benston, 1984. 

u Bovenzi, Marino and McFadden, 1983, present a good review of much of 
this literature, as well as a report of their own research. 

" T h e Presidential Commission on Financial Structure and Regulation. 
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that failed from January 1959 through April 1971. 
(Benston, 1973, Table XIII, p. 43.) Of these 56 
banks, fully 59 percent had been rated "no 
problem." More recent evidence is presented in 
Bovenzi, Marino and McFadden (1983, Table 6). 
They related the numerical CAMEL (Capital, Assets, 
Management, Earnings, Liquidity) ratings given 
by the bank examiners to the 11, 17 and 45 
banks that failed in fiscal 1981, 1982 and 1983. 
Banks considered to be no problem are assigned 
ratings of 1 or 2; banks rated 3 are "watched" by 
the Federal Reserve, "considered for formal 
administrative action" by the Comptroller, and 
presumably looked at closely by the FDIC; prob-
lem banks get ratings of 4 and 5.16 The researchers 
report that CAMEL ratings of 1 and 2 (definitely 
no-problem) were given to 34 percent of the 73 
banks that failed in the year prior to failure. 
Ratings of 1, 2 or 3 (probably no-problem) were 
given to 63 percent of these banks.17 Two years 
before failure, 57 percent of the 60 failed banks 
on which researchers have data were rated by 
the examiners as definitely no-problem and 78 
percent as definitely or probably no-problem. 
Thus, the examiners' record in identifying banks 
that will fail is far from perfect. 

It also is interesting to note that the failure 
prediction models employed by Bovenzi, Marino 
and McFadden (1983) predict about as well 
when only publicly available information is used. 
They correctly predicted 64 percent of the 73 
failures between July 1, 1980 and July 1, 1983 
using call data available in the year before the 
failures. That compares with 67 percent when 
examination data were added to the model, 66 
percent when CAMEL ratings 3, 4 and 5 were 
used, and only 37 percent for ratings 4 and 5. For 
data available two years before the failures, the 
model using only call data correctly predicted 50 
percent of the failures. That compares with 58 
percent from the model with the examination 
data included, 43 percent for the CAMEL ratings 
3 ,4 and 5 and only 22 percent for ratings 4 and 5. 
Thus, the more detailed and subjective exami-
nation data do not seem to add much in predict-
ing failures. 

An important reason for the imperfect forecast-
ing ability of the early warning models that use 
publicly available financial data is that the prin-
cipal cause of failure is fraud or misdealing. Of 
the 59 banks that failed from January 1959 

' "See Flannery and Guttentag, 1980, pp. 196-199 for a description and 
comparison of the way the three agencies use the CAMEL ratings 

10 

through April 1971, fully 34 were rated "no 
problem" approximately one year before failure. 
As I reported, "a case-by-case analysis of the non-
problem rated banks that failed reveals that, in 
28 or 29 of the 34 cases, failure was due to 
embezzlement or change of management con-
trol between examinations" (Benston, 1973, p. 
43). Fraud and self-dealing also played an im-
portant role in the failure of banks in previous 
periods.18 Many of the largest bank failures in 
recent history also appear to have been the 
result of such practices. In such situations, pub-
licly reported figures are likely to be deliberately 
misleading. While it seems reasonable to expect 
field examinations to reveal misreported data, 
they appear to have been relatively ineffective in 
this regard. One reason may be that the examiners 
do not audit the banks sufficiently for fraud and 
misreported data. Another reason is that the 
exam iners' present performance may be as good 
as it should be considering the costs compared 
to the benefits of auditing. 

Thus, without improved examination practices, 
the public disclosure of examination data would 
seem to be of little value to private analysts and 
investors. Indeed, considering that the examiners 
have the legal right to examine most of a bank's 
records and assuming that the examiners' efforts 
are cost-effective, their predictive performance 
suggests that more extensive public disclosure 
would not be worthwhile for identifying problem 
banks. 

Were it not for the reasonable fear that bank 
failures will increase considerably, we might 
conclude that the supervisory and insurance 
agencies are doing as well as should be expected, 
given the marginal costs and benefits of improved 
monitoring and control of risks. Yet a number of 
factors are encouraging more than a few bankers 
to take risks deliberately. These factors include 
deposit insurance that removes the incentives 
for depositors to be concerned with banking 
operations and investments, the available tech-
nology that permits inexpensive packaging of 
insured CDs, the ability of brokers to market 
these CDs nationwide, consumers' increased 
acceptance of such investments, and the con-
tinuing deregulation of deposit banking. Conse-
quently, a change in the present risk-monitoring 
procedures seems desirable. 

"Analys is of 1, 2 and 3 rated banks as reported in letter of September 19, 
1983 from John Bovenzi. 

' "See Benston, 1973 for details. 
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Summary, Suggestions and Conclusions 
Our analysis of the several potential users of 

bank f inancial data—stockholders , ordinary 
creditors, uninsured depositors, and the deposit 
insurers—reveals both coincidence and diver-
gence of interests regarding the assessment of 
bank risk. 

The stockholders' interests are consistent with 
the interests of the other users in the detection 
and prevention of fraud by banking officers. 
Financial data also help the investors assess risks 
and identify and purchase shares of riskier banks 
that compensate for the risk. But when the 
deposit insurance agencies undercharge for the 
risks assumed, stockholders benefit from banks 
seeking higher returns from riskier investments. 
Investors would be attracted to these banks. 

Ordinary creditors, though, absorb the cost of 
risk; consequently, they attempt to arrange their 
returns to cover these costs. They have an 
incentive to use financial data to assess the risks. 
Importantly, the debtor banks have the same 
incentive, since they must compensate creditors 
(and stockholders) for risks the creditors perceive. 
Consequently, the financial data that most banks 
provide to creditors seem likely to be the optimal 
quality and quantity. 

Uninsured depositors, though, are not like 
ordinary creditors, because the deposit insurance 
agencies, realistically speaking, provide them 
with insurance. Hence, they have little reason to 
be concerned with the riskiness of banks in 
which their funds are deposited. FDIC proposals 
to increase their concern by explicitly denying 
insurance protection for a fraction of their balances 
over $100,000 are unlikely to be successful, at 
least not without cost. These proposals would 
enhance demand depositors' incentives to re-
move their funds upon a rumor of an impending 
bank failure. Thus, they would apply "market 
discipline" to the most volatile of banks' deposits. 
In addition, many, perhaps all, time depositors, 
currently can package their investments in port-
folios of fully insured deposits of less than $100,000 
in many banks, thereby defeating the FDIC's 
proposal. 

The deposit insurance agencies and other 
supervisory authorities remain those principally 
concerned about excessive bank risk-taking. The 
agencies use financial data gathered in field 
examinations and bank reports to assess and 
control the risks taken by banks. It appears, 
though, that they are able to predict only 37 
percent to 66 percent of the failures (depending 

FEDERAL RESERVE BANK O F ATLANTA 

on whether a CAMEL rating of 3 is considered a 
prediction of failure) from financial or examination 
data available in the year before failure. 

Increased development and use of bank sur-
veillance models appear warranted, since they 
already appear to be as effective as examiners in 
predicting failures. At the least, the models can 
serve to direct the examiners' efforts towards 
banks that are more likely to fail. But, considering 
how quickly brokers can sell the insured CDs of 
banks that, in turn, can quickly place the funds in 
risky investments, more current information is 
needed. The insurance agencies (and their surro-
gates, the other supervisory authorities), might 
increase their requirements for continuous re-
porting by banks. Additionally, they might direct 
their field examinations more specifically towards 
institutions that appear to have increased their 
deposits quickly or to have changed investment 
practices or control. Indeed, as of the September 
30, 1983 call report, all of the federal banking 
agencies require banks to report the amount of 
funds obtained through money brokers. Revisions 
proposed for the March 1984 call also require 
disclosure of the amounts of brokered retail 
deposits. The FSLIC now requires associations 
that are in a "supervisory status" to limit the 
amount of brokered funds and to submit a 
monthly report giving the level of such deposits 
and the sources and uses of the funds. 

The authorities also could provide banks with 
information that would permit them to assess 
their risks better. Bankers can obtain information 
from and about borrowers to estimate the risk 
incurred. However, it is difficult for bankers to 
learn about the indebtedness undertaken con-
currently by borrowers, particularly when these 
borrowers intend to be deceptive and when they 
increase indebtedness after the date of the 
balance sheet they provide to banks. Anti-trust 
legislation constrains banks from exchanging 
such information. Banks lendingto countries and 
foreign firms have found this lack of information 
vex ing, par t icu lar ly recent ly . Superv i sory 
agencies also appear to have been unaware of 
the extent to which several banks sometimes 
extended loans to a single risky borrower. While 
each loan might be within acceptable risk limits, 
the sum of a company's or country's indebted-
ness may not be. 

It would seem desirable, therefore, for the 
supervisory authorities to establish a central file 
of indebtedness by countries and risky large 
borrowers. The authorities could require banks 
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to report on their loans to such borrowers, and 
the information could be made available promptly 
to the banks (with identification of other banks 
excluded) and all supervisory agencies. 

In addition, the authorities could look more to 
the private markets for indications of excessive 
risk-taking by banks. The bond market is one 
such important source of information. Changes 
in stock prices are a similar source, though 
increases in stock prices as well as decreases 
could signal greater risk-taking.19 Perhaps the 
most important change would be to involve 
depositors in risk-monitoring. This could be ac-
complished and the considerable incentives to-
wards risk-taking by banks brought about by 
deposit insurance could be mitigated by removing 
deposit insurance from time-dated deposits greater 
than, say, $5,000 or $10,000 per account.20 

Insuring these balances and limiting each saver 
to one insured account would spare depositors 
the burden of determining the risk of banking. If 

they wished to hold larger investments free of 
default risk, they could purchase U.S. Treasury 
obligations or banks could offer privately issued 
insurance. The availability and cost of this in-
surance to banks, and the interest rates that 
banks would have to pay for the uninsured 
deposits, would provide the authorities with valu-
able information. Probably more important is the 
concomitant interest of depositors and private 
insurers in monitoring risk-taking by banks and 
the banks' collateral interest in avoiding excessive 
risks. 

In the absence of such changes in the insurance 
system, it is likely that additional financial dis-
closure, as such, will prove costly and ineffective. 

—George J. Benston 

This article is an augmented version oi comments on disclosure made by the 
author at a workshop on bank surveillance held by the Federal Reserve Hank ol 
Atlanta on September 12 and 73, 7983. 
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