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Mini-case #2:  Deposit Insurance Expansion

There are many different perspectives on what the actual purpose of deposit insurance is; moreover, some even argue that there is no longer any purpose for it.  “The Federal Deposit Insurance Corporation’s mission is to maintain the stability of and public confidence in the nation’s financial system.  To achieve this goal, the FDIC was created in 1933 to insure deposits and promote safe and sound banking practices,” (FDIC, 1).

The most commonly assumed purpose for federal deposit insurance is “to maintain stability in the financial system and thereby promote economic growth, to protect small depositors from their losses associated with bank failure, and to ensure the viability of small banks,” (Symposium, 11).  Banks play a fundamental part in the economy as financial intermediaries.  Because of their intricate role in the economy, banks are very vulnerable to bank runs; therefore, the federal deposit insurance has been deemed as a security blanket to protect against the failure of the United States banking system.  Also, banks play a large role in financing small and up-and-coming businesses. Thus, the FDIC provides stability to the U.S. banking system, which supports small businesses, the backbone of the U.S. economy. 

Although, it seems to many that deposit insurance plays a huge role in the continuation and success of our economy. However, others argue the original role of deposit insurance has slowly become close to nothing.  They suggest that since the introduction of the FDIC, banks have taken several other steps to protect their future and the future of their customers through innovations.  The introduction of many new products, such as the ATM machine, has taken over the traditional roles banks have played.  A customer no longer needs to go into the bank and ask the teller to make a deposit, make a withdrawal, or even make a transfer – there is a machine right outside the bank that provides those same services twenty-four hours a day.  Also, larger banks have now replaced the option of borrowing from banks with offerings of commercial paper, debt securities, and equity.  “The decline in bank assets as a percentage of total financial assets over time is often pointed to as evidence of the declining importance of banks,” (Promise, 10).

The FDIC was created sixty-eight years ago to put an end to the continuous bank runs that were occurring here in the United States due to the Great Depression. “The intent was to provide a federal government guarantee of deposits so that the customers’ funds, within certain limits, would be safe and available to them on demand,” (Symbol, 1).  “The deposit insurance system managed by the Federal Deposit Insurance Corporation has served our country well,” (Promise, 10).  The FDIC provides two types of deposit insurance: the BIF and the SAIF.  Originally these were created so that saving associations and banks would be insured separately.  Today, they are insured jointly.  The current deposit insurance system of BIF and SAIF are a result of the FDIC Improvement Act of 1991 (FDICIA).  The FDIC was required “to maintain each fund at a designated reserve ratio (DRR), the ratio of mandated reserves to insured deposits, of 1.25 percent,” (Promise, 11).  Whenever the ratio-to-ratio falls below this percentage, the FDIC must raise the amount so that it is equal to the DRR.  In order to put the pricing into effect, the FDIC classed all the financial institutions into risk classes based on capital levels and supervisory ratings. (See Table 1).

  
This system was implemented in 1993.  At this point, the BIF and the SAIF were far below the DRR.  In 1995, the BIF reserve ratio became higher than the DRR.  As a result, the FDIC lowered the premiums on all BIF deposits.  Just one year later, the SAIF surpassed the DRR when the SAIF collected a special assessment of more than 65 basis points in accordance with the provisions of the Deposit Insurance Funds Act of 1996 (Funds Act),” (Promise, 12).  In short, the Funds Act stated that once the federal funds ratio was higher than 1.25 percent, the FDIC could not charge premiums.  


The current deposit insurance system has proven that it does its job, but many argue there are weaknesses to the system such as: 

 “(1) Two deposit insurance funds providing identical coverage at potentially different prices; (2) inadequate pricing of risk that distorts incentives and increases moral hazard; (3) volatile premiums that are likely to rise substantially during an economic downturn; and (4) coverage levels that do not keep pace with inflation in a predictable fashion,” (Promise, 12).

Small community banks would see a lot more of the local business owners investing a larger portion of their retirement funds, as well as their business funds into their banks if the FDIC would increase the cap for deposit insurance.  Currently, “once [the owners] get over the $100,000 level, they start to break up their deposits and hold them in four or five different banks,” (Brandl, 33).  If the FDIC insurance level was to increase to the level of $200,000 many would invest more money into the locally owned banks and wouldn’t spread their money out as much as they do right now.  “The raising of the limit will signal that the Congress has confidence in banks of all sizes.  This confidence will then spread to making the banking system less susceptible to rapid withdrawals of deposits,” (Brandl, 33).  

Larger banks will see a decrease in their deposits and investments during an increase of deposit insurance. This is because small community banks would see a larger amount of the core depositors staying in their communities and keeping their money near to them.  The amount of risk will be greatly reduced, so many more will feel confident investing their money in one two places instead of three of four.    The elite image of the large bank will be reduced because the national feeling of confidence in banks of all sizes will be increased.  

Depositors will be affected in many different ways.  The depositors who have larger sums of money will greatly benefit in that they can keep more of their money safely insured in one or two banks instead of balancing three or more accounts holding their savings.  On the other hand, it is going to make it more difficult for the average depositor, whose “annual transaction account is about $3,000, average CD is $15,000, and retirement account is $24,000,” (Household Survey, 2) to find a bank that will offer them an account.  Levels of entry are going to be raised, and many of the lower and middle class depositors will have a very difficult time finding a stable bank in which they are able to deposit their money.  The most ironic thing is only 57 percent of “investors were concerned that their investment was fully protected by the loss by the FDIC,” Household Survey, 3).

Regulators of the FDIC will be affected in that they have much more money to be covering per account.  If the level were to be raised to $200,000, regulators would be responsible for making sure that there is enough money in the reserves to support the increases. In the event of a bank run, increased reserves would be needed to cover bank runners. Concurrently, the risk of bank runs would be greatly increased.  Currently, “many depositors have little incentive to withdraw their money and cause the bank to fail if there are questions about the bank’s strength,” (Hubbard, 356). If the deposit insurance were to increase to $200,000, it would decrease the incentive for depositors to withdraw their money even more.  
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