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In a recen t sp eech  I d is c u s s e d  the ad eq u acy  and f a i r n e s s  of the 

c u rre n t d e p o sit  in su ra n c e  sy s te m , and d e sc r ib e d  in d e ta il  how the FD IC  

d e a ls  w ith bank fa i lu r e s  and the b a s e s  fo r  ou r d e c is io n s  in handling fa ilin g  

b an k s. A fte r  pointing out the inequity  in the p re se n t  sy s te m  fo r  c e r ta in  

u n in su red  d e p o s ito r s ,  I went on to  c o n s id e r  b r ie f ly  the ra tio n a le  fo r  the 

one a lte rn a t iv e  n o rm a lly  su g g e ste d  --  100 p ercen t d e p o sit  in su ra n c e .

T oday  I intend to e x p lo re  m o re  thoroughly the arg u m e n ts  and im p lic a tio n s  

not only of 100 p e rce n t d e p o sit  in su ra n c e , but a l s o  of o th er a lte rn a t iv e s  

to the p re se n t  sy s te m , so m e  of which m ay  be m o re  d e s ir a b le  than 100 

p ercen t in su ra n c e .

The b a s ic  p u rp o se  of d e p o sit  in su ra n c e  i s  to p ro te c t  the banking 

sy s te m  a g a in s t  d e s tru c t iv e  runs on d e p o s it s  a s  w ell a s  to p ro te c t the 

d e p o s ito r s  th e m se lv e s . With r e sp e c t  to the la t te r ,  m o st  d e p o s ito r s  h ave 

fa r e d  e x tre m e ly  w ell in  the 531 in su re d  banks w hich h ave been  c lo se d  s in c e  

the e stab lish m e n t of the F e d e r a l  D ep o sit In su ra n c e  C o rp o ra tio n . About 

9 9 .8  p ercen t of a l l  d e p o s ito r s , la r g e  o r  s m a ll ,  fu lly  re c o v e re d  th e ir  

d e p o s its  a lm o st  im m e d ia te ly . Out of $4 b illio n  in  d e p o s it s  a t fa ile d  banks 

through 1975, ap p ro x im ate ly  $267 m illio n  w as lo s t  o r  i s  exp ected  to be  

lo s t . Of th is am ount, u n pro tected  d e p o s ito r s  have o r  w ill r e c o v e r  a l l  

but about $13 m illio n , the C o rp o ra tio n  a b so rb in g  the re m a in d e r .

The h igh re c o v e ry  ra te  fo r  d e p o s ito r s  i s  a ttr ib u tab le  m ain ly  to 

the fa c t  that o v e r  $9 out of ev ery  $10 in d e p o s its  w ere  in  bank fa i lu r e s  

which w ere  handled by p u rc h ase  and a ssu m p tio n  t r a n sa c t io n s , tr a n sa c t io n s
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in w hich the FD IC  p ro v id e s  a s s i s t a n c e  enabling an o th er bank to a s su m e  

a l l  of the fa ile d  b a n k 's  l ia b i l i t ie s ,  in e ffec t, p rovid in g  100 p ercen t in s u r 

an ce  both to  u n in su red  and in su re d  d e p o s ito r s  a lik e . Subord in ated  c r e d ito r s  

and equity in v e s to r s  g e n e ra lly  lo s e  m o st  o r  a l l  of th e ir  in v e stm e n ts  in 

e ith e r  a payoff o r  a p u rc h a se  and a ssu m p tio n .

The p re se n t  law , h ow ever, r e s t r i c t s  our ab ility  to a r r a n g e  a 

p u rc h a se  and a ssu m p tio n  in a ll  c a s e s .  It r e q u ir e s  that we a r r a n g e  an 

a ssu m p tio n  only when the c o s t  of doing so  i s  l e s s  to the FD IC  than a 

payoff. In add ition , of c o u r se , the FD IC  h as to  b e  ab le  to find a b u y er 

and in  so m e  c a s e s ,  p a r t ic u la r ly  in unit banking s t a t e s ,  that h a s  p roved  

im p o s s ib le . In N e b ra sk a , fo r  ex am p le , of the eight fa i lu r e s  s in c e  the 

the FD IC  w as c re a te d  a l l  h ave been  p ay o ffs , w ith the attendant d is r u p 

t io n s , ra th e r  than a s su m p tio n s .

N e v e r th e le s s , s in c e  O ctober of 1974, when the FD IC  m ade th is 

p o licy  e x p lic it , only fo u r of tw en ty-eigh t bank fa i lu r e s  h ave been  handled 

by payoff r a th e r  than p u rc h a se  and a ssu m p tio n .

By re so r t in g  to p u rc h a se  and a ssu m p tio n s  w hen ever p o s s ib le , we 

have p rov id ed  de fac to  100 p ercen t in su ra n c e  fo r  a l l  d e p o s ito r s  in m o st  

ban k s in recen t y e a r s .  What we h ave not provid ed  i s  equity , f a i r n e s s ,  

and lo g ic  in  d e term in in g  w hich a r e  to be the few d e p o s ito r s  who do not 

have 100 p ercen t in su ra n c e . T h o se  in sta n c e s  w here d e p o s ito r s  h ave 

ex p erien ced  lo s s e s  in p ay o ffs h ave re fle c te d  s p e c ia l  c ir c u m sta n c e s  fro m

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



the F D IC 's  stan dpoin t --  not n e c e s s a r i ly  fro m  the d e p o s ito r s '.  T hat 

i s ,  th e re  w e re  so m e  c a s e s  w h ere it  w as not p o s s ib le  o r  a p p ro p r ia te  

to a r r a n g e  fo r  a p u rc h a se  and a ssu m p tio n  b e c a u se  of the lo ca tio n  of 

the bank , o r  b e c a u se  of the s t a t e 's  b ran ch  and holding com pany law s, 

o r  b e c a u se  the FD IC  could  not g e t a good f ix  on l ia b il i t ie s  b e c a u se  of 

pending la w su its  o r  su sp e c te d  fra u d . U n certa in ty  and po ten tia l c o s t  

c o n sid e ra tio n s  m ay  h ave  a ffo rd e d  lo g ic a l  r e a so n s  fo r  a  payoff in  such  

c a s e s  a s  f a r  a s  the FD IC  w as co n cern ed . H ow ever, u n in su red  d e p o s ito r s  

w ere  not n e c e s s a r i ly  a t  fau lt . They w e re  un lucky. I re c o g n iz e  that th e se  

w ere  la r g e  d e p o s ito r s  who p re su m a b ly  a r e  so p h is t ic a te d  and k n ow ledgeable  

enough to sc ru t in iz e  the condition  of the bank b e fo re  m ak in g  th e ir  d e p o sit , 

but that p ro b ab ly  did not h elp . The so p h is t ic a te d  d e p o s ito r  i s  m o re  lik e ly  

to be ab le  to d e te c t  p o or m an agem en t which w ill p ro b ab ly  lead  to a p u rc h a se  

and a ssu m p tio n  than fra u d  w hich i s  m o re  lik e ly  to le ad  to a payoff.

If we a lm o st  h ave 100 p e rce n t d e p o sit  in su ra n c e  and the p re se n t 

sy s te m  a p p e a r s  to w ork  in  an  a lm o st  ran dom  w ay in  i t s  tre a tm e n t of 

d e p o s ito r s  --  s im i la r  d e p o s ito r s  ge ttin g  t re a te d  d iffe re n tly  in d iffe ren t 

c a s e s  -why not p ro te c t  th o se  innocent u n in su red  d e p o s ito r s  by going to 

100 p e rc e n t d e p o s it  in su ra n c e ?  L e t 's  e x p lo re  the p o ss ib ility .

F i r s t ,  the f iv e  m o st  obvious a rg u m e n ts  in su p p ort of such  a ch an ge :

1. O ne-hundred p e rce n t d e p o sit  in su ra n c e  would p ro v id e  p ro tec tio n  

to th ose  d e p o s ito r s  w hose d e p o s its  a r e  not now fu lly  p ro te c te d . T h is can  

be done with only m in im a l ad d ition al c o s t  to the FD IC , i f  p a s t  e x p e rie n ce
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i s  any gu id e . The ad d itio n al c o s t  to the FD IC  of p ay o ffs m ad e  th ro u gh 

out the C o rp o ra t io n 's  h is to ry , i f  none of the lo s s  had been  b o rn e  by 

u n in su red  d e p o s ito r s  and the sa m e  ban ks had fa i le d , w ould be about 

$13 m illio n . L e t  m e  in s e r t  a  c a v e a t  a t th is  point, h ow ever. If one o r  

m o re  of the re c e n t la r g e  bank fa i lu r e s  had been  p ay o ffs , the am ount of 

lo s s  to u n in su red  d e p o s ito r s  w ould be m uch  l a r g e r  and, th e re fo re , the 

c o s t  of m oving to fu ll in su ra n c e  m uch  m o r e  c o s tly  to the F D IC . If ju s t  

one bank fa i lu r e , U. S . N ation al Bank in  San D iego , C a lifo rn ia , had 

been  re so lv e d  with a payoff ra th e r  than a p u rc h a se  and a ssu m p tio n , the 

c o s t  to u n in su red  d e p o s ito r s  w ould h ave  in c r e a s e d  fro m  $13 m illio n  to 

$88 m illio n .

2. With 100 p ercen t d e p o sit  in su ra n c e , d e p o s ito r s  would have 

no need  to w ithdraw  funds fro m  banks with p ro b le m s, and runs on such  

ban k s would not be lik e ly  to c a u se  a f a i lu r e . U nder o u r p re se n t  sy s te m , 

when a bank g e ts  into d iffic u lty  o r  i s  exp o sed  to a d v e r s e  p u b lic ity , so m e  

u n in su red  d e p o s ito r s  tend to f le e , e x a c e rb a tin g  that d ifficu lty . We m u st 

re m e m b e r , when co m p arin g  ban k s with o th er c o rp o ra t io n s , th at m uch  

of bank l ia b i l i t ie s  a r e  p ay ab le  on dem and and f r e e  to le a v e  in  re sp o n se  

to a d v e r se  p u b lic ity . O ne-hundred p e rce n t d e p o sit  in su ra n c e  should 

lim it  d e p o sit  outflow s in a d v e r s e  c ir c u m sta n c e s , thus provid in g  m o re  

t im e  to w ork out a  so lu tio n  fo r  the p ro b lem  bank o r  fo r  m an agem en t 

to tu rn  the bank aroun d . Of c o u r se , not a l l  d e p o sit  outflow s would be  

fo r e s ta l le d  s in c e  d e p o s ito r s  ty p ic a lly  w ant to do b u s in e s s  with ban k s
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that can  p ro v id e  lo an s and o th er s e r v ic e s ,  and the tro u b led  bank i s  apt 

to be l e s s  ab le  to s e r v e  i t s  c u s to m e r s .

We exp ect that th e se  f a c to r s  w ould le ad  to a reduction  in the 

n u m b er of bank f a i lu r e s ,  but that i s  by no m e an s a s s u r e d . What i s  

m o re  c e r ta in  i s  that th e re  w ould be  fe w e r  p ay o u ts. The p u rc h ase  and 

a ssu m p tio n  p ro c e d u re  could be  u se d  in  a lm o st  ev ery  fa i lu r e  i f  d e p o s its  

a r e  in su re d  in fu ll.

3. O ne-hundred p e rce n t d e p o sit  in su ra n c e  would have a b e n e fic ia l 

im p ac t on com petition  am ong b a n k s . At p re se n t , in stitu tio n s deem ed  to 

be m o re  so lid  o r  m o re  c o n se rv a tiv e  h ave  an ad van tage  in  com peting  fo r  

d e p o s it s . T h is i s  a s  i t  should be . H ow ever, d e p o s ito r s  m ay  not be  ab le  

to d iffe re n tia te  a c c u r a te ly  am ong ban k s ac c o rd in g  to r is k  and, fo r  so m e  

d e p o s ito r s ,  s iz e  b e c o m e s a p roxy  fo r  so u n d n e ss . O r d e p o s ito r s  m ay  

sim p ly  a s s u m e  that we w ill not a llow  a la r g e  bank fa i lu r e  to r e su lt  in 

a p ayo ff. S ta t is t ic a l ly , th e re  i s  so m e  su p p ort fo r  that p o sition , a s  

ev idenced  by the fo llow in g: D uring the p erio d  1971 to the p re se n t , of 

the ban ks that c lo se d , 30 had l e s s  than $21 m illio n  in  d e p o s it s . T w elve 

of th e se  w ere  paid  out, 16 w e re  a c q u ire d  by a th ird  p arty  in an F D IC - 

a s s i s t e d  p u rc h a se  and a ssu m p tio n  tra n sa c t io n , and two b e c am e  D ep o sit 

In su ra n c e  N ation al B an k s. Only one of the sev en  fa ile d  banks betw een 

$21 m illio n  and $100 m illio n  w as paid  out, and none of the f iv e  with m o re  

than $100 m illio n  in d e p o s it s  w as paid  out.
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The p re se n t  sy s te m , then, g iv e s  a d ec id ed  co m p etitiv e  edge to 

v e ry  la r g e  b an k s. O ne-hundred p e rce n t d e p o sit  in su ra n c e  w ould p robab ly  

im p ro v e  the c o m p etitiv e  p o sit io n s of sm a ll  v s .  la r g e  ban k s and of new v s . 

e s ta b lish e d  in st itu t io n s . O ver t im e  th is  would o rd in a r ily  be expected  to 

red u ce  the le v e ls  of co n cen tratio n  in banking, and to le ad  to m o re  c o m p e ti

tiv e  m a rk e ts  fo r  banking s e r v ic e s .

4 . B e c a u se , a s  I have m ention ed , we would not need to f e a r  

provok in g run s on tro u b led  b an k s, fu lle r  public d is c lo s u r e  of a d v e r se  

in fo rm atio n  on a b an k 's  fin a n c ia l condition  could be m a d e . T h is would 

le ad  to m o re  in fo rm ed  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 

the bank , and so m e  of the c o n tro v e rsy  about p ro p e r  bank d i s c lo s u r e  could  

be  e lim in a ted . The FD IC  h as  been  co n cern ed  that in  recen t y e a r s  the 

c a p ita l  m a rk e ts  h ave b ec o m e  l e s s  open to b an k s, p a r t ic u la r ly  to s m a l le r  

b an k s. F u lle r  d is c lo s u r e  would m ak e  it  e a s i e r  fo r  w e ll- ru n  banks to open 

th e se  m a r k e t s ,  and to open them  at r e a so n a b le  r a t e s .  L a r g e  c u s to m e rs  

could  b ec o m e  m o re  confident that th e ir  b u s in e s s  w as s a fe  in  s m a l le r  

ban k s i f  they had m o r e  d is c lo s u r e  of the condition  of the bank.

5. If we had 100 p e rce n t d e p o sit  in su ra n c e , p ledging re q u irem e n ts  

fo r  s ta te  and lo c a l gov ern m en ts could p re su m ab ly  be e lim in a ted . S ta te  

and lo c a l go v ern m en ts a lre a d y  h ave p r e fe r r e d  tre a tm e n t with r e sp e c t  to 

th e ir  d e p o s its  in b an k s. They now h ave in su ra n c e  c o v e ra g e  of $100, 000, 

and the re m a in d e r , in  m o st  s t a t e s ,  i s  p ro tec ted  by p ledgin g re q u ire m e n ts . 

T h o se  b a n k e rs  and o th e rs  who view  p ledgin g  re q u ire m e n ts  a s  an im pedim ent
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to the e ffic ie n t u t iliz a tio n  of bank a s s e t s ,  and a red u ction  in  ba.nk 

liq u id ity , w ould count i t s  e lim in atio n  a s  an ad v an tage  of 100 p ercen t 

in su ra n c e  c o v e r a g e . T h o se  T r e a s u r e r s  of public b o d ie s  and o th ers 

co n cern ed  w ith the m a rk e t  fo r  s ta te  and lo c a l  govern m en t s e c u r i t ie s  

p ro b ab ly  w ould view  the e lim in atio n  of p ledgin g  re q u ire m e n ts  a s  an 

u n d e s ir a b le  a sp e c t  of 100 p e rc e n t d e p o sit  in su ra n c e . T h e re  a r e  o th er 

tech n iq u es fo r  p rov id in g  a  continuing m a rk e t  fo r  m u n ic ip a l s e c u r i t ie s ,  

h ow ever, that p ro b ab ly  w ould b e  e ffe c tiv e  even if  p ledgin g re q u ire m e n ts  

w ere  e lim in a ted . M u n ic ip a litie s  m ay  be ab le  to im p ro v e  th e ir  m a r k e ts ,  

fo r  ex am p le , by provid in g  fu l le r  d i s c lo s u r e  o r  by  m oving  to ta x a b le , 

su b s id iz e d  b o rro w in g s .

L e t  m e  turn  to the obvious a rg u m e n ts  a g a in s t  100 p e rce n t d e p o sit  

in su ra n c e :

1. U n in su red  d e p o s ito r s  p la c e  l im it s  on the r i s k in e s s  of bank 

o p e ra t io n s . While th e re  i s  so m e  d eb ate  about how e ffe c tiv e  such  in flu en ce  

i s  and no h ard  ev id en ce  i s  a v a ila b le , few  w ould deny that, to a d e g re e  at 

l e a s t ,  th is  in flu en ce  e x i s t s .  With 100 p e rc e n t in su ra n c e , banks an xious 

to in c r e a s e  th e ir  r i s k  by bidding a g g r e s s iv e ly  fo r  d e p o s it s  and lo an s 

m ight b e  ab le  to do so  w ithout any m a rk e t  r e s t r a in t s .

No b an k e r  w an ts to lo s e  m oney o r  f a i l ,  but so m e  w ould be w illin g  

to tak e  on c o n s id e ra b le  r i s k  i f  they c o n s id e re d  p o ten tia l re w ard s  in the 

fo rm  of grow th and e arn in g s to b e  su ffic ie n t. T h is w eigh ing of r i s k  and 

rew ard  w orks in m o st  s e c to r s  of o u r econom y w here m o st  of the r i s k  i s  

a s su m e d  by equity  in v e s to r s .  W here le v e r a g e  i s  sough t, le n d e rs  r e s t r a in
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the extent of o v e r a ll  r i s k  by im p o sin g  r e s t r ic t io n s ,  e, g . , h igh er 

in te r e s t  r a t e s ,  and lim itin g  a v a ila b le  funds a s  r i s k  i s  in c r e a se d .

In the banking sy s te m , h ow ever, d e p o s ito r s  p ro v id e  m o st  of the 

fu n d s. With 100 p ercen t d e p o sit  in su ra n c e , th e re  w ould be l it t le  r e a so n  

fo r  la r g e  d e p o s ito r s  to  im p o se  such  m a rk e t  c o n s tr a in ts . A g g r e s s iv e  

h ig h -r isk  o rien ted  b a n k s , th e re fo re , would be ab le  to bid  s u c c e s s fu l ly  

fo r  s iz a b le  ad d itio n al t im e  d e p o s it s  a t  m o d e ra te ly  e lev ated  in te r e s t  

r a t e s ,  w hich u n der c u rre n t condition s m igh t h ave been  a v a ila b le  to them  

only a t  p ro h ib itiv e  r a te s  o r  not a t  a l l .  U nder 100 p ercen t in su ra n c e , 

then, a l l  of th is ad d ition al e x p o su re  to lo s s  w ould be b o rn e  by the d ep o sit  

in su ra n c e  fund.

L e t  m e  e m p h asize  that the argu m en t i s  not that m o st  o r  even m any 

b a n k e rs  w ould beh ave ir r e s p o n s ib ly  i f  we had 100 p ercen t d e p o sit  in s u r 

an c e . R ath e r , it  i s  that 100 p ercen t d e p o sit  in su ra n c e  would s ign ifican tly  

red u ce  the m a rk e t  r e s t r a in t s  that m any b e lie v e  p re se n tly  lim it  the am ount 

of d e p o s it s  a v a ila b le  to the o v er ly  r isk y , o v e r ly  a g g r e s s iv e ,  o v er ly  

o p tim istic  and s e l f - s e r v in g  o p era tio n . Of c o u r se , th e re  w ould s t i l l  be 

so m e  co m p etitiv e  fo r c e s  w orking in  the d ire c tio n  of sound bank o p era tio n s. 

M any d e p o s ito r s ,  p a r t ic u la r ly  la r g e  b u s in e ss  f i r m s ,  a r e  a t tr a c te d  to a 

bank by i t s  a b ility  to  p ro v id e  s e r v ic e s  e ffic ien tly  and to g ran t c re d it  when 

n eeded . A bank w hose continued e x is te n c e  i s  in  q u estio n  i s  h in d ered  in 

th is com p etition  fo r  c u s to m e r s .

2. S in ce  u n der 100 p e rc e n t d e p o sit  in su ra n c e  the e x p o su re  of the 

FD IC  fund m ay  in c r e a s e ,  the C o rp o ra tio n  m ay  need au th ority  to r e s t r ic t
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le v e r a g e  o r  the co m p o sitio n  of bank a s s e t  p o rtfo lio s  in  o rd e r  to o ffse t  

the g r e a te r  r i s k  e x p o su re  and c o s t s . Som e p o s s ib le  r e s t r ic t io n s  would 

be lim ita tio n s  on c a p ita l  r a t io s ,  l im ita tio n s  on a s s e t  com b in ation s o r  

so m e  fo rm  of both. T rad it io n a lly , the FD IC  h as  not sought ad d ition al 

p ow ers o v e r  bank le v e r a g e  o r  a s s e t  co m p o sitio n . In fa c t , we have tended 

to fa v o r  b r o a d e r  lending and in v estm en t p ow ers fo r  b an k s. L ik e w ise , 

m o st  b a n k e rs  h ave opposed  the m ix  of in c r e a se d  in su ra n c e  and in c r e a se d  

regu la tio n , fe a r in g  that re g u la to ry  r e s t r ic t io n s  m igh t be  m o re  c o stly  than 

the b e n e fits  of 100 p e rce n t d e p o sit  in su ra n c e .

O ver the l a s t  y e a r  o r  so , s e v e r a l  la r g e  ban k s h ave  gone to m ark e t 

to r a i s e  v e ry  s iz a b le  am ounts of c a p ita l . O bviously , we a r e  p le a se d  to 

se e  that, b e c a u se  in c r e a se d  bank c a p ita l b e c o m e s p a r t  of the cu sh ion  fo r  

the d e p o sit  in su ra n c e  fund. To so m e  extent th e se  c a p ita l  i s s u e s  m ay  

have re su lte d  fro m  in fo rm a l p r e s s u r e  fro m  the su p e r v iso r y  a g e n c ie s , but 

I would not want to e x a g g e ra te  our in flu en ce  in  th e se  d e c is io n s . The 

m a jo r  fa c to r  p robab ly  w as the b a n k 's  co n cern  that c a p ita l ra t io s  p lay  a 

ro le  in  the co m p etitiv e  b a ttle  fo r  la r g e  d e p o s it s . In a w orld  of 100 p ercen t 

d e p o sit  in su ra n c e , h ow ever, b a n k e rs  m ay  be ab le  to a t t r a c t  fu lly  in su re d  

la r g e  d e p o s its  w ith v ery  low c a p ita l r a t io s .  S in ce  b an k e rs  w ill not have 

the sa m e  in cen tive  to m ain ta in  th is cu sh ion  of c a p ita l p ro tectio n  fo r  the 

d e p o sit  in su ra n c e  fund, we m ay  need au th ority  to im p o se  m in im um  c a p ita l 

re q u ire m e n ts  (or m in im u m  liq u id ity  re q u ire m e n ts , o r  m o re  co n tro l o v er

ty p es of in v e stm e n ts) .
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3. A s long a s  th ere  a r e  no runs o r  liqu id ity  p r e s s u r e s  on banks 

in  d ifficu lty , s u p e r v is o r s  m igh t be re lu c tan t tp c lo se  banks that a r e  

in so lv en t o r  o p era tin g  in an e x c e s s iv e ly  r isk y  fa sh io n . T h is r a i s e s  a 

v e ry  im p o rtan t i s s u e  con cern in g  bank f a i lu r e s  and in su ra n c e . Do we 

want a s itu a tio n  in w hich a bank cannot f a i l ?  T hat i s ,  do we want to 

k eep  in e ffic ie n t, m a rg in a l ban k s open in d efin ite ly ?  X do not think so , 

and 100 p ercen t d e p o sit  in su ra n c e  d o es not n e c e s s a r i ly  le ad  to that 

r e su lt .  But th e re  i s  a le g it im a te  co n cern  that s u p e r v is o r s  m ay  be 

re lu c tan t to  c lo s e  a bank that could  o th erw ise  continue to o p e ra te  

in d efin ite ly . Su ppose  a s ta te  s u p e r v is o r  co n clu d es that a bank, on the 

b a s i s  of e x am in e r  c la s s i f ic a t io n s  and m a rk e t  d e p re c ia tio n  of s e c u r i t ie s ,  

i s  in so lv en t. U nder p re se n t  con d ition s, such  a bank i s  c lo se d  on an  

a s s e t  v a lu atio n  b a s i s ,  o r  ten ds to lo s e  d e p o s it s , fin d s it  d iffic u lt  to 

b o rro w  F e d e r a l  fu n d s, and i s  c lo se d  on a liq u id ity  b a s i s  in a re la tiv e ly  

sh o rt  t im e . With 100 p ercen t d e p o sit  in su ra n c e , d e p o s ito r s  w ill not 

shy aw ay fro m  such  a bank and liq u id ity  p r e s s u r e s  w ill be ab se n t. In 

such  a c a s e ,  hum an n atu re  m igh t w ell le ad  the su p e r v iso r  to d e lay  taking 

ac tio n  to c lo s e  the bank. He m ay  not intend to d e lay  in d efin ite ly , but 

it  m ight a p p e a r  d e s ir a b le  to d e lay  un til a f te r  the next e lec tio n  o r un til 

the s u p e r v is o r 's  te r m  i s  up. The tem p tatio n  to le a v e  such  p ro b le m s to 

o n e 's  s u c c e s s o r  i s  g r e a t , and i s  not u n re a so n a b le . A fte r  a l l ,  p e rh ap s 

the e x a m in e r 's  loan  c la s s i f ic a t io n s  w e re  too h a r sh , o r  p erh ap s the 

m a rk e t  w ill tu rn  around and e lim in a te  the d e p re c ia tio n  in  the bond
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p o rtfo lio  o r  m ay b e  som eth in g  e ls e  w ill co m e up to im p ro v e  the b an k ’ s 

condition . W hatever the re a so n , i f  s u p e r v is o r s  re a c t  in th is w ay, the 

r isk  of f a i lu r e  fo r  in e ffic ie n t, in com peten t, o r  c ro o k ed  ow ners and 

m a n a g e r s  w ill be su b sta n tia lly  d e c r e a se d .

4 * In view  of the g r e a te r  r i s k s  which banks m ight take and the 

lo n g e r  tim e  b e fo re  they a r e  c lo se d , the u ltim ate  lo s s e s  to the in su ra n c e  

fund m igh t be l a r g e . In fa c t , our p a s t  e x p e rie n ce  of v e ry  lim ite d  lo s s e s  

m ay  not be a tru e  in d ica tio n  of the poten tial r i s k s  u n d er 100 p ercen t 

d ep o sit  in su ra n c e . I m ention ed  e a r l ie r  that if  our p a s t  bank fa i lu r e s  had 

involved  100 p e rc e n t d e p o sit  in su ra n c e  the ad d ition al c o s t  to the FD IC  

would only h ave been  about $13 m illio n . But that w as in  a w orld  in which 

in so lv en t banks w e re  c lo se d  p rom p tly  and in  which the pru den ce  of 

u n in su red  d e p o s ito r s  m ad e  it  d iffic u lt  fo r  cro o k ed  o r  in com peten t b an k e rs  

to obtain  d e p o s it s . If la r g e  d e p o s ito r s , with no f e a r  of lo s s ,  could put 

la r g e  am ounts of fu lly  in su re d  funds in  the hands of sw in d le rs , in co m p e

ten ts , o r  sw in g e rs , ou r l o s s e s  could  be m uch l a r g e r  than p a s t  e x p erien ce  

su g g e s t s .

W here do th e se  p ro s  and cons le ad  u s  with r e sp e c t  to a p o sition  

on 100 p ercen t d e p o sit  in su ra n c e ?  A llow  m e  to duck that q u estion  fo r  

the p re se n t  and su g g e s t  o th er a lte rn a t iv e s  than 100 p ercen t d ep o sit  

in su ra n c e  fo r  d ea lin g  with the in e q u itie s  of the p re se n t  sy s te m .

I se e  a t  le a s t  fo u r  o r  f iv e  a lte r n a t iv e s :

1. It i s  c l e a r  that we can  ac h ie v e  a l l  the b en e fits  of 100 p ercen t 

d ep o sit in su ra n c e  by adopting a p o licy  of a lw ay s a r ran g in g  fo r  p u rc h a se
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and a ssu m p tio n  tr a n sa c t io n s  in  the c a s e  of bank f a i lu r e . We can  do so  

n e a r ly  a l l  the tim e  now, but th e re  a r e  so m e  s itu a tio n s in  w hich ex istin g  

s ta tu te s  do not a llow  u s  to u s e  the a ssu m p tio n  techn ique. T h ere  a r e  

so m e  c a s e s  w h ere  the am ount of u n in su red  l ia b il i t ie s  i s  so  g r e a t ,  o r  the 

v alu e  of the b a n k 's  b u s in e s s  i s  so  low , that no p o ten tial a s su m in g  bank 

i s  w illin g  to  o ffe r  a p rem iu m  su ffic ie n t to m e e t the sta tu to ry  t e s t  that 

an a ssu m p tio n  tra n sa c t io n  can  b e  a s s i s t e d  by the FD IC  only if  the c o s t  

to the FD IC  w ill b e  l e s s  than in  a payout. In c a s e s  of su sp e c te d  fra u d , 

we m u st  be  co n cern ed  that th e re  a r e  l ia b il i t ie s  that do not a p p e a r  on the 

b a n k 's  b o o k s, w hich we o b v iou sly  do not want to u n d erw rite . In o th er 

c a s e s  an a ssu m p tio n  m ay  a p p e a r  u n d e s ir a b le  b e c a u se  the p o ten tial 

ac q u ir in g  bank a lr e a d y  h a s  too la r g e  a sh a r e  of the m a rk e t , and an 

in c r e a s e  in  that sh a re  would h ave an tico m p etitiv e  e ffe c ts  on bank 

s t ru c tu re .

In so m e  of th e se  c a s e s ,  we can  avo id  a payout (and avo id  the 

d isru p tio n  to the lo c a l  com m unity  fro m  a bank c lo s in g ) by u sin g  a p r o 

v is io n  of our law  w hich a llo w s u s  to p ro v id e  a s s i s t a n c e  d ire c t ly  to a 

fa ilin g  bank to k eep  it  o p era tin g . T h is p ro v is io n  a llo w s u s to p ro v id e  

su ch  a s s i s t a n c e ,  h ow ever, only when the continued e x is te n c e  of the 

fa ilin g  bank i s  " e s s e n t ia l "  to i t s  com m unity . O bviously , th e re  a r e  

v e ry  few  c a s e s  in  w hich that finding can  be m ad e  - - m  fa c t , we h ave 

s u c c e s s fu l ly  u se d  that se c tio n  only fo u r  t im e s  in  the h is to ry  of the

FD IC .
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To ac c o m p lish  a l l  the e ffe c ts  of 100 p ercen t d e p o sit  in su ra n c e  by 

a p u rc h a se  and a ssu m p tio n  in  each  fa ile d  bank c a s e ,  we need a change 

in the law  such  that the FD IC  would be re q u ire d  to a r r a n g e  an a ssu m p tio n  

in a l l  c a s e s  o r , if  an  a ssu m p tio n  p ro v e s  im p o ss ib le , to p rov id e  d ire c t  

a s s i s t a n c e  to k eep  the bank in o p eratio n . A ctu a lly , I b e lie v e  we could 

ac c o m p lish  about the sa m e  r e su lt  with only v ery  m in o r sta tu to ry  ch an ges 

w hich would g iv e  the FD IC  B o a rd  of D ir e c to r s  g r e a te r  d isc re t io n  in 

a r ra n g in g  a ssu m p tio n s  o r  in p rovid in g  d ir e c t  a s s i s t a n c e  to open b an k s. 

Som e w ould o b ject to putting g r e a te r  d isc r e t io n a r y  au th ority  in the hands 

of the FD IC  B o a rd  on th e se  m a t te r s  without a l s o  having c le a r e r  C o n g r e s 

sio n a l d ire c tio n  a s  to the p o licy  to be fo llow ed .

2. One of the s im p le r  p r o p o s a ls ,  and p erh ap s the m o st  p ro m isin g , 

i s  to p ro v id e  100 p ercen t in su ra n c e  of dem and d e p o s its  and lim it  in su ra n c e  

on tim e d e p o s it s , if any in su ra n c e  i s  p rov id ed  fo r  such  d e p o sits  a t a ll ,  to 

som eth in g  l e s s  than $100, 000 . L a r g e  C D 's  fo r  w hich R egu lation  Q c e ilin g s  

a r e  not a p p lic ab le  w ould c a r r y  only lim ite d  in su ra n c e , o r , p e rh ap s , none 

at a l l .  Such " d e p o s it s ,  " in m o st  c a s e s ,  a r e  r e a lly  m oney m ark e t in s t r u 

m en ts and lo g ic a lly  could  be d istin g u ish e d  fro m  d e p o s it s . The S E C , fo r  

exam p le , h a s  long a rg u e d  that they a r e  s e c u r i t ie s .  K eeping th e se  funds 

at r is k  would re ta in  so m e  m a rk e t  d isc ip lin e  fo r  b an k s, s in c e  it would 

p lace  l im it s  on the ab ility  of the bank o p eratin g  at high r is k  to bid  

su c c e s s fu l ly  fo r  funds on a re g io n a l and n atio n al b a s i s .

One ap p ea l o f th is p ro p o sa l i s  that it  would not re p re se n t  a su b 

stan tia l d e p a r tu re  fro m  p re se n t  de fac to  a r ra n g e m e n ts . U n le ss  a bank
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f a i l s  v ery  suddenly  (p erh ap s a s  a r e su lt  of so m e  hind of frau d  o r 

theft), dem and d e p o s ito r s  g e n e ra lly  can  get out qu ick ly  by c lo s in g  

ac co u n ts , red u cin g  b a la n c e s  to the le v e l pf th e ir  outstan ding loan  o r  

borrow in g  an am ount equ ivalen t to th e ir  dem and b a lan c e , U nder 

p re se n t  a r ra n g e m e n ts , p e rh ap s u n fortu n ate ly , dem and d e p o s ito r s  

freq u en tly  p ro te c t  th e m se lv e s  by getting out, fu rth e r  e x a c e rb a tin g  the 

b a n k 's  p ro b le m . If dem and b a la n c e s  w ere  100 p ercen t in su re d , p r o te c 

tion  fo r  th e se  d e p o s ito r s  would not re q u ire  the outflow  of d e p o s it s .

C D 's  would run off in p e r io d s  of a d v e r se  p u b lic ity , but th is would be a 

function  of the m atu r ity  s t r u c tu r e  of the b an k 's  C D 's , ra th e r  than a 

sudden c o lla p se . The trou b led  bank w ould g e n e ra lly  h ave m o re  tim e  

to w ork out i t s  p ro b lem  and the p v e ra ll  d e p o sit  outflow  would be l e s s .

3. A th ird  ap p ro ach  tow ard  expanding d e p o sit  in su ra n c e , one 

a lr e a d y  su g g e ste d , would be to com bine 100 p ercen t d e p o sit  in su ra n c e  

with m in im um  c a p ita l r a t io s ,  lim ita tio n s on a s s e t  co m p o sitio n  o r  so m e 

com bin ation  of the tw o. At the p re se n t  t im e , the su p e rv iso ry  a g e n c ie s ' 

attitu de tow ard  c a p ita l  ad eq u acy  i s  not su b je c t  to ex p lic it  r u le s ,  M any 

v a r ia b le s  a r e  c o n s id e re d  in d eterm in in g  w hether a b an k 's  c a p ita l i s  

ad eq u ate , includ in g su ch  fa c to r s  a s  su b je c t iv e  a s  the q u ality  of the b an k 's  

m an agem en t. We m ay  u rg e  so m e  banks to in c r e a s e  th e ir  c a p ita l (or 

th e ir  liq u id ity ), but so m e  m ay  not do so , e ith er b e c a u se  they a r e  not 

ab le  to o r  b e c a u se  they do npt a g r e e  with ou r a s s e s s m e n t .  A ctu a lly , 

the su p e r v iso r y  a g e n c ie s  tend to be  m o st  s u c c e s s fu l  in th is a r e a  when

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



15 -

the bank n eed s agen cy  a p p ro v a l in connection  with so m e  ap p lica tio n  

(say  fo r  a bran ch  o r  holding com pany ac q u is it io n ). A lso , so m e  b an k e rs  

a r e  m o r e  e a s i ly  in tim id ated  by the ex am in er  o r  by the agen cy  than o th e rs . 

R u le s and s ta n d a rd s  a r e  thus not a lw ay s evenly  im p lem en ted  o r  ad h ered  

to . A s a r e su lt , su p e r v iso r y  s ta n d a rd s  do not a lw ay s se e m  u n ifo rm  -- 

w ithin a s  w ell a s  betw een a g e n c ie s .

In view  of th is  s itu a tio n , p erh ap s it  would be d e s ir a b le  i f  a l l  

in su re d  banks w ere  re q u ire d  to ad h e re  to an e x p lic it  m in im um  c a p ita l-  

d e p o sit  o r  c a p ita l- lo a n  ra tio . Such a re q u irem e n t would not n e c e s s a r i ly  

h ave to be  re la te d  to  d e p o sit  in su ra n c e . H ow ever, the im p o sitio n  of 

such  a stan d ard  could  m e sh  w ell with a m ov e  tow ard  100 p ercen t d ep o sit  

in su ra n c e , and w ould p ro b ab ly  be n e c e s s a r y  if  th e re  i s  100 p ercen t 

in su ra n c e . B an k s w ould be p rev en ted  fro m  u sin g  the expanded in su ra n c e  

to expand th e ir  le v e r a g e  d r a s t ic a l ly .

4. A m o d e st  v a r ia tio n  on th is a lte rn a tiv e  would be to allow  banks 

to get expanded o r  100 p ercen t in su ra n c e  if  they m eet so m e m in im um  

c a p ita l  ra tio  o r  o th er s ta n d a rd . H ow ever, it  would be c r u c ia l  un der 

such  a flu ctu atin g  sy s te m  that th e re  be no doubt o r  m isco n cep tio n  in

the d e p o s ito r 's  m ind a s  to w hether h is  d e p o sit  w as fu lly  in su re d .

5. A nother p ro p o sa l would com bine expanded o r  100 p ercen t 

d e p o sit  in su ra n c e  with a sy s te m  of v a r ia b le  ra te  in su ra n c e  p r e m iu m s .

The id e a  of a v a r ia b le  r a te  in su ra n c e  p rem iu m  h as  been  d is c u s s e d  

p e r io d ic a lly , p a r t ic u la r ly  by ac ad e m ic  e c o n o m ists , and not n e c e s s a r i ly
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in con junction  with expanded d e p o sit  in su ra n c e . While th e re  i s  no 

n e c e s s a r y  link betw een  the two co n cep ts --  the p ro p o sa l fo r  a v a r ia b le  

r a te  p rem iu m  can  b e  an a ly zed  on i t s  own --  the v a r ia b le  r a te  p rem iu m  

could  co n ce iv ab ly  p ro v id e  a su b stitu te  fo r  the m a rk e t  d isc ip lin e  that i s  

lo s t  under 100 p ercen t d e p o sit  in su ra n c e .

The ad van tage  of a v a r ia b le  r a te  in su ra n c e  p rem iu m  in  th is se ttin g  

i s  that p re m iu m s a r e  g e a re d  to r i s k .  The c o n se rv a tiv e ly  run bank w hose 

o p e ra tio n s p o se  l it t le  r is k  to the in su ra n c e  fund i s  rew ard ed  with a low 

p rem iu m  ra te  and v ic e  v e r s a ,  ju s t  a s  now the c a p ita l  re q u ire m e n ts  s e r v e  

a s  a rough ap p ro ac h  to the sa m e  end.

It i s  e x tre m e ly  d iffic u lt  to put r is k  of fa i lu r e  on anything lik e  

an a c tu a r ia l  b a s i s .  We h ave not had that m any fa i lu r e s  durin g  the p a s t  

fo u r  d e c a d e s  and, d e sp ite  the su b sta n tia l e ffo r ts  in re ce n t y e a r s  to z e ro  

in on th o se  v a r ia b le s  p rov id in g  e a r ly  w arn ing about f a i lu r e s ,  few , i f  any, 

w ould a ttem p t to c o n stru c t  and defend a ra tio n a l p rem iu m  sy s te m  b a se d  

on r e s e a r c h  that h a s  been  co m p leted  so  f a r .  S im ila r ly , w hile we try  

v ery  h ard  to s ta n d a rd iz e  our c r i t ic i s m  of a s s e t s ,  th e re  i s  su ffic ien t 

v a r ia tio n  betw een  re v ie w s to m ak e  it  u n fa ir  to b a s e  any fin e ly  tuned 

sy s te m  on an a s  s e t - c la s s i f ic a t io n  foundation.

I would not n e c e s s a r i ly  ru le  out the id e a  of v a r ia b le  r a te  in s u r 

an ce  p re m iu m s b e c a u se  a ra tio n a l, a c tu a r ia lly - so u n d  sy s te m  cannot be 

co n stru c te d . It m igh t be fe a s ib le  to e s ta b lish  a s im p le , se e m in g ly  

a r b i t r a r y  sy s te m  that h a s  the e ffe c t of putting banks in to , sa y , th re e ,
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fo u r o r  fiv e  r is k  c a te g o r ie s .  T h e se  m igh t be b a se d  on a few  s im p le  

r a t io s  re la tin g  such  v a r ia b le s  a s  c a p ita l  r a t io s ,  a s s e t  m ix , incom e 

r a t io s ,  etc . , w ithout attem ptin g  to defend the p re m iu m s in a c tu a r ia l  

t e r m s . R ath er, they would be re la te d  to th ings the su p e r v iso r s  c o n 

s id e r  re le v an t and th e ir  le v e l would be se t  so  a s  to b rin g  about so m e  

d e s ir e d  r e su lt  in t e r m s  of bank p o r tfo lio s . In so fa r  a s  a bank p laced  

into a h ig h -r isk  c l a s s  w as unhappy about that, it  could ad ju st  i t s  p o lic ie s  

to change i t s  r i s k  c a te g o ry . In that se n se , th ere  could be  an elem ent 

of ch o ice  in  such  a sy s te m .

If p re m iu m s w ere  s e t  su ffic ie n tly  high fo r  ban k s in the h igh est 

r isk  c a te g o ry , the sy s te m  m igh t h ave a se lf- re g u la t in g  q u ality  such  that 

the d isc ip lin e  of the u n in su red  d e p o s ito r  m igh t not be  n e c e s s a r y ,  and 

such  a sy s te m  of in su ra n c e  p re m iu m s could j?iesh  with 100 p ercen t 

d e p o sit  in su ra n c e .

I re c o g n iz e  that the p re m iu m s se t  un der such  a sy s te m , and the 

le v e ls  of p a r t ic u la r  f in a n c ia l r a t io s ,  would be e s se n t ia l ly  a r b it r a r y .

But that i s  not so  f a r  rem ov ed  fro m  ou r p re se n t  sy s te m . The le v e l of 

p re m iu m s a t the p re se n t  tim e  a p p e a r s  ad equ ate  fo r  the p re se n t r i s k s  

of the banking sy s te m , but we cannot be su r e  that it i s  p r e c is e ly  c o r r e c t  

or even anyw here n e a r  so m e  h ypoth etical " c o r r e c t "  le v e l. A lso , un der 

the p re se n t  su p e r v iso r y  sy s te m , w hile we attem pt to co ax  m any banks 

to r a i s e  c a p ita l , the r e su lt s  a r e  c e r ta in ly  not u n ifo rm , and the f ig u r e s  

we a im  at a r e  e s se n t ia l ly  a r b i t r a r y  --  excep t that we know "m o re  i s

b e tte r . "
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How ste e p  w ould the v a r ia b ly  r a te  s t ru c tu re  h ave to go to d i s 

c o u rag e  e x c e s s  r isk - ta k in g  w hile s t i l l  keep in g  o y e ra ll  p rem iu m  in com e 

in about the sa m e  re la tio n sh ip  to d e p o s it s  a s  e x is t s  today? How do you 

a p p r a is e  the c a p ita l  p o sitio n  and a s s e t  m ix  pf a b^nk w hpre h a lf  it s  

r e s o u r c e s  a r e  in  fo re ig n  brancifr.es? Should we b a$ e  p re m iu m s on su b 

s id ia r y  banks o r  should  they be ap p lic a b le  fo r  an en tire  holding com pany 

sy s te m ?  A ll th e se  a r e  q u e stio n s that would h aye  tp be  an sw ered  b e fo re  

v a r ia b le  p rem iu m  ra te  in su ra n c e  cou ld  b e  ad®pie<h

L e t  m e  conclude not with a se le c t io n  o r  ad v o cacy  of a p a r t ic u la r  

p o sitio n  but with so m e  few  ad d ition al com m en ts about the p re se n t  sy s te m . 

I h ave h e a rd  co m p la in ts  fro m  s m a l l  ban k s th at the p re se n t  s t ru c tu re  of 

d e p o sit  in su ra n c e  and a s s e s s m e n t  i s  tp sm a ll  b&nk s .  X h ave h eard

the sa m e  c la im  m ad e  by la r g e  banks» P e rh a p s  we can  s im p ly  a s su m e  

that if  both sm a ll  and la r g e  ban ks think the p re se n t  sy s te m  i s  u n fa ir  to 

th em , then it  m u st  be p re tty  good. But X think the i s s u e  i s  m o re  c o m p li

ca ted  than that.

S m a ll banks a rg u e  that we p ro v id e  100 p ercen t in su ra n c e  fo r  

la r g e  banks but not sm a ll  banks in that we h ave  n ev e r  had a payout 

of a la r g e  bank w ith lo s s e s  to u n in su red  d e p o s ito r s ,  w h e re a s  we h ave 

had such  tre a tm e n t of sm a ll  bank f a i lu r e s ,  The sm a ll  banks a rg u e  

that th is in h ib its th e ir  ab ility  to co m p ete  fo r  la r g e  (Jo p p sits , A la r g e
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d e p o s ito r  m ay  d ec id e  to put h is u n in su red  d e p o sit  in a la r g e  bank, 

not n e c e s s a r i ly  b e c a u se  it  i s  b e tte r  run o r a so u n d er in stitu tion , but 

b e c a u se  of h is b e lie f  that in c a s e  of d iffic u lty  the FD IC  w ill not allow  

a payoff in a la r g e  bank s itu a tio n . A s X m ention ed  e a r l ie r ,  s t a t i s t ic s  

do su p p ort th is  argu m en t. The FD IC  h a s  paid  off only one fa ile d  bank 

with d e p o s its  o v e r  $41 m illio n , that a $67 m illio n  T e x a s  bank , even 

though fifteen  banks of o v er  $41 m illio n  h ave e ith er fa ile d  o r  re q u ired  

FD IC  a s s i s t a n c e  to stay  open.

L a r g e  ban ks so m e tim e s  com p la in  about the fa c t  that d e p o sit  

in su ra n c e  p re m iu m s a r e  b a se d  on the to ta l d o m e stic  d e p o s its  of the 

bank, not ju s t  on in su re d  d e p o s it s . Thus a bank with a la r g e  p e rce n tag e  

of it s  d o m e stic  d e p o s it s  above $40, 000 p ay s a p rem iu m  that i s  h igh er 

in p ro p ortio n  to th o se  in su re d  d e p o s it s  than a sm a ll  bank with fe w e r 

u n in su red  d e p o s it s . O rig in a lly , th is w as done in ten tion ally  to p ro v id e  

fo r  a su b sid iz a tio n  of the in su ra n c e  fund by a fa r g e  bank fo r  the ben efit 

of sm a ll  b an k s. S in ce  we now h ave  a w orld  in w hich la r g e  banks can  and 

do fa i l ,  it  d oes not a p p e a r  that la r g e  bank p re m iu m s a r e  su b sid iz in g  the 

c o s t  of sm a ll  bank f a i lu r e s .  F u r th e rm o re , la r g e  banks h ave  m any 

c o rre sp o n d e n t ac c o u n ts , and c le a r ly  ben efit fro m  a stro n g  banking 

sy s te m . S m a ll ban k s a l s o  a rg u e  that the a s s e s s m e n t  sy s te m  i s  equ itab le  

s in c e , in p r a c t ic e , la r g e  banks h ave had 100 p ercen t d e p o sit  in su ra n c e  

and hence it  i s  only re a so n a b le  that they pay in su ra n c e  p re m iu m s on one 

hundred p ercen t of th e ir  d e p o s it s .
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