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An Atlanta Fed research officer has devised a plan to allow a particular segment of the debt market to monitor 

and force the closure of banks perceived to be in danger of insolvency. The result would be a reduction in future 

government exposure to bank failures. 

TI he Federal Deposit Insurance Corpora-

tion (FDIC) and the Federal Savings and 

Loan Insurance Corporation (FSLIC) guar-

antee deposits at commercial banks and thrifts, 

respectively.1 In practice these agencies also 

absorb all losses at failed institutions in excess 

of the financial intermediaries' equity and cer-

tain nondeposit liabilities.2 During the past 50 

years federal insurance on deposits in commer-

cial banks and other depository institutions has 

succeeded in protecting small depositors and 

preventing bank panics that could cause a finan-

cial crisis. More recently, however, the system's 

weaknesses have become quite apparent, 

prompting considerable public discussion about 

the need for risk reduction and deposit insur-

ance reform, as well as ways to carry those out. 
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Because the insurers do not require compensa-

tion for the full risk they assume, depositories 

have an incentive to take on additional risk, 

knowing that bank owners would keep gains 

while the insurance agencies would bear losses 

in excess of capital that might occur. Excessive 

risk is not the only problem. In addition, well-

managed banks must pay higher premiums, 

and, in the case of the FSLIC, taxpayers have 

been called on to help shoulder the insurance 

agency's losses, which may exceed $100 billion. 

Removing deposit insurance would both re-

duce a bank's incentives to take risks and shift 

financial responsibility for the losses to the 

private sector. Under such a plan, the market 

could select the most efficient method for con-

trolling risk.3 The economic merits of reducing 

or eliminating deposit insurance coverage are 

the subject of a continuing debate, but the 

political difficulties in implementing such a plan 

appear to be insurmountable at this time.4 

The purpose of this article is to present a new 

plan that comes as close as possible to creating 

a no-deposit-insurance environment for banks 

without reducing insurance coverage for de-

positors.5 The plan introduces a new mecha-
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nism, puttable subordinated bonds, that would 

discipline excessive risk taking and identify fail-

ing banks. These bonds would be subordinated 

to, or paid after, all other liabilities if a bank 

were to fail, but the bondowners would be 

allowed to request redemption. 

Banks operating under the plan put forth in 

this article would be required to issue puttable 

bonds, yet the institutions would be prevented 

from redeeming these bonds if redemption 

would violate regulatory standards. Instead, a 

bank would have 90 days to meet the require-

ments by issuing new debt or to reduce its sub-

ordinated debt requirements—by selling as-

sets, for example. Any bank that could not honor 

the redemption requests on its puttable subor-

dinated debt at the end of 90 days without 

violating the regulatory requirements would be 

deemed insolvent and would be closed. The 

impetus behind this plan is that if the private 

sector is unwilling to risk its funds in a de-

pository, the government should not bear the 

risk either. Puttable subordinated debt would 

discourage bank risk taking because subor-

dinated debtholders would bear most of the 

consequences of failure and would demand 

compensation commensurate with each bank's 

riskiness. The plan would reduce deposit in-

surance losses because the debtholders would 

have a strong incentive to close banks before 

losses exceeded equity capital; in addition, the 

debtholders would bear most of the losses 

when a bank's value has been underestimated. 

Bonds that can be redeemed at the holder's 

request may sound like an exotic financial in-

strument, but they already exist. These bonds 

were first issued in 1974, according to Robert E. 

Chatfield and R. Charles Moyer (1986), and cur-

rent issuers include utilities, finance com-

panies, banking organizations, and industrial 

firms. Among the current issuers of puttable 

bonds is General Electric Capital Corporation, 

which has eight issues outstanding with a par 

value of $1.85 trillion, according to Moody's 
Banking and Finance Manual: 1988. Moreover, 

George J. Benston and his colleagues (1986) 

have previously suggested that banks be re-

quired to issue redeemable subordinated deb t 

The principal feature lacking in both existing 

bonds and those in Benston etal. is the require-

ment to maintain a minimum amount of put-

table debt in order to remain in operation.6 
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The economic environment created under 

the puttable subordinated debt plan would be 

similar to an environment without deposit in-

surance: the private sector bears the risk of loss 

and is also given the ability to close a failing 

bank. Indeed, the mechanism for closing banks 

under the plan—through the inability of firms to 

meet demands for redemption of subordinated 

debt—resembles the deposit runs that shut 

down institutions in the pre-deposit insurance 

days.7 One critical difference between limited 

runs by subordinated debtholders and deposit 

runs is that the former place no liquidity pres-

sure on a bank. Depositories can meet their 

obligation to redeem deposits immediately by 

liquidating assets at distress prices, a practice 

that during a bank run could cause an otherwise 

solvent bank to fail. However, institutions 

threatened by demands for subordinated debt 

redemption cannot redeem the debt for 90 days. 

Instead, a depository must persuade the finan-

cial markets of its solvency in order to retain its 

outstanding puttable subordinated debt and 

issue new bonds. 

One advantage the puttable subordinated 

debt plan shares with the removal of deposit 

insurance is that, as mentioned earlier, the 

private sector is left to determine the most effi-

cient means for controlling depositories' risk 

exposure. A number of alternatives are avail-

able. Banks could follow the urgings of regu-

lators and increase their equity capital should 

that be a cost-effective way of reducing the risk 

borne by subord inated debtholders. Banks may 

voluntarily agree to limit their assets if the risk of 

failure were best eliminated by some version of 

the safe bank plan, whereby insured deposits 

are limited to narrowly structured institutions 

whose assets are restricted to short-term, highly 

liquid securities like Treasury bills. Banks may 

also choose to issue market-value accounting 

financial statements if the benefits of more 

realistic financial statements exceed the greater 

costs of estimating market values. If private 

insurance companies prove best prepared to 

bear the risk of loss, such firms might guarantee 

the debt.8 Another advantage of the puttable 

subordinated debt plan is that it would permit 

further relaxation of bank safety and soundness 

regulations without substantially increasing 

the risk to the government deposit insurance 

agencies. 

The remainder of this article focuses on the 

mechanics of using puttable subordinated debt 

as an element of deposit insurance reform. In-

cluded are an explanation of the plan (see the 

sidebar on page 5 for its basic elements), a dis-

cussion of its operation (including a hypotheti-

cal scenario in the box on page 10), and an 

analysis of the plan's presumed advantages and 

possible disadvantages. 

Mechanics of a Puttable 
Subordinated Debt Plan 

The puttable subordinated debt plan out-

lined in the sidebar envisions exempting small 

banks because of the limited market they might 

face for subordinated debt instruments. To be 

instituted effectively, the plan has certain pro-

visions that must be adopted by legislation. 

Banks will need time to meet these require-

ments; a transition period of approximately five 

years should be adequate. Any bank that did 

not meet the requirements during the transition 

period would be subject to existing supervision 

and regulation. The following sections of this 

article discuss the operation of the plan in 

greater detail. 

Plank I. The plan requires all banks with more 

than $2 billion in assets to issue puttable subor-

dinated debt. This cutoff point is chosen be-

cause banks in this size category would be 

required to issue roughly $100 million in put-

table subordinated debt, the approximate size 

of many debt issues. This criterion captures 210 

of the 13,031 commercial banks as of Decem-

ber 31, 1988, representing 57 percent of the 

commercial banking system's total assets. Fur-

ther examination of the subordinated debt 

market for banks could suggest a cutoff some-

what higher or lower than $2 billion. 

Banks with loans to foreign borrowers in 

excess of 50 percent of total capital must also 

participate in the puttable subordinated debt 

plan. This provision reduces the potential con-

flict that bank regulators would otherwise have 

in valuing loans: should prices close to the as-

sets' true value be established, or should regu-

lators try to avoid reducing the values of assets 

when requiring such write-downs might conflict 

with foreign policy considerations? 
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Although small banks are not required to par-

ticipate in the puttable subordinated debt 

plan, they may nevertheless choose to join it. 

Banks that take part in the plan will be subject to 

looser government supervision and regulation 

and will have lower examination expenses since 

they will be examined less frequently. More-

over, the currently limited market for small 

banks' subordinated debt might grow if ade-

quate incentives to investors existed. One pos-

sible problem in developing a subordinated 

debt market for small depositories is the high 

fixed monitoring costs relative to the small 

amount of debt that is issued, but this expense 

could be reduced by using professional moni-

tors. For example, private insurers could issue 

insurance contracts covering the debt and serve 

as a delegated monitor for investors. Another 

possibility for expanding the subordinated 

debt market for small institutions would be de-

veloping mutual funds to invest in these instru-

ments. Both insurance companies and mutual 

funds would charge for their monitoring ser-

vices, but such assessments could be less ex-

pensive to banks than the total costs of par-

ticipating in a program with relatively stricter 

supervision and regulation. 

An option for expanding the number of par-

ticipants in the puttable subordinated deb t 

plan would be to allow bank holding companies 

to pool their banking affiliates and have a single 

debt issue for the pool. Suppose, for instance, a 

bank holding company had a bank subsidiary 

with more than $2 billion in assets and other 

bank subsidiaries with assets below $2 billion. 

The banks could issue puttable subordinated 

debt (subject to the restriction in Plank II, Part E) 

representing the collective obligation of all its 

banking affiliates, thus satisfying each of the 

affiliates' debt plan responsibilities. In this 

situation each of the banks would be responsi-

ble for all the liabilities of the other banks in the 

issue. The linking of bank affiliates under this 

option would be similar to the regulators' cur-

rent attempts to make each bank in a bank hold-

ing company responsible for the losses of its 

affiliates. The principal difference is that this 

alternative allows the bank holding company to 

determine whether or not to share losses across 

bank affiliates.9 

Requirements for Implementation 

The following outline presents the provisions 

that must be adopted by legislation inordertoput 

into place the puttable subordinated debt pro-

posal. 

Plank I 

Banks with assets in excess of $2 billion or with 

loans to foreign borrowers greater than 50 percent 

of total capital (equity plus subordinated debt) 

must operate under a puttable subordinated 

debt requirement. All other banks may choose 

between this requirement and tighter supervi-

sion, including a provision for closure should total 

capital become negative. Such institutions can 

switch from one plan to the other only if they are in 

compliance with the desired requirement at the 

time of the switch. (Puttable subordinated debt 

would count as an element of total capital for 

banks that plan to change standards.) Banks must 

pay all costs of exam i nation by regu latory agenci es 

under both plans. The handling of depositors' 

claims at failed banks would take place as it does 

under the current system. 

a Puttable Subordinated Debt Plan 

Plank II: The Puttable 

Subordinated Debt Requirement 

A. Every bank operating under the puttable 

subordinated debt requirement must main-

tain an adequate level of such debt with a 

minimum maturity of 90 days or more or risk 

being declared insolvent and closed.' 

B. The put feature requires redemption at par 

value after 90 days provided that the de-

pository could redeem the debt without 

violating the minimum standards for put-

table subordinated debt.2 

C. If redemption would violate these mini-

mum standards, the depository has 90 days 

either to issue sufficient puttable subor-

dinated debt or to reduce its puttable sub-

ordinated debt requirement—by reducing 

risky activities—so that the institution can 

honor all puts while remaining at or above 

the regulatory requirements. The put bonds 

plus any accrued interest will be repaid 90 

days after the put is first received. 
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D. A depository that cannot redeem the put 

debt in 90 days while continuing to meet the 

capital standards would be deemed insol-

vent, and the put may not be honored. 

Depositories judged insolvent would be re-

organized, sold, or liquidated by the deposit 

insurance agency. If the proceeds of a sale or 

liquidation exceed the total of deposits and 

the costs of disposing of the failed deposi-

tory, that excess is first returned to the subor-

dinated debtholders; the remainder, if any, 

is paid to equityholders. 

E. No single insider who owns puttable subor-

dinated debt may hold or guarantee more 

than 5 percent of the amount that regula-

tions require for the debt; the aggregate of 

all insiders may not own or guarantee an 

amount in excess of 20 percent of the debt 

requirement. Insiders include major share-

holders (those with more than 5 percent of 

the stock), the officers, directors, and bor-

rowers whose loans are equivalent to 5 per-

cent or more of the bank's equity. Because of 

these restrictions, banks must maintain cur-

rent and historical records of puttable subor-

dinated debt owners. Depositories must 

also disclose to the regulators any actions 

taken or not taken in response to requests by 

the puttable subordinated debtholders. 

Failure to comply with this provision would 

result in legal liability for participating in-

dividuals equal to double any damages suf-

fered by the bank. 

F. The depository regulatory agencies would 

have the following responsibilities for safety 

and soundness:3 

1. to enforce compliance with the puttable 

subordinated debt requirements; 

2. to examine depositories on a regular 

basis for fraud and excessive risk taking 

and to conduct special examinations of 

depositories that may be insolvent (mar-

ket value of equity less than zero); 

3. to use existing penalties (such as cease-

and-desist orders, fines, and withdrawal 

of deposit insurance) to prevent deposi-

tories from taking very large gambles 

where losses could exceed equity capital 

and subordinated debt;4 

4. to monitor closely and evaluate deposi-

tories that would not be in compliance 

with the standards if they honored out-

standing requests for redemption (that is, 

depositories that have 90 days to issue 

new puttable subordinated debt or re-

duce their capital requirements); and 

5. to provide for the orderly recapitalization, 

sale, or liquidation of insolvent deposi-

tories. 

Plank III: The Tighter Supervision 

and Regulation Requirement 

Stricter supervision and regulation of institu-

tions would require some combination of higher 

capital standards for banks, more frequent exami-

nations, and tighter restrictions on activities than 

would exist under the puttable subordinated 

debt plan. This proposal would also require the 

regulators to close banks before their total capital 

reached zero (where capital is measured using 

market values to the maximum extent feasible). 

Notes 

1 If a declaration of insolvency is not legally feasible, this 
plank could be put into operation by declaring capital 
insufficiency and removing existing management or 
removing deposit insurance on all deposits made after 
the bank falls below the regulatory requirements. 

2Alton Gilbert pointed out that dishonest bank manag-
ers whose organization is near failure could honor the 
put requirements even if doing so would force them 
below the regulatory standards. Eventually the regu-
lators would detect such an action, but the subor-
dinated debt cushion that protects the deposit insurer 
could disappear before the regulators closed the bank. 
One possible solution to the problem would be to 
make the payouts on puttable subordinated debt re-

versible by the regulators if the redemption violated 
the capital guidel ines and the deposi tory subse-
quently failed. Another solution that Gilbert suggests is 
to pass all requests for redemption through a regu-
latory agency for prior approval. 

3Regulatory responsibilit ies for nonsafety and sound-
ness regulations arising from legislation such as the 
Expedited Funds Availability and Community Rein-
vestment Acts would remain unchanged. 

4Under certain conditions the deposit insurance agen-
cies can currently withdraw insurance on new coverage 
at a depository, but any existing deposi ts remain 
covered. 
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Plank II. The amount of puttable subordi-

nated debt required of depositories is desig-

nated in Part A of Plank II only as adequate 

debt. If this proposal were implemented, a 

minimal starting point would be to require that 

the par value of puttable subordinated debt 

equaled 4 or 5 percent of the denominator in 

the risk-based capital adequacy system pro-

posed by the commercial bank regulators, 

which incorporates both on- and off-balance 

sheet credit risks.10 As better measures of a 

depository's total risk are developed, the sub-

ordinated debt requirement could be refined. 

The objective of any specified level, however, is 

to provide a high degree of confidence that the 

depository will not suffer losses which exceed 

the combined total of its equity and subor-

dinated debt. 

The required level of puttable subordinated 

debt should be based on some consideration of 

the benefits and costs of higher standards. The 

principal advantage of mandating higher levels 

is that doing so would reduce the risk that the 

government insurance agency would suffer 

losses as a result of bank failures. Any reduction 

in government risk could be translated into 

some combination of relaxed supervision and 

regulation, lower deposit insurance premiums, 

and greater regulatory willingness to let the 

market determine which institutions are insol-

vent. 

The primary cost of higher standards will be 

the expense that banks incur in issuing addi-

tional puttable subordinated debt. These costs 

may not be substantial because in many re-

spects puttable subordinated debt would be 

similar to existing bank deposits. For example, 

like most bank liabilities, puttable subordi-

nated debt is likely to be issued with a floating 

rate of interest (for reasons discussed below). 

Moreover, to the extent that a bank desires 

fixed-rate debt, the repricing interval of the put-

table debt can be changed at relatively low cost 

via interest-rate swaps and other off-balance 

sheet hedges. One potentially significant cost 

of issuing puttable subordinated debt is that 

investors may prefer instruments with other 

investment characteristics and thus charge a 

premium for investing in that debt. The exis-

tence and magnitude of such a premium is dif-

ficult to determine prior to adoption of the plan, 

but, if significant premiums were required, 

lower puttable debt requirements would seem 

to be indicated. 

One cost of puttable subordinated debt that 

need not be considered is the greater credit risk 

borne by subordinated debtholders. Subordi-

nated debt will necessarily be more expensive 

than insured deposits because the expected 

losses from a bank failure are significantly 

higher for subordinated debtholders. However, 

this is not a "cost" of the plan in that the plan is 

designed to shift the risk of loss from the gov-

ernment to the private sector. The higher credit-

risk premium associated with puttable subor-

dinated debt will discipline bank risk taking. 

Part A of Plank II applies only to the deposi-

tory institution; its corporate parents need not 

issue puttable subordinated debt. If holding 

company parents are not excluded from the 

proposal, the risk arises that the failure of a 

depository's nonbank affiliate could cause the 

depository itself to fail.11 

Parts C and D of Plank II give depositories 90 

days to honor the exercise of the put provision 

before being declared insolvent. This provision 

allows enough time either to (I) demonstrate 

solvency to the financial markets and issue 

replacement subordinated debt or (2) lower its 

puttable subordinated debt requirement by 

reducing its risky activities. If the depository is 

unable to meet the puttable subordinated debt 

requirement within 90 days, regulators would 

close the institution based on this strong evi-

dence of insolvency. 

The choice of a 90-day time frame in which to 

honor the put reflects a compromise between 

the need to give the depository adequate time 

to sell new securities and the goal of preventing 

the intermediary from incurring substantial 

losses after the put is exercised. More thorough 

analysis may suggest that a slightly shorter or 

longer period would be optimal. 

The 90-day requirement could in some cases 

be relaxed to give depositories time to raise 

new equity capital before issuing more puttable 

subordinated debt. One possibility is to give a 

bank an additional 90 days if it issued new 

equity capital equal to at least the deficiency in 

puttable subordinated debt that would result if 

all redemption requests were honored. For 

example, suppose depositories were required 

to maintain a puttable subordinated debt-to-

asset ratio of 5 percent and an institution faced 
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redemption requests that would drop the ratio 

to 3 percent if honored. If this depository issued 

new equity capital equal to at least 2 percent of 

assets (5 percent minus 3 percent), it would be 

given a maximum of 180 days to issue new put-

table subordinated debt. The subordinated 

debt with outstanding redemption requests 

could then be honored 90 days after the re-

demption request. 

Part E of Plank II limits the ownership and 

guarantee of puttable subordinated debt by 

those individuals and corporations with an im-

portant stake in a bank's continued operation. 

This provision is intended to ensure that a suffi-

cient share of the puttable subordinated debt 

will be owned by investors who will exercise the 

put before the market value of the bank's equity 

reaches zero. Part E also prevents stockholders 

from subverting the bondholders'willingness to 

exercise the put. Without this provision the 

bondholders might look at the creditworthiness 

of the stockholders, including corporate parents 

such as Citicorp and Ford, rather than at the 

financial condition of the depository. The vari-

ous percentage tests provided in Part E are 

intended as reasonable guides but could be 

adjusted based on further analysis. 

An important problem related to the mechan-

ics and pricing of puttable subordinated debt 

but not explicitly addressed by the proposal 

involves the government's possible pursuit of 

multiple priorities in disposing of failed banks 

and the attendant effects on depository insti-

tutions. The only priority of the subordinated 

bondholders if a depository fails is the recovery 

of their investment. The insurance agencies may 

have multiple goals, including the continued 

provision of services to the failed depository's 

customers. Pursuit of some of these ends may 

reduce payments by failed depositories to sub-

ordinated debtholders. While subordinated 

debtholders will provide funds to depositories 

even if their interests are not fully protected by 

the insurance agencies, the ultimate cost of the 

insurance agencies' pursuit of multiple goals 

will be borne by depositories through earlier 

closure or higher interest rates. Investors in sub-

ordinated debt may seek to reduce their risk by 

forcing earlier closure of troubled banks, that is, 

while their equity capital is still sufficient to 

absorb all expected losses. Furthermore, if in-

vestors cannot avoid all losses by forcing closure 

(perhaps because they lack sufficient informa-

tion to price the bank properly), they will de-

mand a higher interest rate in compensation for 

the greater risk. 

Plank III. Monitoring the safety and sound-

ness of banks operating under Plank III would 

be the responsibility of regulators; this ap-

proach is in contrast to the greater reliance on 

market discipline for banks issuing puttable 

subordinated debt. For banks operating under 

Plank III the implication is that the regulators 

must (I) continue to exercise significant influ-

ence over bank risk taking and (2) maintain 

primary responsibility for closing insolvent in-

stitutions. Though continued government con-

trol of risk taking would subject banks operating 

under Plank III to stricter supervision and regu-

lation than institutions using puttable subor-

dinated debt, in some instances the degree of 

supervision and regulation would not be higher 

than existing levels and might even be lower in 

certain areas. However, Plank III banks' supervi-

sion and regulation levels may not be cut as 

significantly as is possible for banks operating 

under the puttable subordinated debt plan. 

The government's responsibility for closing 

insolvent institutions will require some com-

bination of three changes in existing practices: 

(I) requiring higher levels of capital, (2) calculat-

ing capital using market values for assets and 

liabilities to the maximum extent feasible, and 

(3) closing banks before their capital reaches 

zero. 

The capital requirements and minimum level 

of capital required to avoid closure would be an 

inverse function of the deposit insurance agen-

cies' confidence in the accuracy of market-value 

accounting. The minimum level would be set at 

a point sufficiently high to provide ample con-

fidence that the market value of the bank's 

equity was not negative. Firms could move 

through a series of capital zones so that they are 

alerted to the need to raise capital long before 

the danger of closure became imminent, as pro-

posed by Benston and George G. Kaufman 

(1988) and the Shadow Financial Regulatory 

Committee (1989). In Benston and Kaufman's 

plan the limitations on bank activities and the 

degree of regulatory supervision progressively 

increase as the bank approaches closure. 

One option that should be considered is to 

charge variable deposit insurance premiums 
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that are inversely related to the precision with 

which the bank's market value can be mea-

sured. Existing proposals for risk-based deposit 

insurance premiums focus on the volatility of 

each bank's returns. However, one of the prin-

cipal risks to a deposit insurer under any timely 

closure plan using mark-to-market accounting is 

that a depository's true market value will be less 

than its accounting records indicate. Variable-

premium insurance based on measurability of 

bank value may not be feasible because of dif-

ficulties in implementation. However, assuming 

these problems could be worked out, pre-

miums based on the measurability of value 

would have two advantages: (I) they would 

encourage banks to invest in assets whose value 

is easily calculated and (2) they would prompt 

banks to find ways of improving the precision 

with which asset values are determined.12 

Advantages of a Puttable 
Subordinated Debt Plan 

The advantages of the plan presented in this 

article can be divided into two categories: those 

arising from timely closure policies and those 

that result from using puttable subordinated 

debt to identify failing depositories. The bene-

fits of timely closure include a substantial re-

duction in the risk borne by the government and 

a banking system made less risky by a dimin-

ished government subsidy to bank risk taking. 

The puttable subordinated debt part of the 

plan has several advantages to depositories 

and regulators over other methods of imple-

menting timely closure, owing to the plan's even 

greater reliance on the market than that of 

market-value accounting. 

One such edge entails the plan's market test 

of solvency. This plan is the first to provide the 

market with a mechanism for evaluating a de-

pository's solvency without a bank deposit run. 

The current system requires regulators to deter-

mine an intermediary's solvency.13 Systems 

based on deposit runs evaluate a banking 

organization's value at a particular point in time. 

The proposal in this article gives the market 

time to consider the economic value of a de-

pository's illiquid assets while allowing the 

institution a period during which it can also pro-

vide additional information to the market and 

sell new equity. 

The puttable subordinated debt plan is also 

less likely to cause conflicts between foreign 

policy concerns and bank safety and soundness 

issues than is presently the case. In order for all 

bank assets to be accounted for in "market 

values" regulators may need to mandate write-

downs of loans to certain countries even though 

foreign policy considerations may argue against 

such a move. At present, credit risk has ren-

dered the market value of loans to troubled 

Latin American debtors during the 1980s below 

the values shown on many banks' financial 

statements. Although existing accounting stan-

dards require that banks recognize expected 

credit losses on their income statements and 

balance sheets, neither outside auditors nor 

regulators have acted to enforce market-value 

accounting. The banks' auditors could have 

issued qualified opinions unless the banks in-

creased loan-loss provisions, but they have not 

done so. The bank regulators could have re-

quired write-downs, but in mosteases they have 

not acted either. Both the auditors and regu-

lators choose to accept the banks' arguments 

that market prices for these loans are not rep-

resentative of their true value because the 

market is too thin.14 In contrast, under a put-

table subordinated debt arrangement, the 

actions of private individuals in the bond mar-

kets are less likely to create international politi-

cal problems for the U.S. government because 

the actions would be taken by private entities 

against individual banks rather than foreign 

countries. Also, individuals with their own funds 

at risk in puttable subordinated debt are less 

likely to be concerned about the political im-

plications of the pressure placed on a bank. 

Another advantage of using puttable subor-

dinated debt is that it would reduce the regu-

lators' supervisory burden even though gov-

ernment regulation of federally insured deposi-

tories would not be eliminated under this plan. 

Many existing safety and soundness restrictions 

such as limits on nonbank activities and capital 

regulation could be scaled back or eliminated. 

Regulators should, nonetheless, be given the 

power to close institutions judged insolvent 

based on market valuation as a precaution 

against those situations when the subordinated 

debtholders elect not to close a bank. For exam-
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pie, suppose a depository suffered sudden 

losses that exceeded the value of its equity and 

puttable subordinated debt. Subordinated 

debtholders would have no incentive to exer-

cise their put option in this case since their 

expected payment is zero. However, the exis-

tence of puttable subordinated debt would 

help regulators in analyzing market-value sol-

vency. The subordinated debtholders would be 

allowed to decide the fate of institutions with 

questionable solvency, while the banks' super-

visors would focus primarily on evaluating the 

solvency of depositories that have suffered sud-

den, large losses or massive insider fraud. 

Regulators would also want to prevent de-

positories from taking large gambles that could 

obliterate the investments of stockholders and 

subordinated debtholders while imposing 

losses on the insurance agency. However, once 

again the subordinated debtholders would 

help the supervisors by demanding a higher 

premium from institutions that took large risks. 

The rates paid on subordinated debt could be 

used to help examiners identify especially risky 

institutions.15 By lowering examination fees, 

supervisors could share the benefits of this 

reduced burden with banks that participate in 

the puttable subordinated debt plan. 

An Example of Puttable Subordinated Debt in Action 

The operation of the puttable subordinated 

debt plan can be illustrated by an example. 

Assume that banks are required to maintain put-

table subordinated debt equal to 5 percent of 

risk-weighted assets. MegaRegional Bank has 

been experiencing significant financial problems 

but has been able to maintain a subordinated 

debt ratio of 6 percent. Then the bank unexpect-

edly announces sharply higher loan-loss pro-

visions for its commercial real estate portfolio. 

MegaRegional realizes this disclosure could lead 

to redemption requests on its subordinated debt. 

MegaRegional announces that its debt is being 

reviewed by Standard and Poor's, and the bank 

promises to increase its risk premium if a down-

graded rating is returned. However, many subor-

dinated debtholders regard this promise as in-

adequate. The depository's debt, which had been 

trading above par, quickly drops to par. At this 

point the bank starts receiving redemption re-

quests from two-thirds of its subordinated debt-

holders. If MegaRegional honored these requests, 

its subordinated debt ratio would drop to 2 per-

cent and it would be in violation of regulatory 

requirements. 

As soon as the bank receives the redemption 

requests it notifies the relevant regulators. They 

quickly determine that MegaRegional could be 

insolvent and dispatch examiners, who will moni-

tor the bank to prevent it from taking high-risk 

gambles before honoring the redemption re-

quests on its subordinated debt in an attempt to 

avoid failure. They will also determine if the in-

stitution is clearly insolvent and thus should be 

closed immediately. In this example the examin-

ers conclude that MegaRegional is a borderline 

case and decide to let the market evaluate the 

bank's solvency. 

MegaRegional has two ways to honor the re-

demption requests while remaining above the 

subordinated debt requirements: reduce its debt 

requirements or sell additional subordinated 

debt. Senior bank management quickly realizes 

that shrinking the institution sufficiently to meet 

the requirements is not possible. Seeing that the 

only viable option is to sell additional puttable 

subordinated debt, MegaRegional immediately 

begins to consider ways of doing so. The bank is 

prepared to pay whatever rate investors demand 

since the alternative is closure. In order to con-

vince investors that it is solvent, MegaRegional 

prepares supplementary financial information. In 

addition to releasing its findings to the public, the 

bank offers large institutional investors access to 

any confidential information that they consider 

necessary for reaching a judgment. The bank also 

considers selling additional equity to shore up its 

weak capital ratios. 

Despite MegaRegional's best efforts the bank is 

unable to sell sufficient puttable subordinated 

debt within 90 days to honor redemption requests 

and still meet regulatory requirements. Therefore, 

at the end of the 90-day period the regulators 

assume control of the bank. The regulators had 

begun to prepare for the takeover before the end 

of the 90-day period when MegaRegional ap-

peared to be unlikely to meet the regulatory re-

quirements. However, they are not yet ready to 

sell the bank upon first assuming control and so 

they continue to operate MegaRegional under 

supervisory control until arrangements can be 

made for the sale. 
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An advantage to society is that the risk of 

future substantial deposit insurance losses 

from regulatory forebearance is small because 

the proposal does not give regulators any dis-

cretion in dealing with depositories that cannot 

meet the puttable subordinated debt require-

ment. 16 One can argue that the regulators should 

be able to suspend these debt requirements in 

the case of a sudden, large number of failures. 

However, suspending the requirements is 

equivalent to allowing insolvent organizations 

to continue in operation. Because insolvent 

organizations that are not closed have substan-

tial incentives to take high-risk positions, the 

decision to suspend the requirements and risk 

future losses is more appropriately made by 

Congress and the President rather than by 

regulators. 

Potential Problems with the 
Puttable Subordinated Debt Plan 

Since the puttable subordinated debt part of 

this plan is a new approach to regulating banks, 

the potential problems that could arise must be 

considered along with the advantages. These 

drawbacks may result from exercising the put 

option either too frequently or in an unjusti-

fied manner. 

Too-Frequent Use of the Put Option. The 

goal of forcing a depository to issue puttable 

subordinated debt is to give the market control 

over closing the institution. However, subordi-

nated debtholders will exercise the put when-

ever the market value of their debt falls below 

the par value of the bonds. If the put feature is 

exercised on a solvent institution, the deposi-

tory must bear the costs of new issues: the ex-

pense of investment banking services and, for 

domestic issues, the additional legal and ac-

counting costs of meeting Securities and Ex-

change Commission registration requirements. 

Given the benefits of the puttable subor-

dinated debt plan, these additional costs may 

not be excessive. Moreover, they may be re-

duced even further if depositories take full 

advantage of the opportunities permitted by 

the plan. 

Bondholders' incentives to exercise their put 

option for liquidity purposes are somewhat re-
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duced by the fact that they will not be paid by 

the bank for 90 days; thus, investors needing to 

liquidate on short notice will generally prefer to 

sell in the secondary market. A bank can also 

reduce bondholders' impetus to exercise the 

put option by paying interest rates that adjust to 

changes in both market interest rates and the 

institution's financial condition. One way of re-

ducing the risk of puts based solely on the for-

mer would be for the intermediary to issue 

floating -rate debt. For example, a depository 

could promise to pay the 90-day Treasury bill 

rate or the 3-month London Interbank Offered 

Rate (LIBOR) plus some risk premium. Floating-

rate debt allows frequent resetting of the in-

terest payments based on some market index 

and, hence, eliminates the need to put the debt 

back to obtain a higher rate. Banks not desiring 

additional floating-rate funds could use interest-

rate swaps or some other off-balance sheet 

hedge to make the cost of funds independent of 

changes in market rates. Most puttable subor-

dinated debt issues are likely to link the rates 

they pay to some measure of short-term market 

interest rates in order to avoid puts caused by 

interest-rate changes.17 

A variable-risk premium could reduce the 

chance that subordinated debtholders would 

exercise the put on a solvent depository based 

on an increase in the firm's risk. For example, a 

bank could promise LIBOR plus a risk premium 

dependent on the depository's capital-to-asset 

ratio. Jeffrey M. Peek (1989) reports that Manu-

facturers Hanover recently issued floating-rate, 

rating-sensitive notes that allow the bank to 

take advantage of bond-rating upgrades while 

protecting creditors from downgrades. Alter-

natively, the subordinated debt could provide 

the depository with the option to increase or 

decrease—at the depository's discretion—the 

risk premium on its debt. This provision is fre-

quently observed in outstanding puttable debt 

and would allow a depository that was announc-

ing bad news, such as higher-than-expected 

loan losses, to notify markets simultaneously of 

a higher risk premium on its subordinated 

debt. 

The introduction of variable-risk premiums 

may seem to u ndercut the goals of puttable sub-

ordinated debt, but that is not the case. The 

primary purpose of this plan is to provide a 

market-based mechanism for identifying insol-
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vent institutions and forcing their closure. Put-

table subordinated debt with a variable-risk 

premium would not affect this goal because 

insolvent organizations would be unable to sell 

debt securities at any promised risk premium. 

Investors would recognize that expected pay-

ments do not provide adequate compensation 

for the risk borne by the subordinated debt-

holders. A secondary purpose of puttable sub-

ordinated debt is to allow the debt's risk pre-

mium to provide regulators with a signal about 

the riskiness of different institutions; examiners 

could then be allocated to the riskiest deposi-

tories. Variable-risk premium, puttable subor-

dinated debt would continue to serve as an 

indicator of risk because subordinated debt-

holders would not continue to hold the debt 

unless the premium provided adequate com-

pensation for the risk assumed by the inter-

mediary. 

In addition to the use of variable interest 

payments, banks can also reduce investors' in-

centives to exercise their put option by pricing 

the bonds to trade above par. If the bonds' value 

exceeds par, investors who put their bonds back 

to the bank will suffer an immediate capital loss. 

Banks, however, need not suffer a loss from pay-

ing the higher rates if the bonds are originally 

issued at prices above par. 

Unjustified Exercise of the Put Option. The 

previous section of this article assumed that 

banks could avoid redemption requests by 

keeping their bonds' market price at or above 

par value. However, the bondholders could re-

quest redemption or threaten to do so even if 

the full-information value of the bonds exceeds 

par. Such an exercise is hereafter referred to as 

an unjustified put. Bondholders could unjus-

tifiably put a bond in an attempt to provide mis-

leading signals to the market about a bank's 

stock value. The announcement that a bank 

must issue new puttable subordinated debt 

within 90 days to continue in operation could 

temporarily reduce its stock price, thus allowing 

the bondholders, through short-selling or pur-

chasing put options on the bank's stock, to 

benefit from any stock price reduction. Alter-

natively, bondholders could threaten an unjus-

tified put in an attempt to extort a higher rate on 

their debt or to obtain some favor from the bank. 

The threat of an unjustified put is somewhat 

similar to a very large depositor's threat to 

withdraw funds but could have far greater im-

pact if the bank were required to issue new put-

table subordinated debt within 90 days. 

Unjustified puts to reduce a bank's stock 

price should have only a temporary effect on a 

bank's operations and may fail to produce for 

the participants gains that exceed their costs. 

Immediate losses would occur to those engaging 

in an unjustified put if they requested redemp-

tion at par on bonds that should be trading 

above par. The gains are not certain because 

stockholders may correctly interpret the put as 

unjustified. Any gains to those demanding re-

demption would come at the expense of the 

banking organization's stockholders and, if an 

option on the stock exists, participants in the 

options markets. These investors will have an 

incentive to determine the underlying rationale 

"A secondary purpose of puttable sub-

ordinated debt is to allow the debt's 

risk premium to provide regulators with 

a signal about the riskiness of different 

institutions; examiners could then be 

allocated to the riskiest depositories." 

for the redemption requests before sell ing their 

stock. Moreover, the bank could significantly 

reduce the potential for many investors to en-

gage in unjustified puts by disclosing the iden-

tity of the parties redeeming their debt. For 

example, the market may significantly discount 

the information content of a redemption de-

mand by an investor who previously engaged in 

unjustified puts. A bank might also counter 

unjustified puts by providing additional infor-

mation on its financial condition or seeking out-

side certification such as a reaffirmation of its 

bond rating. 

The threat of an unjustified put is significantly 

reduced by the requirement in Plank II, Part E, of 

the plan mandating disclosure of any bank ac-

tion made in compliance with the request of a 

puttable subordinated debtholder. This dis-

closure requirement and the potential penalty 

for noncompliance significantly raise the cost of 
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yielding to the threats of subordinated debt-

holders. Furthermore, the threat of an unjus-

tified put is greatest for the smaller institutions 

that face a limited market for their debt, but 

these banks may choose tighter supervision 

rather than maintaining a set amount of put-

table subordinated debt. The large banks could 

ignore the threat at minimal cost because they 

should be able to sell new puttable debt. Thus, 

when the threat of an unjustified put is signifi-

cant, the banks most at risk can avoid issuing the 

puttable subordinated debt. 

This analysis suggests that the likelihood of 

actual and threatened unjustified puts is small. 

Moreover, banks can take a variety of actions 

that will reduce even further the risk of an unjus-

tified put. One method would be to issue more 

puttable subordinated debt than the standards 

"Moreover; were a significant fraction 

of the banking system to become insol-

vent in spite of market pressure, the 

puttable subordinated debt plan would 

force Congress to consider the insol-

vency issue on a timely basis." 

require, thereby increasing the amount that 

must be put back to them before they are sub-

ject to the 90-day requirement. Also, by exercis-

ing some care in the marketing of new debt 

issues of this type, a depository can avoid a 

heavy concentration of sales to individuals and 

organizations that are not long-term investors. 

Banks can also monitor the distribution of their 

outstanding debt. If it is being accumulated by 

potentially threatening parties, the bank may 

wish to place additional puttable subordinated 

debt with trustworthy investors or realign their 

balance sheets to reduce their regulatory re-

quirements for puttable subordinated debt. 

Finally, developing a reputation for adequate 

and timely disclosure of material information 

can reduce the potential that financial markets 

will misinterpret any unjustified puts. 

The Creation of Systemic Problems. A third 

argument against the puttable subordinated 

debt plan is that it could result in a run on the 

banking system. A large fraction of the banking 

system might receive redemption requests in a 

short period of time, or banks thought to be 

receiving redemption requests could incur de-

posit withdrawals. 

In the former case banks may be able to 

demonstrate their solvency to the financial 

markets and hence should be able to issue put-

table subordinated debt within 90 days. The 

banking industry may face a difficult period, but 

the long-term damage from the redemption 

requests—as distinct from the event that trig-

gered the requests—should be minimal. 

Of course, the troubling possibility remains 

that banks will not be able to issue new debt 

within 90 days. However, if within 90 days the 

banking organizations cannot convince the mar-

ket that they are solvent, banks are probably 

either actually insolvent or have so little equity 

capital that the owners would have a strong 

incentive to invest in high-risk assets. Any de-

posit insurance reform proposal would be se-

verely affected by either of these problems. In 

this situation the puttable subordinated debt 

plan is superior to many others because it re-

duces the risk of massive failure. Depositories 

will lose the deposit insurance subsidy to risk 

taking and face strong market pressure to avoid 

taking risks that could result in their failure. 

Moreover, were a significant fraction of the 

banking system to become insolvent in spite of 

market pressure, the puttable subordinated 

debt plan would force Congress to consider the 

insolvency issue on a timely basis. Under the 

current system, Congress can—and did in the 

case of thrifts—refuse for several years to ad-

dress adequately the problem of widespread 

insolvencies at insured depositories. 

The puttable subordinated debt plan would 

pressure Congress into one of three steps: 

• do nothing for 90 days and let a large num-

ber of institutions be closed; 

• pass a bailout program; or 

• suspend the operation of the plan without 

closing banks. 

A bailout program might be costly, but a timely 

bailout will almost certainly cost less than a 

delayed one that allows the losses to accumu-

late. Suspending the plan without closing the 

failed banks would be the worst possible out-
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come, but no plan to handle insolvent banks can 

succeed if Congress will neither let the banks 

fail nor appropriate the funds for a bailout. 

The other risk—that redemption requests by 

subordinated debtholders could spark a de-

posit run—is somewhat reduced by the fact that 

subordinated debtholders are not paid for 90 

days, and, thus, the market may not know that a 

depository faces imminent closure. However, 

any deposit insurance system that both closes 

insolvent banks and provides less than 100 per-

cent deposit insurance is subject to the risk of 

deposit runs since depositors may recall their 

money whenever they think that their funds may 

be lost. Thus, the risk of deposit runs is shared 

by almost all reform proposals. 

One possible response would be to accept 

the potential for bank runs as an additional 

mechanism for disciplining bank risk taking. 

Another response would be to try to reduce the 

risk of runs by increasing the cushion protecting 

depositors, thus lessening depositors' incen-

tives to withdraw funds. To inflate this cushion 

for the puttable subordinated debt plan, the 

minimal level of subordinated debt would be 

raised, whereas in the increased regulation pro-

posal the minimum level of total capital re-

quired for continued operation of the de-

pository would be increased. 

If the risk of deposit runs remained unaccept-

able, institutions could adopt 100 percent de-

posit insurance without significantly elevating 

the risks to the deposit insurance agency. An 

advantage of both the puttable subordinated 

debt plan and the increased regulation plan 

over the current system is that the new plans 

shift virtually all the risk of loss to the banks' 

equityholders and subordinated debtholders. 

Depositors and their insurance agency are not 

expected to bear significant risk. 

Conclusion 

The plan that this article presents is intended 

to provide financial markets with the largest role 

possible consistent with the maintenance of 

existing federal deposit insurance coverage. 

The plan's purpose is to el ¡minate almost all the 

potential for financial institutions' losses that 

the federal government or its agencies would 

have to cover. The principal innovation is to sug-

gest that large banks be required to issue put-

table subordinated debt and that small banks 

have the option of operating under a puttable 

subordinated debt standard. The market would 

have primary responsibility for evaluating the 

solvency and riskiness of banks that issue these 

instruments. Banks that the market judged in-

solvent or too risky would be unable to retain 

their subordinated debtholders and would be 

unable to issue new puttable subordinated 

debt. 

The plan substantially reduces the role of the 

regulators, but their function cannot be elimi-

nated for two reasons. First, the continuation of 

deposit insurance means that the government 

is potentially at risk, and, as long as the risk 

exists, the government must be able to control 

its exposure when the private sector cannot or 

will not act. Second, small banks may face a 

limited market for their subordinated debt. If 

these banks were required to issue subordi-

nated debt, many of them might be driven out of 

business. To avoid this eventuality while mini-

mizing systemic risk, regulators would have to 

play a stepped-up role with small banks. 

The advantages of the puttable subordinated 

debt plan arise from closing banks before their 

capital becomes negative: the risk of loss to the 

insurance agencies is virtually eliminated, and 

banks will become less risky because they will 

lose the deposit insurance subsidy for risky 

activities. This plan has several advantages over 

other methods of implementing timely closure. 

First, the plan provides for a true market test of 

solvency and the time to evaluate adequately a 

bank's condition. Greater flexibility is also pro-

vided to banks, which can minimize the risk of 

negative capital through an optimal combina-

tion of information production, reduced vola-

tility of returns, and increased equity. The plan 

may be superior to market-value accounting in 

that it reduces the risk of a conflict between 

bank safety and foreign policy concerns. The 

regulators would benefit from the reduced bur-

den that this plan would create. Many regulatory 

functions would be assumed largely by the 

financial markets, and banks would subsequently 

benefit from lower examination fees. Society 

overall would benefit from the elimination of 

regulatory forebearance at failing institutions. 

Congress would have to approve of any decision 
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to allow failed institutions to continue in opera-

tion. 

The plan has some potential problems, but 

the difficulties may not be very significant in 

practice. One possible drawback is that the put 

option will be exercised on solvent institutions. 

Banks can reduce the risk of this occurrence by 

issuing bonds with rates that vary with the in-

terest rate environment and the bank's riski-

ness. Banks can also lessen the put incentive by 

pricing the bonds to sell above par. Bond-

holders could demand redemption even if the 

true value of the bonds is above par in an 

attempt to drive down a bank's stock price tem-

porarily. This action may not generate gains in 

excess of the losses from redeeming bonds at 

below market value and in any case would not 

cause long-term disruption to a bank. Bond-

holders could also threaten to put the bonds in 

an attempt to extort higher interest payments or 

some other favor from the bank. However, the 

plan's disclosure requirements would dis-

courage such threats by inhibiting banks from 

complying with them. Another possible prob-

lem is that the exercise of puts could create a 

run on the banking system. However, the plan is 

superior to the current system in that it removes 

the deposit-insurance subsidy to risktakingand 

hence reduces the probability that banks should 

experience financial difficulty. The plan also 

improves on other proposals by forcing the 

closure of problem institutions unless preven-

tive measures are taken by Congress. 

Notes 

'(Hereafter the terms depositories, intermediaries, and 
ban/cswill be used interchangeably in referring to all com-
mercial banks and thrifts. 

2 In theory the three agencies guarantee only $ 100,000 per 
depositor at domestic branches of banks chartered in the 
United States. However, the fact that the agencies typi-
cally try to arrange for the purchase of a failed institution 
by a healthy one, whereby the healthy organization as-
sumes the deposits of the failed organization, results in 
the provision of 100 percent de facto insurance. Moreover, 
failed thrifts typically have few, if any, deposits in excess of 
$100,000. 

3A variety of mechanisms have been proposed for control-
ling bank risk in an environment with deposit insurance. 
These proposals include plans suggested by Benston and 
Kaufman (1988), Ely (1985), England (1985), Kareken 
(1986), Litan (1987), Scott (1989), and the Shadow Financial 
Regulatory Commit tee (1989). The main elements of 
several of these proposals could also be adopted in a sys-
tem without deposit insurance. 

4See Economic Report of the President (1989): 203-04, for a 
recent proposal to reduce deposit insurance coverage. 
The principal economic argument against substantially 
reducing such insurance is that it is needed to stop costly 
bank panics. The literature on this issue is extensive and 
includes the following relatively recent papers: Bernanke 
(1983), Chari and lagannathan (1988), Diamond and Dybvig 
(1983), Gilbert (1988), Goodfriend and King (1988), Gorton 
(1988), Hasan and Dwyer (1988), Humphrey and Keleher 
(1984), Jacklin and Bhattacharya (1988), Kaufman (1987), 
Schwartz (1988), Tallman (1988), and Wall and Petereon 
(forthcoming). 

5The plan presented in this paper would be desirable even 
if the deposit insurance agencies were eliminated. One 
advantage of the proposal's reliance on equity and subor-
dinated debtholders' bearing losses is that these parties 
are less likely to receive an ex post bailout than are 
depositors. Failed banks' creditors may appeal for a 
bailout even if deposit insurance is eliminated. However, 
the government is far more likely to come to the aid of 
unsophisticated depositors who could not achieve ade-
quate diversification than it is to bail out the holders of 
equity and subordinated debt, who are likely to be more 
sophisticated, wealthier, and more diversified. 

6Benston et al. (1986) suggest that subordinated debt-
holders may demand bond covenants that give them the 
right under certain circumstances to take over or close a 
depository. The biggest weakness of this closure method 
is that the covenants cannot cover all contingencies. 

7See Calomiris and Kahn (1988) for a discussion of de-
mandable debt as a way of controll ing bank risk taking. 

8 l f insurance companies bear the risk, they are likely to 
insist on having the right to exercise the put option on the 
subordinated debt. 

9This opt ion could be expanded to allow unaff i l iated 
banks to issue puttable subordinated debt that is the 
joint obligation of all the issuers. An advantage of such a 
proposal is that it would encourage banks to monitor each 
other, an approach that was successful in some pre-Civil 
War state deposit insurance systems, according to Calomi-
ris (1989). Another possible advantage of allowing joint 
issues by unaffil iated banks is that it may permit the 
regulators to require all banks to operate under the put-
table subordinated debt plan. One possible weakness in 
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allowing unaffiliated entities to regulate each other is the 
potential for a substantial reduction in competition. 

I 0A further reason for starting with the risk-based capital 
standards is that doing so would not require the United 
States to renege completely on an international agree-
ment to implement them. Indeed, this proposal could be 
made entirely consistent with the international agree-
ment if the agreement were modif ied to permit all of the 
tier 2 capital requirements to be satisfied by puttable 
subordinated debt. 

11A related issue is that of the effectiveness of firewall, or 
insulating boundaries within corporate structures, in pre-
venting nonbank problems from spil l ing over into bank 
affiliates. The proposal would provide a partial control for 
this risk in that put tab le subordinated debtholders 
would have an incentive to monitor nonbank affiliates to 
the extent they believed that such spillovers were likely. 
However, continued governmental restrictions may be 
desirable to prevent aff i l iates from causing losses in 
excess of a depository's equity and subordinated debt. 

I 2A second option worth considering would be to allow 
deposi tor ies that were in the highest capital ranges 
defined by the regulators to trade off insurance premiums 
and the point at which the banks would close. That is, 
banks that d id not want to be closed with positive capital 
could choose a zero-capital closure point, but these 
banks would be expected to pay substantially higher pre-
miums than those organizations that agreed to be closed 

with positive capital. The trade-off could not be permitted 
after a bank's capital reached too Iowa level since failing 
banks will choose the lowest capital standard permitted 
by the regulators. This opt ion avoids any possible legal or 
political problems associated with closing depositories 
while they retain positive common equity capital. Those 
depositories closed with positive capital under this plan 
would have voluntarily chosen to permit such closure. This 
option may also induce bank managers to signal their 
private information about their bank's risk of failure. 

13Through deposit runs such as the one that occurred at 
Continental Illinois the market can influence the regu-
lators' evaluation. However, bank regulators tend to view 
deposit runs as destabilizing activities that could turn into 
bank panics. 

l 4Had the regulators not accepted this argument, banks 
with very large exposures might have purchased the debt 
in an attempt to support its market price. 

15One regulatory change that would enhance the proposal 's 
effectiveness involves relaxing restrictions on geographic 
and product expansion of depositories. Addit ional diver-
sification could reduce the risk that a single large loss 
would cause a depository to fail. 

16See Garcia and Polakoff (1987) for an empirical analysis of 
the merits of forebearance. 

17Chatfield and Moyer (1986) report that most puttable 
bonds pay a floating rate of interest. 
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