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I. Introduction

Three financial events that occurred during the summer
of 1982 have brought an important bank regulatory dilemma sharply
into focus. The three events were the collapse of Drysdale Gov-
ernment Securities, Inc., the failure of the Penn Square National
Bank and the Mexican financial difficulties. The regulatory
dilemma is the following: deposit insurance has contributed to an
increase in risk in the financial markets, but restructuring
insurance to encourage more prudent bank behavior entails its own
risk which could aggravate the very instability which insurance is
designed to avert.

The three events listed above illustrate how the risks
in banking have increased substantially during the past decade.
Fach of the three events involved the apparent failure on the part
of a large number of market participants to properly evaluate
risk; each event centered on a single market participant but' had
widespread effects of crisis proportions; and each culminated in
direct government intervention.

While the risks in Banking have increased, the nature of
banking has changed so dramatically that the federal regulatory
agencies, which assume the bulk of this risk, have been losing
their ability to monitor and influence bank behavior. The in-
crease in interdependence among financial firms and in sophistica-
tion in financial instruments will undoubtedly continue and allow
bankers to stay at least one step ahead of the regulators.

In this paper, we examine the financial environment in

the context of Drysdale, Penn Square and Mexico. We assess the
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current and future roles of regulation and insurance of financial
risk and discuss the need for change. Finally, we explore several
options for restructuring deposit insurance and bank regulation.
While one option emerges as the most promising--government re-
insurance of a privaete insurance system—-—its transition problems

are formidable.

II. Financial Failures: Isolated or Systemic?

The emergence of three significant financial break-
downs~-the May failure of Drysdale Government Securities Inc., the
July collapse of the Penn Square National Bank, and the August
emergence of Mexico's financial problems-~during a four-month
period in 1982 provides a focal point to examine the stability of
the U.8. financial system. Each of the events can plausibly be
attributed to poor wmanagement or fraudulent behavior. A report
prepared by the Federal Reserve Bank of New York suggests that,
over a period of several months, Drysdale engaged in increasingly
speculative securities transactions in a volume disproportiocnate
to its resources [6]. In hindsight, Drysdale's activities during
its final weeks of operation appeared to market participants to
have been aimed at raising working capital. This suggests that
the firm's market strategy led to losses that imperiled it well
before its collapse. Penn Square collapse resulted from poor loan
administration policies and inappropriate management. Mexico's
difficulties can be viewed as one event in an ongoing history of

financial instability that has been running in a six-year cycle.
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While each of these three events can be viewed as a
temporary and localized problem with minimal long-term implica-
tions, a broader examination reveals that each event had wide-
spread impacts on financial markets and on the banking industry.

The Drysdale incident touched off a general reevaluation
of the risk inherent in the government securities market and
directly contributed to the demise of two other government securi-
ties dealers. The Drysdale default imperiled the smooth operation
of a little understood but staggeringly large market. At the time

of the incident, reporting dealers (those who report to the Fed-

eral Reserve on their coperations) had outstanding some $103 bil-
lion of government securities sold under repurchase agreements
[6]. Swift Federal Reserve action was deemed necessary to keep
the market operating.

The Penn Square failure alsc had widespread effects. The
decision by the Comptroller of the Currency and the Federal De-
posit Insurance Corporation (FDIC) to close the Penn Square Bank
without the benefit of an assisted merger reportedly left 139
federally-insured credit unions and 14 federally-insured savings
and loan associations holding uninsured deposits of $127 miliion
[2, pp. 49 and 67]. Many of these institutions apparently had
large portions of their net worth devoted to Penn BSquare cer-
tificates of deposit purchased through brokers. Action by the
FDIC to permit booking of those deposits at 80 percent of face
value and an immediate announcement hy the Federal Reserve that
receivership certificates issued to the depository institutions

could be used as collateral against discount window loans were
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considered essential to prevent widespread problems from develop-
ing.

Mexico's financial problems also involved a large number
of large and medium-sized banking organizations. The far-reaching
impact of this undertaking is indicated by reports that some 55
U.S. banks were involved in meetings at the Federal Reserve Bank
of New York during the negotiations with the Mexican government
[16]. The increasing difficulty facing private Mexican borrowers
in repaying dollar-denominated loans has even further ramifica-
tions, and the potential effects streteh far beyond the major
money market banks.

A striking element in each of the three events is the
apparent failure of market participants to assess or in any wvay
1imit the risk exposure implied by dealings with the principals in
the crises. According to the New York Fed report, the now-defunct
securities dealers raised working capital from "careless or un-
witting customers" [6, p. 2|, and "the market was vulnerable
because some participants were not sensitive to or aware of the
exposure to which they were subject" [6, p. 10]. Participants in
"blind-brokering" arrangements apparently did not even bother to
_determine a pricri where legal liability rested. Furthermore,
standard securities repurchase agreements took no account of the
value of interest accrued on the underlying securities, thus
leaving lenders highly vulnerable to default by a borrower. As
the number of market participants grew, practices that had de-
veloped when the market was small and closely knit became inappro-

priate, but were not changed. In the case of Penn Square, major
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money market banks apparently purchased loans from the relatively
unknown institution without applying their own credit analysis
standards to the loans. On the deposit side, small depository
institutions, lured by high promised returns, purchased impru-
dently high concentrations of brokered CDs, without evaluating the
underlying risk. Similarly, larger banks took on large exposures
to Mexican borrowers in spite of a widely recognized country risk
factor.

There is substantial reason to believe that the three
financial incidents described here are symptomatic of a general-
ized increase in the risk of bank failure and, more importantly,
in the risk of financial market breakdown. The far-reaching
effects of each incident indicate the interdependence among com—
mercial banks. This has been accompanied during the past several
years by a growing interdependence among different types of finan-
cial institutions. ‘These two developments, combined with a grad-
ual increase in the risk of failure for individual banks and the
growing uhcertainties in the economic environment, have reduced
the stability of our financial system.

At the same time, traditional measures of bank safety
are weakening. Between 1968 and 1982, the ratio of capital to
total assets at all insured U.S. commercial banks fell from T7.26
percent to 5.87 percent, while the ratio of capital to risk assets
fell from 10.63 percent to 8.62 percent. (See Chart 1.) Mean-
while, the ratio of loans to deposits at these banks rose from
£0.94 percent to 70.02 percent. {See Chart 2.) The number of

problem banks has been relatively high since the mid-19T70s and
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jumped dramatically in 1982. The FDIC reported a total of 223
problem banks at year-end 1981. The total rose to 315 by year-end
1982. {See Chart 3.)

Examining risk premiums on bank debt is a way to gauge
the market's perception of a long-term trend toward more risk in
the industry. Investors demand a risk premium, an amount above
the safe government yield, on virtually all private debt. 8ince
agents always have the option of buying the perfectly safe secu-
rity, banks and other private firms mst pay a premium above the
safe yield to attract investors. This risk premium will be higher
the riskier the firm is perceived by the public. Assuming market
participants can evaluate the firm's ability to pay off its debt
in variocus states of the world, the risk premium will be related
to the actual riskiness of the firm. Hence, if banks have become
riskier over recent years, as our other indicators suggest, we
would expect to find an increase in the risk premium paid by
banks. This increase would also give us a better idea of how
gignificant the change has heen.

The risk premiums on short- and long-term bank debt
plotted in Charts L and 5 confirm that banks have become riskier
and by a significant amount. According to this measure, banks'
vulnerability sharply increased in late 1979 and has remained
hrigh. 1In Chart 4 we have plotted one measure of the risk premium
on short-term debt: the difference between the rates on 90-day
CDs sold in the secondary marketl and a selected risk-free invest-
ment, 90-day Treasury bills, on a monthly basis beginning in 196k,

when the secondary market was started. The yleld spread, or risk
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premium, was quite wvolatile during the Franklin National Bank
failure {(roughly from May 1974, when problems with Franklin Na-
tional were made public, to the bank's closing in October 19T7hk).
The premium reached almost 400 basis points during this period,
but within a year after Franklin National closed, the premium
dropped to well under 50 basis points. Even including the Frank-
1lin National months, between 1964 and 1980 the risk premium aver-
aged around 80 basis points, being as low as 20 in the fall of
1976. Starting in October 1979, however, there was a significant
change; the average premium increased dramatically. The average
rose to 161 basis points between October 1979 and April 1983, the
premium going_as high as 280 points in July 1981. During the last
half of 1982, the premium fell sharply to less than 50 basis
points by year end. It is impossible to predict whether this
decline is permanent. It would appear, however, that congres-
sional and regulatory reactions to the events of 1982 bolstered
public confidence in the banking industry, at least temporarily.
Chart 5 illustrates a similar pattern for the risk
premium on long-term bank debt. In this chart we have plotted the
difference between the yields on an index of long~term, high-grade
bank holding company bonds and 20-year Treasury bonds, on a
monthly basis beginning with November 1977, when data on bank
holding company bond yields first became available. Like the
short-term premium, the long-term premium started increasing in
late 1979. It averaged 60 basis points before October 1979 and
116 basis points after that-kj As with the short-term premium,

the long-term premium fell sharply during the last half of 1982.
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The market's reaction to banks' debt tells us that bank
creditors have perceived these firms as being riskier now than
they were a decade ago. Assuming market participants are reason-
ably good at evaluating a bank's position, these data, together
with our other indicators, point strongly to the conclusion that
banks have become substantially more wvulnerable to losses and
failure than they were historically. The direct data on bank
failures also support this conclusion. During 1982, the FDIC
closed or merged 42 banks with total deposits of $9.9 billion.

These are the highest failure rates since 19L40. (See Chart 6.)

III. The Roles of Regulation and Insurance in Banking

The Reacticn to Financial Market Problems: More Regulatory Dili-

gence

Whether the events of 1982 indicate a localized or a
systemic problem in banking, the reaction has been to increase
regulatory diligence. The Drysdale default led immediately to
questions about the failure of regulations to govern activities of
government securities brokers. The Federal Reserve Bank of New
York, fielding questions from various sources, including the
Congress, appointed a Senior Vice President with special responsi-
bility to oversee securities brokerage activity and launched an
investigation into the ability of the market to selif-regulate.
The Federal Reserve moved in August to require all reporting
dealers to value accrued interest on securities underlying repur-

chase agreements.
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The Penn Square failure had even more dramatic ef-
fects. The initial market reaction was one of shock that a mid-
sized banking organization could be permitted to fall without the
assistance of an FDIC-arranged merger. Market participants asked
how the regulatory agencies could have permitted a bank like Penn
Square to involve sc many banks in questionable loans. The exami-
nation procedures of the Comptroller of the Currency were ques-
tioned, a special investigation was launched by the Department of
the Treasury, and hearings were held in both the United States
Senate [2] and the House of Representatives [15].

Mexico's difficulties resulted in a massive restruc-
turing with intensive involvement of the International Monetary
Fund. In the context of considering a resulting IMF funding
request, Congress has demanded change in the regulatory approach

to internaticnal loans.

Moral Hazard and the Need to Supervise

Because the government provides the insurance for the
banking industry, there is good reason for regulatory diligence.
Anytime people or firms are insured (by a private or public
agency), there is an incentive for the insured to be less careful
and more willing to take on risk than if they were not insured,
since they do not have to suffer all the financial consequences.
Insurance companies, of course, recognize this problem; when pos-
sible, they charge a premium that at least partially reflects the
riskiﬁess of the insured person or firm. Car insurance premiums,
for example, reflect a driver's history of accidents, traffic

tickets, and areas of travel. 5till, for many activities, includ-



-10 -

ing driving, it is very expensive to diligently monitor and assess
the behavior of the individual person or firm being insured.
Premiums, therefore, are generally based on the average historical
experience of the insurable population, which has little effect on
the incentive problem and leaves the insurer exposed to poten-
tially large losses. This is what is known in the literature as

the moral hazard problem._g/

The standard way insurance companies deal with moral
hazard is to create incentives that induce more favorable risk-
taking behavior and which do not rely on monitoring. The most
common device is coinsurance. Recently created dental insurance
plans provide a good example. Many of these plans will pay 100
percent of the costs of maintenance, such as checkups and clean-
ings, but will only pay up to 60 percent of the costs of major
dental work. By designing the coinsurance properly, the dental
plan encourages better dental hygiene and thus minimizes the prob-
ability of large losses to the insurer without expensive moni-
toring costs. Another popular technigue to influence the behavior
of the insured and avoid monitoring costs is moral suasion. Auto
insurance companies, for example, spend considerable resources
promoting safety on the highways. These companies are some of the
strongest supporters of increasing the drinking age and keeping
the 55 miles per hour speed limit.

Perhaps even more than most other insured activities,
banking is subject to moral hazard. The difficulty of monitoring
the riskiness of bank decisions in order to price insurance is

presumably why the premiums on FDIC insurance are only related to
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the size of the bank. Like many other insurance companies, the
FDIC uses various incentives to influence behavior toward risk
without explicitly pricing such behavior. In particular, it
relies on a combination of coinsurance and a very strong form of
moral suasion--supervision and regulation.

The FDIC, with help from the Comptroller of the Cur-
rency, the Federal Reserve, and state banking departments, super-
vises and regulates all insured banks. These banks are subject to
surprise, on-site examinations and are required to periocdically
report balance sheet and income statement information to permit
the agencies to meonitor their behavicor. If a bank is deemed too
risky or potentially vulnerable, appropriate recommendations are
made to bank management and, if necessary, enforced under threat
of removal of insurance.

This form of moral suasion has always been an important
part of the FDIC insurance program. Because of an overriding
concern to safeguard deposits, though, the FDIC has gradually
reduced its reliance on coinsurance. The cuteff on insured de-
posit size has increased from $5,000 in 1934 to $10,000 in 1955,
$20,000 in 1969, $40,000 in 19Tk, and $100,000 in 1980. As a
result, of course, the proportion of insured deposits has been
steadily rising. Starting at 45 percent of all bank deposits in
1934, it rose to T3 percent by 1982, leaving, in effect, only 27
percent of all deposits uninsured. (See Chart T.)

That 27 percent of deposits 1is uninsured, however, is
misleading. At many banks, a substantial proportion of uninsured

deposits are interbank deposits, and ultimately, most interbank
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deposits are insured. When Penn Square failed with $158 million
of so-called uninsured deposits, $127 million of these deposits
were held by savings and loan associations and credit unions-—-
financial institutions whose deposits are to a large extent in-
sured by government agencies [2, pp. 45, 49, and 67]. Conse-
quently, the potential loss to individual depositors was far less
than $158 million.

The 27 percent estimate of uninsured deposits is mis-
leading for another reason. It is well known that FDIC-type
insurance is one of two types of insurance the government provides
banks. The other is more difficult to define and measure, yet
most would agree it is a very important part of government insur-
ance. This insurance stems from the Federal Reserve's role as a
lender of last resort. In order to avoid a financial paniec, the
Federal Reserve will open 1its discount window to distressed
banks. This policy is often interpreted to mean that the Federal
Reserve will not allow a major bank to fail. The following recent
statement by Sanford Rose illustrates the public's perception:

Can anyone doubt that the government is com-

mitted to underwriting the top 10 banks?

Indeed, it may even be committed to under-
writing the top 25 or 50 [12].

And the Wall Street Journal, in a recent editorial on foreign

loans held by large private banks, asserts that government backing

of the banking industry is worldwide.

It can be no secret by now that these pri-
vate bankers are not acting out of sheer
stupidity. + « + Banks assume as they con-
tinue to pursue these risky loans that they



-13-

have an ace 1in the hole: Central

banks » « o can ill afford to let them or

their debtors go bust [17].

Moreover, there are good reasons for the U.S5. public to
expect their government to protect their funds. Bince the FDIC
was established in 1935, losses to uninsured depositors have been
very small, and until recently, virtually all occurred at banks
with deposits well under $50 million. Thus, even the roughly 27
percent of uninsured deposits in commercial banks are not truly
uninsured. While it is difficult to say to what extent they are
not, the FDIC and the other regulatory agencies are clearly not

relying very mch on coinsurance to influence bank behavior.

More Re ato iligence Won or
Why Regulatory Dilig Won't Work

The moral hazard problem is a potentially serious prob-
lem for any insurance company. It can expose the company to the
possibility of ruinous losses. It creates an environment where
the insured have a strong incentive to take on much riskier ven-
tures than they would otherwise, and that produces the very insta-
bility the insurer would like to prevent. The government's deci-
sion not to base a bank's deposit insurance premium on risk and to
use little coinsurance means that the government mist rely quite
heavily on supervision and regulation to lessen the moral hazard
problem. Until recently, the regulators have done thils quite
successfully, giving us the most halcyon days in U.S. banking
history. Nevertheless, these days appear to be over, as the

regulators are seriously lagging behind the bankers.
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Historically, banks have typically been one step ahead
of bank regulators. In a process termed by Kane the '"regulatory

dialectic,”

the industry has been characterized by a continual
attempt by regulators to plug loopholes uncovered by banks [71.
This process has been accelerated by incentives provided by rapid
advances in commnications technology-

Currently, there is an even more significant reason to
doubt regulators' ability to reduce bank risk-taking through
increased direct supervision. Banking has expanded beyond the
scope of operations that the existing supervisory system was
'developed to evaluate. The entire bank examinations process has
traditionally been an analysis of balance sheet activity. But the
need to compete in a volatile interest rate environment has led
banks to increase reliance on fee-based, off-balance sheet activ-
ity. In recent years, regulators have responded to this trend by
developing special examination techniques to deal with these
activities as they emerge. The Drysdale incident, however, indi-
cates the potential scope of commercial bank activity that will
remain unrecognized until problems develop.

The range gf reactions pf individual commercial banks to
the current economiec environment is so broad that it is doubtful
that regulatory oversight in its traditional form will effectively
limit the riskiness inherent in those reactions. The more likely
result is that regulators will be left in the protector-of-last-
resort role of attempting to smooth crises as they develop.

At the same time, continued attempts to expand regu-
latory oversight will have the perverse effect of reducing market

discipline over the banking industry.
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IV. Some Alternatives to More Regulatory Diligence

If more regulation and supervision is unlikely to suc-
ceed--if government has little chance of solving the moral hazard
problem with increased supervision of bank behavior--then what are
its alternatives? Two that are often discussed are increasing the
degree of coinsurance and imposing risk-related insurance pre-
miums. On cleose examination, though, both of these options have
serious defecis. A third alternative, private insurance, is
generally not considered but should be.

Clearly, increasing the degree of coinsurance would
lessen the moral hazard problem; however, it could turn out to be
very costly. By lowering FDIC insurance coverage to, say, $40,000
or reducing the market perception that the government underwrites
large banks, banks would have less incentive to take on risk.
Ranks would have more uninsured depositors to worry about, deposi-
tors who would demand a higher return from riskier banks. 35So, for
banking just as for other insurable activities, coinsurance helps
to offset the moral hazard problem. However, relying more on co-
insurance has one obvious disadvantage that makes it a very expen-
sive way to influence bank behavior. It increases the likelihood
of bank runs. The lower the FDIC deposit coverage, i.e., the
greater the depositors' share of coinsurance, the greater the
probability that a large number of depositors could lose faith in
their banks and start a panic.

A less obvious disadvantage of relying on a greater
coinsurance role for depositors, while only transitory, could also

be very costly. Simply announcing that insurance coverage will be
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lowered could cause a banking c¢risis instead of prevent one. It
is not hard to imagine depositors getting very nervous if the gov-
ernment started to back off from its explicit or implicit insur-
ance commitment. If the government reduced its commitment at a
time when everyone realized that banks were holding very risky
portfolios, a massive bank run by the newly uninsured (or less
insured) depositors would be a strong possibility.

The second alternative to more regulation and super-
vision is the often proposed risk-related premium, or variable
rate insurance.;/ This alternative suffers from the same problems
that plague bank regulation and supervision. The idea of pricing
insurance as a function of risk is based on the general efficiency
of marginal cost pricing. A profit-maximizing firm will take on
risky ventures to the point where the additional expected profit
from one more unit of risk Jjust equals its additional cost--the
insurance premium. If the insurance premiums to all firms repre-
sent the true cost to society, then the market's overall risk
exposure will be optimal. Setting variable rate premiums, however,
assumes regulators can evaluate and monitor a bank's risk position
ex ante. We have been arguing that regulators cannot do this
today and are not likely to be able to in the future. Flat-rate
insurance may well be the best they can do given the current and
expected ability to monitor bank dbehavior. Moreover, even if
regulators could accurately price the risk-related premium, this
proposal also has a potentially fatal transitory problem. The
optimal premium might force some banks into a negative cash flow

position and ultimately into Dbankruptcy. Again, by changing
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policy, the government could seriously aggravate the financial
instability it is trying to prevent.

A third alternative to more regulation and supervision,
usually not discussed, is a private insurance system. Exactly
what form private insurance might take is difficult to say, but
history may be a useful guide. Deposit insurance existed well
before the FDIC.E/ It was usually run by states, although not
backed by state taxes. Insurance associations levied premiums
against member state banks, all of whom shared in the liability of
the state fund. These state-sponsored funds are properly thought
of as cooperative insurance associations; the state's role was
mostly in organizing and determining whether membership was volun-
tary.

The systems that appeared to work best were those in
wvhich a form of ceoinsurance was imposed and monitoring was exten-
sive. The New York Safety Fund, established in 1829, appeared to
work this way and has generally been regarded as a success. A
distinctive feature of the New York system was that each chartered
bank was required to pay 3 percent of its capital to the fund.
Whenever the fund was depleted by payments on account of insol-
vency, chartered banks were assessed until the fund held 3 percent
of the aggregate capital of all remaining banks [9, p. bOL]. A
second distinctive feature was that safety fund banks were super-
vised by a team of three cormissicners. These officials were
required 1.30 examine banks once every four months, checking capital
requirements and the general well-being of the banks. The gover-

nor appointed one commissioner, while the banks appointed the



-18 -

other two. Banks, therefore, had at least an indirect role in
regulating themselves.

How successful was the safety fund system? Knox reports
that

In 1835 +the number of banks under the

safety~fund law was seventy-six, with a

capital of $26,231,L60, that of other banks

in the State being $5,175,000. The total

circulation of the safety-fund banks was

$1L4,464,023, ageinst which they held in

specie $5,561,T7L45, and specie funds in city

banks $4,944.877. The banks appear to have

been very strong at this period. The bank

fund had reached $400,000, and no drafts on

it were anticipated. The income from it was

to be distributed among +the contributing

banks. {9, p. 40OT]
Knox also peints out that during the two nationwide suspensions of
specie payments, in May 1837 and the autumn of 1839, the New York
banks only participated in the first [9, p. 408].

State-sponsored insurance funds between 1907 and 1929
did not do as well as New York's Safety Fund [18]}. Several failed
within a few years after they were established. Those that had
sOme success were state funds that made all the insured banks
responsible for the losses of any member bank and that closely
supervised all members. Oklahoma's insurance fund was cone of the
more successful, even though it almost went broke shortly after it
was established in 1907. It was saved by a complete revamping in
1909 that provided for fixed annual assessments until the fund
averaged 5 percent of deposits as well as special assessments to

maintain the fund. Capital and reserve requirements were also

strengthened, as was supervision. By 1920 the system was restored
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to solvency, although the increased assessments drove out the
larger banks [18, p. 553].

Private insurance funds did not disappear after federal
deposit insurance was established. Today, five states--Maryland,
Massachusetts, North Carolina, Chio, and Pennsylvania-~have such
funds. Altogether they insure more than 400 savings and loans
agsociations and savings banksréj

These examples suggest what might evoive if the federal
government were to leave the bank insurance business. Some form
of cooperative Iinsurance companies would likely develop wherein
banks would share the financial liability of other banks in their
region. The obviocus advantage to such a system is that it would
substantially reduce the moral hazard problem; banks surely make
the most astute regulators of their own industry. Who could be
more aware cof innovations and ways of overcoming regulations than
those being regulated? Moreover, if, as is likely, numerous
assocliations developed across the country, then the monitoring
problem would be decentralized and the probahbility of nationwide
problems developing because of regulatory loopholes would be
reduced.

The obvious disadvantage of a private insurance system
is that there are no guarantees that private insurance companies
could survive or, if they did, that they could provide enough
insurance to prevent banking panics. If membership in private
regicnal insurance companies were not compulsery, experience
suggests that large banks would not join because of the relatively

high assessments necessary to keep the insurance fund actuarially
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sound. Large banks might form their own nationwide companies and
insure themselves. In any event, even if private insurance were
compulsory and even 1if private companies could overcome most of
the moral hazard problem through self-monitoring, there would
still be some probability that one or more of these Iinsurance
associations would fail and inflict large losses on bank deposi-
tors. Presumably this is one of the primary rationales for estab-

lishing a public insurance scheme instead of a private one.

Reinsuring the Banking Industry

There may be a way, though, to combine the positive
aspects of both public and private insurance: have a public
insuring agency reinsure private associations.—s-/ The obvious
advantage of an FDIC (backed, of course, by the Treasury) is that
it can ultimately back deposits. Only the federal government can
manage the potentially large losses that could occur with a sys-
temwide panic. The disadvantage of an FDIC is that it must super-
vise and regulate banks, which, we have argued, it cannot do suc-
cessfully. The advantage of a private insurance system is that it
is the most efficient way of handling the moral hazard problem.
Its diéadvantage is that a private insurance system can provide
only limited deposit insurance. A reinsurance scheme may have the
advantages of both these systems without the disadvantages. If
the FDIC were to insure private associations instead of banks,
deposiﬁs would still bhe completely safe. Moreoirer, banks would
have an incentive to monitor themselves. Banks within an associa-

tion would be liable for their members' losses. The FDIC would

step in only when the association itself was in financial trou-
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ble. By imposing the appropriate incentives--a deductible, for
example-~on the private associations, the FDIC would be able to
insure deposits and promote a safe banking system without the
messive monitoring problem it faces today.

Having the government reinsure private companies that
insure banks may solve some of the regulators' problems, but like
the other slternatives, it would create some problems too. Com-
pared to lowering deposit insurance coverage or imposing risk-
related premiums, a reinsurance scheme requires considerable
change. Before such change could be made, many questions would

have to be answered. For example,

* BShould the government directly promote private insurance
funds, or will they evolve on their own?

* 1f the government promoted such funds, should they be spon-
sored by counties, states, or some regional areas such as
Federal Reserve districts?

* $Should bank membership in a private insurance company be
voluntary or mandatory?

* Should insurance company membership in the FDIC be voluntary
or mandatory?

* How should the FDIC reinsure the private companies?

Pinding answers to these tactical questicns is one type
of problem regulators would face with a reinsurance scheme.
Another is the transition problem of banks that are currently
deemed quite risky. With a reinsurance scheme, Just as with

variable rate insurance, banks that have already taken on too much
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risk would be in trouble. Private insurance premiums for these
banks may be prohibitive. A decision by these banks not to have
insurance might not work either. Since few depositors would leave
their funds in & risky bank without being compensated, the inter-
est rate required to keep risk-conscious depositors from with-
drawing their funds could easily be Jjust as prochibitive as the

private insurance premiumse.

V. Conclusion

The banking problems of the summer of 1982 should not be
interpreted as problems for Just a few banks that mismanaged their
portfolios. Evidence suggests and the market is aware that the
entire banking system is more vulnerable today than it has been in
many years.

Closer monitoring of bank behavior is the conventional
remedy for increased vulnerability and the cone currently being
tried, This remedy has not worked well lately, however, and it
will not work in the financial world of the future. Because of
the moral hazard problem in insuring banks, because of the diffi-
culty regulators now have in monitoring bank behavior toward risk,
and because of financial innovations that will make future moni-
toring even more difficult, it is time for regulators to reexamine
the options for safeguarding the banking system.

Qur brief exploration of the options, though, reveals a
dilemma. Any change from the current regulatory environment
creates other potentially serious risks to the banking industry.

Even if regulators adopted what appears to be the most promising
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way to reform the industry, a reinsurance scheme, in the short run
simply changing the system may cause many of the problems that

regulators are trying to avoid.



Footnotes

}jFor both short- and long-term bank debt, the post-
October 1979 average 1is significantly different from the pre-
October 1979 average at the 39 percent level of confidence.

-EJSee, for example, {11.

§/See, for example, [10], [11], and [13].

Eijr a brief history of deposit insurance schemes
before FDIC, see [3], [4], and [5].

-ifInformation supplied by the Federal FHome Loan Bank
Board.

éJOther than one reference to a very limited form of
reinsurance [11, pp. 862-63], we have not been able to find a

discussion of this proposal in the literature.
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CHART 2
LOAN-TO-DEPOSIT RATIC
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CHART 6A FDIC-ASSISTED BANK CLOSINGS
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