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Frederick T. Furlong*

The FDIC is experimenting with a "modified payout" plan for dealing
with bank failures. By eliminating what has been an implicit insurance
guarantee on large deposits, the plan re-establishe~ the traditio~al

separation ofinsured and uninsured deposits on the basIs ofaccount size.
The modified payout approach to deposit insurance protects the' 'small
depositor" but does not contribute to the stability ofthe banking system.
The latter role of deposit insurance dictates that deposits should be
insured on the basis ofaccount maturity, with liquid deposits receiving
insurance.

(This article was written before the FDIC announced
that it would cover all deposits at the troubled
Continental Illinois Bank and Trust Co. in the Spring
of this year. The Continental case points up the
problem connected with leaving large-denomination
liquid deposits uninsured, and raises doubts about
the viability of the modified payout plan as it was
originally designed.)

The relationship between the Federal Deposit
Insurance Corporation and depositors could be
undergoing a substantive change. Since the 1930s,
deposit insurance has helped to stabilize the bank­
ing industry by assuring depositors that their funds
were safe. Recently, however, the FDIC has imple­
mented a plan to increase the riskiness of large­
denomination deposits as a means of protecting the
insurance fund.

Putting holders of large-denomination deposits at
risk may not seem like a significant alteration to the
deposit insurance system. After all, since the incep­
tion of federal deposit insurance, insured and unin­
sured deposits have been segregated On the basis of
account size. Over the years, the insurance limit has
been increased from $2,500 in 1933 to the current
level of $100,000 1

, but the distinction has neverthe­
less been maintained, at least on paper. In practice,

*Economist, Federal Reserve Bank of San Francis­
co. My thanks to the editorial committee, Jack
Beebe and Michael Keeley for helpful comments.
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with some exceptions (the most notable being the
failure of Penn Square Bank in 1982), holders of
"uninsured" deposits have not incurred losses from
bank failures.
This de facto insurance of large-denomination
accounts primarily has been a by-product of the
procedures used by the FDIC to handle many prob­
lem banks, and has not stemmed from the view that
the "proper" role of deposit insurance encompas­
ses all deposits. To the contrary, the FDIC sees the
de facto coverage of all deposits as a problem in the
administration of deposit insurance. 2 Accordingly,
it has decided to adopt a new approach that will
increase the probability of losses to holders of large
accounts. 3

The FDIC's plan can be viewed as affirming the
validity of separating insured and uninsured depos­
its by account size. This paper's purpose is to exa­
mine critically both the FDIC's plan and the
appropriateness of using account size to determine
which deposits are insured. In particular, the paper
evaluates whether a plan to increase the riskiness of
large-denomination deposits (and not other depos­
its) is consistent with the basic function of deposit
insurance.

The paper concludes that imposing greater risk
on "large depositors" is consistent only with the
"small-depositor" protection rationale for deposit
insurance. Increasing the riskiness of all large­
denomination deposits is not compatible with the
objective of achieving stability in the banking sys-



tern through deposit insurance. Indeed, since the
bulk oflarge-denomination deposits is held in short­
term accounts, raising the level of risk on those
deposits could make the banking system more un­
stable by increasing the probability of "bank

nms.,,4 The paper suggests that if the main purpose
of deposit insurance is to enhance the stability of the
banking system, then it may be more appropriate to
base insurance coverage mainly on terms of matur­
ity, with short-term deposits receiving the insurance
coverage.

I. The FDIC Plan
Until recently, the de facto coverage of so-called

"uninsured" deposits has resulted from the way
that the FDIC has chosen to deal with many bank
failures. s The FDIC's propensity to use purchases
and assumptions, rather than deposit payouts and
asset liquidations, has stemmed mainly from prac­
tical considerations. For example, purchases and
assumptions have been judged to be less costly to
the insurance fund than direct payouts. Covering
even large deposits when using purchases and
assumptions primarily reflects the FDIC's view that
to have done otherwise would have been too disrup­
tive to financial markets, since it can take some time
for depositors and the FDIC to recover their claims
when assets are liquidated.

In this context, the coverage of large-denomina­
tion deposits per se has been an incidental, not
essential, function of deposit insurance. Ifpossible,
the FDIC would prefer to subject large-deposit
holders to risk, lest they have no reason to be con­
cerned with the financial condition of banks. Large
depositors would otherwise not devote resources to
monitor banks or constrain risk-taking by demand­
ing interest-rate premiums that reflect the risk expo­
sure of banks. Such a situation enhances the incen­
tives for banks to engage in risky activities, if the
banks also were left unchecked by the FDIC.

The potential for increased risk-taking when
deposit insurance is provided is essentially the moral
hazard problem faced by all insurers. In principle at
least, the FDIC could to reduce the problem
by manipulating insurance premiums. In practice,
the current fixed-rate premium does not curtail risk­
taking on the margin, and it is unlikely that an
effective structure of risk-related premiums will be
adopted. 6 Consequently, the FDIC, in conjunction
with other bank-regulatory agencies, probably will
continue to rely on supervision and regulation as the
main tools to restrain banks from engaging in exces-
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sively risky enterprises. However, the FDIC has
taken the position that and increased
competitiveness in banking have made the use of
these latter tools complex and costly. 7 So, in the
case of large-denomination accounts at least, the
FDIC has decided to solve the moral hazard prob­
lem by eliminating what has been an implicit insur­
ance guarantee.

To remove the implicit insurance guarantee for
large depositors, the FDIC is experimenting with
what might be called a modified payout approach
for dealing with bank failures. Under the new
approach, holders of large-denomination deposits
will receive immediately pro rata shares of what the
FDIC thinks it can recover from the liquidation of a
failed bank's assets. 8 This means that holders of
large-denomination deposits will not have their
funds tied up in bankruptcy proceedings. 9 Conse­
quently, the modified payout approach avoids what
the FDIC views as one of the major sources of
disruption to financial markets associated with the
traditional mechanism for payouts.

Under the FDIC's experimental plan, insured de­
posits will continue to be handled in two ways. In
situations where the FDIC cannot find another insti­
tution willing to assume the insured deposits, the
FDIC will merely payoff the insured depositors.
When the FDIC can find a willing bidder, the in­
sured deposits and a comparably valued set of assets
will be assumed by the other institution. The latter
situation essentially represents a combined payout/
purchase and assumption arrangement. 10

The impact of the new FDIC policy will be to
increase the uncertainty among "uninsured" de­
positors as to whether they will share in the losses of
a failed bank. With a greater probability of financial
loss, holders of large-denomination deposits will
have an incentive to monitor banks more closely,
and the cost of uninsured funds will reflect the risk



exposure of depository institutions. In this way,
uninsured depositors acting in their own interest
will theoretically serve as a check on the risk-taking
of depository institutions.

The FDIC's call for reliance on market forces is
quite appealing. The current move toward deregula­
tion in financial markets and other industries is
based on the sound premise that allowing greater
latitude for market forces to operate can result in
gains in efficiency for the economy. However, one

must recognize that the apparent gains promised by
the FDIC plan merely stem from undoing adverse
side effects introduced by the provision of deposit
insurance. Nothing extra can be gained; there sim­
ply will be uninsured deposits. The questions re­
main: Why do we have deposit insurance in the first
place? And, is using account size to determine in­
surance status consistent with that function? These
issues are addressed in the next two sections.

II. Role of Deposit Insurance
It is probably safe to assert that the function of

deposit insurance is to protect depositors. However,
to identify the categories of deposits that should be
insured, it is first necessary to determine why de­
positors need to be protected. Two objectives gener­
ally are ascribed to deposit insurance. The first is
that deposit insurance should protect depositors of
modest means from incurring losses due to bank
failures; the second is that it should protect the
economy in general from the consequences of insta­
bility in the banking system.

Small-Depositor Protection
The first objective, of course, is the "small­

depositor" rationale for federal deposit insurance.
This justification for deposit insurance is at the root
of the policy that determines insurance status on the
basis of deposit account size. While there are a
number of facets to the small-depositor argument,
an important distinguishing feature is that deposit
insurance is intended to protect depositors from the
private cost of bank risk. Small depositors, for
example, have been considered savers of limited
means, who are, in comparison to large depositors,
at a disadvantage in discerning (that is, at a suffici­
ently low cost relative to the benefits). the riskiness
of depository institutions. In addition to being less
effective in determining the risk of individual insti­
tutions, smalldepositors are presumed to be more
susceptible to risk exposure because they are less
able to diversify their financial holdings.

Under the small-depositor justification, the func­
tion of federal deposit insurance is to bear the risk
forthe insured depositors. Moreover, it is the role of
the insurance agencies to assume the responsibility
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of constraining risk-taking by banks. Federal insur­
ers take on this responsibility instead of the private
market alone because they are assumed to be better
able to acquire information on banks and to con­
strain their risk-taking than small depositors. Leav­
ing large depositors uninsured, of course, implies
that large depositors are at least as good, if not
better, than the federal agencies at determining the
riskiness of banks, and in pricing the private risk
accordingly.

While the small-depositor rationale provides a
basis for having small-denomination deposits in­
sured and large-deposit accounts uninsured, it does
not explain why deposits should be treated differ­
ently from other assets. The difficulties of small
depositors likely are the same as the ones facing
savers with small interests in mutual funds, or only
a few thousand dollars invested in tax-exempt
bonds issued by, say, the Washington Public Power
Supply System. It might be argued that it is "desir­
able" as a matter of public policy to provide a safe
savings vehicle for small savers. However, even if
this were the case, it is not necessary to have depos­
its serve as the risk-free asset. Indeed, savers today
can invest in liquid nondeposit securities that are
free of default risk by purchasing shares in money
market mutual funds that hold only Treasury securi­
ties. Moreover, mutual funds and brokered deposits
can allow even small savers an opportunity to real­
ize the benefits of diversification.

Overall, perhaps unlike the 1930s, financial mar­
kets today appear to supply ample opportunities for
safe investments outside the system of depository
institutions. If protecting small savers were the



reason for maintaining insurance, federal deposit
insurance probably could be abandoned, or the
maximum coverage reduced to some nominal level.

Economic Stability
The second objective attributed to deposit insur­

ance, protection of the economy in general from the
impact of disruptions in the banking industry, per­
haps provides a better reason for having deposit
insurance. In this context, deposit insurance contri­
butes to the overall stability of the economy by
eliminating the adverse effects of bank runs. The
special concern over runs on deposit-creating insti­
tutions appears to be fostered by two presumptions.
First, the function of depository institutions makes
them more susceptible to runs than other types of
finns. Second, the costs of bank runs are high and
extend to the economy in general, not being limited
to those incurred by the banking system.

One reason that the economic costs associated
with bank runs could be particularly widespread and
pronounced is that depository institutions are inte­
gral parts of the nation's payments mechanism and
comprise channels through which monetary policy
operates. In this regard, a collapse of the banking
system could lead to a large and unexpected con­
traction in the money supply, which, with a lag,
would result in a severe and pervasive reduction in
economic activity. To the extent that the significant
economic costs of bank runs are related to the con­
traction in the money stock, it might be argued that
deposit insurance should only protect deposits in­
cluded in some measure of money. This does not
mean that it would be sufficient to insure only
money, however defined. The main protection of­
fered the money supply through deposit insurance
does not consist of the actual payments made to
depositors when an individual bank fails. The main
contribution of deposit insurance to monetary sta­
bility is the prevention of the bank runs in the first
place. That is, the monetary benefit of the insurance
funds is not that they provide liquidity for banks in
the event of a financial crisis, but that they avert the
need for such liquidity. II

It should be noted here that even if the deposit
insurance were primarily intended to stabilize the
money stock by paying off depositors of failed
banks, it may not be practicable to cover only some
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narrowly defined set of deposits, say, those includ­
ed in Ml. Given the potential for shifts between
insured and uninsured deposits and the consequent
distortions to the money supply, it could be neces­
sary to insure a broad set of liquid deposits.

The impact of the monetary contraction during
the depression of the 1930s, of course, has been
recognized for some time, and the monetary conse­
quences of bank runs have stood as a primary de­
fense of deposit insurance. However, some recent
studies argue that the adverse consequences of bank
runs go beyond those associated with money and the
money creation process. For example, Bernanke l2

and Diamond and Dybvig l3 point out that the break­
down of the intennediation process resulting from
bank runs imposes real economic costs. 14 Bernanke
maintains that the malfunctioning of the system of
intennediation during the 1930s was an important
contribution to the severity of the depression. In
cases where concem over banks runs is motivated
by banks' function as purveyors of credit, deposit
insurance again should aim to protect the banking
system by preventing runs and not merely to payoff
depositors at failed banks.

Linking the justification for federal deposit insur­
ance to the presence of economy-wide costs of bank
runs raises some question about the logic of having
federal deposit insurance and the FDIC's plan to
increase the riskiness of large-denomination depos­
its. According to the rationale of improving econo­
mic stability, deposit insurance is not needed be­
cause of depositors' inability to protect themselves,
but it is warranted on the grounds that depositors
protecting themselves is not sufficient to guarantee
stability in the banking system. This rationale does
not deny that providing deposit insurance creates
the potential for even greater risk-taking by depos­
itory institutions because depositors have little or no
reason to be concerned about the financial condition
of individual institutions. However, the most that
can be expected from leaving large deposits unin­
sured is that banks will be forced to take into ac­
count the cost of their risk-taking to the extent that it
affects the uninsured depositors. This means that,
while putting depositors at risk may undo the moral
hazard problem introduced by deposit insurance, it
does not ensure that the total cost to society of bank
risk-taking and bank runs will be considered. If



support for deposit insurance is based on the mar­
ket's failure to address the problem of bank runs
fully, then it would seem somewhat contradictory to
look to the market to help alleviate the problems
created by deposit insurance.

To the extent that bank runs and the resulting
cost to society explain the need for deposit insur­
ance, then deposit insurance should be extended on
the basis of solving these problems. In this regard,
leaving larger-denomination deposits uninsured
makes sense if doing so has little or no bearing on

the problem of bank runs. However, as will be
discussed in the next section, justifying deposit
insurance on the grounds that it is necessay to en­
sure financial stability does not appear to call for the
separation of insured and uninsured deposits on the
basis of account size. In fact, if anything, this role
of deposit insurance suggests that the first criterion
for determining insurance status should be account
maturity, with short-term accounts being insured
regardless of denomination.

III. Deposit Coverage
The economic-stability rationale for having de­

posit insurance dictates that the first role of deposit
insurance should be to prevent runs on banks. Con­
sequently, the key to determining which deposits
are to be insured should lie in the goal of reducing
the susceptibility of banks to runs. On this point,
Kareken l5 suggests that depository institutions are
subject to runs because deposits are fixed-dollar
claims against depositories that hold risky assets. 16

With risky portfolios, depository institutions can
incur losses that exceed net worth, while with a
fixed-dollar claim, a depositor can avoid sharing in
those losses by withdrawing funds before other de­
positors. This distinguishes deposits from the
shares of many money market mutual funds. In the
case of mutual funds using mark-to-market ac­
counting, fluctuations in the value of assets are
reflected daily in the value of the money funds'
shares. A shareholder automatically participates in
the losses as well as gains on a pro rata basis, and
cannot shift losses to other shareholders by redeem­
ing shares. 17

Without deposit insurance, all depositors have
incentives to participate in runs on banks. The pres­
ence of large volumes of deposits essentially avail­
able on demand-checking accounts, savings ac­
counts, and money market deposit accounts-and
short-term time deposits makes the problem of bank
runs particularly acute. The holders of these depos­
its can react quickly to a real or a perceived deterior­
ation in the financial condition of banks. This is as
true, if not more so, for depositors with large­
denomination liquid accounts as it is for depositors
with small liquid balances. Holders of longer-term
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deposits could "run" in the sense that they would
not roll their accounts over at maturity. But such a
process would be drawn out over a period of time
that would allow depositors and regulators an op­
portunity to assess the condition of individual insti­
tutions more accurately.

With regard to longer term deposits, it might
be argued that the premature withdrawal provisions
on time accounts also enable holders of such depos­
its to make a run on banks. Under current regula­
tions, however, banks are not obliged to honor
requests for early withdrawals, except in cases in­
volving the death or mental incapacitation ofdepos­
itors, although they may allow withdrawals from
time-deposits prior to maturity. 18

While the combination of risky assets and par­
value short-term deposits makes banks susceptible
to runs, the fact that banks hold illiquid assets fund­
ed by liquid deposits compounds the problem. The
mismatch of asset and liability durations contributes
to the vulnerability of the banking system in two
ways. First, to the extent that most institutions are
exposed to interest-rate risk, fluctuations in asset
values relative to liabilities will be correlated across
depository institutions. A sharp rise in interest rates
would result in widespread capital losses among
depository institutions, and these losses could pre­
cipitate a general run on banks as depositors try to
avoid sharing in the losses. Second, asset and liabil­
ity mismatches also can contribute to the problem of
bank runs when institutions are unable to meet the
demand for withdrawals through maturing assets.
The "forced" liquidation oflonger-term assets may



result in further losses. 19 This could be particularly
true of certain assets such as consumer loans for
which there is not a well-established secondary
market.

On this last point, it has been argued that the
Federal Reserve as the lender of last resort could
ease the adjustment for banks. Through the discount
window, depository institutions do not have to liq­
uidate assets, but can merely commit them as col­
lateral on loans from the Federal Reserve. This does
not mean that the "proper" administration of the
discount window would eliminate the usefulness of
some form of deposit insurance. The Federal Re­
serve, in providing general liquidity, does not
automatically do away with the reasons banks are
susceptible to runs-deposits remain fixed-dollar
claims and depository institutions' portfolios re­
main risky. Depositors could still have the incentive
to "run" to avoid sharing in the losses of depository
institutions. To the extent that there are advantages
to preventing bank runs, rather than merely attempt­
ing to meet the increased demand for liquidity when
runs occur, the commitment by the central bank to
provide liquidity has to be coupled with assurances
to holders of short-term deposits that their funds can
be withdrawn at par value.

The above discussion suggests that the appar­
ent contlict between plans to increase depositor risk
and plans to stabilize the banking system can be
resolved if the distinction between insured and un­
insured deposits is made on the basis of account
maturity. Short-term deposits, which can precipi­
tate runs on banks that in tum impose costs on the
economy, should be insured. Without convincing
arguments for why the probability of runs, and thus
the expected costs to society, would decline signifi­
cantly as the size of accounts rises, it would seem
that the insurance of short-term deposits should
include both large-denomination and smaIl-denom­
ination accounts. deposits, which do not
contribute to runs, conceivably could be left unin­
sured to give holders of these deposits an incentive
to monitor the activities of depository institutions.

This recommendation, of course, raises the
problem of specifying what constitutes a short-term
and a long-term. The purpose of this paper is not to
provide a definitive solution to this problem be­
cause, in the end, the selection of anyone maturity
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has to be arbitrary at the margin, although no more
arbitrary than the choice of a cutoff size for deposit
insurance.

However, as a general matter, the deposit matur­
ity chosen should allow an adequate period of time
for evaluating the financial condition of banks.
Along these lines, the appropriate maturity for de­
termining insurance status could be tied to the fre­
quency of bank examinations. Among the federal
bank regulatory agencies, examination policies call
for most "healthy" banks (CAMEL ratings of I and
2) to be reviewed to some degree at least every 12
months,20 although for some state-member banks
the suggested minimum is once every 18 months.
Banks found to have more than moderate financial
problems (CAMEL ratings of 4 or 5) are reviewed
twice a year or more. Given the current examination
policies, it might be reasonable as a starting point to
think about a one-year maturity, or perhaps slightly
longer, as more or less the upper-end for the cutoff
between insured and uninsured deposits. 21 If a one­
year maturity were used to determine which de­
posits would be insured, the bulk of the large­
denomination accounts would initially be covered.
Data on large commerical bank holdings of negoti­
able CDs indicate that the average remaining matur­
ity on these accounts was about 3-1/2 months as of
November 1983, with 85 percent of the CDs matur­
ing in less than one year.

Extending deposit insurance on the basis of ac­
count maturity, of course, could affect the maturity
structure of deposits. For example, if deposit insur­
ance were provided at a subsidized rate that held up
the yields on short-term accounts compared to those
on longer-term accounts, relatively more funds
would flow to the liquid insured accounts. This
could exacerbate the problem of mismatched asset
and liability durations at many institutions. Thus,
using maturity as the foremost criterion for deter­
mining insurance status would not make the insur­
ance agencies' job any easier. The insurance agen­
cies still would have to be concerned about the
problems of regulating bank portfolios and properly
pricing deposit insurance. Nevertheless, insurance
coverage that focuses first on account maturity is
consistent with the use of deposit insurance to pre­
vent bank runs.



IV. Conclusion
Traditionally, the insurance status of deposits has

been determined by account size. As a practical
matter, however, the size limitation has not been
binding because the FDIC has chosen to handle
many bank failures through purchases and assump­
tions. To re-establish the separation of insured and
uninsured deposits according to the size of ac­
counts, the FDIC has begun to use a modified pay­
out approach in some bank failures. Large-denomi­
nation deposit holders now can expect to incur
losses when banks fail. The objective of the FDIC's
plan is to shift to the market more of the burden of
monitoring risk-taking by banks.

In essence, the FDIC's new approach dele­
gates to large depositors at least part of the respon­
sibility for' 'pricing" bank risk. The benefit of this
approach is that it reduces the moral hazard problem
connected with the provision of deposit insurance.
However, it only ensures that the cost of bank risk as
it affects uninsured depositors will be taken into
account. This is not a drawback if deposit insurance
only is intended to protect small depositors. That
justification for insurance is based on the assump­
tions that it is the losses to depositors from bank
failure that are important and that large depositors
are effective in determining and pricing the cost of

bank risk. In other words, there is no reason to
insure large depositors because they can protect
themselves.

FDIC's plan does present a problem forthe stabil­
ity rationale for deposit insurance. This justification
for deposit insurance maintains that depositors pro­
tecting themselves is not enough. The foundation
for the economic stability argument is that private
market arrangements cannot be expected to solve
the problem of bank runs and that bank runs lead to
economy-wide losses. Putting large depositors at
risk does not address the bank run issue and could
well exacerbate the problem.

The economic-stability rationale for deposit
insurance does not point to a separation of insured
and uninsured deposits based on account size. This
paper points out that the reasons banks are more
susceptible to runs than other firms is that bank
portfolios consist of a large volume of par~value

short-term deposits and risky illiquid assets. Thus,
the economic stability argument suggests that insur­
ance status should be related first to deposit matur­
ity, not account size. Short-term deposits should be
insured, and these short-term deposits would in­
clude accounts in large denominations.

FOOTNOTES

1. Increases in insurance coverage generally have been
intended to allow for increases in the level of prices. How­
ever, the most recent increase to $100,000 in 1980 was
prompted in part by concern over disintermediation at
depository institutions.

2. Federal Deposit Insurance Corporation, FDIC: The First
Fifty Years, 1984, p. iv.

3. As part of the FDIC plan to increase the riskiness of
large-denomination deposits, uninsured depositors incur­
red losses in connection with the failure of two commercial
banks in March, 1984.

4. The term "bank runs" is intended to refer to runs on all
types of depository institutions.

5. For a discussion of the procedures used by the FDIC in
purchases and assumptions; see B. Bennett, "Bank Regu­
lation and Deposit Insurance: Controlling FDIC's Losses,"
in this Economic Review.

6. Federal legislation has been introduced that would give
the Federal Deposit Insurance Corporation authority to use
a system of risk-based insurance premium rebates. Under
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the proposed system, banks in lower risk classes would
receive larger rebates on insurance premiums paid during a
year than those in higher risk classes. Such a change in the
administration of federal deposit insurance would provide
some check on risk-taking by banks, but the impact likely
would be modest since the differences in rebates among
the risk categories still would be quite small.

7. FDIC (1984). ibid, p. iv.

8. This plan is discussed in Federal Deposit Insurance Cor­
poration, Deposit Insurance in a Changing Environ­
ment, 1983, pp. 111-4 to 1/1-6.

9. In the event that collections from liquidating assets are
greater than expected, uninsured depositors (and other
creditors) will receive additional payments. However, if the
amount realized from the liquidation of assets is less than
originally estimated by the FDIC, the insurance fund will
absorb the loss.

10. In its report to the Congress-FDIC (1983), ibid, p.
11I-5-the FDIC mentions the possibility that the partial
"advances" to uninsured depositors also could be accom­
plished through an assumption arrangement. That is, in-



stead of making a direct payment to uninsured depositors,
the deposit liabilities equal to the FDIC's estimate of the pro
rata share for the uninsured depositors could be assumed
by another institution.

11. This point is made in Friedman, Milton, A program for
Monetary Stability, New York: Fordam University Press,
1960, pp. 20-21.

12. Bemanke, Ben S., "Nonmonetary Effects of the Finan­
cial Crisis in the Propagation of the Great Depression," The
American Economic Review, June 1983, pp. 257-276.

13. Diamond, Douglas W, and Philip Dybvig, "Bank Runs,
Deposit Insurance, and Liquidity;" Journal of Political
Economy, June 1983, pp. 401-419.

14. It could be argued that depository institutions also im­
pose costs on each other to the extent that the failure of one
bank can cause another bank to fail. If there were no other
ramifications of bank failures, the costs would be borne only
by bank shareholders, depositors and other creditors.

15. Kareken, John H., "The First Step in Bank Deregula­
tion: What About the FDIC?," The American Economic
Review, May 1983, pp. 198-203.

16. Bryant, John, "A Model of Reserves, Bank Runs, and
Deposit Insurance," Journal of Banking and Finance,
December 1980, p. 335-344, also attributes the vulnerabil­
ity of banks to runs to their holdings of risky assets. Bryant
states, "to generate a model of useful deposit insurance, it
is first necessary to generate deposit liabilities backed by
risky assets. Once one has done so, the possibility of some
form of bank runs immediately follows." (p. 335).

17. A number of money market mutual funds amortize
changes in the value of an existing asset over the life of the
instrument. For these funds, a shareholder can avoid at
least some previously incurred losses by redeeming shares
before other shareholders.

18. For a discussion of early withdrawal penalties on time
deposits, see Furlong, Frederick T. and Gary C. Zimmer­
man, "Deregulation and Withdrawal Penalties," Weekly
Letter, Federal Reserve Bank of San Francisco, December
9,1983.

19. Diamond and Dybvig, ibid, use the illiquidity of bank
assets as the rationale for banks being susceptible to runs.
In their model banks incur losses because of the high cost
of liquidating assets to meet deposit withdrawals.

20. In the case of "healthy" banks (CAMELratings of 1 or
2), for the FDIC, over a 36-month period one examination
must be a comprehensive examination andl13ss>13xteJnsilie
reviews can be performed in each 12-month period during
which the formal examination is not conducted.

21. In principle, the insurance status should be. determined
on the basis of remaining maturity, but in practice it may be
necessary to use original account maturities.
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