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Abstract:  This paper tests the hypothesis that changes to the "too-big-to-fail" (TBTF)
doctrine under the Federal Deposit Insurance Corporation Improvement Act of 1991
(FDICIA) increased the risk of deposit loss and the cost of funds for large banks.
Furthermore, the paper analyzes the implications of the National Depositor Preference
Law of 1993 on the priority, risk, and cost of non-deposit funds in banking. One consistent
finding is that the systematic risk coefficient for large banks declined sharply after the
passage of FDICIA. In addition, the average cost of deposits and non-deposit funds were
lower in the later period, consistent with a generally lower level of interest rates as well as a
reduction in the required risk premium. The data did not show a corresponding decline in
the systematic risk or cost of funds for small banks. Finally we examined the stock market
reaction of the sample banks to the events leading up to FDICIA's passage. In general, the
distribution of wealth effects is consistent with the hypothesis that the impact of reduced
deposit coverage for failing banks was confined to the large bank segment. 
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1 Introduction

The purpose of this paper is to determine the impact of the Federal

Deposit Insurance Improvement Act of 1991 (FDICIA) and the National

Depositor Preference Law of 1993 on the cost of non-deposit liabilities. In

particular, we compare the average cost of funds and market values of large

banks to that of small banks to determine whether restrictions to the much

criticized “too-big-to-fail” (TBTF) policy increased the risk and hence the

required rates on large bank deposits. Secondly, we examine the cost and

proportion of non-deposit funds in large banks before and after the passage

of the Omnibus Budget Reconciliation Act of 1993 (OBRA93) to determine

whether the preference law increased the risk and cost of these funds for

banking institutions.

The banking literature suggests that deposit insurance, and especially

the traditional use of the TBTF doctrine in large bank failures introduced

wealth effects directly through a deposit-linked subsidy. Under the policy,

all depositors (insured and uninsured) in large banks were implicitly insured

beyond the $100,000 limit. The accompanying reduction in risk premium

required by depositors amounted to a subsidy which directly increased prof-

its and market values.1 However the new limits on TBTF may increase the

likelihood of deposit loss, causing uninsured depositors to require a higher

interest compensation.

There is also an indirect effect stemming from increased risk-taking in-

1Likewise, the TBTF banks have traditionally depended on foreign deposits as an
important source of funds. These deposits are not included in the base on which premiums
are calculated. Therefore, large banks may have been paying disproportionately lower
premiums.
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centives under the previous too-big-to-fail policy. The 100% deposit coverage

eliminated the incentives for depositors to be more sensitive to the finan-

cial soundness of their banks. As a result, a shareholder-wealth maximizing

TBTF-bank had the incentive to increase portfolio risk and thus increase

expected profits. One possible result is that an unexpected announcement

of the TBTF option during a particular bank failure will cause an upward

revision of share prices of covered banks.2 Under the new restrictions, how-

ever, uninsured depositors are expected to be at a greater risk of loss. This

should make them more sensitive to the financial soundness of their banks,

and in turn reduce the banks’ ability to increase risk. The impact of the

new limits on TBTF could therefore be to reduce depositor risk, causing the

bank cost of borrowed funds to decline (rather than increase).

The impact of FDICIA, and in particular the amendment to TBTF, on

the cost of funds may depend on its interaction with the National Depositor

Preference Law of 1993. The preference statute was passed as an amendment

to FDICIA to minimize the potential loss to the FDIC during a bank failure.

The key feature of the statute was the enhancement of the priority of insured

and uninsured depositors’ claims and an increase in the risk of loss for general

non-deposit creditors of banking institutions. With increased risk of loss,

the cost of these funds are likely to increase as general creditors demand

higher interest compensation.

This paper has three objectives. First, we examine the impact of TBTF

restrictions on the cost of funds of commercial banks. As discussed above,

2 But for firms that the market already expected 100% deposit coverage, there should be
no price effect (see O’Hara and Shaw (1990)). Conversely, banks that were considered too-
big-to-fail but were not officially covered may be negatively affected due to upward revision
in bankruptcy risk.
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if these restrictions increased the risk of deposit loss, we should observe an

increase in deposit costs as depositors require higher interest compensation.

Conversely, bank risk might decline under increased monitoring, causing

bank deposit rates to decline. Secondly, we examine the impact of the

depositor preference statute on bank cost of funds. To the extent that

changes in the order of depositor priority adversely affect the risk of non-

deposit creditors, the cost of these funds will increase. On the other hand,

if general creditors respond to protect their claims, the proportion and cost

of non-deposit funds may decline. This could increase the risk and cost of

deposits, contrary to the objectives of the preference statute. Finally, we

examine the changes in market values of commercial banks relative to the

changes in TBTF and depositor priority to determine whether these changes

had any wealth effects and how the effects were distributed by bank size.

The organization of the paper is as follows. In section 2, we provide

some background on the scope and potential impact of the legislative ini-

tiatives for ending “too-big-to-fail” and restructuring the order of priority

of liabilities in a bank. In section 3, we discuss the implications of these

legislative changes for bank cost of funds and market values, and we out-

line the hypothesis to be tested. We describe the sample used in section 4.

Section 5 discusses the results and section 6 concludes the paper.

2 Legislative Background

2.1 Deregulation of TBTF

One of the most controversial pieces of the Federal Deposit Insurance

Corporation Improvement Act of 1991 (FDICIA) was the provision for ex-
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tensive changes to the “too-big-to-fail” option (TBTF) that had been avail-

able to depository regulators for resolving failing banks. Previously, regu-

latory agencies were required to select the resolution method that was less

costly than the payoff of insured deposits and liquidation of assets (i.e., the

lower-than-liquidation method). This requirement provided the option to

selectively extend federal protection of deposits beyond the official limit of

$100,000 per account, per institution. The option was justified as necessary

for preventing problems at larger banks from spilling to the entire banking

system—that is, the so-called “systemic risk” basis. But the conclusion of

many banking analysts is that the unwillingness to let big banks to fail, or to

let their depositors suffer losses, weakened market discipline by freeing big

depositors from monitoring their institutions.

With the passage of FDICIA on December 19, 1991, the TBTF option

was changed in at least three ways. First, section 141 of the new law requires

the FDIC to choose the “least-cost” alternative in resolving failing banks. By

requiring that the least costly method (on a present value basis) be selected,

the new law effectively limits the policy of protecting depositors above the

maximum amount. The only exception to the “least-cost” criteria are banks

whose failure would cause “serious adverse effects on economic conditions

and financial stability.” Provisions of the reform package also required that

exceptions to the least-cost criteria be determined jointly by the FDIC,

the Federal Reserve, and the Treasury Secretary in consultation with the

President. Furthermore, the law requires that the cost of any bail-out under

the rule exception be paid-for by the banking industry through a special

premium. The size of the assessment per institution would be proportional

to each banks average total assets.

4



In section 142 of FDICIA, the cap on deposit insurance coverage under

the restricted TBTF policy was reinforced by explicit reductions on other

subsidies provided to banks. Specifically, this section limited the Federal

Reserve discount window advances to 60 days within any 120 day period

for undercapitalized banks and 5 days for critically undercapitalized banks.

Compliance to the new mandates on discount window lending were enforced

by requiring the Fed to share in any increase in costs to the insurance fund

caused by delayed foreclosure.

While sections 141 and 142 outlined the procedures for minimizing de-

posit insurance losses from failed banks, section 131 established the pro-

visions for “prompt regulatory action” as an institution’s capital declined

(prior to insolvency). The provisions require immediate recapitalization,

restrictions on deposit gathering, and prompt closure of banks that are per-

sistently undercapitalized. Regulators’ incentives to comply with measures

for reducing costly bank failures were enforced by a mandatory ex-post re-

view of any failure that causes significant losses to the insurance fund.

Although FDICIA does not explicitly eliminate either the TBTF option

or discount window lending, provisions of the new law elevate what was

previously a bureaucratic decision to a much more visible political process.

Moreover, specific measures which address the “systemic risk” basis for the

use of TBTF, including mandated limits on inter-bank liabilities and the

use of final settlement by the FDIC in liquidating banks, suggest that the

intent of Congress was total elimination of the use of TBTF policy. Accord-

ingly, the expectation of banking industry analysts is that the changes will

discourage even limited use of TBTF policy and cause a revision of market

perception of the risk of deposit loss.
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2.2 National Depositor Preference Law

A relatively obscure but important aspect of the Omnibus Budget Recon-

ciliation Act of 1993 (OBRA93) is the National Depositor Preference Law

which immediately overhauled the order of priority of claims in a failed

bank.3 Under the new law domestic depositors’ claims are subordinate

only to the claims of secured creditors and the administrative expenses

of the bank receiver. By contrast, depositors will receive preference over

non-deposit creditors such as unsecured creditors, subordinated deben-

tures holders, and shareholders. That is, depositors—both insured and

uninsured—would have first claim, after secured creditors and the receiver-

ship’s administrative expense, against recoveries until their claims are fully

settled. Furthermore, the depositor preference law also moved the FDIC

ahead of all other non-deposit unsecured creditors in access to the liqui-

dation proceeds. 4 Although this law was passed with little public debate,

many banking analysts expect the change in priority to have far-reaching

implications for the risk, market values, and cost of funds of banking insti-

tutions.

3The law is contained in Title III of OBRA93 as an amendment of section II(d)(11) of
the Federal Deposit Insurance Improvement Act of 1991 (FDICIA).

4Before the national depositor preference law, the FDIC shared on a pro-rata basis with
uninsured depositors and general creditors from the liquidation proceeds, once insured
depositors were fully settled. Now, the FDIC’s potential losses are limited by the higher
priority of their claims relative to general creditors. The FDIC’s loss is further mitigated
by FDICIA’s requirement that all failed banks are to be resolved by the least costly
method.
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3 Implications for Cost of Funds

3.1 The Effect of TBTF Deregulation

The restrictions on TBTF put uninsured depositors of large banks at

increased risk, thereby increasing the risk premium on large deposits and

purchased funds. On the other hand, FDICIA increases market discipline

by large depositors who would have to pay more attention to the financial

health of their banks. To the extent that the cost of deposit is influenced by

the risk of loss, banks’ risk-taking will be abated as they attempt to control

costs.5 Therefore, we investigate the following null hypothesis:

HYPOTHESIS: AVERAGE COST OF DEPOSITS INCREASED AFTER

TBTF DEREGULATION.

If changes to TBTF have the effect of reducing overall bank risk, the

data will be inconsistent with the above null hypothesis.

Critics of the antecedent TBTF policy also argued that the policy re-

distributed wealth from small banks (non-TBTF) to large banks (TBTF

banks). For example, Kane (1985) hypothesized that because the TBTF

subsidy accrued only to the banks large enough to be classified as TBTF,

while the costs of deposit insurance accrued evenly to all banks, deposit in-

surance resulted in a negative wealth transfer from the small banks to large

banks. Empirical evidence on the value of TBTF to commercial banks is in-

conclusive. O’Hara and Shaw (1990) find significant wealth effects accruing

5Large banks cannot lower their premiums by concentrating on foreign deposits and
expect 100% coverage under the revised policy since premiums (which are still based
on domestic deposits) are currently scaled to the riskiness of the banks to ensure that
actuarially fair rates are paid by these banks.
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to TBTF banks, but significant negative effects on non-included banks. By

contrast, Mei and Saunders (1993) estimate the value of the TBTF guar-

antee using an asset pricing model (GMM) but do not find that significant

wealth effects are associated with TBTF.6 We investigate the hypothesis

that the loss of a deposit-linked subsidy caused by restrictions on the use

of too-big-to-fail for large bank failures generated abnormal negative stock

market returns. Specifically, we test the following null hypothesis:

H YPOTHESIS : LARGE BANK STOCK PRICES REACTED NEGA-

TIVELY TO THE LOSS OF A T B T F -LINKED SUBSIDY AFTER

CHANGES TO TBTF POLICY.

Under the previous policy, small banks were charged the same premium

as large banks, but did not benefit from additional coverage available to large

banks. If the preferential treatment of large banks provided value then the

new limits on the use of TBTF for large banks, and the uniform application

of the least-cost criteria under the policy reform, should eliminate the wealth

redistribution effects.

3.2 The Effect of Liabilities with Depositor Preference

One possible effect of the depositor preference law is to increase the risk

of recovery for non-deposit funds in banks by lowering their priority. De-

positor preference effectively reduces the losses of the FDIC and uninsured

6In an earlier  study, Brickley and James (1986) find indirect evidence that broad reg-
ulatory discretion in defining insolvency increase the value of (future) access to deposit
insurance. The value of this access, which is the cost of deposits net of premium charged
for insurance, is a subsidy which increases profitability, and decreases the co-movement of
bank stock prices and with the value of their underlying assets.
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depositors by redistributing wealth to them from general non-deposit cred-

itors. With increased risk of loss in a large bank failure, these creditors are

likely to require a higher interest compensation for their increased exposure,

thereby increasing the cost of funds of banks. Therefore we test the following

hypothesis:

HYPOTHESIS : BANK COST OF NON-DEPOSIT FUNDS INCREASED

AFTER OBRA93.

Moreover, since large banks traditionally have a larger proportion of

these funds, their increase in the cost of non-deposit funds will increase

more than for small banks. The following hypothesis follows:

H YPOTHESIS : BANK COST OF NON-DEPOSIT FUNDS ARE IN-

CREASING IN THE PROPORTION OF THESE FUNDS.

Another effect of the preference law could be a loss of unsecured liabil-

ities. The proportion of these unsecured funds in banks could decline as

creditors move their funds in search of quality or as they demand collat-

eral backing to reflect the increased risk of their claims. The non-deposit

creditors could also attempt to mitigate their increased risk by shortening

their claims’ effective maturity. The net effect of these reactions by general

creditors is to reduce the risk shield to the FDIC and uninsured depositors,

thereby increasing the latter’s risk (instead of decreasing), contrary to the

intent of the depositor preference law.

Alternatively, if banks decrease their funding in non-deposit liabilities as

the cost of these funds rise relative to deposits, the loss protection provided

by the non-deposit liabilities will decline.
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4 Data and Hypotheses

4 .1  Data

The data consist of daily stock returns for a cross-section of national

and state chartered commercial banks which are listed on the New York

Stock Exchange (NYSE), the American Stock Exchange (ASE), or Over-

the-Counter (OTC). To be included in the analysis we require that the

sample of banks have no missing returns, nor have firm-specific events that

would confound our ability to estimate the impact of FDICIA. The sample

period covers 120 days preceding the first public announcement to 120 days

after the President’s signing of the banking-law reform package.

The tests examine the excess returns on the dates on which new, major

information about the new TBTF policy became public. The sequence of

events begins on December 20, 1990 (when the Bush Administration’s Plan

to scrap TBTF was first revealed) and December 20, 1991 (when President

Bush signed the new law restricting TBTF). These dates are identified by

searching The Wall Street Journal index and FDIC news press releases. We

identified the 8 events listed on Table 1. The events correspond to the

nature of the proposed changes and the likelihood of passage in both Houses

of Congress. Although there was wide-spread belief within the banking

community that changes to the existing TBTF policy were inevitable, there

was considerable uncertainty concerning the extent of the changes. Event 1

reflects the first official disclosure of plans to limit deposit protection while

event 8 relates to the President signing. Events 2 and 4 describe the details

of the President’s proposal and the counter-proposal by Senate Democrats.

Events 3, 5, and 6 describe the challenges and likelihood of passage in the
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separate House and Senate committees.

The effects of the new limits on TBTF are examined across three bank

portfolios which are constructed according to their size. The first portfolio

consists of the official TBTF banks while the other portfolios reflect large re-

gional banks and small banks which were not covered. If the new regulation

on too-big-to-fail restricts deposit insurance coverage such that failure of

insolvent banks becomes more likely, bank stock risk and prices may be re-

vised. The market revision may have a bigger effect on the banks which the

Comptroller of Currency (OCC) classified to be too-big-to-fail since they

stand to lose more under the restricted TBTF. However, identification of

the banks which satisfy the intended list is complicated by the fact that

regulatory announcements regarding TBTF initiatives are accompanied by

uncertainty about which banks or how many are fully guaranteed.

The data in table 2 suggests that the proportion of recent bank failures

with full deposit guarantees ranged from 70.15% (1986) to 92.18% (1993).

Thus the de-facto too-big-to-fail policy covered a larger number of banks

than was implied in the official announcement. Indeed O’Hara and Shaw

(1990) find that the market reaction to TBTF policy depends on the mar-

ket’s belief regarding the firm’s need for federal assistance, rather than on

whether the bank was “officially” too-big-to-fail.7

Therefore, following O’Hara and Shaw (1990), we define the sample of

too-big-to-fail banks as those listed by the Wall Street Journal (hereafter

7Specifically, O’Hara and Shaw notes that while the OCC announced the eligible TBTF
banks without identifying the actual firms, the Wall Street Journal mis-identified the
eligible firms as the 11 largest banks in the nation as of that date. This list excluded some
officially eligible banks while including some larger state banks. See Table 1 in O’Hara
and Shaw (1990).
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WSJ banks). While the list originally consisted of the 11 largest banks,

the number is reduced to 9 banks in our analysis because Manufacturers

Hanover Trust and Security Pacific merged with other banks during our

sample period. We construct a sample of center large regional banks with

asset size greater than $10 billion. This subsample consists of 40 banks which

satisfy our sampling requirements. This sample is used to provide evidence

on whether the wealth and risk effects associated with changes in TBTF

spilled over to non-TBTF, consistent with a contagion effect. Additional

evidence on differences in wealth effects is examined by focusing on a sample

of small banks, with assets less than $1 billion which are traded over-the

counter. The third subsample consists of 15 banks.

Altogether, our sample is roughly identical to O’Hara and Shaw’s in

terms of both the number of banks (64) and the individual firms. Table

3 provides a summary of balance sheet characteristics of the banks as of

the year-end immediately preceding the introduction of the reform package.

The WSJ banks’ average asset size is $88 billion, compared to $33.90 billion

for regional banks and $0.580 billion for small banks.

4.2 Methodology

We employ the methodology suggested by Schipper and Thompson (1983)

to analyze the impact of events leading to the reform of too-big-to-fail doc-

trine on the market values of commercial banks. The approach conditions

the return—generating process on the occurrence or non-occurrence of rel-

evant news events, and employs generalized least squares (GLS) estimation.

Since the announcements occur on the same calendar day for all sample

firms (event-day clustering), and all sample firms are in the same industry
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(industry factors), we cannot rule out the possibility of cross-sectional de-

pendence. Accordingly, the standard event methodology (see Fama et al

(1969)) is inappropriate in our context.8

By contrast, Schipper and Thompson’s (1983) explicitly incorporates

heteroskedasticity in the estimation process. It also makes more efficient

use of the available data and is particularly suitable for studies involving

relatively small sample sizes. Another clear advantage of this approach

over the standard event study methodology is that it allows testing of joint

hypotheses as well as tests about average and cumulative excess returns.

The Schipper-Thompson methodology has been applied to studies of the

impact of regulatory changes on stock prices. Examples include studies of

merger–related regulatory changes (Schipper and Thompson (1983)), bank

regulatory changes (Cornett and Tehranian (1989, 1990), Allen and Wilhelm

(1988), antitrust and other regulatory changes (Binder (1985, 1988)), and

catastrophic shocks in insurance underwriting risk (Angbazo and Narayanan

(1996).

Daily firm returns are estimated using an expanded version of the market

model with a zero-one dummy variable appended to reflect the announce-

ment or not of the 8 events:

where

(1)

8For example, Schwert (1981) suggests that firms in the same industry react similarly
to the same event. This would lead to cross-sectional dependence in returns around
the underlying event. In addition, heteroscedasticity may arise from differences in the
systematic risks of the firms. Traditional event studies assume independent abnormal
returns in their statistical tests.
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stocks on the NYSE and AMEX on day t;

= event–independent constant term;

= systematic risk or sensitivity of the firm’s rate of return to changes

in the market’s rate of return;

= random disturbance term which is assumed to be independent of the

market return, serially independent and normally distributed;

= dummy variable reflecting the occurrence or non-occurrence

event; it is equal to one if event k (k = 1,2, ..., K) occurred on

of an

day t

share price reaction to the event.

Following Theil (1971, pp. 306), we can express the regressions in equa-

tion (1) as a single regression in partitioned form:

where

(2)
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equation in the system

or more simply

(3)

The multivariate regression model assumes that the disturbances are inde-

pendent and identically distributed within each equation (firm) in equation

(2) but allows the disturbance variance to differ across equations. It also

zero. These assumptions imply that the covariance matrix in equation (3)

is

where

I = the T x T identity matrix;

Estimation of equation (3) is based on Zellner’s (1962) seemingly unre-
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and asymptotically efficient. These estimates and their t-statistics measure

the size and significance of the abnormal return for each firm. But the over-

all significance of the average abnormal returns is inferred from a set of joint

as constraints on the coefficients of the form:

vector of coefficients estimated from equation (2), 1 is a P x 1 vector of

constants and P is the number of restrictions tested in the system. As

described in Theil (1971, pp. 314, 402), the test statistic

(4)

is asymptotically distributed as F(P, NT – NJ).

4.3 Testable Hypothesis

estimates of the stock market reaction to the legislative events. The first

hypothesis tests the significance of the total, sample-wide influence of the

events. The sample-wide “abnormal returns” for an event k is reflected by

the null hypothesis of no significant effect, this sum is equal to zero. Hence,

H YPOTHESIS 1: THE SUM (ACROSS SAMPLE FIRMS) OF THE EVENT

PARAMETERS IS EQUAL TO ZERO FOR EACH EVENT.
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While the above hypothesis looks for the overall impact of an event on the

portfolio, our second hypothesis tests whether an event had a significant

impact on each firm in the portfolio individually, i.e., is each firm’s event

This test is more likely to reject the null hypothesis of zero impact than

the test on the sum of parameters if an event influences only a few firms or

influences some firms positively and others negatively, thus canceling each

other when summed up. If an event influences all firms similarly but not

very strongly, the first test is more likely to reject the null hypothesis than

the second. The first two hypotheses are tested using the F–test in equation

(4). Since the F-test is unsigned, rejection of the null hypothesis in the

first two cases does not indicate whether an event had a positive or negative

impact on stock returns.

The final hypothesis tests for shifts in the market model systematic risk

and constant parameters for banking organizations. The hypothesis is based

on the assumption that by restricting deposit coverage, the new policy in-

creases the possibility of failure. This effect should in turn be reflected in

revised constant and beta estimates following FDICIA (1991). Conversely,

the new policy may indirectly reduce risk. In the absence of 100% coverage,

bank costs of funds should reflect the increased likelihood of insolvency. As

banks seek to control these costs, the incentive for risk-taking decreases,
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suggesting a downward revision in bank risk.

Accordingly, we test for the structural shift in risk parameters by es-

timating equation (3) separately for the pre- and post-event periods. The

pre-event period is the 120 days before event 2 date while the post-event

period is the 120 days after event 7. Events 2 and 7 are chosen as the appro-

priate intervention points as they correspond to the announcement of details

of the President’s plans and the passage of the policy in Congress. These

events reflect the times where uncertainty about the scope and likelihood of

the reform package were introduced or resolved respectively. This leads to

the following null hypothesis:

H YPOTHESIS 3: THE RETURN MODEL PARAMETERS REMAINED THE

SAME DURING THE PRE-FDICIA AND POST-FDICIA PERIODS

A shift in model parameters is determined by an F-statistic which is

calculated on the basis of the null hypothesis of constant parameters between

the pre-event and post-event periods. The parameter estimates and their

t-statistics provide an indication of the size and significance.

As an alternative test, the market model constant and beta are interacted

with a dummy DA which takes values 1.0 (and 0 otherwise) in the post-

FDICIA period:

The model is applied to the 3 portfolios of WSJ banks, non-money center
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banks, small banks. The coefficients of the interaction terms and t-statistics

measure the shift in the parameters.

5 The Results

5.1 The Effect of TBTF Deregulation

In this section we summarize the results of our analysis of bank risk esti-

mates, cost of funds before and after the passage of FDICIA, and market

values of banks around the regulatory events leading to changes in the too-

big-to-fail policy.

Systematic Risk: The risk analysis is based on a test of structural change

in the return generating process to determine whether bank risk was influ-

enced by the switch from full insurance for some large banks to partial

insurance for all banks. As indicated earlier, a reduction in implicit federal

guarantees for deposits larger than $100,000 may increase the risk of fail-

ure, causing an upward revision in the systematic risk measure. Conversely,

bank risk-taking may be reduced as managers seek to control increases in

the cost of funds caused by depositors requiring higher rates. The coefficient

estimates for the constant and beta parameters before and after the passage

of FDICIA are shown in table 4.

The data show that the constant coefficients across bank sizes were un-

affected by FDICIA. While the F-value for the structural change test cannot

reject the hypothesis of identical constant coefficients before and after FDI-

CIA, the systematic risk (beta) coefficients were positive and significant

for all three portfolios, but the coefficients were significantly smaller in the
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post-FDICIA period. The F-value reject the null hypothesis of constant beta

coefficients for large (TBTF and regional) bank portfolios. The evidence on

the market model parameters for the small bank sample indicate that small

banks were relatively unaffected by changes to the too-big-to-fail doctrine.

In Panel B, additional estimates are reported from an alternative test

based on equation (8). Coefficients of the interaction terms indicate the

parametric shifts in the constant and beta coefficients of the return gener-

ating model. A comparison of the constant coefficient with the post-event

shift variable shows that shift parameters are positive for all groups, con-

sistent with a gain in value subsequent to FDICIA. By contrast, the beta

coefficients for all groups declined, but this was again significant only for

the large bank groups. Overall, the results may be interpreted as consistent

with the reform-package reducing the systematic risk of large banks.

Cost of Funds: In table 5, we report on the average cost of funds, the cost

of deposits, and the average cost of borrowings for our portfolios of TBTF

banks, regional banks and small banks. The average cost of funds reflect

the weighted average cost of non-deposit short-term funding like federal

funds, repos, acceptances, eurodollars and federal reserve advances. This is

differentiated from the average cost of borrowings to reflect the fact that the

borrowings are longer-term non-deposit liablities. The cost of core deposit

funds are measured by the percentage interest expense on deposit liabilities.

We also compared the means of the cost measures for the 2 years preceding

the banking reform legislation (1989-1990) to the 2-year average following

its passage (1992-1993) to test the hypothesis that average cost of deposits

increased after TBTF deregulation.
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One consistent finding for the large bank portfolios is that all three

costs (for funds, deposits, and borrowings) declined sharply in post-FDICIA

period. While the general level of interest rates may impact the cost of funds

for banks, the finding that the average costs were statistically lower across

board for large banks, but not for small banks, could in part be due to a

reduction in the risk of deposit loss, thereby causing the risk premium on

large bank deposits to decline in the later period. The shift in costs for the

large banks is consistent with the hypothesis that restrictions on TBTF had

the effect of reducing the overall bank risk.

We also examined the mean differences in net interest margins and the

return on equity for the bank samples. Interestingly, there appears to be no

difference for the TBTF- and small-bank samples before and after FDICIA,

but regional banks, on average, had lower profitability as measured net

interest margins and return on equity.

Wealth Effects of TBTF Banks: Table 6 reports summary statistics of

the parameter estimates from multivariate regression for the 3 bank groups,

viz., the WSJ bank, non-money center large regional banks, and small banks.

For each portfolio we run seemingly unrelated regressions of each firm’s re-

turns on the equally-weighted market index and dummy variables corre-

sponding to the 8 events. The coefficients of the dummy variables measure

the impact of the events. For the sake of brevity, we do not report the event

parameters for individual banks, but rather present summary statistics for

the 3 portfolios in panels A, B, and C respectively.

The average, median, and the proportion of negative estimates for the

WSJ bank portfolio are reported in Columns 2-4 of Table 7, Panel A. There

21



are significant negative coefficients associated with events 2, 6, and 7. Event

2, the date the Treasury Department submitted its draft bill to the Congress

has the largest impact with mean excess return and median of -1.8% and

-1.71%, respectively. The t-statistics and p-values of the wilcoxon sign-rank

test support the hypothesis that both the mean and median are significantly

negative at conventional levels.

The Wall Street Journal article carrying the announcement noted that

the Treasury proposal for strengthening banks was viewed as a compre-

hensive and potentially beneficial package with provisions for nationwide

banking, expanded asset powers, and FDIC insurance fund recapitalization.

However, the proposed limits on deposit insurance coverage was reportedly

disliked by large banks who expected increased scrutiny by large depositors,

possibly leading to higher costs of funds. Small banks were disappointed

that the limits were not far-reaching enough, and feared that the proposed

plan will cause disruptive withdrawals as depositors transferred to the few

banks that may benefit from the least-cost rule exception. The negative

excess returns associated with Event 2 is consistent with the expectation

that reduced coverage hurts banks by more than the gains realized from the

reforms.

Event 6, the date the full bill was defeated in the House of Representatives,

is also associated with negative excess returns. The WSJ press account sug-

gested that the bill was defeated at the urging of the President and big banks

because House Democratic Leaders added provisions that limited banking

powers to sell insurance or participate in securities. Given that there was no

disagreement on provisions regarding limits on too-big-to-fail or expanded

borrowing authority by the FDIC, the defeat was viewed as a temporary
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set-back and expectations were that the revised proposal will include sharp

limits on too-big-to-fail. Therefore, the negative reaction (mean=-0.98%)

may be reflecting diminished expectations concerning expanded asset pow-

ers rather than uncertainty about the nature and likelihood of limits on

too-big-to-fail.

Event 7 which corresponds to the passage of the bill by the House and Sen-

ate is also associated with negative coefficients (mean=-0.92%). The sig-

nificant reaction reflects uncertainty about differences that remained to be

reconciled by the joint conference committee of the two chambers. Although

both versions sharply limited the too-big-to-fail doctrine, as expected, the

negative coefficients are partly consistent with the surprise provision to regu-

late credit-card interest rates in the Senate version of the bill. The proposed

cap in rates was viewed as a severe impediment to bank profitability and

national economic recovery.

By comparison, events 4 and 5 which correspond to the announcement

and passage of potentially more restrictive versions of the TBTF in the

senate banking committee are associated with positive effects of 2.80% and

0.84% excess returns respectively. Why a less generous bill than was pro-

posed by the Bush Administration would generate positive effects is puz-

zling. One possibility is that stockholders many have anticipated positive

incentive effects from the Senate bill. As was discussed earlier, a loss in the

coverage of deposit coverage may reduce bank riskiness as managers seek to

control the cost of funds which become more correlated with bank risk. This

in turn should lead to improved performance. Another possibility is that

stockholders anticipate that the tougher senate version was less likely to

pass or be agreed-to by the President, thereby diminishing any expectations
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of the loss of TBTF subsidy.

Finally, event 8 which is the President’s signing is positive, consistent

with the resolution of lingering uncertainty about the President’s veto. Sub-

sequent to the temporary defeat of the bill in the House, there were threats

of a veto on any bill that contained restrictions on bank activities and

nation-wide branching. Therefore, even after the passage in both houses

of Congress, the pending reconciliation of the two bills and uncertainty as

to whether the President will sign remained. The positive returns suggest

that the President’s signing was not completely expected.

One caveat about these summary statistics is that any cross-sectional

dependence among the events would affect the average parameter estimates

and their t-statistics. Accordingly, we complement these results with F-tests

of each event for sample firms individually. From columns 5-6 we can reject

the hypothesis H1 for events 2, 4, and 8. Furthermore, we are able to reject

hypothesis H2 for event 8 as well. We are able to draw the inference that

no firms are individually affected significantly by the other 7 events.

Wealth Effects of Non-TBTF Banks: For the portfolio of large re-

gional banks, the evidence in panel B yield significant abnormal returns as-

sociated with six events including 2, 3, 4, 5, 7, and 8. On the basis of F-tests

for Events 2, 3, and 7 which correspond to the release of the President’s

plan, its initial approval in the House Subcommittee, and its passage by the

House and Senate. Furthermore the sample mean and median are signifi-
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cantly negative at less than 10% for all 3 events. However, we cannot reject

the hypothesis H2 that individual parameter estimates for Events 3 and 7

are equal to zero. This is in accord with the evidence in column 4 that the

estimates are mostly negative but not significant for individual firms.

On the other hand, the sample mean and median excess returns for

events 4, 5, and 8 are positive and significant at less than 5% level. F-tests

of the hypothesis H1 reject the null hypothesis of zero overall impact for

events 4, 5, and 8, and, in the case of the latter 2 events, the hypothesis

that the event coefficients are equal to zero is rejected at less than 10%.

Panel C shows the estimates for non-covered small banks. Overall, there

is no evidence of a portfolio wealth effect during any of the 8 events. We

fail to reject the hypothesis H1 for zero overall impact of the events. The

evidence from tests of H2 are only slightly stronger; we are able to reject

the hypothesis H2 that individual estimates for events 6 and 8 are equal to

zero. This means that there is at least one firm for which these events were

significant. In column 4, approximately half of the firms reacted negatively,

with the other half being positive, thus canceling each other when summed

up. This leads to the conclusion that wealth effects associated with changes

in too-big-to-fail were concentrated among large commercial banks. The

lack of market reaction to the switch from full insurance for some to partial

insurance for all suggests that either the hypothesized wealth transfer was

small or that small banks are not in a position to exploit the fairer cost of

deposit insurance under the new system.

The aggregate evidence thus far indicates that the sequence of events

leading to bank reform package had significant impact on both the sample

of banks officially classified as too-big-to-fail and non-covered large banks.
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The similarities in the signs of the coefficients is consistent with the evi-

dence shown in Table 2, where the actual number of bank failures for which

all deposits were ex-post guaranteed far exceeded the 11 banks that were

mentioned by the Comptroller of Currency. Thus, any loss in subsidy associ-

ated with changes to the too-big-to-fail doctrine was not limited to the WSJ

banks but to all banks for which the market believed would have received

federal assistance in case of failure. The evidence in Panels A and B support

this interpretation.

Furthermore, we compare the mean excess returns across the portfolios

to test whether the economic impact was the same for portfolios of each

type of banks during an announcement period. The mean differences and

the F-statistics (in parenthesis) appear in table 5, where the F-statistics are

calculated on the basis of the null hypothesis of identical coefficients from

seemingly unrelated regressions of equally-weighted portfolio on the market

where p and s are portfolio index, and k=l,......8. The evidence indicates

that the wealth effects are identical for WSJ and non-money center large

banks with the exception of event 2. The mean percentage difference is

-0.29% which is significant at 5% (F-stats=8.2658). This mean difference

suggests that the narrower deposit coverage were expected to hurt the cov-

ered banks more, on average, than the large uncovered banks.

The differences become clearer when we compare the two large bank

portfolios to the small bank sample. The mean differences are significant for

events 2, 3, 4, 6, and 7. A pattern that emerges by comparing columns 3 and

4 is that the differential impact on WSJ banks relative to the small banks

is larger than non-money center banks versus small banks. These results
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are inconsistent with the hypothesis that large and small banks reacted the

same, on average, to the 5 events.

6 Concluding Remarks

The assessment of observers of the banking industry is that the Federal

Deposit Insurance Corporation Act of 1991 (FDICIA) was the most signifi-

cant piece of banking legislation in decades, with provisions for restructuring

the industry and reforming deposit insurance and failure resolution policies.

In this paper we analyzed the impact of FDICIA’s reform of the much-

criticized “too-big-to-fail” doctrine on bank systematic risk, cost of funds,

and stock market values. The law required that the FDIC resolves all failing

banks in the least-cost manner, and that exceptions to the least-cost stan-

dard for “systemic risk” reasons be determined openly and be costless to

the insurance fund.

The results show that the systematic risk estimate for large banks de-

clined sharply after the passage of FDICIA, indicating that bank risk de-

clined, partly as a result of the banking law reform increasing the incentives

of depositors to be sensitive to the financial soundness of their banks. Con-

sistent with the lower systematic risk estimates, the cost of deposits, and

non-deposit funds were significantly lower in the post-FDICIA period. Al-

though the general level of interest rates may impact bank cost of funds,

the finding that only large bank cost of funds declined is consistent with a

reduction of the risk of large bank deposit loss, causing the required risk

premium to decline proportionately. In general, neither the systematic risk

nor the cost of funds of large banks were affected by the banking law.
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The analysis of stock market values shows that the initial release of

the President’s plan, its initial approval in the House, and its passage by

Congress generated negative abnormal returns for large banks and that the

announcement of a less generous proposal by the Senate, and the President’s

final approval produced positive returns. The distribution of the wealth

effects is consistent with the hypothesis that the impact of the narrower

coverage was confined to the large bank segment.
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