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Cap the

A consensus ks emerging thai the el of
LS thekft and bank falfures stetns in large:
part from the perverse incenlives of fed-
cral deposlt surance. Bul change wlil nes
be easy, given the pravalence of the "Ng
Disasters an My Walch" philoseply of
Coagress and the Reagan adminlstration,

In his (Itst MR days, the new preslden:
shiwld olfer & [our-point progrant o re-
solve the growlng Bnanclal-services crlsis.
[t woulld acknowledge Lhe need for 2 one-
time Taxpayer Dailout, develop a Big-
Bank Closure Plan, set a Taxpayer Linbil-
Lty Cap starting next year and thereby cre-

aie lncentives fur Market-Based Deposlt

Insuranace,
The president would nole that Ametlean
Aaxhayers hivve already and largely awili-
Ingly assumied a masslve future obligation
dn ks area. He would admit that a lurty
-sizable hit on the Treasury wis unavolds-
He tmt that, lh veluen, e industey must
assiine prealer responsibility for s o
risks. The curreat system of proflt-side
capitalism, he miclit add, mixes poorly
wilh less-stile sociulisn. AL the satne thne,
he must not forget that politlcally based
regulation and insurance coverage of fl-
nanclal services are part of the problem,
ol e solution,
" Consider how the Ilmlted deposit-insur
ance system of the 19308 evalved indy Use
universad security blanket of tediv. Alter
all, the erlginal plan was Intesdoed enly o
- reassure and protect “sisall sdeposhors”
while discouraging “bank runs.’
Crisls Demanded Aclion
Those invoived were well avare of e
protlems of government insurance. Bank-
ing Industry spekesmen and key leglsialors
at the Ume noted the “moral-hazard” risi
of allowing deposltors Lo escape all respon-
siblity for their Investimen! declsions,
. They vlewed any declsion to lump all I
nanelal inslituifons Inte a single risk cate-

gary as foollsh and tnequitable, Presldent -

Roosevell made his concerns expliclt, not-':

-ing that there was no Intent Lo enconragy

“unsound tranklag in the futyre.”

deposits up to $2.500 and tmposed a fee on

all doimestle deosits of 1712 of 1% to (1
Cuance s “Insurance™ system. Slmilas
| guaruntecs were provided the S&L3.

i .. For deeades, the federal deposit Insur-
rance system scened successful. Indecd,
;i the original inedest system been re-
- tained, things might not lave pone awry .
“The lultlal 52,500 Ngure was soon valsed
- 5200, but 1t stayed at that level for many
- ¥ears. Moceover, banking in the late 1930
_deststabillzed and then in the postwar era
. pruspered aleng with the general econony.
-Thiut ied some to belleve that disconnects
Cingr the pressure gauges had no advelse
Colsenuences, -

The fnsurance Ihnit was ralsed widl iy

198 |t reacled the present Y199,000—a.

CJumip Gar in excess of that justitied hy In-
~ tlatkon, The S&L. deposit COVArETE Wiy BX-
smanded Inoa paraflel but shigh.y chwer
Lshlon. Jake.Garn, then chalrman o the
senabe Banking Comelttes, now ¢ ]
Cthe " ctast cthelit  ncrease—reporiealy
Cprompted by concerus | thal - depostlors.
¢ wonld flee roubled Instltutions—was a se-
- rlous” mistake. L X
“Yel, thls tendency toward broad coves
age, 1o prolect everyone [rom everythingg

wns present at the beginning. The fdepos.l -

llmll, for exampte, was vever appiied o
the drepositar hut rather (o the deposit, and
the Federal Deposil nsurance Corp, an)
- Federal Savings sl Loan Insurance Corp

elected early Lo insure interest as wali 75 -

principat Hialdiies, Ieposils have Decome
“rlsk-fres, encovraging Lhie rush of I_unds 1
- whatever institulion offers the best jiterest

“i-cent speculalers were shocked Inlo actlo
- Failing Institutions” began. to lose funds
Unfortunateiy, one such falling institutlon .-

: far

. ' ) . s
rate ietay, Bpecuiators no lungor: need

even Lo broker thelt telal Investments 1o fit

wilhln-the $100.00C Irait, since, I practice,
the EDIC and FSLIC now.protect, all te-
‘Posits regardless of size. 0 i

it

) . I
FPonding regdlatory action, troubted f)-
nanciil firms are free o ralse Uieir yields
ard attract funds from better managed or

the ISLIC, political agencies, also suifer
* from the “Not on My Watch" syndrome
and postpone actlon (“forbearance”) In
the hope thal events—such as a rise in
real-estate or energy prices on which prob-

“After a date certain, in-
sured institutions would
have to cover additional
deposits without adding to
the federal liability,

lent lvans are based—will render unneces-
sary coslly and painful closures. In the
meantime, the faijed institutlons play the
long shots—with laxpayer guarantees.
Even when the decislon 1s made to dis-
cipline a failed Institutlon, the agencles act
to shield as many Interes's as possible. In
principle,-the FDIC/FSLIC should simply
close the faled instltutlon, sell s viable
Aassets fincluding any good will and cus-
toiner base st might exist) and pay off
Uie insered depositors. This course, hiow-
ever, requires thal the FDIC/FSLIC make
cvident the teal cosls of the fallere, More
typcally, therefoze. the FDIC/FSLIC ar-
ranges a Purchase and Assumption (P&A)
agreement under which the failed institu-
en Is merged with a  heaithy
. Mancial-service flrm.

« P&A arrangements were once rather
1 limlted. The FDIC/FSLIC would strip
Aaway the werst Joans, Inject some cash,

and provide some.degree of regulatory re- K

-lief that actually increased efllelency. .
Nowadays, wlth more severe and numer-

i . . ous tases, P&A agreements have coine o
" Monetieless, (he banking crisis de-

“manded actlon. The §923 law insured all .

rely more on various giveaways, These In-
clude guaranteglng the income stream of
the remaining (oiten sl Jubloes) lgan
. portiolio of the failed Institutlon. reduclng
the caplital-adequacy requirements of the
merged Institution, and lobbying the 1RS to
provive special tax breaks. Like regulatory
" rellef, these provisions are cif-budgel, Un-
like regulutory rellef, these [eatures yieid

nn positive economlc results. » \ -

From Ume to time, more prudent regu- .
lators spught to reintroduce discipline, Tie -
FDIC/FSLIC authoritles occasionally al-
lowed large deposltors in-smaller S&Ls
and banks W exparience osses. Compla-

was Contlnental Ilinols Bank. 1t was a
[ TETIF {Tos Big lo Fall) bunk. Meither the

I'DIC nor the FSLIC had Jeveloped any’de-\.; :

*mere fortunale institetions. Tie FDIC and——

FRTE , .
pesit-lnsurance systewn, failing institutlons
act as financial black holes, fatally attract-
Ing deposits (rom sound institutions.
Sume have urged re-regulation, think.:
ing that stabiiity can be regalned. Bul the
faclors that liave brought about limiled de- -
regulation were less logislatlve than tech--
nelogleat and institutional. Computers and
moderit {elecommunications lave made i
Unpossible (o retaln a Balkantzed finan-"
clab-servlee Industry, Plus, denying trow-
bled firms the chance to diversily thelr
loan partfolios and to price more realisti-
cally might have forced them te incur even
more risk in their traditional activitles,
Olhers advocate & “narrow focus” (or
deposit-insured institutivns, llmitlng them”
to secure but low-paylng investinenis. The'
probiem s Uil most funds [kely wonld
Now out of them to non-regulated, nmtln-
sured comnpetilors, and the basic banking
syslem woukd be left weaker than today.
A varlant of risk-reduction weuld apply
strict eapital standards to vulnerable insti-
tutivhs. with closure following inmmediately
upan Tailure to oueet them. But that ap-'
proach relies on adequide knowledge of
Wwhat constltutes economle viablllty and In-
dependence ol regutators from polttlcal
control, wo unlikelllwods.
Llkewise, the hope for instltuting wholly
private deposit Insurance, the most mar-
ket-orlented solution, Is not a reakistie one
over the near term, B would require the In-
surance industry 4 assume a masslye Jia*
bllity 1n a politleally charged fleld in which
it has little experlence.
Taxpayer Llabllity Cap
More feasibie Is a public Lailout of the
insured deposits already sunk, Lhe accep
tance by all relevant parties of a big-hank -
closure plan that will not be ditched in the.
leal ol erlsis, and the innovalive third leg,.
3 Vlaxpayer lalility cap,” .
Umier that element, each insured instl-

« tution would receive notlee that its depasit

accounts as of a dale certain were {ully

_covercd, Banks and thrifts that add to that

teposit base would have several choices.

- They might 1} purchase federal Insurance

from otlier institutions that were reducing
their deposits or thal had access to other-
forms of Insurance; 27 acquire private In-
BUFRNGCE; of 3] recondigure thelr coverage
via such options as co-lnsurance and de-
tuctibles. Institutlons would be required to

‘notlly each depositor of the percentage of
“each account covered.and would be Free to

IImit the total for any sing}e tepositor,

*Since the Incremental Insuraice wowil
be sold rather than granted as an.cntitla-
ment, the subskly fealure of the current
syslemn would become more obviaus. In Lhe,
Initial years, the level of private Insurance
requived to fil] any gap would be small, 3s

e dndustry leartied ow Lo aprrale in Lliis
hew and complex field.

The worst-managed stiiation wonld
fined insurance coverage dear and thus .
grow’ more slowiy, The FOIC/FSLIC -
waould face a slowly moderaling problem

“talled pisn te fienidate stoh'n large Instity- - Tather than one contlinuously growlng. Eco- :
; e F o nemle growth would render the subsldized !

tion, ard {ts linminent fallure In 1954
, caused them (o vetreal from thelr eaglier,

insurance program an ever smaller seelnr,

“resolve. The result was ateturn to the!. of tie deposit syslem.’ A sales fax on fed-
zeru-risi coverage of cariler years and'res  €ral insurance transfers might be levied (i
- newed complacency vy speculators. More: ¢ relmburse: the ‘Treasury for the massive

recentiy, efforts have been made to re-im-
pose snme costs on shareholders and gen-
erad creditors, but deposllors sremaln; bo-
lally riskdree, - L ERAY

" "Thal reassurance has crealed an aven

losses that have alregdy been incurred.”
I Refornlig e federal Insurance syslem

'_ will never be casy. However, the curient

crisis .affords oppertunity. Tie fact that ¢
losses are rapidly mounting and e fear -

worse ''run” problem than was feared in -~ that the current system could nol survive -
e 19305, The primary concern then was °
that.tndividoals might panle and withdraw |

thelr savings from Institutlons that were n
fact sound. The rlsk today Is the reverse—
that depostiors lured by ligher interest
payments may rush Lo place deposits tnto

amy big economic downlurm create pres-
sures . for “inumcitlade “action. Taxpmiyers
mitght be willing to come to the resouee I L -
}'esylls n permancnt linprovements.

YOMr Smith is president of the Campeti- -

lalling Institutlons. Under the current de-  tive Enterprise fustitale in Washingion,



