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The Rescue of the Thrift Institutions and the FSLIC.

The current probleme of the beleaguered thrift industry

nnde je o
illustrate how inherent market forces that lead to financial 2
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innovation and financial fragility interact with inept
Conmols Riice  Senmctllit o b
regulation and intervention to create‘a financial crisis.

Furthermore, the response of the regulators, analysts and

Congress to these problems reflects the Smithian "priors"
P - W
which haue come—-te dominate the generally-held theory f..«~

ggﬁganaing apt policy intervention.
The fragility of the United States savings and loan

institutions and the Federal Savings and Loan Insurance
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Corporation (FSLIC) was revealed with rising interest rates hior
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in—the late—3976%s. 7Both agset resgtriction (to home
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mortgages) and deposit rate ceilings ( which were imposead on
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thrifte by the Interest Rate Adjustment Act of 1966)

Ve prevented thrifts from diversifyinqLana shortening 3339?7
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maturitiés and from retaining depoeits as interest rates
roee. While thrifts were able to respond to the outflow of
small deposite into money market mutual funds after the
introduction of Money Market Certific&ktes in 1978 andnga{LM
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Saver Certificates in 1980, disintermediation continued to
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be a problem in the early 1980°'s (Cooper and Fraser, p.3 and
-?

p. 184) reo nothi vas set ol
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Ptrer fthree major piecee of bank legislation in the

ho—
1980’'s attempted to addre=ss the plight of thrifts and to

strengthen the position of the FSLIC. The first of these,
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the Depository Institutions Deregulation and Monetary
Control Act of 1980 (DIDMCA), eliminated deposit rate
ceilings by 1986, alloved thrifts to issue interest-paying
deposigf)and—éu expand consumer loans, issue credit cards
and offer trust services (C&F, p.116). But the reforms of
1980 were not sufficient. Thrifées—were uUnapble to sty
af&aat—w*th'zgé gharply rising interest rates of 1981—82¢4~wkk4/
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By 1982 many vwere technicallyﬁinsolvent.7T1n March of 1982,
Congresqﬂﬂ'passed a Joint Resolution asserting that the full
faith and credit of the U. S. government stood behind

federal deposit insurance liabilities (Kane, 1987). lﬂuAJLz‘“““’
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The Garn-St. Germain Depository Institutions Act of “““‘r
doews d .
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1982, paased in October, was directed at both saving the hﬁzf I
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thrift industry and speeding ugrgg;;gulation (C&F, p. 127).
The act allowed tpe Federal deposit insurers greater
discretion in resolving institution failures. They vere
permitted to arrange interstate mergers and acquieitions by
non-financial corporations and to issue net worth

oot

certificates to enhance thercapital of failing institutions.

At the same time, the inexperience hrifts w permitted
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to venture into markets and instruments ‘previously w<-~
restricted to banks.

While Garn-St. Germain made it easier for the FSLIC to
forestall and, hopefully, prevent the liquidation of thrifts
with negative net worth, it also encouraged go-for-broke
behavior by the (reconstructed) surviving institutions

(Hanwick, 1986). This policy put at risk the solvency of
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the FSLIC. The bet by the Congress and the FSLIC that rates
would come down and revive the thrifts waas lost when the

fall in interest rates from 1984 to 1986 was accompanied by

{1 A A
systemic declinees in oil, land and real estate prices that
C 3k Hanen t o Aeappomand e |
devastated the assetsvadw@e of many deposit institutions.

In 1986, 347 out of 540 savings and loan associations

reporting losses were insolvent (Schwartz, 1987). In 1987,
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10 percent of tham were insolvent and one third experienced

los=ees. Sixty percent of the failled firms were in Texas.
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By early 1987, FSLIC was unable to continuae to either &-

(Kester, 1987).

payo£§'depositors or f£imemee. purchasge and assumption
packages for insolvent thrifts (Kester, 1987). The 1982

oint Resolution guaranteeing the deposits of thrifts by
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Congressngg—daahi;fg:fhﬂd—xa prevenf a collapse of the

e
__thrift industry and averted a major financial crisis at thie
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Zﬁ:f tim;> ity in August, Congress passed a beddeunt élanzbmJ rSe. ¢
7 To reassure. the public, Congress confirmed its full faith

2
J“g;. é&%? and credit guarantee of "all insured deposits” in Title IX
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! of the Competitive Equality Banking Act of 1987 (CEBA). (cite

/ act) — S -—
M“""? G e
The CEBA was a direct response to the imminent failure ?
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of the FSLIC, Title II1 of CEBA created the Financing
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Corporation whoee purpose 18 to raige_cash for the FSLIC.
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ig to beuse@d—sy the Financing Corporation to purchase zero
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coupon Treasury securities. These gecurities will seek the
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ties that the

poent

I""“""'pr:Lm::ipal on the $10.8 billion in debt secu

Financing Corporation 1is empowered sell to the
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are to be invested—in the FLSIC
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agsegsments on te surviving thrifts. While the backing-s
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wi=eh Treasury securities guaranteed the principal, the bill
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provides no inauranree- of the interest paymente to debt
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Congress chose this circuitous, ees more coatlyh route to
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"hailout" the FSLIC is not known but It ig likely that add. K
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concerne about the rising budget deficit and the desire the 2 oo
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provide a "market" solution are—at TTH cCore. U |
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The deve&apfﬁgrcrisis of the thrift industry and the fLIJMK/

FSLIC reflects many of the probleme created by inept
responees to market innovation and evolution by the

regulators. The liabilities of the thrifts vere made more
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rate gsensitive without cencemititent—fleswibity—itn—aseet—
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compesdtion. The deposit insurer, aided and abetted by e
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t+hen encouraged go for broke behavior/in order to
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reduce the short run -eeses eof resolvEhg the crisis ina—the-

i
Congress,

fﬂlﬂ"}" theifi{—imdumtry precipitated by rising interest rates. Bu%

;ﬂh the long run, the costs will be higher and the damage to

w
LJ;:’ - the industry greater than had Congress come up with the A*-4’
A

/ ) morey—keday to promptly liquidate insolvent thrifts. If the
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thedifta dan't recgyer, there iaewitebly will be a depositor
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payoff ettirer by the FSLIC @& Congress.. Solvent thrifts . are.
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likely to pay the(&?%%ggaxit feee and leave the system after

the one year moratorium imposed by CEBA has expired This
regponse will reduce the canhr——tflay—et—tNe - F3tt€—ard the

Financing Corporation.
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-Eﬁt\fhe—erref—is_in—eeacluding that £he inept responses
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by Congrese and the regulators are the cause of the crisis

gbdj 1n the thrift industezﬂizg_fhf_fgklg, Had the thrifts been
HjﬁWh \ free of asset restrictions, interest rate ceilings, and
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deposit insurance protection, perhaps they would have been Mme
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lesgs vulnerable to interest rate fluctuatione or the

systemic declines in oil, real estate and farm prices : Al
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the institutions they inaurekrcanaet weather system-wide aehfb
s
ﬂftj%?’v contagious losse Systemic failures cann&f be contained by |/li.a hyr
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letti them ru their courseh Nor can the cost% of &heeoe ol
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faitures be avoided by cosmetic arrangements that merely \32:¢4
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recognizes the need to establish new inltial,conditionsf”

that is, the—needffgjiézoff deposito;él>liqnidate insolvent

thrifte gnd scale bac‘k deposgit insurance coverage#¥may
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\/ reduce the long run cost and speed the transition to a more
%

robust industry.

o M ¥, | e




	The Rescue of the Thrift Institutions and the Federal Savings and Loan Insurance Corporation (FSLIC)
	Recommended Citation

	tmp.1314115230.pdf.oeg3r

