
The Future of Deposit Insurance: 
An Analysis of the 
Insuring Agencies' Proposals 

Congress has recognized that even though de-
posit insurance has provided valuable benefits, 
the role of deposit insurance in the deregulating 
financial system should be reviewed. The Garn-
St Germain Act of 1982 required the Federal 
Deposit Insurance Corporation, the Federal Home 
Loan Bank Board and the National Credit Union 
Association to conduct such reviews, and report 
their recommendations. In their reports, all three 
agencies affirm that deposit insurance performs 
a valuable function, but each argues for specific 
reforms. The reports are summarized in the 
January issue of this Economic Review; their 
recommendations are summarized in the box on 
the right. This article will critically evaluate the 
proposed reforms. 

The current deposit insur-
ance system encourages 

banks to take risks, and 
financial deregulation may 
be adding to that encour-
agement. The federal de-

posit insuring agencies 
have proposed reforms in 
the system. Congress will 

need to proceed with cau-
tion to ensure that the 

money supply and the pay-
ments system are protected 

without undue cost. 

Goals of Deposit Insurance 
The agencies give several reasons for deposit 

insurance: protection of the money supply, 
protection of the payments mechanism, protection 
of small depositors, reduction in the cost of using 
money, protection of small financial institutions, 
provision of funds to mortgage markets and 
encouragement of credit unions. The FDIC and 
FHLBB assert that the major goal of deposit 
insurance should be the protection of the money 
supply and the payments mechanism, while the 
NCUA places more emphasis on protecting 
small depositors. 

The Money Supply and the Payments System. 
Protecting the money supply and the payments 
mechanism are important functions of deposit 
insurance. Depository institutions have a domi-
nant position in both; hence, insurance can 
protect the money supply and the payments 
system by protecting those depository institutions. 

While economists differ on how important the 
money supply is to the economy, virtually all 
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Review of the Agencies' Recommendations 

The three insuring agencies each proposed several 
deposit insurance reforms All three insuring agencies 
said that insurance should be reformed to provide 
greater incentives for insured institutions to limit their 
risk exposure. The agencies also made some important 
recommendations on other specific insurance issues. 

The FDIC favored a reduction in the effective coverage 
of deposits to give the private sector a greater incentive 
to monitor bank risk The FDIC has handled most large 
bank failures through the purchase and assumption 
method, in which a healthy bank purchases some of the 
assets and assumes all of the deposits of the failed 
bank. This has had the effect of providing 100 percent 
deposit insurance to all deposits, including those with 
balances in excess of $100,000. The FDIC discussed 
the possibility of reducing the coverage of balances in 
excess of $100,000 and has subsequently announced 
that it will use a modified payout system at failed banks 
Under this plan, when a bank fails, its uninsured de-
positors will receive an immediate advance equal to the 
amount the FDIC expects to recover forthem. The FDIC 
would also return more money to the uninsured de-
positors if more funds are recovered than was expected. 

The FDIC also proposed a fairly well developed 
variable rate deposit insurance premium plan. It said 
that the premium credit that banks receive should 
depend on their r iskiness The proposal called for a full 
credit for normal risk banks, a 50 percent credit for high 
risk banks and no credit for very high risk banks The 
FDIC expected the "vast majority of banks to be normal 
r isk" The FDIC also provided a detai led discussion of 
how banks will be assigned to the three categories. The 
FDIC's variable rate insurance plan is not intended to 
influence bank risk posi t ions and will not do so because 
the size of the premium credit is too small. The FDIC 
does hope that its plan will bring greater equity to 
bank insurance premium payments by reducing the 
subsidy that normal banks provide to risky banks. 

The FDIC argued that it should disclose supervisory 
actions taken against individual banks The FDIC also 
argued that it should have sole responsibility for ex-
amining and insuring all banks and thri f ts If this part of 
the FDIC plan were implemented, then the FSLIC would 
be absorbed by the FDIC, which would also take over 
the Federal Reserve's and Comptroller of the Currency's 
examination responsibilities. 

The FHLBB also supports variable rate deposit in-
surance premiums Unlike the FDIC, however, the FHLBB 
wants its variable rate insurance premiums to influence 
insured institutions' risk exposure. The FHLBB report 
discussed the principles on which it would base variable 
rate insurance, but it did not provide any details on how 
its plan would wo rk 

Private deposit insurance should be developed to 
provide addit ional coverage to government insured 
deposits, according to the FHLBB. The FHLBB would 
have the government insure deposits up to some 
minimum, with private insurance covering the excess. It 
also suggested some cap on private insurer's liability in 
case of a macro-economic policy failure. The FHLBB 
hopes that private insurers could substitute at least in 
part for government regulatory agencies in control l ing 
insured institutions' risk The FHLBB also proposed 
several measures intended to make thrift owners and 
managers more accountable for the risk position of 
their institution. 

The FHLBB pointed out that many of the services 
provided to banks by several government agencies are 
consolidated for thrifts in the FHLBB. The FHLBB 
argues that consolidation of the services such as char-
tering, examining and insuring in one agency is more 
efficient and facilitates the handling of failures. This 
leads the FHLBB to conclude that the bank regulatory 
agencies should be rationalized before the insurance 
funds are consolidated. The FHLBB report was written 
before its current chairman, Edwin J. Gray, took over. 
Gray is unambiguously opposed to agency consolidation. 

The NCUA proposed two measures to reduce the risk 
exposure of credit unions: large accounts (over $50,000) 
at credit unions should have insurance premiums and 
the first share of every credit union member should be 
uninsured. Most accounts at credit unions are small. 
The NCUA believes that the larger accounts are attracted 
by high interest rates at aggressive credit unions. It 
thinks that these aggressive credit unions are also 
taking on excessive risks to afford the high interest 
rates they pay. The NCUA would uninsure the first share 
of all credit union members to give members greater 
incentives to monitor their credit union's r isk 

The NCUA believes that private insurance is at least 
as good as government insurance for credit unions. The 
agency, therefore, proposes that federal credit unions 
be given the option of substi tut ing private insurance for 
public insurance. The NCUA also believes that its fund 
is inadequate and it proposes a one-time assessment 
from credit unions to provide more resources to the 
fund. Credit unions would be assessed 1 percent of 
their insured shares to provide additional resources to 
the fund. 

The NCUA is opposed to consolidating its insurance 
fund with the other funds, arguing that credit union 
interests would be ignored in an agency responsible for 
the banking and thrift industries. 

agree that a stable supply of money is essential to 
a smoothly operating economy. 

The payments mechanism is important because it 
contributes to the efficient transfer of money in 
the economy. Cash transactions are more efficient 

than barter, but exchanging cash is inconvenient 
and expensive for many transactions. The cost of 
using cash can be particularly significant for large 
transactions. Today's payments systems (which 
are dominated by paper checks and wire transfers) 
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are convenient and less expensive. Depository 
institutions are important because they dominate 
third party payments transfer systems. 

Deposit insurance, therefore, protects the 
money supply and the payments mechanism by 
maintaining public confidence in depository insti-
tutions. Depository institutions depend on public 
confidence. Without such confidence, depositors 
would withdraw their deposits. Insurance pro-
tects depository institutions by eliminating the 
incentive for people to redeem their deposits 
because it guarantees depositors that they will 
keep their funds, no matter what happens to 
their institution. 

But deposit insurance does not provide com-
plete protection of the money supply or the 
payments mechanism, because only depository 
institutions are insured. Insured depository insti-
tutions historically have had a dominant position 
in the money supply and payments mechanism, 
so the unprotected portion of both is small. This 
position has been eroding, however, and at some 
point in the future protecting insured depository 
institutions may not provide adequate protection 
to the money supply and payments mechanism. 

Depository institutions' dominant position in 
the money supply appears to be more secure 
than their position in the payments system. If 
other features of the accounts are roughly similar, 
individuals have an incentive to place their 
money in insured depository institutions because 
of government deposit insurance. This incentive 
has only limited value, however, and individuals 
will move their money to nondepository insti-
tutions under the right circumstances. For example, 
money market mutual funds (MMMF) grew very 
rapidly during the late 1970s and early 1980s. 
MMMF growth was due in large part, however, to 
the interest rate restrictions imposed on deposi-
tory institutions. When a money market account 
with no interest ceiling was authorized for insured 
institutions in 1982, some of the funds that had 
been in MMMFs returned to depository insti-
tutions. Thus, deposit insurance can help deposi-
tory institutions maintain their de facto dominance 
of the money supply, but only if insured insti-
tutions offer competitive transaction accounts. 

Depository institutions' virtually dominant position 
in the payments system is eroding. Depository 
institutions have a dominant role in checks and 
wire transfer, but the importance of checks in the 

economy is being reduced through time.1 Non-
depository firms are playing a larger role in newer 
technologies such as ATMs and point-of-sale 
networks.2 

If depository institutions lose their dominant 
position in the payments system, then deposit 
insurance will lose its ability to protect the 
system and other methods will have to be found 
to protect the payments mechanism. 

Cost of Using Money. Deposit insurance also can 
reduce the information costs of using money.3 In 
the absence of deposit insurance, any person or 
business wanting a checking account would 
need to evaluate the financial health of individual 
depository institutions. Furthermore, some indi-
viduals might be reluctant to accept checks 
drawn on weaker depository institutions and the 
cost of accepting checks would be substantial. 
Deposit insurance can reduce this cost by trans-
ferring the risk of loss and the responsibility for 
evaluating risks to the insuring body. This advan-
tage of deposit insurance exists whether or not 
banks are vulnerable to financial panics. Individ-
uals have an incentive to check on the financial 
health of depository institutions so long as bank 
failure can cause losses for depositors or those 
who receive checks, because banks can still fail 
due to insolvency. 

Other Benefits of Insurance. In addition to these 
three general advantages, deposit insurance may 
benefit specific individuals and institutions. It 
may protect small, unsophisticated transaction 
account holders from loss. Many small depositors 
lack the ability to analyze financial institutions, 
and the costs of losing a small deposit can be 
important to them. 

Deposit insurance also can help maintain the 
level of service in various local areas. If a deposi-
tory institution fails, its community loses the 
services provided by the failed bank. Deposit in-
surance does not, however, guarantee that any 
c o m m u n i t y w i l l r e ce i ve a g iven l eve l of 
service. It neither guarantees that a depository 
institution will be established in every community 
that desires one, nor that institutions will provide 
all the services desired by a community. 

1 S e e the August 1983 issue of the Economic Review for a discussion of 
the future of checks and other payments sys tems 

2For example, Penney"s is planning on using its communications network 
to carry payments information for unaffiliated corporations See the 
November 1983 issue of Transition. 

3 S e e Merton for a discussion of the role of deposit insurance in reducing 
the costs of using money. 
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Deposit insurance also protects individuals' 
wealth. This raises problems, because insurance 
guarantees one investment, insured deposits, 
while leaving other forms of wealth at risk. 
Insuring wealth held as deposits results in those 
who hold a below-average proportion of their 
wealth in insured deposits subsidizing those 
who hold an above-average proportion of their 
wealth in insured accounts. Insuring deposits 
also increases the proportion of wealth placed in 
depository institutions. Any government deposit 
insurance system inherently guarantees some of 
the wealth of some individuals. 

Some regard the ability of insurance to funnel 
wealth into insured institutions as an opportunity 
rather than a disadvantage. For example, the 
FHLBB notes that the FSLIC was originally created 
to maintain and improve the flow of funds to the 
housing industry, by lowering the cost of funds to 
institutions making mortgage loans. The question is 
whether deposit insurance is an efficient means 
of subsidy. The benefits of deposit insurance 
flow to all savings and loan customers whether or 
not Congress wants to subsidize them, including 
wealthy individuals who can buy unsubsidized 
houses. A direct subsidy would allow Congress to 
target its aid with greater efficiency. 

Deposit insurance also provides benefits to 
two particular types of depository institutions: 
small institutions and credit unions. To the extent 
that depos i tors be l i eve smal le r inst i tut ions 
are r iskier , in the absence of insurance they 
wi l l favor larger ins t i tu t ions . T h e N C U A 
report notes that credit union officials believe 
insurance benefits them by helping in the com-
petition for funds, encouraging sponsoring or-
ganizations to create new credit unions, and 
allowing credit unions to venture into new activ-
ities knowing that the insurance fund will handle 
any severe problems. 

The desirability of using deposit insurance to 
benefit specific institutions seems questionable. 
The cost to society of allowing individual insti-
tutions to fail is relatively low, according to 
George Benston. The real price of not allowing 
depository institutions to fail,Benston argues, 
is that it al lows ineff icient firms to cont inue 
operating.4 

J S e e Tussig for an analysis of why banks should be allowed to fail. S e e 
also George Benston, "Deposit Insurance and Bank Fai lures" 

The Need to Reform Deposit Insurance 
Deposit insurance provides several benefits to 

society, but it can also impose costs. The magni-
tude of those costs depends on the details of the 
deposit insurance system. At an extreme, a 
system of 100 percent insurance offered at no 
cost would provide a significant subsidy to insti-
tutions and their customers by having the govern-
ment insuror absorb all risk of failure. Such a 
system also would encourage depository insti-
tutions to take on loans that yield a high return 
but are also very risky.5 If the loans were paid off, 
the depository institution would profit. If the 
loans were not paid off, the insuror would cover 
the losses. 

Three ways of reducing these costs of deposit 
insurance to society have been discussed recently: 
(a) some liabilities can be given less than 100 
percent insurance, (b) premiums can be charged, 
and (c) regulations can be imposed to limit 
institutions' risk taking. All three methods are 
built into current laws providing for deposit 
insurance, but the agencies say that in practice 
these limitations have been ineffective. Each 
depositor is guaranteed insurance only on the 
first $100,000, but most cases of failure have 
resulted in full deposit insurance for all de-
positors.6 Insurance premiums have reduced the 
costs by making insured institutions bear the 
costs of ordinary failures. The agencies note, 
however, that insurance premiums have not 
limited institutions' risk exposure because the 
rates charged do not vary according to the bank's 
risk. 

The FDIC and FHLBB reports argue that regu-
lation has limited the risk exposure of insured 
institutions, but their reports offer only limited 
evidence to support this view. Furthermore, a 
case can be made that the institutions' manage-
ment, rather than regulation, has limited their 
riskiness. For example, regulations do not prevent 
depository institutions from taking on enormous 
interest rate risk, but most have avoided doing 
so.7 Furthermore, regulation generates incentives 
to innovate with substitutes that are not covered 
by regulation.8 In some cases the regulations 

5A simple demonstration of the effect of deposit insurance on banks' 
incentives to take risks is given in Flannery. More analytic demonstrations 
are given by Kareken and Wallace, Merton and Sharpe. 

6Other liability holders, such as subordinated debt holders, do suffer 
losses when an insured institution fai ls 

'Those institutions that did assume large interest rate risks, primarily 
thrifts, did so in large part because they were required to invest in long 
term, fixed rate mortgages. 

8 See Kane and Eisenbeis. 
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may actually weaken the ability of deposit in-
surance to protect the money supply by inducing 
innovations (like money market mutual funds) 
by uninsured firms. Regulations that limit de-
pository institutions also impose costs on con-
sumers because they limit consumers' options. 

Another reason why banks can be expected to 
become more risky in a deregulated environment 
is given by George Benston elsewhere in this 
Economic Review. He notes that at one time 
many regulations protected banks from the com-
petition of other banks and in some cases non-
bank suppliers of financial services. This protection 
made a bank charter a valuable possession 
because it gave the owner an opportunity to earn 
an above-market rate of return. Aside from usual 
stockholder interest bank owners were reluctant 
to take risks that might cause the bank to fail 
because that would mean giving up their valuable 
charter. Recent deregulation, however, has ex-
posed banks to more competition and reduced 
banks' ability to earn an above-market rate of 
return. Presumably, this has lowered the value of 
the bank charter to its owners and increased 
their incentives to take risks. In other words, the 
franchise lost by bank owners is less valuable if 
their bank fails in a deregulated environment 
rather than in a heavily regulated environment.9 

The old system of generally providing 100 
percent de facto insurance coverage and no 
tiering (varying premiums according to bank 
risk) of insurance premiums provides an incentive 
for banks to take on excessive risk. Deregulation, 
as mentioned, may extend the problem by 
increasing insured institutions' ability and incen-
tive to take risks. In this situation, some combi-
nation of increased incentives for private parties 
to monitor institutions' risk, risk-related premiums 
and increased regulation may be desirable to 
offset the incentives to take risk. 

Critique Of FDIC Insurance Reforms 

The FDIC report argues that deposit insurance 
should protect the money supply, the payments 
system and small depositors. It further notes that 
the current flat rate premium schedule overcharges 
safe banks, and that the current system does not 
impose sufficient controls on insured institutions' 
risk. The FDIC report proposes that tiering in-
surance premiums would be more equitable, 

9This argument would be much stronger if it presented some evidence that 
regulation did increase the value of insured institutions' charters. 

and that the risk exposure of insured institutions 
would be reduced if private parties had a greater 
stake in the failure of insured institutions. The 
FDIC report, therefore, suggests several pro-
posals for placing private parties at greater risk 
and the agency subsequently decided to imple-
ment one of the proposals, eliminating the 100 
percent de facto insurance coverage on deposits.10 

Would proposals in the FDIC report enhance 
protection of the money supply or the payments 
system? Would they reduce the degree of bank 
risk? 

The FDIC plan to tier insurance rates is indeed 
more equitable to banks. The current system 
makes the strongest banks pay as much as the 
weakest banks. The FDIC does not, however, 
depend on risk related premiums to reduce bank 
risks. The proposed differences in insurance 
premiums charged by the FDIC have typically 
amounted to less than 4 percent of banks' 
operating income before taxes, a relatively small 
proportion. Instead, the FDIC relies on a reduction 
in de facto insurance coverage to reduce bank 
risk exposure. 

The FDIC proposes to reduce the effective 
coverage of deposits to $ 100,000 in order to get 
large depositors to monitor the risk exposure of 
banks. Undoubtedly, some large depositors will 
evaluate bank risks and charge appropriate risk 
premiums as the FDIC wishes. The problem with 
the proposal is that large depositors can follow a 
variety of other strategies that will defeat the 
FDIC's intentions. 

One of the problems is that the elimination of 
the de facto coverage of large depositors could 
provide them with more incentive to participate 
in bank runs. Deposit insurance reduces deposi-
tors' incentive to participate in runs by reducing 
their risk of loss. If insurance coverage is reduced 
then the incentive to participate in runs increases. 
The FDIC argues that its proposal does not 
impose large enough risks on depositors to 
induce bank runs. Two pieces of evidence sug-
gest caution, however. First, large depositors 
already flee when an insured institution begins 
having financial difficulties because of the risk 
the FDIC will enforce the $100,000 coverage 
limit.11 Second, the FDIC estimates that its future 
expenses at failed banks will probably average 9 

' °FDIC plans are reported in Slater. 
'1 For example, Sinkey reports that $550 million in uninsured deposits were 

withdrawn from Franklin National prior to its failure. 
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or 10 percent of the failed bank's assets. This 
suggests that uninsured depositors may lose a 
large amount of money in future bank failures. 

The FDIC proposal does provide uninsured 
depositors with immediate access to some of 
their funds, a condition that might reduce the 
potential for bank runs based entirely on de-
positors' concern for liquidity. The FDIC report 
includes no evidence, however, that bank runs 
are based primarily on depositors' concern for 
liquidity. Furthermore, the potential for losses of 
9 to 10 percent might motivate rapid withdrawals 
by large depositors. 

Another problem with the FDIC proposal is 
that it al lows large depositors to substantially 
reduce their risk of loss by following a strategy 
that weakens the stability of the entire financial 
system. That is, large depositors can reduce their 
riskiness by holding all their deposits in demand 
deposits and very short term deposits. If large 
depositors did this, they would not need to 
monitor their bank's condition. Uninsured de-
positors could substantially reduce their risk by 
withdrawing their deposits when they heard a 
rumor about the bank having financial problems 
or about examiners visiting the bank If many 
depositors followed this strategy, then the FDIC's 
plan would reduce the stability of banks while 
the agency still would bear the most risk of 
failure. The number of large depositors following 
this strategy will be reduced if longterm rates are 
significantly higher than short term rates, but the 
number will be increased as the risk of bank 
failures increases. 

The FDIC notes that its plan may have limited 
effectiveness at banks with few large deposits. 
The plan relies on uninsured depositors to reduce 
banks' risk exposure. A bank could avoid uninsured 
depositors' discipline, however, by minimizing 
its number of large accounts. Banks limiting their 
clientele to individuals and small businesses may 
have few accounts with balances over $ 100,000. 
Elsewhere in this issue, Caroline Harless explains 
how brokered deposits can be used to avoid the 
$100,000 limit. Thus, the uninsured deposit 
feature might not have much effect on the risk 
exposure of some banks. 

These concerns do not imply that the money 
supply and payments system are in any danger. 
The Federal Reserve can still prevent a bank run 
from forcing banks to close by providing adequate 
liquidity to the financial system through open 
market operations. Congress and the financial 
system should recognize, however, that the FDIC 

plans would shift more of the burden of pro-
tecting the financial system to the Federal Reserve. 

Critique of FHLBB Insurance Reforms 
Thrifts, the FHLBB reports says, were originally 

given insurance to help maintain a steady flow of 
funds to the mortgage markets. The report pre-
dicts that some thrifts are going to reduce their 
role in the mortgage markets and begin to 
function more like commercial banks. This change 
will obviate somewhat the original reason for 
insuring thrifts, but also will provide a new set of 
reasons for insurance—the same reasons given 
for insuring commercial banks. The FHLBB pro-
poses several measures to reduce thrift risk 
exposure: variable rate insurance premiums, partial 
reliance on private insurance, greater emphasis 
on legally enforcing the fiduciary responsibility 
of managers and directors, encouragement of 
mutual organizations to convert to stock organi-
zations, and increased emphasis on capital ade-
quacy. 

The FHLBB notes that thrift insurance helps 
provide funds to the mortgage markets, but it 
does not argue that this role in itself justifies the 
continuation of deposit insurance. The report 
says that as thrifts gain more transaction accounts, 
the rationale for insuring thrifts will be the same 
as that for insuring commercial banks. But, so far, 
thrifts have not attracted a large volume of 
transaction accounts.12 The FHLBB also discusses 
the protection that insurance provides to small 
institutions and depositors, but does not argue 
that these reasons are sufficient to justify con-
tinuing insurance. 

The traditional case for insuring thrifts may 
appear to be weak, but withdrawing insurance is 
not a practical alternative. Thrifts with significant 
transaction accounts should be insured for the 
same reasons that banks are insured. If insurance 
were limited to thrifts with significant transaction 
accounts, then thrifts would maintain insurance 
byencouragingtheirt imeand savings depositors 
to convert to transactions accounts. Such a 
conversion would result in the continued de-
posit insurance for thrifts, but might also increase 
interest rate risk exposure. Conversion of accounts 
would increase thrifts' interest rate risk by short-
ening the maturity of their deposits while doing 
nothing about the long term nature of their 
mortgages. 

, 2Transaction and Super Now Accounts were only 3.0 percent of deposits 
at savings and loans on March 31, 1983 according to Olin. She also 
reports that MMDAs accounted for 18 percent of their deposits 
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The FHLBB report advances risk-related in-
surance premiums as an important means of 
reducing the risk exposure of the institutions it 
insures. The agency acknowledges that it cannot 
determine what premiums an insured institution 
should be charged to exactly offset the risks that 
it imposes on the FSLIC. The report also acknow-
ledges that the existing empirical evidence to 
support such a risk-based system is weak. It 
nevertheless backs risk-related premiums as pre-
ferable to flat rate premiums. 

Variable rate premiums charged by a govern-
ment agency raise significant questions. One 
problem with government-determined insurance 
premiums is that correcting rate mispricing is 
costly. If a formula fails to measure risk adequately, 
then it can be corrected only through a costly 
appeal to Congress or the courts. 

Another problem with variable rate govern-
ment insurance is that appeals to the courts and 
Congress might be made on non-economic 
grounds. That is, the premiums set by the insuring 
agency might induce institutions to reduce their 
risk exposure, but they also might induce the 
institutions to look for other ways of reducing 
rates. Any action by a regulatory agency can be 
overturned by the courts or by Congress.13 If a 
government agency set insurance premiums, 
then the premiums would be based not only on 
insured institutions' risk, but also on such legal 
and political factors.14 

The FDIC and FH LBB reports' variable premium 
plans are both subject to these questions, but 
bear more heavily on the FHLBB plan. Problems 
with the FDIC premium formula are minor be-
cause the agency does not rely on risk-related 
premiums to control risk and because the dif-
ferences in the rates charged are small. If the 
FHLBB risk penalties are significantly larger than 
those of the FDIC (which they should be given 
FHLBB objectives) then any problems in the 
FH LBB premium formula might affect thrifts' risk 
position and income more significantly. 

The FHLBB "private insurance" proposal may 
increase the incentive for runs, even though it 

l 3An example of interference from the courts is the case or tsiscayne 
Federal Savings and Loan. The owners of Biscayne Federal fought the 
F S L I C closure of their institution through the courts and won a preliminary 
ruling in their favor although the F S L I C won on appeal several months 
later. An example of the use of the political process to interfere in bank 
regulation is the pressure applied on bank regulators with regard to past 
due bank loans to farmers 

'"The Bush Commiss ion has suggested that variable rate insurance 
premiums are desirable but that the agencies should rely on private 
sector judgments to the extent feasible. Neither of the problems with 
government insurance premiums are avoided by relying on private sector 

also limits private insurers' liabilities. The FHLBB 
cannot guarantee that pr ivate insurers w i l l 
have sufficient liquid funds to meet their obli-
gations. If depositors were unsure of a private 
insurance company's ability to meet its entire 
obligation in a timely manner, they would pre-
sumably consider withdrawing their deposits 
from institutions rumored to be in trouble.15 

The FHLBB's other proposals are unlikely to 
affect thrift risk positions significantly. Its pro-
posal to enforce the fiduciary responsibility of 
thrift managers may discourage reckless behavior, 
but it is a relatively blunt tool for managing thrift 
risk exposure. A proposal to maintain capital 
adequacy at thrifts remains to be spec i f ied . 

The FHLBB report also mentions the desirability 
of thrift conversions from mutual organizations 
to stock organizations. Conversion would help 
thrifts by making it easier for them to raise new 
equity capital, but it is not certain that it would 
reduce their risk exposure. The FH LBB notes that 
equity holders do not lose when a mutual organi-
zation fails (since the depositors are also the 
shareholders) but that stockholders lose when a 
stock organization fails. The FHLBB report con-
cludes, therefore, that mutuals may be less 
sensitive to their risk exposure than stock organi-
zations. In a stock organization, on the other 
hand, the stockholders, stand to benefit from 
successful gambles. Thus it is not obvious that 
stock organizations will be less risky. 

Critique of NCUA Proposals 
The NCUA report provides a strong case for 

reforming credit union share insurance. It favors 
allowing federal credit unions to substitute private 
insurance for government insurance, imposing 
higher premiums on large deposits, and creating 
a deductible for share insurance. The question is 
whether private insurance is an acceptable sub-
stitute for government insurance and whether 
higher premiums on large accounts and a de-
ductible would reduce credit unions' risk exposure. 

judgement. One government agency will still have to sift through the 
multitude of private sector opinions to determine an institution's risk. 
Many opinions of an institution's risk may be listened to, but insured 
institutions' premiums would still depend on the judgement of one 
agency. If institutions dislike that opinion, they still must engage in a 
costly legal or politicalappeal. Furthermore, if an insured institution does 
appeal to the courts or Congress, it can and probably will use noneconomic 
as well as economic arguments 

'5This problem did occur for privately insured Mississippisavingsand loans 
in the mid-1970s. See Leff and Park for a discussion of the Mississippi 
experience. 
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The NCUA report says that share insurance 
was originally provided to "...reward credit unions 
for a job well done and provide parity in insurance 
with other financial institutions." The NCUA 
then lists several advantages credit union officials 
believe they obtain from insurance. It does not 
specifically endorse any of the other advantages. 
These advantages generally embody subsidies, 
in one way or another, of credit unions by 
government insurance. The N C U A also argues 
that individuals should be able to have savings 
and transactions accounts required for routine 
needs at any institution without risk of loss. To 
meet this criterion, of course, the government 
would have to insure savings accounts at all 
institutions, which the NCUA proposes to do. 

Credit union shares warrant insurance be-
cause they are a depository institution that 
offers a transaction account. Insuring credit 
union accounts would reduce the cost of using 
money to credit union members and would 
help protect the money supply. 

The NCUA report maintains it is not important 
whether credit unions are insured by the federal 
government or private insurers; what matters is 
that they are insured. This raises the question of 
why government insurance of credit unions is 
needed if a private substitute is available. The 
NCUA answers that the government should be 
an "insurer of the last resort," maintaining that 
every credit union, no matter how risky, is entitled 
to insurance An "insurer of the last resort" might 
be justified if the government wished to subsidize 
credit unions through share insurance or to 
protect wealth held at credit unions. Yet, as is 
noted above, subsidizing institutions and pro-
tecting wealth held in depository institutions are 
dubious justifications for insurance. 

If the purpose of insuring credit unions, as with 
other depository institutions, is to protect the 
money supply and reduce the cost of transferring 
money, then private insurance is no substitute 
for government insurance. Private insurers' re-
sources are limited, so these insurers are vul-
nerable to a loss of confidence. If shareholders 
lost confidence in the private insurers ability, 
then the insurance would not be able to prevent 
a financial panic. Furthermore, depositors con-
cerned about the safety of their money would 
have to evaluate both the credit union and its 
private insurer. Therefore private deposit insurance 
can neither protect the financial system from 
financial panic nor reduce the cost of using 

money to the same degree as government in-
surance. 

The NCUA proposal to increase insurance 
premiums on accounts above $50,000 is not 
intended to affect the risk exposure of most 
credit unions. Whether this is a desirable measure 
for influencing the risk exposure of some credit 
unions depends on their role in our financial 
system. If credit unions are to become full-
fledged competitors with other depository insti-
tutions, then the scaling of insurance premiums 
to account size would unnecessarily handicap 
their ability to compete. If, on the other hand, 
credit unions should serve only individuals of 
modest means, then such a scaling of premiums 
would both reinforce credit unions' role and 
reduce the risk exposure of some credit unions 
by discouraging them from seeking large deposits. 

The proposal to eliminate insurance on the 
first share conflicts with the NCUA's stated 
purpose for deposit insurance without providing 
the N C U A with much protection. The agency 
argues that uninsuring one share would "...recreate, 
we believe, a greater sense of responsibility for 
the credit union among its members." The NCUA 
continues, however, that "An individual should 
be able to deposit a reasonable amount of funds 
... without being required to constantly monitor 
the safety and soundness of the institution and 
worry about loss."16 Thus, the proposal would 
have depositors (shareholders) monitor their 
credit union, but says that insurance is needed so 
that they will not have to monitor the credit 
union. Society benefits if people do not have to 
use their resources to monitor the safety of their 
transactions accounts. Another problem is that 
other depository institutions would offer fully 
insured accounts. If shareholders are concerned 
about the safety of their shares, they may shift 
funds to fully insured institutions. Those who 
decide to leave their funds in a credit union 
would be those least likely to care about their 
credit union's risk exposure. 

An Alternative Reform 
Deposit insurance performs several valuable 

functions, but a poorly structured deposit in-
surance system also can impose significant costs. 
The current system needs to be reformed, but 

1 6Pages 2-6 of the NCUA report. 
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proposals to increase depositor exposure to risk, 
to charge risk-related premiums and to substitute 
private for public insurance all have significant 
problems. Fortunately, other reforms could re-
duce deposit insurance's cost while preserving 
its benefits. One appealing reform idea—that 
banks be required to carry more subordinated 
debt—is contained in the FDIC report.17 Sub-
ordinated debt holders may lose their investment 
if a bank fails, so they have an incentive to 
monitor a bank's risk. Maturity requirements 
could be placed on subordinated debt so that 
the debt, unlike demand deposits and short term 
deposits, could not leave the bank at the first 
sign of trouble. Subordinated debtholders do 
not share in the benefits of bank risks that pay off, 
so they have no incentive to encourage the bank 
to take more risks. 

A modest increase in required subordinated 
debt at insured institutions would encourage the 
institutions to decrease their risk exposure. A 
substantial increase would be even better because 
it would allow discipline imposed by private 
creditors to replace at least some of the discipline 
currently imposed by government regulation. 
Ideally, the requirements for the total of an 
institution's subordinated debt plus equity should 
be lifted to a point where the private sector bears 
virtually all the risk of failure. Such a shift would 
reduce the need for most other government 
safety and soundness regulations. Government 
regulation of institutions' equity capital position, 
for example, might be unnecessary. The financial 
markets could control depository institutions' 
equity capital positions as they do for most 
corporations. 

An increase in subordinated debt seems to 
offer a logical long run solution, but it would take 
time to implement. The amount of subordinated 
debt that can be issued is limited by practical 
problems. Insured institutions' ability to sell 
subordinated debt is limited, as is the financial 
market's ability to absorb the debt. 

Institutions' ability to sell the debt is limited 
by their financial strength and the effect sub-
ordinated debt has on the maturity of their 
funding. Some institutions, such as small, vol-
unteer-run credit unions, may have problems 
finding investors interested in their debt Other 

"Horvitz also argues In a ser ies of articles that subordinated debt is a 
better method ot controlling bank risk. 

' "See Pringle for a discussion of the importance of banks' control over the 
maturity of their funding. 

institutions, especially some thrifts, are currently 
so weak financially that few would be interested 
in buying their subordinated debt. 

Minimum maturity requirements placed on sub-
ordinated debt could cause problems for insti-
tutions that seek to maintain some balance in the 
maturity of their assets and their funding.18 

Currently, bank subordinated debt is required to 
have an original maturity of at least seven years. 
Furthermore, debt with a remaining time to 
maturity of less than five years is not given full 
weight.19 This burden on insured institutions can 
be reduced in several ways. The existing require-
ments are longer than needed if the only con-
cern is preventing funds from leaving a bank 
immediately prior to failure. The insuring agencies 
should be able to handle problem institutions in 
one year or less. Insured institutions could con-
tinue to be allowed to issue floating rate sub-
ordinated debt that would reduce any potential 
interest rate risk problems. Insured institutions 
also could adjust the maturity structure of their 
liabilities to offset some undesirable attributes 
of their subordinated debt funding. Finally, the 
burden imposed on banks could be reduced 
further by giving the insuring agencies the 
power to allow banks to retire their subordi-
nated debt early and to repurchase their own 
stock if the bank has far more equity and sub-
ordinated debt than the standards require. 

The financial markets probably could absorb 
more insuredvinstitutions' subordinated debt 
now, but they would need time to absorb enough 
subordinated debt and equity to transfer all the 
risk of failure to the private sector. In principle, 
the amount of equity plus subordinated debt 
needed to transfer virtually all the risk to the 
private sector depends on the government's 
policy for closing failed banks and the risk of a 
sudden large loss in the value of the banks' 
assets. If insured institutions were promptly 
closed when their economic worth reached 
zero,then the required private funds at risk 
would be smaller than if they were allowed to 
operate with negative economic worth. Similarly, 
if insured institutions have a well diversified asset 
portfolio, minimal interest rate risk and few 
contingent liabilities, then they will require rela-
tively less private funds at risk because they are 

l 9These requirements are placed on subordinated debt that banks wish to 
include in the calculation of their total capital ratio. Subordinated debt 
with between 4 and 5 years to maturity is counted at 80 percent of its 
book value, debt with between 3 and 4 years counts 60 percent and so 
forth with debt maturing in less than one year being given no weight 
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less likely to suffer a large sudden drop in their 
asset value. 

The simplest solution may be to require a 
relatively large amount of equity plus subordi-
nated debt, and require banks to meet certain 
diversification, interest rate risk and contingent 
liability requirements. Virtually all the risks 
would be shifted to the private sector if banks 
have equity and subordinated debt equal to 20 
percent of their assets.20 Finer calculation may 
reduce the percentage, which also might be 
lower under different examination and closing 
policies. Indeed, Bierwag and Kaufman point 
out that depositors and the FDIC would not be 
at risk if banks were closed immediately after 
their net worth fell to zero. 

If 20 percent of assets were required, then a 
substantial amount of new issues would have to 
be sold. Under the proposal, commercial banks 
with assets in excess of $100 million would be 
required to increase their subordinated debt 
plus equity from about $104.4 billion to $361.4 
billion. A number of years would be required to 
develop a market for the subordinated debt and 
equity that banks would have to sell. 

A substantial increase in insured institutions' 
subordinated debt is desirable even if all the 
risks of insured institutions' failure cannot be 
transferred to the private sector. Admittedly an 
increase in the subordinated debt requirements 
might have higher servicing costs and they will 
create some problems for banks liability manage-
ment. Such an increase will, however, provide 
an incentive for the private sector to monitor 
bank risk in a way that is unavoidable (unlike 
limitations on deposit insurance coverage). 
Furthermore, increases in subordinated debt 
requirements do not increase the incentives 
for bank runs. 

Private Sector Discipline: 
What About Multinational Banks? 

The FDIC report notes that uninsured de-
positors may exert little discipline on multibillion 
dollar institutions because they do not believe 
that such an institution would be allowed to fail. 

J 0The 20 percent of assets figure is a rough approximation of the amount 
banks should be required to have and is based on three elements: the 
FDIC's expected costs in closing failed banks, the losses borne by 
shareholders at failed banks and a safety margin. The FDIC's report says 
that the FDIC's expenses had averaged 4 percent of bank assets 
between 1930 and 1980, but that the average has risen to 9 percent of 
assets in recent years. The FDIC says that it expects its costs in the future 
to remain around 9 to 10 percent The losses borne by bank equity 

As George Benston notes in this issue of the 
Economic Review, no plan to shift risk to private 
creditors and insurers will be fully effective if 
large institutions are not allowed to fail. Thomas 
Mayer analyzed the question of allowing large 
banks to fail and concluded that protecting 
depositor confidence may be an important reason 
for protecting large banks. He also argued, how-
ever, that such protection would not be needed 
if 100 percent deposit insurance existed. 

Mayer's analysis suggests that the FDIC goal of 
protecting depository institutions from panics is 
inconsistent with its plan to rely on depositors to 
discipline insured institutions' risk position. The 
problems with the FDIC plan do not mean, 
however, that no system can be devised that 
simultaneously maintains depositor confidence 
while relying on private creditors to discipline 
bank risk exposure. One workable alternative 
would be a system of 100 percent insurance for 
all deposits together with a requirement for 
insured institutions to increase their use of sub-
ordinated debt. In this system, large banks could 
fail without affecting depositor confidence Further-
more, this plan would accomplish the FDIC goal 
of encouraging the private sector to monitor 
bank risks. 

Bevis Longstreth argues that large financial 
institutions have significant credit relationships 
with other financial institutions. He says allowing 
major institutions to fail could cause serious 
problems for the financial system. If large deposi-
tory institutions are to be protected, one of 
several approaches could be taken to control 
their risk. One possibility is that no additional 
measures be taken to limit these institutions' 
exposure to risk. Insuring an institution's losses 
while allowing it to keep any profits encourages 
the institution to take on excessive risks. The 
multinational organizations might well follow 
this incentive. 

Another possibility is that the risks could be 
controlled through a significant increase in regu-
lation. This option also has problems, as evi-
denced by the success of money market mutual 
funds when bank interest payments were con-
strained. The money market funds were able to 

holders and uninsured creditors vary by bank but a reasonable approxi-
mation for these losses might be 4 to 8 percent of bank asse ts A 20 
percent of assets standard thus exceeds probable losses at failed banks 
by at least a couple of percentage points The amount of equity plus 
subordinated debt that is required if this alternative plan is adopted 
should obviously be based on a more careful analysis of expected losses 
at failed banks. 
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attract money that would otherwise have been 
deposited in insured institutions. This resulted in 
a large pool of highly liquid funds being controlled 
by uninsured institutions. If some financial insti-
tutions are to be insured and not others, that 
could raise the problem of competitive advantages 
for uninsured institutions. 

A third possibility is that the risks could be 
controlled through risk-based insurance premiums. 
The problems with this option are that correcting 
errors in the government premium system would 
be expensive and that institutions would appeal 
their premiums on legal and political grounds as 
well as on economic grounds. 

The fourth possibility is that private sector 
discipline could be strengthened through a dra-
matic increase in the equity capital standards 
applied to multinational institutions. An increase 
in the required equity capital at multinational 
institutions would increase private sector discipline 
because equity holders could suffer losses even 
if the institution were not closed. An increase in 
subordinated debt can only be an effective 
control on an institution's risk if the institution 
can fail, because subordinated creditors can 
suffer losses only if the institution fails. The 
problem with this option is that equity capital 
can be more.costly for institutions to raise than 
subordinated liabilities. If multinational depository 
institutions were forced to raise excessive capital 
to replace subordinated liabilities, they might 
be placed at a competitive disadvantage vis-a-
vis uninsured institutions. 

Each of these options has significant disad-
vantages,which need to be weighed against 
the potential harm of closing a multinational 
institution. 

Financial Disclosure 
All three agencies believe that financial dis-

closure is important if the private sector is to 
discipline bank risk taking. None of the three 
agencies favors the disclosure of examination 
findings, but the FDIC report urges that agency 
actions taken against insured institutions should 
be disclosed. The FDIC notes that the insuring 
agencies' authority to mandate disclosure is 
limited to information the agencies need for 
deposit insurance. The FDIC does not want the 
authority to mandate further disclosure because 
it holds that disclosure is the bank's reponsibility. 
Bank managers, however, have an incentive to 
hide their mistakes both from the bank's creditors 

and from stockholders. If the managers disclose 
their mistakes, they may receive lower bonuses 
or even lose their jobs. Government minimal 
standards would guarantee adequate disclosure. 

The problem of management's incentive to 
hide its mistakes is not unique to depository 
institutions; all publicly traded firms have the 
same problems. The current system protects 
investors in public firms, including investors in 
bank holding companies and savings and loan 
holding companies, by requiring that their dis-
closure meet standards set by the Securities and 
Exchange Commission (SEC). If most of the 
burden for disciplining depository institutions 
were placed on the private sector, then the SEC's 
standards could provide a good model. 

Adequacy of the Insurance Funds 

The FDIC says that its fund is adequate, the 
FHLBB thinks its fund may need to be increased 
and the NCUA argues that its fund must be 
increased. These funds must be evaluated from 
two different perspectives: the ability of the 
fund to handle a financial crisis and the amount 
of resources contributed by insured institutions 
to handle non-panic failures. 

A fund's ability to handle a financial crisis is 
important if deposit insurance is expected to 
prevent financial panic. To prevent such a panic, 
the fund should have unquestionable resources 
and liquidity. The alternative to relying on deposit 
insurance to maintain public confidence is to 
rely on the Federal Reserve in its role as lender of 
last resort (LLR). The LLR can prevent panic 
situations either by making loans directly to 
troubled institutions or by providing liquidity to 
the financial system after the panic begins. The 
Federal Reserve has the ability to create money 
and, therefore, can create the resources needed 
to handle any financial panic. 

Both the FDIC and FHLBB say that insurance 
should protect the money supply and payments 
mechanism. The FDIC does not acknowledge 
that this function could be performed by a 
lender of last resort. The FHLBB does, but it 
contends that action by the LLR is discretionary. 

The current system, however, does not rely on 
deposit insurance alone to protect the money 
supply and payments mechanism. Deposit in-
surance has reduced the incentive for depositors 
to participate in financial panics, but large com-
mercial banks have too many uninsured deposits 
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for insurance to stop all tendency towards panic21 

The current system would be dependent on the 
LLR if the public lost confidence in large com-
mercial banks because large accounts are not 
guaranteed 100 percent by insurance. The FDIC 
proposal to reduce effective coverage would 
shift even more of the responsibility for protecting 
the money supply and payments mechanism to 
the LLR. Therefore, the ability of the insurance 
fund to handle a financial panic is important but 
not crucial. The LLR, which has ultimate responsi-
bility for protecting the system, would still be 
able to protect the financial system even if the 
insurance fund collapsed. 

But there are other problems. The twin goals 
of preserving depositor confidence and trying 
to have large depositors discipline institutions 
are in fundamental conflict. The current system 
forces the LLR to choose which goal will be 
attained. It could expose depositors to risk by 
following its classical role of protecting the liquidity 
of the f inanc ia l sys tem in the event of a 
panic but ignoring the problems of individual 
institutions.22 Then large depositors would oc-
casionally lose confidence in some depository 
institutions. Alternatively, the LLR could protect 
confidence by providing loans to troubled 
institutions. These loans constitute a subsidy to 
the extent that the institutions could not borrow 
an equal amount on the open market at the 
same rate. If the market expected the LLR to 
provide funds at below market rates, then large 
depositors would be less effective in disciplin-
ing institutions. 

Deposit insurance could prevent bank panics 
by itself if the public were confident that all 
deposits were insured. If the public felt that its 
deposits would not be at risk even if a bank 
failed, then it would have much less of an 
incentive to participate in a bank run. If 100 
percent deposit insurance were adopted, the 
public's perception of thefunds' ability to handle 
potential failures would be crucial. The current 
deposit insurance funds would be inadequate in 
a 100 percent insurance system because they do 

2 'The FDIC report shows that over 25 percent of the deposits at banks with 
assets of $1 billion or more is in accounts of $100 ,000 or more. The 
percentage of funds in accounts that are not fully insured rises to 71 
percent of total deposits at banks with assets of $10 billion or more if 
foreign deposits are counted. 

" S e e Humphrey and Keleher. 
" S u p p o s e as a purely hypothetical example, that several foreign countries 

with large debts to United States banks reneged on their debt and this 
made some large United States banks insolvent. The failure of several 
large banks could reduce the FDIC's fund to dangerously low levels 
Suppose further that the Secretary of the Treasury became obsessed 

not guarantee that they could honor their com-
mitments on a timely basis. 

The current insurance fund system has some 
problems that could weaken the public's confi-
dence in its ability to weather serious financial 
problems. A fundamental problem is that it relies 
on insurance funds. This reliance could weaken 
depositor confidence by leading the public to 
believe that deposit insurance would disappear 
when the funds were exhausted. Another problem 
with the funds is that their resources and liquidity 
are not guaranteed under the current system. 
The FDIC recognizes the desirability of increasing 
its resources. It currently can borrow up to $3 
billion from the Treasury, but it would like to be 
able to borrow as much as the secretary of the 
Treasury thought was needed during an emer-
gency. The FDIC proposal still does not guarantee 
that it will have adequate resources to handle 
any problem.23 Furthermore, most of the in-
surance funds' assets are invested in Treasury 
securities, which may be hard to sell duringatrue 
financial panic In order to guarantee the agencies 
both resources and liquidity, they must have 
access to as much money as it takes to handle all 
conceivable failures.24 

The other dimension of the insurance funds' 
adequacy is their ability to meet routine failures 
without relying on funds from the Treasury. The 
FDIC and NCUA both make reasonable argu-
ments about the ability of their respective funds 
to meet non-panic failures. The FHLBB does not 
say the FSLIC fund is inadequate, but it notes 
that the fund could have been exhausted if 
interest rates had returned to their 1981 levels 
for 1983 and 1984. The potential problems with 
the FSLIC fund are not, however, so much 
related to the fund's size as they are to the 
FSLIC's inability to close institutions with negative 
net economic worth. The FHLBB acknowledges 
that if the FSLIC had closed institutions when 
they first reached negative net economic worth, 
then the fund would never have been in danger. 
Instead the FSLIC waited until institutions had 
negative book value before closing them. No 

with reducing the budget deficit and was unwilling to provide the FDIC 
with additional funds. Under these circumstances, the financial markets 
could become concerned about the strength of the banking system and a 
financial panic could begin. Even in this unlikely scenario, the financial 
system would not collapse because the Federal Reserve would almost 
certainly step in to provide liquidity to the financial system, but the FDIC 
would be powerless to stop such a panic. 

' "The insuring agency could be given access to the money directly by 
making it a part of the central bank or indirectly by giving it unlimited 
access to the Treasury and requiring the central bank to purchase new 
Treasury issues used to fund the insurance agency if necessary. 
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deposit insurance fund can be large enough to 
meet routine failures if economically bankrupt 
institutions are allowed to continue accumulating 
losses for extended periods before they are 
closed. Thus, there is merit in the idea that 
regulators use economic values rather than book 
(or accounting) values as much as possible. 

The need for the funds to be able to handle a 
financial crisis is questionable. Large, uninsured 
depositors can lose money in a bank failure 
under the current and FDIC proposed systems. 
Therefore, these depositors have an incentive to 
panic regardless of the funds' ability to weather a 
financial crisis. If insurance were modified to 
protect large depositors, reforms would be needed 
to provide the funds with unquestionable re-
sources and liquidity. 

The agencies' recommendations appear rea-
sonable with respect to the second dimension of 
fund adequacy, the ability of the fund to handle 
routine failures without Treasury assistance. The 
key point that emerges from analyzing the second 
dimension, however, is that regulators should 
use economic rather than accounting values 
where possible. No fund by itself can meet the 
losses a failed institution can generate if it is 
allowed to continue in operation. 

Agency Consolidation 
The FDIC favors consolidating the examination 

functions of the Office of the Comptroller of the 
Currency and the Federal Reserve System, and 
the examination and insurance function of the 
FHLBB into the FDIC. The FHLBB concedes that 
there is some merit in consolidating the regulatory 
agencies, but it argues that the banking agencies 
should be rationalized before any functions are 
taken from the FH LBB. The N C U A flatly opposes 
consolidation. Our evaluation may shed some 
light on the relationship among deposit insurance, 
supervision and regulation, and the Federal Re-
serve's role as lender of the last resort. 

The relationship between the insuring agencies 
and the lender of last resort depends on how 
potential financial panics are handled. In the 
abstract, if the deposit insurance system and the 
LLR have joint responsibility for preventing fi-
nancial panics, then the Federal Reserve may 
need an important role in bank supervision and 
regulation. If, on the other hand, the federal 
government wants to limit the effect of panics, 
but does not seek to prevent financial panics, 

then the LLR needs no supervision and regulation 
powers beyond those necessary to conduct 
monetary policy. 

Complete confidence in depository insti-
tutions can be preserved by TOO percent de-
posit insurance or by LLR subsidies of failing 
institutions. In order for full insurance to be 
effective in maintaining depository confidence, 
the insuring agency must have unquestioned 
resources and liquidity. This implies that the 
Federal Reserve must be involved, because it is 
the only government body that can create 
money. At one extreme, the Fed's role might be 
limited to creating money at the insuring 
agencies' request, effectively turning monetary 
policy over to the insuring agency. Alternatively, 
the Federal Reserve could take over all of the 
functions of the insuring agencies and assume 
sole responsibility for handling financial crises. 

The current deposit insurance system ultimately 
depends on potential LLR loans to preserve 
depositor confidence. Stripping the LLR of super-
vision and regulation functions in this environ-
ment would reduce its ability to recognize and 
avert potential serious problems. If an LLR with-
out close involvement has difficulty recognizing 
the seriousness of potential problems, then it 
may underreact and fail to stop a panic situation, 
or overreact and provide subsidies where none 
are needed. 

The Federal Reserve System maintains that its 
monetary policy responsibilities require that it 
be actively involved in bank supervision and 
regulation. Others argue that the Federal Reserve 
has no such need and that there is a potential 
conflict between the Fed's conduct of monetary 
policy and the Fed's bank supervision and regu-
lation responsibilities.25 Any redrawing of the 
Federal Reserve's responsibilities also will need 
to consider these issues. 

Conclusion 
Congress picked an issue ripe for action when 

it asked the insuring agencies to review deposit 
insurance. The current insurance system provides 
incentives to take risks, and financial deregulation 
may be increasing banks' ability and incentive to 

" S e e Peterson for a review of the literature on this potential conflict of 
interest 
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take risks. Congress needs to identify those 
functions that it wishes to have deposit insurance 
perform and then enact the system that will 
meet those functions at the lowest cost 

The FDIC and FHLBB stress the protection 
insurance provides to the financial system, es-
pecially the money supply and payments system. 
Both contend that the current system provides 
adequate protection but needs to be adjusted to 
reduce the incentives for insured institutions to 
take risks. The FHLBB proposes to do this through 
variable rate government insurance and private 
insurance. A variable rate government insurance, 
however, would make depository institutions 
dependent on one government agency's definition 
of risk, a definition that might be heavily influenced 
by political factors. Private insurance does not 
seem to provide a good substitute for govern-
ment insurance because its capacity to handle 
failures is most suspect when the insurance is 
most needed, during periods of significant financial 
problems. 

The FDIC argues that placing large depositors 
at risk will reduce the risks taken by insured 
institutions while preventing financial panics. 
In practice, any attempt by the government to 
place large depositors at risk will give them 
substantial incentives to participate in financial 
panics. The FDIC proposal, thus, shifts more of 
the burden of protecting the financial system 
to the Federal Reserve. The NCUA suggests that 
all shareholders (depositors) should bear some 
of the risk.To the extent the NCUA plan succeeds 
in getting shareholders to monitor credit union 
risk, it would create the same incentives for 
depositor anxiety as the FDIC plan. 

— Larry D. Wall* 

'The author would like to thank George Benston, Leonard Lapidus and Samuel 
Talley lor valuable discussions and B. Frank King and Robert Eisenbeis lor 
comments on an earlier draft. The views expressed are those ol the author and do 
not necessarily reflect the opinions ot the individuals cited above. 
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