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ON THEMONEY
How the FDIC could put
an end to too big to fail

Let’s be blunt:
Banking has
devolved into an
unrulymess.

After years of
deregulation, it
has become all but
impossible to re-
regulatemodern
banking. There
was a brief
windowduring

the credit crisis, but that has
passed. Today, profits trump
soundness. Safety and security
are secondary to risk-taking and
speculation.

I have beenwonderingwhat
we, as a democratic nation, are
going to do about this. Arewe
going to rule banks, or are
bankers going to rule us?

Mycuriositygot thebestofme.
To find theanswer, I slippedoff in
my timemachine to thenear
future.While Iwas there, I learned
that (yeah!)wehadended“toobig
to fail,” eliminated taxpayer
liability for reckless speculation,
and freedhedge fundsand
investmentbanks fromonerous
regulations. In short, in the future,
they seemtohave figuredouthow
tomake theentire financial system
saferandmore stable.All this,
basedonasimple rule change from
theFDIC.

I managed to sneak back home
a copy of the letter behind that
fascinating development. That
letter from the office of the
Federal Deposit Insurance
Corp.’s chairman, circa 2015,
follows:

From the FDIC
June3, 2015

Dear Banker,
Thank you for your cooperation in ourmost recent series

of bank stress tests.Wehoped thesewould not be
necessary, but after the credit crises of 2007-08 and the
banking crises of 2014, the FDIC simply had no choice.

The results of these stress tests, especially as applied to
our largest banks, are terribly troubling. Trading losses of
billions of dollars havemade it apparent that nearly every
major depository bank is in a farmore precarious financial
condition than previously believed. It is as ifmany of our
largest banks never fully recovered from the earlier crisis
andnow lack sufficient capital towithstand any further
pressure.

This is especiallyworrisome if the economy takes yet
another turn for theworse or housing begins its third leg
down.

Capital reservesare insufficient tosupport the trillionsof
insureddepositsat thesebanks.Ever since interest rateshit
record lowsandthe10-yearTreasurybondbroke1.5percent,
leveragedspeculationhasbecometheprimarybusinessof the
largestFDIC-insuredbanks.Wehavegraveconcernsabout
thesafetyandsoundnessof these insureddepositories.The
ongoingcollapse inEurope, thewildcurrencyswingsaround
theworld, andthat recent turmoil inChinahaveallmadethe
current stateof financeextremely risky.

Following themost recent bank failures, the reserve
position of the FDICDeposit Insurance Fund (DIF) has
fallen to perilously low levels. This pool of capital is the
backstop for publicmoney deposited in demand accounts
at large and small banks around the nation. Given these
exigent circumstances, the FDIC cannot sit idly bywhile
speculation in derivatives and other complex financial
instruments exhausts theDIF, putting taxpayers’money at
great risk. Nor canwe assumeunlimited liability in
guaranteeing deposits at firmswhere trading in derivatives
is creating additional liabilities to the FDIC (and taxpayers)
that ismeasured in the trillions of dollars.

Therefore, as chairman of the FDIC,with the full support
ofmy board of directors, we have decided upon the changes
in the regulations covering federal deposit insurance:

1. Effectively immediately, we have increased the FDIC
deposit insurance premium for anyU.S. bank that engages
inANY trading of derivatives or underwriting securities or
other investment banking activities by threefold. This
threefold fee increase goes into effect immediately. It
applieswhether these trades are hedges for proprietary
trades or aremade on behalf of clients.

2. Effective in 90 days, we are LOWERING themaximum
insured deposit liability to $100,000 per account for
derivative trading firms. Effective in 180 days, the insured
maximum insured deposit liabilitywill drop to $50,000 per
account.

3. Effective one year from today, onMay 23, 2016, wewill
no longer offer deposit insurance for any firm that engages
in derivative trading or securities underwriting or that
engages in investment banking.

4. Any bankwith fewer than 1,000 depositors or less
than $1 billion in assetsmay apply for a discretionary
waiver of these rules.

Wehave been forced tomake these changes because of
the very real risks that your leveraged derivative trading
has created. One ormore of youmay suffer an enormous
loss, and that poses a risk to theDIF. Our governing statute
requires the FDIC to act in such circumstances.

It is not our position to tell youwhat non-depository
banking activities youmay engage in. Those are business
choices you and your firm are free tomake.However, it is
our position not to engage in foolish insurance
underwriting.Wehave elected to bemore conservative in
riskmanagement aswell as our underwriting assumptions.
Therefore, we cannot guarantee the kinds of risks that your
firms have been undertaking.

This action should delight you. In the recent speeches of
several bankCEOs,many of you have longed for a return to
the days of less regulation and a truer freemarket. Once
you no longer qualify for our insurance due to your other
businesses, youwill be freed up fromall of the onerous
bank reviews and regulations that are part and parcel of
FDIC insurance.

As a bonus, without the intervention of government
guarantees, those of youwho still have depositorswill
finally be able to compete in a free and openmarket.
Without FDIC insurance, your depositorswillmake their
decisions based on your reputation and their assessment of
the safety and security of your operations—andnotUncle
Sam’swillingness to continually bail you out.

You have the FDIC’s bestwishes for success in the future
— just not our insurance.

If you have any further questions, feel free to contactmy
office.

ThomasHoenig
Chairman, Federal Deposit Insurance Corporation

Ritholtz is chief executive of FusionIQ, a quantitative research firm.
He is the author of “Bailout Nation” and runs a finance blog, the Big
Picture. You can follow him on Twitter: @Ritholtz
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In Britain, the audacity of austerity

recession and financial crisis,
PrimeMinister David Cameron
is determined to appear equally
steadfast in his determination
to reduce the deficit and pare
back a government that had
swelled to 50 percent of gross
domestic product under 17 years
of Labor rule.

In economic terms, the
austerity debate here, as in the
United States, has become as
silly as it is stale.

With a relatively high debt
level and credit markets
increasingly wary, Britain
probably had no choice in
2010 but to embark on a
credible program to reduce a
cyclically adjusted structural
deficit that had grown to 6
percent of GDP.

But to argue that this has now
driven the British economy back
into recession is an
unconvincing stretch. Most of
the cuts have yet to take place,
fiscal stimulus this year is still in
excess of 8 percent of GDP and
the Bank of England has
embarked on yet another round
of monetary stimulus. If the
recovery here has stalled, it is
primarily the result of rising
energy prices and the financial
and economic crisis in Europe,
which accounts for 60 percent
of British exports.

One puzzle is that even as the
economic growth, as measured
by GDP, seems to have stalled
and the government begins to
shrink, the private sector has
continued to create jobs. These
include low-end service jobs in
London’s restaurants and
hotels, every one of which
seems to have been filled
almost exclusively with hard-
working and well-spoken
Eastern Europeans; blue-collar
jobs in a manufacturing sector
long since given up for dead;
and — here’s the biggest
surprise — even more new jobs
in a financial sector that
remains the vital engine of an
export-oriented cluster that
includes bankers, insurers,
money managers, lawyers,
consultants, marketers,
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headhunters and even
journalists.

Indeed, there is a suspicion
that at least some of the
downturn here is a statistical
mirage caused by the necessary
adjustment to wages and prices
following the bursting of that
financial bubble. If the
financial sector never really
added as much genuine value
to the economy as was
indicated from all those
inflated salaries and bonuses,
then at least some of the
decline in GDP since then may
merely reflect a healthy
repricing of labor, financial
assets and goods across the
economy rather than a
worrisome loss of output. Low
inflation, slowly rising
employment, little or no growth
in measured productivity,
household incomes and GDP—
these are all consistent with
that story of statistical mirage.

If the government’s
“austerity” program is not the
major culprit in the recent
slowdown, however, it is
becoming equally obvious that
only pride and political pig-
headedness prevent the
Cameron government from
making the badly needed
investments that would help to
alleviate it. That’s not only the
developing consensus among
economists and business
leaders I spoke with, but also
that of the European Union and
the InternationalMonetary
Fund.

Other than Labor Party
politicians, nobody seriously
doubts the wisdom of cutting
back on the number of public
employees or the size of their
pensions, or capping welfare
payments to any household at
themedian income, or bringing
more efficiency to public
education or the public health
service through greater
competition. The idea that these
will be done once the economy
returns to normal growth is a
political fantasy.

But having established its
fiscal and political credibility
with financial markets through
these structural reforms, it

borders on folly for the
government not to cash in on
some of that credibility by
finding a way to combine
private capital with additional
government borrowing to build
amuch-needed new airport for
London near themouth of the
Thames, widen two-lane roads
that now routinely bring traffic
to a standstill and build 3
million desperately needed
housing units in amarket where
prices have been pushed up to
absurd levels by overpaid hedge
fundmanagers and no-growth
local planning commissions.

The argument against these
targeted investments is that
market credibility is a hard-won
prize and that any hint that the
governmentmight be wavering
on its debt-reduction
commitments would jeopardize
it.

“Either you believe in rigor or
you don’t,” said one top British
industry leader.

There are three problems
with this logic.

One is that the government
has already retreated on its
initial plan in lots of small ways,
like last week’s announcement
by George Osborne, the posh
chancellor of the exchequer, that
he had withdrawn his proposal
for higher sales taxes on blue-
collar favorites such as vacation
“caravans” and those hot savory
pastries — known as “pasties” —
sold by street vendors.

Indeed, as Jonathan Portes,
director of the National
Institute of Economic and
Social Research points out,
Osborne has already
abandoned his original
argument that austerity will so
bolster consumer and business
confidence that it will boost
economic growth. His new,
more defensive posture is that
it won’t detract much from
growth.

More to the point, if budget
deficits are what you care about,
the lack of growth turns out to
be an outsize problem given the
structure of government
finance, with its long debt
maturities and heavy reliance
on income and sales taxes.

Deficits aremany timesmore
sensitive to changes in growth
rates than to changes in
government borrowing rates.
For that reason, the government
has already acknowledged—
with no obvious impact on
market confidence— that it will
take two years longer than
projected to reach its deficit
reduction target.

Surely one big reason there
has been no impact is that
attracting capital, it turns out,
is a relative game. Like U.S.
Treasurys, British “gilts” have
been the beneficiaries of
investor flight from Greek,
Spanish, Portuguese, Italian
and Irish bonds, with rates
falling three quarters of a
percentage point over the past
fewmonths. By any reasonable
economic calculation, that
ought to give the Cameron
government the financial
headroom for additional
borrowing and investing as
long as it holds fast to its
structural reforms.

If the economic logic for a
change in policy was not
compelling enough, you’d think
the political logic would be,
particularly given the sharp
drop in the approval rating for
the Cameron government as a
result of the slowdown. But
apparently that’s not the way it
looks through the warped
looking-glass of British politics.
Anything that smacks of a U-
turn on the party’s signature
issuemight be seen as an un-
Thatcher-like sign of weakness,
a blow to the pride and vanity of
the primeminister and his
chancellor, a threat to unity of a
conservative party split between
pragmatists and ideologues, a
victory not for the country or
the economy but for the
opposition party.

Come to think of it, after you
strip away the royal barges and
the horse-drawn carriages, it
looks and sounds just like
American politics.
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PrimeMinister David Cameron is determined to reduce the deficit and pare back government.Where have we heard that before?
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