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consequences.  As noted above, from 1980 to 1995 three-quarters of the members of the IMF
experienced serious and costly problems.  For example, the red cost of the Savings and Loan
crigs in the US has been estimated at less than five percent of GDP, and current estimates for the
Japanese economy center are five to ten times this proportion. In less developed economies,
where the magnitude of the crigs is even grester and fewer resources are available for resolution,
the costs associated with the financid safety net have exceeded the country’ s financid capacity.

This has led many to argue tha financid regulation and the safety net itsdf needs some
adjustments. Indeed, perhaps the entire approach to regulation needs to be reexamined to find a
better way to obtain the benefits associated with a wel functioning financid sector, but a a
lower codt.

V. Optimal regulation in the static case: pricing risk to counter moral hazard

Since the safety net digtorts incentives for risk-taking by insulaing inditutions and ther
creditors from the full consequences of ther risky choices, and the consequences are seen as
quite codly, the chalenge for optima regulaion is to increase market discipline.  In principle,
this may be accomplished in a number of ways—isk-rated deposit insurance premiums, least-cost
resolution combined with prompt corrective action, a subordinated debt requirement or a narrow
bank gtructure. In practice, none of these remediesis entirely satisfactory.

V.A. Risk-rated deposit insurance premiums

Idedlly, the deposit insurer could set risk premiums for depost insurance that would be
identical to the premiums that depositors would demand if the safety net did not exist. In the US,
the Federa Depost Insurance Corporation Improvement Act of 1991 (FDICIA) required that the

Federal Depost Insurance Corporation (FDIC) implement a system of risk-rated deposit

22 For empirical evidence see Keeley and Furlong (1987, 1991).
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insurance premiums.  However, to date the result has been very crude. The maximum price
difference between the safest and the most risky bank when the sysem was implemented was 8
bass points. This differentid was fa beow the differentid that would be charged in debt
markets for such large differences in risk®® It is dso far less than the differences in actuarialy
fair insurance premiums estimated from option pricing models.>

Although the FDIC's approach was especidly crude, it is difficult to see how the ided
sysem could be implemented effectively. The depost insurer faces two problems.  Fird, the
depogit insurer must be able to measure the bank’s current net worth, evauate its risk exposure,
and assess how the bank’s net worth will vary under dternative scenarios.  Such information is
not currently available to the regulators and in view of the opacity of most banks, it would be
very codly to obtain and verify.  Second, the depost insurer must be able to congrain the ability
of the insured bank from increasing its exposure to risk after the depost premium is set.  This
would require an ex post adjusment procedure to constran mora hazard that has yet to be
satisfactorily specified.?®
V.B. Prompt corrective action and least cost resolution

FDICIA implemented yet another market-mimicking approach to countering the mord
hazard incentive implicit in the safety net. The am was to make sure that banks would not be
able to operate without substantidd amounts of shareholders funds a risk?® It atempted to

reduce the scope for forbearance by replacing supervisory discretion with rules that would mimic

23 For example, the differential between B-rated and AAA-rated bondsis typically well over 100 basis points.

24 K uester and O’ Brien (1990), for example, estimated that fair premiums for most firms would be very low, less

than 1 basis point, while afew very risky banks had fair premiumsin the 1000s of basis points.

25 Some researchers have argued that private insurance companies should provide some deposit insurance coverage.
But private insurers would face the same challenges that the government insurer faces. Moreover, if the government
continues to be concerned about systemic risk, its problem may shift from one of guaranteeing banksto
guaranteeing private insurers of banks.
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the conditions that banks impose on their own borrowers when ther financid condition
deteriorates®’

The FDICIA rules are designed to stimulate prompt corrective action as soon as a bank’s
capitd podtion deteriorates. The regulatory sanctions become increasingly severe as a bank’s
capital pogtion declines from the wel-capitalized zone down through three other zones to the
criticaly undercapitdized zone in which the supervisor must appoint a receiver or conservator
within 90 days. The objective is to provide the bank’s owners with incentives to take prompt
corrective action by recapitalizing the bank or reducing its risk exposures before its capitd is
depleted. This is a drategy of deploying the terminaion authority in a way that subgtitutes for
market discipline.

FDICIA dso attempted to end two other sources of digtortion implicit in the safety net.
The United States, like many other countries, has provided implicit depost insurance for dl
depostors a large banks. This subsdy has been provided in two different ways. First is the
practice of usng purchase and assumption transactions in which the inditution purchasing the
asHs of a faling inditution assumes dl of its ligbilities. FDICIA reduced the scope for these
transactions by requiring that the FDIC use the least codtly method of resolution under the
assumption thet its only ligbility isfor explicitly insured deposts.

Second is the practice of extending lender-of-last resort assstance to insolvent banks.
This provides uninsured depositors the time and opportunity to flee before the bank is closed.
FDICIA attempted to deter such practices by depriving the centra bank of the protection of

collateral for advances extended to banks near insolvency. There is a mgor exception if the Fed

26 One of the clear lessons from the S& L debaclein the United States s that losses surge as institutions become
decapitalized and shareholders and managers are tempted to gamble for redemption.
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and the Secretary of the Treasury agree that such advances are necessary to prevent “a severe
adverse effect on ... the nationa economy.” Whether this will be a sgnificant congraint on Fed
behavior when a large bank is in jeopardy remains to be seen. But there is a least some reason
to doubt that protection will be automatic and this should enhance market discipline.

FDICIA’s prompt corrective action measures are subject to the same problems as risk-
rated depost insurance. Both depend on accurate measurement of the economic vdue of a
bank's capitd podtion and its potentid risk exposure. At a minimum this would require
adoption of a mark-to-market accounting system.?®  Moreover, capitd adequacy will need to be
monitored in shorter intervas than in the past snce a bank active in derivatives markets can
changeitsrisk exposures dragtically within a very short period.
V.C. Subordinated debt

A rule that banks fulfill a specified pat of their capita requirements with subordinated
debt provides an dternative way to increase market discipline on banks. Subordinated debt is
junior to dl clams other than equity and 0 serves as a huffer agangt losses by the deposit
insurer. Subordinated debt has some of the characteristics of “patient money” because it typicaly
has a maurity grester than one year and cannot be redeemed quickly during a criss.
Subordinated creditors have strong incentives to monitor bank risk-taking and impose discipline
— provided that they believe that they will not be protected by the safety net in the event of
falure. Indeed, their loss exposure is smilar to that of the depost insurer. They are exposed to
dl downdde risk tha exceeds shareholders equity, but their potentid upsde gans ae

contractudly limited. In contrast to shareholders that may choose higher points on the risk-

27 The fundamental analysis underlying this approach to bank regulation may be found in Benston and K aufman
(1988) and Benston et a (1989).
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return frontier, subordinated creditors (like the depost insurer) generdly prefer safer portfolios
and are likely to pendize banks that take significant risks.

The price discipline of traded subordinated debt — which is actively traded in secondary
markets — is a much quicker and perhgps more precise way of controlling bank risk taking than
regulatory measures which are often blunt and cumbersome to deploy. A faling price of
subordinated debt can dert other creditors about the condition of the bank or actions of the
managers, cregting a broader market reaction. Moreover, market prices are more forward
looking then regulatory examinations and may provide regulators with vauable information on
the market’ s perception of the risk taken by banks (Horvitz 1983).

When bank risk increases unexpectedly, banks may not have to pay higher rates or face
possble quantity discipline until their subordinated debt matures. For this reason, subordinated
debt proposas generdly require that banks stagger the maturities of their subordinated debt so
that a modest proportion matures each quarter. In this way market discipline — through price and
quantity sanctions — may be effective and informative, but sufficiently limited in magnitude to
provide time for crissresolution or orderly termination.

Critics of subordinated debt requirements emphasize that subordinated debt holders
would face the same informationd asymmetry problems that the depost insurer faces, but
without the authority to conduct detailed examinations®® They adso question whether secondary

markets in subordinated debt would be broad and deep enough to provide reliable price signals.

28 EDICIA called for accounting reforms that would move regul atory measures of capital closer to actual market
values, but no real progress has been made.

29 While disclosure practices are endogenously determined, one might expect subordinated debt holders to demand
fuller disclosure. AsKane (1995, p.455) observes “an outside risk sharer must be able to persuade institutional
managers to open their books in ever-changing and nonstandard ways.”
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V.D. Narrow bank proposals

Another gpproach to correcting the digtortion of incentives that arises from the safety net
is to narrow the range of assets that the insured unit of a bank can hold so that the risk to the
depost insurer is essentiadly zero and so that whatever remaining subsdy inherent in the safety
net does not spill out to distort other lines of business. “Narrow bank” proposals (Litan 1987,
Pierce 1991, and Miller 1995) require that insured deposits be invested only in short-term
Treasury bills or close subgtitutes. Banks would aso issue non-guaranteed financid instruments
such as commercid paper to fund conventiond bank loans, just as finance companies and leasing
companies now do.

Alternatively, most of the benefits of the trangparency and smplicity of this gpproach
could be mantaned, while dlowing grester flexibility in portfolio choice, if banks were
permitted to hold not only short-term Treasury bills but also other assets that are regularly traded
on wel-organized markets and can be marked to market daly. This could be implemented in
two ways (1) the “secure depostory” approach in which inditutions would be required to form
separatdy incorporated entities taking insured depodits and holding only permissble, marketable
assats, or (2) the “secured deposits’ gpproach in which insured deposits secured by a lien on a
pool of permissble assets would be in a corporate entity holding other assets and liahilities
(Bengton et d, 1989). Capita requirements for the “secure depository” (or the analogous excess
collateral requirements for “secured deposts’) would be set to ensure that the chance of
inolvency between daly mark-to-market points is reduced to some minima probability. This
would, in effect, permit the termination function to be performed with the precison necessary to

protect depositors and the deposit-insuring agency from loss.
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Critics argue that the narrow bank approach does not address al of the features that make
banks specid and especidly vulnerable to sysemic risk.  Government might gill fed compelled
to exercise prudential oversgght over the other parts of financid ingtitutions that provide credit to
difficult-to-monitor borrowers and issue liabilities that subdtitute for lower-yidding depodts in
the narrow bank. The commitment to congrain the safety net to the narrow bank might not be
credible and thus the distorted incentives for risk-taking may continue.
V1. Looking beyond the static view: banks have become |ess special
The case for prudentid regulation of banks to safeguard againgt systemic risk rests on the
agument that banks are specid. This sems from their centrd role as providers of credit, as
repogtories of liquidity and as cugtodians of the payment syssem which gives them a badance
sheet structure thet is uniquely vulnerable to systemic risk.
Indeed, in most countries, banks retain a centra role as the most important providers of
credit. (See Figure 2.)

Figure 2. Banks sharein financial inter mediation, 1994

Germany 7%
Japan 79%
Sweden 79%
United States 23%

Source: Bank for International Settlements, Annual Reports and IMF International Financial Statistics.

The one exception is the United States, where banks have experienced a marked decline
in their share of the assets held by the financid sector.®® Although this dedining share is often

assumed to be a recent phenomenon, in fact the trend was apparent in the 1920s. Indeed, the

30Allen and Santomero (1997) present evidence of atrend away from bank financein other leading countries..
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Figure 3. Relative shares of total financial
intermediary assets, 1900-1995 Q4
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1920s were an era much like the last two decades in which the share of assets held by banks
declined and tha of penson funds trusts and investment companies grew. In the broader
higorical context the anomay may have been the rddive dability of the bank share of totd
assts from the 1940s through the mid-1970s. Figure 3 offers some evidence of this for the US
case.

The reasons for this long-term trend and its recent acceleration are, no doubt, numerous.
However, technology is clearly an important force. Advances in technology have led to
innovations in financd insruments and inditutions that have blurred traditiond product-line
boundaries that formerly diginguished banks from other financid inditutions. The ability to cal
up information chegply a any time from virtudly any location has enabled other financid
indtitutions to design new products that compete effectively in terms of price and qudity with

traditiond bank products. Regulators have generally responded to these developments by
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liberdizing some of the regulatory redrictions that congrained competition among banks and
between banks and other financid ingditutionsinduding foreign financid inditutions.

The impact has been most dramatic on the asset gde of banks baance sheets. The

Figure 4. Commercial and industrial loans as a share of
short-term business finance, 1960-1998
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increased indlitutiondization of consumer savings, especidly in penson plans, life insurance and
mutud funds, has given other inditutions the scde to assess and diversfy credit risk in
compstition with banks. Improved disclosure standards have made information regarding the
creditworthiness of borrowers, which was once the proprigtary domain of bankers, publicly
avalable. Credit-rating agencies have grown in importance and perform the kind of andyss tha
was once the comparative advantage of banks. Moreover, when credit rating agencies have
turned their attention to banks, they have often concluded that banks are less creditworthy than
many of their prime borrowers.

The decline in the role of banks as intermediators of credit risk has been mogt
pronounced in a US context with regard to business finance as Figure 4 indicates. Banks have

lost ground to other, less regulated intermediaries such as finance companies and to securities
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markets, especidly the commercid paper market and the high yidd securities market.  Indeed,
some cynica obsarvers have asserted that the typica bank loan is smply a less liquid, under-

priced junk bond.

The dedline in business lending is dso mirrored in consumer lending. (See Figure 5)

Figure 5. Bank market share of credit card
receivables, 1986-1998
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Banks have logt market share to nonbanks such as AT&T, GMAC, GE & Morgan Stanley Dean
Witter.  Twenty years ago, banks completdly dominated the card-transactions processng
busness. Now, banks hold less than 25% of receivables and close to 80% of credit card
transactions are processed by nonbanks such as First Data Resources®

Increasingly, nonbank, single-purpose providers have successfully competed for some of

the most profitable traditional bank products. The development of securitization techniques has

31 See Business Week, June 12, 1995, p. 70.



