Deposit insurance:
Lessons from the record

Charles W. Calomiris

The deterioration of the fed-
eral deposit insurance funds,
particularly the Federal Sav-
ings and Loan Insurance Cor-
poration (FSLIC), has become
a common theme in the press and a major
concern of financial regulators. Estimates of
the amount necessary to reimburse depositors’
losses in FSLIC member institutions range
above %100 billion. The Federal Deposit In-
surance Corporation (FDIC) is in much better
condition, but some fear that the structural
flaws that led to the losses in FSLIC are pres-
ent in FDIC insurance as well. At the state
level, deposit insurance funds for thrifts have
been collapsing at a rapid rate. The in-
solvencies of Mississippi’s fund in 1976 and
Nebraska's in 1983 have been followed by
four others since 1984, and three other state
systems are winding down. Only three stute-
level funds remain, and these have limited
their scope.!

Recent studies of deposit insurance funds
have focused on banks’ incentives to take on
risky investments when deposit insurance is
not fairly priced. It is argued that banks will
choose to hold high risk-return portfolios be-
cause their losses are shared while their gains
are private. Depositors, who would normally
withdraw funds from high-risk banks and thus
prevent such behavior, have little incentive to
do so when their deposits are insured.

This article considers possibilities for
deposit insurance reform in the light of histori-
cal successes and failures of bank liability
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The successful state-run bank deposit
insurance schemes were broad enough
to give near-universal coverage, yet
narrow enough to insure tight
self-monitoring by banks—a neat trick,
and one we may need to emulate

insurance in the United States. 1 address four
central questions: What was the motivation
for bank liability insurance historically? s
this concern justified by the historical record?
Which “safety nets” for bank liability holders
were most successtul, and why? What are the
lessons of the historical record for current
reforms?

U.S. bank liability insurance before
the FDIC

Prior to the creation of the FDIC, bank
liability insurance was organized at the state
level. These insurance schemes differced in
important respects but they had the same
essential motivation: to insulate the economy’s
payments system from the risk of bank
lailures.?

When bankers and depositors have differ-
ent (asymmetric) information about the safety
of banks, concerns about bank solvency can
induce “unwarranted” withdrawals from banks
and contraction of bank lending. In extreme
cases, when banks respond to economy-wide
runs by suspending convertibility of their lia-
bilities on demand, asymmetric information
can render bank claims useless as a medium of
exchange. if uninformed traders become un-
willing to accept them.?
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For example, during a recession, the sol-
vency of banks may come to be questioned.
Even when the initial disturbance to bank
portfolios is small in the aggregate, if deposi-
tors are unable to determine precisely which
banks have suffered from the shock, all banks
may be perceived as riskier. Fears of bank
insolvency can become self-fulfilling if with-
drawal orders and forced asset sales (or the
calling of loans) lead to the collapse of banks,
and the contraction of credit and the medium
of exchange. As a defensive action, banks
would often suspend convertibility on demand
during such economy-wide runs. Once banks
have done this, the uninformed may be unwill-
ing to accept bank claims, or accept them only
at a large discount, in fear that the claims were
“lemons” being unloaded by knowledgeable
insiders.

Deposit insurance removes much of the
incentive for economy-wide runs, and if sus-
pension does occur, it eliminates the incentive
for insiders to dump bad deposits on the unsus-
pecting. Thus, bank claims can continue to be
a medium of exchange.*

What makes the payments system vulner-
able to disturbances is that banks historically
have performed two tasks simultaneously:
They make “information-intensive” loans
(loans that are not easily valued in centrally
traded markets) and they issue checks and
bank notes. If banks did not hold information-
intensive loans, then their portfolios could be
“marked to market,” and the liquidity of their
claims would not be reduced during distur-
bances. Similarly, if banks issued long-term
claims that were not used for transactions,
shocks to their portfolios would not threaten
the payments system. Recent research sug-
gests that demandable debt banking was usetul
as a disciplinary device to limit the discretion
of bankers; this, in turn, helped to make bank
claims more liquid.’

Reasonable fears of insolvency of a subset
of banks, and confusion as to which banks
have suffered most from the shock, underlay
most financial panics from the Roman bank
run of 33 a.p. to those in the U.S. in the nine-
teenth and twentieth centuries.® It is worth
noting that a classic lender of last resort, who
freely discounts acceptable assets at a market
(or penalty) rate, would not provide the same
protection to the payments system against
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these disturbances as deposit insurance. A
lender of last resort can offset shocks to the
relative supply of money and marketable as-
sets, but does not insure banks, or resolve the
information problem of determining which
banks’ information-intensive assets have failen
in value, and by how much.

Several recent studies see the develop-
ment of nineteenth-century clearing houses
(beginning in the 1850s) as one means to pre-
vent financial collapse and ensure the continu-
ing flow of transactions through the banking
system during crises.” Clearing houses per-
formed many of the functions of state liability
insurance funds, including the insulation of the
payments system from individual or economy-
wide bank runs. Clearing house banks banded
together during crises to “make a market” in
each others’ deposits and maintain the inter-
bank check-clearing system, even when the
withrawal of deposits from the system was
restricted. By developing self-imposed regula-
tions, including reserve ratios and the restric-
tions on portfolio holdings, these associations
ensured that banks would not take advantage
of such co-insurance. Banks had strong incen-
tives to monitor the actions of their partners in
the clearing house, and to eject members who
broke the rules.

The co-insurance of risk required ease of
communication and monitoring among partici-
pants to ensure compliance with regulations.
Unit banking laws in the North, which created
a large number of banks scattered throughout
the state, prevented the benefits of private
coordination from spreading beyond the cities,
and made regional or national clearing houses
impracticable.?

In the South, the existence of large
branching banks made such formal arrange-
ments less necessary. Southern banks were
able to maintain liquidity during crises as well
as or better than their neighbors to the North.
The South’s large branching banks used inter-
bank loans and simultaneous region-wide bank
suspension in much the same way as the clear-
ing house system.

Self-regulation occurred in the South as in
the North, though it could be more informal,
due to the smaller number of parties involved.
Coordination was facilitated by the clear
leader-follower relationship between the large
branching banks and the smaller banks.
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Branching also reduced the fragility of the
system by making it less vulnerable to confu-
sion over the dispersion of solvency risk.

Historians have frequently pointed out that
unit banking, which dominated the U.S. expe-
rience, made the system particularly vulner-
able to crises and encouraged the development
of deposit insurance.” Both Carter Golembe
and Eugene White argue that deposit insurance
and unit banking reinforced each other: With-
out branch banking, an alternative to protect
the payments system was necessary; once
enacted, deposit insurance removed some of
the pressure to allow branch banking.'

[terns of success and AALETE

To compare performance it is necessary 1o
settle on a measure of success. 1 define an
ideally successful deposit insurance system as
one that fully protects the payments system,
without encouraging any cxcessive risk-taking.
Systems that fail to protect the payments sys
tem, or those that collapse due to incentive
incompatibility, thercfore, are complete fail-
ures. The various insurance schemes I de-
scribe here can be adequately categorized
either as complete failures, or as (qualified)
successes.

Three Pre-Civil War failures

New York enacted the first government-
sponsored insurance plan for bank liabilities in
1829. The Safety Fund Banking System re-
quired that all banks renewing charters in New
York state join the system. Member banks
were required to pay an annual assessment of
1/2 percent of capital until their total payments
equaled 3 percent of capital. The accumulated
funds would be used to redeem in full the
notes and deposits of member banks that failed
whenever the failed bank’s assets were insuffi-
cient. Special assessments were authorized in
the event of a shortfall but these were limited
to 1/2 percent of capital per year. Note issues
were restricted as a function of bank capital,
and a board of commissioners was established
to examine member banks. By the end of
1837 almost all of New York’s banks were
members.

New York's Safety Fund failed to provide
lasting protection to the payments system.
The Panic of 1837 and the subsequent panic
and depression of 1839—41, both induced by
constrictions of foreign credit by the Bank of
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England, prompted asset and commodity price
declines, immediate bank suspensions, mer-
chant failures, and subsequent bank liquida-
tions. The bank failures experienced by the
Safety Fund during the Panic were primarily
the result of economy-wide “debt-deflation”
shocks, rather than the fault of the insurance
system.!!

But the failure to protect the payments
system from 1839 to 1841, and subsequently,
was the fault of the Fund and not of the Panic.
New York’s system failed because it was nei-
ther credible nor broadly based, and did not
create the proper incentives for prudent risk-
taking. The failure is particularly disturbing
because the losses of liquidated member
banks, and of non-member {ree banks in New
York from 1837 to 1860, were a small portion
of aggregate bank capital."

The system was undercut by a 1838 law
which allowed entry into banking by unin-
sured “free banks,” whose notes were backed
by reserve holdings of bonds, but whose de-
posit issues were unrcgulated and uninsured.
After the establishment of free banking, no
new Safety Fund charters were granted, and
upon cxpiration of charter, banks were invited
to join the free banking system. In 1840 more
than 90 percent of bank liabilities were cov-
ercd by the Safety Fund; by 1860, only 2 per-
cent were covered.™ The protection to the
payments system was even less than these pro-
portions indicate, because an attack on any un-
protected part of the system sufficient to dis-
rupt interbank check and note clearing threat-
ened the whole.

Further, by limiting the fees paid by mem-
ber banks to an annual assessment of 1/2 per-
cent, the Safety Fund could not credibly guar-
antee the value of member banks’ notes and
deposits and, therefore, could not adequately
ensure liquidity of member bank’s obligations.
In 1842, when the claims of noteholders and
depositors on the Fund exceeded available
resources, payment was delayed. Later fail-
ures by banks in the Fund led to large market
discounts on failed banks’ notes, indicating
that noteholders perceived the insurance to be
virtually worthless. Although the Fund was
able to make good on all outstanding claims
by 1866, this ex post success was not antici-
pated by the market (Safety-Fund banks’ notes
traded at high discount rates), and insurance



did not provide any protection to the payments
system during crises.™

After the Fund became delinquent in
1842, the law was amended to protect only
noteholders in subsequent bank failures. Thus,
the growing deposit base of the insured banks,
which financed some 30 percent of bank assets
in Safety-Fund and free banks alike, was unin-
sured. Sudden depositor withdrawals proved
particularly important in the onset of the Panic
of 1857 and later panics. The exclusion of
demandable deposits and the notes of free
banks left the state’s banks vulnerable to disin-
termediation, and eventually to depositor runs,
when losses by bank borrowers dependent on
the fortunes of the declining bond market of
September and October 1857 caused mounting
uncertainty about the solvency of New York
City banks.'

The New York system was also plagued
by fraud and excessive risk-taking, resulting in
part from inadequate supervision. The Fund
failed to levy risk-based premiums, and thus
removed the incentives of depositors to avoid
risky banks. The resulting additional risk-
taking could only be offset by more efficient
examination. While regular examinations
were called for under the law, they do not
seem to have offset the decrease in depositor
monitoring. Prior to 1842, when the Satety
Fund was perceived by depositors as providing
insurance, bank fraud and “unsafe practices”
were a far more important cause of failure than
afterwards. Sixteen of the twenty-one failures
of Safety-Fund banks occurred prior to the end
of 1842, and ten of these were traced to fraud
or unsafe practices. Of the five post-1842
failures, only two were so described.'¢

The failure of the Safety Fund cannot be
blamed on the severity of the shocks that buf-
feted the banking system. If the Safety Fund
had been broad-based in membership and
liability coverage, if it had effectively guaran-
teed payment (say, through unlimited mutual
liability of banks), and if it had provided for
thorough bank supervision, it could have of-
fered adequate protection to the payments
system and prevented crises like the Panic
of 1857.7

New York’s bank liability insurance plan
spread to other states in the North. Vermont
enacted similar legislation in 1831, and Michi-
gan adopted the New York plan in 1836.
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Vermont’s insurance fund suffered many
of the weaknesses of New York’s system.

Like New York’s, its coverage was only par-
tial. While the Vermont system insured notes
and deposits of member banks, it did not re-
quire bank membership in the system. In
1839, Vermont exempted several banks from
joining the system, and in 1840 liability insur-
ance became voluntary. Banks could with-
draw from the system with the full value of
their contributions to the fund." The estab-
lishment of a free banking statute in 1851
created a further alternative to insured banking
in Vermont.

The insurance fund covered 56 percent of
bank liabilities in 1840; this rose to 78 percent
in 1845 and fell to 8 percent by 1858. In 1859,
the last bank withdrew and the fund was
closed. Outstanding obligations of $17,000—
some 28 percent of total claims on the fund —
were never paid.

The Vermont fund was a failure, not only
because it failed to insure creditors ex post, but
because, like New York’s system, it failed to
provide credible backing for bank liabilities ex
ante. As in New York, the upper bound placed
on annual assessments implied that bank lia-
bilities could exceed the ceiling on fund re-
sources. This was compounded by provisions
giving solvent banks the option to withdraw.
Thus, depositors could not reasonably have
expected that losses to a few banks would be
covered by remaining banks. In fact, the Ver-
mont system collapsed under the weight of
only two bank failures in its 29-year history,
one in 1839, the other in 1857. These failures
were sufficient to force other banks out of
the system.

By allowing banks to join and depart at
will, the fund suffered, and was ultimately
undone by, the problem of adverse selection.
Adverse selection takes place when the insur-
ance encourages only the worst risks to partici-
pate. When failures occur they force up pre-
miums, raising the cost of remaining in the
system. The best banks — which stand to gain
the least — opt out and the average riskiness
of insured banks rises. Subsequent failures
lead to further selection against the best banks,
until finally only the worst risks remain.

In Vermont, adverse selection also oper-
ated at the point of entry into the system.
While the first failure resulted from fraud at a
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Pre-Civil War insurance systems

State and
_period

New York
1829-1866

Vermont
1831-1858

Michigan
1836-1842

I-ndiana
1834-1865

Ohio
1845-1866

lowa
1858-1866

Supervisory
agency

1829-37

Three bank
commissioners;
one appointed
by Governor,
two by banks.

1837-43

Three bank
commissioners;
appointed by
Governor.

1843-51
State comptroller.

1851-66
State Banking Dept.

1831-37

Three banks
commissioners;
one appointed
by Governor,
two by banks.

1837-58

One bank
commissioner
appointed by
legislature.

1836-40
Bank com-
missioners
appointed by
Governor.

1840--42
State’s Attorney
General.

Board of Directors;
four appointed by
legislature and

one by each insured
bank.

Board of Control;
one member
appointed by each
insured bank

Board of Control;
three appointed by
legislature,

one by each insured
bank.

Enforcement
powers

Could apply to court
for injunction

to stop operation

of insolvent banks
or banks in violation
of law.

Could close insolvent
banks or banks in
violation of law.

Could close insolvent
banks or banks in
violation of law.

Could close banks
in violations

of law or
regulations.

Could regulate
ratio of assets

to capital.

Could regulate
dividend payments.

Could close banks
at will for violations
of regulations.
Could regulate total
notes outstanding, or
total liabilities.
Could regulate
dividend payments.
Could regulate notes
of vault cash to

total reserves.

Could require banks
to make interbank
loans.

Could close banks
at will for violations
of regulations.
Could regulate total
notes or liabilities.
Could regulate
dividend payments.

Funding
method

Safety fund,
with upper
bound on
annual
assessments.

Safety fund
with upper
bound on
annual
assessments.

Safety fund
with upper
bound on
annual
assessments.

Mutual
guarantee
without limit.

Mutual

guarantee without
limit and safety
fund.

Mutual

guarantee without
limit and

safety fund.

SQURCE: Golembe and Warburton, /nsurance of Bank Obligations in Six States, passirm.

Non-member
banks

Free banks,
after 1838.

Member banks

could join and

leave at will.

Free banks, after 1851.

Ali state banks
{including free
banks) partici-
pated in system.

Free banks,
after 1851,

“Independent”
banks after 1845, and
free banks, after 1851.

No free banks
chartered under
free banking statute.
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long-time member, the second failure was that
of a new entrant that joined the fund only after
its prospects worsened."

A successful, broadly based insurance
program in Vermont was feasible. The actual
obligations incurred by the fund could have
been paid if withdrawal had not been allowed.
Golembe and Warburton estimate that, had the
fund been expanded to cover all banks, its
insurance liability would have been increased
by roughly $100,000, and that this could easily
have been covered by surviving banks.?

Michigan’s program extended coverage to
all liabilities and all banks (including free
banks). Unlike the Vermont system, however,
Michigan’s was cstablished on the eve of a
financial crisis, and there was no time to accu-
mulate funds with which to meet its first obli-
gations. In the absence ot a mutual-guarantee
commitment or state lending to reimburse
borrowers, the fund could not maintain its
commitments or keep the payments system
afloat. Under pressure by healthy banks, man-
datory membership was dropped, and unin-
sured free banking became the alternative
system of choice. There were no banks left in
the fund by 1841, and it was closed in 1842.

The failures of these three pre-Civil War
insurance systems reflected basic flaws in their
design. Protection of the payments system
requires an insurance fund that is broad in its
coverage of demandable claims. Alternative
free-bank chartering or voluntary insurance
precludes protection of the payments system
and weakens deposit insurance through ad-
verse selection. Furthermore, fixed premiums,
with upper bounds for special assessments and
no state guarantees, cannot provide a credible
guarantee to depositors. Finally. in the ab-
sence of effective regulation and supervision,
tixed-fee deposit insurance involves moral
hazard — that is, the potential for fraud or
excessive risk-taking — because it subsidizes
risk-taking by individual banks. While all
three insurance systems limited bank asscts as
a proportion of capital and loans to insiders
and provided for examinations of bank records
by government officials, supervision was inef-
fectual; unsound banking practices were not
detected until after banks had failed.

i I W -

Pre-Civil War success stories
Indiana enacted a different kind of liabil-
ity insurance plan in 1834. Unlike the systems
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of New York, Vermont, and Michigan, the
Indiana system charged no advance fees, and
special assessments were made as needed
without limit. Liabilities of failed banks not
covered by liquidated assets were redeemable
by surviving banks without limit. Both notes
and deposits were insured. This “mutual guar-
antee” system became the basis for similar
legislation in Ohio in 1845 and lowa in 1858.

The banks in the Indiana system, though
separately owned and operated, were called
“branches™ of the State Bank of Indiana.?
From its inception in 1834 until the chartering
of free banks began in 1851, the system cov-
ered virtually all the liabilities of banks in
Indiana. After that date, the two systems ex-
isted side by side.

Rapid growth by free banks meant that
by the beginning of January 1854, 25.7 percent
of the obligations and only 12.6 percent of
the banks in the state were insured. But the
financial crises of 1854—1855 and 1857
wrought havoc on the state’s free banks, and
the proportion of insured banks rose and re-
mained high until the enactment of the na-
tional banking system. Between 1858 and
1864 over half the state’s banks, and an aver-
age of three-fourths of the liabilities, were in
the insured system.*

The system’s president and board of direc-
tors had broad powers to investigate bank
operations and to close banks if necessary.
Examinations were required at least every six
months. Upon a two-thirds majority vote of
the board, any bank could be closed, without
recourse to the courts. The board also had
power to set limits on the volume of member
bank assets relative to capital . *

Most board members were appointed by
the individual banks; the president initially
was appointed by the legislature, but later was
appointed by the board. Thus, control of the
supervisory authority was in the hands of the
member banks. This was an important feature,
because it gave regulatory authority to those
with a strong interest in monitoring the behav-
ior of member banks. Member banks had
access to a particular bank’s records at any
time and could limit risk-taking by restricting
a bank’s loans relative to capital or, in extreme
cases, by closing the bank.

Regulation scrved to limit the potential for
excessive risk-taking by members. Dividend
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payment policy, loans to officers and directors,
loan interest rates, and loans in excess of $500
were all regulated in ways that served to pro-
tect the system. Stockholders were liable for
bank losses up to twice their capital contribu-
tion and officers and directors of failed banks
were presumed guilty of fraud until they
proved otherwise. If they failed to prove their
innocence, their liability was unlimited.*

The Indiana system was well conceived.
Its coverage was thorough (until 1851) and
credible. It established strong supervisory
authority to eliminate the problem of moral
hazard, and gave that authority to the banks
themselves, which (because of mutual liabil-
ity) had an incentive to implement it properly.
The board was quick to take disciplinary ac-
tion to enforce compliance and corrected prob-
lems before they threatened bank solvency.

Indiana’s system was extraordinarily suc-
cessful. During its thirty years of operation
no insured bank failed, and only one was
briefly suspended at the behest of the board,
in response to perceived irregularities in its
loan portfolio.

The Indiana system weathered the Panic
of 1837 admirably, even though the Panic
came only three years after the systcm was
enacted. The mutual-guarantec provision
removed the dependence on pre-cxisting funds
that proved fatal to Michigan’s system. Indi-
ana’s insured banks werc not able to avoid
nationwide suspensions of convertibility that
occurred from May 1837 to August 1838 and
November 1839 to June 1842. But this was
the last suspension for insured banks. When
the regional panic of 1854—1855 hit, the in-
sured banks all survived without suspending
convertibility, while 55 of Indiana’s 94 newly
created free banks failed. When the Panic of
1857 came, the insured banks again avoided
failure and suspension of convertibility, while
14 of the 32 free banks in Indiana failed.?

Ohio’s insured banking system was organ-
ized later, in 1845. Ohio was already a mature
state with a long history of banking under
special chartering. The weakening of the
system after the Panic of 1837 and the lapsing
of several charters in 1843 and 1844 provided
an opportunity for restructuring.

Like Indiana, Ohio adopted limitations on
loans to insiders and restrictions on loan inter-
est rates. Banks were required to maintain
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reserves equal to 30 percent of their outstand-
ing notes. In addition to unlimited mutual
guarantee, Ohio banks were required to deposit
with the Board of Control assets equal to ten
percent of their outstanding notes. This
“safety fund” ensured rapid redemption of any
liabilites incurred by the system. Bank circu-
lation was also bounded as a proportion of
capital. Thus, for example, a bank issuing
$700,000 in notcs was required to maintain a
level of capital in excess of $500,000 and a
liquid reserve in excess of $215,000.

The Board of Control had virtually unlim-
ited authority over individual banks, with
voting power by board members commensu-
rate with bank size (a proxy for the degree of
insurance provided by a bank under mutual
liability). The board could compel banks to
reduce their notes or deposits. The board
could close banks on its own authority, or
alternatively, it could recapitalize the banks,
using the resources of the fund. In six of ten
cases of bank difficulty the board chose aid or
a combination of aid and reorganization in-
stecad of liquidation. More than half of the
amount actually expended by the board was
for aid rather than payments to noteholders.

The Ohio system was cstablished along-
side eight pre-existing banks and a new alter-
native system of “independent” banks was
chartered in 1845 as well. A frec banking
statute was passed in 1851, providing an addi-
tional alternative to insured banking. Further-
more, insurance did not guarantee all liabili-
ties, but was limited to the notes of member
banks. From 1850 to 1864 insured banks ac-
counted for between 60 and 70 percent of bank
liabilities in Ohio. Roughly two-thirds of
insured banks’ liabilities took the form of bank
notes. Thus, the system guaranteed about half
the Ohio payments system.

While insurance was limited to the bank
notes of member banks de jure, it acted de
facto to insure deposits of member banks as
well through the discretionary actions of the
Board of Control. The board had authority to
call on member banks to loan money to each
other during times of crisis. During the Panic
of 1857 the board used this authority to coordi-
nate the banking system’s response through
interbank transfers, thereby preventing the
national financial crisis from crippling Ohio’s
banking sector. In fact, by keeping the insured



banks from suspending, the board avoided
failures throughout the system, as insured
banks seem to have provided liquidity to unin-
sured independent and free banks. Thus,

the board acted to protect the entire payments
system from preciscly the kind of economy-
wide disturbances that prompted the establish-
ment of deposit insurance.

Ohio was one of the very few states to
avoid general suspension of specie convertibil-
ity during the Panic of 1857, and only one
Ohio bank failed.” Ohio’s success is remark-
able, because many Ohio banks had substantial
deposits on account with the Ohio Life Insur-
ance and Trust Company, whose failure in
August of 1857 marked the beginning of the
financial crisis. Moreover, each member of
the insured system was obligated to redeem
all other member banks’ notes on demand, a
move which could have accelerated the rate of
disintermediation.

This exceptional performance can be
traced to the wise and timely policies of the
Board of Control. First, the board acted
quickly to insulate the banks from the Ohio
Life and Trust’s failure. Assets of the failed
bank were transferred dircetly to its depositor
banks to secure their deposits. This effectively
subordinated the debts of individual depositors
and other creditors of the Ohio Life and Trust
to those of the Ohio banks. Some of these
assets were liquidated to help keep the banks
afloat during the crisis.

Next, the board established a program of
mutual assistance among the banks. Within a
few days after the failure of the Ohio Lifc and
Trust, the first letter from the secretary of the
board was dispatched instructing the Commer-
cial Branch in Cleveland to render aid to the
Merchants Branch of Cleveland. Over the
next two months four insured banks received
$56,000 in assistance. All of these transac-
tions were treated explicitly as interest-bearing
loans, backed by collateral in the form of
time notes or paper currency, and guaranteed
by the insurance system as a whole.®* More
important than the amount transferred, how-
ever, was the clear signal the board’s policy
sent. The risk of runs on banks would be
borne collectively.

The stability of the insured banks proved
“contagious;” the collective action of the large
insured banks reduced the threat to the pay-
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ments system. In addition, evidence suggests
that the insured banks came to the aid of unin-
sured banks. As a result, Ohio had the lowest
bank-failure rate in the North.

Iowa’s bank insurance legislation, enacted
in 1858, was the last of the pre-Civil War
period. The success of Ohio’s system led to
imitation in Iowa, and many of the key politi-
cal figures backing the plan had been residents
in Ohio with experience in its insured system.
Features of the lowa plan included: mutual
guarantee protection, a “safety fund,” limita-
tion of insurance to bank notes, self-regulation
by the Board of Directors of the State Bank,
co-insurance, and par convertibility of mem-
bers’ notes.

In addition to a 25 percent specie reserve
against notes outstanding, banks had to main-
tain a 25 percent reserve on their deposits.
Note issues were limited as a decreasing pro-
portion of capital. Loans to stockholders and
directors were limited. Stockholders were
made to assume double liability in the event of
bank failure. Interest charged on loans was
limited, and violation of the law was penalized
by cancellation of the debt. The supervisory
board has broad powers of enforcement, in-
cluding closure and limitations of dividend
payments. Board records indicate thorough
regular examination of banks, and willingness
to force compliance by restricting dividends.

The state-insured system comprised the
entire chartered banking system of lowa. Its
coverage of the banking system was virtually
complete.? During its seven years of opera-
tion no insured bank failed in lowa. Two
banks cxperienced difficulties during this
period, one due to fraudulent activities by a
cashier, the other due to portfolio deteriora-
tion. The case of fraud was solved quickly
with a change in management, and the other
case was solved with a collateralized loan.
Neither resulted in losses to the system.

lowa’s system was unigue among pre-
Civil War insurance plans in that it was never
tested by an economy-wide financial crisis.
However, its close resemblance to Ohio’s plan
makes it likely that it would have done as well
as Ohio.

» lessons of success

The successful liability insurance schemes
of Indiana, Ohio, and lowa shared common
features with each other and with private clear-
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State and
period

Oklahoma
1907-1923

Texas
1909-1925

Kansas
1909-1929

Nebraska
1909-1930

South
Dakota
1909-1931

North
Dakota
1917-1929

Washington
1917-1929

Mississippi
1914-1930

Insurance systems after 1907

Supervisory
agency

1907-1913

State banking

board consisted of
Governor, Lt.

Governor, Auditor,
Treasurer, and President
of Agriculture Board.

1913-1923

State banking board
consisted of three
members chosen by
Governor from a list

of banks’ nominees,
and the banking
commissioner and
assistant commissioner.

State banking board
consisted of Attorney
General, Commissioner
of Insurance and Banking,
and Treasurer of State.

Governor appointed
Commissioner of Banking
and Insurance and his
deputies.

State banking board
consisted of
Governor, Attorney
General, and auditor
of public accounts.

Depositors Guaranty
Fund Commission
composed of public
examiner and

three members appointed
by Governor from a

list of twelve bank
nominees.

Depository Guaranty
Fund Commission
composed of
Governor, State
Examiner, and

three appointees of
Governor.

Guaranty Fund Board
consisted of Governor,
State Examiner,

three appointees of
Governor, twa of which
were be officers of
director of member
banks.

Three independent
district examiners
elected by popular
vote.

Enforcement
powers

Bank commissioner
could take possession
of and liquidate
banks, or revoke bank
charter for cause.

Bank commissioner

could take possession

of and liquidate

banks, remove

officials from

member banks, and adopt
rules and regulations

as needed

Commissioner of
banking and insurance
could close and take
possession of banks
and appoint receiver.

Board could take
possession of bank
and apply for
receiver.

Commission could take
possession and
liquidate.

Commission could take
possession and apply
for receiver.

State examiner could
take possession and
apply for receiver, or
cancel insurance for
violation of law.

Examiners could take
possession and
liquidate banks.

Funding
method

1907-1909
Safety fund
with unlimited
special
assessments.

1909-1923
Safety fund with
upper bound

on annual
assessments.

éafety?und
with upper
bound on

annual assessments.

Safety fund
with upper
bound on

annual assessments.

Safety fund
with upper
bound on

annual assessments.

Safety fund
with upper
bound on

annual assessments.

Safety fund

with upper
bound on annual.
assessments.

Safety fund
with upper
bound on

annual assessments.

Safety fund
with upper
bound on

annual assessments.

SOURCES: Robb, The Guaranty of Bank Deposits; Barnett, State Bank and Trust Companies; Cooka, “The Insurance of Bank Deposits;”
Laws of Kansas, 1909; Laws of Nebraska, 1909; Laws of Oklahoma, 1907-1908; Laws of Mississippi, 1914; Session Laws of South Dakota,
1909; Supplemant to the 1913 laws of North Dakota; General Laws of the State of Texas, 1909; Pierce’s Washington Code. 1919:
Annatated Cyclopedic.

Non-member
banks

National banks.

National banks
and state
banks that
chose private
insurance.

National banks
or state banks
that chose not
to participate.

National banks.

National banks, or
state banks

that chose not

to participate.
After 1916,
compulsory for
state banks.

National banks.

State banks
chaasing not
to join.
National banks.

T I\_Jational banks.
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ing house arrangements. These included thor-
ough coverage of the payments system
(whether de jure or de fucto) made credible by
the mutual guarantee commitment of member
banks, provisions for sufficient reserves to
ensure liquidity during crises, and the effective
co-insurance of liquidity risk. Thoroughness
of coverage due to limited competition by
other forms of banking and compulsory mem-
bership without the opportunity for contingent
entry and exit also limited the potential for
adverse selection. Moral hazard was avoided
by effective supervision of individual banks.

An especially important feature of the
three successful insurance schemes and clear-
ing houses was the alignment of the incentive
to regulate and the authority to regulate. The
mutual guarantee feature made it in the inter-
est of members to establish effective means to
discipline each other. By giving members
control over the supervisory authorities, the
legislators provided them with the means to
act in their own interest and in the collective
interest, by restricting excessive risk-taking
and free riding. The vigilance of the three
bank-operated supervisory bodies, as com-
pared with those in the unsuccessful systems,
is attested to by the number of fraudulent or
risky practices that were detected and cor-
rected early. Furthermore, by granting the
supervisory authority to banks (which pre-
sumably had a comparative advantage in
monitoring each other) the government could
benefit from bankers’ expertise in identifying
unsafe or dishonest practices. Finally, by
giving bankers the choice whether to liquidate
or reorganize troubled banks, legislators en-
sured that this decision would be made by the
best informed parties, who also had an interest
in minimizing the cost.

While these systems were successful in
providing protection to the payments system,
they did so at some cost. Reserve require-
ments entail foregone earnings, and restric-
tions on portfolio investments reduce the asset
opportunities of banks, and may cause scarcity
of credit for some worthy enterprises. Super-
vision entails costs as well. The similarities,
however, with privately developed schemes of
regulation through clearing houses suggest that
the state systems were not far in cost from
privately determined (and presumably cost-
minimizing) alternatives.

FEDERAL RESERVE BANK OF CHICAGO

The National Banking System was en-
acted in 1863 primarily as a war-financing
measure to incrcase the demand for govern-
ment bonds. Its 10 percent federal tax on
state-chartered bank notes effectively put an
end to the antebellum liability insurance sys-
tems, all of which had ceased operations by
1866. The advantage of joining the state-
insured systems, rather than the free-banking
system, had been the low cost of note issues,
given the high reserve requirements of the
other state-chartered (free) banks.” When this
advantage was removced, banks opted either for
uninsured state charters or national charters,
and most of the previously insured banks
chose national charters.

The National Banking System probably
reduced the safety of the payments system. [t
drove out the successful state insurance pro-
grams and precluded further imitation of their
success by other states. It substituted the nar-
rower insurance of national bank notes, backed
by government bonds and guaranteed by the
Treasury, for the broader coverage of notes
and deposits found in the successful state sys-
tems. Furthermore, bank runs by noteholders
were not the primary threat to banks by the
1850s. Bond and specie reserve requirements
against note issues and subordination of depos-
its to notes made noteholders’ risks minimal.
Even during suspensions of convertibility,
discounts on notes were small, and bank fail-
ures often resulted in little or no loss for note-
holders.* These considerations explain why
conversion to the national system was slow
initially, and had to be induced by the 10 per-
cent tax on state bank note issues.

gdeposit insurance systems

.Deposits were not insured under the Na-
tional Banking System. But, partly in re-
sponse to the increased (regulatory) cost of
note finance, and partly because of develop-
ments in the technology of processing checks,
banks turned more and more to deposits as the
principal means of financing bank activities.*
The ratio of deposits to currency rose from 1.0
in 1860 to 1.5 in 1870. By 1900, deposits
were five times currency in circulation.®

As uninsured deposits became a larger
part of the banking system’s balance sheet,
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financial crises and the risks to the payments
system came to be identified with runs by
depositors and difficulties in the transactability
of deposits. As early as 1857, runs by deposi-
tors had become the primary threat to the li-
quidity of banks.* Undecr the National Bank-
ing System and its federally insured currency,
crises were exclusively deposit-related.

One option to insulate banks from such
disturbances was branch banking, and a move-
ment arose to eliminate restrictions on branch-
ing. The political forces of unit banking, how-
ever, proved too powerful. When, in the after-
math of the Panic of 1907, branching was
increasingly advocated, eight states established
insurance funds instead.

I evaluate the performance of four of these
systems below. Because the other states’ sys-
tems were organized just before, or in the
midst of, adverse economic shocks, their fail-
ures are less instructive about the relative
advantages of different plans and the potential
for excessive risk-taking.

Oklahoma was the first state to initiate
deposit insurance following the Panic of 1907.
It established a fixed-premium system with a
provision for emergency assessments. The
fund promised full immediate payment to bank
depositors upon bank failure. Deposit insur-
ance was compulsory for state-chartered banks
and voluntary for national banks. National
bank participation was precluded, however, by
a Comptroller of the Currency ruling in 1908
that prohibited membership in state insurance
schemcs. Entry and exit from the system,
therefore, accompanied change of charter.

The Oklahoma system provides nearly
perfect conditions to examine the potential for
moral hazard and adverse selection. Entry and
exit into the system were essentially voluntary,
and the actions of member banks were virtu-
ally unfettered.

When Oklahoma enacted its deposit insur-
ance scheme, there were many private banks
that had never been subject to any regulation.
Deposit insurance was one of the first pieces
of legislation passed in the state, which had
achieved statchood only in 1907. The exis-
tence of the private banks meant that potential
members of the insurance system included
banks with which regulators had virtually no
experience, in addition to existing banks char-
tered by the territory and national banks that
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wished to convert to state charters in order to
join the system.

The authority to examine banks was
vested in the Bank Commissioner. All banks
were examined before being admitted to the
system. The entry examinations were superfi-
cial. Within sixty days thirty-one bank ¢xam-
iners evaluated the solvency of 168 banks.
Because there were no limits on leverage or
clear standards of banking practice, virtually
all banks passed their examinations.*

Although the Bank Commissioner also
had authority 1o limit the rate of interest
paid on deposits (thereby limiting a bank’s
ability to attract funds for high-risk invest-
ments), these ceilings were not effective.
Bankers found it easy to disguise larger-than-
legal payments to depositors.* Binding regu-
lations on banks in the system were virtually
non-cxistent.

Banks hurried to take advantage of the
plan. From June 1907 to June 1909, deposits
in state-chartered banks rose from $17.3 mil-
lion to %45 million. The number of banks in
the state system rose from 470 to 662, while
the number of national banks fell from 294
to 242.

The first failure of an insured bank oc-
curred in September of 1909. The Columbia
Bank and Trust Company, the largest bank in
the state. failed with necarly $3 million dollars
in liabilities, some 6 percent of all bank depos-
its covered by the fund. The existing balance
of the fund was nsufficient to pay depositors,
whose losses were met by a special assessment
on member banks.

The experience of the Columbia Bank and
Trust is instructive. Prior o passage of the
insurance law, the bank had operated an unex-
ceptional banking business. In October 1908,
the bank was taken over by an oil speculator,
W. L. Norton, who used the bank to finance
his speculative oil enterprises. A decline in
the oil market brought down his thinly lever-
aged enterprises, and with them, the bank.

In one year, Norton had increased bank
liabilities from $365,000 to $2.8 million.

He attracted depositors by offering insured de-
posits and paid more than the legally allowed
rate of interest. Some of the largest depositors
in the bank were smaller banks, which failed
along with Columbia when regulators decided
to pay individual depositors before paying
other banks.*



Almost immediately, under pressure from
surviving banks, new legislation, which took
effect in June 1909, sought to deal with the
problems of the fund. In part, the changes
served to protect low-risk banks at the expense
of reducing coverage of the payments system.
Deposits were limited to ten times capital.
The liability of members for assessments was
limited to 2 percent per year of deposits. After
1916, this upper bound was further reduced to
0.25 percent of deposits.

Table 3 shows that the 1909 law did not
eliminate the risk differential between the state
and national systems, as indicated by the dif-
fering failure rates of state and national banks.
During the period the insurance plan was in
operation, |80 state banks, or some 35.6 per-
cent of the average number of insured banks,
failed, compared with 27 national bank fail-
ures, representing 7.6 percent of national
banks. The higher risk-taking of state banks is
also visible in the extraordinarily high avcrage
dividend payments that stockholders of state
banks were receiving (which presumably re-
flected the funding of high-risk projects). In
1914, Oklahoma’s insured banks paid a 17.9
percent dividend, compared with a 12.6 per-
cent dividend by national banks in the state.
The national average dividend rates of state
and national banks were 10 and 11.4 percent,
respectively, and the average for state banks in
Western states was 12.5 percent.¥

The 1909 limitation on special assess-
ments meant that the fund no longer guaran-
teed the liquidity of the payments system.
After 1914, depositors of failed banks did not
receive immediate reimbursement; only in
1920 did the fund’s resources catch up (0 its
liabilitics. In the interim, the probability of
repayment was far from certain, and the fund
did not provide ctfective insurance to the pay-
ments system. The fund’s positive net balance
was short-lived. After 1920 the fund remained
illiquid, with increasing failures caused by the
agricultural depression in the Southwest. In
1923, the insurance legislation was repealed
with outstanding obligations to depositors of
$7.5 million.*

Without being able to force banks to re-
main in the system, the state had little chance
of stabilizing the banking system by increasing
the payments of members. Increasing the
costs of membership simply encouraged more
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fow-risk banks to join the national system.
Indeed, adverse selection caused a decline in
membership, even under the limited assess-
ments of the law as amended in 1909 and
1916. From 1910 to 1914, the number of
national banks in Oklahoma rose from 225 to
343, while the number of state banks fell from
692 to 574.

There is little doubt that drastic price
declines in oil in 1909 and wheat in 1920 pre-
cipitated the bank failures that brought an end
to the system. Furthermore, it is in the nature
of a state-level insurance system that such
region-specific shocks may be practically
uninsurable. The resources of a state deposit
fund, or even a state government, are, after all,
ultimately limited by the resources of the state
itself. In contrast, a federal insurance system
can pool risks of specific regions, and can rely
on the ability of the federal government to
create money during liquidity, or cven sol-
vency, crises.*?

Still. it would be wrong to view the failure
of Oklahoma’s system as inevitable. Moral
hazard and adverse selection were clearly
important. The differential failure rates of
insured and national banks, which became
most pronounced during the agricultural crisis,
indicate that excessive risk-taking during the
price booms played an important role in the
Oklahoma system’s collapse. From 1909 to
1921, 4.8 percent of the average number of
insured banks failed, compared with 0.9 per-
cent of national banks. During the agricultural
decline, trom 1922 to 1924, 24.1 percent of
state banks failed, while only 6.1 percent of
national banks failed. The liberal lending
policies of the insured banks promoted exces-
sive leveraging of farmers and banks and made
the system susceptible to price shocks.

Kansas’ system took effect on July 1,
1909. Like the amended Oklahoma plan, the
Kansus fund was financed by annual assess-
ments with an upper bound. The Kansas plan
contained three important features, however,
that made it different: the degree of regulation
and enforcement was higher; reimbursement of
depositors was not immediate; and member-
ship was voluntary. Regulatory provisions
served to protect Kansas from the extremes of
moral hazard experienced in Oklahoma’s first
years, but voluntary exit and entry invited
problems of adverse selection.
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Membership and failures of national and state-chartered banks in
four post-1907 insured states
OKLAHOMA TEXAS KANSAS | NEBRASKA
Insured Uninsured
State  National State  National state state National = State National
Insurance begins 1908 ~ | 1910 _ I 1909 _ - 1911 <
Number of banks |
in year befare |
operation of
insured system | 393 294 | 616 528 _ 749 208 | 670 232
Number of banks |
in year after
beginning of
insured system 613 242 828 511 456" 443" 207 | 693 245
Number of banks
1915 558 351 997 537 526 427 218 803 212
1920 612 348 1,125 556 676 420 249 1,037 188
1923 446 459 1,071 561 681 357 266 ‘ 968 182
1925 3817 393 943 642 611 381 258 | 939 172
1930 322° 278? 762* 5932 0 806 245 : 625 171
Insurance ends 1923 _ 1925 _ 1929 _ - 1930 _
Number of failures
up to 1920 17 4
up to 1921 29% 3 | 51 12 5 11 2 20 5
1920-1922 | | 17 6 0
|

1920-1923 68 7
1920-1925 | | 98* 14
1922-1924 | 106 27 44 6 | 42 12 4 58 1
1924-1926 | 35 10 2

|
1921-1930 | | 329 31
Percent failing®
up to 1920 1.8 0.8 |

|
up to 1921 4.8 0.9 5.1 2.3 0.9 2.4 0.9 2.6 2.4

|
1920-1922 | 25 1.4 0.0
1920--1923 12.5 1.7
1920-1925 9.1 2.4
1922-1924 241 6.1 4.1 1.1 5.9 3.0 15 6.0 6.1
1924-1926 5.3 2.6 0.7

|

1921-1930 38.5 18.2
'Data are for 1912.
Ansurance no longer in effect.
*95 banks closed, but 66 were reorganized with no loss to the insurance fund.
*150 banks closed, but 52 were reorganized with no loss to the insurance fund.
*Parcent of banks failing is defined as the number of failures divided by the averages number of banks in existence during the period.
SOURCE: Annual Reports, U.S. Comptroller of the Currency, 1909-1930; A/l Bank Statistics: U.S., 1896-1955, Board of Governors; Robb, The
Guaranty of Bank Deposits, Annual Report, 1956, Federal Deposit Insurance Corporation, pp. §6-70.
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By not endeavoring to reimburse deposi-
tors until after the liquidation of bank assets,
the legislation failed to provide effective pro-
tection of the payments system. Liquidity
crises are aggravated by delaying depositors’
access to liquid resources. Moreover, when
ultimate reimbursement is not certain, delays
reduce the expected value of protection (and
depositors’ current net worth).

The key regulatory provisions intended to
enhance soundness included: limitation of
membership to banks in operation for at Jeast
one ycar; limitation of interest on deposits to 3
percent; a maximum deposit-to-capital ratio of
ten: and double liability for bank stockholders
(which had a similar effect to doubling the
capital requirement). Perhaps most important,
the law threatened to withdraw deposit insur-
ance from banks found to be violating these
regulations. This created an incentive for
depositors to be concerned about the operation
of the bank and thus discouraged bank viola-
tions of regulations, since offending banks
would find it difficult to attract depositors.

Farly growth under the voluntary Kansas
plan was moderate compared to that of Okla-
homa, and followed earlier trends, indicating
less potential for abuse of insurance protec-
tion. In the five years prior to the legislation
state banks increased from 572 to 778; from
1909 to 1914 their number (insured and unin-
sured) had risen to 932. Still, state-system
growth was large relative to the national banks
which showed virtually no growth in number
or asscts from 1909 to 1914.

The wartime boom of wheat and livestock
prices initially masked the higher riskiness of
insured banks’ portfolios. As Table 3 shows,
the percentage of failures from 1909 to 1921
was 0.9 for both insured and national banks.

Uninsured state banks had a higher failure rate.

but this seems due to the selection bias of the
system, which excluded banks until they had
been in operation for a year. Non-member
state banks tended to be smaller and younger
and, hence, more vulnerable. As farm in-
comes declined and borrower losses mounted,
however, the insured-bank failure rate rose.
By 1925 healthy insured banks were lcav-
ing the system at a rapid rate, and by the end
of 1926 only a handful remained. From 1922
to 1924, 5.9 percent of insured banks failed,
compared with 3.0 percent of uninsured state
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banks, and 1.5 percent of national banks.
From 1924 to 1926, 5.3 percent of insured
banks failed, compared with 2.6 percent of
other state banks and 0.7 percent of national
banks.

In 1929 the insurance legislation was
repealed with $7.2 million in outstanding
claims.** While the regional agricultural crisis
of the 1920s triggered the demise of the sys-
tem, as in Oklahoma the relative failure expe-
ricnces of national banks, non-participating
state-chartered banks, and insured banks indi-
cate that excessive risk-taking and adverse
selection increased the {ragility of the insured
system. As one would expect, loan risk
differentials became increasingly visible dur-
ing bad times.

The Nebraska law came into full force in
July 1911. In most respects Nebraska fol-
lowed the lead of Kansas. However, unlike
Kansas, membership was compulsory for state-
chartered banks. Thus adverse sclection was
less of a problem in Nebraska than in Kansas.

Apparently bankers found the system
attractive. From 1911 to 1914, the number of
state banks rose from 66] to 910, and the as-
sets of state banks tripled. Over the same
period, the number of national banks declined
from 246 to 191.

As in Kansas and Oklahoma, the greater
risk-taking of the insured banks became in-
creasingly visible in Nebraska as agricultural
income fell. As Table 3 shows, from 1911 to
1924 the failure rates of state and national
banks were virtually identical. As falling
incomes became translated into bank loan
losses, the state bank failure rate rose dramati-
cally relative to the national bank rate. From
1921 to 1930, 38.5 percent of average state
bank membership failed, compared to 18.2
percent of national banks. Declining member-
ship from 1922 to 1930 contributed to the high
state failure rate in the 1920s, but most of the
difference was due to the greater risk-taking of
state banks. The Nebraska law was repealed
in 1930 with $20 million in unpaid depositor
claims.*

The Texas system began operation in
January 1910. Texas legislators tried to avoid
the problems of Oklahoma’s early experience
by limiting deposits to between five and ten
times capital. Special assessments were lim-
ited to a maximum of 2 percent of deposits per
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year. As in Oklahoma, the Texas law provided
for immediate payment of depositors at failed
banks. Although the Texas statute did not
limit interest on deposits, it restricted coverage
to deposits receiving no interest.

A unique feature of the Texas law was the
establishment of two separate deposit insur-
ance systems. Banks could either join the
guarantee fund, or opt for a different plan in
which they would secure insurance privately
and place the private bond with the state au-
thorities. In the second plan, insurance could
take the form of “a bond, policy of insurance,
or other guaranty of indemnity in an amount
equal to their capital stock.” In no case, how-
ever, could the amount of the bond be lower
than one-half of average deposits for the pre-
ceding year.** Once banks had joined, the law
did not permit them to switch from one plan to
the other. The potential benefits of free-riding
and the opportunity costs of investing in bonds
seem to have favored the guaranty plan over
the bond plan or national charters. Some 541
banks joined the guaranty system, while only
43 joined the bond plan in the first year.

Predictably, the Texas plan suffered the
same problems as that of Oklahoma. Initially,
growth was rapid. From 1908 to 1912, state
banks increased in number from 506 to 878,
while national charters fell from 533 to 515.
But the combination of lax regulation and
enforcement and the potential for moral
hazard undermined the system. The problems
in Texas came carlier than those in Kansas.
Texas, like Oklahoma, was a cotton-producing
state, and suffered from the poor harvests
and falling prices of cotton from 1913 to
1915. Texas also followed Oklahoma’s ex-
ample in admitting many newly organized
banks into the insured system with minimal
examination.* From 1910 to 1920 the failure
rate among member banks was 1.8 percent,
while the failure rate for national banks was
0.8 percent.

The fund managed to reimburse depositors
at 17 failed banks in full from 1910 to 1920.
However, as Table 3 shows, there was a steady
migration of members to the national system.
When the fall in agricultural prices came in
the 1920s, the insurance system was unable to
support deposits of failed banks. From 1920 to
1925, 9.1 percent of insured banks failed,
while 2.4 percent of national banks failed.
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Under the pressure of surviving banks that did
not wish to bear the burden of other bank’s
failures, the legislature allowed banks to
switch to the bond plan in 1925, leaving out-
standing depositors” claims of $15 million,
which were gradually repaid by special assess-
ments on remaining banks.¥ Ags in the other
states, the agricultural crisis, combined with
excess risk-taking and adverse selection, dealt
the guaranty fund its final blow.

With respect to supervision, these later
systems differed in the extent to which bankers
participated in appointing, or served as, regu-
lators. In no state were banks given as domi-
nant a role as in the three successtul pre-Civil
War systems, but in several cases there was a
conscious effort to insulate bank supervision
from political considerations by appointing
bankers to state banking boards. For example,
in its early years Oklahoma witnessed a politi-
cally motivated bank closure of a solvent insti-
tution, and a politically motivated intervention
of the Governor to protect a member bank. In
1913, the legislature changed the composition
of the state’s banking board to limit such po-
liticizing and give a greater role to member
banks.® South Dakota and Washington fol-
lowed Oklahoma’s example, as shown in
Table 2.

In part, the desire to include bankers on
the supervisory boards reflected a belief that
bankers would find it in their interest to pro-
mote supervision and monitor one another.
This belief was based in part on the successful
self-regulating clearing houses that existed at
the time. Regulators were surprised to find,
however, that members of the insurance sys-
tem had little interest in monitoring one an-
other or reporting on misconduct under the
insurance systems. Robb writes that:

One of the fascinating arguments for bank
guaranty was that, if all banks were required
to contribute toward a fund with which to
meel losses, the honest and conservative
banks would keep watch on the reckless and
dishonest, and that the inside pressure would
force the rascals out of business. Practically
every failure in Oklahoma, Texas. and Kan-
sas has been caused by incompetency or
dishonesty, and there is not a case on record
where another banker has raised his finger
against the proceedings.®



Robb goes on to argue that in many cases
banks did not inform regulators of fraudulent
practices about which they clearly had
information.

How can one explain the absence of inter-
bank monitoring in this period and the indif-
ference of bankers to each other’s behavior,
even when they were involved in the supervi-
sory system? Certainly, the difference in the
success of pre-Civil War and later self-regula-
tion was not due to differences in enforcement
power, as the later authorities had as much
power to close and liquidate banks as did those
in Ohio, Indiana, and lowa.

The difference, it seems, can be traced to
the incentives provided by a mutual guarantee
system of a small number of banks, as con-
trasted with a fixed-fee system of a large num-
ber of banks. [n the pre-Civil War mutual-
guarantee states, banks had both the authority
and the incentive to keep a close eye on their
neighboring banks and to identify and put a
stop to unsound practices early on. Under the
limited assessment programs of the early 20th
century, incentives to monitor and enforce
were far less, since the cost of a bank’s choos-
ing not to monitor its neighbor was bounded
by the maximum annual assessment. Further-
more, even if the premium was below the
maximum allowed by law, the effect of any
one bank’s behavior on the assessment was
likely to be small in a system with hundreds of
banks.

LINs

=

Adverse selection and moral hazard are
more than theoretical constructs; deposit insur-
ance systems that failed to deal effectively
with these problems were undone by them.
Banks vary with respect to their abilities and
opportunities (hence the potential for adverse
selection), and they have latitude in choosing
among investments of different risk character-
istics (hence moral hazard). When alternatives
to membership exist or entry and exit are per-
mitted on a voluntary basis, adverse selection
becomes pronounced. Without proper safe-
guards against excessive risk-taking, banks
will choose to free-ride on collective deposit
insurance.

Excess risk-taking that accompanies
poorly designed insurance schemes is not as
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visible during good times when risky invest-
ments yield high returns. During bad times,
however, when risky investments collapse, the
riskiness of insured banks’ portfolios reveals
itself. Policymakers should not infer, there-
fore, that bank failures are “exogenous” to
bank behavior just because they occur during
bad times. Neither should they conclude that
risk-taking is solely a response to bad times. It
1s likely that insured banks will take on riskier
loans during bad times, since such loans offer
the potential to avoid failure at little cost for
the owners of a bank that already faces likely
liquidation; but without assuming an ex ante
bias toward risk on the part of many insured
banks, one cannot explain the relative failure
differences observed in the post-1907 period
between state and national banks at the onset
of adverse real shocks.

For deposit insurance to be effective, of
course, it must do more than preserve the sol-
vency of its members—it must protect the
payments system from liquidity crises. A
limited fund with upper bounds on emergency
contributions will not prevent an economy-
wide run. Only substantial borrowing power
with a credible future asset stream to back it
up or a mutual guarantee commitment among
banks can provide the credibility needed to
prevent systemic runs. Also, the resources of
the system must be sufficiently liquid to meet
large short-run withdrawals.

There are also lessons concerning effec-
tive and efficient supervision of banks. Self-
regulation of banks, in privately organized
clearing houses and in state-run mutual guar-
antee systems, worked very well. It aligned
the incentives to monitor, the authority to
monitor, and the ability to use information to
the advantage of the system as a whole
through disciplinary action and early closure
or reorganization to reduce exposure to risk.
Moreover, it established an efficient system in
which those with a comparative advantage in
gathering and interpreting information and
deciding on bank closure and reorganization
policy, actually performed those functions.*

History does not provide adequate guid-
ance concerning the optimal size of self-regu-
lating organizations. On the one hand, when
an insurance system is confined to a few banks
in a small area, each bank has a strong incen-
tive to monitor other banks and report unusual
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The panic of A.D. 33

A few months after the panic of 1907,
Moady's Magazine published an account by A. W.
Ferrin of an carlier panic. that of A.p. 33, which
brought the sophisticated financial and business
world of Rome to the brisk of disaster. To the
businessmen and investors of 1908, the tale must
have been startling in its parallels. It is still in-
structive; here is the story:

As with most panics, the causes were not
obvious. About a year before, the firm of Seuthes
& Son of Alexandria, lost three richly laden spice
ships on the Red Sea in a hurricane. Their ventures
in the Ethiopian caravan trade also werc unprofit-
able, owing to a falling market in ostrich feathers
and ivory. Rumors that they were insolvent were
circulated in Rome. A little later the well-known
house of Malchus & Co. of Tyre, with branches at
Antioch and Ephesus, suddenly becamc bankrupt as
the result of a strike among their Phoenician work-
men and the defalcation of a trusted manager. It
was learned that the great Roman banking house of
Quintus Maximus & Lucius Vibo had loaned heav-
ily to both Suethes and Malchus. The depositors of
Maximus & Vibo began a run on the bank and
distrust spread throughout the Via Sacra (the Ro-
man Wall Street), with the rumor that the still
larger house of Pettius Brothers was involved with
Maximus & Vibo.

The two threatened establishments might have
pulled through had thcy been able to realize on
their other securities.  Unfortunately the Pettii had
placed much of their deposits in loans among the
Belgians. In normal times such loans commanded

a very profitable interest, but a rebellion among the
semi-civilized Belgians had caused the government
to decree a temporary suspension of processes for
debt. The Pettii were therefore unable to liguidate.
Maximus & Vibo closed their doors first but Pettius
Brothers suspended the same afternoon. There
were grave rumors that owing to the interlacing of
credit many other banks were involved.

The crisis might still have been loculized at
Rome but for a new and very serious factor. The
Senate, in a laudable desire to revive declining
Italian agriculture had, with the consent of the
Emperor, ordered one-third of every Senator’s
capital to be invested in lands in Italy. Failure to
ohcy this law was punishable with heavy penalties.
The time for comphance with the decree had al-
most expired, when many rich Senators awoke to
the fact that they had barely time to effect the
required relocation of their funds and avoid the
wrath of the law. To obtain capital to buy land it
was necessary for them to call in all their private
loans and to draw down their balances at their
bankers. Publius Spinther, for instance, notified
Balbus & Ollius that they must pay him back the
30.000,000 sesterces ($1,350.000) he had deposited
with them two years before. Two days later Balbus
& Ollius closed their doors.

The samc day a notice in the Acta Diurna, the
official gacette posted daily in the Forum, reported
the suspension of the great Corinthian bank of
Leucippus’ Sons. A few days later came word that
a big bank in Carthage had suspended. On receipt
of this alarming information, all the surviving

activities to the supervisory authority, because
it shares significantly in the costs of failing to
do so. As a system becomes wider in its
range, the costs of monitoring other members
rises, and the benefits from identifying unsafe
or dishonest bank practices fall with the num-
ber of banks participating. On the other hand,
there are advantages to a wider geographical
range of coverage that follow from inter-
regional connections in the payments system
and opportunities for diversification.

The geographical range of clearing house
members was governed by the private interests
of member banks, and did not adequately take
into account the public benefits of expanded
coverage. The range of coverage of the vari-
ous state systems was limited by state borders.
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A challenge for applying the lessons of the
past is constructing a system which is national
in its protection of the payments system and
diversification of risk, but decentralized in its
self-regulation. Below I explore how this
might be achieved.

Restructuring deposit insurance

There are two valid reasons that guide the
desire for insurance of bank obligations: pro-
tecting scarce information capital contained in
the banking system (thereby maintaining the
flow of credit to information-intensive borrow-
ers) and preserving the payments system. It is
quite possible that deposit insurance is no
longer the best way to achieve these objec-
tives. Unfettered interstate branch banking
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banking houses in the Via Sacra gave notice that
they would enforce the time clause on all deposits.
The arrival of the corn fleet from Alexandria tem-
porarily relieved the situation, but immediately af-
terwards came the news that two banks in Lyons
and one in Byzantium were in trouble. From the
provincial towns in ltaly and the farming districts,
where creditors had long allowed their loans to run
at profitable interest but were now suddenly calling
them in, arose cries of distress and tidings of bank-
ruptey after bankruptcy. After this nothing seemed
able to check the panic at Rome. One bank closed
after another. The legal 12% rate of intercst was
set at naught by any lucky man with ready money
to lend. Courts were crowded with creditors de-
manding the seizure and sale by auction of debtors’
houses, slaves, stocks or furniture; but the auctions
were thinly attended, nobody had any money to buy
anything. Valuable villas and racing studs went for
a song. Men of excellent credit and seeming for-
tunes were reduced to beggars.

The panic was spreading all through the Em-
pire and threatening suspension of all commerce
and industry when Gracchus, the practor, before
whom most of the bankruptcy cases were being
tried. sought help from the Senate which, after a
hurried debate, dispatched a fast messenger to the
Emperor Tiberius who was taking a vacation at
Capri.

While Caesar’s reply was awaited Rome held
its breath. In four days the messenger returned.
The Senate assembled with incredible celerity. A
vast crowd in which slaves and millionaires rubbed

elbows filled the Forum while the Emperor’s letter
was read, first 1o the Senate, and then from the
open Rostrum to the waiting throng. The situation
reminds one of October 24, 1907, when New York
bankers and brokers, with call money unobtainable,
stood on the steps of J. P. Morgan’s office awaiting
word of their fate from the arbiter of American
finance.

The solution of the crisis by Tiberius was
similar to that made by the United States Treasury
Department through J. P. Morgan & Co. on the
fateful day of the 1907 panic. Secretary Cortelyou,
it will be remembered, deposited $19,000,000 in
the New York banks, and J. P. Morgan & Co.
loaned $25,000,000 at 10%, breaking the deadlock.
Similarly, the Emperor Tiberius ordered the distri-
bution of 100,000,000 sesterces from the Imperial
Treasury among reliable bankers, to be loaned to
needy debtors, no interest to be collected for three
years. He also suspended the decree forcing the
investment of Scnatorial capital in land.

The Government’s action stemed the tide and
private bankers soon began to offer money at rea-
sonable rates. Dispatches from Alexandria,
Carthage and Corinth indicated that the panic had
been stopped there. The Via Sacra resumed its
normal aspect. A few banking houses and individu-
als never recovered, but the majority escaped per-
mancnt suspension and the panic of A.D. 33 passed
into half forgotten history.

may provide a better approach for maintaining
the smooth functioning of the payments sys-
tem and eliminating the risk of bank runs.
Some advocates of deposit insurance re-
form propose limiting insurance to a narrowly
defined monetary deposit backed by “marked-
to-marketable” securities.® While such a sys-
tem would insulate the money supply from
financial disturbances, it would not protect the
banking system and the supply of commercial
credit from liquidity crises. Commercial lend-
ing 1s likely still to be financed by short-term
claims, and the potential for disintermediation
and credit contraction still would exist.®* If,
for economic or political reasons deposit insur-
ance is to continue, the historical record offers
some insight into how to protect against moral
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hazard and adverse selection. Under the three
successful mutual-guarantee insurance systems
of the pre-Civil War period and, to a lesser
extent, private clearing houses, banks worked
to establish firm guidelines on portfolio com-
position, reserve holdings, loan practices, and
capital. They also participated in enforcing
these regulations and were far more successful
in doing so than were government-appointed
regulators. This approach worked because
banks were adept at restricting risk-taking and
at identifying least-cost regulatory structure
(the optimal combination of reserve require-
ments, risk-based insurance premiums, capital
and subordinated debt requirements, etc.).
Because of their constant contact with neigh-
boring banks, they also were in an excellent
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position to monitor each other. The key 1o
establishing an incentive-compatible deposit
insurance system may well be to give banks
expanded authority in regulating themselves as
a group.

Expanding the authority of banks to deter-
mine and enforce their own regulations, of
course, will only be successful if individual
banks have an incentive to establish and en-
force regulations that are in the collective
interest of the system. The difficulty here is
that when the insured system becomes very
large, the benefits to any individual bank from
monitoring its neighbors become small relative
to the costs of doing so, because the reduction
in each bank’s risk exposure is not much af-
tected by any one bank’s monitoring behavior.

The solution to this problem may be a
two-tier regulatory system of deposit insurance
in which the government provides national
protection, but relies on local incentives to
monitor.®* By making insurance premiums for
banks in any region depend on the failure
experience of their neighbors, for cxample, the
government can make monitoring incentive-
compatible. The size of such a basic region
would have to be large enough to preclude
collusion by a handful of banks and small

enough to encourage only low-cost monitors to
do the monitoring (say, one or two groups per
state on average), and the conditional increase
in the insurance premium would have to be
large enough to make monitoring worth-
while.® Collusive behavior among members
of groups can be further discouraged by allow-
ing geographical overlap and, hence, competi-
tion among groups.

Some regulations governing banks (in-
cluding the geographic limits on bank groups)
could be determined at the national level by a
mainly bank-appointed commission, and other
regulations might be allowed to vary at the
level of the individual groups.

A successful self-regulating system of
bank liability insurance is much more than a
pipedream:; it is the mechanism that character-
izes the only successful hability insurance
systems in the historical record. The deposit
insurance lawmakers of the post 1907 period
failed to learn from the pre-Civil War experi-
ence and, hence, repeated the mistakes of
insufficient and delayed coverage of bank
deposits and promoted systemic insolvency
through moral hazard and adverse selection.
The goal of this paper has been to help current
policymakers start paying attention to history.
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