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A
RE EXISTING REGULATORY POLICIES ADEQUATELY LIMITING TAXPAYERS’ EXPOSURE TO DEPOSIT

INSURANCE LOSSES? LOOKING TO THE PAST, IF THERE HAD BEEN A CREDIBLE, INDEPENDENT

ANSWER TO THIS QUESTION, THERE MIGHT HAVE BEEN FEWER LOSSES FROM THE THRIFT DEBA-

CLE OF THE 1980S. BOTH REGULATORS AND CONGRESS MIGHT HAVE RESPONDED MORE RIG-

OROUSLY TO THE THRIFT PROBLEM IF A MORE CREDIBLE SIGNAL HAD BEEN GIVEN ABOUT ITS SERIOUSNESS.
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Looking to the future, although some subsequent
policy changes should help forestall such scenarios,
breakdowns that would expose the taxpayer to losses
remain possible. The likelihood that in the event of sub-
stantial bank failures taxpayer funds would have to bail
out the deposit insurance fund has been used as an argu-
ment for continuing regulatory controls on what activities
may be affiliated with banks.

This article argues that the interests of both taxpay-
ers and banks may be best served by developing an inde-
pendent monitor of the insurance fund and outlines a
proposal that would provide such a monitor. The propos-
al calls for the Federal Deposit Insurance Corporation
(FDIC) to issue securities for which the promise of pay-
ment is contingent on the state of the insurance fund.1

For example, if the fund required taxpayer contributions
to satisfy its deposit insurance obligations, then the secu-
rities would receive no payment. The notes would be
called capital notes because their promised payments
would depend on the level (or capital) in the deposit
insurance fund. Although capital noteholders would nec-
essarily be subject to risk, the primary purpose of the
notes is not to substitute for bank-supplied funds in
absorbing the risk of loss but to produce information
about the risks facing the fund.

This proposal provides a way of tapping private
investors’ information.2 Private investors already gather a
substantial amount of information about the state of the
banking industry, and thus they are in a position to make
informed judgments about the state of the deposit insur-



1. For simplicity, the proposal assumes the existence of only one fund, but the plan could easily be extended to each of the two
existing funds in the United States, the Bank Insurance Fund and the Savings Associations Insurance Fund.

2. The Federal Deposit Insurance Corporation Improvement Act of 1991 (FDICIA) provides for ex post monitoring of the fund’s
condition via studies of excessively expensive bank resolutions and through its requirement for higher insurance premiums if
the systemic risk exception is invoked. In contrast, the capital note proposal allows for ex ante information production by pri-
vate market participants.

3. The federal bank regulatory agencies in the United States are the FDIC, the Federal Reserve System, the Office of the Comptroller
of the Currency (OCC), and the Office of Thrift Supervision (OTS).

4. FICO was created by Congress to help finance the resolution of failed thrifts. Its obligations are to be met by the collection of
insurance premiums from thrifts and banks.

5. Box 1 notes that the removal of de jure deposit insurance does not imply the end of de facto insurance.
6. Two casual suggestions proposed in a seminar as alternatives to the capital notes plan call for contracts that could produce the

same information as capital notes. One suggestion was that the United States issue option contracts that are payable only if the
deposit insurance fund requires a taxpayer bailout. The capital note proposal seems preferable to issuing options contracts
because Congress could have a very difficult time understanding why it should make payments to optionholders when it also
has to appropriate taxpayer money to bail out the insurance fund. Paul Kupiec suggested that the FDIC issue contracts that
would require payments to the agency in the event the insurance fund needed additional funding. The capital note proposal
also seems to have an advantage over Kupiec’s suggestion for issuing reinsurance contracts because the capital note plan would
obtain the investors’ funds before a crisis rather than try to obtain the money after a crisis. However, while the capital note
arguably offers distinct advantages, both of these alternative proposals seem capable of providing independent information
about the state of the insurance fund and hence could result in a significant improvement over the current system of monitor-
ing the fund.
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ance fund. However, investors currently have no incen-
tive to focus on the implications of their knowledge for
the insurance fund, nor do they have any organized vehi-
cle for aggregating and expressing their views of the
fund’s health. The capital note proposal gives investors
both an incentive to examine the fund and a mechanism
for expressing their views. Capital notes would also help
regulators by providing an independent assessment of the
risks facing the fund and by enhancing the incentives of
senior regulators to protect the fund.3 Such supplemental
information might also be useful to Congress in evaluat-
ing both the condition of insured intermediaries and the
performance of the system for disciplining banks’ risk
taking.

The plan presented here is designed to produce use-
ful information with little or no net cost to taxpayers and
banks. It imposes virtually no direct costs on the taxpay-
ers because the sole source of funds for paying the notes
is the proceeds of deposit insurance premiums paid by
insured banks. Although the plan imposes costs on banks,
the net present value of this cost is likely to be near zero
because receipts from issuing notes would be used to off-
set banks’ current insurance payment obligations. In the
United States these receipts could be applied to pay-
ments on Financing Corporation (FICO) bonds.4 Indeed,
the plan would have a positive net present value to banks
to the extent that reducing policymakers’ concerns about
the insurance fund could result in more extensive dereg-
ulation.

A secondary rationale for this proposal is to encour-
age greater consideration of the use of carefully crafted
financial market contracts to reduce government expo-
sure to deposit insurance losses. The government will
continue to bear some residual risk from the failure of
depositories as long as it provides deposit insurance.5

However, through thoughtfully designed financial con-
tracts, the government could enlist private-sector help in
monitoring and perhaps even reducing its deposit insur-
ance exposure.6

This recommendation is not presented as a substi-
tute for mechanisms that monitor the riskiness of indi-
vidual banks and limit losses at failed banks. It is
designed instead to provide information about the overall
state of the insurance fund, not about any individual
bank. The discussion
below focuses on the
United States and is
based on the current
system for monitor-
ing and disciplining
banks as well as the
system for distribut-
ing losses at failed
banks. Thus, the pro-
visions of the Federal
Deposit Insurance
Corporat ion  Im-
provement Act of
1991 (FDICIA), such
as those requiring
prompt corrective
action and least costly resolution, are assumed to remain
in force. However, the capital note proposal has the
potential for broader applications, as shown in Box 1,
which considers the benefits of incorporating capital
notes into alternative regulatory regimes such as cross-
guarantees and narrow banking.

The remainder of this article reviews the need for a
way to monitor the health of the fund, and lays out the
capital note plan in greater detail, explaining how capital

As long as the govern-
ment is at risk of loss
when depositories fail,
some mechanism for
signaling the magni-
tude of that exposure
is desirable.
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The capital note proposal for monitoring the health of the

FDIC fund is set in the context of existing U.S. banking

supervision and closure policies. A number of alternative

approaches to bank supervision and closure have been pro-

posed over the years. However, the attractiveness of the cap-

ital note proposal hinges on whether the government is at

risk from bank failures. As long as the government is at risk

of loss when depositories fail, some mechanism for signaling

the magnitude of that exposure is desirable. The analysis

that follows argues that none of the existing proposals for

bank supervision and closure would eliminate the govern-

ment’s exposure to loss, and some of the proposals may actu-

ally increase the government’s risk by shifting its exposure to

unregulated entities. Thus, the benefits of implementing the

capital note proposal are independent of the system of bank

supervision and closure. However, the capital note proposal

would be feasible only in systems that explicitly recognize a

contingent government liability.

Proposals That Recognize Contingent
Government Liability

The capital note proposal would be both desirable and

feasible with reform proposals that explicitly permit govern-

ment deposit insurance as a backup to private-sector sys-

tems for monitoring banks and absorbing losses from failed

banks.

Cross-Guarantees. A deposit insurance reform propos-

al from Ely (1994) is based on cross-guarantees among

banks. The idea behind this proposal is that the parties in

the best position to evaluate a depository’s risk exposure are

other depositories managing similar risks. The proposal has

some historical support in the work of Calomiris (1990) on

state-run deposit insurance systems in the 1800s. If Ely’s

proposal worked as intended, then government guarantees

would be unnecessary because no bank would fail with large

losses to depositors. However, banks in such a system could

collectively choose to take on risk, knowing that if enough of

them failed the government would probably step in to pro-

tect depositors. Indeed, by tying the fortunes of many banks

together, a cross-guarantee system could force systemic con-

cerns and a government bailout if a subset of the deposito-

ries suffered sufficiently large losses.

While the cross-guarantee system would not eliminate

the government’s exposure to loss, this approach is not

inherently inconsistent with a government backup insur-

ance fund that issues capital notes. Under such a system, the

losses at failed banks would first be the responsibility of the

other banks in the cross-guarantee system and would

become a government problem only if the losses exceeded

the capacity of the cross-guarantee system to absorb them.

The backup government insurance scheme, including the

capital note issue, could be funded by the individual cross-

guarantee funds. The note price and interest rate would

then serve as a signal about the financial condition of the

cross-guarantee systems.

Specialized Guarantors and Puttable Subordinated

Debt. The idea of shifting monitoring responsibility and the

risk of loss to private parties unaffiliated with banks is

shared by proposals by Kane, Hickman, and Burger (1993)

and Wall (1989). The Kane-Hickman-Burger proposal shifts

the risk of loss and responsibility for monitoring to a private

surety. Wall’s proposal requires banks to either maintain a

minimum amount of subordinated debt in a form that could

be withdrawn or face automatic closure. Both of these pro-

posals avoid some of the conflict of incentives facing cross-

guarantees by placing the responsibility and risk outside the

banking system. Both systems would provide for market-

determined early closure of depositories should their equity

values erode gradually over time. However, both are vulner-

able to the possibility that a sudden, very large drop in asset

prices could change the incentive of the private monitors.1

Should the sudden loss exceed the value of a depository’s

equity, the risk arises that private monitors’ claims will

become more like equity than debt. That is, the value of the

private monitor’s claim may be greater if it forbears from

closing an institution in the hope that the depository will

recover its financial strength.

Both the Kane, Hickman, and Burger proposal and the

Wall proposal give market participants an incentive to mon-

itor banks and signal when individual banks are financially

distressed; thus, both are similar in spirit to the capital note

proposal. Neither plan would necessarily be operationally

inconsistent with the capital note plan. The guarantors

under the Kane-Hickman-Burger proposal could contribute

to a government backup insurance fund in a manner similar

to that suggested for the cross-guarantee system. Under the

puttable debt proposal, the banks themselves would con-

tribute to the government insurance fund.

B O X  1

The Usefulness of Capital Notes under 
Alternative Regulatory Systems



17Federal Reserve Bank of Atlanta E C O N O M I C  R E V I E W  First Quarter 1997

Proposals That Claim to Eliminate Contingent
Government Liability

Proposals designed to eliminate the government’s con-

tingent liability are unlikely to accomplish their intended

goal, as Benston (1995) notes. In any event, they would com-

plicate the use of capital notes because of questions about

which institutions are likely to receive de facto insurance

coverage.

Eliminate Deposit Insurance. Proposals to eliminate

deposit insurance seem to obviate the use of capital notes. If

the government is not at risk, then monitoring systems seem

unnecessary. The problem with this approach is that elimi-

nating statutory provisions for deposit insurance is not the

same as eliminating either the expectation or reality that

deposit insurance will be provided at failed depositories.

Neither the states of Ohio or Maryland explicitly backed

their deposit insurance systems, but when the funds went

bankrupt the states bailed out the depositors. Similarly,

banks have failed in numerous countries around the world

and depositors were ultimately bailed out, despite the

absence of deposit insurance or tight limits on the extent of

de jure insurance coverage. The bottom line is that demo-

cratic governments in the later part of this century have

often been unwilling to let depositors suffer.

While eliminating deposit insurance statutes is not

necessarily a feasible way of eliminating deposit insurance,

it would nevertheless render the capital note plan unwork-

able. First, the existence of capital notes based on govern-

ment deposit insurance liabilities would further undercut

the market’s perception that deposit insurance had truly

been eliminated. Second, it is not clear who would pay the

interest on the notes. Without an insurance fund, nobody

would pay insurance premiums that could go toward paying

off the noteholders. Third, it would be less clear what set of

government bailouts might place the noteholders at risk.

Safe Bank Proposals. Another proposal that seems to

eliminate risk to the FDIC is some version of the safe bank

or narrow bank proposal (see, for example, Litan 1987 and

Pierce 1991). Such a proposal would limit deposit insurance

to accounts backed by short-term, highly liquid securities

with low credit and market risk. These securities could be

marked to market on a daily basis so that the exposure of the

insurance fund to losses would be minimal. If such a pro-

posal worked as intended, it too could eliminate the advan-

tages of preferred stock in the insurance fund.

The problem with safe bank proposals is their implicit

assumption that the combination of making short-term,

information-intensive loans and issuing short-term, highly

liquid deposits in banks is a historical accident with no 

economic basis for its continued existence. However, the

widespread combination of these functions in banklike insti-

tutions around the world suggests that there is some eco-

nomic benefit in combining the two functions. Flannery

(1994) argues that this combination is an efficient way of

dealing with the agency costs associated with making short-

term, information-intensive loans. Rajan (1996) argues that

businesses’ demand for large loans at short notice makes it

desirable to have lending concentrated in institutions that

specialize in managing liquidity, which is what deposit-

taking banks must do. Whether or not Flannery or Rajan are

correct, or whether the loan-deposit combination exists for

some other reason, the weight of banking practice worldwide

suggests that banks cannot be neatly divided into a deposit-

taking function and a lending function. Yet, if this division is

not possible, then limiting deposit insurance to narrow

banks only means that banking problems currently troubling

policymakers will reappear outside the narrow banks. Thus,

while adopting the narrow bank proposal seems unlikely to

make deposit insurance irrelevant, it nevertheless has the

effect of eliminating regulation of those institutions for

which it is relevant.

The narrow bank proposal creates the same sort of

operational problems for the capital note proposal as the

elimination of deposit insurance—namely, that those insti-

tutions most likely to require government support are not

formally covered by the system.

1. This vulnerability is less than it may appear based on a review of banks’ financial statements. Often, what appears, from the perspec-
tive of the financial statements, to be a sudden loss is actually a series of losses accumulated over a longer period. The losses only seem
to have occurred suddenly because the bank deferred recognition of the losses until delay either no longer benefited the bank or release
became unavoidable. For example, many banks deferred recognizing losses on loans to Latin American borrowers in the 1980s for a
long period of time until the banks decided that recognition would be desirable.
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notes would reduce taxpayers’ risk in the event of deposit
insurance losses. The discussion includes a consideration
of some possible disadvantages.

The Need for Monitoring 

Prior to the creation of the Federal Deposit
Insurance Corporation in 1933, both depositors and
the government monitored the condition of individ-

ual banks. Depositors monitored banks because they were
exposed to losses should the bank fail.7 The government
played an important role by examining banks’ confidential
records and certifying that the records did not contain
adverse information. However, the creation of the FDIC,
combined with the agency’s historic policy of seeking to
protect all depositors, resulted in less depositor disci-

pline, especially in
weaker financial in-
stitutions. This relax-
ing of depositor mon-
itoring shifted the
burden of disciplin-
ing banks’ risk taking
to federal bank regu-
lators.

Federal bank reg-
ulators provided an
adequate level of dis-
cipline over most of
the period from the
mid-1930s through
the mid-1970s, helped
in no small part by

restrictive regulations that boosted banks’ charter values
and simplified banks’ operations by limiting their activi-
ties largely to gathering deposits and making short-term
loans.8 However, regulators’ ability to maintain restric-
tive regulations has been eroding continually since the
1970s. Bank charter values have declined as the combi-
nation of improving technology (communication, data
processing, and financial), increases in the level and
volatility of interest rates, and changes in regulation has
increased competition among banks and between banks
and nonbank firms. The complexity of banks, especially
the largest banks, has increased dramatically with the
use of technology to provide a wide variety of financial
services.

As the task of supervising banks became more diffi-
cult, two supervisory problems surfaced. The first was that
of conflicts in supervisory incentives, revealed during the
thrift debacle of the 1980s.9 Kane (1989a, 1989b) points
out that although bank supervisors are in effect agents for
the taxpayers, their personal objectives often include
other goals that are inconsistent with reducing taxpayer
exposure to failed depositories.10 Congress sought to 
mitigate this conflict in incentives through passage of 
the FDIC Improvement Act of 1991. In particular, the act 

provides for prompt corrective action that prescribes a
series of mandatory and optional regulatory responses to
falling capital ratios.11 However, prompt corrective action
depends in large part on the accurate measurement of
banks’ financial condition, and such accurate measure-
ment is not always feasible. A large fraction of a depository’s
assets are either not traded at all or are traded in very illiq-
uid markets where prices may vary from full-information
value (Berger, King, and O’Brien 1991). The determination
of the economic value of these assets is necessarily sub-
ject to potentially large measurement error. Thus, regula-
tors still have room to exercise discretion so that, as Kane
(1995) points out, incentive problems have not been elim-
inated by FDICIA.12

The second problem is how to supervise banking
organizations effectively, given that changing technology
has made these organizations far more complex. The
banking, securities, and insurance industries have each
used advances in technology and innovative legal
approaches to offer products that are functionally similar
to products offered by the other two industries but that
have a very different regulatory status; for example,
money market mutual funds are substituted for bank
deposits. As a consequence, current systems of regulation
that designate separate regulatory bodies for each of the
different types of financial services are being made obso-
lete by developments in the financial marketplace.
Whether regulators could adequately limit the risk to the
FDIC fund in the emerging complex, highly competitive
financial marketplace is an open question.13 Some ana-
lysts, such as Pierce (1991, 98-100), advocate severely
restricting insured banks’ choice of assets, in part
because they are pessimistic about regulators’ ability to
monitor sophisticated financial services firms.14

An alternative to enhanced government discipline of
banks is to shift risk back to the private sector in an
attempt to enlist market discipline. FDICIA has sought to
enlist depositor discipline through adoption of least cost-
ly resolution.15 This provision retains deposit insurance
coverage up to the de jure coverage level of $100,000;
however, the FDIC absorbs losses from larger deposits
only if doing so reduces the overall cost of resolution to
the agency. If this stipulation is enforced for all bank fail-
ures, it should substantially increase depositor monitor-
ing, especially at the largest banks, which tend to be the
most complex. However, FDICIA also provides for the sus-
pension of least costly resolution in systemic risk situa-
tions, thus tending to reduce depositor monitoring,
particularly at large banks. The ultimate effectiveness of
least costly resolution in providing depositor discipline at
large banks therefore remains an open question, in part
because no very large bank has failed since the adoption
of FDICIA.16

Even if systemic risk considerations (real or imag-
ined) limit the potential effectiveness of depositor dis-
cipline, other opportunities for increasing market

An alternative to
enhanced government 
discipline of banks is 
to shift risk back to 
the private sector in 
an attempt to enlist 
market discipline.



7. This monitoring occurred for all national banks and those state-chartered banks that did not have state-sponsored deposit
insurance.

8. Charter or franchise value is the net present value of the economic profits resulting from owning a bank charter. Keeley (1990)
provides evidence of a decline in franchise value. Demsetz, Saidenberg, and Strahan (1996) provide evidence that banks with
higher franchise values take less risk. 

9. See Kane and Yu (1995) for evidence that the U.S. Federal Home Loan Bank Board (FHLBB) dramatically understated the true
reserves of the Federal Savings and Loan Insurance Fund for the period 1985-88. They further argue that the misinformation
supplied by the FHLBB played an important role in actions taken by Congress in 1987. Cole and Eisenbeis (1996) provide evi-
dence that delays in closure increased the cost to taxpayers. Other discussions that suggest that regulatory problems have con-
tributed to actual or potential taxpayer losses include Kane and Kaufman (1993) on problems in Australia; De Krivoy (1995)
on Venezuela; Cargill, Hutchison, and Ito (1995) on Japan; and Gall (1996) on Brazil.

10. Several theoretical models reach varying conclusions about optimal closure policies. Examples of these studies include
Acharya and Dreyfus (1989), Davies and McManus (1991), Kumar and Morgan (1994), Mailath and Mester (1994), and Noe,
Rebello, and Wall (1996). However, the previously cited empirical work appears to suggest that Kane’s model better explains
most past regulatory forbearance than do these models.

11. For a presentation of the structured early intervention and resolution proposal that formed the basis for prompt corrective
action provisions of FDICIA, see Benston and Kaufman (1988). For a discussion of FDICIA’s key safety and soundness provi-
sions, see Wall (1993).

12. Jones and King (1995) and Peek and Rosengren (1996) show that a large fraction of the banks with high insolvency risk in
their respective samples would not have come under prompt corrective action requirements given existing capital standards.

13. Chan, Greenbaum, and Thakor (1992) question whether fairly priced deposit insurance is feasible in a competitive market-
place. Their results may be put in more general terms by recognizing that in order to own a bank charter in the United States,
a firm must generally participate in the deposit insurance system and accept other regulatory requirements. When restated
in this manner, their results imply that an intermediary will prefer to be chartered as a bank only if the rents from owning a
charter (including any government subsidy through deposit insurance) exceed the regulatory costs (both safety and sound-
ness costs and social regulation costs) of owning a charter. As the government reduces or eliminates the deposit insurance sub-
sidy, the ratio of rents to taxes from owning a bank charter will become less favorable and less intermediation will take place
through the banking system. However, even if one believes that the ratio of rents to taxes from owning a bank charter should
be increased to encourage charter ownership, it is not obvious that the most efficient way to do so is by subsidizing bank risk
taking.

14. Box 1 discusses the narrow bank approach in greater detail but reaches the conclusion that the approach is unlikely to reduce
FDIC’s exposure to the degree suggested by its proponent.

15. Another legislative change is a depositor preference provision, which states that domestic depositors (including the FDIC,
which stands in the depositor’s place when it makes an insurance payment) in a failed depository are entitled to full repay-
ment before nondeposit creditors receive any payment. In theory this provision should lead to an increase in monitoring by
nondeposit creditors, at least in those states that did not previously follow depositor preference. In practice, the increased risk
to nondeposit creditors can be substantially reduced by having the bank put up collateral to back the nondeposit liability. See
Osterberg (1996) for a review and empirical analysis of depositor preference laws.

16. FDICIA also provides regulators with various powers, such as final net settlement, designed to enhance their ability to imple-
ment least costly resolution. The credibility of least costly resolution could be enhanced if regulators developed and advertised
plans to implement least costly resolution in a way that was unlikely to generate systemic risk.
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discipline remain. One set of options would be to shift
more of the losses to the private sector without giving
market participants direct authority to force troubled
banks to close. Examples of such options include
increased issuance of subordinated debt, as proposed by
Benston and others (1986, 192-96), and the use of private
coinsurance to help set insurance premiums for individ-
ual banks. Market discipline in these instances arises
from the risk premiums that financial markets would
charge individual banks. The limitation of these propos-
als is that, while they give government regulators more
time to close failing banks before the FDIC absorbs any
losses, they do not directly address the problems of con-
flicting regulatory incentives or the problems of supervis-
ing very complex financial firms.

Another set of options for increasing market disci-
pline would give private parties both a larger fraction of
the risk of loss in bank failure and the ability to close a

failing bank. Examples of such proposals (which are dis-
cussed in Box 1) include those of Kane, Hickman, and
Burger (1993) for private sureties and Wall (1989) for
puttable subordinated debt. These strategies, which give
private participants the authority to close any institution
that cannot demonstrate its solvency or reasonable risk-
taking policies, go further to address the regulatory prob-
lems of conflicting incentives and the difficulty of
supervising complex organizations. However, these pro-
posals are limited in that sudden, very large losses can
effectively force the conversion of the private monitors
into de facto equityholders in a failed depository. Thus, in
some circumstances the health of the FDIC would ulti-
mately depend on government supervisors, even under
the provisions of these proposals. 

Ultimately, then, although the primary system for
protecting taxpayers from losses at financial intermedi-
aries has been improved, and perhaps could be further
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improved, it remains vulnerable to failure. Drawing on an
engineering analogy, when the failure of a primary system
could have catastrophic consequences, backups must be
incorporated into the design to reduce the risk of dam-
age. Given the potentially high stakes from a failure of 
the system to limit banks’ risk to the fund, Kane (1995)
argues that it would be desirable to monitor the condition
of the FDIC. He contends that information about the
FDIC’s condition would help taxpayers assess their expo-
sure as well as assist labor markets in evaluating the per-
formance of top government officials. In particular, Kane
recommends implementing some mechanism that would
encourage production and dissemination of private infor-
mation about the performance of the deposit insurer. He
argues that “the trick would be to make sure that pro-
jected cash flows respond to loss exposures occasioned by
inadequacies in federal loss-control and pricing policies”
(1995, 454). However, while his specific proposals would
produce direct information on individual banks or sub-
sets of banks, they would produce only indirect informa-
tion on the fund per se. These proposals are essentially
substitutes for FDICIA’s approach to dealing with individ-
ual bank risk and do not constitute backups.17 The pro-
posal that follows is a low-cost backup system.

A Plan for a Low-Cost Backup System

The plan outlined here calls upon the deposit insur-
er to issue capital notes as a mechanism for signal-
ing taxpayers about the riskiness of the deposit

insurance fund. Subsequent discussion explains the rea-
son for the plan’s structure, shows how the plan will meet
its goals, and analyzes some potential problems.

1. The FDIC’s insurance fund would issue coupon notes
that pay interest and principal except in circum-
stances stipulated below. These notes would vary in
maturity from one to five years. New note issues
would occur at least semiannually.

2. Interest payments would be suspended if the fund
received a loan from the government to finance the
resolution of failing banks. If such a suspension
occurred then insurance premiums would automati-
cally increase to a historically high level (such as a
minimum premium of $0.25 per $100 of deposits). 

3. The capital notes’ right to interest (future and
cumulative unpaid interest from prior periods)
would be terminated when the fund reaches zero,
and any source of funds other than depository insur-
ance premiums would be appropriated by Congress
to absorb deposit insurance losses.

4. The quantity of capital notes would be determined
by the FDIC, based on the goal of maximizing the
information content of the notes about the health of
the insurance fund. Depositories, their affiliates,
and the accounts they manage for other parties
(such as trust accounts and mutual funds) would
not be permitted to hold the notes as an investment.

Small inventories of the notes for securities affili-
ates that act as market makers would be permitted.

5. Every time the FDIC issued new notes it would
report on the status of the fund and the risks facing
the banking system. The report would also contain
an estimate of the distribution of potential losses to
the insurance fund (under at least three sets of eco-
nomic assumptions) and a description of the meth-
ods used to estimate losses. Further, if the yield to
maturity at the time of issue of a note exceeded that
of comparable maturity investment-grade securities,
then three reports would be required.18 First, the
FDIC would be obligated to report to Congress on the
risk that the insurance fund would become inade-
quate, on any steps the agency planned on taking to
reduce the risk, and on any additional legislation
that would be helpful in reducing the risk to the
insurance fund. Second, the Secretary of the
Treasury would be required to report on the budget
implications of the risk to the fund. Finally, the
General Accounting Office (GAO) would be required
to review the problems, regulatory responses, and
any appropriate congressional responses.

6. Part of the pension plan provided for the FDIC direc-
tors would be invested in capital notes while the
directors were in office; for example, one-quarter of
a director’s contribution to the pension fund during
his or her term would be automatically invested in
the notes. A director would be able to sell the notes
over some time period after retiring from office.19 In
order to reduce the exposure to banks not directly
under its regulation, the FDIC would have the
authority to examine any insured bank at its sole dis-
cretion.

7. The proceeds from the capital note issue would go to
repaying FICO bonds.20 The premiums levied on
banks to pay the interest and principal on FICO
bonds would be proportionately reduced.
The plan outlined here relies on signals from market

pricing to indicate when the insurance fund is likely to be
under stress. The reason for requiring the FDIC to return
to the financial markets at least every six months to issue
new securities is that an issue of long-term capital notes
could have an illiquid secondary market so that signals
obtained from note prices could contain considerable
noise. The provision forcing the FDIC to sell notes regu-
larly gives the financial markets a periodic opportunity to
provide information about the quality of the insurance
fund.

Notes are issued at several maturities to provide a
time profile of the risks facing the insurance fund. For
example, suppose investors thought banks were taking
excessive risks but believed these risks would not become
apparent until the next recession. In this case, notes
maturing in one year may show very little, if any, risk pre-
mium, but notes maturing in five years would trade at



17. Kane discusses two specific alternatives: “marketing cash flows from uninsured funding instruments [for example, subordi-
nated debt] or FDIC coinsurance agreements” (1995, 454). These alternatives would provide information about the perfor-
mance of the various individual banks or groups of banks that constitute the portfolio of exposures facing the deposit insurer.
As such, they would require changes in the way losses are currently distributed when a bank fails and might entail changes
in the way the closure decision itself is made.

18. This provision could be strengthened by including a stipulation that would automatically increase deposit insurance premi-
ums when capital note rates exceeded those of investment grade notes. An increase in insurance premiums might not be the
most efficient way to reduce the risk that taxpayer funds would be used to resolve bank failures. However, the prospect of high-
er premiums could help regulators and banks reach a consensus on which measures (such as higher capital requirements or
implementation of least-costly resolution) would best reduce risk to the fund.

19. For example, the directors could sell the notes evenly over a four-year period, with 25 percent of the notes eligible for sale after
one year, 50 percent eligible after two years, 75 percent after three years, and the entire investment eligible after four years.

20. Alternatively, the funds could be used to bolster the insurance fund if the plan were adopted in a country other than the United
States. 

21. The FDIC currently has the authority to borrow from the U.S. Treasury, but the insurance fund is obligated to repay the loans.
A congressional appropriation is required for the FDIC to obtain funds from the Treasury that the insurance fund would not
be obligated to repay.

22. For example, suppose the fund had $20 billion in assets and faced immediate liquidity needs from the failure of some deposi-
tories of $40 billion but would also acquire a claim on the failed institutions’ assets with a current market value of $35 billion.
In this case the fund might need a loan of approximately $20 billion to resolve the depositories, but, after selling off the assets
the fund should have approximately $15 billion.

23. The use of the regulators’ pension fund as a mechanism for generating financial accountability follows a recommendation by
Kane (1996).

24. The claim that failures in the financial sector could spill over with adverse consequences for the real economy is controversial.
For example, Benston (1995) and Kaufman (1996) argue that deposit insurance is not needed to protect against systemic risk.
The link between FDIC directors’ compensation and note values could be strengthened if one did not believe such a spillover is
possible.
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substantially higher yields than comparable Treasury
securities, reflecting concerns about future losses.

Not only would requiring the FDIC to provide an
evaluation of the fund’s status with each new issue help
noteholders and independent analysts in assessing the
adequacy of the fund; it would also provide a way to
review the regulatory agencies’ outlook on the current
condition of the banking system and suggest how they
might handle problem banks.

The capital notes are intended to measure the insur-
ance fund’s solvency, but payment of interest on the notes
would be suspended if the fund had to turn to the
Treasury to obtain sufficient liquidity.21 Suspension of
interest payments is designed to ensure that solvency
problems are not hidden by the FDIC under the pretense
that the only issue is the liquidity of the fund. The
Treasury, as supplier of these funds, should charge inter-
est for providing the required liquidity. However, capital
noteholders would retain their claim to future interest in
this case so long as Congress did not appropriate taxpay-
er funds to cover failed banks’ losses.22

Stipulating that directors of the FDIC invest in the
capital notes would give them an added incentive to follow
market signals.23 The optimal amount of investment for
directors would balance their incentive to protect the tax-
payers from deposit insurance losses with not giving them
such a stake that they would avoid using the fund when
failure to do so would have adverse consequences for the
overall economy.24 This part of the proposal would expose
the directors of the FDIC to the risk of loss and thereby

reduce the expected value of their compensation. This
reduction should be offset with higher salary or benefits
unless some evidence indicates that FDIC directors are
currently overcompensated.

How the Proposal Would Reduce Taxpayers’ Risk

A key concern in issuing capital notes is whether
they would actually reduce the risk that the
deposit insurance fund would require taxpayer

support. Three aspects of this question will be considered
in the following discussion: First, how would the notes
contribute to better decisions by the regulatory agencies?
Second, how would the notes increase the probability
that Congress would take appropriate oversight actions if
the need arose? Finally, what limitations might adversely
impact the informativeness of the pricing signal?

Capital Notes and the Regulatory Agencies. Because
the capital note plan lacks a mechanism to compel
changes at the regulatory agencies, to what extent would
the plan, in practice, change regulators’ actions? If regu-
lators always use their discretion in a manner contrary to
the interests of taxpayers, then a plan that fails to force
changes in regulators’ behavior cannot help protect the
taxpayers. However, existing theory does not indicate
that regulatory agencies must always act contrary to tax-
payers’ interests; theory merely states that conflicting
incentives will sometimes produce suboptimal results.
Regulators’ preferred policies will in many cases be opti-
mal, especially if timely information allows them to pre-
vent a problem from occurring. In other cases, while the
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personal benefit of pursuing a suboptimal strategy will
dominate under the current incentive system, it will be
less likely to dominate under some other incentive struc-
tures. Capital notes are likely to influence regulatory
actions both by providing the agencies with additional
information and by changing their incentives.

Risk premiums on the notes would serve as signal
about a number of different problems that could be
addressed by the regulatory agencies.25 An increase in
risk premiums (a decrease in note prices) could be a sig-
nal that the riskiness of the banking system has
increased. For example, changes in regulation or tech-
nology could allow banks to expand their product offer-
ings into riskier financial activities. In this case
regulators could seek to insulate the fund more effective-

ly from the addition-
al risk, or they could
limit banks’ ability to
take the additional
risk. The risk premi-
um might also in-
crease in response to
a reduction in the
market’s confidence
that the FDIC would
follow least costly
resolution. In this
case, the regulatory
agencies might wish
to review the feasibil-
ity of their strategies
to implement least

costly resolution and then better advertise their plans to
financial markets. A third possibility is that deposit insur-
ance premiums or the insurance fund have become inad-
equate in relation to the level of risks facing banks. In
this case, the FDIC could choose to increase its insurance
premiums or, if the fund has reached its maximum per-
missible level (as has recently been the case), could seek
permission from Congress to increase the fund’s size.

Admittedly, these market signals to the regulatory
agencies about problems facing the fund are unlikely to
alert regulators to completely unrecognized problems.
However, an increase in the risk premium would provide
independent information about the severity of a threat to
the insurance fund. This independent information could
be useful both for setting priorities within the regulatory
agencies and for helping to overcome political opposition
to measures the regulators deem necessary to protect the
fund.

The plan changes the FDIC directors’ incentives to
engage in forbearance in several ways. First, the propos-
al imposes costs on regulators while they are in office,
especially FDIC administrators, by requiring reports from
the FDIC and an examination by the GAO if the yield on
notes exceeds that of comparable maturity investment-

grade securities. Few administrators like to be forced to
discuss publicly possible problems that are occurring on
their watch, and even fewer would want the GAO to 
second-guess their past policies and their plans for future
action.

Second, senior regulators, including FDIC directors,
could not expect to be able to hide their mistakes until
either they had found new employment, leaving their suc-
cessors to clean up the problem, or banks had become
healthy as a result of taking large gambles. The price or
rate on capital notes would serve as a clear signal to
Congress and potential employers of significant problems
facing the insurance fund while the regulators were still
in office, as suggested by Kane (1995). Thus, senior regu-
lators who engaged in forbearance could not count on
leaving their regulatory agency with their good reputa-
tions intact.

Third, requiring directors of the FDIC to own capital
notes would put part of their own wealth at risk if the
FDIC engaged in forbearance. As noted above, the
amount of notes held by the FDIC’s directors might be
restricted to serve the social goal of not excessively dis-
couraging the FDIC from invoking the systemic risk
exception in severe cases, even if that action bankrupts
the fund. Another limitation of this advantage is that the
FDIC shares regulatory responsibility over banks with the
OCC and the Federal Reserve. The FDIC has the uncon-
ditional right to enter any bank it insures and is thus
able to protect the fund from forbearance by these other
agencies.

Further, the proposal creates subtle changes in reg-
ulators’ incentives to deal with emerging problems before
they threaten to impose significant losses on the fund.
The potential cost to regulators if notes should start trad-
ing at a substantially lower level becomes an incentive to
prevent note prices from falling. One way regulators
might address this incentive would be to deal more
aggressively with potential threats to the insurance fund
before economic losses occur. They might also try to
reduce the risk premiums on the notes by assuaging mar-
ket uncertainty about the state of the fund with more
information. This impetus to disseminate information
would be reinforced by the requirement that the FDIC
report on the state of the insurance fund each time it
issues new notes. The process of providing additional
information will further encourage timely action by regu-
lators: not only will it force them to recognize potential
threats at an earlier stage, but it will also help Congress
and taxpayers to monitor the regulatory process.

Capital Notes and Congress. Issuing capital notes
would give voters and their representatives a clear signal
about the health of the deposit insurance fund. Banks in
weak financial condition have a strong incentive to pro-
duce accounting numbers that give a misleading impres-
sion of good health. Bank auditors have mixed incentives
but they are hired by the banks, so they have a strong

The capital note proposal
would prompt investors to
scrutinize the underlying
economic realities facing
the fund and ignore disin-
formation proffered by
those with a stake in a
misinformed public.
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motivation to approve the rosiest picture possible of
opaque financial information as long as the analysis is
consistent with the legal standards for auditors’ perfor-
mance. The three federal bank regulatory agencies also
face conflicting incentives, but experience around the
world shows that when serious financial problems arise,
regulators often look for ways to defer taking action. In
contrast, this capital note proposal would prompt
investors to scrutinize the underlying economic realities
facing the fund and ignore disinformation proffered by
those with a stake in a misinformed public. Potential
investors in the notes stand to suffer substantial losses if
they underestimate the likelihood that payments will be
deferred or eliminated. Thus, the price or rates set on
these notes could serve as a more accurate signal about
the true condition of the fund than reports from banking
and regulatory systems might provide.

The capital note proposal would encourage timely
oversight and legislation by Congress because it would
lower the cost of obtaining information and thus reduce
congressional members’ incentive to remain uninformed
(or underinformed) about the state of the deposit insur-
ance fund. Members may choose to remain underin-
formed if obtaining information about the true condition
of the fund is costly and the likely political benefit from
obtaining the information is small.26 Capital notes could
serve as a low-cost warning signal that would allow legis-
lators to focus attention on the fund primarily during
periods when gains from legislative changes would be the
largest. The benefits to Congress from note price signal-
ing are reinforced by the stipulation that would require
mandatory reports by the FDIC, the Treasury, and the
GAO should the notes be issued at rates exceeding those
of comparable investment-grade securities.

Congressional members’ incentives to monitor the
condition of the deposit insurance fund is affected by the
capital note plan in two ways. First, by reducing the cost
of recognizing when the fund poses a threat to the tax-
payers, the proposal makes it harder for legislators to
plausibly deny their responsibility to take action to
reduce the threat. The rates charged on capital notes
send a signal that may be more easily understood by the
electorate than the conflicting testimony of “experts.” In
this way the rates may be used in political campaigns by
challengers to bolster their chances of defeating mem-
bers who shirk their obligations to taxpayers.

Second, capital noteholders could also provide a
political counterweight to lobbying depositories. In the

early stage of a threat to the insurance fund, noteholders
would have an incentive to lobby for more aggressive reg-
ulatory action to preserve the value of their claims. While
appealing in principle, this advantage of the plan is only
of second-order importance because banks would proba-
bly retain greater political clout and, if the insurance
fund becomes sufficiently weak, noteholders’ primary aim
becomes persuading Congress to bail them out along with
the fund.

The Pricing of Capital Notes. All of the arguments
for the advantages of the capital note proposal depend on
the prices of the notes sending a clear signal about the
condition of the fund. But both the FDIC and Congress
could take steps that would reduce the information con-
tent in the notes’ prices. The FDIC could mislead capital
noteholders by withholding information to prevent the
notes from signaling most potential problems. This sce-
nario is unlikely, however. Regulators collect and publish
a substantial volume of data on banks’ financial condition,
and most of the banking system’s assets are in publicly
traded banks that are already closely watched by stock
analysts. Further, bond rating agencies currently evaluate
the credit quality of many bank debt issues, including
those of virtually all of the very large banking organiza-
tions, and this knowledge could be applied to rating notes
issued by the bank insurer. Thus, the FDIC would have a
very difficult time concealing unrealized losses to the
banking system that would threaten the fund’s solvency.27

A more serious threat to the effectiveness of the plan
is the potential for Congress to bail out the capital note-
holders along with the deposit insurance fund. There is
no way to prevent noteholders from petitioning for a
bailout or to bind the hands of future Congresses.
However, capital noteholders are being paid specifically
to accept the risk that the FDIC fund could become
impaired, and, in general, these noteholders would be
capable of bearing that risk. Thus, as a group, the capital
noteholders would not have a strong case for a bailout.
Even given the potential for a bailout of noteholders, the
price of the notes would remain depressed until the
bailout became a certainty, so prices could still be used as
a signal that problems remained. The primary limitation
of such signals would be in interpreting changes in capi-
tal note prices and rates when the value of deposit insur-
ance claims has a substantial probability of exceeding the
fund’s assets. These changes could reflect variations both
in the fundamental condition of the fund and in the prob-
ability of a bailout.

25. For a survey of the evidence that various market signals contain information about banks’ financial condition, see Gilbert
(1990) as well as a more recent study by Flannery and Sorescu (1996). For a contrary opinion, see Simons and Cross (1991)
and Randall (1993).

26. For example, in those states where no congressional action is appropriate, the political benefit of obtaining additional infor-
mation about the state of the fund may be close to zero.

27. An example (perhaps the only example) of such a deception would be a large bank taking very substantial losses from undis-
closed fraud or unauthorized risk taking that was recognized by the examiners but not the bank’s auditors.
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Potential Disadvantages of 
the Capital Note Proposal

Probably the biggest disadvantage of the plan out-
lined here is that the FDIC would bear a continuing
responsibility to pay interest on the capital notes,

implying a need for higher deposit insurance premiums
for depositories. However, even if higher premiums were
a pure loss to depositories, it could be argued that the
gains to taxpayers from better regulatory decisions and
improved congressional oversight would exceed the loss
if banks passed the higher premiums to their customers.
Moreover, the net cost to depositories from the issuance
of capital notes is likely to be small. The proceeds from
the note issue would go to pay down the FICO note issue
and reduce insurance premiums on those notes. What
cost, if any, the plan would impose on banks depends on
the amount and timing of lower insurance premiums
stemming from reduced FICO obligations, the amount
and timing of payments by the capital notes, and the dis-
count rate applied to those future payments (which
should reflect banks’ marginal cost of funds). (Rates like-
ly to be paid on capital notes are discussed in Box 2.) 

Another possible disadvantage of the capital note
plan, it might be argued, is that if the notes indicated a
high degree of risk to the deposit insurance fund, the
public’s confidence in the deposit insurance fund could
erode, thereby precipitating a systemic problem.
However, the FDIC has a $30 billion line of credit at the
U.S. Treasury, and Congress may appropriate additional
funds as a loan or as a grant to resolve failed banks; thus,
plunging capital note values would not necessarily indi-
cate that the insurance fund would be unable to honor its
obligations to insured depositors. Any public mispercep-
tion that the note values measure the fund’s ability to
honor its claims could be corrected, providing a low-cost
solution to the problem. The capital notes are a only sig-
nal about whether the insurance fund is likely to need
government help, not an indication of its ability to pay off
insured depositors.

Conclusion

Bank regulators and deposit insurers around the
world have repeatedly failed to resolve foundering
depositories in a timely manner. In the United

States the risk that a financial breakdown could lead to a
taxpayer bailout of the deposit insurance fund has been
cited to justify current regulatory controls and the impo-
sition of inefficient taxes for social welfare purposes.
Despite some regulatory changes in the 1990s to protect
taxpayers from future debacles, however, widespread fail-
ures could still expose taxpayers to losses. 

The proposal outlined in this article provides a way
to monitor the deposit insurance fund—through capital
notes issued by the FDIC—that would better serve the
interests of both taxpayers and banks. Because the inter-
est paid on capital notes would be suspended if the fund
required a loan from the Treasury or eliminated if tax-
payer funds were contributed to offset deposit insurance
losses, noteholders would have more incentive to take
action should the risk of loss to the taxpayers become
substantial. Capital notes would provide taxpayers and
their congressional representatives clear signals about
the health of the fund and would change the incentive
structure facing senior regulators.

Banks should benefit under the capital note propos-
al because the receipts from issuing the notes could be
used to reduce banks’ insurance payment obligations. In
addition, by relieving some of the concerns policymakers
have about the insurance fund, the capital note plan
could lead to a more deregulated environment for banks. 

Finally, both regulators and Congress may profit
from a better method for assessing the status of the
insurance fund as they struggle to cope with safety and
soundness questions arising from the integration of the
banking industry with other finance-related industries.
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The capital notes proposed in this article are intended to

be an effective, low-cost signal of the condition of the

FDIC fund. Potential investors in capital notes, however, are

concerned about more than the risk that the FDIC will have

insufficient funds to honor its promises to the noteholders.

Investors will demand that the note’s pricing reflect the cur-

rent value of the default-free term structure. Investors will

also demand compensation for risks other than economic

default, such as the possibility that notes could become illiq-

uid or the risk that payments could be suspended or termi-

nated for political reasons rather than because of the FDIC’s

inability to make timely payments. If the notes are to be an

effective signal of the state of the FDIC fund, analysts need

to be able to filter out most of the changes in the status of

the fund from other reasons for rate changes. Further, if the

notes are to be low-cost signals, then the nondefault risk

premiums attached to the notes should be small.

No one can say with certainty exactly how the notes will

be priced because they currently do not exist. However, vari-

eties of notes already in the market, such as municipal rev-

enue notes and bonds as well as corporate notes and bonds,

share many of the same characteristics as capital notes. This

box compares the features of capital notes with those of

other types of debt securities to obtain a rough estimate of

likely prices if capital notes were to be issued.

Determinants of the Prices of Capital Notes
The rate on capital notes may be reasonably approxi-

mated by the following function:

Rate on notes = f{default-free term structure, tax status,

default risk premium, premium for the risk

of interest deferral, information cost pre-

mium, liquidity premium, risk of political

interference}.

Default-Free Term Structure. The default-free term

structure represents the payment to investors for deferring

consumption; it is an important element in the pricing of all

fixed-income securities. The default-free term structure for

obligations denominated in U.S. dollars is usually approxi-

mated by the term structure of U.S. Treasury securities.

Capital notes and corporate notes of the same default risk

would be expected to respond in a similar fashion to move-

ments in Treasury securities. Municipal revenue notes also

respond to movements in the Treasury rate, but their rate

movements are dampened because they are not subject to

federal taxation.

Tax Status. Income from ordinary corporate notes and

capital notes is subject to federal income tax. However,

interest on municipal notes, which are obligations of state

and local governments, are not subject to federal tax. This

tax break allows municipal notes to trade at lower yields,

imuni, than otherwise identical corporate notes and capital

notes, itax. The formula for determining the lower yield is

imuni = itax(1 – t),

where t is the federal income tax rate of the marginal

investor. 

Default Risk Premium. Municipal revenue debt issues,

corporate debt issues, and capital notes are all subject to

default risk, and numerous studies show that this risk is

priced in the debt markets.1 Municipal revenue securities are

used to finance a specific project and are backed solely by the

revenue from that project. The debt issues are expected to

default if the revenues are insufficient to repay the notehold-

ers. Corporate debt is typically backed by the cash flow of the

entire corporation, but these cash flows must pay the firm’s

operating costs and its other debt issues. Corporate notes will

default if the firm’s cash flow is insufficient.

One difference among the three types of debt obliga-

tions is the potential for noteholders to hedge changes in

credit risk. In theory, a corporate debtholder could perfectly

hedge her exposure to changes in a firm’s credit risk by tak-

ing a short position in the firm’s stock. In practice such a

hedge is unlikely to be perfect for a variety of reasons; for

example, payments to the noteholders may depend on the

decisions of a bankruptcy court (especially if the firm has

multiple classes of debt outstanding), or the market value of

the firm’s assets may be subject to discontinuous move-

ments. Nevertheless, a large fraction of the risk could be

hedged by taking appropriate short positions in the firm’s

stock.

1. For example, Altman (1989) shows that bond ratings are generally negatively correlated with default probabilities and yields.

B O X  2

A Rough Calculation of the 
Likely Interest Rate on Capital Notes



26 Federal Reserve Bank of Atlanta E C O N O M I C  R E V I E W  First Quarter 1997

The default risk on capital notes depends on the magni-

tude of losses to the deposit insurer and on the insurer’s abil-

ity to recover those losses via higher premiums, both of which

in turn depend on the performance of a portfolio of banks.

Not all banks have publicly traded stock, but the FDIC’s

biggest exposures are concentrated in banks with traded

stocks. Thus, investors could hedge a significant portion of

the default risk on capital notes. However, the fraction of risk

covered by such a hedge would almost certainly be less than

that for a typical corporate note of comparable risk.

Most municipal projects tend to be specialized with a

high degree of idiosyncratic risk. Some revenue bonds and

notes, such as those associated with hospitals or power facil-

ities, may be somewhat correlated with the stocks of firms in

the same industry, but other revenue debt issues (such as

those associated with toll roads and university dormitories)

may have few, if any, natural hedges. In general, the propor-

tion of municipal revenue note default risk that can be

hedged is likely to be substantially lower than either corpo-

rate notes or capital notes.

Risk of Deferral of Interest Payments. Even if

investors ultimately receive full payment of interest and

principal, these payments may be delayed if the issuer is in

financial distress. The capital note proposal provides for a

suspension of payments if the FDIC obtains a loan from the

Treasury. Payments on a corporate note may be suspended if

the firm enters bankruptcy proceedings. The bankruptcy

court will typically place a stay on payments to the firm’s

noteholders, at least until either an acceptable restructur-

ing plan has been approved by the court or the firm is liqui-

dated. Municipal revenue note payments are also subject to

holds if the project enters bankruptcy.

Information Cost Premium. Investors rarely, if ever,

know the true probability of default on a debt security.

Instead, they form their best estimate based on publicly

available information and on the private information they

collect. Each investor then determines the risk premium

required to cover her private individual estimate of default.

If the investor believes that other market participants (the

issuer or other investors) have superior information, then

she will demand a premium to cover the risk that she is

being sold an overpriced security. If the competition among

unaffiliated investors to produce information helps in accu-

rately pricing debt obligations, those investors that have

superior information will, at least in the long run, be the

marginal buyers of an issue. However, the possibility that the

issuer is acting on superior information may make prices

less accurate measures of actual default risk. Issuers with

superior information may sell notes when debt markets over-

value them and defer selling notes when the market under-

values the securities. Investors recognize that issuers are

likely to have superior information and will demand higher

prices if they believe issuers are using their information

advantage to sell overvalued notes.

Corporate debt issuers have an incentive to issue over-

priced notes because mispricing gains accrue to the share-

holders. Furthermore, these issuers often have some

discretion in the timing of their issues that would permit

them to exploit mispricings. However, the value of most new

corporate bonds and notes is relatively insensitive to inside

information because the notes involve very low risk. Hence,

the maximum possible mispricing gains are usually small.2

Municipal project managers may also gain some operational

flexibility by issuing mispriced debt issues that have too low

a promised interest payment given their risk; hence, they

have some incentive to time their issues to coincide with

market mispricings. However, the incentive for municipal

projects to issue mispriced notes is likely to be lower since

the persons responsible for the issue are in a weaker posi-

tion to capture part of the mispricing gains. Further, munic-

ipal projects often require some legislative approval, a

stipulation that could sharply reduce the managers’ scope

for timing an issue. Investors in capital notes, by contrast,

should have minimal concern about the FDIC manipulating

the timing of its note issues, given that the proposal leaves

little discretion about timing. The FDIC may have some dis-

cretion over the amount of each issue, but the directors of

the FDIC have very little ability to capture any rents associ-

ated with mispriced notes. 

Liquidity Premium. An important component of note

pricing is investors’ beliefs about their ability to sell the

notes in the secondary market at a price that fairly approxi-

mates the notes’ true value. While some investors buy notes

with an intention of holding them until maturity, others plan

on selling their holdings before the note matures. Further,

even those investors that plan on holding notes until matu-

rity will place positive value on the option of being able to

sell their holdings before they mature. Thus, if two notes dif-

fer by only their expected liquidity in the secondary market,

the note that promises a more active secondary market will

require lower yield.

Notes and bonds tend to have far less active secondary

markets than comparable stock issues, in large part because

many investors follow a “buy and hold” strategy. The lack of

a secondary market may be less important in short-term

issues than in the longer ten- to thirty-year bonds. Shorter

B O X  2  ( C O N T I N U E D )
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maturity issues, such as with capital notes, allow “buy and

hold” investors who want to cash out of the notes to receive

their investment back from the issuer on a shorter time

scale. Thus, the liquidity of capital notes is likely to be less

important to their pricing than the liquidity of longer term

securities would be.

When financial economists are analyzing the pricing of

various bonds, a common proxy for the probable depth of the

secondary market for a bond is its issue size. Corporate

issues generally range from tens of millions of dollars to over

$1 billion (in rare cases involving longer-term bonds), with

larger corporations often issuing amounts exceeding $100

million. The size of some municipal revenue bonds exceeds

$100 million, but many revenue bonds have a par value

under $10 million.3 The amount of capital notes to be issued

will be determined by the FDIC, in large part based on liq-

uidity considerations. The ability to issue up to $8 billion will

give the FDIC considerable flexibility; for example, if the

agency issued the full $8 billion, sold notes every six months

with each sale consisting of five issues maturing annually

over the next five years, then each issue could be over $250

million.4 Thus, based on the issue’s size, the liquidity premi-

um on capital notes may not be any larger than on compara-

ble corporate or revenue notes (after tax adjustment).

Risks about the Amount and Timing of Payments. In

most cases, payments received by noteholders fairly reflect

borrowers’ ability to make full and timely payments in accor-

dance with their debt contract. However, under certain cir-

cumstances, noteholders may not receive full and timely

payments even though the note issuer has the economic

capacity to make the payments. Conversely, in rare cases

noteholders may receive larger and more timely payments

than the economic capacity of the issuer would permit.

Investors will demand a risk premium to cover the potential

that the issuer will default for reasons other than economic

capacity, and they will accept a lower rate to the extent that

they anticipate a bailout should the note issuer become

unable to pay. Both types of distortions will reduce analysts’

ability to use note rates to identify the changes in a note

issuer’s economic ability to pay.

Corporate notes have limited exposure to both distor-

tions. Corporations have used bankruptcy proceedings to

avoid honoring burdensome obligations (usually labor con-

tracts or obligations arising from civil suits). Corporations

also have a very small possibility of receiving a government

(national or local) bailout if the political authorities are

unwilling to accept the consequences of a bailout. However,

the main source of distortion may be unpredictable devia-

tions from the absolute priority rule in bankruptcy proceed-

ings. Corporate obligations typically provide for varying

degrees of seniority if the firm should fail, but this seniority

is often not followed strictly; for example, equityholders may

receive a payment even though the junior creditors are not

fully repaid.5 Some deviations from absolute priority are

likely to be anticipated ex ante by noteholders, but certain

classes of creditors may receive unexpected gains or losses

due to unexpected deviations from absolute priority.

Municipal revenue bonds and notes may also suffer

from both types of distortions. Local political authorities

may change the ground rules that govern a project’s opera-

tion in a way that reduces the revenues (for example, by

allowing more competition) or increases the expenses asso-

ciated with a project. Conversely, they may bail the project

out by using other sources of revenue. 

Capital notes are subject to both possible risks. The

FDIC could suspend payments on the notes by borrowing

from the U.S. Treasury when other resolution methods may

have reduced the FDIC’s outlays for failed bank resolutions.

Similarly, Congress could appropriate taxpayer money to

cover FDIC losses even though the losses could have been

covered by current and future bank insurance premiums.

The one important difference between capital notes

and the other two types of notes is that a suspension of pay-

ments on the other notes may trigger a loss of managerial

control. The bankruptcy court will assume control over the

major decisions made by a corporation or municipal project

in bankruptcy, and the owners and managers of a corpora-

tion may lose total control of the firm in bankruptcy pro-

ceedings. Hence, the managers of corporations and

municipal projects face potentially large costs if they enter

2. See Smith (1986) for a survey of empirical studies of corporate security issuance.
3. In a study of municipal general obligation bonds, Kidwell, Koch, and Stock (1987) examine the reoffering yield on bonds issued

between 1978 and 1980. They find that the reoffering yield on issues of less than $15 million is influenced by state-specific factors but
that larger issues seemed to be sold into a national market.

4. The total number of issues outstanding at any given time would be thirty. At any given time five issues would mature in six months,
five issues in one year, four issues in one and a half years, four issues in two years, three issues in two and a half years, three issues in
three years, two issues in three and a half years, two issues in four years, one issue in four and a half years, and one issue in five years.

5. For a recent analysis of absolute priority rule violations see Longhofer and Carlstrom (1995).



28 Federal Reserve Bank of Atlanta E C O N O M I C  R E V I E W  First Quarter 1997

into bankruptcy to defer, reduce, or eliminate payments to

noteholders. The FDIC loses no control rights over the insur-

ance fund if it borrows from the Treasury or receives a con-

gressional appropriation to cover losses under the capital

notes proposal. If the FDIC did borrow from the Treasury, it

would be subject to some costs, and the automatic increase in

bank insurance premiums would probably generate political

heat for the FDIC; however, these costs are likely to be less

than those faced by corporate and municipal note issuers.

Similarly, Congress may face political opposition to an “unnec-

essary appropriation” of funds to cover FDIC losses. 

Thus, the odds of note payments being adjusted for

noneconomic reasons appears to be greatest for capital

notes. However, these risks would seem less likely to be

priced in to the notes if the FDIC fund appears to be very

strong and shows little probability of default for economic

reasons. If the insurance fund faces minimal resolution costs

relative to its existing fund, then the FDIC and Congress

would have to manufacture a situation that would justify

suspension or termination. However, as the cost of resolving

failures rises relative to the size of the insurance fund, so

does the ability of the FDIC and Congress to justify suspen-

sions and terminations of note payments. If the fund is in

sufficient financial distress, relatively small changes in the

assumptions about liquidity needs and resolution costs may

be sufficient to justify suspension or termination of interest

payments. Thus, if default for noneconomic reasons has any

significant impact on capital note pricing, it is most likely to

be at a point when the probability of the FDIC needing a loan

or congressional appropriation has become significant but

such actions are not yet a certainty. The implication of this

analysis is that if a significant premium is required for these

nondefault risks, it will tend to accentuate the notes’ sensi-

tivity to economic default risks.6

Expected Pricing of Capital Notes
The above analysis suggests that the pricing of capital

notes would probably be similar to that of similar corporate

and municipal revenue notes after adjusting for tax differ-

ences, with comparable default risk ratings. According to

this analysis, corporate notes seemed least subject to vari-

ous nondefault risks. Corporate notes may have slightly

higher risk premiums because of the risk that their issuers

have superior information, but otherwise corporate notes

have equal or lower risk levels (for any given note rating

class). Capital notes may have more political risk than

municipal revenue notes in some cases, but otherwise their

risk premiums would appear to be equal or lower than com-

parably rated revenue notes. Thus, this analysis indicates

that, to a first approximation, capital notes with low default

risk ought to trade at rates somewhere between comparably

rated corporate notes and revenue notes, after adjusting for

their varying tax status.

B O X  2  ( C O N T I N U E D )

6. An offsetting influence would be the potential for a congressional bailout of the capital noteholders. However, the noteholders’ case for
a bailout is weakened by the fact that they are being paid to bear this risk. Further, noteholders’ prospects for a bailout are likely to be
unclear until the need for a congressional appropriation to cover FDIC losses becomes apparent. Thus, if noneconomic risks are sig-
nificant, the risk that noteholders will get less than they deserve will probably dominate when the FDIC fund’s condition first starts to
deteriorate. This situation implies that capital notes will be sending the desired signal while there may still be time to reduce the fund’s
losses. However, changes in the note rate may be a less reliable indicator of the FDIC fund’s condition in the later stages of financial
deterioration when the fund becomes very weak.
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