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Market Discipline
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At some point | would like to see
a system with no federal deposit
insurance at all.

—Alan Greenspan, address at
The Heritage Foundation,
March 23,1985

overnment-backed deposit insurance

weakens market discipline, increases
moral hazard, and leads to higher financial
risk than the economy would otherwise
have, thus weakening the banking system as
a whole. Less government, and more private
insurance or shareholder equity, increases
private consumers’ and capital suppliers’ in-
centives to care about the financial risks and
health of banks, thus introducing market dis-
cipline into the system, lowering moral haz-
ard, and strengthening the banking system.
The provision of government deposit insur-
ance also shifts investment away from equity
markets and toward bank-based finance.

A SNAPSHOT OF
DEPOSIT INSURANCE

As of the first quarter of 2016, the Fed-
eral Deposit Insurance Corporation (FDIC)

guaranteed almost $6.7 trillion in deposits,
backed by an insurance fund of $75 billion,
representing a reserve (or capital) ratio of just
over 1 percent. Another $5.6 trillion in unin-
sured deposits resides in the U.S. banking
system, bringing the total of both insured and
uninsured deposits to just over $11 trillion.
The current number of U.S. insured deposi-
tory institutions (banks and thrifts) is 6,122.!
Despite the large number of insured de-
pository institutions, over half of insured de-
posits are held by the 980 banks supervised by
the Office of the Comptroller of the Currency
(OCC). The vast majority of these insured de-
posits are held by the 25 institutions whose to-
tal assets exceed $100 billion. An approximate
breakdown is that these 25 insured deposito-
ries hold total insured deposits equal to the
other 6,097 depositories. Combined, the larg-
est three commercial banks—Bank of Ameri-
ca, JPMorgan Chase, and Wells Fargo—hold
more than one-third of all insured deposits.
Aggregate trends in deposit insurance can
mask considerable churning of deposits. In
the first quarter of 2016, the FDIC reported
that insured deposits increased at 3,900 insti-
tutions, decreased at 2,201 institutions, and
remained flat at only 30 institutions. This
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breakdown is similar to that found in previ-
ous quarters. Even during the worst of the
financial crisis, between June 30, 2008, and
September 30, 2008, insured deposits in-
creased at 4,820 institutions, decreased at
3,508 institutions, and remained flat at 35 in-
stitutions.? As will be discussed below, some-
times this churning represents the flowing of
deposits away from unhealthy banks, and to
healthier banks.

Why Deposit Insurance? Historically,
government-provided deposit insurance has
been defended on two grounds: (1) protect-
ing the payments system and (2) protecting
small, unsophisticated depositors. As bank
“demand deposits” are currently payable upon
the demand of the depositor, there exist cir-
cumstances under which depositors may run
to remove their deposits from a bank (or the
banking system) even if the bank (or system)
in question were perfectly solvent. This out-
come is the result of combining a fractional
reserve system with requiring that deposi-
tors are paid in full sequentially (first come,
first served). Relaxing either of these restric-
tions can eliminate runs. In fact, prior to the
widespread adoption of deposit insurance,
potential runs were halted via suspension of
services—so-called bank holidays.

While protecting the payments system may
well be an important end in itself, the more
important issue is the impact of a failure of
the payments system on the broader economy.
If alarge number of banks fail, overall lending
in the economy may decline if the remain-
ing banks are not able to cover the decline in
lending. Failing banks might also push firms
and households into bankruptcy as loans are
recalled to meet depositor claims. Although
the preceding is theoretically feasible, it has
rarely, if ever, been witnessed in practice.

A crucial question is to what extent “runs”
are largely withdrawals on troubled institu-
tions, as opposed to a system-wide run. Since,
as with any industry, failure helps to remove
poor or even fraudulent business practices,
protecting the payment system should not,
itself, be a policy goal. Put differently, runs

on failing banks improve the allocation of fi-
nancial resources. Protecting failed banks
prolongs this misallocation of resources, and
can also undermine the viability of otherwise
solvent banks as the protected banks pursue
risky business strategies. Insulating poorly
performing banks from failure can also keep
destructive business practices and culture in
place. Such propping up can also reduce eco-
nomic growth and labor productivity as the
least-productive banks remain in business
instead of being eliminated from the industry.

Whether deposit withdrawals are “indis-
criminate panics,” orareallocation of deposits
from troubled to healthy banks, is ultimately
an empirical question. Researchers at the
FDIC found that between the second quarter
(Q2) of 2008 and the end of 2010, the worst
of the financial crisis, uninsured depositors
were leaving the least-healthy banks (those
with CAMELS? ratings of 4 and 5), and going
to the healthiest banks (those with CAMELS
ratings of 1 and 2).* This shift is especially im-
pressive given that CAMELS ratings are not
public, yet uninsured depositors were largely
able to distinguish good banks from bad and
move their deposits accordingly. This “reallo-
cation” view is also supported by the fact that
during that time the total amount of domes-
tic deposits in U.S. banks and thrifts was con-
tinually increasing on a quarterly basis. There
quite simply was no broad-based (indiscrimi-
nate) run on U.S. banks in the 2008 financial
crisis. Such was also true for uninsured de-
posits, which were not leaving the banking
system, but rather were being reallocated
within the system.

Economic models of financial crises can
generally be characterized as either “belief-
based” or “fundamentals-based.”® Belief-
based models gained popularity with the
work of John Maynard Keynes and later
Charles Poor Kindleberger.® This early work
was mostly verbal in nature. The most promi-
nent formal model of belief-based crises is
that of Douglas Diamond and Philip Dybvig.”
Channeling Keynes, these models are essen-
tially driven by “animal spirits,” or depositor
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confidence. In their most extreme form, such
models imply that financial panics can just
happen, indiscriminately and without any
change in economic fundamentals. This class
of models provides the theoretical founda-
tion for both deposit insurance and broad
lender-of-last-resort facilities. As these mod-
els rarely offer any empirical predictions, they
are notoriously difficult, if not impossible, to
test or disprove, which perhaps explains their
continued popularity.

In contrast, fundamentals-based models
of financial crises are based on the argument
that underlying weaknesses in either the
economy or the financial system are the driv-
ers of financial crises. Much of this work is
empirical, looking for drivers in the data indi-
cating which “fundamentals” drive crises.® It
is this work, discussed below, which provides
evidence that deposit insurance may be a con-
tributor to financial instability, rather than a
stabilizer, as suggested by the beliefs-based
models. It is my argument herein that funda-
mentals-based models offer a more accurate
description of real-world financial crises and
are better supported by the existing empiri-
cal evidence.

While it is beyond the scope of this chap-
ter, deposit insurance has also been explained
as an attempt to protect smaller banks from
the competitive pressures of larger banks.’ To
the extent that deposit insurance results in a
more fragmented and less-diversified finan-
cial system, it further contributes to reducing
financial stability.

DEPOSIT INSURANCE,
MARKET DISCIPLINE, AND
FINANCIAL STABILITY

In a world without government-provided
deposit insurance, depositors would seek
some assurance that their money was safe.
Some might purchase private insurance
and, as was long done in the case of credit
unions and depositors above the insured
limits, most are likely to look for outward
signs of bank strength. The most important
source of bank strength is the equity of its

shareholders, which would absorb losses be-
fore depositors do. In the absence of deposit
insurance, banks would be pressured to hold
additional capital in order to attract depos-
its, and indeed this is what was witnessed
both before the creation of the FDIC, as well
as when comparing uninsured and insured
banks in those states that offered deposit in-
surance before 1934.

With the creation of the FDIC, banks were
no longer pressured to increase their own
capital by depositors and, unsurprisingly,
capital levels quickly declined.!* Unfortunate-
ly, this shift not only reduced the cushion pro-
tecting depositors from loss, but in reducing
the likelihood of insolvency, it also changed
the incentives facing shareholders. When
shareholders (and their agents, management)
bear most of the downside of their risk-taking,
they face strong incentives to internalize that
risk. If, however, losses are more likely to fall
on others, either depositors or the insurance
fund, then shareholders are incentivized to
take more risk. Perversely, not only does the
provision of deposit insurance reduce the
cushion of equity in banks, it also increases
the variance (risk) of their investments. Thus,
both the asset and liability sides of the bank
balance sheet are distorted in destructive
ways by deposit insurance.

Proponents also claim that deposit in-
surance helps mitigate contagion, whereby
one bank failure causes other healthy banks
to fail, but the contagion effect of panics
has been grossly exaggerated." The spread
of poor incentives encouraged by deposit
insurance—another type of contagion—have
not been broadly recognized. Because depos-
it insurance reduces the incentives to hold
more capital, shareholders seeking greater
returns on equity will shift toward banks
with higher leverage. Management will face
competitive pressures to increase leverage
or else be disadvantaged. As Kevin Dowd
has rightly observed, “Deposit insurance
thus makes a strong capital position a li-
ability, putting well-capitalized banks at a
competitive disadvantage.”?
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This disadvantage is not just a theoreti-
cal curiosity. One of the “victims” of deposit
insurance was, ironically enough, First Na-
tional Bank, which had distinguished itself as
a “safe” bank by widely advertising its strong
capital position. This strength was one reason
it weathered the Great Depression, but the
creation of the FDIC eroded its ability to com-
pete for deposits on the basis of that strong
capital position. It was ultimately forced to
sell out to National City Bank (the early ver-
sion of Citibank). As The New York Times
observed on the event of this merger in 1954,

“When people began to cease worrying about
the safety of their deposits the premium de-
clined on a bank that had made a name for it-
self as the epitome of conservatism.”?

A Brief History of Deposit Insurance
in the United States. Deposit insurance is
generally associated with the Banking Act
0f 1933, which also instituted the separation
of commercial and investment banking.* A
handful of states, however, experimented
with government-backed deposit insurance,
beginning with New York’s bank-obligation
fund in 1829, which covered circulating bank
notes as well as deposits. Five additional
states followed New York’s lead in creating
deposit-insurance funds in the antebellum
period—Vermont, Indiana, Michigan, Ohio,
and Iowa."”” Ohio and Iowa only insured cir-
culating bank notes, which was the common
medium of exchange before the National
Bank Act 0of 1863.

All six state funds worked quite differently
than the current FDIC model. Three of the six
only paid claims once a bank liquidation was
completed, and while two paid claims imme-
diately, those claims were in part covered by
special assessments on the remaining solvent
banks in the state. All six states established
some form of examination and supervision
of covered institutions, as well as requiring
regular condition reports.

Michigan’s deposit insurance fund was
the first to fail, closing its doors in 1842 with
a deficit in current dollars of over $1 million
(almost $28 million in 2016 dollars). Vermont

followed next with a minor deficit. New York,
Ohio, and Iowa wound down their funds by
1866 with the spread of “free banking” and the
creation of the national banking system. De-
posit insurance, at the state level, would con-
tinue to be debated, but another fund would
not be created until 1908 in Oklahoma. Be-
tween then and World War I, Kansas, Nebras-
ka, Texas, Mississippi, South Dakota, North
Dakota, and Washington State would follow
with their own deposit-insurance funds.

Washington State’s fund was created in
1917 and failed in 1921. By 1930, the remaining
state funds had closed, often leaving behind
considerable bills to be paid by their citizens.!
Despite, or perhaps because of, the failure of
state-level deposit-insurance funds, and the
evidence that such funds increased bank fail-
ures, Congress considered around 150 sepa-
rate proposals between 1886 and 1933, when
the Federal Deposit Insurance Fund was cre-
ated on a temporary basis, and later made per-
manent in the Banking Act 0f 1935.

What ultimately provided the momen-
tum for congressional action was the mass of
bank failures (suspensions) in the early 1930s.
While the boom years of the 1920s witnessed
around 600 failures per year, of mostly small
agricultural banks, in 1930 alone, bank fail-
ures surpassed 1,000. Annual failures even-
tually peaked with 4,000 failures in 1933, as
depositors pulled gold out of banks in an-
ticipation of President Franklin Roosevelt’s
eventual devaluation and abandonment of
the gold standard. Total losses for deposi-
tors were relatively small as a percent of total
deposits during this time. Even in the worst
year for bank failures, 1933, total losses rep-
resented just over 2 percent of total system
deposits. Even limited to failing banks in 1933,
depositors on average received 85 percent of
their deposits.

Under the Banking Act of 1933 the FDIC
was authorized to pay a maximum of $2,500
to depositors of failed, insured banks, equal
to around $46,000 in 2016 dollars. Lydia Lob-
siger was the first depositor to receive a check
from the FDIC (for $1,250) when the Fond du
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Lac State Bank in East Peoria, Illinois, was the
first FDIC-insured bank to fail in May 1934."

Between its creation and the beginning of
World War 11, the FDIC handled the failure of
370 banks. After recoveries, losses amounted
to around $20 million (about $350 million
in 2016 dollars) for those 370 pre-WWII-
insured failures. The war years and following
Cold War period were quiet ones in terms of
bank failures, with annual failures remaining
in the single digits until 1975.

Not long after the failure of Fond du Lac
State Bank in 1934, coverage was raised to
$5,000 per depositor, where it remained until
1950, when it was raised to $10,000.® Cover-
age levels were increased to $15,000 in 1966,
to $20,000 in 1969, and quickly thereafter
doubled to $40,000 in 1974.° The increase to
$100,000 occurred in 1980,%° which remained
in place until 2005, when it was increased to
$250,000 for retirement accounts,® which
was later made permanent for all accounts by
the Dodd-Frank Act.?? The current $250,000
ceiling is, in inflation-adjusted terms, more
than six times the original 1933 coverage limit.

The conventional wisdom is that by reduc-
ing the number of bank runs, the FDIC has
reduced the cost of bank failures. While there
are theoretical reasons to both support and
reject that contention, it is ultimately an em-
pirical question. Rutgers University professor
Eugene White made an initial attempt after
the bank failures of the 1980s to determine if
the FDIC did indeed reduce costs. Professor
White concluded that “deposit insurance did
not substantially reduce aggregate losses from
bank failures and may have raised them.”*
White is clear that such a conclusion depends
on a number of assumptions, but that reason-
able assumptions suggest skepticism over any
claim that the FDIC has reduced the losses
from bank failures. His analysis also leaves
out losses from the savings and loans (S&Ls),
as well as those of the 2008 financial crisis.

The period between the New Deal and the
S&L crisis is sometimes called the Quiet Pe-
riod in American banking, for its relative sta-
bility. One regularly heard rationale for this

relative stability is the existence of deposit in-
surance, which is claimed to have ended pan-
ics. Undercutting this hypothesis is that the
percentage of deposits explicitly insured was
considerably smaller during the Quiet Period
than after, when two major crises occurred
and several smaller bank crises ensued. Be-
tween the establishment of the FDIC and 1980,
approximately half of deposits were insured,
implying that the other half were uninsured
(and hence subject to runs). Since 1980, almost
two-thirds of deposits have been explicitly in-
sured. The 1980s also gave rise to the notion of
Too Big to Fail, with the rescue of Continental
Illinois. If there has been an implicit guaran-
tee of uninsured deposits, it has undoubtedly
been stronger since 1980. In terms of the com-
mercial banking sector, the explicit (and likely
implicit) safety net was actually smaller during
the Quiet Period relative to recent decades, yet
panics have still occurred.*

BROKERED DEPOSITS#

Between 7 percent and 10 percent of depos-
its are channeled via deposit “brokers”—indi-
viduals or organizations that assemble large
amounts of deposits and then place those
deposits in banks and thrifts. The primary
purpose of brokering is to allow individuals
to spread their deposits across institutions,
thereby obtaining insurance coverage in ex-
cess of the coverage cap (currently $250,000).
Brokers are also used to assist large deposi-
tors in searching for the banks that offer the
highest deposit rates.

The use of brokered deposits has long at-
tracted regulatory scrutiny. In the early 1980s,
for instance, the FDIC attempted to deny in-
surance coverage to brokered deposits, only
to have its effort overturned due to a lack of
statutory authority.?® This scrutiny derives
from two sources: First, brokering can be
viewed as an attempt to circumvent the cover-
age limit, which is intended to restrict cover-
age to “retail” depositors. It is fair to say that
few working-class or middle-class families
use deposit brokers; their holdings of depos-
its are simply too small. Second, the use of
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brokered deposits has long been associated
with a higher probability of bank failure. Con-
cern about brokered deposits has thus been
expressed both in terms of fairness as well as
safety and soundness.

The most recent FDIC analysis of brokered
deposits finds that the largest 36 banks, those
with over $50 billion in assets, account for
half of all brokered deposits. The more than
6,000 banks with under $1 billion in assets
account for less than 9 percent of brokered
deposits. Essentially, the largest banks are
using brokered deposits as a form of insured
wholesale funding. In fact, more than half of
insured depositories report not holding any
brokered deposits. Just over a third of bro-
kered deposits consist of “sweep” accounts
used by investment banks on behalf of their
clients, whereby idle customer balances are
swept into insured accounts.

Currently, the only significant restrictions
on the use of brokered deposits are for banks
that are critically undercapitalized, which at
any time constitute a small number. To fur-
ther the public interest and improve financial
stability, Congress should eliminate FDIC in-
surance coverage for brokered deposits. The
FDIC lacks authority to do so on its own. This
action would end insurance coverage for just
over $500 billion in deposits. Such could be
achieved applying insurance coverage limits
to individuals, rather than allowing multiple
accounts for individuals. If Congress is un-
willing, as it has been in the past, to eliminate
coverage for brokered deposits completely,
the use of brokered deposits for any single
bank should be limited to no more than 10
percent of said bank’s total deposits.

DEPOSIT INSURANCE AROUND
THE WORLD

Despite the conventional American wis-
dom that deposit insurance increases finan-
cial stability, which is contradicted by a large
body of research, few other countries em-
braced deposit insurance before the 1970s.
In fact, before 1970, the number of countries
with explicit deposit insurance systems was

still in the single digits. A large push by inter-
national government organizations resulted
in a massive expansion of deposit insurance
with almost 90 countries today having ex-
plicit deposit insurance schemes.?” Another
34 countries are currently considering some
form of official deposit insurance or are in the
process of implementing such.?®

The financial crisis of 2008 resulted in
substantial increases in explicit government
deposit insurance coverage. Before the crisis,
most European countries offered coverage
equivalent to around 140 percent of per capita
income. The United States maintained higher
coverage of around 210 percent of per capita
income, and, subsequently, expanded cover-
age to over 540 percent of per capita income.
Post-crisis Europe now displays coverage lev-
els of almost 500 percent of per capita income.

In dollar-equivalent terms, only Australia
offers higher deposit insurance coverage than
the United States. Most countries in Western
Europe currently offer coverage of approxi-
mately $137,000, just over 50 percent of the
value of U.S. coverage. A number of EU coun-
tries also cover the deposits of local branches
of foreign banks, where the U.S. does not. The
U.S. does, however, offer some coverage to for-
eign branches of U.S. banks.*

Coverage levels are not the only differenc-
es among deposit insurance systems. The U.S.,
for instance, is one of the few systems that
cover interbank deposits. A number of de-
posit insurance systems require coinsurance,
where the depositors bear some portion of
the loss, in order to reduce moral hazard. Usu-
ally, coinsurance is at the level of 10 percent or
20 percent of coverage, meaning that deposi-
tors are responsible for between 10 percent
and 20 percent of any losses. Coinsurance is
at 10 percent in many European countries.*
A small number of countries, such as Switzer-
land and Luxembourg, with explicit deposit
insurance systems leave the administration
and funding of those systems to the private
sector.® A few countries also allow deposits to
be offered without compulsory coverage. The
U.S. system could be improved by adopting
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some of the characteristics of other deposit
insurance systems, as suggested by Thomas
Hogan and Kristine Johnson.*?

The introduction of deposit insurance
schemes has direct effects on other financial
sectors within the economy. Deposit insur-
ance will change the incentives facing house-
holds in terms of where those households
should place their savings. Scholars have
found, for instance, that countries with ex-
plicit deposit insurance schemes have smaller
equity markets, all else being equal.*® Such
coverage may not only increase financial in-
stability, it may ultimately reduce economic
growth as investment is pulled away from
more productive uses within the economy.

While the expansions of coverage in both
the U.S. and Europe was mistakenly seen as
necessary for stabilizing the financial system
and the broader economy, these expansions
will likely result in greater financial crises, es-
pecially in Europe, where commercial banks
dominate the financial system to a greater
degree than in the United States. European
countries, as well as those in Asia, would better
serve the goals of financial stability by rolling
back the recent extensions in deposit insur-
ance coverage. Movements toward an EU-
wide deposit insurance fund should also be
abandoned, as such would greatly reduce mar-
ket discipline, especially on banks in Southern
Europe. Similarly, China should abandon its
efforts at creating a government-backed de-
posit insurance system. The United States’ ex-
perience with deposit insurance should largely
be viewed as model of what not to do.

DEPOSIT INSURER AS RECEIVER

The FDIC is primarily known to the public
as the insurer of bank deposits. However, the
FDIC plays another important role in our finan-
cial markets, especially in times of crisis: the
role of receiver, or liquidator, of failed banks.*

A receiver or conservator is essentially
an administrative agency that performs the
same role as would a bankruptcy court. Prior
to the creation of the FDIC, courts were often
appointed as receivers for failed institutions.

In some instances, state bank regulators have
also served as administrative receivers for
banks chartered under their authority.

The primary purpose of a resolution re-
gime, whether an administrative receiver or a
court-supervised bankruptcy, is to determine
the allocation of losses among shareholders
and creditors. A receivership is generally lim-
ited to instances where the assets of a bank
are less than its liabilities. To put it bluntly,
not everyone is going to get what they were
promised, and the main task of the receiver is
to referee who gets how much.

Generally “who gets what” is determined
ahead of time by a “chain of priorities.” For
instance, debt holders would be paid in full
before any distribution to equity holders.
Within the group of equity holders, preferred
shareholders would receive funds before any
distribution to common shareholders, who
generally receive little, if anything, in a reso-
lution. There will also be a chain of priorities
among debt holders, with some creditors se-
nior to others. Secured creditors are generally
paid before unsecured creditors. Administra-
tive expenses of the receiver, such as main-
taining the operations of the bank, are first in
priority. Even uninsured depositors are likely
toreceive somethingin areceivership, despite
their uninsured status. While a receiver has
some discretion, chains of priority are often

“hardwired” into statute or regulation, with
the primary role of the receiver as estimating
the value of assets and claims, and according-
ly the payouts resulting from those claims.

Bankruptcy courts generally respect the
chain of priorities to which private parties
have contracted. Common shareholders are
paid last; such was the deal going in. Laws
governing receivership often explicitly favor
certain creditors over others.* Under a bank
receivership, for instance, the FDIC has gen-
erally treated foreign depositors differently
than U.S. domestic depositors.?® The very
structure of the FDIC treats depositors as a
class separate from unsecured creditors.

Receivers are occasionally claimed to be
superior to a court-supervised bankruptcy
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due to concerns over potential contagion
or panics. During the 2008 financial crisis,
for instance, it was often claimed that firms
could not enter bankruptcy without causing a
broader panic. The failure of Lehman Broth-
ers is perhaps the best-known example of this
concern.” While there is little debate over the
ability of bankruptcy courts to resolve finan-
cial firms and allocate losses, the question is
often one of speed. The FDIC, for instance,
allows insured depositors, and occasionally
other creditors, to be paid immediately. While
this is allowable under the bankruptcy code, it
is not usual practice. Title II of Dodd-Frank
is essentially a mechanism for quickly resolv-
ing non-bank financials in a manner similar
to the mechanism for banks, with the excep-
tion that Title IT appears on its surface only to
allow liquidation. It also allows protection of
certain creditors to forestall a panic. Accord-
ingly, an administrative resolution regime is
presented as an avenue for containing finan-
cial market contagion.

Whether an administrative resolution is
quicker than a court-supervised bankruptcy
is an empirical question. Both an administra-
tive agency and court face similar tasks, such
as judging the validity of claims. For most, if
not all, of these tasks the FDIC has no “special
sauce” that the courts lack. The limited data
that exist suggest that FDIC receiverships are
no faster than the typical Chapter 11 proceed-
ing; both have a median time to resolution of
28 months.* Since the FDIC is generally the
largest creditor in the resolution of a deposi-
tory, FDIC management of a failed deposi-
tory may indeed offer some cost savings. In
the case where the FDIC is not the largest
creditor, for instance with an insurance com-
pany, it is unlikely that FDIC management is
cost-effective.

Prior to the passage of the Dodd-Frank Act,
the FDIC could only serve as the receiver for a
federally insured depository. If that depository
were a subsidiary of a larger holding company,
the FDIC could only look to the assets of that
subsidiary. For instance, had American Inter-
national Group (AIG) been allowed to enter

bankruptcy, the receivership authorities of
the FDIC would have only applied to the de-
pository subsidiary and not the remainder of
AIG. This arrangement has occasionally left
the FDIC in the role of general creditor, sub-
ject to the deliberations of a bankruptcy court.
The FDIC has long sought to have receiver au-
thority over holding companies that contain
depository subsidiaries. That authority, along
with potential receivership of any failing large
non-bank financial, was finally granted under
the Dodd-Frank Act.*

A critical difference between a court-su-
pervised bankruptcy and an FDIC-supervised
receivership is the relative availability of out-
side funding. A bankrupt company may seek

“debtor-in-possession” or other short-term
senior financing to facilitate a re-organization,
but the court itself has no access to outside
funds that can then be used to pay creditors.
In contrast, the FDIC has the deposit insur-
ance fund, which it has occasionally used to
cover creditor claims that would not have oth-
erwise been recoverable solely from the assets
of a failed institution. Because of this built-in
availability of funds, creditors are more likely
to be protected in a FDIC receivership than
under a court-supervised bankruptcy.

Sections 201 and 204 of the Dodd-Frank
Act give the FDIC further authority under the
orderly liquidation of a non-bank financial to
pay creditors beyond what they could have re-
covered from a failed institution’s assets. For
instance, Section 201 allows the FDIC to pay

“any obligations” itbelieves are “necessary and
appropriate.” Section 204 allows the FDIC to
purchase any debt obligation of a failing in-
stitution at, or even above, par. Depending on
how the FDIC chooses to conduct the orderly
liquidation of a failing non-bank, creditors to
that institution may be ultimately protected
from market discipline, increasing moral haz-
ard and undermining financial stability. This
may well be the reason that Dodd-Frank’s or-
derlyliquidation authority mirrors a proposal
first put forth by a large bank.*°

Authorities similar to Dodd-Frank’s or-
derly liquidation authority were created to
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cover Fannie Mae and Freddie Mac under
the Housing and Economic Recovery Act of
2008. Despite being granted such authorities,
and having the ability to protect the taxpayer
from loss and the option of imposing losses
on creditors, regulators chose to ignore those
options and protect creditors at the expense
of taxpayers. As regulators were unwilling
to protect taxpayers and impose market dis-
cipline in the case of Fannie Mae and Fred-
die Mac, it remains at best an open question
whether regulators would take that course of
action in the case of large banks or other fi-
nancial companies.*!

At a minimum, the FDIC’s role in the reso-
lution of non-bank financials should return to
the role it had prior to the Dodd-Frank Act. If
ultimately, as proposed below, deposit insur-
ance coverage is significantly reduced, the
role of the FDIC in bank resolution can also
be reduced. As long as there are large num-
bers of FDIC-insured depositors, having a
single organization, such as the FDIC, act on
their behalf in a resolution is likely the most
cost-effective route. Other creditors, such as
large debt holders, however, may be best situ-
ated torepresent their own interests, as would
happen under a court-supervised bankruptcy.
Congress may also choose to clarify unin-
sured creditor priorities under a receivership.
If there are indeed legitimate concerns re-
garding depositor runs, uninsured depositors
can be made senior to other uninsured credi-
tors, such as bondholders.

POLICY SOLUTIONS

The public interest would be further
served if Congress reduced federal deposit in-
surance coverage to the pre-S&L crisis limit
of $40,000. To further the goal of reducing
systemic risk, Congress should also limit the
total deposit insurance coverage of any one
bank to 5 percent of total insured deposits.
Given the current amount of FDIC-insured
deposits, approximately $7 trillion, such
would imply that no one bank would hold
more than $350 billion in insured deposits.
There are currently only four banks above

that level. A transition plan would have to be
developed to allow these banks to either shed
their excess insured deposits or shift to other
funding sources.

The FDIC, as of (Q1) 2016, backs almost $7
trillion in deposits, approximately 60 percent
of outstanding U.S. domestic deposits. This
figure also represents a 50 percent increase—
more than $2 trillion—in insured deposits
since year-end 2007. Perhaps more shocking
is that the amount also represents an almost
doubling of insured deposits since 2003. Part
of this increase was due to the Federal Depos-
it Insurance Reform Act of 2005, which raised
the limit for deposit insurance for retirement
accounts to $250,000. Congress should repeal
those provisions of the 2005 act that raised
the limits. Congress also, within the Troubled
Asset Relief Program (TARP), raised the de-
posit insurance cap to $250,000 until January
1, 2010. Dodd-Frank essentially made TARP’s
coverage expansion permanent.

Dodd-Frank’s Section 335 extends the
2005 retirement coverage limit of $250,000
to all accounts. According to the Federal Re-
serve’s Survey of Consumer Finance, the me-
dian U.S. household held $4,100 in a checking
account.*? For the less than 10 percent that
held certificates of deposit, the median hold-
ing was $16,000.** A cap of $40,000 (the pre-
S&L crisis limit would more than adequately
cover the vast majority of U.S. households
while also greatly improving market disci-
pline of U.S. banks. Even the typical (median)
retirement account, not all of which are held
at banks, is under $60,000. A reduced cap
should also apply to brokered deposits, in or-
der to both reduce the incentives to evade the
cap and to reduce moral hazard on the part of
depositors. In order to facilitate this reform,
insurance coverage should only be available
to parties that hold deposit accounts in their
Oown name.

The holdings of deposits are also highly
concentrated. For instance, a fourth of all
deposits are held by the wealthiest 1 per-
cent of households.** The top 10 percent of
households hold 67 percent of all deposits.*®
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These wealthiest households also, on aver-
age, have considerable non-deposit sources
of wealth. Middle-income and low-income
families would still be completely protected
after significant reductions are made to FDIC
deposit insurance coverage. Furthermore, be-
cause the presence of FDIC insurance crowds
out firms that would otherwise offer private
deposit insurance, reducing the coverage of
FDIC insurance would likely bring more pri-
vate capital into the private deposit insur-
ance market.

CONCLUSIONS

Government-backed deposit insurance
weakens market discipline, increases moral
hazard, and leads to higher financial risk
than would otherwise exist, thus weakening
the banking system. Less government and
more private insurance or shareholder equity

increases private consumers’ and capital sup-
pliers’ incentives to worry about the financial
risks and health of banks, thus introducing
market discipline into the system, lowering
moral hazard, and strengthening the bank-
ing system.

Ultimately, government-provided deposit
insurance should be phased out fully. Doing
so would likely result in reduced bank lever-
age (higher shareholder equity), more market
discipline, a larger equity market relative to
the banking system, less volatility in bank as-
sets, and overall greater financial stability. In
the interim, coverage should be reduced to
more closely align with protecting small retail
investors. Coverage could easily be reduced to
around $40,000 per individual while continu-
ing to cover the overwhelming majority of
household accounts.

—Mark A. Calabria, PhD, is Director of Financial Regulation Studies at the Cato Institute. He was
previously a member of the Senior Professional Staff of the U.S. Senate Committee on Banking, Housing,

and Urban Affairs.
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