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T h e re  a r e  t im e s  w hen  i t  s e e m s  m o s t  p ro p it io u s  to  e n c o u ra g e  pu b lic  

e x a m in a tio n  and  d is c u s s io n  of i s s u e s  th a t  a f fe c t  o u r  b an k in g  s y s te m  fo r  th e  

p u rp o s e  of s e e in g  w h e th e r  and  how  th in g s  m ig h t b e  im p ro v e d . T h is  w ould  a p p e a r  

to  b e  one  of th o s e  t im e s .  M any b a n k s  th a t  h ad  e n c o u n te re d  d if f ic u l t ie s  in  th e  

p a s t  y e a r  o r  so  s e e m  to  b e  g ra d u a lly  w o rk in g  out of th e m . T h in g s  a r e  lik e ly  

to  b e  b e t t e r  fo r  m o s t  b an k s  d u rin g  th e  b a la n c e  of th is  y e a r  and  n e x t. B oth  ban k  

r e g u la to r s  and  C o n g re s s  a r e  l e s s  p re o c c u p ie d  w ith  e m e rg e n c y  s itu a tio n s  and 

th u s , h o p e fu lly , b e t t e r  a b le  to  v iew  i s s u e s  in  p e r s p e c t iv e .  In  lig h t of a l l  of 

th is ,  I  w ould  lik e  to  d is c u s s  th e  ad eq u a c y  and  f a i r n e s s  of d e p o s it  in s u ra n c e  a s  

i t  e x is t s  to d a y , and  m a k e  a few  p r e l im in a r y  r e m a r k s  ab o u t 100 p e rc e n t  d e p o s it  

in s u ra n c e  a s  one a l te r n a t iv e  to  th e  c u r r e n t  s y s te m .

E x c e p t f o r  o c c a s io n a l  in c r e a s e s  in  th e  l im i ts  of d e p o s it  in s u r a n c e  c o v e r 

ag e , th e r e  h a s  n o t b e e n  any fu n d a m e n ta l ch an g e  in  o u r  s y s te m  of f e d e r a l  d e p o s it  

in s u ra n c e  s in c e  th e  b eg in n in g  of th e  F D IC . W hile I a m  f a r  f r o m  d is s a t i s f ie d  

w ith  o u r  p r e s e n t  d e p o s it  in s u ra n c e  s y s te m , th e r e  a r e  s e v e r a l  r e a s o n s  fo r  

r a is in g  th e  i s s u e  of ch an g e  of th e  s y s te m  a t th is  t im e  - - i f  th e  m e r e  p a s s a g e  

of so m e  fo r ty -o d d  y e a r s  i s  no t s u ff ic ie n t in  i t s e l f .

F i r s t ,  th e  H unt C o m m is s io n  m a d e  s u g g e s tio n s  f o r  ch an g e  th a t  r e la te  to  

d e p o s it  in s u r a n c e ,  b u t none of th e  C o m m is s io n ’s re c o m m e n d a tio n s  in  th a t  

a r e a  found t h e i r  w ay  in to  th e  le g is la t io n  th e  C o n g re s s  h a s  re c e n t ly  c o n s id e re d . 

N e ith e r  h a v e  o th e r  p o s s ib le  c h a n g e s , am o n g  w h ich  w as 100 p e rc e n t  d e p o s it  

in s u ra n c e ,  w h ich  th e  C o m m is s io n  c o n s id e re d  b u t r e je c te d .  T h e se  i s s u e s  have  

th e re b y  e s c a p e d  th e  p u b lic  a tte n tio n  and  d is c u s s io n  w h ich  th e  le g is la t iv e  p r o c e s s

a lw ay s p ro v id e s .
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F u r th e r ,  d e p o s it  in s u r a n c e  i s  o b v io u sly  lin k e d  to  b an k  f a i lu r e s ,  and 

so m e  r e c e n t  f a i lu r e s  a r e  d if f e r e n t  enough  f r o m  e a r l i e r  o n es  to  r e q u i r e  r e c o n 

s id e r a t io n  of o u r  u n sp o k e n  p r e m is e s .  F o r  m o s t  of th e  l if e  of th e  FD IC  bank  

f a i lu r e s  h a v e  in v o lv ed  r e la t iv e ly  s m a l l  b a n k s . F r o m  th e  b eg in n in g  of th e  

C o rp o ra t io n  in  1934 th ro u g h  1970, on ly  one in s u r e d  b an k  w h ich  fa ile d  h ad  

o v e r  $50 m il l io n  in  d e p o s i t s ,  and  a lm o s t  a l l  of th e m  w e r e  u n d e r  $5 m il l io n  

in  d e p o s i t s .  T h e  n u m b e r  of d e p o s i to r s  and d o l la r  am o u n t of d e p o s its  in  any 

f a i lu r e ,  th e r e f o r e ,  w e re  q u ite  s m a l l .  In ju s t  th e  l a s t  s ix  y e a r s ,  h o w e v e r , 

w e h a v e  s e e n  f a i lu r e s  of so m e  v e ry  la r g e  b a n k s , in c lu d in g  tw o  o v e r  $1 b illio n  

in  d e p o s i t s ,  tw o of $100 m il l io n  to  $500 m il l io n  and  f iv e  b e tw ee n  $50 and  $100 

m il l io n . E v en  th o u g h  b a n k s  g e n e ra l ly  h a v e  g ro w n  d r a m a t ic a l ly  in  s iz e ,  * the  

n u m b e r  of d e p o s i to r s  a ffe c te d  by  r e c e n t  f a i lu r e s  h a s  g ro w n  re la t iv e ly  a s  w e ll 

a s  a b so lu te ly .

F in a lly , th e  a p p ro p r ia te  ro le  of th e  FD IC  and  o th e r  b an k  a g e n c ie s  in  

b an k  s u p e r v is io n  h a s  b e e n  r a i s e d  in  a  n u m b e r  of w ay s  r e c e n t ly ,  and  I  b e lie v e  

i t  i s  a p p r o p r ia te  to  re v ie w  th e  v a ry in g  fu n c tio n s  of th e  C o rp o ra t io n , in c lu d in g  

i t s  ro le  a s  an  i n s u r e r ,  in  so m e  d ep th .

T o d ay  I p la n  to  d is c u s s  th e  a d e q u a c y ’and  f a i r n e s s  of th e  c u r r e n t  d e p o sit 

in s u r a n c e  s y s te m , in  p a r t  by  d e s c r ib in g  how  th e  FD IC  d e a ls  w ith  b an k  fa i lu re s  

and  th e  b a s i s  f o r  o u r  d e c is io n s .  I  w ill  th e n  b r ie f ly  c o n s id e r  th e  r a t io n a le  fo r  

th e  one a l te r n a t iv e  n o rm a lly  su g g e s te d  - -  100 p e rc e n t  d e p o s it  in s u r a n c e .  In

¥  In  1956, a  $500 m il l io n  d e p o s it  ban k  w ould  h a v e  b e e n  th e  42nd l a r g e s t  bank 
in  th e  U. S. , and  a b i l l io n  d o l la r  b an k  w ould  h a v e  b e e n  th e  18 th  l a r g e s t .  As of 
Ju n e  30 , 1976, a  $500 m il l io n  b an k  w ould  b e  on ly  th e  186th  l a r g e s t ,  and  a 
b il l io n  d o l la r  b an k  on ly  th e  89 th  l a r g e s t .
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o th e r  sch e d u le d  s p e e c h e s  o v e r  th e  n ex t s e v e r a l  w e e k s , I  in te n d  to  e x p lo re  

m o r e  th o ro u g h ly  th e  a rg u m e n ts  and  im p lic a t io n s  n o t on ly  of 100 p e rc e n t  

d e p o s it  in s u r a n c e ,  b u t a ls o  of o th e r  a l te r n a t iv e s  to  th e  p r e s e n t  s y s te m .

It i s  n o t th e  p r e s e n t  in te n tio n  of th e  FD IC  to  p ro p o s e  su ch  le g is la t io n , 

n o r  do I  w is h  to  le a v e  th e  im p r e s s io n  th a t  th e  C o rp o ra t io n  w ould  f a v o r  su ch  

le g is la t io n  if  i t  w e re  p ro p o s e d  a t th e  p r e s e n t  t im e . B ut we do p la n  to  re v ie w  

a l l  th e  i s s u e s  s u r ro u n d in g  th e  m a t t e r  a s  w e ll a s  o th e r s  b a s ic  to  th e  FD IC .

T he b a s ic  p u rp o s e  of d e p o s it  in s u r a n c e  is  to  p ro te c t  th e  b an k in g  s y s te m  

a g a in s t  d e s t r u c t iv e  ru n s  on d e p o s its  a s  w e ll a s  to  p r o te c t  th e  d e p o s i to r s  

th e m s e lv e s .  W ith r e s p e c t  to  th e  l a t t e r ,  m o s t  d e p o s i to r s  h av e  f a r e d  e x tre m e ly  

w e ll in  th e  519 in s u r e d  b a n k s  w h ich  w e re  c lo s e d  s in c e  th e  e s ta b l is h m e n t  of th e  

F e d e r a l  D e p o s it In s u ra n c e  C o rp o ra t io n , A bout 9 9 .8  p e rc e n t  of a l l  d e p o s i to r s ,  

la r g e  o r  s m a l l ,  fu lly  r e c o v e r e d  th e i r  d e p o s its  a lm o s t  im m e d ia te ly , w ith  only  

o n e - te n th  of one p e rc e n t  h av in g  to  w a it f o r  th e  l iq u id a tio n  of b an k  a s s e t s .  And 

le s s  th a n  5, 000 ou t of n e a r ly  3 m il l io n  d e p o s i to r s  a r e  e x p e c te d  to  e x p e r ie n c e  

any d e p o s it  lo s s  a t  a l l .  Out of $4 b il l io n  in  d e p o s its  a t  fa ile d  b a n k s  th ro u g h  

1975, a p p ro x im a te ly  $267 m il l io n  w as lo s t  o r  i s  e x p e c te d  to  b e  lo s t .  Of th is  

am o u n t, u n p ro te c te d  d e p o s i to r s  s to o d  to  lo s e  ab o u t $13 m il l io n , th e  C o r p o r a 

tio n  a b so rb in g  th e  r e m a in d e r .  T h e s e  lo s s  f ig u r e s  do n o t ta k e  a cc o u n t of 

fo re g o n e  in t e r e s t  in  s i tu a t io n s  w h e re  r e c o v e r ie s  h a v e  r e q u ir e d  ex ten d ed  

p e r io d s  of t im e . If w e ta k e  th is  in to  a c c o u n t, ev en  u s in g  m o d e s t  in te r e s t  

r a te  le v e ls  f o r  th is  p u rp o s e , lo s s e s  on an  o p p o r tu n i ty -c o s t  b a s is  w ould  b e  

a p p ro x im a te ly  50 p e rc e n t  g r e a t e r  th a n  th e  f ig u r e s  I  h a v e  c ite d . In  v iew  of 

th e  n u m b e r  of y e a r s  in v o lv ed  and  th e  v o lu m e  of d e p o s its ,  m o s t  w ould  a g re e  

th a t lo s s e s  of th is  m a g n itu d e  a r e  no t s u b s ta n t ia l .
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T he h ig h  r e c o v e r y  r a te  fo r  d e p o s i to r s  i s  a t t r ib u ta b le  a t  l e a s t  in  p a r t  

to  th e  fa c t  th a t  $9 ou t of e v e ry  $10 in  d e p o s its  w e re  in  b an k  f a i lu r e s  w h ich  

w e re  h a n d le d  b y  p u rc h a s e  and  a s s u m p tio n  t r a n s a c t io n s  in  w h ich  th e  FD IC  

p ro v id e d  a s s i s ta n c e  e n ab lin g  a n o th e r  b an k  to  a s s u m e  th e  fa ile d  b a n k 's  

l i a b i l i t i e s .  T h is  a r r a n g e m e n t  p ro v id e s , in  e ffe c t , 100 p e rc e n t  in s u ra n c e  

to  u n in s u re d  d e p o s i to r s  and g e n e r a l  c r e d i to r s  a s  w e ll a s  to  FD IC  in s u re d  

d e p o s i to r s .  If one o r  m o r e  of th e  l a r g e  bank  f a i lu r e s  (U nited  S ta te s  N a tio n a l 

B ank o r  F r a n k l in  N a tio n a l B ank, fo r  e x am p le ) h ad  b e e n  p a id  off, th e  n u m b e r  

of d e p o s i to r s  n o t h av in g  de fa c to  100 p e rc e n t  in s u ra n c e  w ould  h a v e  b e e n  s u b 

s ta n t ia l ly  l a r g e r .

H o w ev e r, ev en  in  b a n k s  w h ich  w e re  h a n d led  by  a payoff of in s u re d  

d e p o s i ts ,  m o r e  th a n  99 p e rc e n t  of th e  d e p o s i to r s  a r e  a s s u r e d  of p a y m en t 

in  fu l l  and  m o r e  th a n  98 p e rc e n t  of a l l  d e p o s its  (in d o l la r s )  a r e  e x p e c te d  to  

be  r e c o v e re d .  In s u ra n c e  c o v e re d  ab o u t 70 p e rc e n t  of th e s e  d e p o s i ts ,  and  

a n o th e r  16 p e rc e n t  w e re  p ro te c te d  v ia  p led g ed  a s s e t s ,  p r e f e r e n c e ,  o r  lo a n  

o f f s e ts ;  a s  in  a p u rc h a s e  and  a s s u m p tio n , th e s e  d e p o s its  w e re  m a d e  a v a i l 

a b le  to  d e p o s i to r s  a lm o s t  im m e d ia te ly .

B ut th e  c o n se q u e n c e s  of a payoff to  in d iv id u a l d e p o s i to r s  who h e ld  th e  

re m a in in g  14 p e r c e n t  of th e  e x c e s s  d e p o s its  w e re  n o t q u ite  so  fa v o ra b le . 

A lthough  o n e - th i r d  of th e s e  d e p o s i to r s  h av e  h i s to r ic a l ly  r e c o v e re d  th e i r  

d e p o s its  in  fu l l ,  in  a ty p ic a l  p ay o u t, th e  d e p o s i to r s  w ho a r e  n o t fu lly  in s u re d  

h a v e  lo s t  ab o u t 12 p e rc e n t  of t h e i r  in d iv id u a l d e p o s i ts .  In  a d d itio n , th e s e  

d e p o s i to r s ,  in c lu d in g  th o s e  w ho a r e  lu ck y  enough to  r e c o v e r  in  fu ll , m u s t  

fo re g o  in t e r e s t  on th e  r e c o v e r a b le  p o r tio n  of t h e i r  d e p o s its  w h ile  w a itin g
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fo r  th e  b a n k 's  a s s e t s  to  b e  l iq u id a te d . In  m a n y  in s ta n c e s ,  th e  fo re g o n e  

in t e r e s t  h a s  b e e n  c o n s id e ra b le  and , a s  I h a v e  s u g g e s te d , m a y  eq u a l o n e -h a lf  

of th e  lo s s e s  of p r in c ip a l  in c u r r e d .

T he d e p o s i to r s  c au g h t in  th is  s i tu a tio n  c o m p r is e  a m ix e d  g ro u p , and 

a g ro u p  th a t  to  a g r e a t  e x te n t in c lu d e s  d e p o s i to r s  th a t  w ould  h a v e  to  be  

am ong  th e  m o r e  s o p h is t ic a te d  an d  k n o w le d g ea b le  ab o u t th e  c o n d itio n  of a  b an k . 

S av ings and  lo a n  a s s o c ia t io n s  a c c o u n te d  f o r  c lo s e  to  o n e - th i rd  of th e  to ta l  of 

th e s e  d e p o s i t s .  T h e  n e x t l a r g e s t  am o u n t w as h e ld  by in d iv id u a ls , fo llo w ed  by 

n o n fin a n c ia l c o r p o r a t io n s ,  c r e d i t  u n io n s , p u b lic  e n ti t ie s  and  b a n k s , in  th a t  

o r d e r .

In  a  d e p o s it  payo ff, b a la n c e s  in  s e c u re d  and  p r e f e r r e d  d e p o s i t s ,  a s  w e ll 

a s  in s u r e d  d e p o s i t s ,  a r e  p a id  o v e r  to  t h e i r  o w n e rs , u s u a lly  b e g in n in g  f iv e  to  

sev e n  d ay s  fo llo w in g  th e  c lo s in g  of th e  bank , f o r  w h ich  th e  C o rp o ra t io n  r e c e iv e s  

th e  s u b ro g a te d  c la im s  of th e s e  o w n e rs  a g a in s t  th e  b a n k 's  a s s e t s .  O w n ers  of 

u n in s u re d  d e p o s its  h av in g  any  in d e b te d n e s s  to  th e  b an k  a ls o  m a y  r e q u e s t  to  

h av e  t h e i r  lo a n s  o ff se t  a g a in s t  t h e i r  d e p o s it  b a la n c e s .  B oth  th e  C o rp o ra t io n  

and u n in s u re d  h o ld e r s  of e x c e s s  d e p o s its  no t p ro te c te d  b y  th e  fo re g o in g  f e a tu r e s  

m u s t  a w a it r e c o v e ry  on t h e i r  c la im s  f r o m  an  o fte n  le n g th y  l iq u id a tio n  of th e  

b a n k 's  a s s e t s  and  m u s t  b e a r  a p ro  r a ta  s h a r e  of any  lo s s  th a t  e n s u e s .

In a  p u rc h a s e  and  a s s u m p tio n , th e  a c q u ir in g  b an k  a s s u m e s  a l l  th e  

d e p o s it  l ia b i l i t i e s  of th e  fa ile d  b an k  e n su r in g  l i t t l e  o r  no d is ru p t io n  in  b an k in g  

s e r v ic e s  to  th e  co m m u n ity  and  p ro v id in g  fu ll  p ro te c t io n  to  b o th  in s u r e d  and 

u n in s u re d  d e p o s i to r s  a l ik e . To th e  e x te n t th a t  th e  in i t ia l  t r a n s i t io n  a ls o  in v o lv e s
i

l i t t l e  c h an g e  in  p e r s o n n e l  and  f a c i l i t i e s ,  th e  t r a n s a c t io n  is  a ls o  l ik e ly  to
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m in im iz e  any  s e c o n d a ry  re a c t io n s  a ffe c tin g  th e  p u b l ic 's  co n fid e n ce  in  th e  

b an k in g  s y s te m . W h ere  r e la t iv e ly  l a r g e  b a n k s  a r e  in v o lv ed  o r  w h e re  th e  

f a i lu r e  c o in c id e s  w ith  u n c e r ta in ty  in  f in a n c ia l  m a r k e t s ,  th is  c o n fid e n c e  f a c to r  

i s  one  th a t  sh o u ld  n o t b e  m in im iz e d .

If th e  a c q u ir in g  b an k  a c q u ir e s  o r  p u rc h a s e s  a  s u b s ta n t ia l  am o u n t of 

a s s e t s ,  th is  n o t on ly  f a c i l i ta te s  th e  d is p o s i t io n  of th e  a s s e t s  f o r  FD IC  b u t a lso  

i s  c o n s is te n t  w ith  m a in ta in in g  th e  e s ta b l is h e d  b an k in g  r e la t io n s h ip  b e tw e e n  

lo a n s  and d e p o s its  w h ich  i s  n e c e s s a r i ly  s e v e re d  in  a payo ff. In  re c o g n itio n  

of th e  v a lu e  of a c q u ir in g  a going b u s in e s s ,  th e  a s s u m in g  b a n k s  w ill  u s u a lly  

pay  a p re m iu m  f o r  th e  a s s e t s  and d e p o s its  of th e  fa i le d  b a n k , th u s  re d u c in g  

th e  n e t lo s s  r e s u l t in g  f r o m  th e  ban k  f a i lu r e .  In e ffe c t th e  FD IC  is  a b le  to  

r e c o v e r ,  f o r  th e  b e n e f it  of c r e d i to r s  and  s h a r e h o ld e r s ,  a "go ing  b u s in e s s "  

v a lu e  o r  g oodw ill f r o m  th e  fa ile d  b an k . In  c o n t r a s t ,  th e  n e c e s s a r y  t r a n s f e r  

of d e p o s its  to  o th e r  b a n k s  by  in d iv id u a l d e p o s i to r s  fo llo w in g  a payoff co m m an d s  

no su ch  s p e c ia l  p r ic e  f r o m  th e  r e c ip ie n t  b a n k s .

D e sp ite  th e s e  a d v a n ta g e s , i t  h a s  n o t a lw ay s  b e e n  p o s s ib le  f o r  th e  FD IC 

to  a r r a n g e  a  p u rc h a s e  and  a s s u m p tio n . S ince  J a n u a ry  1, 1971, f o r  e x a m p le , 

p u rc h a s e  and  a s s u m p tio n s  co u ld  no t be  a r r a n g e d  in  15 of th e  40 b a n k s  th a t  

c lo s e d . In u n it  b an k in g  s ta t e s ,  i t  m a y  b e  im p o s s ib le  to  fin d  a n e a r b y  bank  

th a t  is  in t e r e s t e d  o r  in  a  p o s it io n  to  a c q u ir e  th e  fa ile d  b an k . S ince  th e  o ffice  

of th e  fa i le d  b an k  m u s t  b e  c lo s e d , th e  p o te n tia l  p u rc h a s in g  b an k  c an n o t be  

s u r e  of r e ta in in g  th e  b u lk  of th e  fa i le d  b a n k 's  b u s in e s s .  S im ila r ly , in  u n it  

b an k in g  s ta te s  o r  s ta te s  in  w h ich  b ra n c h in g  s ta tu te s  a r e  r e s t r i c t i v e ,  o th e rw ise  

s u i ta b le  b a n k s  lo c a te d  e ls e w h e re  in  th e  s ta te  can n o t ev en  b e  c o n s id e re d .
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E v en  in  u n it  b an k  o r  r e s t r i c t e d  b ra n c h in g  s ta te s  w h e re  m u ltib a n k  h o ld in g  

c o m p a n ie s  a r e  p e rm it te d ,  th e  c o s t  o r  c o m p le x it ie s  of e s ta b lis h in g  a n o th e r  

ban k  (as o p p o sed  to  a b ra n c h )  m a y  b e  enough  g r e a t e r  a s  to  m a k e  th e  a c q u is i 

tio n  of th e  d e fu n c t bank  u n p ro f i ta b le . Of th e  13 pay o ffs  s in c e  J a n u a ry  1, 1971, 

a l l  of th e m  h a v e  b e e n  in  s ta te s  w h ich  a t  th e  t im e  of f a i lu r e  h ad  e i th e r  u n it 

b an k in g  o r  l im ite d  b ra n c h in g  la w s .

E v en  in  fu ll  b ra n c h in g  s ta t e s ,  h o w e v e r , i t  m a y  be  th a t  th e  m a r k e t  s e rv e d  

by th e  d e fu n c t b an k  s im p ly  h a s  in s u f f ic ie n t  v a lu e  to  a t t r a c t  th e  i n t e r e s t  of any  

ban k  la r g e  enough to  m a n a g e  th e  a s s e t s  and  l i a b i l i t i e s .

In  o r d e r  to  m a k e  th e  p u rc h a s e  and  a s s u m p tio n  t r a n s a c t io n  a t t r a c t iv e  to  

p o te n tia l ta k e o v e r  b a n k s , th e  FD IC  in d e m n if ie s  th a t  b an k  a g a in s t  unknow n 

l ia b i l i t i e s  th a t  m a y  s u r f a c e  a f te r  th e  ta k e o v e r .  T h a t in d e m n ity  is  one g iv en  

by  th e  C o rp o ra t io n  in  i t s  r o le  a s  a  C o rp o ra t io n , n o t in  i t s  ro le  a s  a r e c e iv e r ,  

and th e r e f o r e  is  n o t l im ite d  by th e  e s ta te  of th e  fa i le d  b an k , b u t r a th e r  is  

s u p p o rte d  by th e  d e p o s it  in s u r a n c e  fund . In  c a s e s  of f r a u d , th e  c o n se q u e n c e s  

m a y  b e  so  s e v e r e  a s  to  c o n v in ce  th e  C o rp o ra t io n  th a t  g ra n tin g  su ch  an in d e m n ity  

to  th e  a c q u ir in g  bank  m a y  in v o lv e  to o  m u c h  r i s k  to  th e  in s u ra n c e  fund . M o re  

s p e c if ic a l ly , s in c e  th e  C o rp o ra t io n  is  p e rm it te d  u n d e r  S ec tio n  13(e) of th e  

s ta tu te  to  a s s i s t  in  a p u rc h a s e  and  a s s u m p tio n  t r a n s a c t io n  on ly  if  do ing  so  w ill 

re d u c e  th e  r i s k  o r  a v e r t  a th r e a te n e d  lo s s "  to  th e  C o rp o ra t io n  ( in te r p r e te d  

o v e r  t im e  by th e  C o rp o ra t io n  to  m e a n  "on ly  if  i t s  c h e a p e r " )  if  th e  a s s e t s  and 

co n tin g e n t l ia b i l i t i e s  of th e  c lo s e d  b an k  a r e  to o  i l l - d e f in e d  f o r  th e  C o rp o ra t io n  

to  m a k e  a r e a s o n a b le  e s t im a te  of th e  c o m p a ra t iv e  c o s ts  of an  a s s u m p tio n  

v e r s u s  a p ay o ff, i t  m a y  n o t do so . D e sp ite  o u r  c a r e ,  u n d e r  su ch  u n c e r ta in
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c o n d itio n s  th e  C o rp o ra t io n  p ro b a b ly  h a s  e r r e d  on b o th  s id e s ,  o p ting  f o r  a 

p ay o u t in  so m e  in s ta n c e s  of f r a u d  o r  e m b e z z le m e n t w hen  su b se q u e n t d e v e lo p 

m e n ts  s u g g e s te d  th a t  a p u rc h a s e  and  a s s u m p tio n  t r a n s a c t io n  w ould  h a v e  b een  

l e s s  c o s t ly  an d , in  a few  in s ta n c e s ,  op ting  f o r  a p u rc h a s e  and  a s s u m p tio n  

w h ich  l a t e r  p ro v e d  to  in v o lv e  c o n s id e ra b ly  m o r e  l ia b i l i t i e s  o r  w o r th le s s  

a s s e t s  th a n  e x p e c te d .

In s e v e r a l  r e c e n t  ban k  f a i lu r e s  FD IC  h a s  co n c lu d ed  th a t  i t  w as  n e c e s s a ry  

to  e x c lu d e  f r o m  a s s u m p tio n  co n tin g e n t and  s u s p e c te d  c la im s  in  o r d e r  to  d e t e r 

m in e  th a t  th e  p u rc h a s e  and  a s s u m p tio n  w as  c h e a p e r .  We b e lie v e  w e h a v e  the  

p o w er to  do th a t .  B ut th a t  d e te r m in a t io n  is  b e in g  c h a lle n g e d  in  c o u r t .  If the  

c la im a n ts  p re v a i l ,  u n d e r  o u r  p r e s e n t  s ta tu e  i t  m a y  b e  d if f ic u lt  to  a r r a n g e  a 

p u rc h a s e  and  a s s u m p tio n  w h e re  w e a r e  u n a b le  to  d e fin e  th e  l ia b i l i t i e s  of th e  

b an k  on th e  d a te  i t  c lo s e s .

E v en  in  b an k  f a i lu r e s  n o t b e s e t  by  e m b e z z le m e n t o r  w ro n g d o in g , how 

e v e r ,  th e r e  a r e  s t i l l  m a n y  u n c e r ta in t ie s  c o n c e rn in g  th e  f in a n c ia l  s ta tu s  of the 

c lo se d  b an k  and  th e  p o s s ib le  o u tc o m e  fo llo w in g  c lo s u r e .  S ince  1951, th e  

C o rp o ra t io n  h a s  a tte m p te d  to  m a k e  in fo rm e d  c o s t  e s t im a te s  in  a c c o rd a n c e  w ith 

s ta tu to ry  r e q u ir e m e n ts  to  c h o o se  th e  m o s t ’e c o n o m ic a l a l te r n a t iv e .  U n d er the 

m e th o d  u s e d , w e f i r s t  e s t im a te  th e  in s u r e d  and  u n in s u re d  s h a r e s  of th e  expected  

l o s s .  T h e  C o rp o ra t io n  a s s u m e s  th e  fu ll  lo s s  in  an  a s s u m p tio n  and  on ly  th e  

in s u re d  s h a r e  of th e  lo s s  in  a p ay o u t. T h u s , th e  d if f e r e n c e  in  th e s e  tw o fig u res  

— r e p r e s e n te d  by  th e  u n in s u re d  s h a r e  of th e  lo s s  — d e te r m in e s  th e  ad d itio n a l 

c o s t  to  th e  C o rp o ra t io n  of a n  a s s u m p tio n . F r o m  th e  re s u l t in g  f ig u r e ,  w e a lso  g  

u s u a lly  s u b t r a c t  th e  a d m in is t r a t iv e  c o s ts  of d is t r ib u t in g  d e p o s it  b a la n c e s  to
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in s u re d  d e p o s i to r s  - -  c o s ts ,  w h ich  a r e  in c u r r e d  in  a pay o u t b u t n o t in  an  

a s s u m p tio n . T h e  re m a in in g  d if f e r e n c e  m u s t  b e  m a d e  up in  so m e  m a n n e r  

in  o r d e r  f o r  th e  C o rp o ra t io n  to  ju s t i fy  a p u rc h a s e  and  a s s u m p tio n  on a c o s t  

b a s i s .  T y p ic a lly , th is  i s  done  by  a p re m iu m  p a id  by  th e  a c q u ir in g  bank  w h ich  

a s s u m e s  th e  l i a b i l i t i e s  and  c e r t a in  of th e  a s s e t s  of th e  fa i le d  b an k . The 

p re m iu m  o ffe re d  i s  u s u a lly  d e te rm in e d  th ro u g h  c lo s e d  b id s  s u b m itte d  by 

p o te n tia l  b u y e rs  - -  u s u a l ly ,  b u t n o t a lw a y s , e x is t in g  b a n k s  o r  ban k  h o ld in g  

c o m p a n ie s .

In  p r a c t ic e ,  th e  a s s u m in g  b an k  u s u a lly  d o e s  no t ta k e  o v e r  a l l  of th e  

a s s e t s  of th e  f a i le d  b an k . M any of th o s e  a r e  of su ch  p o o r  q u a lity  th a t  w e do 

no t w an t to  w eak en  th e  ta k e o v e r  b an k  by  re q u ir in g  i t  to  ta k e  th e m . T h e s e  

a r e  ta k e n  o v e r  by  th e  FD IC  w h ich  th e n  p ro v id e s  c a s h  to  m a k e  up  th e  d if f e r e n c e  

b e tw e e n  a s s e t s  p u rc h a s e d  and  l ia b i l i t i e s  a s s u m e d  ( le s s ,  of c o u r s e ,  th e  p re m iu m  

pa id ).

F o r  e x a m p le , a s s u m e  a b an k  f a i ls  w ith  d e p o s its  and  n o n su b o rd in a te d  

l ia b i l i t i e s  of $100 m il l io n  and  of th is  to ta l  $75 m il l io n  (75 p e rc e n t)  i s  in s u re d  

d e p o s i ts .  A n tic ip a te d  lo s s e s  a r e  p ro je c te d  a t $20 m ill io n . In  a payo ff, 

u n in s u re d  d e p o s i to r s  and  o th e r  c r e d i to r s  w ould  a b s o rb  25 p e rc e n t  of th e  lo s s ,  

o r  $5 m il l io n .  In  a p u rc h a s e  and  a s s u m p tio n , a s s u m in g  th e  FD IC  b u y s  b a ck  

a l l  q u e s t io n a b le  a s s e t s ,  a l l  lo s s e s  w ould  b e  a b s o rb e d  by th e  FD IC . T h u s , an  

a c q u ir in g  b an k  w ould  h a v e  to  b id  a t  l e a s t  a  $5 m il l io n  p re m iu m  ( le s s  th e  

sav in g  to  th e  FD IC  of av o id in g  th e  c o s t  of pay ing  in s u r e d  d e p o s i to r s  in  a 

payoff) to  ju s t i fy  th e  t r a n s a c t io n  on a c o s t  b a s i s .
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S ince  O c to b e r  of 1974, fo llo w in g  an  an n o u n ce m e n t to  th a t  e ffe c t by th e n  

C h a irm a n  W ille , th e  FD IC  h a s  m a d e  a s p e c ia l  e f fo r t  in  a l l  f a i lu r e s  to  a r r a n g e  

a p u rc h a s e  and  a s s u m p tio n  t r a n s a c t io n ,  in c lu d in g  d e v e lo p in g  and  u s in g  th e  

c o n ce p t of an  " a l l  c a s h "  o r  " c le a n  b a n k "  t r a n s a c t io n ,  one in  w h ich  th e  C o rp o 

ra t io n  d e l iv e r s  to  th e  ta k e o v e r  b an k  c a s h  eq u a l to  th e  l ia b i l i t i e s  a s s u m e d  le s s  

th e  p re m iu m . S ince  th a t  t im e , on ly  4 of th e  24 b an k s  w h ich  h av e  fa i le d  h ave  

b e e n  h a n d le d  by  a payoff r a th e r  th a n  a p u rc h a s e  and  a s s u m p tio n  t r a n s a c t io n .  

T h e s e  fo u r  b a n k s  w e re  e a c h  u n d e r  $20 m ill io n  in  d e p o s its  w hen  th e y  fa ile d .

A s I h av e  s u g g e s te d , i t  is  th e  p r e f e r r e d  m e th o d  fo r  r e a s o n s  o th e r  th a n  c o s t , 

and one m ig h t e x p e c t th a t  th is  m ig h t le a d  u s  to  fu dge  o u r  c o s t  e s t im a te s  in  

fa v o r  of a p u rc h a s e  and  a s s u m p tio n . H o w ev e r, th a t  d o es  n o t s e e m  to  h av e  

b e e n  th e  c a s e .  In  f a c t ,  a r e c e n t  re v ie w  of o u r  m e th o d  of c a lc u la tin g  c o m 

p a ra t iv e  c o s ts  r e v e a le d  th a t  so m e  a d d itio n a l c o n s id e ra t io n s  sho u ld  p r o p e r ly  

be  ta k e n  in to  a c c o u n t w h ich  w ould  s ig n if ic a n tly  im p ro v e  th e  r e la t iv e  c o s t  s ta tu s  

of a s s u m p tio n s  so  th a t  in  ev en  m o re  c a s e s  th a n  now th e y  w ould  b e  le s s  c o s tly  

to  FD IC  th a n  p a y o ffs , e v en  if  th e  p re m iu m  b id s  w e re  to  f a l l  s h o r t  of th e  

u n in s u re d  d e p o s i to r s ' s h a r e  of th e  lo s s  a s  c u r r e n t ly  c a lc u la te d .

D ep en d in g  on how  long  a b an k  is  know n o r  s u s p e c te d  to  b e  in  t ro u b le  

b e fo re  b e in g  c lo s e d , th e r e  i s  a s tro n g  lik e lih o o d  th a t  a s ig n if ic a n t n u m b e r  of 

u n in s u re d  d e p o s i to r s ,  e s p e c ia l ly  th o s e  h o ld in g  s iz a b le  d e m an d  d e p o s i ts ,  w ill 

h a v e  w ith d ra w n  th e  ex p o se d  p o r tio n  of th e i r  d e p o s i t s ,  le a v in g  b a la n c e s  th a t 

to  a c o n s id e ra b le  e x te n t a r e  p ro te c te d  f r o m  any  lo s s  by  p r e f e r r e d  s ta tu s ,  

p led g ed  a s s e t s  o r  o f f s e ta b le  lo a n s . T h e  l a t t e r  h ad  n o t f ig u re d  in  o u r  c a lc u 

la tio n s  u n til  e x a m in a tio n  of th e  F r a n k l in  N a tio n a l B ank f a i lu r e  show ed  how
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s ig n if ic a n t a f a c to r  o f f s e ts  co u ld  b e , p a r t i c u la r ly  in  a la rg e -b a n k  f a i lu r e .

We e s t im a te  th a t  ab o u t th r e e - f o u r th s  of th e  u n in s u re d  d em an d  d e p o s its  and 

o n e - th i rd  of a l l  u n in s u re d  d o m e s tic  d e p o s its  re m a in in g  a t F r a n k l in  a t th e  t im e  

i t  c lo s e d  w e re  p ro te c te d  by  lo a n  o f f s e ts .  On th is  b a s i s ,  th e  p re m iu m  re q u ire d  

to  ju s t i fy  a r ra n g in g  a p u rc h a s e  and  a s s u m p tio n  r a th e r  th a n  pay ing  off in s u re d  

d e p o s i to r s  w as n e a r ly  o n e - th i rd  s m a l le r  th a n  th e  am o u n t e s t im a te d  by ig n o rin g  

o f f s e ts .

W h ere  th e r e  is  s u ff ic ie n t t im e  and  th e  s ta k e s  a r e  r e la t iv e ly  h ig h , w e 

h av e  t r i e d  to  s t r u c tu r e  th e  t r a n s a c t io n  so th a t  th e  a c q u ir in g  b an k  ta k e s  a 

c o n s id e ra b le  p o r tio n  of th e  a s s e t s  of th e  fa ile d  b an k . T h is  b o th  p u ts  

in d iv id u a l b o r r o w e r s  in  m u c h  b e t t e r  p o s it io n  th a n  th e y  w ould  b e  if  t h e i r  

lo a n s  w e re  le f t  in  th e  r e c e i v e r 's  h a n d s , and d is r u p ts  th e  co m m u n ity  l e s s .

In a d d itio n , i t  m in im iz e s  th e  F D IC 's  c a s h  o u tlay  and  fo re g o n e  in te r e s t ,  and 

te n d s  to  re d u c e  o u r  lo s s e s  on c o lle c t io n s  a s  w e ll a s  l iq u id a tio n  e x p e n s e s .

O ur l iq u id a to r s  a r e  sk il le d  p ro f e s s io n a ls  who do an  e x c e lle n t job  of 

c o lle c tin g  on th e  a s s e t s  of c lo se d  b a n k s . N e v e r th e le s s ,  in  m an y  in s ta n c e s  

an  a c q u ir in g  b an k  h a s  a d v a n ta g e s  in  lo a n  c o lle c t io n  c o m p a re d  w ith  th e  FD IC  

a c tin g  a s  r e c e iv e r .  W h ere  lo a n s  a r e  c u r r e n t  and  a s s o c ia te d  w ith  a d e p o s it  

re la t io n s h ip ,  th e y  a r e  w o rth  m o re  to  th e  b an k  th a n  to  th e  FD IC . A bank  m a y  

be  v e ry  h ap p y  to  c a r r y  o r  ev en  ex ten d  a lo a n  a r r a n g e m e n t  w h e re  s iz a b le  d e p o s it  

b a la n c e s  a r e  in v o lv e d . W h ere  w o rk o u ts  in v o lv in g  a d d itio n a l a d v a n c e s  a r e  

n e c e s s a r y ,  th e  b an k  a s  an ongoing f in a n c ia l  in s t i tu t io n  ty p ic a l ly  h a s  m o re  

f le x ib i l i ty  th a n  th e  FD IC a c tin g  a s  a r e c e iv e r .  F re q u e n tly , th o u g h  n o t a lw a y s , 

th e  a c q u ir in g  ban k  h a s  s ta f f , e x p e r ie n c e , and e x p e r t is e  in  th e  lo c a l m a r k e t
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and  b e c a u s e  of th is  m a y  be  a b le  to  m o v e  m o re  k n o w led g eab ly  in  th e  e a r ly  

p h a se s  of th e  c o lle c t io n  p r o c e s s .  In  p r a c t ic a l ly  a l l  c a s e s ,  b u ild in g s , le a s e s ,  

and o th e r  p h y s ic a l  f a c i l i t ie s  a r e  w o rth  m o re  on a g o in g -c o n c e rn  b a s is  to  the  

a c q u ir in g  ban k  th a n  th e y  w ould  h av e  if th ey  w e re  l iq u id a te d  in  a payoff. If 

a c o lle c t io n  m a t t e r  u l t im a te ly  ends up in  c o u r t ,  th e  FDIC s o m e tim e s  a p p e a rs  

a s  an o u ts id e r  w ith  u n lim ite d  r e s o u r c e s  a tte m p tin g  to  ta k e  a l l  th e  a s s e t s  of 

an  u n fo r tu n a te  lo c a l m e rc h a n t  o r  b u s in e s s m a n .

In m a n y  of th e  s m a l le r  p u rc h a s e  and  a s s u m p tio n  t r a n s a c t io n s ,  w e have  

no t r e q u ir e d  b id d in g  b an k s  to  ta k e  lo a n s  of th e  fa ile d  b an k . E v en  in  th e s e  

t r a n s a c t io n s ,  h o w e v e r , a c q u ir in g  b an k s  f r e q u e n tly  buy so m e  lo a n s , th e re b y  

fa c i l i ta t in g  th e  liq u id a tio n  p r o c e s s .  W ith in  th e  FDIC w e h a v e  b e e n  look ing  

a t th e  p u rc h a s e  and a s s u m p tio n  p ro c e s s  to  s e e  how  su ch  t r a n s a c t io n s  m ig h t 

be  m o d if ie d  and  im p ro v e d . It m ay  be  fe a s ib le  to  s t r u c tu r e  t r a n s a c t io n s  so 

th a t  a c q u ir in g  b a n k s  u s u a lly  ta k e  a h ig h  p e rc e n ta g e  of a s s e t s .  B y m in im iz in g  

FD IC  c a s h  o u tla y s , fo re g o n e  in te r e s t ,  and liq u id a tio n  e x p e n s e s , th e  o v e ra l l  

c o s t  to  th e  FD IC  m ig h t be  f u r th e r  re d u c e d .

In 1951 a C o n g re s s io n a l  c o m m itte e  w as s e v e r e ly  c r i t i c a l  of What appeared 

to  b e  an  a u to m a tic  FDIC d e c is io n  to  u s e  th e  p u rc h a s e  and a s s u m p tio n  altern ative  

in  a l l  b an k  f a i lu r e s .  In fa c t ,  th e r e  had  b e e n  no pay o ffs  b e tw ee n  1944  and  1951, 

and  c o m p a ra t iv e  c o s t  t e s t s  h ad  b e e n  v ir tu a l ly  ig n o re d . T h e  r e s u l t ,  of c o u rse , 

co u ld  be p re d ic te d :  One bank  w ith  to ta l  a s s e t s  of on ly  $637 th o u sa n d  re q u ire d  

an  o u tlay  by th e  FD IC  of $ 1 .8  m ill io n  and an u l t im a te  lo s s  of $1 m il l io n , to  

e ffe c t F D I C - a s s is te d  p u rc h a s e  and  a s s u m p tio n  w ith  a cc o m p a n y in g  in d e m n it ie s ^  

to  th e  ta k e o v e r  ban k . F o llo w in g  th a t  c r i t i c i s m ,  th e  FD IC b e c a m e  and  h a s
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re m a in e d  v e ry  c a r e fu l  to  a r r a n g e  p u rc h a s e  and a s s u m p tio n  t r a n s a c t io n s  only  

w hen  th e  c o s ts  ju s t ify  th a t  d e c is io n , an d , a s  I h a v e  m e n tio n e d , th e r e  h av e  

b e e n  a few  in s ta n c e s  in  w h ich  p ay o ffs  h av e  o c c u r r e d .

N e v e r th e le s s ,  a l l  of th e  c o n s id e ra t io n s  I  h a v e  m e n tio n e d  su g g e s t th a t 

w e a r e  l ik e ly  to  c o n tin u e  to  h a n d le  m o s t  bank  f a i lu r e s  th ro u g h  p u rc h a s e  and 

a s s u m p tio n  t r a n s a c t io n s  a s  w e h a v e  d u r in g  th e  p a s t  few  y e a r s .  W hile  s u b 

o rd in a te d  c r e d i to r s  and  e q u ity  in v e s to r s  ty p ic a l ly  lo s e  m o s t  o r  a l l  of th e i r  

in v e s tm e n t in  p u rc h a s e  and  a s s u m p tio n  t r a n s a c t io n s ,  d e p o s i to r s  and  n o n su b - 

o rd in a te d  c r e d i to r s  in c u r  no lo s s e s .

As a r e s u l t  we h a v e  h ad  de fa c to  100 p e rc e n t  in s u ra n c e  fo r  a l l  

d e p o s i to r s  in  m o s t  b a n k s  in  r e c e n t  y e a r s .  W hat w e h a v e  n o t had  is  eq u ity , 

f a i r n e s s ,  and  lo g ic  in  d e te rm in in g  w h ich  a r e  to  b e  th e  few  d e p o s i to r s  who 

do n o t h a v e  100 p e rc e n t  in s u ra n c e .  T h o se  in s ta n c e s  w h e re  d e p o s i to r s  h a v e  

e x p e r ie n c e d  lo s s e s  in  p ay o ffs  h a v e  re f le c te d  s p e c ia l  c i r c u m s ta n c e s  f r o m  th e  

F D IC 's  s ta n d p o in t - t n o t f r o m  th e  d e p o s i to r s '.

F o r  e x a m p le , th e r e  w e re  so m e  c a s e s  w h e re  i t  w as n o t p o s s ib le  to  

a r r a n g e  f o r  a  p u rc h a s e  and a s s u m p tio n  b e c a u s e  of th e  lo c a tio n  of th e  bank , 

b e c a u s e  of th e  s t a t e 's  b ra n c h  and h o ld in g  co m p an y  la w s , b e c a u s e  th e  FD IC 

cou ld  n o t g e t a  good f ix  on l ia b i l i t i e s  b e c a u s e  of pend ing  la w su its  o r  s u s p e c te d  

f ra u d , e tc . U n c e r ta in ty  and  p o te n tia l  c o s t  c o n s id e ra t io n s  m ay  h a v e  a ffo rd e d  

lo g ic a l r e a s o n s  f o r  a p ayo ff in  su ch  c a s e s  a s  f a r  a s  th e  FD IC  "was c o n c e rn e d . 

H o w ev er, u n in s u re d  d e p o s i to r s  w e re  n o t n e c e s s a r i ly  a t  fa u lt .  T hey  w e re  

u n lu ck y . I re c o g n iz e  th a t  th e s e  w e re  l a r g e  d e p o s i to r s  who p re s u m a b ly  w e re  

s o p h is t ic a te d  and  k n o w led g eab le  enough to  s c r u t in iz e  th e  c o n d itio n  of th e  bank
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b e fo re  m a k in g  th e i r  d e p o s i t s .  T h e  fa c t  i s ,  h o w e v e r , th a t  w ould  n o t h av e  

h e lp e d  in  a l l  c a s e s .  T h e  s o p h is t ic a te d  d e p o s i to r  i s  m o r e  l ik e ly  to  b e  a b le  

to  d e te c t  p o o r  m a n a g e m e n t, w h ich  w ill  p ro b a b ly  le a d  to  a  p u rc h a s e  and 

a s s u m p tio n  t r a n s a c t io n  in  w h ich  h e  w ill  b e  100 p e r c e n t  in s u r e d  if  h e  le a v e s  

h is  d e p o s it  w ith  th e  b an k , th a n  to  d e te c t  f r a u d , w h ich  is  m o r e  lik e ly  to  le a d  

to  a  p ay o u t and  so m e  lo s s  on h is  d e p o s its .

In  a few  o th e r  in s ta n c e s  w h e re  th e  c o n tin u e d  e x is te n c e  of th e  fa ilin g  

b an k  w as  e s s e n t ia l  to  th e  co m m u n ity  s e r v e d , th e  FD IC  h a s  p ro v id e d  d i r e c t  

a s s i s ta n c e  u n d e r  S e c tio n  13(c) of i t s  s ta tu te ,  th e re b y  e lim in a tin g  o r  

p o s tp o n in g  th e  n e ed  f o r  c lo s in g  th e  b an k  and  lo s s e s  to  d e p o s i to r s .  T h is  

s e c t io n  h a s  b e e n  u s e d  r a r e ly  by  th e  F D IC , a t  l e a s t  p a r t ly  b e c a u s e  i t  r e q u ir e s  

a  fin d in g  th a t  p r e s e r v a t io n  of th e  bank  in  q u e s tio n  i s  e s s e n t ia l  f o r  p ro v id in g  

a d e q u a te  b an k in g  s e r v ic e s  to  th e  c o m m u n ity . W hile  I  do no t q u a r r e l  w ith  th e  

a p p r o p r ia te n e s s  of th is  t e s t ,  i t  h a s  n o th in g  to  do w ith  any e q u ita b le  d e te r m i 

n a tio n  f r o m  th e  d e p o s i to r 's  s tan d p o in t of w h ich  d e p o s i to r s  g e t c o v e re d  in  fu ll 

and  w h ich  do n o t.

A n o th e r  f a c to r  a ffe c tin g  d e p o s i to r  lo s s e s  h a s  b e e n  th e  tim in g  of b an k  

c lo s in g s . D e c is io n s  on b an k  c lo s in g s  a r e  m a d e  by  a g e n c ie s  th a t  c h a r t e r  th e  

b a n k s : th e  C o m p tro l le r  of th e  C u r re n c y  and  th e  s ta te  b an k  s u p e r v i s o r s .  The 

F e d e r a l  R e s e rv e  m a y  p lay  an  im p o r ta n t  ro le  in  c o n n e c tio n  w ith  a d v a n c e s  to  

m e m b e r  b an k s  and  th e  FD IC  p ro v id e s  in p u t to  th e  C o m p tro l le r  and  th e  s ta te s .  

D e lay s  in  c lo s in g  a b a n k , a v o id a b le  o r  u n a v o id a b le , p a r t i c u la r ly  a f t e r  a d v e r s e  

p u b lic ity , e n a b le  so m e  la r g e  d e p o s i to r s  to  w ith d ra w  fu n d s to  a v e r t  a p o s s ib le  

lo s s .  In  so m e  in s ta n c e s  su ch  d e la y s  h a v e  b e n e f it te d  sp e c if ic  d e p o s i to r s ,
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p e rh a p s  ju s t  th o s e  d e p o s i to r s  w h ich  w e h a v e  a rg u e d  o v e r  th e  y e a r s  p ro v id e  

th e  d is c ip l in e  to  to p  m a n a g e m e n t. I t m a y  a ls o  b e , h o w e v e r , th a t  th o s e  

d e p o s i to r s  who le a v e  d u r in g  th e  d e la y s  ju s t  h ap p en  to  b e  th o s e  w h o se  d e p o s it  

c e r t i f i c a t e s  m a tu r e  d u rin g  th e  p e r io d , a  r e la t iv e ly  i l lo g ic a l  b a s is  fo r  p r e f e r r in g  

one u n in s u re d  d e p o s i to r  o v e r  a n o th e r .  Such w ith d ra w a ls ,  w h a te v e r  th e  b a s i s ,  

i n c r e a s e  th e  s h a r e  of lo s s  b o rn e  by  o th e r  u n in s u re d  d e p o s i to r s  if  th e  b an k  is  

p a id  off.

If w e a lm o s t  h a v e  100 p e rc e n t  d e p o s it  in s u ra n c e  and  th e  p r e s e n t  s y s te m  

a p p e a r s  to  w o rk  in  an  a lm o s t  ra n d o m  w ay in  i t s  t r e a tm e n t  of d e p o s i to r s  - -  

s im i la r  d e p o s i to r s  a r e  t r e a te d  d if fe re n tly  in  d if fe re n t  c a s e s  - -  w hy n o t go 

to  100 p e rc e n t  d e p o s it  in s u ra n c e ?  O b v io u sly , th is  p ro p o s it io n  is  m o r e  c o m 

p lic a te d  th a n  th a t .  T he p o s s ib i l i ty  th a t  p r e s e n t ly  u n in s u re d  d e p o s i to r s  w ill 

lo s e  m o n ey  in  th e  ev en t of a b an k  f a i lu r e ,  f o r  e x a m p le , d o e s  m a k e  a d if fe re n c e  

in  th e  b e h a v io r  of so m e  d e p o s i to r s  an d , a s  a r e s u l t ,  in  th e  b e h a v io r  of so m e  

bank  m a n a g e r s .  T h is  d if f e r e n c e  is  im p o r ta n t  and  i ts  im p a c t ,  I b e l ie v e , h a s  

so m e  good and  b ad  c o n s e q u e n c e s . I  do n o t h av e  th e  t im e  to d ay  to  t r a c e  th o s e  

e ffe c ts  in  d e ta i l  - -  th a t  i s  in  fa c t  a n o th e r  sp e e c h  w h ich  I  p la n  to  m a k e  soon  - -  

bu t I  w ould  l ik e  to  b r ie f ly  re v ie w  th e  a rg u m e n ts  f o r  and  a g a in s t  100 p e rc e n t  

d e p o s it  in s u ra n c e ,  w ith o u t, a t  l e a s t  f o r  th e  t im e  b e in g , c o m m ittin g  to  th e  

s u p p o rt  of any  of th e m .

F i r s t ,  th e  o b v io u s  a rg u m e n ts  in  s u p p o rt:

1. O n e -h u n d re d  p e rc e n t  d e p o s it  in s u ra n c e  o b v io u s ly  w ill  p ro v id e  a d d i

tio n a l p ro te c t io n  to  th o s e  d e p o s i to r s  w h o se  d e p o s its  a r e  n o t now  fu lly  p ro te c te d . 

B ased  on p a s t  e x p e r ie n c e , th e  c o s t  of th is  a d d itio n a l in s u ra n c e  c o v e ra g e  to  th e
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FD IC  w ould  be  s m a l l .  We h av e  c a lc u la te d  th a t  th e  a d d itio n a l c o s t  to  th e  FDIC

of pay o ffs  m a d e  th ro u g h o u t th e  C o rp o ra t io n 's  h is to r y ,  if  none  of th e  lo s s  had

b e e n  b o rn e  by  u n in s u re d  d e p o s i to r s  and  th e  s a m e  b a n k s  h ad  fa i le d , w ould  be

ab o u t $13 m il l io n . Of c o u r s e ,  th a t  is  a s m a l l  f ig u r e  in  p a r t  b e c a u s e  la r g e
i

ban k  f a i lu r e s  h a v e  b e e n  h a n d led  th ro u g h  a p u rc h a s e  and a s s u m p tio n . F o r  

e x a m p le , if  USNB h ad  b e e n  h an d led  a s  a payoff r a th e r  th a n  a p u rc h a s e  and 

a s s u m p tio n , th is  f ig u re  w ould  be  $88 m il l io n . A n im p o r ta n t  p o in t, a s  w e 

h a v e  n o te d , is  th a t  in  e ffe c t , w e a l r e a d y  h a v e  a lm o s t  100 p e rc e n t  d e p o s it  

in s u ra n c e  b e c a u s e  of o u r  p o licy  of a r ra n g in g  p u rc h a s e  and  a s s u m p tio n  

t r a n s a c t io n s  w h e re v e r  p o s s ib le .

2. W ith 100 p e rc e n t  d e p o s it  in s u ra n c e ,  d e p o s i to r s  w ould  h a v e  no n eed  

to  w ith d ra w  fu n d s f r o m  b an k s  w ith  p ro b le m s , and  ru n s  on su ch  b an k s  w ould  

n o t b e  l ik e ly  to  c a u s e  a f a i lu r e .  U n d er o u r  p r e s e n t  s y s te m , w hen  a bank  gets 

in to  d if f ic u lty  o r  i s  ex p o sed  to  a d v e r s e  p u b lic ity , so m e  u n in s u re d  d e p o s ito rs  

te n d  to  f le e ,  e x a c e rb a t in g  th a t  d iff ic u lty . O n e -h u n d re d  p e rc e n t  d e p o s it  in su rance  

w ould  l im i t  d e p o s it  ou tflow s in  a d v e r s e  c i r c u m s ta n c e s ,  th u s  p ro v id in g  m o re  time 

to  w o rk  ou t a so lu tio n  f o r  th e  p ro b le m  b an k  o r  f o r  m a n a g e m e n t to  tu r n  th e  bank 

a ro u n d . If th e s e  c o n s id e ra t io n s  p re v a i l  o v e r  o th e r  c o n tr a d ic to ry  co n sid e ra tio n s , 

w e w ould  e x p e c t to  h av e  fe w e r  b an k  f a i lu r e s  u n d e r  a  s y s te m  of 100 p e rc e n t  

d e p o s it  in s u ra n c e .

3. O n e -h u n d re d  p e rc e n t  d e p o s it  in s u ra n c e  w ould  h a v e  a b e n e f ic ia l  

im p a c t on c o m p e tit io n  am o n g  b a n k s . A t p r e s e n t ,  in s t i tu t io n s  d e e m e d  to  be  

m o re  so lid  o r  m o r e  c o n s e rv a t iv e  h av e  an  a d v an ta g e  in  c o m p e tin g  f o r  d e p o s its . ^  

P e rh a p s  th is  i s  a s  i t  sho u ld  b e . H o w ev e r, d e p o s i to r s  m a y  n o t be  a b le  to
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d i f f e r e n t ia te  a c c u r a te ly  am ong  b a n k s  a c c o rd in g  to  r i s k ,  and  f o r  so m e  d e p o s i to r s ,  

s iz e  b e c o m e s  a p ro x y  f o r  s o u n d n e s s . O r d e p o s i to r s  m a y  s im p ly  a s s u m e  th a t 

w e w ill  n o t a llo w  a l a r g e  b an k  f a i lu r e  to  r e s u l t  in  a p ayo ff. * O n e -h u n d re d  

p e rc e n t  d e p o s it  in s u ra n c e  w ould  p ro b a b ly  im p ro v e  th e  c o m p e tit iv e  p o s it io n s  of 

s m a l l  v s . la r g e  b an k s  and  of new  v s . e s ta b l is h e d  in s t i tu t io n s .  O v er t im e  th is  

w ould  o r d in a r i ly  b e  e x p e c te d  to  re d u c e  th e  le v e l  of c o n c e n tra t io n  in  b an k in g , 

and  to  le a d  to  m o re  c o m p e tit iv e  p r ic in g  of b an k in g  s e r v ic e s .

4 . B e c a u se , a s  I  h a v e  m e n tio n e d , w e w ould  n o t n e e d  to  f e a r  p ro v o k in g  

ru n s  on  t ro u b le d  b a n k s , f u l l e r  p u b lic  d is c lo s u r e  of a d v e r s e  in fo rm a tio n  on a 

b a n k 's  f in a n c ia l  c o n d itio n  co u ld  b e  m a d e . T h is  w ould  le a d  to  m o r e  in fo rm e d  

b u s in e s s  d e c is io n s  by  in v e s to r s  and  c u s to m e r s  of th e  ban k .

5. T h e re  h a s  b e e n  m u c h  d is c u s s io n  in  th e  p a s t  ab o u t th e  d is to r t io n s  

c a u se d  by  s ta te  p led g in g  r e q u ir e m e n ts  f o r  d e p o s its  of p u b lic  fu n d s . W ith

100 p e rc e n t  d e p o s it  in s u ra n c e ,  su ch  re q u ir e m e n ts  co u ld  b e  e lim in a te d  w ith o u t 

any r i s k  of lo s s  to  th e  d e p o s i to r s .

T he obv ious a rg u m e n ts  a g a in s t  100 p e rc e n t  d e p o s it  in s u ra n c e :

1. T he p r in c ip a l  and  t r a d i t io n a l  a rg u m e n t a g a in s t  100 p e r c e n t  d e p o s it  

in s u ra n c e  is  th a t  u n in s u re d  d e p o s i to r s  p la c e  l im i t s  on th e  r i s k in e s s  of b an k

H S ta t is t ic a l ly ,  th e r e  i s  so m e  s u p p o rt  f o r  th a t  p o s itio n , a s  ev id en c e d  by th e  
fo llo w in g : D u rin g  th e  p e r io d  1971 to  S e p te m b e r  1, 1976, of th e  b an k s  th a t  
c lo se d , 29 w e re  l e s s  th a n  $25 m ill io n  in  d e p o s i ts .  T w elv e  of th e s e  w e re  
p a id  ou t, 15 w e re  a c q u ir e d  by a th i r d  p a r ty  in  an  F D I C - a s s is te d  p u rc h a s e  
and a s s u m p tio n  t r a n s a c t io n ,  and  2 b e c a m e  D e p o s it In s u ra n c e  N a tio n a l B an k s . 
Seven  of th e  fa i le d  b a n k s  w e re  b e tw ee n  $25 m il l io n  and  $100 m il l io n , and  of 
th e s e  on ly  1 w as  p a id  o u t. F o u r  w e re  o v e r  $100 m il l io n  and  none of th o s e  
w e re  p a id  o u t. L o g ic a lly , le g a l ly  and  h i s to r ic a l ly ,  h o w e v e r , th e  fa c t  r e m a in s  
th a t  no one  c a n  b e  c e r t a in  th a t  th e  FD IC  w ill  a lw ay s  b e  a b le  to  av o id  pay ing  
off ev en  a l a r g e  b an k .
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o p e ra t io n s .  W hile  th e r e  i s  so m e  d e b a te  ab o u t how e ffe c tiv e  su ch  in f lu e n c e  is ,  

few  w ould  deny  th a t  to  a d e g re e  a t  l e a s t ,  i t  e x is t s .  W ith 100 p e rc e n t  in s u ra n c e , 

b an k s  an x io u s  to  i n c r e a s e  t h e i r  r i s k  by  b id d in g  a g g r e s s iv e ly  f o r  d e p o s its  and 

lo a n s  m ig h t b e  a b le  to  do so  w ith o u t any  m a r k e t  r e s t r a i n t s .  No b a n k e r  w an ts  

to  lo s e  m o n ey  o r  f a i l ,  b u t so m e  w ould  b e  w illin g  to  ta k e  on c o n s id e ra b le  r i s k  

if  th e y  c o n s id e r  p o te n tia l  r e w a r d s  in  th e  fo rm  of g ro w th  and  e a rn in g s  to  be 

su f f ic ie n t.

T h is  w e ig h in g  of r i s k  and  r e w a rd  w o rk s  in  m o s t  s e c to r s  of o u r 

eco n o m y , b u t w e n o rm a lly  e x p ec t m o s t  of th e  r i s k  to  b e  a s s u m e d  by  eq u ity  

in v e s to r s .  W h ere  le v e r a g e  i s  sou g h t le n d e r s  r e s t r a i n  th e  e x te n t of o v e ra l l  

r i s k  by im p o s in g  r e s t r i c t i o n s  - -  h ig h e r  in t e r e s t  r a t e s  - -  and  lim it in g  a v a i l 

a b le  fu n d s  a s  r i s k  i s  in c r e a s e d .  In  th e  b an k in g  s y s te m , d e p o s i to r s  p ro v id e  

m o s t  of th e  fu n d s , and  if  100 p e rc e n t  d e p o s it  in s u ra n c e  w e re  to  e x is t ,  m u ch  

o r  m o s t  of th e  r i s k  w ould  b e  b o rn e  by  th e  d e p o s it  in s u ra n c e  fund .

L e t m e  e m p h a s iz e  th a t  th e  a rg u m e n t is  n o t th a t  m o s t  o r  ev en  m an y  bankers 

w ould  b e h a v e  i r r e s p o n s ib ly  if  w e h ad  100 p e rc e n t  d e p o s it  in s u ra n c e .  R a th e r , 

i t  i s  th a t  100 p e rc e n t  d e p o s it  in s u ra n c e  w ould  e l im in a te  m a r k e t  r e s t r a in t s  th a t 

m an y  b e lie v e  p r e s e n t ly  e x is t  w h ich  l im it  th e  am o u n t of d e p o s its  a v a ila b le  to  

th e  o v e r ly  r is k y ,  o v e r ly  a g g r e s s iv e ,  o v e r ly  o p tim is t ic  o r  s e l f - s e r v in g  operation,

2. To p r o te c t  i t s  p o s itio n , th e  FDIC m ig h t n e ed  a u th o r i ty  to  r e s t r i c t  

le v e r a g e  o r  th e  c o m p o s itio n  of b an k  a s s e t  p o r tfo lio s  if  100 p e rc e n t  d e p o s it  

in s u ra n c e  w e re  to  e x is t .  T ra d it io n a lly , th e  FD IC  h a s  o p p o sed  th e  re g u la tio n  

of th e  o p e ra t io n a l  m ix  and  I  th in k  m o s t  b a n k e r s  h a v e  o p p o sed  i t ,  f e a r in g  

th a t  r e g u la to ry  r e s t r i c t io n s  m ig h t b e  m o r e  c o s t ly  th a n  th e  b e n e f its  of 100
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3. A s long  a s  th e r e  a r e  no ru n s  o r  l iq u id ity  p r e s s u r e s  on b a n k s  in  

d if f ic u lty , s u p e r v is o r s  m ig h t be  r e lu c ta n t  to  c lo s e  b an k s  th a t  a r e  in s o lv e n t 

o r  o p e ra tin g  in  an  e x c e s s iv e ly  r is k y  fa sh io n .

4. In  v iew  of th e  g r e a t e r  r i s k s  w h ich  b a n k s  m ig h t ta k e  and  th e  lo n g e r  

t im e  b e fo re  th e y  a r e  c lo s e d , th e  u l t im a te  lo s s e s  to  th e  in s u ra n c e  fund m ig h t 

be  l a r g e .  In  fa c t ,  o u r  p a s t  e x p e r ie n c e  of v e ry  l im ite d  lo s s e s  m a y  n o t be

a t r u e  in d ic a tio n  of th e  p o te n tia l  r i s k s  u n d e r  100 p e rc e n t  d e p o s it  in s u ra n c e .

T h e re  a r e ,  of c o u r s e ,  o th e r  i s s u e s  in v o lv ed  th a t  I h a v e  n o t even  

m e n tio n e d . T h e s e  in c lu d e  th e  p re m iu m  s t r u c tu r e  f o r  d e p o s it  in s u ra n c e .

T he su g g e s tio n  h a s  o ften  b e e n  m a d e  th a t  d e p o s it  in s u ra n c e  p re m iu m s  be  t ie d  

to  th e  r i s k in e s s  of th e  b an k , a  su g g e s tio n  th a t  is  e a s i e r  to  ju s t i fy  in  p r in c ip le  

th a n  to  w o rk  ou t in  p r a c t ic e .  O th e rs  a rg u e  th a t  th e r e  is  an  in e q u ity  in  th a t 

b an k s  pay  p re m iu m s  on a l l  d e p o s its  ev en  th o u g h  p a r t  a r e  n o t in s u re d .  W hat 

shou ld  w e do ab o u t in s u ra n c e  c o v e ra g e  fo r  d e p o s its  of A m e r ic a n  b an k s  a b ro a d ?  

O r ab o u t th e  d e p o s its  of U. S. b ra n c h e s  of fo re ig n  b a n k s?  If d e p o s its  a r e  

in s u re d  100 p e rc e n t ,  w h a t a r e  th e  im p lic a t io n s  fo r  c a p ita l  n e ed s  in  a  b an k ?  

W ould th e  new  m ix  of r i s k s  a f fe c t  m o n e ta ry  p o licy  m e c h a n is m s ?  I can n o t 

r e s o lv e  a l l  th e s e  i s s u e s  to d a y , b u t I  b e lie v e  th a t  th e  b an k in g  s y s te m  w ould 

b e n e f it  f r o m  p u b lic  d is c u s s io n  of th e  i s s u e s  I h a v e  r a is e d  to d a y  and , a s  I 

in d ic a te d  a t th e  o u ts e t ,  th is  is  p ro b a b ly  a good t im e  to  b e g in  su ch  d is c u s s io n .
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