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HOW TO GET OFF THE BACK OF A TIGER,
OR,
DO INITIAL CONDITIONS
CONSTRAIN DEPOSIT INSURANCE REFORM?

Claudia Campbell and Hyman P. Minsky*
Washington University

The _Ieglslation in the Congress to refinance and restructure the
Federal Savings and Loan Insurance Corporation (FSLIC) makes it
clear that Federal deposit insurance is not, and never was, actuarially
sound_. It. matters little whether the result of the current l’n'ggling and
h:_igghng in Congress is a capital infusion into FSLIC of 5, 15, 25 or 40
billion dollars, whether the infusion is an outright transfe; ofyfunds
from t}}e Treasury or a subterfuge, such as an endorsement of
borrowings, or whether the legislation reforms or leaves the basic
structure (_)f deposit insurance unchanged. What matters is that
.Congress is ratifying what was always implicit: Federal deposit
insurance 1s a pledge of the full faith and credit of the United States

Although the Congressional debate centers around the FSLIC .
and the t.hrlfts, what is done will affect the Federal Deposit Insurance
Corporation (FDIC) and the banks. The underlying issues in the
debate are the structure of central banking and the manner in which
the full faith and'credit of the Federal Government is to be exercised

The pledging of the government’s faith and credit took place i.n
the gftfsrmath of the massive debt deflation of 1929-33.1 The
specw}hzed deposit insurance agencies were created in response to the
perceived failures of the Federal Reserve in this crisis. The reforms
of the financial structure in the 1930s aimed to preve;lt the
recurrence of another such crisis.

In terms of the great rules-versus-authorities argument of the
1930§ about the use of central bank powers, Federal deposit insurance
SL_lbstm_lted certainty, or a rule, for the recently unreliable
dlscretlogary, and perhaps wrong-minded interventions by, the Federal
Reserve.“ In recent years, however, the FDIC and the FSLIC have not
follc.)we‘d set and sure procedures in response to the failure of insured
1nsl.:1tut'10n_s. They have used considerable discretion in the resolution
of 1nst1t}1t1ona1 insolvency. One of the preposals that emerges in what
follov&fs is that Congress rescind the discretion permitted the Federal
deposit insurance agencies; deposit insurance should be an isle of

i .Claudi_a Campbell is a Ph.D. Candidate in Economics and Hyman
Minsky is Professor of Economics at Washington University.
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certainty in a turbulent, uncertain world. Discretion is reserved for
the Federal Reserve, the Treasury and the Congress.

Finally, the aptness of any reform depends not only upon its
content but also upon the economic and financial conditions that rule
when it is introduced. The introduction, in today’s environment, of
risk-adjusted premiums or capital requirements and greater public
disclosure of problem institutions, that are among the proposals to
reform deposit insurance, would make it more, not less, likely that
insurance payoffs will be required. In addition, these reforms would
increase system instability. A stability-enhancing response would be
for Congress to accept that it has an open-ended, contingent liability
and to set in place a well-funded, institutional structure to fulfill its
obligations.

Like the problem of the traveller who, having ridden safely
across a rapid and turbulent river on the back of a tiger, must now get
off without being eaten, the dilemma in deposit insurance reform is
how to increase the robustness of the financial structure without
precipitating catastrophic instability.

1. The Agenda For Reform

Although deposit insurance has been in place since 1934,
problems with this structure have only become apparent in the past 15
years as the size and number of failed banks and thrifts have risen
sharply. A major concern reflected in proposed reforms is the
exploitation by deposit institutions of the risk transference made
possible by the structure of deposit insurance. Insurance makes
institutions more willing to take risk because premiums are not risk-
adjusted and, in many cases, all depositors are protected. This lowers
the marginal cost of risk, increases the quantity of risk and, as a
result, raises the proportion of insured institutions thag are likely to
become insolvent and require a payoff by the insurer.” The cost of
these payoffs is transferred to less exposed institutions through higher
insurance premiums.

Risk transference is part of the problem of moral hazard
implicit in any insurance contract. Moral hazard arises in an
insurance contract because insurance reduces incentives to prevent the
condition that results in a pay-off, i.e. start a fire, have a baby,
become unemployed, etc. The deposit insurance guarantee may reduce
both the likelihood of a run and the efforts of management to prevent
one. Management may become more careless about risk exposure.

A related issue is that management may respond to losses in a
perverse fashion in the presence of deposit insurance protection. If
equity is impaired by losses,then the ratio of assets controlled to the
market valuation of a stock thrift or bank will become high.
Management may "bet the bank" rather than retrench in order to
recoup losses. Another variant of this same theme is that incentives
are present for bank managers to convey the assets of the institution
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to their own private "purses". Such an institution survives only
because of deposit insurance protection.

The view that deposit insurance will be exploited is not new.
At the time of the passage of the Federal Deposit Insurance Act in
1933, l_rving Fisher proposed risk-adjusted premiums and the Bankers
Magazine argued that bankers would become careless under the
protelctipa of deposit insurance.” Peltzman found a negative
association in the mid-1960s bgtween capital investment and the
proportion of deposits insured.” He concluded that banks were
substituting deposit insurance for bank capital. More recently Kane
?IS.S arguec_l that flat rate premiums subsidize risk, allowing banks to
increase résk (and expected return) without paying an appropriate
premium.

Suggested solutions to the moral hazard problem are similar to
those used to contain moral hazard in other types of insurance
conFracts. They include the imposition of risk-related premiums or
capital re:quirements, coinsurance by depositors, reduced willingness to
keep an insolvent institution open, and increased public disclosure of
th‘.a S:ondition of the insured institutions. It is argued that the proper
pricing of risk will reduce the level of risk exposure in the banking
sy§tem to reflect the premium costs of increased exposure. Because
this app.roach assumes that responses to price changes are stabilizing
approprla_te prices will prevent risk-augmenting behavior. The adve’rse
Tepercussions of assessing higher costs on risk-exposed banking
institutions in a fragile financial structure are considered implicitly to
be insignificant.

Most proposals see the difficulties that lead to insurance
payoffs or interventions as arising because some institutions are able
to fl:ee—rlde on deposit insurance. The theoretical perspective is that
Fhe increase of risk exposure is idiosyncratic; that is, exposed
1nst1t1{tions have been naughty or incompetent. If the behavior of
these institutions is changed by altering incentives, then the
developing crisis in deposit insurance can be averted.

None of the arguments for reform adequately explains why risk
fra{lsfgr.ence and moral hazard are problems today whereas they were
1n51gn.1f1cant in the first 40 years after the institution of Federal
dep051t_ insurance. What is missing from these proposals is a
theoretical framework that analyzes the sources of banking instability.

II. Sources of Banking Instability

The instability of banks and other financial institutions is
psu:'ally described in terms of runs and defaults at particular
mstltptions without a clear explanation of why such stropg asset
substitution quite suddenly becomes the rule of the day.‘}1

) When conceived in terms of bank runs and defaults, a
particular bank fails because of its own, idiosyncratic attributes. Its
management has been incompetent or committed fraud. Such a failure
may have repercussions on other banking institutions, in that for a
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time financial markets fail to work normally. This creates transitory
refinancing problems for otherwise solvent banks. If refinancing
problems persist and are sufficiently severe, they can cause a drop in
asset prices large enough to cause otherwise solvent banks to fail.
Thus,in the absence of intervention, idiosyncratic failures can trigger
an epidemic of bank failures, imparting an adverse "dcpression-
creating" shock to the economy. Interventions that prevent the
spillover of refinancing difficulties by assuring that refinancing
remains available can abort the potential contagion and subsequent
depression. This is what the discount window at the Federal Reserve
was set up to do.

Whenever bank failures are due to idiosyncratic behavior,
actuarial estimates of the probability of payoffs are possible. In such
cases, the insurance model is applicable and the proposed reforms of
the structure of deposit insurance could be beneficial.

A more complete description of the instability of an "economy
with banking" needs to look behind the runs and analyze the structure
of balance sheets, payment commitments and position-making
activities. Position-making for a bank consists of the transactions
undertaken to bring the cash position to the level required by
regulation or bank management. In the position-making view, bank
failures do not arise simply because of incompetent or corrupt
management. They occur mainly because of the interdependence of
payment commitments and position-making transactions across
institutions and units.

The shift in position-making from trading in liquid assets in
the 1960s to transactions in liabilities in the 1970s was accompanied
by a decrease in the margins of safety used to cushion fluctuations in
the cash flows. As a result, payment commitments have become more
closely coordinated with payment receipts so that small changes in
conditions can cause a large increase in the need for units (households
and businesses who are indebted to banks and banks that are indebted
to depositors) to acquire cash by selling assets that may have thin
markets. As asset sales in thin markets become necessary, the value of
liquidity is enhanced and relative asset values change. Institutions
that do not initially have a need for increased liquidity desire to
increase their cash position as the market value of their assets
declines. The fall of asset prices and the "tightening" of normal
sources of financing are, in this view, the essential ingredient ig
financial crises and the process that leads to a deep depression.

Why have margins of safety been narrowed with the
introduction of financial innovations? In the position-making view,
fragile financial characteristics of debtors, creditors and deposit units,
such as we now observe, result from the evolution of asset and
liability structures over periods of "good times". These evolved
characteristics are responsible for deposit institution instability. Whilg
failed units will tend to be statistical outliers when examined ex post,
many of the characteristics associated with insolvent firms, households
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an(;l banks would have been evident for entire classes of financing
units ex ante.

In this framework,crises are not due to the special
characteristics of any institution; crisis-prone situations emerge out of
th? normal profit-seeking activities of borrowers and lenders. The
shift in the financial posture of units from hedge to speculative
(rollov'er) and Ponzi (capitalizing of interest) characterizes the
evolution from a robust financial structure, where most failures are
due to idiosycratic attributes, to a fragile one, where systemic
conditions are responsible for a large number of failures.

.The payoffs needed to contain a systemic crisis cannot be
determined by a calculation of probabilities. The underlying relations
that lead to payoffs cannot be forced legitimately into a "known risk"
framework. Furthermore, the potential dollar amount of the possible
paygffs from a systemic crisis would overwhelm anv existing or
feasible insurapce reserve. This is what has happex.{ed to the FSLIC.

In.a} crisis due to systemic conditions, the need to sell assets to
fnake position causes a fall in the prices of assets and decreases
investment. Investment is determined by the prices of assets relative
to the prices of current output. The former needs to be higher than
the latter for investment to occur. A fall in asset prices relative to
currt.ent output prices curtails investment. As investment decreases
profits of banks and businesses decline. This further decreases ass;,t
values.

A system-wide decline in asset values cannot be contained by a
guarantee or bailout of some restricted class of deposits or institutions
If instabilities that can generate large, system-wide losses of output ’
z_employmeg:. and asset values are to be contained,more than deposit’
insurance 1s needed. Federal Reserve interventions to maintain asset
values and Treasury deficits large enough to sustain profit flows are
necessary.

. These two views of bank instability and the role of deposit
1n§uranc?0reflect the differences between "normal " and "depression”
f‘a1]'ure_s._ "Normal" bankruptcies result from idiosyncratic attributes
of 1nd1_v1dual banks while "depression”" bankruptcies arise from
systemic cofgitions that make entire classes of institutions
yulnerable: _For "depression" or systemic bank failures, deposit
insurance is viable only because it embodies a government guarantee
The conditional liability accepted by the government in 1934 is beiné
presented for payment in 1987.

IIT. The Purpose of -Deposit Insurance

) Let us assume that an economy is a system that has the
potent}a] to exhibit explosive, self-reinforcing instability such as took
place in thg Gnﬁt Depression of 1929-1933 and in various
hypermf[eigons. Apt interventions succeed in stabilizing such an
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econqmy.‘ This diminishes the risks (uncertainty) associated with
any liability and asset structure for borrowing units and owners of

real or financial assets. Units will recognize the stabilizing effects of
the interventions with a lag. As this recognition spreads and is
reinforced over time, asset and liability structures evolve to reflect the
increased confidence bankers, borrowers, and depositors have in the
stability of the system.

The belief in increased system stability is likely to lead to a
greater willingness to acquire risky assets and to reduce thg
margins of safety that underlie decisions to borrow and lend.1> 1t
follows that the asset and liability structures of insured financial
institutions and their depositors and borrowers are different in 1987
than they would have been if there had been serious failures in recent
years in which depositors had not been protected; income,
employment, prices and profits are also different.

In a stable and pr6edictable environment,financial innovation is
a fact of economic life.'® Modern financial systems, reflecting the
operation of profit-seeking financial "entrepreneurs”, create new assets
and liabilities that tend to overcome the reluctance to invest and to
finance. One achievement of deposit insurance, along with stability
provided by fiscal and monetary policy, has been to decrease the risk
aversion that can be a barrier to investment and which can prevent
the economy from realizing a close approximation to full employment.
By stabilizing the flow of deposit liabilities into and out of deposit
institutions, deposit insurance facilitates the financing of long term
investments with short term instruments.

But attenuation of risk aversion involves systemic moral
hazard. As the risk aversion of entrepreneurs, financiers and the
ultimate holders of assets is diminished, the likeli]io})d increases that
payoffs by the insurance agencies will be needed.

1V. Problems with Proposed Reforms

Our perspective is that the present problems of banks and
thrifts are due to the evolution of system characteristics over the years
since World War II, an evolution that has radically changed the extent
of financial layering and the relation between payment commitments
and cash flows required to validate those commitments. This
evolution has been associated with increasing risk in financial
intermediation, independent of the structure or existence of deposit
insurance. As a result, an initially robust financial structure has
become fragile. In this view, the current problems of deposit
institutions and insurers are systemic.

Proposals to alter the structure of deposit insurance are
intended to contain the relative risk-exposure of individual
institutions. But in the current environment these changes are likely

to feed back to all institutions. In a dynamic, innovative, profit-
seeking economy with a complex financial structure, reforms to reduce
exposure that are put in place in one period will be overridden by the
tendency for the entire system to take more risk as the system
successfully avoids financial trauma.




The Weakness of Examination Procedure

In order to implement risk-related premiums or capital
requirements, fallible bank examiners must define risk classes, assign
units to risk classes and determine appropriate premium differentials.
Any weakness in bank examination procedure will be impounded into
the risk premiums. To the extent that the examination procedure lags
rather than anticipates financial innovation, higher insurance
premiums on what examiners take to be riskier institutions may not be
a deterrent to risk-taking. In an expanding economy the increased
cost of doing business caused by higher deposit insurance premiums
will be an incentive for banks to invent new, unregulated forms of
financing. Anticipatory vigilance upon the part of the regulators is
required to prevent increased risk exposure. But such vigilance,
combined with intelligence, could contain particular unit risk exposure
without the imposition of risk-related premiums or capital
requirements.

Rather than grappling with the problem of determining the
appropriate class of risks, the deposit base upon which each institution
is assessed could be altered. Currently, banks are assessed on the basis
of domestic deposits. A small bank with mainly domestic deposits
could conceivably pay the same premium as a megabank funded
predominantly with foreign, uninsured deposits. Moreover, the
megabank would be more likely to be bailed out or merged than the
small bank, further reducing the implicit cost per dollar of deposits
guaranteed. Sprague argues tI}%t foreign deposits be included in
assessing insurance premiums. In terms of equity, this proposal has
merit. It would reduce the subsidy to large, multinational banks.

258 e Bank Structure and Competition

The Pro-Cyclical Effects of Reform

All the proposed reforms raise operating expenses or reduce
profits of banks that examiners find to be in a higher risk class.
Raising the operating costs of banks who, because of changes in
systemic conditions, have become riskier will only make those
institutions more vulnerable to failure. Risk-related premiums or risk-
adjusted capital requirements would be pro-cyclical, worsening the
condition of banks just when other operating costs are rising and
profits are being squeezed. If implemented at all, risk-related
premiums should be adjusted downward for systemic conditions even
as they are raised for the presumed riskier institutions.

The Insurers Retain Discretionarv Power

The Federal insurance agencies de not administer deposit
insurance as insurance for depositors but as a mechanism to insure the
safety and soundness of the g S. banking system. One of their goals
is to prevent bank failures.>® In this sense, deposit insurance is more
like a performance bond rather than an insurance contract. Until
these two functions are made independent--that is, the need to insure
the safety and soundness of the entire system is separated from the
protection of depositors and sound institutions from bank runs--the
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discretionary actions of the deposit insurers will continue to allow for
the exploitation of deposit insurance.

The Effects Reform would be Temporarv )

BI ne of the reforms creates a mechanism to correct for disaster
myopia. Disaster myopia is the tendency for the sui_:uectwe
probability of disaster to decline with the passage of time as the
experience of the previous disaster recedes from memory. Ba:nk_
managers, depositors, stockholders and regulators _sh_are in assigning
declining probabilities to a financial disaster. :I'h;s is repres?med by
the collective belief that "It Can’t Happen Again", or better "THEY
Won’t Let It Happen Again". )

The structure of deposit insurance and countercychcal.
monetary and fiscal policy that are used successfully to contain a
crisis in one period are not likely to permanem‘iy stabilize a mone'tary
economy in which financial innovations occur in response to profit
opportunities. Recent innovations in the securitization of assets and
the globalization of finance have introduced risks of financial N
dislocations that are S{]ly peripherally related to those the authorities

are set up to handle.

V. Institutional Considerations

In any evaluation of institutional reform it is necessary to
know where the economy is. Effective deposit insurance erenfis not
only upon the condition of depository institutions and the insuring
agency but also on the cooperation of the Federal Reserve and the
Treasury. This is particularly true if the problems that need to be
faced are the result of systemic conditions.

ndition of the Depository Institutions
At CC’Bank closings have been increasing since 1981. In 1?82, 42
banks closed, 48 in 1983, 79 in 19524, 120 in 1985,‘ and 138 in 1986. So
far in 1987, 71 banks have failed. These Stﬁt?StIC‘S re:flect the
highest number of failures since 1940 when 48 institutions closed. (A
similar experience rules for the thrifts). In contrast, fr_om 1943-1973
the maximum number of failures in any year was 9, with an average
number of failures being 5.5 per year. 2;Fhe failure rate for t'he 30
year period from 1943-1973 was .04%04 In contrast, the failure rate |
has risen to over 1% in recent years. )
The number of problem banks also rose from 217 in 1980 to
1306 as of July 1986. Problem institutions represgnted 1.39 percent of
total bank assets ﬁ% 1980. As of 1986, they contameq 12.53 percent of |
total bank assets. The mere recitation of the magm.tude of the
problem is evidence that what we now have is systemw.
The unprecedented increase in bank S:Iosmgs has takgn place
during an economic expansion, This is atypical. Baqkruptcws usually
decline as the economy grows. A number of special factors,

including the the collapse of energy and farm prices, the decline of
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commodities prices and the third world debt defaults have been
blamed for the recent rise in bank failures. The sharp rise in
interest rates in the early 1980s and the subsequent decline in asset
values, especially real estate, have been associated with higher rates of
insolvency of the thrifts. Increased competitiorh associated with
financial deregulation is also attributed a role.?

The current crisis cannot be understood by taking the short
view, however. The financial condition of the deposit institutions in
the early 1980s was s the product of the financial innovations that
have occurred since the end of World War II. The fragility of the
deposit institutions is not the due to special, transitory factors but the
result of a financial structure that has been evolving for many years.

The Condition of the Insurers

The FSLIC is insolvent and needs an infusion of funds. The
current Congressional view seems to be to keep FSLIC independent
and infuse some $5 or $7.5 billion into the fund. The FDIC is also
vulnerable. A strict mark-to-market approach to bank asset valuation
and the prompt liquidation and pay off of all insured banks that fail
a mark-to-market solvency test is likely to be beyond the current
resources of the FDIC. FSLIC is overtly, and FDIC covertly,
bankrupt.

Bank failures drain deposit insurance reserves. In order to
maintain fund reserves and keep insurance premiums low, the insuring
agencies have preferred to avoid liquidation of failed banks,
especially in the case of large institutions. Purchase and assumption
of insolvent institutions whenever possible has been viewed as the
least costly approach by the insurers. This means that institutions
with literally nothing to lose remain open while the insurers search for
an "assuming" institution. The moral hazard of this procedure is in
the headlines.

Fear of initiating a major financial crisis by permitting the
failure of a megabank or a giant thrift is another reason why
regulators tend to reorganize and merge rather than liquidate failed
institutions. Regulators do not have data to know how a megabank
liquidation and payoff would affect other financial institutions and
the economy. As a result, the FDIC and the FSIZBC may have been too
protective of uninsured depositors and creditors. Regulator fear of
triggering a crisis is reflected in the bailout of Continental Illinois. In
order to prevent a run by uninsured depositors on other banks, all
non-equity liabilities of Continental were protected.

One result of the whiplashing that banks and the thrifts have
taken in the 1980s is that mark-to-market net worth is in many cases
lower than the published book. Avoiding marking-to-market may be
the result of a "conspiracy" by managers and the insurers to keep
otherwise bankrupt institutions open. If neither higher costs nor the
fear of crisis-creating consequences had constrained regulators, many
institutions that are now open would either have been merged into
other institutions or liquidated.
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If the institutions that are being kept open, even though the.ey
have little positive or even a negative net worth, are stock companies
then the market value of the shares is likely to reflect 'the mark-to-
market value of assets. In this case it is possible to gain control of
assets that are a very large multiple of the investment necessary to
control a bank.

In a sense it always pays for those who control a corpqrate
bank to convey the assets to their private purse. La\fv gnd e'ghu‘:s.
constrain such behavior. Partnerships with th.elr unlimited 11al:3111ty
are a superior form of organization of banks in an economy with a
normal quota of scoundrels. As we have a nqrma_l qpota of scogndrels,
the technique of keeping otherwise insolvent institutions _afloat is an
invitation to larceny. The insuring agencies now are tz'lkn}g large
losses due to the conveyance that occurs as failing institutions are kept
— Depositor surveillance and bank examination are substitutes for
unlimited liability. The authorities must be aware of t}}e conveyance
problem in examining and supervising banks and deposit institutions
whose market or mark-to-market value is far less than the norm. In
this view the function of the market valug of bgnk shares, which
depends upon the value placed on assets, 1S t(_) give s.toc‘k}_lolders an
interest in preventing conveyance. Once capital is 51gmf10antly.
impaired, the only loser from the "lfoot(iing" of an insured depository
institution is the deposit insurance fund. )
lnStltut1"(1)‘Ill1elsinterestpof the insurance fund is best served by closing and
liquidating institutions that fail a capital adequacy test when r.narked-
to-market. It is also in the interests of the economy,‘for _Ioot‘mg does
not lead to an efficient allocation of resources. One implication of
this policy rule is that institutions would disappear. A corollary to |

this rule is to ease cntry, especially de novo chartering. ‘

The Position of the Central Bank
The ability and willingness of the central bank to accommodate ‘

demands for liquidity by troubled banks through_the disc?unt window
either prevents or forestalls bank insolvency. This _bu){s t‘.me for |
insurers to reorganize, merge or liquidate problem 1nstitutions.
Therefore Federal deposit insurance depends. upon a lendt_er of last
resort to provide liquidity to insured institutions when falllu.re rate_s. '|
rise unexpectedly. The infusion of Federal Reserve .crg,dlt mt% (gaxhng |
institutions is an indirect, bridging loan to the deposit insurer.

Provision of liquidity to a small number of problem t?anks |
causes no problem for the central bank in‘ terms of: other_ pohcy_ .
objectives. Conflict with other policy objectives, :ncIudm:@, stab:hz:ng
the value of the dollar in foreign exchange ma.rkets,A lowe?mg domestic
unemployment and containing inflation,arises if the banking system as

ires liquidity. )

* WhOIeIfr' er?:];zetar; and ¥iscal policy fail to offset the contractionary
effects of the increased costs of bank risk-taking due to a.change in
risk-related premiums, a recession is likely to develop. Risk-related
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premiums and risk-adjusted capital adequacy that increase with the
fragility of the system are likely to increase banking instability rather
than reduce it. More banks would be on the problem list and marginal
institutions would be forced into insolvency. If these marginal
institutions are megabanks, bailouts would need to take place.

The Role of the Treasury

The Congress, administration, Federal Reserve, insuring
agencies, and client organizations are struggling with how the
Treasury is to meet its full faith and credit responsibility., According
to law the full faith and credit commitment applies only to the
mandated $100,000 per depositor. Havoc would ensure if that were to
become the rule in the present circumstance. Let us make the thought
experiment and assume that an amendment to the legislation to
refinance FSLIC included instructions that deposit insurance agencies
liquidate all banks and thrifts with inadequate capital and pay off
only 100,000 per depositor. The ensuing panic would be quick and
severe, and would force the withdrawal of the amendment.

The Treasury funds that are needed to make the banking
system whole may well exceed the $25 or even the $40 billion that is
being bandied about. Given the size of the Federal debt, $25 or $40
billion is really not that much. Viewed as an increase in government
spending, it smashes the Gramm-Rudman limits,

A massive infusion of funds to insurers combined with a mark-
to-market rule for banks would lead to a wave of liquidations and
payoffs, decreasing the number of banks. This would leave the
insurers with a massive debt to the Treasury and a huge holding of
diversified, non-performing or marked down assets. Deposit insurance
makes it unnecessary for units with negative net worth or even with
current operating losses to sell performing assets in order to fulfill
payment commitments. Bad as the situation may be where non-
performing assets have led to the erosion of book value equity, it
would have been much worse if failing units had been forced to
market performing assets in an attempt to meet payment obligations.
Institutions that are in good condition owe their positive equity to the
asset values that have been sustained because deposit insurance
prevented the dumping of assets.

In liquidating and paying off failed institutions, it is necessary
for the insurer to keep their assets off the market. Given the
magnitude of the problem, it might be necessary to reinvent the
depression-era Reconstruction Finance Corporation (RFC) to replace
both the management consignment programs that FSLIC is now using
to keep insolvent institutions operating and the purchase and
assumption programs that insurers use to finance the consolidation of
the financial services industry,

In a structure with an RFC, the insurers could resolve a bank
failure in one of two ways: 1) liquidate, pay off and take over the
assets of the failed institution or 2) obtain a capital infusion from the
RFC. Liquidation would be the rule if the size were modest, if
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numerous alternatives existed, or if de novo entry “[ou!d _be 1'1kel_}'nto
occur. The aim of the RFC would be tq create a wabl? mst;m_tm
which could be privatized within a rglatlyely s.hort perlod! of time.
The RFC would be a formal mechanism in which to administer

bankruptcy.

V1. Conclusions

Our present financial structure is _t}}e result of an evo}lunongrgf
process that started from the initial conditions that ruie_d ?t the ene
World War II. This evolution took plac.e gnde'r a deposit lgsmar_:tc
regime where it was not necessary to d:stmgfush between epdosae it
insurance as a bond against fraud and gross incompetence an . D
insurance as a government pled%e that it}hetge:i;a;:z:df ilrij::::sia? c?isis

i i isis will not occur. It may be tru : ]
fl;:!sagzgr::i::sore likely because de':posit insurance was in ef !:ect dna.::r:;g
this process. We must also recognize that we, t]}e economy in _gc:i - X
benefited. The forty years since World War 1II is a unique perll)o
which a serious depression did not occur. Deposit insurance, 'yient
instilling confidence in the banking s_ysiir}; Zgﬂg:\?:;;::ng incip

i d an important part in thi z

erises l}?‘s t?ll‘:“;?rsl 20 ygars of the post war perio?, ;hgn gligge of the

i dit of the government in suppor of ins
5:21[1]3:{?111: 3;:'15 T-::t required. The structure of th‘e ‘f' inancial systet;n was
robust and deposit insurance reserves were suff’ icient tokc?\i{;r te sethat
payoffs associated with the infrequent, ‘;dlosycrat:c bank failur g
occurred. The main deposit insurance issue today, howeverl,! 1; on
full faith and credit of the Federal g.ovemn}e_nt has beep calle : 11-;e

Bank failures associated with systemic conditions have mcrezase.t
actual and expected claims on insurance reserves so thz}tfdeﬁmmcl :rosit
confidence in the banking system now rests on the behe_ t.lgt_ p
insurance liabilities are ultimately Federal government liabilities. _—
The open and above board way to har_:dle. the curr:nt pro e

is by a cash infusion from the Tr&:asu_ry that_ is big enoug t(; :l‘t:;
the funds to pay offand close institutions with negatl_ve pet thrt z-lre

This would be combined with an RFC to h?.ndle institutions f.a ax

deemed too "important” or too large to lhquldate. T!ns cas'}:lszlr;tﬁst;i%nss

should not be financed by an increase in the del?omtc?ry i e

insurance fees. In today's fragile and cpn?ple'x i‘l_nancml slt;ubceturc,
imposition of higher costs on the deposit institutions wou -

destabilizing. The costs should_ bf: genera! governmen_t costs, a

pay for the public good of avoiding a serious depression. ‘ofa

The answer to the question of how to get off the l:mcd o)
tiger is, first, assess the nature of the beast and then, proceed very

carefully.
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PUBLIC POLICY TOWARD FAILING INSTITUTIONS:
THE LESSONS FROM THE THRIFT INDUSTRY

George G. Kaufman
Loyola University and Federal Reserve Bank of Chicago

Much has been said about problems in commercial
banking and what can be done about them. But the problems
of the bank pale in comparison with those being
experienced by the thrift industry, in particular by
savings and loan associations. This session will take a
look at what lessons can be learned from the thrift crisis
that may be useful in structuring public policy to deal
with financially troubled commercial banks.

But first we have to convince people that there really
is a thrift crisis and that it is a serious one. There is
an old saying that “"one should not fix something until it
is broke." Well, the savings and loan industry s now
broke (in more than one way) and needs to be fixed now.
The deficit in the industry -- the difference between the
market value of the assets of all SLAs and the par value
of their deposits, almost all of which are de jure insured
—— 1s estimated to be around $40 billion. Some 450
associations are currently insolvent when measured
according to generally accepted accounting principles
(GAAP), which does not recognize losses until assets are
actually sold. More than 700 associations are insolvent
if we applied economic or market value accounting. The
$40 billion necessary to resolve the insolvencies is well
beyond the FSLIC's currently available resources. The
FSLIC itself is economically insolvent. And unlike the
ever larger aggregate deficit and larger number of
economic thrift insolvencies of the early 1980s, which
were attributable to interest rate risk, today's deficit
and insolvencies are almost entirely attributable to
credit risk and are unlikely, under almost any reasonable
scenario, to be reversed in the near future just by the
passage of time.

To me this spells crisis, and one that is in bad need
of repair. But despite these numbers and the recent
experience of Ohio and Maryland, few public policy makers
are urging major repairs and few members of the public are
urging them to do so. Just today, the U.S. House of
Representatives cut back sharply on the size of the
proposed FSLIC recapitalization, which was too small to
begin with. How could this be? One reason may be found
in another saying, one that is often used at times of
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