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I. Inmntroduction.

The Federzl Deposit Imsurance Corporation (FDIC) was created
over five decades ago for the purpose of increasing the stability
of the banking system. Yet, as with all such requlatory
agencies, the intended effects of its policies and the actual
gffects are likely to differ——and the difference is likely to
increase with time. In this paper we identify the actual effects
of the FDIC’s pricing policies in the current banking environ-
ment. We conclude that, coupled with partial deregulation, these
pricing policies are now destabilizing rather than stabii£zing
the banking system.l

Section II presents a simple model in which the response of
banks to the incentives they face can be conveniently discussed.
Section III identifies tﬁe market forces traditionally held in
check by regulatory constraints. Section IV deals with these
same market forces in a partially deregulated environment, and
relates the arguments to the currently high and increasing bank-
failure rate. Bection V argues that the interaction betwesn
remaining regulations and market forces is likely to create
lang~—term, or structwral, instability. Section YI summarizes our
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II. & Simple Model

The rate of retuwn to the banﬁing system as a whole reflects
the rates of return to individual banking firms. These
individual rates of return can vary from negative rates that may
lead to bankruptey to positive rates that constitute supernormal
profits—-~depending upon the quality of the bank™s entreprensur-
ship and the particular enviromnment in which it operates. It
will be convenient to represent the profitability of the banking
system as a whole-—and hence the profit prospects for an
individual bank-- with a distribution of returns to the asset
portfolios held by the different banks.

A normal distribution, as used in Figure 1 and in all
subzequent figures, can represent the rates of return to asset
portfolios across the banking system for & given accounting
period. The actual rate of profit for that period will depesnd
upon several other factors as well. For each bank the capital
base, the costs of borrowing, and pther costs of operation all
come into plav. In order to focus attention on the asset
portfolios of individusl banks and of the banking system as a
whole, none of these other factors are treated as stochastic
variables in the present model.

In the absence of any specific knowledge of the differien-—
tial abilitie% of the different banks, the location along the
rate—of-return spectrum of any given bamk will be attributed to
random factors. The mean rate of retuwrn is comsistent with the
rates of profit in gother industries. The variance of the distri-

bpution reflects the composition of the bamks® portfolios. The
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location of a given bank on the distribution represents the
return to its gwn portfolio-—-which itself reflects a distribution
of returns across the assets within that portfeolio. Thus. Figure
1, as well as the subsequent figures, have two different, but
complementary, interpretations. Ep ante, the distributiocns
depict the prospects of a representative bank. (This perspechtive
makes use of the familiar "representative-firm'" construct.) Ey
po=t., the distributions depict the portfolio rates of returns to
the banking system as a whole.

Imitially, we consider an unregulated banking system whose
bamks purchase depaosit insurance from privately operated
insurance companies. With due allowances for risk aversion and
other non-pecuniary considerations, the mean rate of return,
indicated by Rm in Figure la, allows for a normal profit rate
equal to that of industry as a whole. Each bank operates from a
capital base that allows it to experience below-averszge returns
on its assets without jeopardy to the bank or to its depositors.
Howewver, if a bank’s portfolic vields & rate of return below some
"eritical rate,”‘Rc, the capital! base is completely seroded and
the bank faces baﬁkrupt:y. The difference, then,.bEtWEEh Re and
Rm iz a reflection of the bank™s capital base. In the absence of
deposit inswrance, losses associated with rates of return below
Fo would be suffered by the bank®s depositors, (The general
provision of limited liability., of course, would praotect bank
pwners from losses that exceed the bank’s capital.)

Because of risk aversion on the part of the banks’
depdsiturs, it will be in the interest of each bank to purchase

deposit insurancs. The cost of this imsurance, if supplied




competitively, will reflect the portion of the rateg-of—-return
diestribution below Rc. In effect, the area of the distribution
between minus infinity and Re is "sold" to the insurer. The mean
of the distribution remains unchanged; the purchasing of deposit
insurance serves only to convert a portion of that distribution
into its expected value. The capital base and deposit insurance,
which are substitutes at the margin from the bank’™s point of
view, are used in some combinaticon to protect the depositors from
losses. The capital base protects the depositors from minor
losses that are likely to occury deposit insurange protects them
from catastrophic losses that are unlikely teo cccur. R marks
the boundry between the two methods of providinog this protection.

There will be a temporary upward adjustment in the overall
rate of profit to the banking industry as a result of the deposit
insurance: Risk-averse depositorz will now be willing to accept =&
lower yield in exchange for the added sscurity. But competitive
forces will bring those higher rates of profit, which reflect the
aains from pooling risk, back in line Wwith profit levels in
other industries., #As shown in Figure 1b, the deposit insurance
would result in a leftward shift in Rc fand hence an adiustment
in the insurance premium}, as lower borrowing costs would allow
the banks to survive lower asset vields.

Apart from considerations of “adverse selection” and "moral
hazard, " no further adiustments to the purchasing of deposit
insurance are callesd for. And these are problems that
competitive insurance companies must cope with in all aress in

which thev offer insurance. The different banks are not equally



likely to have a return on their asset portfolios that lies below
R, The likelibhood aof catastrophically low returns will depend,
in part, upcon the the individual bank™s risk preferences-—-—-its
willingness to accept risk in order to increase the sxpected
retuwrn to its assets. BSome banks are aggressive; others are
conservative, Competitively supplied deposit insurance will
involve a certain amount of adverse selection, that is, of
insuring too many aggressive banks and tos few conservative
banks. Insurers will have an incentive to discover differences
in risk-preferences among banks and to structure their insurance
premiums accordingly, but—-—as with all other forms of insurance——
innate informational differences between the insurersr and the
insured may preclude a market outcome in which these differences
arg fully reflected in the structwsz of the premiums.

As a means of dealing with the problem of moral hazard,
competitive insurance companies can be expected to stop short of
providing full coverage. This will give the depositor an
incentive to survey the policies of the various banks before
choosing one particular bank and then to monitor the behavior of
that bank with reépect to its portfolioc mamnagement. Such surveys
and monitoring services may be provided By some (public or
private) bank-rating agency. Figure 1c, in which insured losses
are confined to the shaded area, suggests several ways in which
the insurance companies might intentionally leave the banks”
depositors exposed to zome risk. First, the insurer pavs
nothing unless the return on the bank’s nortfolio falls a
prescribed distance below Rc, sayv, to Rd. This uninsured loss,

which constitutes a "deductible loss,” may be spread amaong
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dapositors.on a lump-sum basis. Second, over the range of port-
folio returns, from RdD down tpo Ru, for which the insurer has
liability, the coverage is less than 100 percent. The depositor
bears come hercentage of the loss, say, 10 to Z0 percent.g And
third, if the bank’s actual portfolio return is below Ru, the
upper limit of the coverage, the insursr covers only the loss
associated with Ru. This aspect of risk exposure provides a
incentive for depositors to avoid banks that engage in shoot-the-
moan investment strategies, and hence it discourages banks from
adopting 5uch_strategies.

Figure lc illustrates a possible outcome of the interaction
between banks, bank depositors, and deposit insurers. And such
an outcome would be & stable one——stable, at least, with respect
to the parameters discussed.g That is, =ven in the absence of
regulation, none of the agents involved can take advantage of the
circumstances depicted by altering that part of his ocwn behavior
that gave rise to those circumstances. This result suggests that
there are no internal inconsistencies or inherent perversities in
the competitive forces that govern deposit institutions in their
relationship to depositors and deposit insurers. The competitive
solution also provides a point of departure for the discussion of
deposit insurance that is not provided competitively. Folicies
adopted by the FDIC, for instance, creéte incentivies that are
inconsistent with the results depicted in Figuwe 1. The

n

particular ways in which the banks and the banks” depositors
react to these incentives depend upon the reguliatory environment

that they face. In the next two sections, we identifvy these




reactions and their conseguences in first & regulated and then a

partially deregulated environment.

ITi. Subsidized Insurance in 2 Regulated Envirponment.

The environment in which banks actually operate is substan-
tially different from the one assumed in the discussion above.
The actual environment i= in some ways more favorable and in
other ways less favorable to banks in comparisan to a competitive
environment. FHBecause of the pricing policies of the FDIC, the
banks are able to buy deposit insurance far a fee that is not
established by some acturarial procedure. The fee actually paid,
then, does rot reflect the krue risk assumed by the insurer.
Because of a number of regulatory constraints, however, the banks
cannot fully respond to the incentives created by the favorable
premiums on depnpsit inswance. The regulatory constraints that
come into plaQ’includE {1} interest-rate ceilings, (Z) entry
restrictions, (3) asssat restrictions., and (4) capital-adequacy
requirements. The model developed in Section II can be used to
discuss the incentives--and hence the market forces—--created by
subsidized deposit insurance in the context of these regulatory
constraints,

At present the FDIC collects from each insured bank a yearly
premium of one-twelfth of ocne percent of all domestic deposits.
Under normal circumstances, sixty percent of this amount (after
operating expenses are deducted) is rebated to the banks at
year’s end., For this premium, which is unrelated to the bank’s

iending policies, sach bank buys statutory protection for the




first %100,000 of each separate dmmesti: account. In practice,
however, the protection is not limited to the $100, 000, In casas
of actual bank failuwres, the FDIC typically arranges faor all the
failed-bank’ s liabilities—-—-both insured and uninsuwred-—-to be
assumed by same other deposit institution. This practice is
tantamount to the provision of full coverage. Until the failure
in mid-1982 of the Pemnn Sguare Bank, N. A., in Oklahoma City,
this policy of "Purchase and Assumption" had been the norm for
dealing with the failure of large banks. Full coverage has not
always been extended in this same manner to the smaller banks,
but such banks ars less likely to have deposits that exceed the
100,000 statutory limit on inswrance coverage.4

The premiums actually charged by the FDIC a&nd the coverage
actually provided a?e too complex to allow for a simple reckoning
of the effective subsidy to deposit institutions. But by pricing
the inswance independent of the banks®™ portfolio decisicons and
providing coverage beyvond the statutory limit, the FDIC virtuzally
guarantees that banks® risk~taking behavior is being effectively
suﬁ%idized. Moreover, even if the FDIC were to introduce a
vartable—rate pricing scheme for deposit insurance, public choice
theory predicts that bureaucratic incentives wauwld stand in the
way of its correctly pricing risk. Representatives of indiwvidual
banks and of the banking industry would lobby against errors of

overpricing. But there would be no lobbying against errors of

the opposite sort. Thus, the incentives for avoiding the over-—
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pricing of risk would induce the FRIC to underprice it.
Estimating the impact of the FDIC subsidy in guantitative terms

would reguire a determination of the actuarial valus of the risk




assumed by the FLDIC and, in turn, a calculation of thes dollar
value gf the subsidy., But in the asbsence of any specific
knowledge of the subsidy’s actual magnitude, its impact can be
discussed in qualitative terms. Even in the event that the
subsidy is pegative in magnitude {(a possibility that is at odds
with our general understanding of the relationship between the
regulator and the regulateeé), the gualitative discussion-—with
appropriate modifications——would be relevant. In fact, a
demenstration of the discussion’s irrelevance would reguire a
demonstration that the pricing policies of the FDIC are
undifferentiable in any systematic way from the pricing policies
of competitive insurers.

The qualitative impact of the FDIC subsidy can best be
modeled by considering the polar case in which full coverage is
provided at no cost. In terms of Figure la, the depositors are
insured against any losses associated with portfolioc rates of
returm below Rc. In effect, the expected value of that portion
of the'dietribution, which is negative in magnitude, is removed
from the depositors” consideration at no cost to the bamks, Had
the banks paid an actuvarially sound premium for the insurance,
the mean rate of return to their portfolios—-net of the insurance
premium——would have remained unchanged. {This was the case
depicted in Figure 1b.) With a subsidized insurance premium, a
zerog premium in the polar case being modeled, the effective mean
is increased from Rm to Rs as shown in Figure 2. That is, even
in the absence of any changes in the banks™ portfolios, the

relevant distributicn of portfolic returns has besn skewed to the
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right and, correspondingly, the mean rate of return has besn
increased.j

The new mean rate of return, Rs, reflects the skewness of
the distribution and tramslates intoc supermnormal profits to the‘
banking industry. This is the direct effect of the deposit-
insurance subsidy. To the extent that regulation prevents the
individual banks from rescting to the subsidy and to the super—
‘normal profits made possible by the subsidy, the banking industry
is safer, less risky, than it otherwise would be. In effect, the
FDIC insulates the banking community against market forces that
could erode its capitsl base. The protection of the capital base
and the consequent reduction of the actual number of bank fail-
ures ts, in fact, the explicit objective of the FLDIC. But the
under—pricing of the deposit insurance drives a wedge between the
interests of the FPIC and the interests of the individuwal banks
that make up the banking community. Only if these indiwvidual
banks can be petrsuaded—--or coerced——into acting in the interests
of the FDIC rather than in their own individual interests, will
the insulation endwe through time. What remains to be shown are
the 5peci¥ic'relatinn5hips between individual regulations and the
subsidy created by the underpricing of deposit insurance.

The various regulations that banks currently face, or that
they have faced in the past, all have histories of their own.
The actual imposition of some of these regulaticons may have been
unrelated, or only tangentially related, to the incentives
created by subsidized deposit insurance. But the purposes of the
present discussion will be served if each particular regulation

is treated as if its objective were to prevent the individual
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banks from exploiting, or leveraging. the benefits of subsidized
depesit insursnce to the detriment of the banking.system as &
whole. (A summary of actual legislative acts from 1927 to
presant is provided in the Appendix.) The individual
regulations can be itemized and identified in terms of the para-
meters of Figure Z. The feollowing section will discuss the
effects of deregulation in terms of these same parameters.

(1} lgggggégzﬁggg Ceilings. The supernormal profits made
possible by subsidized insurance create an incentive for banks to
bid for more funds from depositors in order to take fuller
advantage of the subsidy. Regulatien @, which puts an interest-
rate ceiling on bank deposits, keeps the subsidy from being
passed on to the depositors as a result of this competitive
process. To the extent that it can be enforced, Regulation &
holds down the cost of borrowing and hence holds down the
paortfolio rate of return needed to avoid bankruptcy. In terms of
Figqure 2, Regulation &€ prevents competitive forces from nudging
Re rightward.

(2) Entry Restrictions. Those same supernormal profits

attract new entrants into the banking.industry. If the profit
levels are to be maintained, entry must be artificially
restricted. In terms of Figure 2, sntry restrictions prevent new
entrants ferom driving Rs, along with the entire distribution of
portfolio returns, IEFtwarﬁ.a It might be noted that the market
forces impinging on Rﬁ from the l=ft and on Rs from the right ars

actually intertwined. More specifically, to the extent that

banks can circumvent Regulation & and thereby attract more funds




to invest, they will bid down Rs. And to the sxtent that new
entrants increase the competitian for loanable funds, they wiil
bid up Re. These effects would be completely absent only in the
case that both Regulation B and the entry restrictions werse
perfectly enforced. For heuristic purpocses, however, it will be
convenient to deal with Regulation & in terms of Ro and entry
restrictions in terms of Re.

{2) fAsset Restrictiogns. The fact that the price of the
deposit insurance is unrelated to the riskiness of the banks’
portfolios creates a moral-hazard problem. It is no longer in
the interesf of individual banks to limit their risk taking
behavior to portfoliocs whose returns are described by the distri-
butiom in Figure 2. Banks have an incentive to assume increased
risks. fsset restrictions imposed by the regulatory authority
prevent banks from altering this distribution in their effort to
take fuller advantage of the underpriced insurance. In effect,
restrictions on assets restrain the market forces that determine
the variance of the port+folio distribution.

(4) Capital-Adeguscy Reauwirements. The distance betwesn Rc
arnd Rz is maintained largely by the capital base of the banking
syvatem., Eecause of their capital base, the individual banks can
make losses without imposing costs on their depositors and
without calling on the FDIC. But the inswrance subsidy, along
with regulations (1) and {2) discussed above, creates an
incentive for the individual banks to décrease their capital —to-
ssset ratios. That is, if interest-rate ceilinmgs stand in the
way of attracting more funds, ths=n the bank=s will take advantage

of the superrnormsl profits by overextending their sxisting.
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capital baszse. This overextension will, im turn, reduce the
spread between Rc and Rs for the banking svstem as a whole.

The conflict between the interests of the individual banks
and the interests of the regulatory authority camn be stated in
terms of the market value of bank charters., The value of the
charter, which reflects the present valus of all future super-—
normal profits, is part of the bank’s capital so far as the
individual bank is concerned, but it is not part of the capital
that counts towards capital adequacy so far as the regulator is
concerned. The purpose of capital —adequacy requirements is to
force the banker to take the regulator’s peint of view when
making decisions that affect the bank s capital-to-asset ratin;

By discussing the various regulations in terms of the para-
meters of Figure 2, we have identified the incentives creaéed by
the deposit-insurance subsidy and the corresponding market forces
kept in check by the regqulations. The next step is to see what
happens when some of these checks are removed in the pro&ess of
deregulation. #As we will demonstrate, the adiustment of the
parameters to deregulation has implications about the risk
(created and) asswmed by the FDIC and'abaut the long-run

stability of the banking system.

IV, Subsidizred Insurance Under Fartial Deregulaticn.

The intended effect of any regulation is to hold in check
some particular set of market forces. But the incentives under-
Iyving these market forces are not 2liminated. In fact., to the

extent that the requlation is effective, profit opportunities
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that would exist——but for the regulations—--will increase over
time, and the correspoanding incentives will grow stronger. I+
market participants are not allowed to respond directly to the
incentives they face, them they will have an incentive to circum—
vent or eliminate the regqulations that stand in the way. At this
stage in the regulatory process, deregulation may become
inevitable. The wholesale removal of all the relevant regula-
tians, however, means an abrupt restructwing of incentives.
Market forces held in check for a periocd cf years are suddenly
unleashed. While the market concerned may have besn & stable one
in the absence of regulation, the response of market participants
to dersgulation may creates aﬁcrt—term instability. Further, i+
some——but not all-—of the interrelated regulations are removed,
the market process that adiusis the deregulated aspects of the
market to the circumstances created by the remaining regulations
can result in both short-term and long*term instability. This
general result has a specific manifestation in the conseguences
of deregulating the banking industry while maintaining the
subsidy on deposit insuranc:e.9

The accompanyving Chart I, which traces the bank failure rate
frrom 1746 to present, depicts the instability in a dramatic way.
The divergence of this time series from its flat tremd line
during the last twe years calls for an explanation. Although the
origins of the problem can be traced at least as far back toc the
Ranking Act of 1933, which created the FDIC, the proximats
impetus can be found in develoapments in the business of banking

over the last two decades and in the government®s reactiocns to
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[Text to accompany CHART 1: BANK FAILURES A5 A PORTION

OF NUMBER OF BANKS: 1946 TO FRESENGI

Econometric evidence corroborates the view that struc-—
tural charnges have occured in the banking industry. In
1975 and again in 1982, the bank failure rate Jjumped
dramatically. The series Ffor the post-war period is
presented in Chart 1. Frior to 1273, the series had no
trend. Though the failure rate tended to increase in
cvclical downturns, it declined again during the recov-
ery. In 1973 it not only increased more than in earlier
-post—war cycles, but it did nmot revert to its old level.
A statistically significant change in the failure rate
pccured, with the rate moving to a permanently higher
level. During the three years from 197% to 1981, the
annual rate of bank failures was higher than the failure
rate which developed during the five cyelical downturns
pricr to the 1975 cycle. The failure rate in 1982 was
more than double the 1975 rate, which had set a post-war
record, and it rose further in 17983, PFrelimipary data on
bank failures in 1984 indicate that the rate of failuwes

will again increase this year.




these developments.

Begimming in the 1950s, rising inflation rates caused
Regulation @ to become increasingly binding. The widening gap
between the legally imposed interest ceiling and market-clearing
intesrest rates created strong incentives to find ways of skirting
such regulations. The result was financial innovations in
various forms. The clearest and most conspicucous sxamples of
skirting the regulations are the banks® practice of cffering
gifts to their new depositors as a means of bidding more for the
funds that are subject to the lowest ceiling, and-—-mors
significant—the creation of a market for certificates of deposit
(CD7 s, which were subject to higher ceilings. In addition tao
these domestic inpovations was the growth and development of the
unregulﬁted Euwrocurrency market where borrowing and lending could
be transacted at market-clearing interest rates.

By the 1980s regulators and legislators began to adapt to
the financial innovations. The Monetary Control Act of 1980 gave
banﬁs the authority to phase sut (gver a period of vears) the
interest rate ceilings on domestic bank deposits. This gradual
Fprocess was then acceleratesd by the Garmn-St. Germain Depository
Institutions Act of 1982. By October of 19873, interest rate

0
restrictions were removed on most domestic bank daposits.lL

The size of the banking industry, its collection of assets,
and the cost of the funds forr purchasing those assets are all now
adjusting to this l=sgislation which allowsed for partial
deregul ation. The end result, however, will not be the one
depicted in Figure lc, where the intarests of bankers, bank

depositors, and depcsit insurers are all brought into balance.



The result, instead, will balance the interests of bankers and
bank depositors——given the insurance subsidy and.the leverage
made possible by that subsidy.

In dealing with the efiects of regulation followed by
deregulation, it is difficult to separate and categorize all the
different markst forces that come into play. Some régulatimns
put checks on several different market forces: and some forces
are checked by more than one regulation. All these interacting
forces are able to work themselves out partly in spite of the
regulation and partly because of the deregulation. Further, the
legislation enabling deregulation has been spread out over time,
and the markst’s reaction to the different aspects of dereguls—
tien requires different amounts of time. These considerations
make it difficult to determine from an historical perspective--
from the observation of the ongoing process-—-what the end result
is likely to be. In order to make this problem a more tractable
cne, the relevant market forces can be categorized in accordance
with the discussion in Section III. Theyvy will be dealt with,
then, in an analytical rather than a chronnlogical sequence.
However, the relationships between the market processes discussed
ard the circumstances that currently characterize the banking
industry should be apparent.

- Figure Za reproduces the distribution of portfolioc returns
dépicted in FiQure Z with the lower tail added back in. The
shading of the area below Rc indicates the range of portfeolio
returns over which the FDIC is responsible for accommodating

depositors——through e2ither a dirsct payout or the arrangement of
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& Purchase—and—éssumpticn transaction. FHBecsuse of the FDIC s
assumption of this responsibility at a cost that does not depend
o the banks® portfolioc decisions, banks can continue to restrict
their own attention to the unshaded area of the distribution.
{Inattention to the shaded area does not imply that the banks are
indifferent as to whether the returns to their portfolics are in
the shaded or the unshaded area of the distribution. It simply
implies that they are indiffersnt as to how the shaded area is
distributed. That is, given subsidized insurance and limited
liability, they are indifferent about potential losses in excess
of the bank’'s capital. From the banks® perspective, any point
within the shaded area is equivalent to Rc.) The effects of
deregul ation can be discussed in terms of changes in the size of
the shaded area of the distribution. And the discussisn of these
effects can take advantage of the relationships, identified in
Section III, between the various requlations and the parameters
of the model.

Figure Ib shows the effect of eliminating the ceilings on
interest rates that banks pay their depositofs. As Regulation @
is phased out, banks bid up interest rates in their individual
attempts to attract more funds. Because of the higher cost of
funds, the rate of return on assets at which the banks just do
survive 1s increasesd. Glternatively stated, with an unchanged
capital base the now-smaller spread between interest paid and
interest earned subjects the FDIC to a greater risk. In terms of
Figure Zb, Ro shifts rightward, and the shaded area grows

accordingly.
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Figure I¢ shows the effect of relaxing entry restrictions.
The supernormal rates of return are made possible by artificially
rasztricting the number of bank charters granted and by forbidding
nanbank institutions from competing directly with chartered
banks. The actual extent of the relaxation of entry restrictions
varlies from state to state since the individual states as well as
the federal government have the authority to issus bank charters.
But the supernormal rate of return can be competed away partly by
the expansion of the banking industry iltself and partly by |
competition from nonbank institutioms, such &as the money—market
braokerage firme. Competing methods of amassing funds can allow
nonbarnk institutions to bid for assets that may gtherwise have
bheen purchased by banks. The decreasing effectiveness of entry
restrictions gets translated, at least in part, inte decreasing
rates of return to asset portfolios. In terms of Figure 3c, Rs,
along with the entire portfolic distribution, is shifted leftward
until the banks”™ rate of return on assets allows for no more than
a normal rate of profit for the banking industry. A greater
fraction of the sntire distribution is thereby pushed into the
shaded region reflecting an increase in risk exposure experisncad
by the FDIC.

Figure Id shows the effect of relaxing asset restrictions.
In a competitive environment, banks would tend to adopt the
amount of financial conservativism consistent with the risk
preferences of depositors. In a heavily requlated snvircninent,
banks come to be krmown as financially cornservative institutions
not because of their cwn or their depositors’ rishk preferences

but because of the restrictions impossd by the regulataory
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authorities on the banks® asset selection. FRestrictions on asset
selection, loan siz=, and credit standards have imposed binding
censtraints on barks® risk—-taking behavior. As these aspects of
banking become more deregulated, the banks become more
aggressive, more adventuresome, in their a55e£ selection.
Fermitting such agaressiveness, in fact, was virtually mandated
by the slimination of interest-rate ceilings and the relaxation
of entry restrictions. Hanks were caught in the sguesze between
rising costs and falling rates of retuwn on traditional bank
portfolios. Easing asset restrictions allows the banks to
increase their rates of return by taking on more risk——without
paying higher rates for deposit insurance. Frobably the most
vigible instancesg of such risk taking on the part of barks are
the lending of venture capital for the development of alternative
energy sources and the lending of large sums to foreign countries
under circumstances in which the risk of default is substan-
tial.11 In terms of Figure %d, the increase in aggr2ssivensss is
represented by an increase in the variance of the distribution.
Clearly the banks’ chances for a high portfglio retuwrn are
increased. Rs, the mean of the unshaded portion of the
distribution is advanced to the right. But just as clearly the
chances +or & ruinous low return are increased as well. The
zhaded area has grown still larger.

It might be reiterated here that £hese effects, which have
besn separated graphically in Figuwes 3b through Zd and
conceptually in the discussion of the Figures, are actually
intertwined. That is., the nearly simultaneous removal cof

interest-rate ceilings, entry restrictions, and asset
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restrictions will have both direct and indirect effects an the
costs of borrowing, the price of assets, and the riskiness of
asset portfolios. Lowered sntry barriers, for example, may
attract more adventuresome entrants who bid wup the costs of
borrowing in their efforts to take fullesr advantage of the eased
asset restrictions. Figuwre 3, then, is nothing more than &
heuristic device for sorting out these combined effects. Also,
the use of the normal curve, for which risk is measured by the
variance, may sericusly understate the risk that the FDIC is
assuming. Subsidized deposit insurance coupled with deregulation
could give rise to a shoot-the-moon investment strategy.
Depending on world events and foreign atfairs, the rate of return
to a shoot—-the-moon portfolio is likely to be either extremely
high, in whiﬁh case the bank profits handsomely, or extremely
low, in which case the FDIC absorbs the loss. Thus, under some
assumptions the distribution in Figure 3d may be a bimadal
distribution with the hit-the-moon mode lying far to the right
and the miss-the-moon mode lving far to the left.

Given the incentives created by the FDIC, the discussion of
investment strategy rightly foﬁuses on the behavior of the banks
rather than the behawvior of both the banks and their depositors.
With depasits insuwed for a price that dogs not reflect risk, the
depositor has little incentive to compareg the investment
strategies of different banks or to monitor the behavior of the
Bank in which his funds are deposited.lé The monitoring tashk has
fallen largely to the regulatory authorities, As indicated in

Section III, monitoring the banks® capital adeguacy and entorcing
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capital —adequacy reguirements is one of the ways that the
authoritiss may trvy to prevent the banks from further leveraging
the insurance subsidv., Capital-adequacy reguirements have not
been discussed in the context of Figure I because this is one
regulatory tool that has remained outside the gambit of deregula-
tion. In fact, the regulatiomn of this aspect of the behavior of
banks has been stiffened in recent years as a means of partially
offsetting the deregulation of the other aspects of the banmks®
behavior. The following section discusses this and octher ways
that regulatory authorities have coped—-and may have to cope—-

with the long-term effects of partial deregulation.

V. Eopinmg with the Long—-Term Effects of Partial Deregulation

The incentives created by partial deregqulation pit the
immediate interests of banke against the immediate interests of
the regulatory authorities. As is typical in this sort of
environment, short-term expediency tends to take precedent over

long—term stability. This trade—off between short-term and long-
term stability can be seen in the efforts of the regulatory
authorities to detect and ward off bank failures, to deal with
the failures once they have occurred, and to correct the
incentive structure that has given rise to the increasingly
unstable banking environment. Coping with partial deregulation
zan be discussed under the headings of Capital Adequacy, Furchase
and Assumption Agreements, Variable-Rate Insurance Fremiums, and

Frivatization of Deposit Insurance.




Capital Adeguacv. Capital adegquacy is é mEagsure of a bank’™s
albbility to withstand the lasses that it potentially could incur.
The standard indicator of a bank®s capital =zdeguacy is its
capital —to-asset raticn., But this statistic, which leaves cut of

a

account the riskiness of the bank’s asset portfolio, is a
suwitable measure of capital adequacy over time only if risk-
taking behavior on the part of the banks does not vary over time.
Thinking in terms of the parameters of Figure 3, we can judge ths
bank’s capital adequacy more clearly by considering the variance
of the portfolio distribution and the location of Rc. - The
greater the variance, the greater the potential losses; the
further Rc lies to thé right, the more likely that losses will be
incurred.

Comparing Figure Sa-with Figure 3d suggests that even if the
capital-to-asset ratios were the same for the two cases, the
latter would represent less capital adeguacy than the former.
Banks with riskier portfolios need higher capital-to—asset
ratios. Hut as noted earlier, under partial deregulation, banks
have an incentive to decrease rather than increase their capital-
to-assét ratios.

The regulatory asuthorities have been aware of declining
capital ~to—asset ratios across the banking system. In their
attempt to reverse—-—or at least to arrest——the trend, this aspect
of banking is being subjected to stricter regulations than before
dersgulation. Begiﬁning in late 17981, formal guidelines an
caplital adequacy were announced to replace‘the less formal, more
discretionary, procedures that wetre then being used.

Significantlv, one of the objectives of the new capital guides-—




lines was "to address the long-term decline in cipital ratiocs,
particularly those of the multinational group.”ld This i=s the
group of banks that have engaged heavily in foreign lending.

The formal guidelines, however, may be inconsistent with any
ultimate solution to the problem. PBecause of the various
categories of banks and their relationship to the different
regul atary authorities, the actual guidelines are gquite complex.
The nature of the guidelines camn be illustrated by considering
those adopted by the Federal Reserve. Ranks were divided into
thiree groups: multinaticnal banks, which consist of the 17
largest banks; reqgional banks, which censist of &ll other banks
with more than %1 billion in assets; and community banks, which
consist of all banks with less tham %1 billion in assetes. The
minimum acceptable capital-tc;asset ratio was set at &4 for
community banks, and 3% for regional banks. It was initially
unspecitied for the multinationals and was presumably less than
52.14 The inverse relationship between minimum capital-to-asset
Fatios and bank size would be justified if their portfolios
differed only in size and not in composition. Larger banks,
which automatically take fuller advantage of the pooling of
risks, can make do with a relatively smaller capital base. But
if the larger banks are more aggressively engaging in risk-taking
behavicr, such as through foreign lending, then their capital-to-
azsset ratios should be lasrger, not smaller. Further, the stair-—
stepped guidelines create an particularly perverse incentive for

certain banks to decrease their capital-to—asset ratios. If &

bank with assets just under %! billiom fails to meest the guide-




line of &%, it may be able to increase its assets to just over %1
15

Billion and meet the guideline of S5X.

It is possible that the guidelines were tailored to match
the actual capital bases of the different groups of banks at the
time the guidelines were imposed. To have done otherwise, to
have stipulated a capital-~to-asset ratioc independent of bank size
or to have stipulated one that increases with bank size, would
have induced major adjustments which, by themselves, could be
destabilizing. It would have required the contraction of the
larger banks, or invited the expansion of the smaller banks, or
both. At best, the guidelines actually adopted will impede the
further detericraticon of the banking system™s capital base. &t
worst, they willrinstitutinnalize an ultimately untenable set of
circumstances ctreated by the perverse incentives of partial
deregulation.

-

Purghase and Assumption Agreements. In some cases the
praoblem of capital inadequacy turns into the problem of bank
failure., When the bank can ne longer keep its doors open, the
FDIC is legally bound to make good on all the bank’®s unmet
cbhligations to depositors Fbr an amount up to F100, 000 per
account. But in most instances, the FDIC has provided full
coverage to the depositors by arranging for the sale of the
failed bank. Under its Purchase and Assumption policy, all
liabilities of the failed banmk, including uninsured deposits, are
transferred to an assuming bank. I+ accomplished overnight, &
Furchase and Assumption tramsaction avoids even the interruption

in availability of fumds to depositors.

Dealing with failures in this way is to the short-term
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benefit not only of depositors, but alsoc of the assuming bank and
the FDRIC itself. Even though the failed bamk may have a negative
present value net of "goodwill," the assuming bank is alsoc the
recipient of the "goodwill,” an intangible asset which--especially
in the case of a failed bank whose actual goodwill is minimal--
reflects the discounted value of the bank charter. What the FDIC
sees as negative capital value is seen by the assuming bank as
positive capital value. But this difference in perspective
persists only so long as entry restrictions are maintained.

Thus, the FDIC's ability to meet its abligations to a failed
bank™s depositors by soliciting the cooperation of other banks
will be diminished over time as deregulation sats away at the
entry restrictions.

Further, the reliance on Purchase and Assumption agreemsants
for a short-—-term sclution to the prublem_of bank failures is
likely to aggravate the long-term problem for the banking system
as & whole. Figure 7d suggests that subsidized deposit
insurance, coupled with deregulation, increases the FDIC s
exposure to risk. It the return on asset portfolics are
increasingly likely——as deregulation prcceéds——to 21l below Rc,
and if these portfolios are absorbed, as & matter of FRIC policy,
by the surviving banks, then the surviving banks are even more
likely to experience returns that fall below Rc. The image that
comes to mind is one of a dozenm lifeboats on the high seas. All
are loaded to capacity, and somz have leaks. When one lgaky bgat
sinks, the occupants are transferred into the boats that are

still afloat. This short-term solution %o the problem of one
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sinking boat may bhe irresistible~—in spite of its compounding of
the long-term problam. In an analogous way the FPurchase and
Azsumption policy may b2 maintaining short-term stability at the
price of long—term instability.

Yarieble-Rate Insurance Premiums. The FDIC does recognize
the need to de=al with the problem at its root. to change the
incentives that the banks face so as to decrease the banks?
willingness to engage in risk=taking behavior. Accordingly, the
FDIC has recommended a system of variable-rate premiums based on
three risk categories: mormal, high, and very high. The wvast
majority of the bankz would be classified az normal. Banks with
high exposure to either interest-rate or credit risk would be
ctlassified as high-risk banks. And banks with high exposure to
both interest-rate and credit risk, or banks with dangsrously low
capital ratios, would be classified as very—high—risk banks.
Bamks in the normal category would continue to receive the full
60% rebate of the their FDIC premium as discussed in Section IIIj;
banks in the high-risk category would receive half that rebate;
and banks in the very high-risk category would receive no rebate.

The most noteworthy implication of the FDICs prnpasa; is
that the FDIC understands the nature of the problem. Solving the
problem regquires that the deposit insurance be priced in
accordance with the risk assumed by the insurer. But adopting
variable-rate premiums is just one small step towards that
solution. It i3 analogous to the adoption of a three—-tier
minimum wage as a solution to thé problem ﬁ% urnemployment caused
by minimum—wage legislation. The FDIC has no way of knowing that

banks should be divided into three risk categories rather than
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thirteen or thirty. It has no way of gauging the actuarial value
of the insured risk of each of the categoriss. Thus, it has no
way of calculating the appropriate insurance premium or of
adjusting that premium as market conditions change. At best,
variable-rate premiums represent an extremely crude approwimation
of a market solution to the problem.

Brivatization of Degposit Insurance. The proposal of
variable-rate premiums points the way toward one possible long-
term solution to the problem: the privatization of deposit
insurance.lé The incentive structure inherent in the provision
of deposit insurance by private agencies would fundamentally
reconfigure the relevant market forces. Banks would choose among
competing insurers: insurers would compete with one anocther on
the basis of the coverage offered and the premium% charged. The
market test of profit and loss would allow for the establishment
of actuarially sound premiums for the coverage provided. And
that same market test would allow for less~than-full coverage
that, while acceptable to both the banks and their depositors,
would hold the problem of moral hazard in check.

The long—term consequences of privatization are those
depicted in Figure 1z, With complete deregulation, including the
priasing out of the FDIC, market forces could bring into balance
the interests of the banks, the bank’s depositors, and the
deposit insurers. But to opt for this long-term soclution is to
warsen the short-term problem. The period over which the banking

system becomes sdiusted to such a radiczally different set of

incentives would undoubtedly be a turbulent period. Hence, the




trade-off between short-term and long—term stability is

illustrated once more.

VI, A Summary Yiew.

There is no reason to believe that the banking system is
inherently unstable. Nor is theres reason to doubt that the
regulatory authorities may be able to create & set of
interlocking and counterbalancing regulations that will maintain
some sort of artificial stability for a period of years or
possibly decades. But the current environment faced by the
banking system, an snvironment in which some regulatory con-
straints are being esased or phased owt, while other restraints
are bheing maintained or even stiffened, is neither fish nor fowl.
It does not require by law that the banks operate in the public
interest, nor does it create the set of incentives that would
entice the banks to operate in such a fashieon. This hybrid
environment of regulatory constraints and market incentives will
almost surely lead to 1ang—térm,_or structural, instability of
the banking svystem.

Through the decades, the critics of intsrvention have argued
that one regulation calls for another. There sesms to be no
resting place short of some comprehensive set of regulaticns.
The arguments presented in the present paper suggest that this
principle of regulstion applies to deregulation as well. One
piece ot deregulation calls for another. I+ structural
instability is to be avoided, thsere =zeems to be no resting placs

short of a thoroughgoing competitive market.
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AFFENDIX

MAJOR BANKIING ACTS IN THE UNITED STATES: 1927 7O FRESENT

I. The McFadden Banking Act (1227), "an act to further amend the
national banking laws and the Federal Reserve fct, and for other
purposes., "
A. Asset FPowers
{1) to place limits on the maximum percentage of a national
bank's capital and surplus invested in the obligations
of ore issuer or loamned to one issuer.
(2) to allow national banks to make real-estate loans.
B. Branching
{1} to permit national banks to acguire state banks and keep
the branches if the acquisition would be lawful under
state law.
(2} to permit national bénks to branch in states where such
branching is 1lawful,

{a) subject to regulations limiting branching in
smaller cities and towns, irrespective of mors
liberal state laws.

{(b) subject to the descrestion of the Comptroller of the

Currency.

II. The EBanking Act of 1733, "an act to provide for the safer and more
effective use of assets of banks, to regulate interbank control, to
prevent the undue diversion of funds into speculative operations, and

for other purpocses.”




A. Asset Fowers
{1} to prevent member banks from being affiliated with any
firm =ngaged in the securities business.
(2) to establish limits on the loans made by banks to
affiliates, including to holding—company affiliates.
B. Liability Fowers
{1} to prohibit the pavment of interest on demand deposit
accaounts.
{2} to empower the Federal Reserve Board to regulatg
interest rates paid on saving and time-deposit accounts.
C. Deposit Inswance
1) to establish the Federazl Deposit Insurance Corporaticon
(FDIC).

(Z) to require all member banks to become stockholders of

the FDIC.

ITI. The Bank Holding Company Act of 19546, "an Act to define bank
holding companies, control their future expansion, and reguire
divestment of their nonbanking interests.” .
A. Definition: to control any company directly or indirectly
holding 25 percent or more of two or more banks.
R. fAsset Powers
(1) to prevent bank holding companies fram acquiring
additional banks without permission from the Federal
Reserve Board.
(2} to prevent banks from acquiring businesses unrelated to
banking (but exempting businesses "of a financial,

fiduciary, or insurance nature"}.
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{3} to requlate the process of divestiture of nonbank assets

by bank heolding companies.

I%Y. The EBank Holding Company Act Ammendments of 1970, "legislation to
amend the Bank Holding Company Act so as to bring one-bank holding
companies undes+r the control of the Federal Reserve Board."
A. Definition: to retain the 19546 definition of what constitutes
a permissible bank-related activity for bank holding companies
(but to change the language of the definition).
B. Asset Powefs
(1) to give greater discretion to the Federal Reserve Board
in determining when a company controls a bank.
{(2) to include a provision against a tie—-in of services
provided by banks even if the banks are not part of a

holding company.

Y. The Deregulation and Monetary Control Act of 1980, "an act o
facilitate the implementation of monetary policy, to provide for the
gradual 2limination of all the limitations on the rates of interest
which are payable on deposits and accounts, and to authorize interest-
bearing tramsaction accounte, and for other purposes.
A. Asset Powers
(1} to authorize federally chartered savings—and-loan
associations to make real-estate and construction loans
and consumer loans for personal, family, or household
purposes; to engage in credit card operations and
exercise trust powers.
{2} to authorize federally chartered mutual savinmgs banks to

make commercial, corporate, and business loans up to S

L]




percent of the bank’ s assets within the state where it

is located or within 75 miles of the bank®s home office.

B. Lizbility Fowers

£1)

to provide the oderly phasecut and elimination of
interest rate ceilings on deposits and accounts as
rapidly as economic canditionz warrent, but within a
six—~year period.

to establish the Depository Institutions Deregulation
Committee (DIDC) to implement the phaseocut of interest—
rate ceilings.,.

to permit all depository institutioms to offer
Negotiable Order of Withdrawal (NOW) accounts tao

individuals and nonprofit institutions.

C. Deposit Insurance: to raise from 40,000 to 100,000 the

insurance on insured accounts provided by the Federal Deposit

Insurance Corporation (FDIC)}, the Federal Bavings and Loan

Insurance Corporation (FSLIC), ane the National Credit Union

Share Insurance Fund (NMCUSIF).

VI. The Barn—-5t. BGermain Depository Institutions Act of 1982.

A, Asset Powers

(1)}

Banks
{(a} to raise the lending limits of member banks on
loans not fully secured from 10 percent to 15
percent of unimpaired capital and surplus. {An
additional 10 percent of capital may be lent to the
same borrower if the loan is fully secured.)

(b} to eliminate or modify restrictions on real-estate




lending by national banmks in favor of limitations
established by the Office of Comptroller of the
Currency (OCC), and to eliminate restrictions on
natiocnal banks® acting as real-—-estate brokers.

(c) to allow aone or more banks, even though not members
of a holding company, to form a bank-service
corporation to provide services to banks or non-—-
banks, and to establish limits on the percentage of
capital and assets of banks so invested.

{d) to amend the Bank Holding Company Act to state that
the provision of insurance as a pfincipal, agent,
or broker is not "a closely related banking
activity," and to make certain excepti;ns to this
prohibition.

(2} Savings and Loans

{a) to authorize commercial loans up to 10 percent of
their assets.

(bh) to auvthorize non-residential real-estate loans up
to 40 percent of their assets.

() to authorize consumer loans up to 30 percent of
their assets.

Liability Fowers: to enable all depository institultions to
offer a money market deposit account "directly equivalent to
and competitive with money market mutual funds.'

Seographic Deresqulation: To enhance FDIC and FS5LIC powers to
deal with treoubled financial institutions by, among other
things, permitting them under limited circumstances to effect

interstate and cross—-industry mergers.
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