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LXXVI

«After all, there is an element in the readjustment of our financial system
more important than currency, more important than gold, and that is the
confidence of the people»
– Franklin Delano Roosevelt

Introduction
Confidence is generally an important prerequisite for transactions in the financial
markets. However, the banking sector – especially the deposit-taking part thereof – is particularly reliant on confidence. While there are certainly depositors that
actively seek out the institution offering the highest interest rates, the vast majority
of depositors is guided by one paramount consideration: safety. Depositors seek
certitude that «their» money is safe in a bank; thus, depositor confidence is the
propellant that keeps the deposit-taking business afloat. History shows that a loss
of depositor confidence may constitute a significant – and possibly existential –
threat to the banking system. The quote by Franklin D. Roosevelt on the previous
page highlights the role that confidence plays. Despite the drastic changes in banking and financial markets since the time of Roosevelt’s presidency, the importance
of confidence remains unchanged.

1

The early days of banking demonstrated that crises can occur without notice and
that confidence can waver quickly, fuelling and exacerbating crises. It is in this
context that the United States, as part of a wider reform effort known as the New
Deal, introduced a concept aimed at maintaining depositor confidence even amidst
turmoil – deposit guarantee.

2

Since then, deposit guarantee witnessed significant development. Until the late
1980s and the early 1990s, deposit guarantee was on the fringes of financial regulation; only relatively few jurisdictions opted to implement this type of instrument.
More recently, however, the tides have turned in favour of deposit guarantee; jurisdictions across the globe have adopted the concept for a myriad of reasons,
both intrinsic and extrinsic. Moreover, there has been a trend towards international
standardisation and several international bodies have acknowledged deposit guarantee as an essential building block of a resilient financial safety net.

3

Over 115 jurisdictions around the world have implemented deposit guarantee
schemes.1 This relatively widespread adoption in financial safety nets underlines
the existential role of confidence in banking and the particularity of the banking
industry compared to other key industries in an economy.

4

1

Anginer et al., 2.
1

Introduction

I.

Basic Problem

5

Generally, the emergence of international standards and best practices established
by dedicated standard-setting bodies has transformed the characteristics of national laws on the various aspects of financial regulation in a profound way.

6

Regarding deposit guarantee frameworks, these developments began to gain
traction in the mid-1990s. While international standards and the endeavours of
international (and supranational) bodies certainly helped align deposit guarantee
frameworks across jurisdictions (particularly in transition and emerging economies), several other factors have also shaped these frameworks. A banking system’s roots, developments in times of turbulence, and the overarching approach
to regulation and supervision are key determinants of the design and features of a
jurisdiction’s deposit guarantee scheme and its integration into the wider financial
safety net. The differences and discrepancies between jurisdictions’ schemes are
particularly apparent in their designs, scopes, and mandates.

7

Comparing schemes across jurisdictions through a tabular comparison that focuses on certain design features of a scheme, considering these features isolated from
the above-mentioned determining factors, provides an overview and a prima facie
comparison, as well as a suitable starting point for further examination. However,
in most instances, neglecting the influence of a jurisdiction’s idiosyncrasies results
in the lack of a clear picture of deposit guarantee schemes and the degree of protection they offer, preventing meaningful comparisons – particularly with regard
to the efficacy of the depositor protection offered by a scheme. Consequently, surveys undertaken by international bodies may indicate that a scheme in a particular
jurisdiction is sub-optimal. However, such a verdict is not necessarily tantamount
to a low level of depositor protection, as the efficacy of a scheme depends on many
factors that may be beyond the survey’s scope. Notably, the context in which the
scheme operates, the composition of the jurisdiction’s overall safety net, and the
suitability of the scheme for the requirements imposed by the jurisdiction’s banking system have a significant impact on the evaluation of its efficacy.

8

Incomprehensive examinations and analyses may lead legislators to pass amendments to the deposit guarantee framework that, while making them more compliant with pertinent international standards, may not necessarily be advantageous
to its efficacy. Essentially, such amendments could result in a fallacious sense of
security.

2

II. Purpose of This Thesis

Given the dual role that deposit guarantee plays in the regulatory landscape
(i.e. contributing to a more stable financial system by its mere existence and
protecting depositors in times of turmoil and crisis), such a fallacious sense of
security may be particularly detrimental. Notably, the direct impact that deposit
guarantee schemes have on the lives of millions of depositors – individuals and
companies alike – warrants an assessment of schemes’ strengths and weaknesses
that considers all underlying determinants and idiosyncrasies.

II.

9

Purpose of This Thesis

The main purpose of the present thesis is threefold. First, it shall provide a critical
account of bank deposit guarantee in Switzerland and the United States.2 Specifically, it considers the aforementioned factors (i.e. historical roots, development,
and national idiosyncrasies), allowing for a nuanced assessment of the efficacy of
the examined frameworks in achieving the principal goals of deposit guarantee –
protecting depositors and providing a meaningful contribution to financial stability. While the examination of the two frameworks is primarily guided by these
principal goals, compliance (or non-compliance) with international standards shall
also be addressed.

10

Second, building on the groundwork laid by the above-mentioned critical account
of the two frameworks, this thesis shall emphasise several foundational elements
and building blocks of an efficient deposit guarantee scheme in order to highlight
the often fundamentally different approaches of the two jurisdictions. It shall also
underline that these fundamentally different approaches must not necessarily yield
fundamentally different outcomes, particularly when measured against the paramount goals of deposit guarantee.

11

Third, this thesis shall use its findings to provide a basis for a further development
of the Swiss approach to deposit guarantee. It proposes two distinct sets of policy
recommendations for two development scenarios – a primary scenario that constitutes an «evolutionary» development (i.e. a development based on the current
Swiss framework) and a secondary scenario based on a fundamental overhaul of
the Swiss framework and a significant paradigm shift, constituting a «revolutionary» development. The policy recommendations herein formulated may serve as
both a basis for further academic debate over the future of Switzerland’s deposit

12

2

Hence, this thesis does not consider related fields, such as investor protection.
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guarantee framework as well as a starting point for the development and adoption
of future policies.
13

In essence, this thesis shall improve the understanding of the «tool» of deposit
guarantee generally and, more specifically, of the Swiss approach to deposit guarantee. Moreover, it shall contribute to the debate surrounding this topic on two
levels. It shall contribute to the academic debate by providing a detailed account
and analysis of Switzerland’s deposit guarantee framework against the backdrop
of both the US approach and international standards and to the policy debate by
providing two distinct avenues for the future development of a robust and efficient
deposit guarantee framework that adequately protects depositors and strengthens
financial stability.

III.

Methodology

14

This thesis adopts a broad perspective on deposit guarantee that incorporates not
only the building blocks of a framework, but also its roots, development, and
points of contact with other aspects of banking regulation. Furthermore, the topic
necessitates an in-depth examination of both primary and secondary legal sources
in all examined jurisdictions.

15

The neglect of factors that are not directly linked to deposit guarantee frameworks
but still affect their design and modus operandi has resulted in a research gap.
Moreover, it has contributed to a bias of international bodies in favour of verbatim
compliance with international standards over accomplishment and ability to contribute meaningfully to financial stability and the protection of depositors.

16

Hence, the broad perspective on the subject at hand allows for a holistic approach
to deposit guarantee that is guided by the fundamental objectives of the instrument
and, in turn, for a more balanced and nuanced analysis that considers the varying
efficacy of deposit guarantee schemes across jurisdictions. Furthermore, this holistic approach enables policy debates to be more precisely directed at the shortcomings and weaknesses of existing frameworks and make them more resilient, even
in particularly adverse scenarios. It also ensures that deposit guarantee is considered in the wider context of financial regulation and prevents a transfiguration of
the tool of deposit guarantee as a panacea that can single-handedly avert damage
to depositors and the banking system or mitigate the impact of crises – systemic
crises in particular.

4

III. Methodology

The comparative approach chosen for this thesis, which compares two frameworks that differ fundamentally in structure and design, does more than provide a
broad narrative of deposit guarantee. It also serves to mitigate the nearly unavoidable analytical biases that stem from adherence to dogma and the lack of in-depth
understanding of other approaches, which are commonly reflected in schematic
and tabular comparisons.

1.

17

Jurisdictions Examined

This thesis compares the deposit guarantee framework of Switzerland to that of
the US. Specifically, this thesis considers the US framework applicable to banks
and thrifts and thus deposit guarantee provided by the Federal Deposit Insurance
Corporation (FDIC).3

18

The choice of the US and the FDIC is motivated by the jurisdiction’s fundamentally different approach to deposit guarantee. Whereas Switzerland has modelled
its framework on the basis of steered self-regulation and, in turn, has established
a relatively lean deposit guarantee scheme with a minimal mandate, the US has
organised its deposit guarantee scheme as a government agency with functions
that extend well beyond the mandate of its Swiss counterpart.

19

Moreover, the US was the second jurisdiction in the world to adopt deposit guarantee on a national level, and the FDIC is the oldest scheme in operation today.
Additionally, the US has experienced several banking crises and a large number of
bank failures throughout the FDIC’s existence;4 the Corporation has a rich history
of addressing various types of bank failures.5

20

3

It should be noted that there are two parallel deposit guarantee schemes in the US: the
FDIC and the National Credit Union Administration (NCUA), which protects depositors in credit unions. There was once a third scheme, the Federal Savings and Loan
Insurance Corporation (FSLIC), which was ultimately disbanded. The co-existence
of multiple schemes reflects the intricate nature of the US banking system. The thesis
focusses on the FDIC; in most ways, the findings on the FDIC also apply mutatis
mutandis to the NCUA.

4

Since 1934, the FDIC has dealt with the failure of 4,104 depository institutions. See
FDIC, Bank Failures and Assistance Data.

5

Involving both failures amid a systemic banking crisis and isolated failures stemming
from a myriad of other factors. The FDIC has dealt with failures of minor banks as well
as those of large and interconnected banks.
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Therefore, the US framework not only constitutes a contrast to Switzerland’s approach but also serves to draw inferences about effectively protecting depositors
and contributing to a stable financial system. Furthermore, deposit guarantee in the
US cannot be considered to be a sweeping success story; the framework suffered
from significant flaws in its design and functionality that undermined its role, resulting in existential threats to the FDIC. It is important to closely consider these
weaknesses, both historical and present, to avoid similar pitfalls in Switzerland.

22

While this thesis emphasises the comparison between the Swiss and US approaches, it also considers international standards (which build on the US experience
in certain respects). Simultaneously, this thesis does not disregard the regulation
of deposit guarantee schemes in the European Union and its impact on the Swiss
approach; it considers the pertinent provisions of EU law that have influenced the
Swiss framework. However, this thesis does not provide an exhaustive or in-depth
analysis of the regulation of deposit guarantee schemes in the EU. The ongoing
debate over the creation of a single European Deposit Guarantee Scheme (EDIS)
bears several unknown variables that may significantly affect the EU–Switzerland
comparative analysis, and thus alter the shape of any policy recommendations
formulated on that basis. Given the uncertainty surrounding the EDIS proposal,
this thesis limits itself to policy recommendations aimed at enhancing the efficacy
of the Swiss approach in terms of the two principal goals of deposit guarantee
without aiming for – hypothetical – EU equivalence.

2.
23

Terminology

With regard to the subject at hand and the jurisdictions examined, certain terminological issues must be clarified to provide a basis for the subsequent chapters
of this thesis.
2.1

Deposit Guarantee and Deposit Insurance

24

In the literature and the policy discourse concerning the issue at the heart of this
thesis, the term «deposit insurance» appears as frequently as the term «deposit
guarantee». For instance, EU law consistently uses «deposit guarantee» whereas
US law uses «deposit insurance».

25

This disparity, according to LaBrosse/Singh, stems from two co-existing approaches to depositor protection. Deposit insurance derives from explicit deposit-

6

III. Methodology

protection arrangements that take the form of formalised insurance systems.6
Conversely, deposit guarantee derives from such arrangements on the basis of a
guarantee.7 LaBrosse/Singh further characterise the insurance system as a «North
American model» compared to the «European model», which is based on the latter concept.8 They conclude that, while both share certain similar traits, they differ fundamentally with regard to various other traits – most importantly, funding.
In this particular aspect, they state that the European model has resulted in schemes
that generally lack funding and rely on ex post premia to disburse depositors’
claims. In contrast, the North American model uses differentiated ex ante premia
that induce market discipline and discourage excessive risk-taking.9
Unfortunately, this terminological approach does not reflect reality. Admittedly,
when comparing the historical roots of deposit-protection arrangements on both
sides of the Atlantic, these differences did exist to a certain degree.10 From a contemporary perspective, however, the distinction is untenable; schemes in both the
US and Europe now include features of both approaches. Under EU law, schemes
are required to be predominantly ex ante funded,11 incorporating the funding
mechanism attributed to the insurance system. In contrast, the US incorporates a
guarantee component by reassuring depositors that insured deposits are «backed
by the full faith and credit of the United States».12 Furthermore, the Swiss «deposit
insurance»13 scheme has always been ex post funded, rendering the distinction
untenable for this thesis.

26

This thesis adopts a different, more functional approach to this terminology.
It does not characterise the two terms using specific attributes that may change
(or have already changed) over time. It considers both terms to be congruent in

27

6

LaBrosse/Singh, 19.

7

LaBrosse/Singh, 19.

8

LaBrosse/Singh, 19.

9

LaBrosse/Singh, 19.

10

Other aspects, such as the claim that the «North American model» discourages excessive risk-taking through differentiated ex ante premia, are verifiably incorrect. The
FDIC did, until the 1990s, charge flat-rate premia on all depository institutions, oblivious to risk-taking considerations; the funding mechanism actually encouraged nearfailed institutions to accept excessive risk in a «gamble for resurrection» during the
Savings and Loan Crisis. See infra N 443.

11

See Art. 10 para. 3 of Directive 2014/49/EU.

12

See infra N 629 et seqq.

13

As used by esisuisse, e.g. on its website.
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their purpose and (general) function, and thus views them as mutually interchangeable. Hence, the term «deposit guarantee» shall be used throughout this thesis with
exceptions where it is sensible to use the alternative, such as discussions involving
the US legal framework.
2.2

Banks and Depository Institutions

28

Throughout this thesis, readers shall encounter two terms used for entities partic
ipating in deposit guarantee schemes: the common term «bank» and the perhaps
less-common term «depository institution». To avoid unnecessary confusion,
it should be clarified that both terms – for the purpose of this thesis – are largely
equivalent.

29

The rationale behind the usage of two different terms can be found in the significant structural differences between the banking business in the US and that in
most other jurisdictions (e.g. Switzerland and most of Europe). In Switzerland,
there is only one license available to a corporation wishing to engage in banking.14
As a result, any licensed entity is categorised as a bank, regardless of size, business
model, or ownership structure. Conversely, the US has historically distinguished
between the various types of institutions that Switzerland characterises as banks;
it issues specific licenses for banks, savings and loan associations (also known as
thrifts), and credit unions on both the federal and state level. There has traditionally been even further nuance in the licensing of banks (e.g. commercial banks and
mutual banks).15 The overarching term for all of these entities is «depository institution», as all of them accept deposits from the public (or certain parts thereof).
While the FDIC was initially only responsible for protecting depositors in banks,
the dissolution of FSLIC and the integration of its functions into the FDIC resulted
in the latter being responsible for both banks and thrifts. The statutory language
uses the overarching term as it encompasses both types of institutions that fall
under the FDIC’s purview.
14

Indeed, Swiss law also offers the so-called bank license «light» pursuant to Art. 1b
BankA for institutions wishing to accept public deposits. However, entities operating
with this license are prohibited from investing the public deposits and from paying
interest on these deposits. Hence, institutions pursuant to Art. 1b BankA lack a crucial feature of a bank. The legislator has therefore opted to exclude such institutions
from the regulations pertaining to deposit guarantee, see Art. 1b para. 4 lit. d BankA.
Similarly, fintechs operating in the «sandbox» environment established by Art. 6
para. 2 BankO are not subject to these regulations either.

15

See also DeYoung, 825.
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Based upon this clarification, this thesis adopts the following terminological approach: it shall use the term «bank» to refer to entities subject to deposit guarantee
in the frameworks of Switzerland and the EU as well as when referring to international standards;16 it shall use the term «depository institution» to refer to entities
subject to deposit guarantee in the US framework unless the referenced provisions
or arguments apply solely to entities licensed as banks.

IV.

30

Research Questions

This thesis shall examine the pertinent legal frameworks of Switzerland and the
US with the overarching aim of contributing to the academic and policy debate
over the current state and future of deposit guarantee. It shall do so by furthering
the understanding of the influence that the idiosyncrasies of a particular jurisdiction – which stem from the historical roots of banking regulation, its development,
and the general structure of the banking sector – have on that jurisdiction’s scheme.

31

The importance of deposit guarantee as both an instrument to protect depositors
from financial harm and a tool to strengthen the entire financial system as a beacon
of confidence and resilience in times of turmoil and crisis warrants holistic consideration. This applies to the examination of an individual jurisdiction’s framework
as well as to comparative examinations across jurisdictions.

32

To achieve its purpose, this thesis shall focus on the examination of the following
research questions:

33

– How effective are the frameworks of Switzerland and the United States in
achieving the two paramount objectives of deposit guarantee – providing
meaningful protection to depositors and contributing to a resilient financial
safety net in order to strengthen financial stability?
– Considering the vast differences in the historical roots and developments of the
two frameworks and the fundamentally different approaches to deposit guarantee in these jurisdictions, to what extent do the performance and outcomes of
the approaches actually differ?

16

This is done because «bank» is the generic term in most jurisdictions for entities accepting deposits from the general public. On the differences between the definition of
the term in the EU and the US, see Cranston et al., 23 et seqq. On the general nation
of the term and its changes over time, see Schooner/Taylor, 2 et seq.
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– Based on the conclusions drawn from the preceding questions, how can the
Swiss approach to deposit guarantee be enhanced to provide a higher degree of
depositor protection and financial stability in Switzerland and what are possible avenues and specific measures in this regard?

V.

Structure

34

The holistic approach of this thesis to examining the deposit guarantee frameworks of Switzerland and the US in pursuit of the answers to the above-formulated
research questions requires a multi-faceted discussion of various considerations.
To this end, the remainder of this thesis is subdivided into three parts.

35

The first part of this thesis discusses the basics of deposit guarantee and the foundational design aspects that enable a scheme to effectively fulfil its two primary
functions. It also addresses the role of international endeavours in this field
of study.

36

Chapter 1 explains the rationale behind the adoption of a deposit guarantee framework. In particular, it discusses the vulnerability of depositors relative to other
bank stakeholders and the consequence that depositors – being aware of their vulnerability – tend to err on the side of safety and withdraw their deposits at the
slightest hint of turbulence. The resulting adverse impact on bank liquidity management due to massive deposit outflows on short notice may pressure banks to resort to fire sales to obtain sufficient liquidity or, in worst-case scenarios, may result
in the bank failing, rendering the fear of failure amongst depositors a self-fulfilling
prophecy. A dedicated sub-chapter examines possible remedies, aside from deposit guarantee schemes, to such vicious cycles. It underlines the necessity of deposit
guarantee, as none of the examined alternatives can effectively protect depositors – at least not without prohibitive costs in the long run. Another sub-chapter
emphasises the foundational building blocks and design features of deposit guarantee schemes in the pursuit of their objectives, which facilitates a later comparison between the two jurisdictions examined.

37

Chapter 2 discusses the road to international standards on deposit guarantee. First,
this chapter tracks the developments that resulted in the harmonisation and alignment (to some degree) of deposit guarantee legislation prior to the emergence of
a dedicated standard-setting body. In this regard, it addresses the developments
in Europe marked by EU legislation and its implementation in both EU mem-
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ber states and prospective member states – notably the transition economies in
Central and Eastern Europe. This chapter also goes over the involvement of the
International Monetary Fund (IMF) in the promotion of deposit guarantee and the
resultant standardisation of schemes across jurisdictions that built their framework
with the support of the IMF. Second, this chapter addresses the emergence of the
International Association of Deposit Insurers (IADI) and its «Core Principles for
Effective Deposit Insurance Systems». The central aspect of these core principles
will be underlined to complement the information on scheme foundations in the
preceding chapter. Third, this chapter assesses the role and significance of international standards in the realm of deposit guarantee.
The second part of this thesis conducts an in-depth examination, discussion, and
analysis of the deposit guarantee frameworks in Switzerland and the US in order
to enhance the understanding of their approaches and idiosyncrasies and, in turn,
enable a meaningful comparison between them.

38

Chapter 3 examines the Swiss approach to deposit guarantee, starting with its historical background and development over time. Based on this background, the
Swiss deposit guarantee mechanism de lege lata shall be discussed in detail, highlighting the interplay between the constituent stages of the mechanism as a vital
precondition for an assessment of the efficacy and limitations of the approach.
Next, this chapter discusses proposals that have been made for reform, beginning with the ill-fated comprehensive reform plan formulated in the aftermath of
the Financial Crisis of 2007/2008 that called for a fundamental overhaul of the
mechanism, the departure from previous dogmata in Switzerland’s approach, and
a shift in paradigm regarding key aspects of the mechanism. It also discusses the
currently debated reform proposal, which is of a considerably more tacit nature
and contrasts the two avenues for the mechanism’s future development. Lastly,
to determine the efficacy of the Swiss approach, this chapter assesses the mechanism’s capabilities and limitations regarding the two paramount goals of deposit
guarantee. This analysis is not based solely on the current legal framework; it also
considers the currently discussed reform proposal.

39

Chapter 4 examines the US approach to deposit guarantee with an emphasis on the
FDIC, which is responsible for protecting depositors in banks and thrifts. The examination begins with a discussion of the roots, predecessors, and circumstances
that led to the establishment of the FDIC. This chapter then examines the development of the FDIC over time, highlighting the significant changes made to the
scheme throughout its existence as well as the rationale and circumstances thereof.
It then evaluates the FDIC’s organisation, membership, scope, and funding mech-

40
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anism to gain a better understanding of the refined – yet sometimes complex –
underlying mechanisms and legal provisions that shape the US approach. Next,
this chapter examines the broad mandate of the FDIC, which encompasses the
Corporation’s regulatory functions and its «core functions» of deposit guarantee
provider and receiver for failed institutions, as well as its vast toolbox with respect
to either of the above-mentioned components. However, given the scope of this
thesis, this chapter emphasises the FDIC’s role in protecting depositors and resolving failed institutions. This chapter concludes with an assessment of the efficacy
of the US approach, highlighting its key strengths and potential shortcomings in
terms of financial stability.
41

The third part of this thesis is a direct comparison between the two approaches
against the backdrop of the foundations of deposit guarantee. It provides policy
recommendations for future reform and enhancements to the efficacy of the
Swiss approach.

42

Chapter 5 compares the two approaches with respect to the foundational building
blocks and design features, which were laid out in Chapter 2. Based on the understanding gained through the in-depth examination of the two jurisdictions in the
previous chapters, this chapter highlights the fundamentally different approaches
and evaluates their results. This thesis demonstrates that, despite the approaches having fundamental differences, their results in terms of depositor protection
do not necessarily follow suit.

43

Chapter 6 takes the insights gained in the preceding chapters and offers policy recommendations for the future development of the Swiss approach. It distinguishes
between two general avenues for such development: one that builds on the current
approach, taking the currently discussed reform proposal as a starting point, and
one that includes several paradigm shifts and entails a more substantial (or even
fundamental) overhaul of the current approach. For each of these avenues, this
chapter lays out a set of policy recommendations to address shortcomings, aiming
at a more robust degree of depositor protection in Switzerland and a more substantial role of deposit guarantee in maintaining financial stability.

44

Lastly, this thesis concludes by summarising its findings in light of its overall
purpose and primary research questions and by providing an outlook on the challenges ahead for deposit guarantee frameworks.
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Part I
Foundational Principles and
International Standards

Chapter 1

Rationale and Foundational
Principles

The rationale behind the adoption and implementation of deposit guarantee
schemes stems from the particular role that banks play in the economy. As will
be outlined in Chapter 4, the origins of the concept of deposit guarantee predate
the establishment of the FDIC amid the Great Depression. However, the concept’s
rationale and its foundational principles have remained constant during all those
years despite the fact that its theoretical foundations were established relatively
late when the FDIC had already been in operation for several decades.

I.

The Rationale for the Adoption of a Deposit
Guarantee Scheme

1.

The Particularity of Banks

45

The banking business is distinct from other businesses, as it constitutes the centre
of the economic system. Banks collect short-term deposits and bundle them to of
fer long-term loans to other economic actors. This crucial function is referred to as
maturity transformation.17 Although it is indeed possible for businesses to obtain
direct funding without the intermediation of a bank, this approach requires considerable resources to find the appropriate investor at the right time.18 Moreover, both
the investor and the business searching funding may not easily assess the riskiness
of the respective counterparty. Therefore, bank intermediation offers both actors –
investors and businesses alike – an easier means of achieving their objectives;
it saves resources to be used in a more beneficial way, rendering the entire process
far more economically efficient.

46

Incidentally, maturity transformation is also the source of significant risk to both
banks and depositors.19 If banks channel all funds obtained through deposits into

47

17

Anginer/Demirgüç-Kunt, 2; Cranston et al., 6; Garcia, Bank Deposits, 2. Furthermore, banks play a key role in the transmission of monetary policy; see Alexander/
Dhumale/Eatwell, 242.

18

See also Cranston et al., 6.

19

See also Allen/Carletti/Gu, 32.
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loans, they may be unable to honour their contractual obligation to allow depositors to withdraw money from their accounts due to a liquidity shortage. As a result,
depositors must fear that they may be unable to access their deposits to fund their
own expenditures when necessary. However, this problem rarely arises under normal circumstances, as banks manage their liquidity to ensure predictable deposit
outflows through a process known as fractional reserve banking.

2.

The Vulnerability of Depositors

48

People generally refer to their bank accounts as «my money in the bank», implying – incorrectly – that the relationship between depositor and bank is one of
principal and agent. In reality, once money is deposited in a bank account, it no
longer «belongs» to the depositor. Instead, the depositor has a contractual claim
against the bank, encompassing both the amount initially deposited and any interest accrued, to be reimbursed at a later stage.20

49

While this relationship is inherent in banking and rarely an issue, problems arise in
the event of a bank’s failure. It may surprise depositors that they do not simply get
«their» money back in such an event and that they merely hold a claim against the
failed bank during bankruptcy proceedings. The legislator may afford depositors a
privileged treatment in bankruptcy proceedings;21 in the absence of such privilege,
however, the claims of depositors are generally ranked as unsecured creditors –
alongside various other creditors of the failed bank.22

50

As a result, depositors would need to await the conclusion of potentially lengthy
bankruptcy proceedings to be reimbursed. Even then, however, it is relatively unlikely that depositors would be reimbursed in full, as they would need to share
20

See Emch/Renz/Arpagaus, N 1443 et seqq. on the situation in Switzerland. In the US,
this view was adopted by the US Supreme Court in Marine Bank v. Fulton Bank, 69
U.S. 252 (1864) and in Thompson v. Riggs, 72 U.S. 663 (1866). It was recently upheld
in Shaw v. United States, 137 S. Ct. 462 (2016); see Howe, 927 et seqq. However, the
«bank-as-debtor» logic in the US dates back to English common law and Foley v. Hill
(1848) 2 HLC 27, 1002; see Alexander, Banking Regulation, 166; Campbell et al.,
212 et seq.; Chiu/Wilson, 29 et seq.; Cranston et al., 190 et seq.; Ellinger/Lomnicka/Hare, 119 et seqq.

21

This is the case in both Switzerland and the US. See infra N 205 et seqq. for the situation under Swiss law and infra N 662 for that under US law. For a general discussion
of depositor preference, see Dobler/Moretti/Piris, 25.

22

Kleftouri, Rationale, 302.
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the liquidation proceeds with other creditors on a pari passu basis. Ultimately,
depositors would receive – at best – a pro rata portion of their deposits after the
conclusion of bankruptcy proceedings.
Given the vulnerability of depositors in the event of a bank failure, depositors have
every incentive to withdraw or transfer their deposit before the bank is closed.
When a bank fails, depositors are likely to suffer on two fronts: first, they lose
access to their deposits upon bankruptcy and face severe liquidity restrictions;23
second, they ultimately risk a significant or total loss at the conclusion of bankruptcy proceedings.

3.

51

The Phenomenon of Bank Runs

While deposit outflows are generally managed in an orderly manner in times of
normalcy, this is not the case in times of distress. If a significant portion of a bank’s
depositors withdraws their deposits at once,24 its liquidity reserves may be insufficient to pay off all of its depositors.25 Such a widespread withdrawal is generally
referred to in economic literature as a bank run.26 This term stems from instances
in which depositors physically gathered in front of their bank hoping to withdraw
their deposits. In the US during the Great Depression, for instance, bank runs were
a common sight.27 Nowadays, bank runs have generally become less apparent due
to advancements in technology that allow people to make transfers or withdrawals
without physically going to the bank – resulting in so-called «silent» bank runs.28
Despite this, however, there were still old-fashioned bank runs during the Finan-

23

Meaning that, in the absence of another account at another bank, depositors may be
unable to honour their contractual obligations, such as paying bills or salaries.

24

This is mainly because they fear that the bank is about to fail, and thus want to avoid
being stuck without access to their accounts as outlined supra N 50.

25

Anginer/Demirgüç-Kunt, 3.

26

For instance, see Bryant, 335 et seqq.; Diamond/Dybvig, 401 et seqq.

27

See infra N 367 and Friedman/Schwartz, 299 et seqq. See also McDill/Maechler,
212 on the magnitude and impact of bank runs in that period.

28

See Rockoff, 38 et seq. A silent bank run does not result in a change to the overall
deposit ratio, as depositors simply transfer their funds from one bank to another, while
a traditional, or «noisy», bank run reduces that ratio, as depositors convert their deposits into cash. Nevertheless, from the perspective of an individual bank suffering from
a bank run – and thus also from the perspective of deposit guarantee – there is little
difference between the two.
17
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cial Crisis of 2007/2008, for instance in the cases of Northern Rock in the United
Kingdom or IndyMac in the US.29
53

Bank runs can arise for various reasons. First, depositors may have genuine fears
regarding their bank’s solvency, and thus attempt to withdraw or transfer their deposits. Second, previous bank failures may lead depositors to question the stability
of the banking sector at large and withdraw their deposits from perfectly healthy
and solvent banks,30 potentially forcing them to liquidate assets precipitately and
sending them into insolvency.31

54

In either case, depositors are inclined to take part in an accelerating bank run –
they know that bank resources are finite and that, in a bank run, depositors are
reimbursed on a «first-come, first-served» basis.32 Depositors who are first in line
are likely to receive their deposits while the depositors last in line are equally
likely to leave empty-handed.33 Thus, it is rational for individual depositors to
make withdrawals, especially if the bank in question suffers from pre-existing
idiosyncratic deficiencies.

55

From a macro-perspective, bank runs generally emerge as an isolated phenomenon at a specific bank due to either idiosyncratic events or incomplete information.34 Regardless of the trigger, uncertainty amongst depositors often spreads
across the banking sector. Other banks may suffer from bank runs as their solvency
deteriorates due to systemic shocks (e.g. reduced interbank lending). Moreover,
banks may fall victim to bank runs merely through the propagation of incomplete
information, and thus without any rational reason.35 Either way, the spread of un29

See Singh/LaBrosse, 55 et seqq. discussing the run on Northern Rock. See infra
N 500 et seq. for a discussion of the failure of IndyMac.

30

On the distinction between the two forms of a bank run, see Jacklin/Bhattacharya,
568 et seqq. For a discussion of the severity and magnitude of bank runs, see Schotter/Yorulmazer, 217 et seqq.

31

See also Barth/Caprio/Levine, Rethinking Bank Regulation, 219; Garcia, Bank
Deposits, 2.

32

Murton, 2. Diamond/Dybvig, 408 refers to the problem as «sequential service constraint».

33

Anginer/Demirgüç-Kunt, 3. On the influence of observability on depositors’ behaviour, see Kiss/Rodriguez-Lara/Rosa-García, 1651 et seqq.

34

De Bandt/Hartmann, 18. On the problem of asymmetric information as a general
rationale for financial regulation, see Goodhart, Financial Regulation, 328 et seq.

35

This kind of domino-effect is often referred to as banking panic, see e.g. Gorton,
Banking Panics, 752 et seqq.
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certainty – or contagion – may result in a «domino effect» in which one bank after
another suffers from bank runs and becomes insolvent due to liquidation losses.36
As stated above, there are certainly rational reasons to make withdrawals. One, for
example, is that depositors need additional liquidity to honour their obligations –
contractual or otherwise. Moreover, if a specific bank is experiencing extended
idiosyncratic problems that may culminate in insolvency, the urge to run on the
bank as early as possible is rational from an individual perspective. Nevertheless,
such collective «rational» behaviour37 can prompt a self-fulfilling prophecy that
forces the bank into insolvency,38 even if its underlying problems could have been
resolved and insolvency thereby averted. Self-fulfilling prophecies are also evident when looking at the banking sector as a whole; depositors may assume that,
because of one bank having failed, other banks are close to insolvency as well.
Such an assumption could force banks that are sound into insolvency.

4.

56

Deposit Guarantee Schemes as a Countermeasure

As previously established, bank runs can result in calamity for the bank concerned,
depositors who did not run fast enough, and, potentially, the entire banking sector.
Deposit guarantee schemes play a vital role in preventing depositors from running on their banks. Following the establishment of a national deposit guarantee
scheme in the US (i.e. the FDIC), there was a significant decrease in bank runs.39
While the FDIC was not the first country-wide deposit guarantee scheme – one
was established in Czechoslovakia in 192440 – it is the oldest that is still in operation, having been amended and modified in several significant aspects.

57

According to the Diamond–Dybvig model, there are two Nash equilibria in the
relationship between a bank and its depositors. The first equilibrium occurs if all
depositors choose to withdraw only when they have genuine liquidity needs. Under these – regular – circumstances, the liquidity outflow is effectively handled
by the bank’s liquidity management. The second equilibrium occurs in the case

58

36

Aharony/Swary, Contagion, 306. See also Paroush, 1208 et seq.

37

See Rockoff, 39 for a discussion of the rationality of individual and group behaviour.

38

Anginer/Demirgüç-Kunt, 4; De Bandt/Hartmann, 19. See also Madiès, 1831 et
seqq.

39

See infra N 420.

40

See McCarthy, 580 et seq. for a brief discussion of Czechoslovakia’s deposit guarantee scheme.
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of a self-fulfilling prophecy that leads to a run on the bank, which results in the
bank’s failure.41 Indeed, the first equilibrium – referred to as «good equilibrium»
by Diamond/Dybvig42 – is far more beneficial for all parties involved: the bank
continues to provide the economy with loans, borrowers have a reliable source of
funding, and depositors benefit from accrued interest. The equilibrium is, thus,
Pareto-optimal. However, the «good equilibrium» is unstable, as every depositor
has an incentive to run as soon as withdrawals are made not because of liquidity
needs but due to fear of instability.
59

This is where deposit guarantee schemes come into play. A deposit guarantee
scheme provides depositors with the certainty that their deposits are protected –
even if their bank fails.43 In turn, it bolsters the confidence of depositors in both
their bank and the banking sector at large.44 With assurances that they will receive
disbursement from the deposit guarantee scheme in any event, depositors lose
every incentive to run on their bank. From the perspective of the Diamond–Dybvig model, the benefit of a deposit guarantee scheme lies in its stabilising effect on
the «good equilibrium».45 While the existence of a deposit guarantee scheme does
not make bank runs impossible, it does render them futile – depositors are better
off leaving their money in the bank and accruing interest.

60

Deposit guarantee schemes serve as an important tool to prevent calamitous bank
runs by disincentivising depositors from running and, in turn, incentivising them
to leave their money in the bank. This effect became apparent shortly after the
establishment of the FDIC in the US – the number of bank runs and failed banks
fell significantly and remained relatively low until the Savings and Loan Crisis in
the mid-1980s.46

41

Allen/Carletti/Gu, 32 et seq.; Postlewaite/Vives, 489.

42

Diamond/Dybvig, 409.

43

See also Clarke, 346; Vives, 49.

44

Anginer/Demirgüç-Kunt/Zhu, 313. See also Kaufmann/Weber, 240, highlighting
the importance of confidence from the perspective of both depositors and deposit-taking institutions.

45

Diamond/Dybvig, 416.

46

See infra N 434. However, a major bank run still occurred in the case of Continental
Illinois National Bank and Trust Company in 1984, which was driven by large, sophisticated creditors that were not protected by the FDIC; see Carlson/Rose, 29.
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5.

Potential Drawbacks of Deposit Guarantee Schemes

Deposit guarantee schemes constitute a tool to foster depositor confidence and,
in turn, prevent bank runs. However, the theoretical literature has identified
a major drawback of the instrument – a phenomenon termed «moral hazard»47
which may occur on both the side of the bank and that of individual depositors.

61

Since deposit guarantee schemes protect depositors’ money in banks, depositors
no longer have an incentive to monitor their bank’s financial health or risk-taking
behaviour.48 Moreover, in the absence of thorough monitoring by their depositors,
banks are incentivised to engage in riskier transactions to maximise their profits –
they know that the price of potential failure is externalised and rests on the deposit guarantee scheme (and, potentially, taxpayers). Moreover, if banks pay higher
interests on deposits,49 the incentives of depositors and banks are aligned, as both
may strive for ever-riskier ventures to maximise their profits while simultaneously
externalising the cost of a potential failure.50

62

Indeed, the protection afforded by a deposit guarantee scheme reduces the necessity, and thus the incentive for depositors to monitor their bank closely and exercise
market discipline.51 While prospective depositors may (at least theoretically) exercise market discipline by requiring higher returns in the form of interest, present
depositors have only one meaningful way to exercise market discipline – by withdrawing or transferring their deposits.52 The argument of reduced or eliminated
market discipline by depositors is a moot one; such market discipline would inevitably lead to further bank runs, exacerbating the original problem. In this instance,
the cure would be worse than the malady.

63

47

For instance, see Demirgüç-Kunt/Huizinga, 375 et seqq.; Wheelock, 530 et seqq.
arguing that the existence of a deposit guarantee scheme results in exacerbated moral
hazard and, ultimately, more bank failures. However, not all scholars agree that deposit
guarantee necessarily results in more failures. See LaBrosse/Mayes, 2 for a discussion
of the scholarly debate and further references.

48

Anginer/Demirgüç-Kunt, 10.

49

See also Zhu, 281.

50

Cooper/Ross, 57; Hamalainen/Hall/Howcroft, 70.

51

See also Bliss, Market Discipline, 572 et seqq. distinguishing between direct influence
and indirect influence with respect to market discipline.

52

I.e. voting with their feet. According to Hamalainen/Hall/Howcroft, 74, depositor-induced market discipline might ultimately result in fewer banks, rather than safer
banks.
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64

In addition, the exercise of market discipline by depositors may function in models and may have functioned in the banking system prevalent before the Great
Depression or in the early years of Glass–Steagall regulation. However, the idea
that retail depositors are in a position to adequately monitor bank risk-taking in
the current environment of highly interconnected and global financial markets and
banks is unrealistic – if not outright absurd.53 The Financial Crisis of 2007/200854
underlined the problem neatly: neither the banks, nor their regulators, nor highly
sophisticated market participants foresaw the chain of events that resulted in the
calamitous failure of banks across the globe. Therefore, it appears questionable at
best to assume that retail depositors are capable of monitoring the risk profile of
their bank55 or predicting the avenues of contagion that could potentially ravage
the financial sector.

65

Instead of replacing deposit guarantee, which fulfils a dual-role of protecting both
individuals and the banking sector, with a concept of market discipline that is inherently flawed and that does not function even in a best-case scenario,56 deposit
guarantee must be coupled with adequate and efficient supervision by better-positioned actors. Sophisticated bank clients are better able to assess bank risk and
induce market discipline through pricing mechanisms. Additionally, supervisory
authorities must supplement the deposit guarantee scheme within the overall safety net. However, the exact design and extent of such supervision must always
depend on the particular jurisdiction’s legal, political, and historical foundations.
Adequate supervision may, in principle, be achieved through any supervisory
model regardless, for instance, of whether the deposit guarantee scheme exercises
supervisory functions as part of a risk-minimiser mandate, as is the case with the
53

Campbell et al., 227 et seq. mentions the case of New Zealand, which, until the Financial Crisis of 2007/2008, did not have a deposit guarantee scheme in place. Instead,
the country relied on relatively far-reaching public disclosure measures, one of which
was the publication of a «Key Information Summary» and requiring banks to make the
document available for its customers at every bank branch. Yet, the impact of these
measures was rather modest and New Zealand had to hastily establish a temporary deposit guarantee scheme during the crisis, although this was partially because Australia
introduced a scheme, which led to the fear that depositors would transfer their funds
to Australian banks. See also Fiennes/O’Connor-Close, 28 et seqq.; Jain/Keneley/
Thomson, 359 et seqq.; Mayes, Shock Absorbers, 129 et seq. on the particular case of
deposit guarantee in Australia and New Zealand during the crisis.

54

For an in-depth analysis of the underlying causes and the nature of the crisis, see Lastra/Wood, 9 et seqq.

55

See also Coppola, 439; Demirgüç-Kunt/Detragiache, 1402; Duffy, 569.

56

And potentially exacerbates the original problem in a worst-case scenario.
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FDIC in the US, or whether these supervisory functions are exercised by an independent agency, as is the case in Switzerland.
Lastly, the adverse effect of moral hazard pertaining to the risk-taking of banks57
can be mitigated further by designing the deposit guarantee scheme (and the bank
insolvency regime) in a way that «punishes» undue risk-taking. In particular, the
imposition of risk-based premia for deposit guarantee could curb the incentive of
banks (and, potentially, of depositors) to engage in high-risk gambles for profit.58
In the past, banks in the US were indeed incentivised to take on high risk, as they
were subject to a flat-rate premium for deposit insurance; this moral hazard undeniably contributed (amongst other factors) to the Savings and Loan Crisis. The
implementation of a risk-based (or risk-sensitive) premia system in the aftermath
of the crisis effectively curbed such incentives.59

6.

66

Conclusions

Ultimately, deposit guarantee fulfils two important goals of financial regulation.60
First, it affords a certain degree of protection to individual depositors, who would
otherwise be particularly vulnerable to bank failures. This is important, as depositors do not generally have the resources nor the capability to properly assess the
risk level of their bank. Second, it disincentivises depositors from attempting to
«rescue» their deposits by running on their bank; this simplifies banks’ liquidity
management and prevents situations in which an otherwise healthy bank must
resort to a fire-sale liquidation of its assets, which could undermine its solvency.
Thus, the existence of a deposit guarantee scheme stabilises the banking sector
and, in turn, contributes to financial stability.

67

The relationship between the two aforementioned goals of deposit guarantee is not
entirely clear, however. At the time of the FDIC’s creation, the emphasis was on
strengthening financial stability – depositor protection was considered more of a
desirable side effect. Moreover, the IMF’s position on deposit guarantee revolves
primarily around the aspect of financial stability and the instrument’s role in the

68

57

On the general impact of government guarantees, such as deposit guarantee, on moral
hazard, see Allen et al., 30 et seqq.

58

De Bandt/Hartmann, 17.

59

See infra N 466 et seqq. for an in-depth discussion of process towards risk-based
premia in the US.

60

See also Goodhart, Regulatory Response, 45 et seq.
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wider financial safety net. However, when looking at the functioning of a scheme,
it is apparent that depositor protection is far more than just a beneficial side effect; in fact, the two goals are of at least equal importance. A deposit guarantee
scheme that is unable to provide credible protection to depositors is unable to
enhance financial stability.61 Only certainty amongst depositors that they will be
reimbursed – no matter what happens – can boost confidence in both individual
banks and the banking sector as a whole. Therefore, credible depositor protection
is a conditio sine qua non for achieving financial stability by means of a deposit
guarantee scheme.
69

While deposit guarantee contributes to financial stability if it effectively protects
depositors, the instrument is no panacea and does not single-handedly lead to financial stability. The contrasting view that deposit guarantee is counterproductive
and leads to more failures, as was often voiced in the late 1980s and early 1990s,
is too general.62 However, it is true that design flaws can increase moral hazard,
undermine the goal of enhancing financial stability, or even lead to the total failure of a scheme.63 Therefore, the issue of moral hazard in bank risk-taking must
be taken seriously and addressed accordingly. Moreover, even if a scheme is designed in a way that properly takes the moral-hazard problem into consideration,
the scheme per se is no guarantee for financial stability; it is rather an important
building block in the overall financial safety net that encompasses several other
instruments and regulations.64

61

In a worst-case scenario, an ineffective scheme could even undermine financial stability, particularly if the design features do not effectively address the moral hazard of
bank risk-taking.

62

The criticism voiced during that period was heavily influenced by the Savings and
Loan Crisis, the failure of FSLIC, and the near-failure of the FDIC. Undoubtedly,
the deposit guarantee in the US played an unfortunate role in the crisis. However, the
problem was rooted in the inadequate design that incentivised excessive risk – not in
the existence of deposit guarantee. See infra N 434 et seqq. for a detailed discussion of
the Savings and Loan Crisis and the role of the deposit guarantee schemes. For a more
recent example of such criticism, see Rosenthal, 65 et seqq.

63

See also Calomiris, Deposit Insurance, 294 et seq.

64

See also IADI Core Principles, 5.
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II.

Alternative Measures to Prevent Bank Runs

The theoretical groundwork laid by Diamond/Dybvig demonstrates that the existence of a deposit guarantee scheme can stabilise the «good equilibrium» and
thus promote the Pareto-optimal outcome. However, the theoretical literature also
examined alternative concepts, which may potentially result in the same (or a superior) outcome as deposit guarantee. Hereinafter, the suspension of withdrawals,
the central bank’s function of lender of last resort (LOLR), and blanket guarantees
will be examined as possible alternatives to deposit guarantee.65

1.

70

Withdrawal Suspensions

The suspension of withdrawals, or suspension of convertibility, is sometimes considered to be an alternative to deposit guarantee. The concept is rather self-explanatory: before a bank run occurs – or immediately following the start of a bank
run – the regulator imposes a moratorium on withdrawals, eliminating the Pareto-inferior bank-run equilibrium.66 The moratorium may be imposed on individual
troubled banks or the banking sector at large. By bringing a halt to the bank run,
this measure provides the bank (or banks) with the opportunity to take adequate
measures to obtain additional liquidity or prevent a reoccurrence of whatever
prompted the run. Once the turmoil subsides, the moratorium is lifted and the
banks will recommence to operate on a regular basis.67

71

During the Great Depression and earlier banking crises, suspending the convertibility of deposits was a relatively common approach taken in the US.68 The nationwide bank holiday in 1933, for example, was successful; after reopening the
banks, depositors again stood in line – this time to deposit the money they had pre-

72

65

Of course, there are other alternatives, such as narrow banking and full-reserve banking. However, as both concepts would constitute a fundamental systemic change in the
banking sector, they shall not be discussed in this thesis.

66

Engineer, 443.

67

Murton, 5.

68

Gorton, Convertibility, 177 recounts eight suspensions between 1814 and 1907.
However, the arguably best-known episode occurred during the banking panic of 1933
when every US state successively declared a bank holiday and President Roosevelt,
following his inauguration, declared a nationwide bank holiday; see Colt/Keith;
Rockoff, 50 et seqq.; Roosevelt, 25; Silber, 19. See also infra N 367.
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viously withdrawn.69 Within a week, more than half of the hoarded money was redeposited.70 However, the wave of redeposits was not necessarily due to the bank
holiday. The Emergency Banking Act of 1933 had just been passed; President
Roosevelt declared in his «First Fireside Chat» that only sound banks would be
allowed to reopen and that «it is safer to keep your money in a reopened bank than
under the mattress».71 Following this statement, the act’s Title IV was considered
to be an implicit guarantee of all deposits by the US government.72 Ultimately, this
perceived government guarantee was likely more of a driving force behind the
influx of deposits than the suspension.
73

While a considerable portion of the hoarded money returned to the banking system, the suspension did not provide relief to the banks that had already failed or
those that were already troubled by the time the bank holiday was declared – over
4,000 banks did not reopen after the bank holiday.73 The measure also failed to
protect depositors at such banks, who were unable to make withdrawals.

74

Ultimately, withdrawal suspensions are not a suitable alternative to deposit guarantee for two reasons. First, suspensions are routinely declared only after a bank
run has already begun; thus, it does not protect depositors or enhance financial
stability ex ante. Second, suspensions do not necessarily restore public confidence.
In the absence of supplementary measures (such as Roosevelt’s public address
and the Emergency Banking Act of 1933), suspensions serve only to postpone the
inevitable; depositors that have lost their confidence will likely attempt to withdraw as soon as the bank reopens – possibly to an amplified degree due to fears of
another suspension.

69

Silber, 27.

70

Silber, 19.

71

Roosevelt, 64.

72

See Silber, 25 for further references to contemporary newspaper articles.

73

Calomiris/Mason, 1624; FDIC, Brief History, 24; Silber, 28.
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2.

Lender of Last Resort

The role of LOLR is assumed by a country’s monetary authority (i.e. its central
bank).74 The term is generally attributed to British banker Francis Baring,75 who
referred to the Bank of England as the «dernier resort» in 1797.76 Its theoretical
underpinnings, however, were subsequently developed in the writings of Bagehot77 and Thornton78. According to the classical theory of LOLR, the central
bank should: (i) lend freely to illiquid but solvent institutions, (ii) lend only against
adequate collateral, and (iii) lend only at above-market interest rates.79

75

In the context of bank runs, the LOLR function can mitigate liquidity shortages at
both individual banks and the banking sector as a whole by inflating the monetary
supply.80 However, an increased monetary supply does not prevent bank runs –
it merely deals with the consequences thereof. Moreover, a closer look at the three
mentioned principles of classical LOLR reveals two further disadvantages relative
to deposit guarantee schemes.

76

While Bagehot called for monetary authorities to lend freely and vigorously, the
knowledge that a LOLR is available constitutes a moral hazard. As a countermea
sure, central banks began to apply a policy of «constructive ambiguity», through
which liquidity support is not always granted and the necessary preconditions for
such support are not publicly announced. Consequently, most banks cannot rely on

77

74

For information on the development of the LOLR in different jurisdictions, see Calomiris/Flandreau/Laeven, 48 et seqq.

75

See, for instance, Laidler, 61.

76

Baring, 22.

77

See Bagehot.

78

See Thornton.

79

Bagehot, 196 et seq. See also Goodhart, Myths, 340; Humphrey, 9 who diverge on
the issue of whether above-market interest rates are necessarily «penalty» rates.

80

Murton, 5.
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support from the central bank.81 Herein lies a fundamental difference from deposit
guarantee, which protects depositors – without simultaneously rescuing the banks
in the process – mandatorily and unequivocally. As mentioned above, it is the
certainty of protection in the event of a bank failure that reassures depositors and
enhances confidence in the financial system. The constructive ambiguity inherent
to the LOLR does not provide this reassurance to depositors and, therefore, fails
to bolster public confidence. Moreover, constructive ambiguity, while an adequate
countermeasure to moral hazard, could actually become counterproductive insofar
as it exacerbates insecurity and encourages people to run on their banks.
78

The distinction between illiquid and insolvent is another obstacle preventing LOLR
to adequately replace deposit guarantee. In theory (and in times of normalcy),
it is feasible to determine whether a bank is merely illiquid or insolvent. However,
in times of distress – particularly during a large-scale banking crisis – said distinction can no longer be easily made.82 In absence of a clear determination of a bank’s
solvency, the central bank is unable to fulfil its duty as LOLR pursuant to the
classical theory. There is a risk that the central bank extends liquidity support to an
insolvent bank or that it refuses support to a solvent but illiquid bank. Evidently,
the difficulty of this determination increases uncertainty instead of reducing it.
The position of depositors is likely to be even worse than that of a central bank,
as they generally lack the ability to properly assess a bank’s solvency.83 As a result,
depositors are likely to err on the side of safety84 (from their perspective) and take
part in a bank run, as hesitating significantly increases the risk of loss.85

79

Indeed, the central bank’s role of LOLR is undoubtedly an important component of
the financial safety net and a contributor to financial stability. However, LOLR is
no replacement for a well-calibrated deposit guarantee scheme, as both the policy
81

The perhaps only exception are banks that are either «too big to fail» or «too interconnected to fail». However, it might be difficult to know ex ante which banks fall in
those categories. For instance, the Federal Reserve System did not support Lehman
Brothers but did support American International Group (AIG), Federal National Mortgage Association (FNMA, or more commonly, Fannie Mae), and Federal Home Loan
Mortgage Corporation (FHLMC, or more commonly, Freddie Mac) – none of which
were banks. See Campbell/Lastra, 471. On the similarities and differences in public
support for FDIC-insured depository institutions and government-sponsored enterprises (i.e. Fannie Mae and Freddie Mac), see Carnell, Structure of Subsidy, 70 et seq.

82

Murton, 6. See also Freixas/Parigi/Rochet, 1111; Goodhart, Myths, 343 et seqq.

83

See supra N 63 for an argument against effective bank oversight by depositors.

84

Pursuing what Kaufman, Bank Runs, 561 called a «better-safe-than-sorry strategy».

85

Murton, 6.
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of constructive ambiguity and the difficulty in distinguishing between illiquid and
insolvent banks create uncertainty. The mandatory application and non-contingent
modus operandi of a deposit guarantee scheme provide depositors with certainty,
which is indispensable for confidence in the banking sector. Lastly, overreliance
on the LOLR as a substitute for deposit guarantee could undermine the central
bank’s monetary objectives, as the expectation to provide liquidity support to keep
the banking sector afloat may result in the inflationary growth of the money supply, and thus a threat to price stability.86

3.

Blanket Guarantees

The issuance of a blanket guarantee is another potential substitute measure for a
deposit guarantee scheme – one that is often resorted to in crises.87 The effect of a
blanket guarantee is comparable to that of a deposit guarantee scheme: depositors
are protected in full, removing every incentive to run on the bank. This prevents
excessive liquidity outflows and stabilises the banking sector. From a depositor’s
perspective, a blanket guarantee is likely even more appealing than a deposit guarantee scheme, as the latter commonly protects deposits only up to a certain, statutorily determined level, whereas a blanket guarantee generally encompasses all
deposits – and potentially other financial instruments.88

80

In contrast to a deposit guarantee scheme, a blanket guarantee is issued directly by
the government without an intermediary agency or self-regulatory scheme. This
means, however, that any losses stemming from a bank failure are borne by the
government and, in turn, taxpayers. Indeed, the government is likely to become
the subrogee to depositors’ claims, limiting its financial loss. Moreover, the government may even compel the banking sector to cover its expenses at a later stage,
further reducing its exposure.

81

86

Murton, 6.

87

According to LaBrosse/Mayes, 6, the governments of Japan, Malaysia, Mexico, Sweden, and Thailand all resorted to blanket guarantees in times of turmoil prior to the
Financial Crisis of 2007/2008. In 2008, several European Countries (i.e. Denmark,
Germany, Iceland, and Ireland) resorted to blanket guarantees; see Laeven/Valencia,
21. Moreover, the guarantee of transaction accounts under the Transaction Account
Guarantee Programme (TAGP) in the US can also be considered as a blanket guarantee; see Schich, 79, calling it an «unusual» guarantee. For a tabular overview of the
use of blanket guarantees across the world, see Schich, 88 et seq.

88

BCBS/IADI Core Principles, 13; Kleftouri, Rationale, 307.
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82

Due to the ad hoc nature of such a blanket guarantee, it is impossible to demand ex
ante compensation from banks. Hence, there is an increased risk of moral hazard
insofar as banks can assume greater risk to increase their profits or to «gamble for
resurrection» – if the bank fails, the cost is externalised onto the surviving banks
or taxpayers.89 Indeed, ex post-funded deposit guarantee schemes, such as the one
in Switzerland, or those that are badly calibrated are also prone to moral hazard.
However, certain design features can mitigate the threat, whereas a blanket guarantee inevitably suffers from these negative externalities.

83

In conclusion, the issuance of a blanket guarantee is not an adequate substitute
for a well-calibrated deposit guarantee scheme due to its inherent moral hazard.
Nevertheless, there may still be one application for a blanket guarantee. In a crisis
of significant – or unprecedented – magnitude, multiple bank failures within a
short period may cast doubts on the continued functioning of a deposit guarantee
scheme, forcing the government to intervene by issuing a blanket guarantee in
order to bolster depositor confidence and avoid further turmoil due to bank runs.90
In this particular instance, the benefit of bolstering confidence likely outweighs
the risk of moral hazard. However, even in this scenario, it would still be more
prudent for the government to unequivocally announce (or reiterate) its support
for deposits up to the coverage level of the scheme;91 this would avoid the inherent
moral hazard from the blanket guarantee as well as the implicit expectation of both
depositors and banks that the government will issue another blanket guarantee in a
future crisis. Moreover, any government considering a blanket guarantee must be

89

Furthermore, LaBrosse/Mayes, 6 argues that a blanket guarantee is detrimental to
banks that acted prudently and had proper foresight, as they do not receive any compensation.

90

See also Kleftouri, Rationale, 308; Laeven/Valencia, 3. Due to the measure’s nature
as an ultima ratio, Schich, 58 uses the term «guarantor of last resort» – it is no coincidence that this term bears a strong resemblance to the central bank’s role as lender of
last resort. See supra N 75 et seqq. for a discussion of the LOLR.

91

Such support may be in the form of an explicit government backstop to the deposit
guarantee scheme (e.g. a line of credit or other borrowing facilities) or in the form of a
general announcement, comparable to the statement that all FDIC-insured deposits are
backed by «the full faith and credit of the United States». See infra N 622 et seqq. for
a discussion of the implementation and extent of both explicit and implicit government
backing for FDIC-insured deposits.
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aware that, while swiftly adopted, terminating such a measure can be complicated
and protracted.92

4.

Conclusions

As discussed, neither the suspension of withdrawals, nor the central bank’s role
as LOLR, nor the issuance of a blanket guarantee is an adequate substitute for a
well-calibrated deposit guarantee scheme. All of these options either have significant disadvantages relative to a deposit guarantee scheme or fail to provide the
benefits of a scheme altogether.

84

While the LOLR function cannot replace deposit guarantee, it nevertheless plays a
vital role in the financial safety net. The roles of the other two measures are more
questionable. While the suspension of withdrawals can stop a bank run at an early
stage, even with a deposit guarantee scheme in place, it likely sows more doubt
regarding the functioning and the protection offered by the scheme, undermining
public confidence and leading to amplified deposit outflows following the moratorium. The issuance of blanket guarantees may be useful as an ultima ratio to avert
an impending implosion of the banking system. Nevertheless, such an approach
should only be adopted following a thorough assessment of its impact on the government.

85

III.

Foundations of a Well-Calibrated Deposit
Guarantee Scheme

A deposit guarantee scheme can be an invaluable building block in the wider financial safety net, despite having the possible drawback of furthering moral hazard. Indeed, an inadequately calibrated scheme may exacerbate vulnerabilities in
the banking system and undermine the scheme’s goal of contributing to financial
stability. There are, however, remedies to mitigate or eliminate the moral hazard
resulting from deposit guarantee on both the side of depositors and that of banks.

92

See Schich, 71 et seqq. For instance, the TAGP programme was ultimately extended
beyond its original time horizon by the Dodd–Frank Wall Street Reform and Consumer
Protection Act of 2010; see infra N 529.
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The foundational principles outlined in this section ensure the efficient functioning
of deposit guarantee schemes.93

1.

Effective Bank Supervision

87

The commonly raised concern that deposit guarantee reduces market discipline
amongst depositors is based on an unrealistic premise, as depositors routinely lack
the capacity to properly assess the idiosyncratic risk of large, often internationally operating banks. The intricacies stemming from the interconnectedness of the
global banking and financial sectors are difficult to assess for experts, let alone
depositors. Moreover, even if depositors could assess their bank – or if depositors believe that they can assess their bank – they have only one meaningful tool
at their disposal to exercise market discipline – withdrawing/transferring their
deposits.94 Hence, oversight by depositors is illusory and would only exacerbate
potential instabilities in the banking sector.

88

Nevertheless, the criticism has one valuable aspect – bank supervision is a crucial
complement to deposit guarantee. To this end, banking law frameworks must also
include the meaningful supervision of banks by a specialised agency. However,
as pivotal as bank supervision is, it generally does not rest (solely) with deposit
guarantee schemes;95 thus, the general principles of effective banking supervision
are not elaborated further in this thesis.96 Instead, the discussion focuses on the
idiosyncratic design measures to mitigate moral hazard.
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The importance of the following foundational principles is reflected in their inclusion
in the IADI Core Principles for Effective Deposit Insurance Systems, which will be
discussed in Chapter 2. However, the IADI Core Principles include additional aspects
pertaining to deposit guarantee schemes that, while important, are not as pivotal as
those outlined in this chapter.
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See supra N 63.

95

Indeed, deposit guarantee schemes with a so-called «risk-minimiser mandate» also
perform certain tasks pertaining to bank supervision – in concert with other government agencies. Even the FDIC, which is designated as the primary regulator and supervisor of certain types of banks and thrifts, is not single-handedly responsible for
banking supervision in the US.

96

Since the FDIC also functions as a regulator and supervisor of certain banks and thrifts,
supervisory aspects pertaining specifically to the case of the FDIC are discussed infra
N 641 et seqq. and N 665 et seqq. For a general overview of the approaches to supervision, see Barth/Caprio/Levine, Bank Regulation and Supervision, 111 et seqq.
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2.

Compulsory Membership

The issue of membership or participation in a deposit guarantee scheme is of great
importance when considering the two goals of deposit insurance. A scheme with
voluntary participation may not offer the absolute, non-contingent protection that
is necessary to foster depositor confidence.

89

In the absence of compulsory membership, depositors must actively verify whether their bank (or the bank where they intend to open an account) takes part in the
deposit guarantee scheme. While the internet and other technological advancements have simplified the verification process, the «burden» nevertheless remains
with the depositors. Moreover, technology and globalisation have led new actors
into the field of banking. The sheer number of banks may confuse depositors;
certain less-than-honest market participants might use this confusion to defraud
depositors.

90

Another issue with voluntary participation is the problem of adverse selection.
While newer, weaker, and/or riskier banks would undoubtedly join the scheme
for a competitive advantage in the acquisition of new deposits, sound institutions
would likely shun deposit guarantee. Well-established banks may abstain, as they
would perceive their participation – and more specifically, their premia – as a subsidy for riskier and less-sound banks.97
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The issue of adverse selection may also be prevalent between small/medium-sized
banks and large banks. The largest banks in a jurisdiction would commonly
have little incentive to become members in a deposit guarantee scheme, as they,
in absolute terms, routinely pay the most in premia. Moreover, in the event that a
large bank nears failure, the government is significantly more likely to provide it
with extraordinary support (i.e. a bail-out) to prevent the calamitous effects of a
failure.98

92

The difficulties of opacity and adverse selection do not arise in deposit guarantee
schemes if membership is mandatory for all banks within a jurisdiction – irrespective of size, corporate structure, and ownership. While universal membership may
indeed subsidise weaker and riskier banks, this imbalance – and the possible moral
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97

See Wheelock/Kumbakhar, 188 on the issue of adverse selection in the Kansas Deposit Insurance System, in which participation was voluntary. See also infra N 354 et
seqq. for a discussion of the quasi-predecessors of the FDIC.

98

Campbell et al., 214.
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hazard – can be mitigated through adequate funding mechanisms99 and stringent
bank supervision.
94

Ultimately, the increased financial stability provided by a deposit guarantee
scheme benefits all banks in a jurisdiction. Hence, it is only logical that all banks
take part in the scheme, even if participation does incur a certain cost.

3.

Stringent Mandate

95

The next foundational principle touches on the deposit guarantee scheme’s mandate and, consequently, on its powers. As the architecture of financial regulation
varies across jurisdictions, the designs and mandates of deposit guarantee schemes
vary as well. There are four classes of mandates for deposit guarantee schemes:
(i) paybox, (ii) paybox-plus, (iii) loss-minimiser, and (iv) risk-minimiser.100

96

Amongst the four classes, paybox is the narrowest mandate. A scheme operating
under this mandate has a single responsibility: disburse funds to depositors of a
failed bank. The paybox mandate is the bare minimum and the foundation of every
scheme in operation – all other models build on the paybox by adding further responsibilities. For instance, the paybox-plus mandate involves disbursement but also
entails certain pre-specified functions in the resolution of a failed bank. In most
instances, these functions are linked to the funding of the resolution (i.e. the scheme
provides financial support for the resolution). Next, the loss-minimiser mandate not
only performs its functions in resolution but is also actively involved in the selection
of the most adequate (i.e. least-cost) resolution strategy in concert with other authorities, notably the supervisory authority. Lastly, a deposit guarantee scheme with a
risk-minimiser mandate is actively engaged in the assessment and management of
micro-prudential risk, potentially alongside other supervisory authorities or as the
sole supervisory authority.101 Hence, any deposit guarantee scheme designed with
the intent to allow its participation in bank resolution has a paybox-plus mandate or
one that extends further.102 In Part II of this thesis, the deposit guarantee frameworks
of Switzerland and the US are discussed and analysed. These two jurisdictions present a clear-cut distinction between a narrow paybox scheme – Switzerland – and a
far-reaching risk-minimiser scheme – the US.
99

See infra N 109 et seqq.

100

This classification is employed by IADI. See IADI Core Principles, 19.

101

IADI Core Principles, 19. See also Iwanicz-Drozdowska et al., 204.

102

See also Croitoru/Dobler/Molin, 9.
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As the variety of mandates implies, there is no «one-size-fits-all» approach to
deposit guarantee. In fact, the variety is largely due to historical reasons in the
creation of financial safety nets; it caters to the individual needs of jurisdictions
and the particularities of their banking systems. Indeed, since the Financial Crisis
of 2007/2008, there has been a trend away from mere paybox models; jurisdictions have become more likely to adopt paybox-plus or even broader mandates.103
While Campbell et al. argue that the paybox mandate has «virtually outlived its
usefulness»,104 such a mandate may still fulfil its role in certain jurisdictions –
undoubtedly, a paybox scheme is more useful in achieving financial stability than
no scheme at all.

97

The most appropriate mandate for a deposit guarantee scheme depends on a variety
of considerations (e.g. the interplay between the various players in the safety net,
the bankruptcy and liquidation regimes in place for banks, historical circumstances, and political factors). The pertinent question at hand is as follows: what should
the deposit scheme be capable of? For example, in the absence of an established
procedure for bank resolution, it might be advantageous to confer this task on the
deposit guarantee scheme (either wholly or partly).105 If, in contrast, a resolution
mechanism is already well established, it might be more advantageous to opt for
a narrower mandate focused on establishing confidence by protecting depositors.

98

Irrespective of the chosen approach, legislators must ensure that the deposit guarantee scheme is vested with the powers necessary to adequately fulfil its mandate.
Taking the paybox mandate as a starting point, the scheme should at the very
least be able to disburse funds to depositors and/or transfer deposits to another bank. Additionally, it should be able to collect premia from the participating
banks to build up a robust fund or to offset potential losses. Closely connected to
the aforementioned powers is the power to obtain the information necessary to
fulfil its duty, for instance, the number of protected deposits in a bank, the overall amount of deposits, metrics to calculate the premia, and information pertaining to account owners and beneficiaries. Access to this information can either be
direct (i.e. banks are legally obligated to disclose the information to the scheme)
or indirect (i.e. banks disclose the information to their prudential supervisor who

99

103

Campbell et al., 231 et seq.

104

Campbell et al., 231 et seq.

105

This constitutes either a paybox-plus mandate or a loss-minimiser mandate. While it
does fulfil this task, a risk-minimiser would be too broad (and likely too costly) if the
scheme is not intended to perform any further functions.
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relays it to the deposit guarantee scheme).106 If the deposit guarantee scheme relies
on indirect information, it is of vital importance to establish clear and efficient
co-operation between the supervisor and the scheme. However, even if the scheme
has direct access to information, co-operation should still be clearly established
and organised between the scheme and the other actors in the financial stability
net – shortcomings in this area could destabilise the financial system if no agency
considers itself responsible or if multiple agencies engage in jurisdictional turf
wars.107
100

In conclusion, the adoption of a stringent mandate for deposit guarantee schemes
is pivotal, as it allows for localisation in the financial safety net. Furthermore, the
mandate determines the scheme’s relationship with other actors in the financial
safety net (e.g. the supervisory agencies and the central bank). Once the scheme is
positioned in the safety net, the legislator must confer the necessary powers on the
scheme and establish a modus operandi in relation to other actors in the safety net
in order to ensure proper functioning and, in turn, a positive contribution to financial stability. Ultimately, the pivotal aspect is not the classification of the deposit
guarantee scheme’s mandate – it is the stringency of its mandate and its powers to
fulfil its responsibilities.

4.
101

Adequate Coverage

Once the deposit guarantee scheme has a clear mandate and the powers necessary
to fulfil it, due consideration should be given to the scheme’s coverage. The issue
of coverage can be subdivided into a qualitative aspect and a quantitative one.
The former revolves around the question of which account types are eligible for
deposit guarantee while the latter deals with the question of how much should be
protected.

106

Indeed, the approach may consist of a combination of direct and indirect disclosure.
The most appropriate approach depends on the particular circumstances in a jurisdiction. Moreover, the necessity of direct disclosure is generally greater for schemes
with a broader mandate; a paybox scheme can, to a significant degree, rely on indirect
information obtained by the supervisory authority.

107

The failure of Washington Mutual (WaMu) in 2008 perfectly illustrates the dangers of
a jurisdictional turf war. The FDIC and the Office of Thrift Supervision (OTS) were
involved in a five-year quarrel over the jurisdiction to conduct examinations of WaMu;
this ultimately prevented the adoption of prompt corrective action measures that could
have averted WaMu’s failure. See also infra N 651.
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For the qualitative aspect, deposit guarantee could be provided solely for savings accounts or for a broader range of banking account products, such as savings
and chequing accounts. To find the optimal approach, one should consider the
structure of the banking business in a given jurisdiction and the fundamental goal
of creating confidence in the banking sector. As already established, confidence
necessitates a certain degree of foreseeability and certainty; with this in mind,
one would generally be ill-advised to extend coverage all too restrictively. Depositors may have a hard time finding out whether their account is covered. To make
things worse, technological advancements and increased bank variety could result in non-uniform terminology, rendering cross-bank comparisons burdensome.
Moreover, if aiming for the protection of retail depositors (i.e. those who cannot
adequately assess their bank’s risk or exercise meaningful market discipline) qualitative coverage should encompass all accounts commonly held by depositors.
The coverage should, however, not extend to banking solutions that do not require protection. For instance, valuables in a safety deposit box generally remain
the property of the «depositor», in contrast to money placed in a bank account;
if the bank fails, the content of safety deposit boxes can easily be segregated from
the bank’s assets and returned to the owner. Hence, there is no need to afford any
further (or rather duplicate) protection.

102

Another consideration is the treatment of self-contributions to pension or retirement schemes. If a jurisdiction relies on self-contribution as a pillar of its pension
system, it might be advantageous to include self-contributions in the coverage.
Indeed, the need for swift disbursement of funds in pension or retirement accounts
is generally not as pronounced as the need for swift disbursement of funds in savings or chequing accounts; therefore, deposit guarantee might be considered to be
superfluous. Nevertheless, coverage for such savings may still be advisable as a
vehicle to promote self-contributions. In these cases, the protection of retirement
savings is routinely independent of that of other accounts at the same bank.108
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Lastly, the qualitative limitations of deposit guarantee should not unduly discriminate certain groups of depositors; holders of deposits in a jurisdiction should be

104

108

Both Switzerland and the US have included retirement savings in their deposit guarantee frameworks. Switzerland privileges such savings in bankruptcy so that depositors
receive disbursement during the bankruptcy proceedings. However, such savings are
not covered by Switzerland’s deposit guarantee scheme due to the lack of urgency
described above. In contrast, in the US, the FDIC covers retirement savings. See infra
N 208 and N 596.
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protected regardless of their citizenship or residency status.109 On the one hand,
this ensures the equal treatment of depositors in the same situation. On the other hand, it simplifies the administrative process for disbursement110 and streamlines subsequent bankruptcy proceedings by removing numerous small claims by
depositors. Similarly, deposits denominated in foreign currency should also be
protected, provided that the deposit product satisfies the necessary prerequisites.
However, the disbursement should be made in local currency due to practical considerations.111 Moreover, a disbursement in foreign currency would shift the foreign exchange risk to the deposit guarantee scheme;112 that being said, such risk is
inherent to deposits in foreign currency and depositors at least tacitly accept the
risk by engaging in foreign currency transactions. If the scheme disburses funds in
foreign currency and assumes the foreign exchange risk, depositors with deposits
denominated in foreign currency could ultimately benefit from more protection
than those with deposits denominated in local currency. Thus, disbursement in
local currency is more equitable and more practical.113
105

The quantitative aspect of coverage involves the question of how much is protected.114 Again, there is no universally adequate answer for all jurisdictions; quantitative coverage should be the result of a trade-off between the goals of protecting
depositors and enhancing financial stability. Rather low coverage may be adequate
to protect the most vulnerable depositors (i.e. depositors who lack the ability to
withstand losses from a bank failure).115 However, other retail depositors (who are
still fairly vulnerable) remain incentivised to run on their bank to withdraw the
portion of their balance that exceeds the low threshold. Hence, low coverage can109

See also Ito, 41.

110

See infra N 115 et seqq.
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The deposit guarantee scheme may not have reliable access to large amounts of foreign
currency on short notice, especially in times of crisis.
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Hoelscher/Taylor/Klueh, 18.

113

Nevertheless, the legal framework governing the scheme should stipulate, in a transparent manner, the modalities of the currency conversion, particularly the timing thereof. See also Hoelscher/Taylor/Klueh, 18.

114

Ideally, quantitative coverage is measured on a per-depositor-and-bank basis. See
also Demirgüç-Kunt/Kane/Laeven, Determinants, 410. A deposit guarantee scheme
operating on a per-account basis does not provide a meaningful coverage limitation;
depositors can simply open another account at the same bank to circumvent the coverage limitation. Hence, such a scheme has the same disadvantages as a system with
unlimited coverage.

115

See also Campbell et al., 229.
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not achieve the confidence necessary to avert the threat of bank runs. Accordingly,
the quantitative coverage level of a deposit guarantee scheme must encompass a
significant majority of retail deposits in order to meaningfully remove the incentive to run.
While the coverage level should prevent retail depositors from running on their
banks, it would be misguided to simply cover all deposits without a limit. First,
this would nullify the incentive of large and sophisticated depositors to properly
assess risk and exercise market discipline during negotiations with banks, exacerbating the moral-hazard problem.116 Second, unlimited deposit guarantee may
be difficult to implement in a way that is perceived as credible by the general
public. For small banks with a relatively modest total amount of deposits, absolute
coverage might be feasible. For large (or even medium-sized) banks, however,
unlimited coverage would lead to a near-certain implosion of the deposit guarantee scheme, severely undermining confidence in the banking sector and leading to
a potential system-wide panic.117 Thus, the optimal coverage for a deposit guarantee scheme must satisfy two conditions: (i) cover most retail deposits to avoid
bank runs and (ii) be perceived as realistic to ensure credibility.
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In addition to an optimally balanced coverage, the protected amount of deposits
must be transparent and clear. In this regard, the Financial Crisis of 2007/2008
highlighted the adverse effects of co-insurance. Under a co-insurance framework, the scheme statutorily protects a certain amount, as do all deposit guarantee
schemes. However, in cases of bank failure, depositors are not fully reimbursed.
Instead, each depositor faces a loss of a certain percentage of their deposit,118
meaning the ultimately protected amount is smaller than the coverage level.
In the United Kingdom,119 for example, this design feature contributed to a loss
of public confidence in the financial safety net that manifested itself through bank
runs.120 Moreover, co-insurance results in a vast number of small claims against
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116

See also Dobler/Moretti/Piris, 15.

117

In such a scenario, the burden of disbursing depositors would ultimately be placed
on the government and taxpayers, which would, in turn, increase the moral hazard of
larger banks.
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Campbell et al., 216.

119

See Chiu/Wilson, 667; Singh/LaBrosse, 76 et seq. for a brief description of the
co-insurance element in the United Kingdom.

120

See Shin, 101 et seqq.; Singh/LaBrosse, 55 et seqq. for a comprehensive discussion
of the Northern Rock case.
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failed banks, which complicates bankruptcy proceedings.121 In the aftermath of the
crisis and in light of the bad experiences with co-insurance, most countries122 have
dropped the feature from their deposit guarantee framework.123
108

The optimal coverage level for a deposit guarantee scheme is somewhat abstract,
and thus difficult to quantify.124 One approach that surfaced in a 1999 publication
by the International Monetary Fund (IMF) established a target coverage for deposit guarantee schemes of two times the gross domestic product (GDP) per capita;125
this coverage level has been advocated for as an international best practice by
the IMF.126 Looking at the then-applicable coverage of national deposit guarantee
schemes reveals that coverage of two times the GDP per capita was indeed prevalent, at least on average.127 However, in the aftermath of the Financial Crisis of
2007/2008, various jurisdictions raised the coverage level to bolster public confidence in the banking sector and the financial system. This increase across several
jurisdictions128 was not merely cosmetic – it was massive and significant with coverage levels increasing twofold or even threefold.129 Thus, while a coverage level
of two times the GDP per capita may serve as an indication for adequate deposit
guarantee coverage, actual coverage levels incorporate various other considerations. These considerations may ultimately include irrational measures, such as
massively raising coverage during a crisis to reassure markets and depositors and
mitigate shortcomings in the financial safety net.
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Singh/LaBrosse, 77.
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According to Demirgüç-Kunt/Kane/Laeven, Around the World, 178, only Bahrain,
Chile, and Libya retained a co-insurance element in their deposit guarantee frameworks following the Financial Crisis of 2007/2008.
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Ayadi/Lastra, 213 et seq. See also Demirgüç-Kunt/Kane/Laeven, Around the
World, 162 et seqq.; Demirgüç-Kunt/Kane/Laeven, Adoption and Design, 34 et
seqq. on the developments between 2003 and 2013, highlighting the shift away from
co-insurance after the Financial Crisis of 2007/2008.
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Hence, coverage varies significantly across jurisdictions. See also Clarke, 349.
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Garcia, Best Practices, 18.
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Campbell et al., 225.
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Demirgüç-Kunt/Kane/Laeven, Adoption and Design, 34 et seqq.; Garcia, Deposit
Insurance, 15.
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Demirgüç-Kunt/Kane/Laeven, Database, 14. See also FSB, Deposit Insurance, 11.

129

E.g. Switzerland increased its coverage from CHF 30,000 to CHF 100,000 and the US
increased its coverage from USD 100,000 to USD 250,000.
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5.

Optimal Funding

Closely related to deposit guarantee coverage is the issue of funding.130 Without
adequate resources at its disposal, a scheme cannot effectively protect depositors
and contribute to financial stability. The issue of deposit guarantee funding may
be subdivided into three aspects: (i) source of funding, (ii) timing of funding, and
(iii) funding mechanism modalities.

109

The source of funding can be either private or public. The former is commonly
borne by the banking industry through the participating banks while the latter
is generally borne by the government or government entities. Private funding is
clearly more advantageous, as the burden for depositor protection is placed on
the banks – reducing excessive risk-taking due to moral hazard.131 Furthermore,
private funding opens the possibility to collect premia in an equitable manner
so that banks do not unduly cross-subsidise one another.132 In a publicly funded
scheme, the burden is on the government (i.e. the taxpayers) and banks have little
incentive to curb undue risk-taking. Thus, moral hazard would be prevalent in
bank risk-taking and banks could reap the profits while externalising the cost of
failure.133 However, public funding may still have its place in a deposit guarantee
framework as a secondary source of funding – a so-called «public backstop».134
To conclude this point, the private sector is the optimal primary source of deposit
guarantee funding, as it puts banks’ skin in the game and, in turn, mitigates moral
hazard. This primary funding source is ideally complemented by a pre-defined
public backstop that provides for additional resources in major crises, bolstering
the credibility of the scheme.135
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In terms of timing, a scheme may generally be funded ex ante or ex post. For an
ex ante-funded scheme, an earmarked fund is built up during times of n ormalcy
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Campbell et al., 224.
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Moreover, private funding is equitable insofar as banks are, next only to depositors,
major beneficiaries of deposit guarantee due to the prevention of bank runs. See also
Kleftouri, Design and Effectiveness, 52.
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See infra N 112 for the modalities of funding.
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Similarly, Campbell et al., 224 categorically quashes the idea of a role for public
funding in the context of deposit guarantee.
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A public backstop should, in any case be modelled to ensure that banks repay the
secondary funding at a later stage. The timeframe for repayment may be rather long to
avoid an adverse pro-cyclical impact on the banking sector.

135

Demirgüç-Kunt/Kane/Laeven, Adoption and Design, 64.
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to be available during a crisis.136 Ex post-funded schemes do not accumulate
funds before a disbursement is triggered and banks – with the exception of the
failed institution – are called upon to pay their pro rata contributions in the total
amount of the failed bank’s aggregate amount of protected deposits. The major
advantage of ex post funding lies in the fact that no deposit guarantee fund must
be managed, limiting costs and allowing for an institutionally «leaner» scheme.
However, its disadvantages are significant; the collection of premia results in an
unnecessary burdening of surviving banks during a crisis – restraining potentially
scarce liquidity.137 Therefore, ex post funding has a pro-cyclical impact on the
banking sector with potentially adverse consequences for financial stability. Moreover, in the absence of a statutory subrogation for the disbursed depositors’ claims
against the failed bank, the only bank not paying for deposit guarantee would
be the failed bank – the culprit. This encourages excessive risk-taking and is in
equitable, as sound banks subsidise their more reckless peers. Lastly, the time necessary to collect funding generally prevents ex post-funded schemes from fulfilling any mandate other than a simple paybox, meaning that the deposit guarantee
scheme cannot contribute to bank resolution. Of course, ex ante funding results in
fund-management costs and requires a stringent investment policy138 to prevent
excessive risk-taking in the investment of deposit guarantee resources.139 However, the fact that the scheme’s resources are already put in place before a triggering
event occurs means that this approach to funding is anti-cyclical and, akin to a
rainy-day fund, shifts the burden away from the stress period and towards a point
in time where it is significantly more tolerable for the banking industry. Moreover,
the availability of a deposit guarantee fund due to ex ante funding increases the
scheme’s credibility.140 Similarly to the above-discussed issue of the source of deposit guarantee funding, the disadvantages do not preclude the inclusion of ex post
funding as a secondary, fall-back measure to support the scheme.
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Thus, the concept can be considered a rainy-day fund for depositor protection.
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Only in cases of isolated bank failure due solely to idiosyncratic reasons, the burden of
ex post premia collection may be negligible.
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While such a policy may be enshrined in the scheme’s by-laws, a provision in the law
governing the scheme is preferable. See infra N 621 for an example of a statutorily
mandated investment policy.
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Otherwise, the contributing banks, and possibly the governing body of the scheme,
may be induced to further the fund’s growth primarily through investment income and
not through the contributions of participating banks.

140

Campbell et al., 227.
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The modalities of the funding mechanism are closely interwoven with the other
two key aspects, as the decisions regarding these issues can, to a certain extent,
preclude certain funding modalities. In a primarily publicly funded scheme, which
is rarely the most appropriate approach, the government would provide for the
necessary funding by either appropriating a deposit guarantee fund or issuing a
line of credit that the scheme could tap in case of a bank failure. For secondary
funding through public channels, the government is likely to rely on the latter
approach and establish a back-up line of credit for the scheme. In a primarily privately funded scheme, the funding stems from the contributions of participating
banks.141 Broadly speaking, the contributions may be levied in two forms: as a flat
rate or using a more intricate calculation method. A scheme relying on flat-ratebased funding would generally calculate a bank’s contribution as a percentage
of its total amount of deposits. This means that banks with a large retail deposit
business would pay more than would small banks; more importantly, idiosyncratic
aspects other than the size of the deposit-taking business would not be considered for the computation of contributions, increasing moral hazard.142 In contrast,
a more intricate calculation method can and would take these idiosyncratic factors,
such as riskiness and business model, into consideration. The quantification of
riskiness usually occurs in the form of a supervisory rating that takes a wide range
of both prudential and conduct considerations into account. The principal advantage of a more intricate, risk-based approach lies in the equitable outcome of these
contributions, the mitigation of potential moral hazard, and avoidance of undue
cross-subsidies within the banking sector.143
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Closely related to deposit guarantee funding is the issue of recoveries. Indeed,
both the source and the timing differ considerably. The above considerations revolve around contributions made by the banking industry that take place before or
immediately after a bank failure. In contrast, recoveries arise from the failed bank
itself during insolvency proceedings (i.e. long after the failure and any ex post contributions). To enable a scheme to make recoveries, its governing framework must
stipulate that a subrogation of the reimbursed depositors takes place and designate
the scheme as the subrogee. In other words, the deposit guarantee scheme must
assume the position of protected depositors in insolvency proceedings. Particu-
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The terminology varies across jurisdictions. Some legal frameworks refer to them
merely as contributions, some use «premia» or «premiums», and others – mainly the
US – use the term «assessments». In any case, the underlying logic remains the same.
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Grossman, Banking Crises, 453.
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Campbell et al., 227.
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larly in cases where the legal framework contains a privilege or prioritisation144
of protected depositors in the hierarchy of claims, there is a realistic chance that
the scheme may recover a significant portion of its disbursements, replenishing its
ex ante fund or enabling it to pay back contributions in cases of ex post funding.
Thus, a scheme that is capable of making recoveries from the failed bank ultimately places the burden of failure on the individual bank with the banking sector
liable in the second degree and the government functioning solely as a source of
(temporary) back-up funding.
114

Overall, the optimal funding mechanism varies across jurisdictions. However,
on a meta-level, the optimal funding mechanism consists of a cascade of different
sources and modalities at different points in time. First, the primary source of
funding should be banks (or the banking sector at large) to avoid widespread moral
hazard; a public backstop could be a meaningful way to ensure that the schemes
function even in particularly adverse scenarios or crises as well as to maintain
public confidence in deposit guarantee, the financial safety net, and the banking
sector. Second, the funding should be largely accumulated prior to a bank failure
(i.e. ex ante) to avoid the unnecessary burden of pro-cyclicality. Again, ex post
funding may serve as a complement to strengthen a deposit guarantee scheme.
Third, risk-based contributions are clearly preferable over flat-rate contributions.
If contribution calculations consider the idiosyncratic risk profiles of each individual bank, they can balance the burden in the most equitable manner, further
mitigating moral hazard and eliminating undue cross-subsidies between different
(groups of) banks. Fourth, the subrogation of depositors’ claims that were covered
by the scheme – combined with the prioritisation of such claims – allows for recoveries from the failed bank to the detriment of shareholders and creditors, who
are better positioned to exercise market discipline, further curbing moral hazard.

6.
115

Timely Disbursement

The design components discussed thus far focus primarily on the build-up of a
robust deposit guarantee scheme long before a bank actually fails. However, when
a bank does fail, timely disbursement is crucial. First and foremost, it is important
for depositors to have access to their deposits to avoid adverse consequences stem144
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Incidentally, the legal frameworks in both Switzerland and the US prioritise depositors
over other creditors and shareholders. However, the degree and rationale for the pri
oritisation vary considerably, see infra N 204 et seqq. and N 662 et seq. On the different approaches to implement depositor preference, see Dobler/Moretti/Piris, 25.
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ming from liquidity impairments – if a substantial number of depositors cannot
honour their financial obligations in the wake of a bank failure, an adverse impact
on the real economy is possible.145 Furthermore, a prolonged disbursement timeframe may have adverse consequences on the entire banking sector. Depositors at
other banks may lose their confidence in the protection offered by the deposit guarantee scheme if they witness a lengthy disbursement146 and decide to withdraw
their deposits from their healthy bank out of fear,147 once again causing a self-fulfilling prophecy culminating in bank runs to the detriment of financial stability.
In contrast to the rather abstract solutions presented above, the optimal approach
to disbursement timeframes is clear: depositors should be disbursed as quickly
as possible. However, the timeframe is subject to decisions made with respect to
other design factors. Ceteris paribus, an ex ante-funded scheme is, under almost
all circumstances, capable of reimbursing depositors faster than an ex post-funded
scheme. The logic behind that is rather clear: the availability of a pre-accumulated
fund means that a deposit guarantee scheme can commence disbursement immediately after obtaining the necessary information (e.g. amount of protected deposits,
personal and ownership information of depositors etc.); an ex post-funded scheme
must first turn to the remaining banks to obtain funding for the disbursement. Similarly, a scheme with the mandate and the powers necessary to obtain information
directly is generally at an advantage compared to a scheme that relies on indirect
information.148
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In practice, the applicable statutory timeframes for disbursement vary considerably across jurisdictions.149 Since the Financial Crisis of 2007/2008, there has been
a general trend150 towards shorter disbursement frameworks in yet another attempt
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145

See also supra N 51.

146

Campbell et al., 216.

147

Pursuing what Kaufman, Bank Runs, 561 calls the «better-safe-than-sorry strategy».

148

However, well-established co-operation between the deposit guarantee scheme and the
information-acquiring authority, generally the bank supervisor, may mitigate or even
eliminate disbursement delays. Moreover, the information should not only be readily
available, but also accessible in a format that enables rapid processing for the purpose
of deposit guarantee.

149

Certain jurisdictions, including the US, do not stipulate a specific timeframe; the Federal Deposit Insurance Act requires the FDIC to simply reimburse depositors «as soon
as possible». See 12 U.S.C. § 1821(f)(1).

150

For instance, Switzerland and the European Union are discussing or have passed a
gradual reduction of the disbursement timeframe in response to the Financial Crisis of
2007/2008.
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to raise the credibility of deposit guarantee and bolster public confidence in the
banking sector and the financial safety net.
118

A short timeframe for disbursement is vital for the proper functioning of a deposit
guarantee scheme for two reasons. First, it is the sole meaningful way to prevent
depositors from facing financial difficulties due to impaired liquidity – difficulties that may spill over to the real economy. Second, a scheme that reimburses
depositors in a timely manner sends out a signal of strength and credibility that
reassures the general public. While the timeframe for disbursement varies across
deposit guarantee schemes and the practical possibilities are somewhat restrained
by other design components, legislators should nevertheless aim for an ambitious
timeframe to ensure that funds are disbursed to depositors as soon as possible.

7.

Comprehensive Information Policy

119

This discussion of the foundational building blocks of deposit guarantee schemes
has highlighted one recurring feature: the importance of credibility and public
confidence. Indeed, a well-designed scheme is a powerful part of the financial
safety net that contributes to financial stability. However, even the best scheme
cannot fulfil its task if depositors are unaware or insufficiently informed about
their deposit guarantee scheme, its capabilities, and its modus operandi. Therefore, the information policy of the scheme (or the supervisory authority on behalf
of the scheme) is at least equally important as the design and functioning of the
scheme.151
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A comprehensive information programme aimed at public awareness must be in
place throughout the various stages of a scheme’s operations. There are three distinct phases during which the public should be informed: (i) the period leading
up to the scheme’s establishment,152 (ii) the period of regular operations,153 and
(iii) times of crisis and distress. The information to be disseminated varies by
phase. For instance, during the period leading up to the scheme’s establishment,
the information policy must focus on fostering public acceptance of the concept

151

For a similar line of argumentation, see Campbell et al., 228. See also Bijlsma/van
der Wiel, 3439 et seqq. for an empirical study of the impact of public awareness.

152

The information policy suitable for this phase may also provide a basis that can be
used during subsequent (major) adaptations of the regulatory framework governing the
deposit guarantee scheme.

153

I.e. in the absence of a crisis or bank failure.
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of deposit guarantee, its role in the financial safety net, and its planned key elements.154 Once the scheme has become operational, it must continue to inform the
public, albeit with less intensity, of the scheme’s key elements, particularly the
extent of its quantitative and qualitative coverage,155 must be part of the policy.
In addition, the information disseminated must also include information on the
scheme’s governance – notably if the scheme is not administered by a government
agency. Lastly, during times of turmoil, the deposit guarantee scheme should amplify its dissemination of information and provide detailed information on how
depositors are protected and on the functioning and duration of the disbursement
process.156
Of course, the scheme’s information policy must also cater to a range of audiences.
First and foremost, any public awareness programme undertaken in the field of
deposit guarantee must focus on the depositors within a given jurisdiction – the
group that is protected by the scheme.157 The information disseminated should
clarify the mandate, coverage, and timeframe for disbursement. In other words,
depositors should be adequately informed of all material aspects of their protection. Depositors constitute a very heterogeneous group, encompassing various subgroups determined by demographic factors. The information policy of a scheme
should take this heterogeneity into account and strive to reach all sub-groups.158
Other key audiences include lawmakers, bank employees, and the media. While
lawmakers are likely targeted prior to the establishment of a scheme or prior to
changes in the legislative framework, bank employees and the media play an important role during the other two phases, as both can amplify the message from the
information policy to depositors. For instance, well-informed bank employees can
foster the confidence of depositors – possibly even better than the scheme itself –
since front-line staff can build on their pre-existing relationships with depositors;
they are likely considered to be a trustworthy source of information on depositor
protection.159 Lastly, the media can play a pivotal role during a crisis; it is crucial
for the mass media to provide information on the existence and operations of the
scheme and, in turn, contribute to confidence amongst depositors.
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These key elements include the scheme’s membership base, coverage level, funding,
and envisioned timeframe for disbursement.
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See supra N 101 et seqq. for the two aspects of deposit guarantee coverage.
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IADI, Public Awareness, 18.

157

See also Bijlsma/van der Wiel, 3451.

158

See also infra N 122.

159

Similarly, IADI, Public Awareness, 9.
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The shape of public awareness programmes pertaining to depositor protection
and deposit guarantees can be manifold, using various channels and conveying
different information at different times. While it is difficult to prescribe universal characteristics in terms of form and content of such programme, a few points
should nevertheless be addressed in all jurisdictions. First, any information intended for depositors should be in plain language to ensure that laypeople fully understand the information and to avoid ambiguity or misinterpretation.160 Second,
an effective information programme should use a range of communication tools
to ensure widespread dissemination, as no single tool can effectively reach every
sub-group. For example, leaflets distributed in bank branches may be an effective
way to reach depositors; however, the emergence of internet-based banks without
physical branches undermines this approach. Similarly, websites are a simple and
cost-effective tool to reach a high number of depositors; however, certain depositors (e.g. the elderly) may not have access to the internet.161 These two examples
highlight the importance of a mix of communication tools to maximise the reach
of a public awareness programme.162 Third, any information disseminated by the
deposit guarantee scheme should be transparent. The information should not make
depositors wrongly think that they are protected beyond the actual coverage level163 or that deposit guarantee is a panacea for financial stability.164 Instead, the
information should clearly acknowledge the limitations of the scheme and provide
meaningful information about the fate of deposits or financial products beyond the
scope of the scheme.
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In light of the above information, a comprehensive information policy through public awareness programmes is clearly a vital aspect of a deposit guarantee scheme.
Public awareness is not merely a way to increase the effectiveness of a scheme –
160

See also IADI, Public Awareness, 11.

161

Moreover, the effectiveness of a website as a tool to disseminate information pertaining to deposit guarantee may be even more limited in jurisdictions with lower internet
penetration. See IADI, Public Awareness, 13.

162

See IADI, Public Awareness, 12 et seqq. for an in-depth discussion of the various communication tools and their usefulness in the dissemination of deposit guarantee-related
information.

163

Depositors could perceive themselves to be protected beyond the coverage level either
by the deposit guarantee scheme itself or through the government as implicit depositor
protection.

164

Depositors generally underestimate risk and over-estimate the extent of protection,
making them prone to panic in a crisis once they find out they could suffer losses. See
Campbell et al., 227.
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its functioning and is contingent on public awareness. Therefore, this building
block is a conditio sine qua non for any deposit guarantee scheme. It does not
matter whether disbursements are frequent; depositors must fully understand the
implications, capabilities, and limitations of deposit guarantee in order to have
confidence in the financial safety net and the banking sector. Of course, information disclosure is no panacea. A deposit guarantee scheme must be designed
in a way to ensure its functionality (i.e. the legislator must make use of the other
foundational building blocks and ensure that the scheme is well embedded in the
financial safety net). Ultimately, no information policy or public awareness programme – no matter how well developed – is able to maintain or rebuild depositor confidence once a deposit guarantee scheme has failed to reimburse protected
depositors. The failure to disburse must not necessarily be absolute (i.e. depositors do not receive money at all); protracted disbursement also constitutes failure,
as the scheme failed to meet its statutory timeframe.

8.

Conclusions

A deposit guarantee scheme is a highly complex instrument. It consists of a number of different building blocks and design elements (some of which were not
mentioned here), each affecting the functioning of the others. Overall, it is difficult to precisely stipulate building blocks that must be present in every scheme
without regard for the particularities of jurisdictions. Scheme designs depend, to a
considerable extent, on specific historical considerations with regard to the banking sector itself and its supervisory architecture. Hence, any legislator working to
establish or overhaul a deposit guarantee scheme would be well advised to adopt
a holistic approach and consider the scheme in the context of the wider safety net.

124

Thus, not every design element prescribed by international best practices or international standards is appropriate for every jurisdiction. With respect to the building blocks discussed in this section, a generally desirable design element may ultimately have an adverse impact on certain schemes or financial safety nets. It is of
the utmost importance to build an efficient deposit guarantee scheme based on two
key objectives: depositor protection and financial stability. The selection of design
elements should be guided by a holistic perspective on financial regulation that is
solely aimed at achieving these two goals. Most importantly, legislators must be
aware that a deposit guarantee scheme stands and falls on credibility – establishing
credibility and the resulting confidence are hence the raison d’être of any deposit
guarantee scheme.
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Throughout the field of financial regulation, there has been a considerable trend
towards international harmonisation and standardisation.

126

International standards in the field of financial regulation are generally not set
by «traditional» international economic organisations such as the IMF, the World
Trade Organisation (WTO), or the Bank for International Settlements (BIS).
Instead, the standard-setting bodies are expert committees that consist of government representatives and sometimes encompass other professionals.165 These
committees do not have separate legal personality, as opposed to traditional international economic organisations.166
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Similarly, the international standards and rules prepared by these standard-setting bodies are generally non-binding and transposing them into national law is
voluntary.167 Hence, international standards in financial regulation are referred to
as international «soft» law to distinguish them from binding international «hard»
law.168 However, while not binding per se, international standards are widely accepted across many jurisdictions169 in which they have been passed as national
laws – rendering them effectively binding in these national contexts. International
soft law has become more prevalent in financial regulation alongside the globalisation of the financial sector, which resulted in a greater need for a certain degree
of standardisation and harmonisation across jurisdictions. Furthermore, the nature
of standard-setting bodies allows for a faster and more flexible reaction to crises,
external shocks, and the emergence of new market participants and business models. This brief outline of international standard-setters and international standards
is by no means exhaustive and an in-depth discussion of these issues would extend
far beyond the scope of this thesis.170
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Alexander, Global Financial Standard Setting, 867.

166

Alexander, Global Financial Standard Setting, 867; Giovanoli, 11.

167

Alexander/Dhumale/Eatwell, 134. Giovanoli, 11 argues that standard-setters lack
the «competence with regard to law-making at either the national or international
level».

168

Alexander/Dhumale/Eatwell, 134.

169

Accepted equally by jurisdictions that were directly involved in the creation of the
standards and jurisdictions that were not actively involved.

170

For a detailed discussion of international financial standard-setting and the institutions
involved, see Alexander/Dhumale/Eatwell, 34 et seqq.
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The perhaps most «famous» international financial-regulation standards are the
Basel Capital Accords, which were conceived by the Basel Committee on Banking
Supervision (BCBS) following the high-profile failures of Bankhaus Herstatt and
Franklin National Bank in 1974.171 Since then, the standards set by the BCBS have
been updated and expanded on several occasions in reaction to new developments
and shortcomings in the Basel framework. This ability to adapt underlines the
flexibility of international soft law.
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The process behind international standards and harmonisation in the realm of deposit guarantee began relatively late. This is largely due to the absence of deposit
guarantee schemes in most jurisdictions until the 1990s.172 Only a few jurisdictions adopted a scheme early on, one notable case being the US during the Great
Depression.173 Hence, a distinct standard-setting body in the field of deposit guarantee was not established until 2002 – the International Association of Deposit
Insurers (IADI). In 2009, IADI, in collaboration with the BCBS, published the
«Core Principles for Effective Deposit Insurance Systems», a comprehensive set
of standards and best practices for deposit guarantee schemes.174
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However, even before the adoption of a formal set of international standards for
deposit guarantee schemes, there was some degree of standardisation and harmonisation in the field that influenced the developments that ultimately culminated in
the BCBS/IADI Core Principles.

I.
132

Early Standardisation Efforts

The trend towards international standardisation and harmonisation in the realm of deposit guarantee has been observable since the mid-1990s. As mentioned above, these
efforts were not initially co-ordinated and promoted by a distinct standard-setting
body or forum of deposit guarantee providers; they were undertaken by other actors.
171

See Alexander, Global Financial Standard Setting, 869 et seq.; Goodhart, Basel
Committee, 31 et seq.

172

Demirgüç-Kunt/Kane/Laeven, Adoption and Design, 29; Lastra, 160. By 1995,
only 49 jurisdictions had adopted an explicit deposit guarantee scheme. For a timeline
of deposit guarantee adoption, see Calomiris/Jaremski, 108.

173

See Demirgüç-Kunt/Kane/Laeven, Adoption and Design, 34 et seqq. for a list of
jurisdictions with an explicit deposit guarantee scheme in the mid-1990s.

174

See BCBS/IADI Core Principles.
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1.

Europe

In Europe, the trend towards the standardisation of deposit guarantee frameworks was triggered by the failure of Bank of Credit and Commerce International
(BCCI) in 1991,175 which led to the adoption of Directive 94/19/EC. This directive
had a twofold effect on deposit guarantee legislation in Europe. First, the member
states of the then-European Community were required to implement the directive
into their respective national laws. While the directive was by no means a vehicle
to wholly harmonise deposit guarantee in the European Community, it did aim
to establish a minimum level of harmonisation176 while still leaving the member states with significant discretion regarding the design of their schemes. Second, and most importantly, directive 94/19/EC introduced a universal minimum
coverage level of ECU177 20,000.178 While the directive only sought a minimum
harmonisation,179 it nevertheless prescribed certain measures to avoid regulatory
competition amongst member states.180 However, other essential aspects of deposit
guarantee – notably its funding mechanism – remained unaddressed and were not
harmonised.181
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The impact of Directive 94/19/EC did not stop at the boundaries of the then-
European Community. It had a major impact on accession countries, particularly
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175

See Campbell/Cartwright, 164 et seqq. for a detailed discussion of the BCCI case.

176

See Art. 3 para. 1 of Directive 94/19/EC.

177

Following the introduction of the Euro, coverage became EUR 20,000.

178

See Art. 7 para. 1 of Directive 94/19/EC. However, Art. 7 para. 3 of Directive 94/19/
EC allowed for a higher coverage level, leaving national legislators with some discretion.

179

See also Schillig, 316.

180

First, Art. 9 para. 3 of Directive 94/19/EC prohibited banks from using differences
between «their» scheme and schemes in other EU members’ jurisdictions in their advertisements. Second, Art. 4 para. 1 of Directive 94/19/EC limited the coverage level
of branches in other member states to the level in the home member state. If the scheme
of the host member state offered higher coverage, Art. 4 para. 2 of Directive 94/19/EC
allowed the foreign branch to obtain supplementary coverage from the host-country
scheme (i.e. to «top up» coverage). However, as Huizinga, 256 points out, Directive 94/19/EC did not mandate minimum premia for deposit guarantee, leaving a significant aspect open for regulatory competition.

181

See Grünewald, Cross-Border Banking Crises, 141.
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the transition economies in Central and Eastern Europe.182 Indeed, these jurisdictions were not directly affected by the directive, as they were not obligated to implement the provisions into their national laws. However, these countries, as well
as Malta and Cyprus, sought membership in the European Union;183 their negotiation packages contained a vast list of prerequisites that had to be met, one of
which was the requirement to transpose the provisions in Directive 94/19/EC into
their respective national laws184 (i.e. to establish a compliant deposit guarantee
scheme or amend pre-existing frameworks). Evidently, Directive 94/19/EC was
not the sole motivation behind the creation of deposit guarantee schemes in the
transition economies185 – most of them had experienced banking crises following
the collapse of their centrally planned economies, leading to a departure from the
approach of implicit guarantees that were prevalent in these countries. Regardless
of the motivations behind the adoption of an explicit scheme, Directive 94/19/EC
generally harmonised deposit guarantee frameworks in these countries with their
Western European counterparts.186 However, the relatively low levels of economic
development resulted in significantly higher coverage levels in relation to GDP per
capita187 – and to some extent, in over-coverage.188
135

The adoption of Directive 94/19/EC resulted in a certain degree of deposit guarantee standardisation and co-operation across the then-member states.189 Addition182

On the general influence of EU law on financial regulation in transition economies, see
Schooner/Taylor, 3.

183

Nenovsky/Dimitrova, 283 refers to Directive 94/19/EC’s relationship with accession
countries as «soft law»; before applying for membership, the effect of the directive was
deemed similar to soft law. However, given that meeting the requirements of the directive was a prerequisite to gain membership, its impact constituted far more than merely
soft law – while the countries were not forced to comply, non-compliance constituted
a significant, and possibly insurmountable, obstacle on the path to EU membership.

184

Nenovsky/Dimitrova, 302.

185

E.g. Hungary and the Czech Republic already introduced deposit guarantee schemes in
1993 and 1994, respectively. See Nenovsky/Dimitrova, 299.

186

See also Nenovsky/Dimitrova, 283.

187

According to Huizinga, 256, the average coverage ratio amongst accession countries
was 2.17 times the GDP per capita while that amongst member states was only 1.4
times the GDP per capita. See also Nenovsky/Dimitrova, 293 for a similar conclusion,
albeit with a higher disparity between the two average ratios.

188

See Nenovsky/Dimitrova, 296 et seq.

189

For instance, European deposit guarantee schemes created a forum for exchange and
co-operation: the European Forum of Deposit Insurers (EFDI). See Kleftouri, Deposit Protection, 125 et seq. for a discussion of the EFDI.
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ally, it had a profound impact on the transition economies and other prospective
membership candidates.190 The need to comply with the directive drove some jurisdictions to adopt a scheme while other jurisdictions simply needed to adjust
pre-existing schemes. Of course, the trend towards harmonisation in Europe did
not abate after Directive 94/19/EC. The Financial Crisis of 2007/2008 and the ensuing crisis in Europe led to further EU-level legislation191 and, in turn, enhanced
harmonisation as well as a proposal for a single comprehensive deposit guarantee
scheme for the EU.
The deposit guarantee landscape in Europe is considerably more harmonised than
in other regions for two main reasons. First, while other regions were somewhat
influenced by the standardisation efforts of international economic organisations
(and later IADI), jurisdictions in other regions were never exposed to supranational pressure to harmonise their deposit guarantee frameworks. Second, the banking
sector in the EU is highly interconnected; harmonisation ensures the effectiveness
and stability of both the financial safety net and the banking sector.192 As such,
there is a greater need for harmonisation in Europe than there is in other regions.
However, while the interconnectedness of the banking sector in Europe has resulted in increased harmonisation and the supranational organisation of supervisory
and regulatory functions, deposit guarantee still lags behind – awaiting the introduction of EDIS as the third and final pillar of the Banking Union.193

190

Furthermore, developments in the field of deposit guarantee legislation also impacted
European countries that were neither EU members nor candidate countries. The design
of the Swiss deposit guarantee scheme – notably its coverage level – was influenced to
a certain extent by the EU approach. See infra N 185 and N 212 for a discussion of the
influence of EU law on Switzerland’s deposit guarantee framework.
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In particular, Directive 2009/14/EC and subsequently, Directive 2014/49/EU.

192

To a lesser extent, the argument of market integration also applies to non-member
jurisdictions in Europe, notably those that are in the European Economic Area (EEA)
or the European Free Trade Association (EFTA).

193

Since the legislative process resulting in Directive 2014/49/EU started well before proposals for an EU-wide deposit guarantee scheme emerged, the directive aims solely at
further harmonisation of national schemes and not (directly) at preparing for the establishment of EDIS. See Gros/Schoenmaker, 531 et seq.; Grünewald, Cross-Border
Banking Crises, 137 et seq.; Payne, 559; Schillig, 318 et seq. on the path towards
maximum harmonisation. For an in-depth discussion of the EDIS proposal, see Minto,
49 et seqq. For a similar idea, albeit at a global scale, see Gillman, 103 et seq.
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2.

Globally

137

Outside Europe, a general trend towards the adoption of «best practices» in the
realm of deposit guarantee has been prevalent since the mid-1990s. However,
unlike in the EU, this standardisation was not driven by a single piece of legislation. Instead, the underlying reasons were predominantly the occurrence of
economic crises on both national and regional levels194 and co-operation with
international economic organisations to mitigate or prevent these crises.

138

Several financial crises have emerged since the mid-1990s in various countries
and regions.195 In its role as provider of technical assistance to troubled countries, the IMF has been directly involved in crisis management, which included,
amongst other fields, deposit guarantee.196 During or in the aftermath of these crises, many jurisdictions have established explicit deposit guarantee schemes while
others have overhauled their old schemes.197
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However, the influence of the IMF (and the World Bank) was not limited to countries experiencing financial turmoil. More generally, the Bretton Woods Institutions endorsed deposit guarantee schemes as a way to curb or contain financial
crises and as a potential way to replace blanket guarantees.198 In addition to this
endorsement, the IMF also took steps towards the standardisation of scheme design. In 1999, the IMF released a working paper by Garcia that outlined the best
practices for deposit guarantee schemes.199 This marked a first step in the development of international standards for deposit guarantee.200
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See also Garcia, Best Practices, 15.

195

The best-known crises were the Mexican Peso Crisis (1994), the Asian Financial Crisis
(1997), and the Russian Financial Crisis (1998).

196

See Demirgüç-Kunt/Kane/Laeven, Policy Lessons, 3; Seelig, 209.

197

See Demirgüç-Kunt/Kane/Laeven, Adoption and Design, 34 et seqq. for an overview of the timeline of deposit guarantee scheme adoption.

198

Demirgüç-Kunt/Kane/Laeven, Determinants, 412.

199

See Garcia, Best Practices, 7 et seqq. Subsequently, these best practices were refined
and expanded in Garcia, Crisis Management, 8 et seqq.

200

Indeed, Directive 94/19/EC predates the working paper; however, the directive’s focus
was narrower, as it did not address several key aspects, such as the funding mechanism. Moreover, the directive was never intended as a means of international standardisation; it was intended only for the then-members of the European Community (and
subsequent membership applicants). See also supra N 133 et seq.
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Several key aspects of deposit guarantee design were addressed in the working paper, including observations and recommendations pertaining to the fundamentals
of deposit guarantee, as outlined in the previous chapter. The working paper also
stipulated that deposit guarantee schemes should be independent, with the primary concern being potential politicisation.201 It also advocated for the separation
of deposit guarantee schemes and the banking industry albeit in a non-absolute
manner.202 Lastly, the paper discussed the optimal timing for the introduction of
a deposit guarantee scheme, strongly advocating for an introduction during times
of financial stability203 rather than during or immediately after a financial crisis or
major bank failure. This recommendation is likely heavily influenced by the IMF’s
experience as crisis manager and provider of technical assistance to countries in
difficulties. Specifically, the paper argued that a new explicit scheme with limited
coverage set up during a crisis may be perceived as a sign of the banking sector’s weakness and may be incapable of stopping bank runs and could even lead
to further runs, either within the jurisdiction or outside it (i.e. a «flight from the
currency»).204 Moreover, a scheme introduced during a crisis is likely to offer too
much coverage in an attempt to bolster its impact on depositor morale.205 While it
is certainly more appropriate to regulate during times of tranquillity, as such legislative projects tend to be better balanced and more nuanced, the argument that
a scheme adopted in a crisis could not stop bank runs is not necessarily correct.
For instance, the FDIC (more precisely, the FDIC’s temporary predecessor)206 was
created at the height of the Great Depression as part of a wider reform package –
the New Deal. Subsequently, the number of bank runs decreased significantly.207
Inversely, the existence of a long-established deposit guarantee scheme did not
fully prevent the reoccurrence of bank runs during later crises.208 Additionally,
the idea that the issue of over-coverage is limited to newly-established schemes is
201

Garcia, Best Practices, 13.

202

Garcia, Best Practices, 9.

203

In this context, financial stability should be understood as the absence of a crisis.

204

See Garcia, Best Practices, 14.

205

Garcia, Best Practices, 14.

206

See infra N 375 et seqq.

207

See infra N 393.

208

For instance, the runs on WaMu, IndyMac, and Wachovia in the US or the run on
Northern Rock in the United Kingdom during the Financial Crisis of 2007/2008. See
infra N 500 and N 502 for an in-depth discussion of the events in the US and Shin,
101 et seqq.; Singh/LaBrosse, 55 et seqq. for analyses of the events in the United
Kingdom.
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incorrect; well-established deposit guarantee schemes routinely increased coverage in reaction to crises in order to bolster public confidence – even in the absence
of any hard evidence209 that the scheme’s established scope is perceived as insufficient by depositors and markets.210
141

Nevertheless, the best practices outlined in the IMF working paper marked an important step in the trend towards widely adhered-to international standards in the
field of deposit guarantee. The work undertaken by the IMF has paved the way for
the compilation of international standards and generally accepted principles issued
by a dedicated standard-setting body.

3.

Conclusions
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Both the developments in Europe and the work by the Bretton Woods Institutions (notably the IMF) were significant in the development of deposit guarantee.
On the one hand, these two developments accelerated the advent of deposit guarantee in jurisdictions across the globe.211 On the other hand, jurisdictions wishing
to introduce an explicit scheme or to transition away from an explicit or implicit
blanket guarantee were able to obtain valuable guidance based on the experiences
of schemes in other jurisdictions.
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In line with the general trend in financial regulation towards more internationalisation
and standardisation, the developments marked an intermediate step on the path to
international standards for deposit guarantee stipulated by a dedicated standard-setting body. Nevertheless, with respect to standardisation, the field of deposit guarantee still lagged behind other areas of financial regulation, notably capital adequacy.
Major reasons for this lag include the particularities in the regulatory architecture
and the different approaches to building a financial safety net that achieves the needs
of a jurisdiction without unnecessarily burdening its stakeholders.

209

For instance, bank runs.

210

During the Financial Crisis of 2007/2008, the US increased coverage from
USD 100,000 to USD 250,000 and even guaranteed certain transaction accounts in
full (through the TAGP). Similarly, Switzerland increased coverage from CHF 30,000
to CHF 100,000. Such increases do not stem solely from domestic developments; developments in neighbouring jurisdictions can also lead legislators to conclude that an
increase is necessary to maintain competitiveness.

211

However, the relatively high number of banking or financial crises since the 1990s was
an equally powerful driving force.

58

II. International Association of Deposit Insurers

II.

International Association of Deposit Insurers

The field of deposit insurance caught up somewhat to other aspects of financial
regulation in May 2002 by establishing a dedicated international forum: the International Association of Deposit Insurers (IADI). IADI has continued the work of
the EU and the Bretton Woods Institutions and has emerged as the leading force in
the standardisation of deposit guarantee on the international level.

1.

144

Organisation and Goals

Like most international bodies or fora, such as the BCBS or the Financial Stability
Board (FSB),212 IADI is not a traditional international economic organisation; it is
organised as an association under Swiss private law, pursuant to Arts. 60 et seqq.
CC, and domiciled at the BIS in Basel. The membership base of IADI currently
consists of 86 members, eight associates, and 16 partners.213 The self-declared
objective of IADI is to «contribute to the stability of financial systems by promoting international co-operation in the field of deposit insurance and providing
guidance for establishing new, and enhancing existing, deposit insurance systems,
and to encourage wide international contact amongst deposit insurers and other
interested parties».214 To achieve this objective, it provides training and education
to its members and furthers research in the field of deposit guarantee. Its main
tool, however, is the development of standards and principles that enhance the
effectiveness of deposit guarantee schemes.215
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In 2009, IADI, in co-operation with the BCBS, issued the «Core Principles for
Effective Deposit Insurance Systems»,216 establishing the first set of international

146

212

At the time of IADI’s establishment, the FSB was still known as the Financial Stability
Forum (FSF).

213

See IADI, Overview.

214

Art. 3 lit. a of the IADI Statutes.

215

See Art. 3 lit. b of the IADI Statutes. See also Alexander, Banking Regulation, 170.

216

See BCBS/IADI Core Principles.
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standards in the field by a dedicated and specialised standard-setting body.217 Following feedback and further consultations, IADI (this time without the BCBS)
published a second, revised iteration of the Core Principles218 in 2014.219 This
iteration of the IADI Core Principles remains the leading set of international
standards in the field of deposit guarantee scheme design and operation.

2.

Core Principles for Effective Deposit
Insurance Systems

147

The most recent iteration of the IADI Core Principles contains 16 principles that
cover a wide range of aspects related to deposit guarantee schemes (e.g. design
and institutional features, operational aspects, and other considerations to enhance
the effectiveness of a scheme’s functioning). While the Core Principles, to a considerable degree, build on the groundwork laid by the first iteration of the standard
(and on the efforts of other actors prior to IADI’s creation), they refine the 2009
Core Principles in a number of ways and incorporates a number of lessons learnt
during the Financial Crisis of 2007/2008.

148

The Core Principles cover the foundations of a well-functioning deposit guarantee scheme, as outlined in the previous chapter.220 They address the need to complement a deposit guarantee scheme with adequate supervision (which must not
necessarily carried out by the scheme itself).221 The question of a scheme’s membership base is addressed in Core Principle 7; IADI strongly advocates for compulsory membership for all banks and deposit-taking entities in a jurisdiction222 to

217

Hence, the Core Principles can be considered to be (at least partially) a reaction to the
Financial Crisis of 2007/2008, during which design flaws and problems related to deposit guarantee became apparent. This was particularly pronounced in Europe (e.g. the
Icesave case or the bank run on Northern Rock) but was apparent to a lesser extent in
the US (e.g. the bank runs on WaMu, IndyMac, and Wachovia). See also Alexander,
Banking Regulation, 170.

218

See IADI Core Principles.

219

Alexander, Banking Regulation, 170.

220

See supra N 86 et seqq.

221

While it does not constitute a dedicated principle, it recurs throughout the document.
See, for instance, IADI Core Principles, 13.

222

IADI Core Principles, 26.

60

II. International Association of Deposit Insurers

avoid adverse selection.223 The importance of a stringent mandate is discussed in
Core Principle 2;224 here, IADI details the four classifications of deposit guarantee
mandates: (i) paybox, (ii) paybox-plus, (iii) loss-minimiser, and (iv) risk-minimiser.225 The related issue of the scheme’s placement in the wider financial safety
net (and the relation to its other actors) is covered in Core Principle 4.226 Questions
about adequate coverage are featured in Core Principle 8. IADI does not focus
on an explicit target coverage ratio as measured against a jurisdiction’s GDP per
capita;227 instead, it advocates for a deposit guarantee coverage level that should
be «limited, credible, and cover the large majority of depositors but leave a substantial amount of deposits exposed to market discipline».228 The procuration of
financial resources needed to honour the scheme’s commitments is discussed in
Core Principle 9.229 The standards for the modalities surrounding disbursement in
the event of a bank failure – the core function of any scheme – are laid out in Core
Principle 15. Regarding the timeframe for the reimbursement of depositors, IADI
advocates for a disbursement within seven working days after a bank’s failure.230
Lastly, information policy is addressed in Core Principle 10.231 While the topic
had been included in the original BCBS/IADI Core Principles, the revised version
elaborated the topic232 (e.g. best practices for public awareness in times of crisis
were largely missing in the earlier version)233 in light of the shortcomings that
223

See supra N 91 et seqq. for a more detailed discussion of the problems that could
potentially stem from adverse selection and depositor uncertainty on whether «their»
institution is participating or not.

224

IADI Core Principles, 19 et seq.

225

IADI Core Principles, 19. See also supra N 96 for the general characteristics of each
group.

226

IADI Core Principles, 23. The related aspect of a scheme’s role in contingency planning and crisis management is addressed in Core Principle 6; see IADI Core Principles, 25.

227

As outlined in Garcia, Best Practices, 18.

228

IADI Core Principles, 27.

229

IADI Core Principles, 29 et seqq. The closely related question of recoveries, which
was discussed here as an element of funding, is discussed separately by IADI in Core
Principle 16; see IADI Core Principles, 41.

230

IADI Core Principles, 39 et seq.

231

IADI Core Principles, 32 et seq.

232

See also the dedicated analysis in IADI, Public Awareness, 8 et seqq., which served as
the basis for the revised Core Principle 10.

233

BCBS/IADI Core Principles, 15 et seq.
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led to a loss of depositor confidence and undermined the effectiveness of deposit
guarantee schemes in different jurisdictions.
149

The Core Principles deal with other aspects as well. For instance, Core Principle 3 addresses the important issue of governance and calls for deposit guarantee
schemes to be «operationally independent, well-governed, transparent, accountable, and insulated from external interference».234 Operational independence shields
schemes from interference from both private- and public-sector actors.235 Moreover, while deposit guarantee schemes should be shielded from political interference,236 independence should not translate into unaccountability – the scheme
should be held accountable by the authority from which it receives its mandate.237

150

Issues arising from the cross-border operations of banks and the presence of foreign banks in a jurisdiction are addressed in Core Principle 5.238 In this regard,
IADI advocates for formal information sharing and co-operation agreements between providers of deposit guarantee – particularly in cases where a scheme is also
responsible for deposits located in foreign jurisdictions.239 During the Financial
Crisis of 2007/2008, problems arising from cross-border operations constituted a
major source of difficulties for deposit guarantee schemes and disputes in various
jurisdictions. In several cases, troubles surfaced following the collapse of the Icelandic banking sector due to the failures of Kaupthing, Landsbanki, and Glitnir.240

234

IADI Core Principles, 21.

235

This refers, in particular, to the government agencies that participate in the financial
safety net.

236

See IADI, Governance, 8.

237

IADI, Governance, 3. However, the scheme’s accountability should also apply to other
stakeholders, including the banking sector, which provides the scheme with its funding
through premia.

238

IADI Core Principles, 24.

239

For instance, in the EU, where cross-border operations of banks are particularly eminent due to the advanced integration of the banking sector, this issue is addressed in
Art. 14 of Directive 2014/49/EU, which mandates home-country coverage of deposits
in branches located in other member states.

240

All three of these banks had significant cross-border operations; see IADI, Cross Border Deposit Insurance Issues, 31 et seq. On the Icelandic banking crisis and its repercussions on other jurisdictions, see Grünewald, Cross-Border Banking Crises, 145
et seqq.; Guðmundsson, 115 et seqq.; Hanten/Plaschke, 295 et seqq.; Zetzsche/
Grünewald, 1337 et seqq.
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The rest of the Core Principles deal with public-policy objectives (Core Principle 1),241 the legal protection of schemes and their employees in the discharge
of their mandate (Core Principle 11),242 parties at fault in a bank failure (Core
Principle 12),243 early detection and timely intervention (Core Principle 13),244 and
failure resolution (Core Principle 14).245

III.

151

The Significance of International Standards

The significance of international standards in financial regulation, and thus in deposit guarantee is twofold. On the one hand, standards enable legislators to easily
identify proven best practices and assess whether certain features could be implemented in their jurisdictions; they further the effective development of deposit
guarantee schemes across the world. On the other hand, standards constitute important guidelines for assessing the design and resilience of schemes.

152

The guidance function of international standards helps jurisdictions avoid the potentially detrimental mistakes and shortcomings that were present in other deposit
guarantee frameworks. For example, a legislator drafting a bill on deposit guarantee might avoid including co-insurance in the framework, as this building block
could ultimately undermine depositor confidence in times of crisis; by relying
on international standards – which reflect a widespread international consensus –
the jurisdiction can benefit from the painful lesson learnt in the United Kingdom
during the Financial Crisis of 2007/2008. Indeed, the availability of international standards does not absolve legislators from conducting a thorough analysis of
the effectiveness a deposit guarantee scheme and its interdependence with other
aspects of the jurisdiction’s financial regulatory framework, notably the financial
safety net and the (bank) insolvency regime.

153

241

IADI Core Principles, 18.

242

IADI Core Principles, 34.

243

IADI Core Principles, 35.

244

IADI Core Principles, 36.

245

IADI Core Principles, 37 et seq.
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154

With respect to the assessment function of international standards, a broad range
of actors246 has collectively developed a methodology for assessing a jurisdiction’s
compliance with the Core Principles.247 The Core Principles and corresponding
assessment methodology have since been officially recognised by the IMF and the
World Bank.248 The effectiveness of a jurisdiction’s deposit guarantee framework
is now included in the conduct of the IMF’s Article IV Consultations and its Financial Sector Assessment Programme (FSAP). Furthermore, in 2011, the Core
Principles were included in the FSB’s list of key standards.249

155

Indeed, international standards on deposit guarantee constitute an important source
of guidance for national legislators and a helpful means of compliance assessment
for international actors, particularly the FSB and the IMF. These assessments serve
as a point of reference for future adjustments to both the standards and national
frameworks. Nevertheless, the mechanism works slower and leads to less standardisation than do other fields of financial regulation. Reasons for the slower pace
of development may be the historically grown financial architecture in a number
of important financial markets and the relative intricacy of deposit guarantee due
to its interlinkages with the overall financial safety net and other fields of regulation in the realm of financial regulation and other areas, such as insolvency law.

IV.
156

Conclusions

As with other areas of financial regulation, international standardisation and harmonisation have gained traction in the field of deposit guarantee. However, this
process occurred relatively late. The issue of capital adequacy has been on the
international agenda since the failures of Bankhaus Herstatt and Franklin National
Bank in 1974 while deposit guarantee received little attention until the mid-1990s.

246

Including IADI, EFDI, BCBS, IMF, World Bank, and the European Commission. See
Kleftouri, Deposit Protection, 128.

247

See BCBS/IADI, Methodology, 10 et seqq.

248

Kleftouri, Deposit Protection, 128.

249

Kleftouri, Deposit Protection, 128. For the complete list of key standards, see FSB,
Key Standards.
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IV. Conclusions

Despite its late start, the internationalisation of the deposit guarantee debate and
the efforts of international bodies have led to two distinct developments: one European250 and one global.

157

In Europe, the supranational deposit guarantee legislation adopted by the EU has
resulted in a relatively far-reaching harmonisation of national frameworks across
Europe. While the initial effort (i.e. Directive 94/19/EC) left national frameworks
with significant discretion in certain regards,251 the trend towards increasing harmonisation continued, fuelled by both the European Commission and the individual deposit guarantee schemes themselves (i.e. the EFDI). These efforts culminated in the adoption of Directive 2014/49/EU, which enhanced the harmonisation
within the EU. Still, the harmonisation may be enhanced further; the deposit guarantee framework could even become entirely uniform, if the project of an EUwide scheme comes to fruition.

158

On a global level, the efforts undertaken by the BCBS and IADI have resulted in
the Core Principles for Effective Deposit Insurance Systems. Of course, international standards stipulated by a dedicated standard-setting body do not automatically result in the same coherence as did the efforts in the EU. However, the IADI
framework provides for a more comprehensive consideration of the issue, as it
incorporates experiences and lessons learnt from schemes in jurisdictions around
the world. Moreover, the Core Principles serve as both a point of reference for legislators and a means of assessment for international institutions and other entities.

159

Indeed, the emergence of international standards in the field of deposit guarantee
is laudable and provides an important tool that legislators can resort to when drafting or amending deposit guarantee legislation. However, the influence of historically grown financial architecture, notably in the financial safety net, as well as the
intricacies stemming from interdependencies with other areas of regulation limit,
to some degree, the direct impact of international standards. The fact that deviations still exist is not detrimental per se. Ultimately, deposit guarantee schemes
should be judged less by their compliance with international standards and more
by their success in protecting depositors and preserving the invaluable «good» of
confidence.

160

250

More specifically, in the EU and the EEA.

251

This leeway most notably applied to the design of funding arrangements. See also
Arnaboldi, 56.
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Deposit Guarantee in Switzerland

I.

Historical Background

1.

The Roots of Deposit Guarantee in Switzerland

Relatively speaking, Switzerland was rather late to adopt a formal government-mandated deposit guarantee scheme. Nevertheless, several mechanisms
aimed at consumer/depositor protection predate the current scheme. Some of these
still apply under certain circumstances while others substantially influenced and
shaped the explicit deposit guarantee scheme.

161

The first step taken to protect bank customers in general and depositors in particular was to impose personal liability252 on bank owners through corporate legal
structures.253 However, personal liability did not provide an adequate degree of
depositor protection; to address its shortcomings, certain cantons254 considered
enacting a privilege for bank depositors in insolvency proceedings to increase the
likelihood of their reimbursement.255 These cantonal endeavours suffered a blow in
1874 when the federal legislator gained jurisdiction over the subject matter. Soon
after, in 1889, the federal legislator enacted a standardised code governing the
procedure for debt enforcement and bankruptcy, marking the end of these cantonal
projects.256

162

Nonetheless, the cantons adopted another depositor protection measure that covered their cantonal banks.257 To increase creditor protection at large and, more specifically, depositor protection, the cantons provided a state guarantee for their can-

163

252

In the history of banking, there have been many instances in which such personal
liability led to rather drastic consequences. See, for instance, Caprio/Honohan, 701,
mentioning the example of a banker in Barcelona who was executed in front of his
failed bank in 1360.

253

See Bänziger, Sparerschutz, 7 et seqq.

254

At the time, cantons were responsible for the laws governing debt enforcement and
insolvency. See Botschaft SchKG 1886, 37 et seqq.

255

Botschaft BankG 2002, 8066. However, in some cantons, the law provided protection
by means of a lien for depositors; see Emch/Renz/Arpagaus, N 1467.

256

Botschaft BankG 2002, 8066.

257

Originally, each canton had its own bank, of which it was the sole or majority owner.
See Vögeli, Staatsgarantie, 69.
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tonal bank’s liabilities; any liabilities incurred were ultimately guaranteed by the
cantons. These state guarantees were enshrined in the cantonal acts establishing and
governing the cantonal banks.258 These guarantees still exist to this day259 alongside the deposit guarantee mechanism. Thanks to the unconditional backing of the
canton and its financial resources, the state guarantee is a highly appreciated instrument and perceived as offering a very high degree of protection by depositors.260
164

In 1934, following a series of bank failures and a banking crisis,261 the federal legislator enacted the Banking Act,262 which stipulated a privileged position for bank
depositors during insolvency proceedings. This insolvency privilege was shaped
by the aforementioned cantonal legislative projects. Originally, the privilege was
only applicable to deposits in savings accounts up to CHF 5,000. However, this
threshold was steadily increased over time, and the provision’s scope became considerably broader.263

258

For example, the canton of Zurich stipulated its state guarantee in § 6 para. 1 Cantonal
Bank ZH Act.

259

Most cantonal banks still benefit from an unlimited guarantee from their respective
cantons to absorb any liabilities; however, the cantonal banks of Bern, Geneva, and
Vaud are not or no longer covered by such a guarantee. See Grünewald, Rahmen
bedingungen, 285 et seq.; Vögeli, Staatsgarantie, 70; Ziegler, Bankeninsolvenz, 53.
On the differences in terminology and scope of state guarantees in Switzerland, see
Poledna, 508 et seqq.

260

Gallarotti, 25; Müller; Neuhaus, 11; Nussbaumer, 49; Valda, 23; Wacker, 5;
Ziegler, Bankeninsolvenz, 54 et seq. For an analysis of the pre-crisis market, see
Vögeli, Staatsgarantie, 61 et seqq.

261

According to Hüpkes, Switzerland, 243, more than 10 per cent of the 520 then-active
banks were subject to reorganisation or liquidation due to the crisis. See also Ehrsam,
83 et seqq.; Winzeler, Bankwesen, 201 for information on the causes and the impact
of the 1930s banking crisis in Switzerland. For an overview of the underlying crisis in
Germany, see Schnabel, 822 et seqq.; for that in the US, see infra N 367.

262

Bänziger, Entstehung des Bankengesetzes, 3 et seqq. provides an overview of the
development in Swiss banking regulation that led to the passage of the Banking Act.

263

Botschaft BankG 2002, 8066.
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2.

Steps Towards Deposit Guarantee

2.1

Deposit Guarantee Through the Swiss Bankers Association

To supplement the privileged treatment of deposits in the Banking Act of 1934 and
to bolster confidence in the banking sector, the Swiss Bankers Association (SBA)
drafted Convention XVIII in 1984 to achieve a faster disbursement of funds to
depositors.264 This agreement was revised in 1993 and called for reimbursements
of privileged deposits and certain other deposits265 to be financed by contributions
from other banks that are party to the agreement.266 Convention XVII was driven
entirely by the banking industry with no participation of Swiss government authorities, making it an example of self-regulation without state participation.267
While the payment mechanism ensured that depositors would be reimbursed faster, limiting the resulting financial burden, the depositors would need to cede their
claim against the failed bank to the SBA, which would then assume the depositors’
position in the insolvency proceedings.268 The funds necessary for disbursement of
privileged deposits had to be raised on an ad-hoc basis through contributions from
participating banks269 – the funding mechanism of Convention XVIII was entirely
ex post. While participation in the convention was de jure voluntary, most banks

264

Weber, Schweiz, N 13. See also P. Cooke, 147 pointing out that, until the 1960s, most
deposits were held by cantonal and municipal banks that usually benefitted from some
form of state guarantee. At that time, a scheme based on positive law was proposed but
the proposal failed to gain sufficient political backing. Thus, it was never implemented;
see Dale, 151.

265

These other forms of protected deposits were essentially funds in savings accounts
and accounts used to receive salaries or social security payments. However, current
accounts were not protected by the convention – a problem that became apparent after
the failure of SLT. See Gutzwiller-Dietler, 21 et seqq.; Zimmermann/Barbrock,
284 et seq.

266

Botschaft BankG 2002, 8067; Chammartin, Protection, 389; Emch/Renz/Arpagaus,
N 1471.

267

On the role of self-regulation in Swiss financial market law and, more specifically,
in deposit guarantee, see infra N 193 et seqq.

268

Botschaft BankG 2002, 8067. See also Gutzwiller-Dietler, 27.

269

Bank contributions consisted of a fixed base contribution and a variable component.
See Gutzwiller-Dietler, 28; Zimmermann/Barbrock, 285.
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in Switzerland ratified and became party to the convention, making membership
de facto universal.270
166

The maximum amount covered by the convention was CHF 30,000 per depositor
and bank, surpassing the privilege in insolvency considerably.271 The parties to the
convention guaranteed an overall maximum amount of CHF 1 billion.272

167

Between the adoption of Convention XVIII and its 1993 revision, the payment
mechanism was invoked thrice. Two cases involved rather small banks for which
the total amount paid to depositors was roughly CHF 700,000.273 The only major
application was the case of Spar- und Leihkasse Thun (SLT),274 during which the
flaws in the convention’s triggering conditions and the non-inclusion of current
accounts in the convention’s scope led to a tardy disbursement process and exacerbated the insecurity of SLT’s depositors.275
2.2

168

The Failure of Spar- und Leihkasse Thun as a Catalyst

The catalyst for the adoption and implementation of a formal deposit guarantee
scheme was the failure and the ensuing insolvency proceedings of SLT in 1991.276
Images of depositors desperately queuing outside the bank’s corporate headquarters and branches hoping to withdraw their savings revealed that the procedure in
place was insufficient. SLT’s retail depositors were forced to wait more than a year
to receive the privileged portion of their savings277 – a year of reduced liquidity
severely impairing depositors’ ability to fulfil their financial commitments. The
270

Botschaft BankG 2002, 8067; Chammartin, Protection, 388; Emch/Renz/Arpagaus,
N 1472. See also Gutzwiller-Dietler, 18, stating that 95 per cent of all Swiss banks
became party to Convention XVIII.

271

Emch/Renz/Arpagaus, N 1471; Gutzwiller-Dietler, 21.

272

Botschaft BankG 2002, 8067.

273

Emch/Renz/Arpagaus, N 1472; Gutzwiller-Dietler, 18 et seq.; Winzeler, Einle
gerschutz, 59.

274

Following the failure of SLT, the SBA had to provide CHF 74 million to reimburse
SLT’s depositors. See Zulauf, Bankeinlagen, 85.

275

See Gutzwiller-Dietler, 19 et seq.

276

Chammartin, Protection, 387; Guggenbühl/Essebier, Einlagensicherung, 373; Jaeger/Hautle, 396; Schaerer, 56; Zulauf, Recht und Realität, 225 et seqq.; von der
Crone/Monferrini, 496.

277

Chammartin, Protection, 387. Overall, over 45,000 creditors were involved; see Zulauf, Revision, 31.
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lack of tailor-made provisions governing bank insolvency proceedings resulted
in a liquidation process that lasted for more than 14 years.278 Over the course of
liquidation, the Swiss Federal Supreme Court had to deliver three separate rulings
to clarify questions arising from the complicated liquidation process.279
The SLT failure was by no means the first banking crisis in Switzerland. In the
1970s, the Swiss banking sector experienced significant turbulence, which dealt a
blow to the credibility and reputation of the entire industry.280 However, this turbulence was by no means limited to Switzerland. In foreign jurisdictions, similar
events also cast doubts about the efficacy of their legal frameworks. The failures
of Bankhaus Herstatt in Germany281 and Franklin National Bank in the US282 were
notable examples of this phenomenon and shaped the development of contemporary banking regulatory and supervisory frameworks.283 In Switzerland, however,
all legislative efforts to reform banking regulation were ultimately in vain.284

169

The turbulent demise of SLT and the shortcomings of the prevailing framework
marked the beginning of a development that culminated in the modern Swiss
deposit guarantee mechanism.285 The Federal Council prompted the SBA to revise and amend Convention XVIII,286 while the SBA called for the adoption of a
bank-specific regulatory framework pertaining to insolvency and restructuring.287
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Chammartin, Protection, 387; Emmenegger/Kurzbein, 510.

279

BGer of 20.11.1991, published in: EBK, Bulletin 22/1992, 9 et seqq.; BGE 117 III 83;
BGE 119 III 37. Dissenting analyses of BGE 117 III 83 can be found in Lutz, 251 et
seqq.; Widmer, 1056 et seqq. See also Chammartin, Protection, 387; Nobel, Swiss
Finance Law, 560.

280

Gutzwiller-Dietler, 5. Most notably, the so-called «Chiasso Affair», which involved a branch of Schweizerische Kreditanstalt (SKA), the predecessor of Credit
Suisse, causing a considerable blow to the reputation of Switzerland’s banking sector.

281

See Kaserer, 167 et seqq.; Becker, Herstatt, 1290 et seqq.

282

See infra N 426 et seq.

283

Alexander, Global Financial Standard Setting, 869 et seq.; Goodhart, Basel Committee, 31 et seq.; Kaserer, 173 et seqq.; Mourlon-Druol, 311.

284

See Gutzwiller-Dietler, 5 et seqq. for an overview of the legislative proposals.

285

Chammartin, Protection, 387; Gutzwiller-Dietler, 29 et seq.; Wünsch, 528.

286

Gutzwiller-Dietler, 29.

287

Gutzwiller-Dietler, 30.
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2.3

The Revised Convention XVIII of 1993

171

Convention XVIII was revised in July 1993. While it reiterated most of its original
key elements, several changes were made based on the lessons learnt during the
SLT failure.288 In contrast to the original convention’s voluntary nature,289 the SBA
stipulated that starting in 1994, membership in the association would be conditional upon the ratification of the convention. However, this requirement did not apply
to banks that joined the SBA before 1994. The convention remained quasi-universal despite not being de jure compulsory insofar as banks were not forced to seek
SBA membership.290

172

Moreover, the ambiguities with respect to applicability that led to uncertainty in
the SLT case were revised, and the scope of protected deposits became broader.291
While the geographic scope of the framework was undefined in the original convention, the revised version clearly defined the scope as deposits placed in Switzerland, excluding deposits in foreign branches or subsidiaries of Swiss banks292
but including deposits in foreign-owned bank branches operating in Switzerland,
provided that these branches accepted domestic deposits and were members of
the SBA.293 Additionally, the revised convention altered the mechanism through
which the participating banks assumed depositors’ position during insolvency
proceedings. The original convention relied on cession to enable the SBA to pursue depositors’ claims;294 the revised convention was based on a model in which
depositors put their claims in pawn and empower the banks participating in the
scheme to debt-collection, in exchange for disbursement through the SBA’s deposit guarantee scheme.295
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With regard to the revised convention’s funding, the existing mechanism was
largely retained.296 However, the base contribution was adjusted and the underlying
288

For an excerpt of the revised convention consisting of its key elements, see Winzeler,
Einlegerschutz, 66 et seqq.
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Zulauf, Bankeinlagen, 87.

290

Gutzwiller-Dietler, 31.

291

Gutzwiller-Dietler, 33; Zulauf, Bankeinlagen, 87.

292

These deposits would benefit from the deposit guarantee scheme of the host country.

293

Gutzwiller-Dietler, 36. Moreover, accounts in foreign currency were also covered
so long as they met the above-mentioned criteria; see Zulauf, Bankeinlagen, 87.

294

See supra N 165.

295

Gutzwiller-Dietler, 38.

296

See supra N 173.
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assessment for the variable payment was changed; the ratio of a bank’s privileged
deposits to the overall amount of privileged deposits in all participating banks
thenceforth determined the variable payment in the event of a bank failure.297
The revised Convention XVIII and its key features formed the nucleus of the government-mandated Swiss deposit guarantee scheme.
2.4

174

Legislative Process Towards the Amendment
of the Banking Act

In 1999, the Federal Council and the Federal Department of Finance (FDF) set up
an expert commission tasked with scrutinising the legal framework for bank restructuring, bank liquidation, and depositor protection.298 The expert commission
presented its findings and proposed amendments to the Banking Act in autumn
of 2000, including a legal obligation for banks to safeguard privileged deposits
through self-regulation.299 The experience of the failure of SLT and the SBA’s convention on depositor protection shaped the commission’s findings. The commission’s proposals were widely accepted during the consultation period.300 With respect to depositor protection, only the proposal to mandate large banks exceeding
the overall deposit guarantee threshold to seek a separate safeguarding solution
for their deposits301 faced criticism; ultimately, it was not retained in the Federal
Council’s proposed amendment to the Banking Act.

175

These proposed amendments also took the situation in the EU into consideration.
According to the Federal Council, the amendments to the Banking Act were designed to provide the same level of protection as EU Directive 94/19/EC while
largely leaving organisational issues to self-regulation.302
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Gutzwiller-Dietler, 41.
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Botschaft BankG 2002, 8068; EBK, Jahresbericht 2000, 37.
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EBK, Jahresbericht 2000, 39.
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Botschaft BankG 2002, 8068.
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The expert commission called for either a solution by means of an insurance contract
or a private-sector solution involving the capital market. See Botschaft BankG 2002,
8069.

302

Botschaft BankG 2002, 8069 and 8111.
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3.

The Deposit Guarantee Scheme of 2004

177

As mentioned above, the failure of SLT was the catalyst for the expert commission’s final report, which laid the foundation for a government-mandated depositor
protection scheme. Hence, the commission’s findings were incorporated into a
legislative proposal and corresponding dispatch by the Federal Council in 2002.303

178

The amendments to the Banking Act were passed in 2003 and came into effect on
1 July 2004.304 For the first time since the enactment of the Banking Act in 1934,
Swiss federal law contained provisions pertaining to the direct protection of depositors in the event of a bank failure.

179

The deposit guarantee mechanism was mainly built on the foundation laid by the
privileged treatment of deposits in insolvency proceedings and the mechanism
established by the SBA. In Art. 37h para. 3 BankA, the legislator prescribed three
fundamental conditions that had to be satisfied by the self-regulatory body in order
to receive regulatory approval. These requirements pertain to (i) the timeframe
for disbursement, (ii) the system’s maximum coverage level, and (iii) additional
liquidity requirements for banks in excess of the generally applicable regulatory
amount.305

180

All other design and organisational matters were left to self-regulation, respecting
the strong tradition of (steered) self-regulation in Swiss banking and financial market law.306 Nevertheless, the legislative framework governing the self-regulated
deposit guarantee mechanism now compelled all banks to take part in the deposit
guarantee scheme.307
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While the legal framework was subsequently amended, these amendments did not
result in a complete overhaul. Hence, most aspects of the 2004 framework remain
in force today.
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Chammartin, Protection, 387; Kleftouri, European esisuisse, 573. For the Federal
Council’s dispatch, see Botschaft BankG 2002, 8060et seqq.
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Chammartin, Protection, 387.

305

Chammartin, Protection, 396.

306

See infra N 193 et seqq.
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Art. 37h para. 1 BankA. Most banks, however, had already participated in the scheme
laid out by the revised Convention XVIII. See supra N 171.
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4.

The Financial Crisis and Its Impact
on Deposit Guarantee

During the Financial Crisis of 2007/2008, the deposit guarantee mechanism had to
be invoked in the case of the Swiss branch of Kaupthing Bank Luxembourg S.A.,
a subsidiary of the now-defunct Icelandic Kaupthing Bank. Small depositors with
claims of up to CHF 5,000 were reimbursed from the bank’s own assets by order
of the Federal Banking Commission (EBK); depositors with claims exceeding this
threshold were reimbursed by the Swiss deposit guarantee scheme in line with the
then-applicable procedure up to the amount of CHF 30,000.308 The scheme then
assumed the depositors’ prioritised position in the insolvency proceedings. However, since the branch did not have sufficient assets in Switzerland, the recovery of
the funds paid by the Swiss deposit guarantee scheme was in jeopardy.309 With the
termination of the main insolvency procedure in Luxembourg, it became apparent
that all creditors of Kaupthing Luxembourg S.A. would be reimbursed, including
protected depositors of the Swiss branch, and thus the deposit guarantee scheme,
as well as any depositors with claims exceeding the threshold of CHF 30,000.310

182

The Kaupthing case was the first major use of the Swiss deposit guarantee framework since its inception in 2004. However, given the relatively small size of the
bank’s Swiss branch,311 the case can hardly be considered a test of the framework’s capabilities and limits.312 Nevertheless, the Financial Crisis of 2007/2008
and the Kaupthing case in Switzerland provided an impetus to consider changes to
the deposit guarantee mechanism.313

183

5.

Amendments to the Deposit Guarantee Mechanism

In December 2008, the Swiss legislator amended the Banking Act to stabilise the
Swiss banking system and bolster public confidence in its stability. The legislator
passed a so-called «urgent federal law» pursuant to Art. 165 para. 1 of the Swiss
308

See also Bauer, 316.

309

Guggenbühl/Essebier, Bankenkonkursrecht, 128.

310

FINMA, Press Release Kaupthing.

311

The total amount covered by the deposit guarantee scheme in the Kaupthing case was
merely CHF 28 million. See FINMA, Press Release Kaupthing.

312

Thévenoz, Kaupthing.

313

See also Botschaft Massnahmenpaket, 8979.
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Constitution, which is limited in its duration.314 Thus, the amendment would only
remain in force until 31 December 2010 unless transposed into permanent law
and thereby ensuring due legislative process and democratic legitimacy. Since the
Federal Council considered the deposit guarantee framework to be rather weak,
it sought a thorough reform of the framework.315 Ultimately, however, the reform
did not come to fruition due to a lack of political will. The 2008 amendments,
on the other hand, were retained and transposed into permanent law.316
185

The coverage limit for privileged deposits was raised from CHF 30,000 to
CHF 100,000 per depositor and bank. The legislator considered this measure necessary to bolster confidence in the Swiss banking sector, reflecting an international
trend towards higher depositor protection coverage.317 The Federal Council underlined the importance of providing Swiss banks with a level playing field compared
to their international peers, particularly those based in the EU, where the coverage
limit was just raised from EUR 20,000 to EUR 50,000.318 A direct adoption of
the EU coverage limit would have resulted in a coverage of roughly CHF 80,000
(at the then-applicable exchange rate); opting for this limit would have increased
the total amount of privileged deposits in Switzerland to CHF 314 billion (from
previously CHF 193 billion).319 However, the further increase to CHF 100,000
brought the total amount to CHF 353 billion; therefore, resulting in a relatively
minor increase compared to the option with a coverage limit of CHF 80,000 on
privileged deposits.320

186

Simultaneously, the material scope of the privilege was extended to include deposits in Pillar 3a savings accounts or vested benefits foundations (i.e. Pillar 2)
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Sethe, Einlagensicherung, 512.
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See infra N 279 et seqq.
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Sethe, Reaktionen, 127; Botschaft BankG 2010, 3994. See also Kommentar BankGSchwob/Müller, Vorbemerkungen zu Art. 37a, 37a bis, 37b, 37c, 37h und 37i, N 5 et
seqq.

317

BSK BankG-Wüthrich/Kesselbach, Art. 37a, N 3 et seq.; Botschaft BankG 2008,
8848. See also Emmenegger/Döbeli, Kundenvertrauen, 756 et seq.
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Botschaft BankG 2008, 8844 and 8848. See also infra N 212.
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Botschaft BankG 2008, 8848.

320

Botschaft BankG 2008, 8848. However, the Federal Council made it clear that a further increase may not be desirable or even possible without unreasonably impairing the
position of other bank creditors; see BSK BankG-Wüthrich/Kesselbach, Art. 37a,
N 4; Botschaft BankG 2008, 8848.
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as independently privileged deposits up to CHF 100,000.321 This meant that a depositor could benefit from coverage provided by the insolvency privilege up to
CHF 200,000. Given the particular nature of these retirement-related deposits, the
modalities in disbursement are separate from those applicable to other forms of
privileged deposits.322 Furthermore, while deposits in Pillar 3a savings accounts
or vested benefits foundations enjoy a privileged position in the insolvency procedure, they are not covered by the deposit guarantee scheme.323
The original deposit guarantee mechanism included a separate treatment of small
deposits up to CHF 5,000. Such depositors were reimbursed immediately from the
failed bank’s remaining liquid assets.324 The 2008 reform dropped the maximum
amount eligible for immediate disbursement. Instead, the entire CHF 100,000
of privileged deposits became, in principle, eligible for immediate disbursement
from the bank’s liquid assets.325 However, the supervisory authority326 could reduce this amount if the remaining liquid assets would not cover all depositors up
to CHF 100,000.327

187

In order to ensure the timely disbursement of funds to bank depositors with claims
of up to CHF 100,000, banks were mandated to hold, at all times, an amount equal
to 125 per cent of privileged deposits in domestic claims or Switzerland-based
liquid assets in order to ensure the availability of sufficient resources for depositor
reimbursement.328
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BSK BankG-Wüthrich/Kesselbach, Art. 37a, N 14 et seq.; Botschaft BankG 2008,
8852.
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BSK BankG-Wüthrich/Kesselbach, Art. 37a, N 14; Botschaft BankG 2008, 8852.
See also infra N 208.
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See infra N 258.
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Chammartin, Protection, 390 et seqq.; Guggenbühl/Essebier, Einlagensicherung,
380 et seq.; Sethe, Reaktionen, 123 et seq.; Sethe, Einlagensicherung, 509 et seq.;
BSK BankG-Wüthrich/Kesselbach, Art. 37b, N 2
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Sethe, Reaktionen, 125 et seq.; Botschaft BankG 2008, 8849 et seq.; BSK BankGWüthrich/Kesselbach, Art. 37b, N 1 et seqq.
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Originally, the EBK and since January 2009, FINMA.
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Botschaft BankG 2008, 8849. However, the remainder of a depositor’s privileged
claim up to the maximum amount would still enjoy preferred treatment as an insolvency claim of the second class.
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Reiser, Deposit Insurance, 24; Botschaft BankG 2008, 8849; BSK BankG-Wüthrich/
Kesselbach, Art. 37a, N 16 et seqq.
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Lastly, the systemic cap of the deposit guarantee scheme was raised from
CHF 4 billion to CHF 6 billion,329 reflecting the increased level of protection for
individual depositors mentioned above.330

II.

The Deposit Guarantee Mechanism

190

The historical background and origins of depositor protection reveal that the Swiss
system is quite distinct from those in other jurisdictions. The Swiss deposit guarantee scheme,331 unlike, for example the FDIC in the US, is only one part of a larger
deposit guarantee mechanism. Therefore, this thesis shall distinguish between the
deposit guarantee scheme per se, and the deposit guarantee mechanism at large.

191

The latter consists of three pillars: (i) the insolvency privilege for certain deposits, (ii) the immediate disbursement of funds to depositors from the failed bank’s
own assets, and (iii) the deposit guarantee scheme. Unlike its peers, the scheme is
a priori intended to facilitate timely disbursement and provide a back-up for the
other two pillars – not to guarantee deposits entirely. These pillars and their relationships with one another shall be addressed in this subchapter.

192

However, before focusing on the components and pillars of the Swiss system,
a closer look at the concept and role of self-regulation shall be made. Despite the
current framework being governed by positive law, self-regulation continues to
play a vital role, particularly regarding the deposit guarantee scheme’s organisation and modus operandi. This role is largely attributable to the origins of Switzerland’s deposit insurance framework, which rest on self-regulation by the SBA.332
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Botschaft BankG 2008, 8850 et seq.
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Botschaft BankG 2008, 8851; Kommentar BankG-Zobl/Müller, Art. 37h, N 13 et
seqq.
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The scheme constitutes an association under Swiss civil law and does business under
the name «esisuisse».

332

See supra N 165 et seqq.
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1.

Self-Regulation in Swiss Financial Market
Regulation

Traditionally, self-regulation has been an important aspect of Switzerland’s financial regulatory architecture.333 As such, it has been a key building block in a number of regulatory fields.334

193

Given its impact on financial regulation in Switzerland,335 it is somewhat surprising that there are no clear definitions for the term «self-regulation».336 Renz states
that while the term may appear self-explanatory, it is actually rather opaque when
closely considered.337 The general characteristic of the term338 can be described
as a regulation adopted autonomously by a certain group of persons (i.e. the ones
who are subject to said regulation) as opposed to a regulation adopted by a heteronomous body.339 Such regulations may be either enforceable or legally non-binding (such as recommendations or gentlemen’s agreements).340

194

The above-mentioned autonomy has both advantages and disadvantages. Self-regulation entails the ability to adopt new regulations timely and efficiently or to
adapt existing regulations to new circumstances. In its nature as a ruleset stipulated by those subject to it lies a further advantage: self-regulation commonly results
in lower compliance cost than heteronomous regulation. Being aware of the concept’s constraints and limitations with respect to feasibility, self-regulation may
significantly reduce the regulatory burden on regulated subjects.341 Nevertheless,
the exclusivity of the parties involved in the creation of self-regulatory frame-
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Bühler, 475 et seq.

334

One major instance in which self-regulation was adopted and subsequently shaped the
positive law framework is anti-money laundering (AML) regulation. See Renz, 134 et
seq. For an in-depth discussion of the general role of self-regulation in Swiss financial
regulation, see Zysset, 132 et seqq.
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Nobel, Schweizerisches Finanzmarktrecht, § 1 N 36.

336

Langhart, 93; Renz, 129 et seq.; Zobl, 780 et seq.; Nobel, Regulierungsarchitektur,
125; Zysset, 10 et seqq.

337

Nobel, Selbstregulierung, 124 et seq.; Renz, 130; Wiegand/Wichtermann, 129.

338

I.e. not restricted to banking law.

339

Marti, 564 et seq.; Renz, 130; Zobl, 781. See also Wiegand/Wichtermann, 129 for
a similar argument.

340

Renz, 132.

341

Lombardini, 6 et seqq.; Marti, 578 et seqq.; Nobel, Selbstregulierung, 120; Renz,
142 et seq.; Thévenoz, Autoréglementation, 298; Weber, Selbstregulierung, 26.
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works is simultaneously the root of the two significant disadvantages: an opaque
rule-making process342 and a lack of democratic legitimisation or control.343
196

The overarching term «self-regulation» can be categorised into two groups:
on the one hand, self-regulation that is genuinely autonomous (i.e. regulation
without the participation of state authorities) and on the other hand, self-regulation
with government involvement.344

197

The latter group can be further subcategorised by the degree of state influence.345
Government involvement can range from allowing the creation of a self-regulatory regime through a delegation of competencies to pre-determining certain
key elements of a regulation that must be fulfilled by self-regulation in order
to be granted authorisation by the state. Moreover, legislation enumerating the
above-mentioned key elements may contain an additional provision granting the
legislator a subsidiary competency to regulate the subject matter should self-regulation fail to satisfy key exigencies.346 All sub-groups under this umbrella are
considered as different forms of incentives to self-regulate;347 they are commonly
referred to as «steered self-regulation» or «co-regulation».348

198

The involvement of the legislator may also begin only after the industry has already self-regulated an issue. A prime example of this is the Swiss Anti-Money
Laundering Act, which was preceded and spearheaded by a self-regulatory regime
of the market participants.

342

Thévenoz, Autoréglementation, 298 calls for a consultation period during the drafting
and adoption of self-regulatory frameworks, akin to the process practised in Switzerland for legislative projects.
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Marti, 578 et seqq.; Renz, 140 et seq.; Thévenoz, Autoréglementation, 298.

344

See Zobl, 781 et seq. See also Marti, 566 et seqq.; Thévenoz, Autoréglementation,
298 et seq.
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Marti, 568; Renz, 136 et seqq.; Zobl, 781 et seq.
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Winzeler, Vermögensverwaltung, 422 et seq.; Zobl, 782.

347

Müller/Uhlmann, 316 et seqq. For other rationales for self-regulation, see Weber,
Selbstregulierung, 26.
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Müller/Uhlmann, 308 et seq.; Renz, 135 et seq.; Winzeler, Richtlinien, 161;
Zobl, 781. See also Winzeler, Vermögensverwaltung, 422, criticising the term
«steered self-regulation» for being inaccurate regarding the role of state authorities
and proposes the use of a different terminology for this category of self-regulation
(e.g. «state-sanctioned self-regulation»).
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While this overview of the forms of self-regulation is not exhaustive, it allows for
a better understanding of the different possible approaches to deposit guarantee
and depositor protection and the metamorphosis of the Swiss framework.

2.

199

Definition of a Deposit under Swiss Law

In Switzerland, Art. 1 para. 2 BankA and Art. 5 para. 1 BankO contain the legal definition of a deposit, and are thus central to the legal relationship between
a bank and its customers. Art. 5 para. 1 BankO stipulates that liabilities vis-à-vis a
counterparty not falling under one of the exceptions enumerated in paras. 2 and
3 of said article are considered deposits. This openly formulated negative definition leaves considerable room for interpretation and provides sufficient flexibility
to adapt to new developments and business practices in the financial industry.349
Schönknecht provides a positive definition of the term consisting of two components: performance and commitment.350

200

The former component, performance, requires that the client makes a payment to
the receiving party in any form of money that is either widely accepted or convertible into legal tender351 and that may not be separable from other assets in the event
of the receiving party’s insolvency.352

201

349

Schönknecht, 319.

350

Schönknecht, 319.

351

This broad understanding of money includes, amongst others, foreign currency and
cheques. See Schönknecht, 308. Moreover, virtual currencies could also fall within
the definition’s scope so long as they fulfil the requirement of acceptance or convertibility, see Bärtschi/Meisser, 142 et seq.; Gless/Kugler/Stagno, 86; Weber, Rahmenbedingungen, 21. However, the Swiss legislator, as part of its broader regulatory
framework on distributed ledger technology (DLT), has opted to categorise DLT-based
digital currencies as deposited assets pursuant to Art. 16 cl. 1bis E-BankA. Therefore,
digital currencies will be treated pursuant to Art. 37d BankA and are thus beyond the
scope of the deposit guarantee mechanism; see Botschaft DLT, 303 et seq.

352

The rationale behind Art. 1 para. 2 BankA is the protection of bank customers from suffering losses as a result of the default of the deposit-taker. Therefore, any client assets
that may be segregated are already adequately protected and do not need to be included
in the provision’s scope. Examples of such separable assets include security portfolios
that are separated in insolvency pursuant to Arts. 16 and 37d BankA as well as the
contents of safe deposit boxes due to nature of the contract governing the relationship
between bank and client. See Schönknecht, 309 for further reference.
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The latter component, commitment, requires that the aforementioned payment is
based on a contractual relationship between the two parties that includes the receiving party’s commitment353 to reimburse the depositor or a third party. The
reimbursement must cover at least the amount paid by the depositor, independent
of the receiving party’s performance.354 Ultimately, any repayment to fulfil a synallagmatic contract also falls outside the scope of the definition.355

3.

Insolvency Privilege and Immediate Disbursement

203

Returning to the aforementioned three-pronged approach to deposit guarantee
practised in Switzerland, the «insolvency privilege» shall be examined first.356

204

Art. 37a BankA stipulates that deposits in Swiss banks up to a maximum of
CHF 100,000 per depositor and bank shall be privileged in the event of the bank’s
insolvency. As a result, those claims against the bank are categorised in the second
class pursuant to Art. 219 para. 4 DEBA.357
3.1

205

Privileged Deposits

Regarding the scope and the underlying safeguarding mechanism of privileged
deposits pursuant to Art. 37a BankA, the legislator has imposed a number of limitations on the insolvency privilege of bank depositors.

353

Such a commitment may be either conditional or unconditional, provided that the fulfilment of the condition does not solely depend on the receiving party. See Schönknecht, 316.

354

Otherwise, the payment would constitute equity. Unlike liabilities, equity is not covered by the customer protection rationale of Art. 1 para. 2 BankA.

355

Kommentar BankG-Schwob/Müller, Art. 37a, N 20.

356

Kommentar BankG-Schwob/Müller, Art. 37a, N 20.

357

In the absence of such a privilege, claims against the bank would fall into the third and
lowest class.
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a

Scope

The Banking Act stipulates that all deposits358 under the depositor’s name fall
within the scope of the privilege.359 The legislator has further specified the material scope in Art. 25 para. 1 BIO-FINMA as: client claims arising from banking or
securities-dealing operations that are booked as liabilities from client deposits in
the balance-sheet;360 or as medium-term notes that are deposited at a bank in the
depositor’s name and booked as such on the balance sheets.361 Hence, numbered
bank accounts also fall within the scope of Art. 37a BankA, as the identity of its
owner (or beneficiary) is known to the bank – albeit only to a limited number
of persons within the bank’s organisation.362 On the other hand, bearer claims,
medium-term notes that are not booked on the bank’s balance sheet, and contractual as well as non-contractual compensation claims are outside the scope of
Art. 37a BankA.363

206

Therefore, deposits by retail clients are not the only ones to benefit from the insolvency privilege – all deposits do, even those from other banks.364 Moreover, this
broad understanding of the term «privileged deposits» renders the question of the
depositor’s nationality and/or domicile irrelevant, as all deposits in Swiss banks
fall within the scope of the privilege and are, in turn, protected.365 Importantly,
deposit denomination does not impact the applicability of the privilege; deposits in both Swiss Franc and foreign currency benefit from equal treatment under
Art. 37a BankA.366

207

358

Due to the principle of the universality of bank insolvency proceedings, as enshrined
in Art. 3 BIO-FINMA, the privilege also applies to foreign branches and subsidiaries
of Swiss banks. See Kommentar BankG-Schwob/Müller, Art. 37a, N 22.

359

Sethe, Aufsichtsrecht, N 113.

360

Art. 25 para. 1 lit. a BIO-FINMA.

361

Art. 25 para. 1 lit. b BIO-FINMA.

362

Schiltknecht, 84 et seq.

363

Art. 25 para. 2 BIO-FINMA.

364

See Kommentar BankG-Schwob/Müller, Art. 37a, N 8; BSK BankG-Wüthrich/
Kesselbach, Art. 37a, N 7.

365

Kommentar BankG-Schwob/Müller, Art. 37a, N 8; Sethe, Einlagensicherung, 510.

366

See Jaeger/Hautle, 399; Kommentar BankG-Schwob/Müller, Art. 37a, N 7; BSK
BankG-Wüthrich/Kesselbach, Art. 37a, N 10.
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208

In contrast to the regulation in force between 2004 and 2008,367 Art. 37a para. 5
BankA extends the privilege to deposits placed in Pillar 3a savings accounts and
those in vested benefits foundations (Pillar 2) up to a maximum of CHF 100,000 –
independently from deposits that are not related to retirement provisions.368 Therefore, the overall amount of privileged deposits for individual depositors may be
doubled, increasing the extent of depositor protection. Art. 25 para. 3 BIO-FINMA stipulates that claims stemming from Pillar 2 and Pillar 3a instruments are
not to be paid out to depositors directly but to their banks’ foundations or vested
benefits foundations.369 Due to this difference in the pay-out mechanism, these
retirement provisions do not fall within the scope of either Art. 37b BankA or the
deposit guarantee scheme.370

209

Assets held in custody by a bank, as defined in Art. 16 BankA, do not fall within
the scope of Art. 37a BankA.371 These assets do not require the protection afforded
by the insolvency privilege, as they already benefit from the equivalent (or perhaps stronger) protection afforded by Art. 37d BankA, which stipulates that such
assets are to be segregated in the event of bank failure. Therefore, such custody
assets pursuant to Art. 16 BankA are not considered as bankruptcy assets.372

210

Deposits in institutions that are not in possession of a banking license issued by
FINMA pursuant to Art. 3 BankA do not fall within the insolvency privilege’s scope,
since such institutions are not considered banks under Swiss law, and thus fail to
qualify for the scope of bank insolvency pursuant to Arts. 33 et seqq. BankA.373

211

The broad material scope of Art. 37a BankA as well as the absence of differentiation between types of bank accounts or between retail and non-retail depositors
367

See Botschaft BankG 2008, 8845 et seq.
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Abegg, 485 et seq.; Botschaft BankG 2008, 8852; Kommentar BankG-Schwob/
Müller, Art. 37a, N 14 et seqq.; Sethe, Einlagensicherung, 513; BSK BankGWüthrich/Kesselbach, Art. 37a, N 14 et seq.

369

Kommentar BankG-Schwob/Müller, Art. 37a, N 14; BSK BankG-Wüthrich/Kesselbach, Art. 37a, N 14.

370

Kommentar BankG-Schwob/Müller, Art. 37a, N 15; Kommentar BankG-Schwob/
Müller, Art. 37b, N 12. See infra N 234 and N 258.

371

Jaeger/Hautle, 399.

372

BSK BankG-Hess/Zbinden, Art. 37d, N 2 et seqq.; Jaeger/Hautle, 399 et seq.;
Kommentar BankG-Schwob/Müller, Art. 37a, N 13; Kommentar BankG-Schwob/
Müller, Art. 37d, N 3. See also Geissbühler, 366 et seq.

373

Kommentar BankG-Schwob/Müller, Art. 37a, N 12; BSK BankG-Wüthrich/Kesselbach, Art. 37a, N 12.
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enable a faster procedure in the event of a bank failure, since time-consuming investigations into the applicability of the insolvency privilege to each account and/
or client are avoided.374 While this results in the inclusion of deposits that would
generally not need protection – at least from the socio-political perspective that
led the legislator to adopt a formal deposit guarantee mechanism – the advantages
of a faster and more cost-efficient modus operandi outweigh its disadvantages.375
b

Maximum Amount

The legislator stipulated a threshold of CHF 100,000 per depositor and bank in
Art. 37a BankA. Before the 2008 amendments, the threshold was CHF 30,000.376
By raising the amount covered by the privilege, the Swiss legislator sought to
enhance the degree of depositor protection and create a level playing field for
Swiss banks competing with foreign peers.377 In particular, the legislator considered the development in the EU, where the maximum coverage at the time was
EUR 50,000. Instead of just adopting an equal coverage level,378 the legislator
adopted a maximum of CHF 100,000, which nominally exceeded the one implemented by the EU. The legislator justified the preference for higher coverage by
pointing to the disproportional increase in the overall amount of privileged deposits, compared to a coverage level of CHF 80,000.379 Nevertheless, the legislator
made it clear that the coverage level cannot be raised indefinitely due to the nature
of the insolvency privilege.380 Any further increase would exacerbate the reduction
of available bankruptcy assets, disproportionately impairing the position of general creditors (i.e. creditors with claims falling into the third class).381

212

Since the privilege is on a per-depositor-and-bank basis, it is irrelevant whether
the deposit is placed in one account or distributed over several (different types of)

213
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BSK BankG-Wüthrich/Kesselbach, Art. 37a, N 5.

375

Botschaft BankG 2002, 8066 et seq.

376

See supra N 185.

377

See Schaerer, 61; BSK BankG-Wüthrich/Kesselbach, Art. 37a, N 3. See also
Botschaft BankG 2008, 8848.

378

At the then-applicable exchange rate, this would have resulted in a coverage of
CHF 80,000. See Botschaft BankG 2008, 8848.

379

See supra N 185.

380

Botschaft BankG 2008, 8848.

381

BSK BankG-Wüthrich/Kesselbach, Art. 37a, N 4. See also Botschaft BankG 2008,
8848; Botschaft BankG 2010, 4000.
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accounts. All deposits of an individual depositor in a failed bank are aggregated
and then counted towards the maximum amount of the insolvency privilege.382
214

Since the privilege for deposits in Pillar 3a savings accounts and contributions to
vested benefits foundations (Pillar 2) up to CHF 100,000 is independent from the
protection of other deposits at the same bank, the separate privilege for retirement
funds may result in the effective doubling of the amount covered per depositor per
bank.383 Nevertheless, the disbursement mode of these retirement-related deposits
differs considerably from that of regular deposits, as these funds are eligible neither for immediate disbursement pursuant to Art. 37b BankA nor for disbursement
from the deposit guarantee scheme.384

215

Art. 37a para. 2 BankA stipulates that claims belonging to a multitude of persons
are covered only once by the insolvency privilege. Furthermore, Art. 24 BIO-FINMA clarifies this provision by distinguishing between joint claims and solidary
claims.385 For joint claims, the group is treated as a depositor in its own right; the
claims are covered by the insolvency privilege independent of any potential claims
by its constituent individuals.386 Solidary claims are attributed to the individual
claimants in equal shares and counted towards other claims of the claimants.387

216

In Art. 37a para. 2 BankA, the legislator grants the Federal Council the discretion
to undertake the necessary adaptations to the maximum amount of the privilege
pursuant to Art. 37a para. 1 BankA. While the literal interpretation of the provision
underlines its purpose and goal of preventing the erosion of the privileged amount
due to inflation,388 Schwob/Müller argue that developments abroad – namely in
the EU – could also influence the Federal Council’s decisions on adaptations.389
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BSK BankG-Wüthrich/Kesselbach, Art. 37a, N 19.
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Botschaft BankG 2008, 8852; Kommentar BankG-Schwob/Müller, Art. 37a, N 14;
BSK BankG-Wüthrich/Kesselbach, Art. 37a, N 15.

384

Moreover, the disbursement will be directed towards the foundation – not to the individual depositors. See supra N 208.

385

See also BSK BankG-Wüthrich/Kesselbach, Art. 37a, N 8 et seq.

386

Kommentar BankG-Schwob/Müller, Art. 37a, N 6; BSK BankG-Wüthrich/Kesselbach, Art. 37a, N 9.
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Kommentar BankG-Schwob/Müller, Art. 37a, N 6; BSK BankG-Wüthrich/Kesselbach, Art. 37a, N 8.
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BSK BankG-Wüthrich/Kesselbach, Art. 37a, N 11; Botschaft BankG 2002, 8097.

389

Kommentar BankG-Schwob/Müller, Art. 37a, N 9.
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However, the Banking Act fails to stipulate any precise criteria or thresholds for
such an adaptation, granting the Federal Council considerable leeway.
Should a single depositor’s claim exceed the maximum amount of the insolvency
privilege, CHF 100,000 (provided that the depositor does not have any claims
against the failed bank arising from retirement-related deposits pursuant to Art 37a
para. 5 BankA) would still benefit from the insolvency privilege’s classification
as a second-class claim. The remainder of the claim, however, is not privileged in
any form and is thus classified as a third-class claim (i.e. the lowest-ranking group
of claims under Swiss law).
c

217

Safeguarding Requirement

To ensure that banks hold sufficient assets to allow for a disbursement from their
own assets in the event of failure, the legislator requires in Art. 37a para. 6 BankA
all banks to hold 125 per cent of their privileged deposits pursuant to Art. 37a
paras. 1 and 5 BankA in domestic assets. While the Banking Act does not stipulate
further requirements for the quality or characteristics of these assets, a FINMA
FAQ provides clarification by enumerating the eligible asset classes for the purpose of the safeguard,390 which must be valued in line with applicable accounting
standards.391

218

Eligible assets may encompass the following categories:

219

– Liquid assets
– Amounts due from money market instruments
– Amounts due from banks
– Amounts due from clients or amounts due secured by mortgage
– Securities and precious metals held for trading/investment purposes
– Tangible assets
– Other assets392
Liquid assets consist of domestically held banknotes or coins denominated in either Swiss Franc or freely convertible foreign currency. They encompass credit
balances at the Swiss National Bank (SNB), the Swiss Post, or recognised giro
centres. However, credit balances at foreign central banks do not fall in this cat390

FINMA, FAQ: Depositor Protection, 1 et seqq.

391

FINMA, FAQ: Depositor Protection, 3.

392

FINMA, FAQ: Depositor Protection, 1 et seq.
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egory, making them ineligible for the purpose of Art. 37a para. 6 BankA. This
has been criticised in light of the argument of the generally equivalent stability
of foreign central banks393 – which is a fairly coherent argument. Nevertheless,
the exclusion is very much consistent with the aim of the legislator to restrict
safeguards to domestic assets in order to avoid potential interference by foreign
bankruptcy statutes.
221

The second category provides for the eligibility of money market instruments issued by Swiss government bodies (i.e. federal, cantonal, and municipal bodies) or
the SNB.394

222

FINMA considers all receivables due from banks and securities dealers under
its supervision as eligible, regardless of whether they are secured or unsecured,
so long as the receivables are in the form of either deposits or investments.395 Furthermore, receivables denominated in Swiss Franc or freely convertible foreign
currency, which are secured by domestically held assets,396 also fall in this category.397 However, receivables due from group companies or otherwise affiliated
entities do qualify for this category.398

223

The category of amounts due from customers and amounts due secured by mortgage includes any receivables in either Swiss Franc and freely convertible foreign currency that are secured by domestically held assets with the exception of
positions already used to secure other liabilities (e.g. mortgage-backed bonds).399
By requiring secured amounts due, FINMA goes beyond the wording of Art. 37a
para. 6 BankA, which does not mention any such requirement.400 However,
amounts due from Swiss government bodies at the federal, cantonal, and municipal levels are exempt from this aforementioned stricter requirement.401 Hence,
these assets qualify for inclusion even if they are unsecured. Amounts due from
insurance companies under FINMA’s supervision are also not required to be se393

Kommentar BankG-Schwob/Müller, Art. 37a, N 25.

394

FINMA, FAQ: Depositor Protection, 1. See also Kommentar BankG-Schwob/
Müller, Art. 37a, N 26.

395

FINMA, FAQ: Depositor Protection, 1.

396

E.g. repurchase agreements.

397

FINMA, FAQ: Depositor Protection, 1.

398

Kommentar BankG-Schwob/Müller, Art. 37a, N 27.

399

FINMA, FAQ: Depositor Protection, 2.

400

Kommentar BankG-Schwob/Müller, Art. 37a, N 28.

401

FINMA, FAQ: Depositor Protection, 2.
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cured;402 however, intra-group transactions or amounts due from otherwise affiliated entities are, once again, excluded.403
Any securities that are traded on a representative market and credited at a domestic
custodian fall under the category of securities and precious metals held for trading
purposes or financial investments.404 Moreover, domestically held precious metals
also fall under this category.405

224

The category of tangible assets allows banks to include buildings and real estate
in the safeguard pursuant to Art. 37a para. 6 BankA. However, any potential mortgage debt from such tangible assets must be deducted.406

225

Lastly, claims for withholding tax reimbursement and positive replacement values
with domestic counterparties, if they are secured domestically,407 are also eligible
for the purpose of Art. 37a para. 6 BankA.408

226

In addition to the enumeration of eligible items, FINMA explicitly excludes the
following assets from being eligible under Art. 37a para. 6 BankA:

227

– Cheques and bills of exchange
– Credit balances at foreign central banks and clearing institutions
– Foreign money market instruments
– Unsecured receivables due from clients
– Receivables from foreign group companies
– Secured receivables due from clients and mortgage receivables (if the mortgage property is located abroad or if the location of the collateral is unclear)
– Receivables covered by personal guarantees
– Receivables from leasing transactions
402

FINMA, FAQ: Depositor Protection, 2.

403

Kommentar BankG-Schwob/Müller, Art. 37a, N 28.

404

Kommentar BankG-Schwob/Müller, Art. 37a, N 29. The authors rightfully argue
that by crediting the assets to a domestic custodian, the securities do not necessarily
need to be held domestically, as the wording of Art. 37a para. 6 BankA would require.

405

FINMA, FAQ: Depositor Protection, 2.

406

See FINMA, FAQ: Depositor Protection, 2; Kommentar BankG-Schwob/Müller,
Art. 37a, N 31.

407

E.g. by a margin account.

408

FINMA, FAQ: Depositor Protection, 2. FINMA categorises these items as «other assets» in its list of eligible assets.
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– Mortgage receivables already pledged or other pledged assets
– Securities and instruments held abroad or at an unknown location
– Equity participations
– Equity, debt instruments, and other collateral from group companies
– The bank’s own shares and debt instruments
– Intangible assets, goodwill, and software
– Accrued expenses, deferred income, and unpaid capital409
228

By requiring a safeguard level of 125 per cent of privileged deposits, the legislator mandated an additional 25-per-cent safety margin in case of an impairment of the assets used as coverage.410 Moreover, this margin also serves to ensure
that there are sufficient funds to reimburse creditors with first-class claims under
Art. 219 para. 4 DEBA and pay the cost of the liquidation proceedings outside of
the ordinary bankruptcy procedure.411

229

The requirement to cover privileged deposits with domestically held assets may
have a significant impact on the business model of certain banks, particularly
for branches of foreign banks operating in Switzerland. Business models based
on attracting domestic deposits and transferring them into another jurisdiction,
which Schwob/Müller call the «Kaupthing business model»,412 should thereby
be prevented.

230

FINMA may, however, exempt banks upon request from the 125-per-cent
rule.413 Banks engaging in asset management for clients based outside of Switzerland, whose assets are held overwhelmingly in third countries, are explicitly named by the legislator as potential recipients of such an exemption under
Art. 37a para. 6 BankA.414 Nevertheless, the provision makes clear that an exemption may only be granted if the applicant bank’s business model and structure

409

FINMA, FAQ: Depositor Protection, 2 et seq.

410

BSK BankG-Wüthrich/Kesselbach, Art. 37a, N 18. See also Botschaft BankG 2008,
8849.

411

Kommentar BankG-Schwob/Müller, Art. 37a, N 22.

412

Kommentar BankG-Schwob/Müller, Art. 37a, N 33. See also Jaeger/Hautle, 401;
Lybeck, 231; Mayes, Nordic Banking Crises, 219; Schoenmaker, Financial Trilemma, 83 et seq.

413

BSK BankG-Wüthrich/Kesselbach, Art. 37b, N 19.

414

Botschaft BankG 2008, 8849.
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provides for an equivalent level of coverage.415 In its FAQ, FINMA specifies the
conditions for obtaining an exemption as well as the scope thereof.416 Generally,
exemptions are granted only for a limited period of time and with respect to the
amount, type of asset pledged as coverage, and location of assets.417 However,
lasting exemptions to Art. 37a para. 6 BankA are possible if the applicant bank is
not in a position to hold sufficient assets in Switzerland without resorting to a fundamental restructuring of its business activities. In such a scenario, the bank still
must have an equivalent level of coverage from a sufficient diversification diverse
collection of assets.418
The mandatory safeguard of a bank’s privileged deposits is a key element of the
Swiss deposit guarantee mechanism insofar as it enables disbursement from the
bank’s own assets419 – even if the amount of privileged deposits exceeds the overall cap of the deposit guarantee scheme. While it also protects individual depositors, particularly in cases involving claims that exceed the scheme’s systemic cap,
the main beneficiary is the deposit guarantee scheme, as it, pursuant to Art. 37j
para. 4 BankA, assumes the claims against the failed bank once it has paid off the
bank’s depositors.420
3.2

231

Immediate Disbursement

To complement the privileged treatment of certain deposits pursuant to Art. 37a
BankA, the Swiss legislator mandates the immediate disbursement of funds to
depositors.421 Thus, Art. 37b BankA stipulates that privileged deposits pursuant to
Art 37a para. 1 BankA must be paid out immediately from the failed bank’s own
liquid assets – without offsetting these deposits with claims of the bank against
the depositor.
415

See Kommentar BankG-Schwob/Müller, Art. 37a, N 32 et seqq.; BSK BankGWüthrich/Kesselbach, Art. 37a, N 19.

416

FINMA, FAQ: Depositor Protection, 3 et seq.

417

FINMA, FAQ: Depositor Protection, 3.

418

FINMA, FAQ: Depositor Protection, 3. See also Kommentar BankG-Schwob/
Müller, Art. 37a, N 34, which rightfully criticises the lack of a pertinent definition of
«sufficient diversification» in FINMA’s FAQ.

419

See infra N 232 et seqq.

420

See BSK BankG-Winzeler, Art. 37j, N 2; BSK BankG-Wüthrich/Kesselbach,
Art. 37a, N 17; Kommentar BankG-Zobl/Müller, Art. 37j, N 9 et seqq.

421

Gerber/Hess, 7.
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233

The original deposit guarantee mechanism of 2004 also had a provision for immediate disbursement. However, the procedure was strictly limited to deposits of up
to CHF 5,000.422 If depositors had deposits exceeding this threshold, they could
opt to either receive a payment of CHF 5,000 –forfeiting the claim on the portion
exceeding the threshold – or await the eventual disbursement of the entirety of
their privileged deposits. Therefore, the first option was viable solely for depositors whose claims only marginally exceeded the threshold.423 Ultimately, the original mechanism differentiated between the treatment of privileged deposits and that
of so-called «small deposits» using an arguably arbitrary threshold.424

234

The amendments in the wake of the Financial Crisis of 2007/2008 fundamentally altered the approach to immediate disbursement.425 The legislator completely dropped the maximum amount eligible for immediate disbursement. All
privileged deposits pursuant to Art. 37a para. 1 BankA could thenceforth be – in
principle – paid out to depositors immediately from the failed bank’s own liquid
assets.426 Nevertheless, Art. 37b para. 2 BankA grants FINMA the discretion to
determine the maximum amount to be disbursed on a case-by-case basis. In particular, FINMA must consider the hierarchy of creditors in bankruptcy pursuant
to Art. 219 DEBA. The paramount criterion to determine the maximum amount
is inevitably the available amount of liquid assets at the disposal.427 Immediate
disbursement of privileged deposits shall not be to the detriment of other creditors
grouped into the first and second classes.428 As a result, FINMA limits the immediate disbursement of privileged deposits in cases where the failed bank does not
possess sufficient assets to cover claims of the first class and other claims of the

422

The legislator argued that with this procedure in place, 60 per cent of a bank’s creditors could have been paid off, using only approximately 6 per cent of its assets. See
Botschaft BankG 2002, 8094 et seq.

423

Botschaft BankG 2002, 8094 et seq.

424

Kommentar BankG-Schwob/Müller, Art. 37b, N 1.

425

Kommentar BankG-Schwob/Müller, Art. 37b, N 1 et seq.; BSK BankG-Wüthrich/
Kesselbach, Art. 37b, N 2. See also Botschaft BankG 2008, 8850; Botschaft BankG
2010, 4006.

426

Botschaft BankG 2008, 8850; BSK BankG-Wüthrich/Kesselbach, Art. 37b, N 4.

427

BSK BankG-Wüthrich/Kesselbach, Art. 37b, N 7.

428

Kommentar BankG-Schwob/Müller, Art. 37b, N 11 et seq.; BSK BankG-Wüthrich/
Kesselbach, Art. 37b, N 7.
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second class, including those pursuant to Art. 37a para. 5 BankA which, while
privileged, are ineligible for disbursement.429
The wording of Art. 37b BankA explicitly calls for «immediate» disbursement of
funds to depositors, whereas the previous version of the regulation used the term
«as soon as possible».430 To what extent this change in the provision’s wording has
an impact on the practice in the event of a bank failure and the subsequent application of the provision remains unclear.431 Schwob/Müller rightfully argue that, in
order to enable a truly immediate disbursement, at least parts of the failed bank’s
infrastructure must remain operational (i.e. depositors must be able to withdraw
the eligible amount of privileged deposits directly from the bank).432 Moreover,
a comprehensive data set of both the total amount of eligible claims and the claims
on an individual-depositor basis (i.e. single customer view) must be available at
the push of a button.433 Should disbursement through withdrawals not be feasible,
depositors would need to be contacted by the liquidator and provide payment details in order to be reimbursed – essentially rendering the notion of «immediate»
disbursement illusory.434

235

The wider scope of the immediate-disbursement clause led to an enhanced level
of depositor protection compared to the previous regulations. In particular, depositors in banks whose total deposits exceed the systemic cap of the deposit guarantee scheme435 benefit from this disbursement avenue.436 Moreover, immediate
disbursement of privileged deposits (or at least parts thereof) has a positive effect

236

429

Kommentar BankG-Schwob/Müller, Art. 37b, N 12; BSK BankG-Wüthrich/Kesselbach, Art. 37b, N 7.

430

Kommentar BankG-Schwob/Müller, Art. 37b, N 5; BSK BankG-Wüthrich/Kesselbach, Art. 37b, N 8.

431

See also BSK BankG-Wüthrich/Kesselbach, Art. 37b, N 8.

432

Kommentar BankG-Schwob/Müller, Art. 37b, N 5.

433

See Sethe/Fahrländer, 646, discussing the same problem in the context of disbursement through the scheme under the current reform proposal.

434

Kommentar BankG-Schwob/Müller, Art. 37b, N 5 discusses the Kaupthing case,
in which all depositors had to provide the bank with alternative bank information upon
the account opening. In retrospect, this coincidence enabled the disbursement to small
depositors under the then-applicable framework within six working days.

435

The maximum coverage is CHF 6 billion (to be supplemented by a planned ratio of
1.6 per cent of protected deposits). See infra N 246 et seqq. and N 316 et seqq.

436

BSK BankG-Wüthrich/Kesselbach, Art. 37b, N 4.
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on the deposit guarantee scheme.437 The more privileged deposits covered and disbursed directly from the failed bank’s liquid assets, the smaller the burden placed
on the scheme, which essentially only covers the shortfall between the disbursement under Art. 37b BankA and the bank’s total amount of privileged deposits
pursuant to Art. 37a para. 1 BankA.438
237

The enhanced protection of depositors through immediate disbursement does,
however, constitute a further deviation from the hierarchy of claims in bankruptcy as stipulated in Art. 219 DEBA. Thus, Art. 37b BankA conflicts with the
general principle of par conditio creditorum (i.e. the equal treatment of creditors).439 This issue arises primarily with respect to depositors whose claims under
Art. 37a para. 5 BankA fall into the second class of bankruptcy claims but are
ineligible for immediate disbursement. In order to mitigate this issue, FINMA
must take into account claims of other creditors, which are at least ex aequo to
claims pursuant to Art. 37a para. 1 BankA, meaning that disbursement of the entire amount of CHF 100,000 is possible only if the regulator concludes that the
remaining assets of the failed bank suffice to cover the claims of the first and
second classes.440

238

On a more general level, the preferential treatment of privileged deposits under
Art. 37a para. 1 BankA may be justified, as it significantly reduces the number of
creditors involved in the bankruptcy proceedings.441 Furthermore, as those claims
are generally of a relatively minor nature, their inclusion in the bankruptcy proceedings would result in disproportional cost and effort, both of which would be
to the detriment of the failed bank’s bankruptcy assets and, consequently, the other
creditors’ dividend at the end of the proceedings.442 Therefore, the simplification
of the procedure and the increased efficiency outweigh the deviation from the
principle of par conditio creditorum.443 From the perspective of financial stability, immediate disbursement reduces the reliance on the deposit guarantee scheme
437

See infra N 275.

438

Kommentar BankG-Schwob/Müller, Art. 37b, N 6; BSK BankG-Wüthrich/Kesselbach, Art. 37b, N 5; Sethe, Einlagensicherung, 512.

439

Kommentar BankG-Schwob/Müller, Art. 37b, N 3; BSK BankG-Wüthrich/Kesselbach, Art. 37b, N 3.

440

Kommentar BankG-Schwob/Müller, Art. 37b, N 12. See also Sethe, Reaktionen,
125.

441

Botschaft BankG 2002, 8094 et seq.

442

Kommentar BankG-Schwob/Müller, Art. 37b, N 3.

443

Kommentar BankG-Schwob/Müller, Art. 37b, N 3.
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and, in turn, banks’ contribution payments thereto – enhancing stability in the
banking sector.444

4.

Deposit Guarantee Scheme

The actual Swiss deposit guarantee scheme – esisuisse – complements the insolvency privilege and the immediate disbursement of funds. The scheme dates back
to 1984, when Convention XVIII was adopted by the SBA.445 However, unlike its
predecessor, the current deposit guarantee scheme is not entirely self-regulated.
Nevertheless, the influence of self-regulation is very much apparent and still plays
a vital role in the scheme’s governance.
4.1

239

Steered Self-Regulation and Its Impact on the Scheme

The concept of steered self-regulation encompasses various degrees of state involvement.446 In the case of deposit guarantee regulation, the Swiss legislator enumerated a number of key features in Art. 37h para. 3 BankA that a scheme must
provide to be granted regulatory approval. Any aspect beyond the scope of these
criteria may be dealt with on a purely self-regulatory basis. Therefore, most aspects pertaining to the internal organisation of the scheme and its modus operandi
are regulated autonomously by esisuisse and its member institutions (i.e. the signing parties to the «Agreement Between esisuisse and Its Members»).

240

This steered self-regulation may be categorised as a delegation from the legislator
to the financial sector. However, should the self-regulatory framework not satisfy the mandated criteria or should the industry fail to effectively self-regulate,
Art. 37h para. 5 BankA contains a subsidiary delegation to the Federal Council to
regulate deposit guarantee in an ordinance within the boundaries of the criteria in
Art. 37h para. 3 BankA.447

241

444

Sethe, Einlagensicherung, 512.

445

See supra N 165 et seqq.

446

See supra N 196 et seqq.

447

BSK BankG-Winzeler, Art. 37h, N 7; Kommentar BankG-Zobl/Müller, Art. 37h,
N 4.
97

242

Chapter 3

Deposit Guarantee in Switzerland

4.2

Legal Minimum Requirements

The minimum requirements in Art. 37h para. 3 BankA ensure that three key aspects of depositor protection are guaranteed by the scheme: (i) a timely disbursement of protected deposits, (ii) a coverage limit, and (iii) a requirement to hold
sufficient liquidity for the banks’ potential contributions.
a

Disbursement Timeframe

243

The deposit guarantee scheme must be able to ensure the payment of protected
deposits within 20 working days after receiving a notification from FINMA regarding either the adoption of protective measures under Art. 26 para. 1 lit. e–h
BankA or the bank’s failure pursuant to Arts. 33–37g BankA.

244

Under the original deposit guarantee framework of 2004, this timeframe was three
months, meaning that bank depositors, particularly those that used only one bank,
could experience considerable delays in obtaining access to their protected funds.
Such a liquidity shortage for three months could be calamitous for both depositors
and the economy at large, as depositors would likely fail to honour their financial
commitments. During the transposition of the 2008 urgent-law amendments into
permanent law in 2010, the legislator shortened the timeframe to 20 working days,
reflecting recent similar developments in the European regulation of deposit guarantee schemes.448

245

Curiously, Art. 37h para. 3 lit. a BankA remains silent regarding the recipient of the
payment within 20 working days, meaning that it is unclear from the provision’s
wording, whether the individual depositors or the FINMA-appointed liquidator
shall receive the deposit guarantee scheme’s payment within 20 working days.449
Winzeler argues that the provision requires the reimbursement of individual depositors within 20 working days450 while Zobl/Müller counter that the deadline
applies solely to the relationship between the scheme and the liquidator.451 In its
2010 dispatch on depositor protection, the Federal Council clearly stated its intent

448

In the EU, a 20-working-day timeframe applied until 31 December 2018. Since then,
it is being gradually reduced; starting in 2024, the disbursement timeframe will be
seven working days. See Art. 8 para. 2 of Directive 2014/49/EU.

449

Kommentar BankG-Zobl/Müller, Art. 37h, N 11.

450

BSK BankG-Winzeler, Art. 37h, N 17. See also BSK BankG-Winzeler, Art. 37i,
N 3.

451

Kommentar BankG-Zobl/Müller, Art. 37h, N 11 et seq.
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to apply the deadline only to the payment to the liquidator.452 This interpretation is
further supported when considering the wording of Art. 37i para. 2 BankA, which
governs the invocation of the deposit guarantee scheme, as it explicitly calls for a
payment to the liquidator within 20 working days.453
b

Systemic Coverage Limit

Art. 37h para. 3 lit. b BankA stipulates an overall coverage limit of CHF 6 billion; the deposit guarantee scheme, through either self-regulation or ordinance by
the Federal Council, must adhere to this limit. Before the increase of the deposit
guarantee scheme’s maximum coverage in the wake of the Financial Crisis of
2007/2008, the scheme was capped at CHF 4 billion – a compromise that was the
product of negotiations between the FDF, the SNB, the EBK, and the SBA.454 The
Federal Council acknowledged the necessity of a high degree of depositor protection but maintained that expectations arising from a deposit guarantee scheme
must not jeopardise or undermine the stability of the financial system, referring
to the importance of a scheme’s credibility.455 Hence, the systemic coverage limit constitutes a trade-off between the exigencies of safeguarding depositors and
maintaining – or at least not undermining – financial stability.

246

The cap of CHF 6 billion applies on an overall basis (i.e. not only for one specific
invocation of the scheme but for several potential invocations). As a result, coverage is reduced correspondingly during a bank failure when the deposit guarantee scheme reimburses depositors. It does not increase again until the insolvency
proceedings conclude and the scheme either receives disbursement from the failed

247

452

Botschaft BankG 2010, 4008 et seq. This view is reinforced when considering Art. 37j
para. 3 BankA, which stipulates that depositors have no direct claim against the
scheme.

453

However, BSK BankG-Winzeler, Art. 37i, N 3 calls the provision a «regulatory mishap». Nevertheless, the current reform proposal leaves little doubt that this is indeed
intentional and that the current timeframe only covers the payment to the liquidator.
See also infra N 307 et seqq.

454

Botschaft BankG 2002, 8102; Kommentar BankG-Zobl/Müller, Art. 37h, N 13.

455

Botschaft BankG 2002, 8102. The Federal Council reiterated its position in Botschaft
BankG 2008, 8851.
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bank’s bankruptcy assets or the amount has been written off456 due to insufficient
bankruptcy assets.457
248

The statutory requirement does not prescribe a specific form of coverage, meaning
that both an ex ante and an ex post mechanism could, in principle, be conceivable.
However, given the historical development of the Swiss approach, the self-regulated scheme took the unsurprising approach of opting for ex post funding.458

249

The legislator has granted the Federal Council the power to adapt the coverage
limit to «particular circumstances» without specifying the terms for such an adjustment.459 As an indication, «considerable» changes in the ratio of deposits protected by the scheme to the total amount of deposits or «significant» developments
in the business environment of banks might constitute such «particular circumstances».460 With respect to the ratio of protected deposits to the total amount of
deposits, stipulating the overall coverage level as a ratio – as opposed to an absolute amount – in the first place may have been advantageous, as it eliminates the
need for adaptations due to «particular circumstances».461
c

250

Liquidity Requirements

The third and last criterion stipulated in Art. 37h para. 3 lit. c BankA requires
all banks to hold additional liquidity amounting to 50 per cent of their potential
contribution to the deposit guarantee scheme. The Banking Act explicitly states
that this particular liquidity requirement supplements all other such requirements
stipulated under Swiss law.

456

Considering the privileged treatment of deposits covered by the scheme in the insolvency proceedings and the corresponding safeguards, a write-off remains relatively
improbable.

457

Kommentar BankG-Zobl/Müller, Art. 37h, N 12.

458

However, Art. 37h para. 3 lit. c BankA provides a minimal assurance that banks are
able to honour their contributions in an ex post-funded system. See infra N 250 et seqq.
See also Kommentar BankG-Zobl/Müller, Art. 37h, N 19, which considers said provision as a de facto barrier to an ex ante-funded scheme.

459

Art. 37h para. 4 BankA.

460

Botschaft BankG 2002, 8105; BSK BankG-Winzeler, Art. 37h, N 30; Kommentar
BankG-Zobl/Müller, Art. 37h, N 15.

461

See Kommentar BankG-Zobl/Müller, Art. 37h, N 13.
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In Art. 18 LiqO, the legislator specifies the modalities regarding the reporting of
the amount of protected deposits462 to FINMA. Furthermore, Art. 18 para. 3 LiqO
stipulates that FINMA must calculate each bank’s individual share of the scheme’s
overall coverage limit pursuant to Art. 37h para. 3 lit. b BankA. As a result, the
amount of additional liquidity to be held by each individual bank is determined
through FINMA’s calculation of the ratio.463

251

Through the additional liquidity requirement, the legislator ensures that at least half
of the deposit guarantee coverage is provided on a timely basis, should the need
therefor arise.464 This is particularly important for a deposit guarantee scheme that
does not rely on an ex ante fund. Ultimately, the legislator stipulated this criterion
due to the high probability that the self-regulatory scheme under the new framework would – like its predecessors – be based on ex post funding. For Winzeler,
the additional liquidity under Art. 37h para. 3 lit. c BankA fulfils the same purpose
as deposit guarantee funds in other jurisdictions.465 While additional liquidity furthers the availability of funds necessary for contribution payments towards deposit
guarantee, it does not provide the same reliability as an ex ante fund. Considering the timeliness of payments to protected depositors (or the bank’s liquidator),
a fund has a significant advantage due to the fact that contribution payments have
already been made and are, as a result, immediately available for disbursement.
Furthermore, the issue of pro-cyclicality is significantly more pronounced under
the Swiss approach than under a traditional fund model.

252

4.3

Regulatory Approval of a Self-Regulatory Scheme

The organisation of any scheme based on self-regulation is governed on a private-law (i.e. contractual) basis.466 However, Art. 37h para. 1 BankA stipulates
that all banks with privileged deposits467 must statutorily join the self-regulatory
regime – an obligation to contract that is impossible to achieve with a private-law
462

For the distinction between «privileged» and «protected» deposits, see infra N 257 and
N 259.

463

BSK BankG-Winzeler, Art. 37h, N 29. A bank’s actual contribution to the deposit
guarantee scheme in the event of an invocation thereof is determined by esisuisse on a
case-by-case basis.

464

Kommentar BankG-Zobl/Müller, Art. 37h, N 16.

465

BSK BankG-Winzeler, Art. 37h, N 29.

466

Zobl, 788 et seq.

467

Pursuant to Art. 37a BankA.
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toolset. In order to establish this obligation, the regulator must grant the self-regulatory framework its approval.
254

Art. 37h BankA does not set forth a procedure for granting such regulatory approval despite its vital importance for the creation of a universally applicable
framework.468 It is generally agreed upon that FINMA grants approval pursuant to
Art. 7 para. 3 FINMASA by issuing a ruling based on a circular.469 In its Circular
2008/10, FINMA listed all of the self-regulatory frameworks that it recognises as
minimum standards.470 Amongst several others, the «Agreement of Swiss Banks
and Securities Dealers on Depositor Protection of 5 September 2005»471 gained
recognition as a minimum standard, creating an obligation to contract for any bank
that had not already taken part in the agreement voluntarily.472
4.4
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Implementation of the Minimum Requirements

In order to implement the legal requirements for deposit guarantee schemes stipulated in Art. 37h BankA, the «Swiss Banks’ and Securities Dealers’ Depositor
Protection Association», an association under Swiss private law, was established
under the auspices of the SBA.473 Since 2012, the scheme has operated under its
current name: esisuisse.474 Over time, the scheme has gradually become more operationally independent from the SBA, particularly with regard to its infrastructure.475 This shift followed the recommendations laid out in the Brunetti Report.476

468

BSK BankG-Winzeler, Art. 37h, N 15; Kommentar BankG-Zobl/Müller, Art. 37h,
N 20.

469

See BSK FINMAG-Winzeler, Art. 7, N 81.

470

FINMA-Circular 2008/10.

471

Which has since evolved into the Agreement Between esisuisse and Its Members.

472

FINMA-Circular 2008/10, 4. See also BSK FINMAG-Winzeler, Art. 7, N 82.

473

Esisuisse, History.

474

Esisuisse, About.

475

On the governance of esisuisse, see infra N 268 et seqq.

476

Brunetti Report, 49 and 56.
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4.5

Scope of the Scheme

The scope of the scheme (i.e. esisuisse) is largely in line with the statutory scope
of the insolvency privilege under Art. 37a BankA.477 However, there are a number
of material differences between the two.

256

While the insolvency privilege covers deposits in Swiss banks in foreign jurisdictions (e.g. branches or subsidiaries) due to the universality of the insolvency
proceedings pursuant to Art. 3 BIO-FINMA,478 the scope of the deposit guarantee
scheme is narrower insofar as it applies only to deposits in Switzerland. This restriction is based on the principle of territoriality in Swiss public law.479 As a result,
any deposit placed in a foreign branch or subsidiary of a Swiss bank is subject to
the prevailing framework on deposit guarantee in the host jurisdiction.480 On the
other hand, pursuant to Art. 37h para. 1 BankA, all banks with a Swiss banking licence are subject to the deposit guarantee framework;481 there is no separate
treatment for cantonal banks – even those benefitting from a full state guarantee.482

257

Furthermore, deposits placed in Pillar 3a savings accounts and vested benefits
foundations (Pillar 2), despite being within the scope of the insolvency privilege,

258

477

See supra N 205 et seqq.

478

Pulver/Schott, 286.

479

BSK BankG-Winzeler, Art. 37h, N 10.

480

BSK BankG-Winzeler, Art. 37h, N 10; Botschaft BankG 2002, 8100; Chammartin,
Protection, 396; Sethe, Einlagensicherung, 510.

481

However, Art. 6 para. 2 of the esisuisse Articles of Association do not preclude membership for non-licensed entities. Nevertheless, the prerequisites for a participation of
such institutions and the incongruity stemming from the inapplicability of the depositor privilege in the context of non-licensed institutions constitute near-insurmountable
obstacles to membership.

482

While the inclusion of cantonal banks in the scope of deposit guarantee schemes may
sound illogical at first, it is justified by the different nature of the two guarantees.
In principle, the full state guarantee protects all creditors – including depositors. However, disbursement occurs only after insolvency proceedings have concluded. Hence,
exempting cantonal banks from the deposit guarantee scheme would contravene an
essential objective of a deposit guarantee scheme – the timely reimbursement of depositors to prevent further rupture in the financial sector and the economy as a whole.
An exemption from the scheme’s scope of the scheme would put customers of cantonal
banks at a disadvantage with other depositors and result in unforeseeable consequences for financial stability. See Botschaft BankG 2002, 8101; Vögeli, Staatsgarantie,
109 et seq.; Emch/Renz/Arpagaus, N 1471.
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are ineligible for disbursement through the deposit guarantee scheme.483 Considering the purpose of deposit guarantee, this exclusion of retirement-related deposits is reasonable. These funds are undoubtedly important for their depositors but,
unlike most other deposits, there is no need for immediate disbursement – retirement provisions are generally deposited with a long-term time horizon in mind.484
259

In essence, the scope of the deposit guarantee scheme can be summed up as follows: the total amount of deposits within the scope of the insolvency privilege
(i.e. privileged deposits) minus retirement provisions (pursuant to Art. 37a para. 5
BankA) minus deposits held in foreign branches/subsidiaries of Swiss banks.
4.6

260

The functioning of the scheme largely lies within the sphere of self-regulation –
with the notable exception of the disbursement timeframe, which is stipulated in
Art. 37h para. 3 lit. a BankA.485 To this end, the «Agreement Between esisuisse
and Its Members» and esisuisse’s Articles of Association govern the scheme’s
functioning.486
a
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Functioning of the Deposit Guarantee Scheme

Mandate

Considering Switzerland’s historical development on the path towards a state-mandated deposit guarantee scheme and its reliance on self-regulation, it is hardly surprising that the scheme’s mandate is relatively narrow relative to schemes in other
jurisdictions.487

483

See Botschaft BankG 2008, 8852; Kommentar BankG-Schwob/Müller, Art. 37a,
N 14 et seqq.; Sethe, Einlagensicherung, 513; BSK BankG-Wüthrich/Kesselbach,
Art. 37a, N 14 et seq.; Ziegler, Einlegerschutz, 575. See also supra N 208.

484

Sethe/Fahrländer, 652 is critical of this exclusion due to the socio-political function
of retirement savings. However, it acknowledges the funding problems that would
arise if retirement provisions were to be included in the scheme’s scope.

485

However, Art. 5 para. 5 of the Agreement Between esisuisse and Its Members stipulates that, within five calendar days of the FINMA decree becoming enforceable,
esisuisse shall make a down payment of the failed bank’s reported protected deposits
at the end of the previous year to the FINMA-appointed liquidator.

486

See also Ziegler, Einlegerschutz, 575.

487

For the mandate of the FDIC, see infra N 637 et seqq. See also FSB, Deposit Insurance, 4.
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The mandate of esisuisse falls into the «paybox» model of deposit guarantee
schemes488 (i.e. the most basic model).489 Under a paybox mandate, the sole responsibility of the deposit guarantee scheme is to disburse funds to depositors in
the event of a bank failure.490 Hence, esisuisse cannot fulfil any further tasks in the
resolution and/or supervision of banks without amending its mandate.

262

While the global trend in the aftermath of the Financial Crisis of 2007/2008
was shifting away from mere paybox models towards broader deposit guarantee mandates,491 amplifying the schemes’ role in the financial safety net,492 the
Swiss scheme remains largely unchanged with respect to its mandate. Considering
esisuisse’s ex post funding mechanism, a paybox mandate is the only practically
viable one for the scheme.

263

b

Funding

Amongst the criteria stipulated in Art. 37h BankA, the funding mechanism is not
directly addressed by the legislator.493 Therefore, this crucial aspect remains within
the purview of the self-regulatory framework governing the functioning of the
scheme. Art. 5 para. 1 of the Agreement Between esisuisse and Its Members sets
forth the mechanism for collecting banks’ contributions after receiving FINMA’s
decree, meaning that esisuisse – very much like its predecessors – operates on an
ex-post basis.494

488

See also Demirgüç-Kunt/Kane/Laeven, Database, 38.

489

See supra N 96.

490

Demirgüç-Kunt/Kane/Laeven, Around the World, 177; Kerlin, 48; Ognjenovic,
45.

491

FSB, Deposit Insurance, 4; Kerlin, 49 et seqq.; Ognjenovic, 4, 29. See also
Demirgüç-Kunt/Kane/Laeven, Database, 37 et seq. for a tabular overview of jurisdictions with a deposit guarantee scheme operating on a paybox basis and jurisdictions
with a scheme operating under a broader mandate.

492

Ognjenovic, 41.

493

See supra N 242 et seqq. However, according to Kommentar BankG-Zobl/Müller,
Art. 37h, N 19, the wording of Art. 37h para. 3 lit. c BankA implies that the self-regulatory scheme should operate on an ex post funding method. For a dissenting opinion,
see BSK BankG-Winzeler, Art. 37h, N 25.

494

Art. 5 para. 6 of the Agreement Between esisuisse and Its Members, stipulates that esi
suisse shall call the funds necessary by direct debit; this further highlights the ex-post
character of the scheme.
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265

The contributions ensure that protected depositors are reimbursed and that any
administrative expenses incurred are covered by esisuisse’s member banks. With
respect to the calculation method for contributions, the ratio of an institution’s
protected deposits is the sole criterion for the amount owed to the scheme – unlike
schemes in other jurisdictions, the calculation does not take the idiosyncratic risk
of a bank’s business model into account. Art. 5 para. 2 of the Agreement Between
esisuisse and Its Members further details the two phases of the funding process:
first, a preliminary phase in which all banks contribute in accordance with the ratio
of protected deposits (as per the latest reporting to FINMA) and second, a phase
in which esisuisse calculates the final contributions of each bank at the end of the
liquidation, taking into consideration any potential recuperation through liquidation payments pursuant to Art. 37j para. 4 BankA.495

266

In order to ensure the timely payment of preliminary contributions, the banks are
mandated by law to hold 50 per cent of their contribution obligations as additional
liquidity.496 While this provides an enhanced layer of protection for the scheme,
it is insufficient to mitigate the entire risk potential stemming from the ex post
funding mechanism.497

267

Should another bank in Switzerland fail, it would, from the time of its failure,498
be exempt from any further contribution obligations under the agreement. Consequently, the obligations of the remaining members would increase proportionately.
However, there would be no reimbursement of contributions made by the nowfailed bank prior to its closing.
c
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Governance

As mentioned above, the nature of Switzerland’s deposit guarantee scheme as a
product of steered self-regulation results in the relative absence of statutory provisions guiding the scheme’s internal organisation and governance. Therefore, these
elements, within the boundaries of the exigencies of Art. 37h para. 3 BankA, fall
into the realm of self-regulation.499

495

See also Sethe, Einlagensicherung, 512 et seq.

496

See Art. 37h para.3 lit. c BankA. See also supra N 250 et seqq.

497

For a dissenting argument, see BSK BankG-Winzeler, Art. 37h, N 29.

498

Specifically, FINMA’s notification to esisuisse.

499

See supra N 240.
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Consequently, esisuisse is not an organisation under Swiss public law but an
association, pursuant to Arts. 60 et seqq. CC, domiciled in Basel.500 Hence, it is
governed by Swiss private law and its Articles of Association. Due to its legal
form, the supreme governing body of esisuisse is its General Meeting of Members.501 Since its membership base consists of banks and securities dealers with
a FINMA-issued license,502 the supreme governing body – and, by extension, the
entire organisation – is controlled by the participating institutions.

269

All matters that are not expressly reserved for the General Meeting of Members
fall within the purview of the Board of Directors,503 which consists of 13 members
elected by the General Meeting of Members for one-year terms.504 The General Meeting of Members also elects the Chairperson and the Deputy Chairperson
from the members of the Board of Directors.505 Reflecting the member-driven
(i.e. institution-driven) nature of the entire association, most members of the body
are representatives of the various member institutions.
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The third principal body of esisuisse is the Executive Board, which is appointed
by the Board of Directors.506 This body is headed by the CEO and is tasked with
managing the scheme’s day-to-day operations.507
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This overview of esisuisse’s organisation leaves little doubt that the scheme is
very much member-driven and that its members exert significant influence over
all matters not prescribed by law, and thus not part of the prerequisites for regula-

272

500

Art. 1 of the esisuisse Articles of Association.

501

Art. 9 para 1 of the esisuisse Articles of Association.

502

See Art. 6 para. 1 of the esisuisse Articles of Association. However, considering the
second paragraph, non-licensed institutions are not categorically excluded from membership. Nevertheless, the fact that membership is subject to a decision by the General Meeting of Members, that prospective non-licensed members must demonstrate
the existence of equivalent safeguards regarding additional liquidity and domestic
high-quality liquid assets, and that such institutions are outside the scope of the statutory insolvency privilege results in a de facto insurmountable obstacle. For instance,
fintech companies operating in Switzerland pursuant to Art. 1b BankA or within the
regulatory sandbox are exempt from the statutory deposit guarantee provisions; thus,
such entities do not participate in the scheme. See also Reiser, Bankbegriff, 818.

503

Art. 10 para. 1 of the esisuisse Articles of Association.

504

Art. 10 para. 2 of the esisuisse Articles of Association.

505

Art. 10 paras. 2bis and 3 of the esisuisse Articles of Association.

506

Art. 12 of the esisuisse Articles of Association.

507

Art. 12 para. 2 of the esisuisse Articles of Association.
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tory approval. In light of Switzerland’s tradition of self-regulation, this organisational approach is by no means surprising. However, compared to other jurisdictions (notably the US),508 the fact that a building block of the financial safety net
is largely governed by the financial institutions themselves is rather unique and
has led to criticism in international assessments of the scheme (and its governing
framework).509
273

Given that the key features of the scheme are stipulated in positive law and that
esisuisse has a narrow paybox mandate without any powers to take part in the
decision-making process or to make autonomous decisions on license revocation
and bank resolution,510 the threat of regulatory capture,511 which is commonly associated with industry-driven organisations that fulfil tasks in the financial safety
net, appears quite remote. Therefore, so long as Switzerland does not consider a
mandate expansion for its deposit guarantee scheme, the member-driven nature
and resultant proximity to the financial sector of the scheme do not jeopardise its
reliable functioning. Furthermore, the institutions themselves have little incentive
to undermine the scheme. First, a robust deposit guarantee mechanism serves as
a beacon of stability and confidence in the sector, thereby preventing large-scale
outflows to competitors in other jurisdictions. Second, Art. 37h para. 5 BankA
stipulates a subsidiary competency for the Federal Council to regulate the deposit
guarantee scheme by means of an ordinance; this acts as a sword of Damocles that
discourages subversive behaviour due to the perceived disadvantages – especially
the higher cost – of a government-run scheme.

5.
274

The Cascading Approach of the Swiss Mechanism

The particularity of the Swiss approach to depositor protection lies in the intricate
interplay between the mechanism’s various elements.

508

On the organisation of the FDIC, see infra N 575 et seq.

509

For instance, the IMF calls for an overhaul of the framework, resulting in «a public-sector entity without any active bankers participating in its board». See IMF, Switzerland FSAP 2019, 42.

510

These decisions fall within FINMA’s purview.

511

Baxter, Capture, 176 refers to instances in which «a particular sector of the industry,
subject to the regulatory regime, has acquired persistent influence disproportionate to
the balance of interests envisaged when the regulatory system was established». On the
general concept of regulatory capture, see Hardy, 3 et seqq.
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The first pillar of the mechanism, the so-called insolvency privilege for bank deposits, serves as the foundation of the entire mechanism. The other two pillars of
the mechanism (i.e. immediate disbursement and the deposit guarantee scheme)
are derived from the first – notably from its scope and maximum amount. Thus,
the scheme predominantly acts as a last resort in scenarios where the immediate
disbursement from the failed bank’s own assets is insufficient to protect depositors. In essence, the deposit guarantee scheme under the Swiss approach does not
primarily guarantee the deposits;512 rather, it facilitates a timely reimbursement of
depositors.
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Due to the mechanism’s cascading nature, the burden of bank failure is placed
first and foremost on the «culprit» itself. However, should the failed bank’s own
funds be insufficient to cover all privileged deposits, the burden for the remainder
is placed on the banking sector as a whole. This burden-sharing, to some degree,
mitigates the moral hazard of banks, which would otherwise be more prevalent
due to the scheme’s ex post funding.
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Moreover, certain types of banks offer their depositors further protection through
particular features outside the mechanism discussed in this thesis. The classic example would be the explicit state guarantees for a large number of cantonal banks
in Switzerland or any implicit state guarantee for banks considered too big to
fail.513
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III.

Reform Attempts

Despite being relatively new, the Swiss deposit guarantee mechanism has faced
multiple reform discussions since its inception in 2004.514 The most far-reaching
attempt was made in the aftermath of the Financial Crisis of 2007/2008 amidst
a global climate of regulatory change within the banking and financial sectors.
The overhaul of the mechanism did ultimately not come to fruition and only the
512

Although, as mentioned, it does serve as a backstop insofar as it absorbs a potential
loss if the liquidation proceedings do not cover the payments made to depositors, see
also Sethe, Aufsichtsrecht, N 127.

513

For further reference, see Ziegler, Bankeninsolvenz, 141 et seqq.

514

For instance Ammann, 9 et seqq.; Bernet, 22 et seqq.; Blattner/Tanner, 23. See also
Lengwiler for a critical assessment of deposit guarantee in Switzerland, particularly
regarding the increased coverage as a result of the financial crisis.
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amendments made during the crisis were retained and made permanent. Since
then, no proposal has envisaged a similarly far-reaching makeover of the framework.

1.

The 2008/2009 Reform Proposal

279

The Federal Council identified three main shortcomings of the original deposit
guarantee mechanism: (i) its ex post funding, (ii) its overall coverage limit, and
(iii) the absence of risk-based premia.515

280

In order to address these shortcomings, while simultaneously following the international trend, the Federal Council proposed an overhaul of depositor protection
in Switzerland.516 The proposal envisioned a two-tiered deposit guarantee scheme
consisting of a deposit guarantee fund and an additional stage featuring the involvement of the Swiss government. The second stage would have consisted of
either a guarantee or an advance payment by the government for the portion of
claims exceeding the fund’s capabilities.517
1.1

281

Stage One: Deposit Guarantee Fund

Addressing the shortcomings of an ex post-funded scheme,518 the Federal Council’s proposal called for a gradual shift towards an ex ante-funded scheme and a
deposit guarantee fund. The envisioned fund was to be established as a public-
sector entity that, once fully operational, would cover a target ratio of 3 per cent
of protected deposits.519 Two-thirds of the fund’s financial resources were to be
accumulated through regular premia contributions from participating banks while
the remainder would have consisted of pledged securities.520

515

Federal Council, Erläuternder Bericht BesG, 8. See also Sethe, Einlagensicherung,
513 et seq.

516

Federal Council, Erläuternder Bericht BesG, 9.

517

Federal Council, Erläuternder Bericht BesG, 9.

518

Federal Council, Erläuternder Bericht BesG, 8. See also Reiser, Deposit Insurance,
24; Sethe, Einlagensicherung, 513 et seq.

519

The definition and scope of «protected deposits» pursuant to Arts. 37h para. 1 and 37a
para. 1 BankA was to remain unchanged. See supra N 526 et seqq.

520

Federal Council, Erläuternder Bericht BesG, 15 et seqq.
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Based on the total amount of protected deposits in early 2009,521 the deposit guarantee fund was supposed to have a target level of CHF 9.75 billion,522 of which
CHF 6.5 billion would be accumulated through premia. The calculation of premia
would have been determined by FINMA and would have considered both the individual bank’s share of the total amount of privileged deposits as well as its idiosyncratic risk profile.523 However, the Federal Council explicitly envisioned the
capital (i.e. compliance with capital requirements) and debt of a bank, the increase
in protected deposits, and the existence of a guarantee by a third party to absorb
bank losses524 as determining factors (amongst others) for premia calculation.525

282

The Federal Council proposed a gradual build-up of the deposit guarantee fund
with yearly contribution payments equivalent to 4 per cent of the aforementioned
target level for its paid-in capital.526 Thus, the fund’s build-up phase would have
been 22 years – provided that no bank failure occurred during this phase.527 Until
the fund reached its target level, banks would have been obligated to continue
holding additional liquidity as well as pledging securities worth CHF 3.25 billion
for the remainder of the fund. However, the requirements for additional liquidity
would have been lowered gradually, mirroring the progress towards the fund’s
completion.528 Thus, the additional liquidity would have ensured that banks are
able to provide resources beyond their premia obligation in case of a bank failure
with claims by protected depositors exceeding the fund’s current level.529

283

If the fund had reached its target level of 3 per cent of protected deposits, the banks
would have no longer been required to pay any further contributions. Furthermore,

284

521

According to the Federal Council, the aggregated amount of privileged deposits under
Art. 37a paras. 1 and 5 BankA was CHF 368 billion, of which CHF 325 billion qualified as protected deposits. See Federal Council, Erläuternder Bericht BesG, 8.
By 2013, the amount of protected deposits grew to CHF 423 billion. See Chammartin,
Protection, 374 et seqq.; Schäfer, 31.

522

Federal Council, Erläuternder Bericht BesG, 15.

523

Federal Council, Erläuternder Bericht BesG, 15.

524

This last criterion was of particular relevance for cantonal banks with either a limited
or unlimited state guarantee.

525

Federal Council, Erläuternder Bericht BesG, 15.

526

Therefore, the banks were supposed to pay approximately CHF 260 million in premia
each year.

527

Federal Council, Erläuternder Bericht BesG, 15 et seq.

528

Federal Council, Erläuternder Bericht BesG, 15.

529

Federal Council, Erläuternder Bericht BesG, 17.
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any income530 would have been credited to the fund’s reserves to cover any costs
incurred by the fund before making use of its capital.531
285

In the event that the fund fell below its target value, the Federal Council’s proposal
called for a resumption of contribution payments using the same mechanism as
during the fund’s inception phase. The contributions would have been required
until the target level was reached again.532 While the fund would not have been
able to recover instantly, the Federal Council favoured gradual recovery due to the
lower pro-cyclicality in a crisis environment.533
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The deposit guarantee fund’s organisation would have been based on the model
of other funds governed by Swiss public law; specifically, the AHV Social Security Fund,534 would have been used as a possible guideline for the fund’s internal
organisation.535 The proposal envisioned little autonomy in the management and
governance of the deposit guarantee fund, granting the entity discretion only regarding the investment of its financial resources and the use of its funds.536 Overall, the envisioned organisation of the deposit guarantee scheme would have remained relatively lean. Nevertheless, the Federal Council was confident that even
such a streamlined organisation could, to some degree, serve as an equipoise to
FINMA.537
1.2

287

Stage Two: Advance Payment or State Guarantee

To supplement the deposit guarantee fund, particularly in instances of bank failures
where a failed bank’s protected deposits exceeded the fund’s financial capabilities,
the Federal Council proposed a supplementary mechanism that, unlike the first
stage or the mechanism’s foundation in insolvency law, involved a government
backstop through either an advance payment or an outright guarantee by the Swiss
government for protected deposits beyond the deposit guarantee fund’s reach.538
530

Especially its investment income and recoveries made from liquidation proceeds.

531

Federal Council, Erläuternder Bericht BesG, 15 et seqq.

532

Federal Council, Erläuternder Bericht BesG, 15.

533

Federal Council, Erläuternder Bericht BesG, 15.

534

Pursuant to Art. 109 AHVA and Art. 1 et seqq. Social Security Funds Act.

535

Federal Council, Erläuternder Bericht BesG, 17.

536

Federal Council, Erläuternder Bericht BesG, 18.

537

Federal Council, Erläuternder Bericht BesG, 18.

538

Federal Council, Erläuternder Bericht BesG, 18 et seqq.
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a

Advance Payment

In this scenario, the deposit guarantee scheme could resort to a line of credit provided by the Swiss government if the bank’s safeguards, notably the 125 per cent
in domestically held high-quality liquid assets (HQLA), were inadequate and the
deposit guarantee fund’s financial resources were insufficient to cover the shortfall.539 Under these circumstances, the deposit guarantee fund could obtain a loan
at a customary interest rate from the Swiss government to ensure the timely disbursement of funds to the failed bank’s depositors (i.e. the most crucial task of
a deposit guarantee scheme from the perspective of depositor protection). Subsequently, the scheme would have still assumed the depositors’ position in the
insolvency proceedings540 and, ideally, repaid the loan from its recoveries at the
conclusion of the insolvency proceedings. However, in the event that the scheme
would have been unable to recover its claim, the participating banks would have
borne the cost of loan repayment.541 Ultimately, the Federal Council deemed the
risk that the guarantee scheme could suffer a loss at the conclusion of the insolvency proceedings as highly unlikely given the structure and safeguards of Switzerland’s depositor protection regime.542
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Considering that the government would have served as a mere provider of liquidity for the purpose of depositor reimbursement and that the likelihood of a scenario
requiring a loan in support of the scheme is relatively low, the premium for the
second stage of the deposit guarantee scheme would have been relatively low.543
Participation in the second stage would have been compulsory for all banks – even
cantonal banks enjoying a full state guarantee. The Federal Council justified this
equal treatment by pointing out that cantonal guarantees only cover losses at the
very end of insolvency proceedings. Therefore, the cantonal guarantee would be
too late to protect depositors, rendering the credit facility of the federal government vital to ensure swift disbursement and maintain the stability of the banking
sector.544
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539

Federal Council, Erläuternder Bericht BesG, 20.

540

As is the case under the current regime.

541

Federal Council, Erläuternder Bericht BesG, 20.

542

Federal Council, Erläuternder Bericht BesG, 20. For a similar assessment of this
likelihood, see Vögeli, Einlagensicherungsgesetz, 141.

543

Federal Council, Erläuternder Bericht BesG, 21.

544

Federal Council, Erläuternder Bericht BesG, 21. Cantonal guarantees are undeniably instruments of creditor protection. However, they contribute to depositor protection in a primarily psychological manner; see Vögeli, Einlagensicherungsgesetz, 139.
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b

State Guarantee

290

The second proposed approach for government involvement consisted of a state
guarantee. While this mechanism did not differ significantly from the proposed
advance payment in most regards,545 the principal difference lay in the absorption
of a potential loss at the conclusion of a failed bank’s insolvency proceedings. In a
scenario with an advance payment, the surviving banks would have had to bear the
cost of repayment if the failed bank’s liquidated assets did not suffice.546 Under this
proposal, however, the losses would have been borne by the Swiss government.547
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The functioning of the proposed federal guarantee would have been comparable
to that of the pre-existing cantonal guarantees. Nevertheless, the scopes of the two
guarantees would have been pronouncedly different. The proposed federal guarantee would have applied only to protected deposits pursuant to Arts. 37h para. 1 and
37a para. 1 BankA, whereas most cantonal guarantees548 cover all creditor claims
regardless of the nature of their contractual basis.
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Consequently, the risk of absorbing a loss was more pronounced under the
state-guarantee approach than it was under the advance-payment approach –
although the Federal Council considered the risk of such a loss extremely unlikely.549 Therefore, the cost of a state guarantee covering a shortfall of the scheme
would have been higher than the cost of an advance payment.550
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In a scenario involving the failure of a cantonal bank benefitting from a full state
guarantee, the Swiss federal government would absorb all protected depositors’
losses exceeding the deposit guarantee fund’s capacity on an interim basis. However, due to the cantonal state guarantee, the federal government would have retained a claim against the canton in the bank’s insolvency procedure.551

545

Federal Council, Erläuternder Bericht BesG, 23.

546

See Vögeli, Staatsgarantie, 70; Ziegler, Bankeninsolvenz, 53. See also supra N 288
et seq.

547

Federal Council, Erläuternder Bericht BesG, 23.

548

I.e. all full state guarantees. See also Chammartin, State-Owned Banks, 199 et seqq.

549

See Federal Council, Erläuternder Bericht BesG, 23.

550

For further reflections on pricing based on the experience of cantonal state guarantees,
see Federal Council, Erläuternder Bericht BesG, 22.

551

Federal Council, Erläuternder Bericht BesG, 23; Vögeli, Einlagensicherungs
gesetz, 139 et seqq. On the interplay between the deposit guarantee scheme and the
cantonal state guarantee, see supra N 257.
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1.3

Assessment of the Reform Proposal

The Federal Council’s proposal for the Federal Deposit Guarantee Act was certainly a by-product of the Financial Crisis of 2007/2008. Despite Switzerland being
spared from major bank failures requiring the invocation of the deposit guarantee
mechanism, the government reacted to a global trend of bolstering and enhancing
depositor-protection frameworks.552 This proposal would have resulted in the convergence of the Swiss approach and the IADI Core Principles.

294

The establishment of a deposit guarantee fund would have been a significant
departure from Swiss deposit guarantee dogma, as it would have resulted in an
ex ante-funded deposit guarantee scheme instead of the traditional ex post approach.553 With the new funding mechanism, the deposit guarantee scheme could
have contributed to measures in bank resolution beyond the mere disbursement of
funds to depositors. Thus, measures such as asset transfers to either another bank
or a new (bridge) bank could have been supported through loans or guarantees,
provided that the overall cost to the scheme was lower than the disbursement to
depositors.554 Such contributions to resolution measures are explicitly encouraged
in IADI Core Principle 14.555 Furthermore, deposit guarantee frameworks of other
jurisdictions – notably in the US556 and under the Bank Resolution and Recovery
Directive (BRRD) in the EU also include such measures.557

295

Nevertheless, during the consultation period, the proposal was met with fierce resistance from lawmakers and stakeholders.558 More specifically, the «nationalisation» of depositor protection (i.e. the renunciation of the self-regulatory approach)
was repeatedly criticised by various stakeholders.559 Maintaining the 125-per-cent
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552

This trend was by no means limited to depositor protection; it re-shaped the entire field
of financial regulation.

553

See also Sethe, Einlagensicherung, 514 et seq.

554

Federal Council, Erläuternder Bericht BesG, 24.

555

IADI Core Principles, 37.

556

See infra N 685 et seqq.

557

See Art. 11 para. 2 of Directive 2014/49/EU and Art. 109 of Directive 2014/59/EU,
which govern the use of deposit guarantee funds for resolution purposes in the EU. See
also Binder/Gortsos, 67.

558

EFD, Vernehmlassungsergebnisse BesG.

559

Amongst others, several cantons, political parties, interest groups, and the SBA voiced
concern and opposition to this paradigm shift. See EFD, Vernehmlassungsergebnisse
BesG, 9 et seq.
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rule while simultaneously creating a deposit guarantee fund was also heavily criticised. Considering the total amount of protected deposits in Switzerland at the
time, the canton of Zurich viewed the fund’s proposed target level as too low;560
other cantons, however, considered it too high. These cantons argued that the
fund’s purpose would be primarily to cover deposits in small and medium-sized
banks. Hence, the systemic coverage limit of CHF 6 billion would suffice.561 Moreover, interest groups such as the SBA voiced concerns that the target level and the
resulting contribution obligations could ultimately increase the price of banking
services.562 Additionally, the timespan for the fund’s build-up was considered too
long;563 the process would have lasted for 22 years – or, in the event of an invocation of the scheme, even longer.564 Thus, several stakeholders called for a shorter
build-up period.565 Lastly, the possibility of using the deposit guarantee scheme to
finance resolution measures beyond disbursement also received heavy criticism.566
297

In addition to criticising various aspects of the Federal Council’s proposal, the
stakeholders also criticised its timing. In their view, reform of the deposit guarantee framework should not occur prematurely – it should happen alongside other
legislative projects (e.g. capital or liquidity requirements).567 Moreover, developments in other jurisdictions and guidelines from international standard-setters
should be considered to ensure that optimal reform is achieved.568
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The sole aspect of the Federal Council’s proposal that was overwhelmingly accepted by stakeholders was the transposition of the 2008 urgent-law amendments569
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EFD, Vernehmlassungsergebnisse BesG, 16.

561

This point of view was expressed by the cantons of Geneva and Solothurn. See EFD,
Vernehmlassungsergebnisse BesG, 16.
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EFD, Vernehmlassungsergebnisse BesG, 16.
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EFD, Vernehmlassungsergebnisse BesG, 7.

564

See supra N 283.
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EFD, Vernehmlassungsergebnisse BesG, 17.

566

EFD, Vernehmlassungsergebnisse BesG, 11.
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EFD, Vernehmlassungsergebnisse BesG, 9.

568

EFD, Vernehmlassungsergebnisse BesG, 7.

569

See supra N 184 et seqq.
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into permanent law.570 Consequently, only this part was retained while the rest of
the far-fledged reform proposal was shelved.571
While the proposal did identify the major weaknesses of the Swiss approach and
was certainly headed in the right direction, both the timing and the specifics of the
proposal were (at least partially) unfortunate.

299

The reform likely should have been postponed until a broader strategy for the
enhancement of the regulatory framework governing the Swiss banking and financial sectors was defined. In this regard, the criticism voiced during the public consultation was certainly justified. However, considering the proposal a posteriori,
it would have been largely congruent with both the development of international
standards and the measures undertaken in other major jurisdictions.

300

However, the combination of the 125-per-cent rule and a new fund with a target
level of nearly CHF 10 billion could have been indeed too costly for the banking
sector – particularly when bearing in mind that the planned establishment of a
deposit guarantee fund coincided with a period of record-low interest rates and
a generally challenging business environment. Furthermore, stakeholders have
rightfully pointed out that the proposed fund could be incapable of covering a
worst-case scenario involving the default of a major bank and an insufficient disbursement from the failed bank’s remaining liquid assets. In such a scenario –
which is admittedly unlikely – the deposit guarantee scheme would be forced to
rely disproportionately on the Swiss federal government through either an advance payment or a guarantee. For other cases involving small and medium-sized
banks, the proposed target level would have been rather high. Despite attempting
to reconcile the needs of those two «blocks» of banks, the proposal ended up offering an approach that would have been suboptimal for both of them.

301

Undoubtedly, a paradigm shift towards an ex ante-funded deposit guarantee
scheme cannot occur instantaneously. However, while there must be a gradual
build-up of a newly formed fund to avoid disproportionate burden on the banking
sector, a build-up over a period of 22 years (or even longer) is indeed very long. For
example, after the FDIC’s Deposit Insurance Fund (DIF) reached an alarmingly
low reserve ratio in the aftermath of the Financial Crisis of 2007/2008, Sec. 334(d)
of the Dodd–Frank Wall Street Reform and Consumer Protection Act572 required
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All but one stakeholder voiced support for this measure. See EFD, Vernehmlassungs
ergebnisse BesG, 7.

571

See also Hofer, 302.

572

See 12 U.S.C. § 1817.
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the FDIC to recover and even increase the ratio within a ten-year period. Singapore serves as another example; while the fund of the Singapore Deposit Insurance
Corporation (SDIC) was set to be built up over ten years, the period was extended
on two occasions via amendments that increased the scheme’s scope.573 While
neither of these two examples is totally congruent with the proposed reform in
Switzerland, they still illustrate that the build-up of a deposit guarantee fund is an
inherently long-term project that may get extended over time on account of adaptations to the scheme or external influences.
303

Given the adamantly critical responses during the public consultation period,
it is – from a political perspective – understandable that the reform proposal was
never pursued. Nevertheless, it would have served as a suitable foundation on
which to reform Switzerland’s deposit guarantee mechanism to enhance depositor protection, involve the scheme in bank resolution, align the mechanism with
relevant international standards, and significantly mitigate the criticism voiced by
international organisations, such as the BCBS and the IMF.574

2.

Reform de Lege Ferenda

304

Based on the recommendations proposed by the Brunetti Commission,575 the Federal Council has decided to review the deposit guarantee mechanism and adopt a
number of selective amendments. Compared to the 2008/2009 reform proposal,576
the scope of the current reform is much narrower. A complete overhaul is no longer
the objective; instead, the existing scheme is to be amended more selectively.
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While the Brunetti Commission, as well as the criticism in the IMF’s FSAPs of
Switzerland, were driving forces behind the current reform proposal, the topic
of depositor protection gained further traction due to the so-called «Sovereign
Money Initiative»,577 which brought Switzerland’s deposit guarantee mechanism

573

Booysen, 89; MAS, Deposit Insurance Review, 9; MAS, Amendments to the Deposit
Insurance Scheme, 4.

574

See BCBS, 12 et seq.; IMF, Switzerland FSAP 2014, 36 et seqq.; IMF, Switzerland
Article IV Consultation 2016, 46; IMF, Switzerland FSAP 2019, 41 et seq.

575

Brunetti Report, 48 et seqq.

576

See supra N 279 et seqq.

577

For a more in-depth discussion of the initiative’s content, see Reiser/Wyss, 164 et
seqq.
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into the spotlight and sparked a public discussion on the adequacy of the current
mechanism.578
As mentioned above, the scope of the latest proposal is narrower than that of the
2008/2009 proposal. This proposal focuses on changes to three key aspects of
the mechanism: (i) the timeframe of disbursement in the event of a bank failure,
(ii) the funding mechanism, and (iii) the systemic cap of the deposit guarantee
scheme.579 Furthermore, the Federal Council has acknowledged the need to increase public awareness of both the deposit guarantee scheme (i.e. esisuisse) and
the mechanism more generally.580
2.1

306

Disbursement Timeframe

The Federal Council advocates for a shorter disbursement timeframe. Under the
current legal framework, the applicable timeframe is 20 working days. While
Art. 37h para. 3 lit. a BankA remains silent as to which payment must occur within 20 working days (i.e. to the FINMA-appointed liquidator or to depositors),581
Art. 37i para. 2 BankA provides clarification: esisuisse must make the funds available to the liquidator. Hence, depositor disbursement is not subject to a set timeframe stipulated by Swiss federal law.582
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The current proposal addresses the issue by stipulating two distinct timeframes.
The period for transferring the funds to the liquidator, enshrined in Art. 37h para. 3
lit. a BankA, is to be shortened to seven working days. Additionally, there would
be a separate, seven-working-day timeframe for the liquidator to disburse funds
to depositors that starts once the liquidator has received depositors’ payment details.583 Prima facie, it might appear that the amendment timeframe complies with
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578

See, for instance, Ferber, Einlagenschutz, 37; Ferber, Vollgeld, 39.

579

EFD, Erläuternder Bericht BankG, 8 et seq. See also Botschaft BankG 2020, 6365.

580

Federal Council, Press Release Depositor Protection. See also Bertschinger, 834
et seq.; Nobel, Entwicklungen, 15 et seq.

581

The wording of Art. 37h para. 3 lit. a BankA is indeed somewhat ambiguous. For a
more in-depth discussion of this ambiguity, see supra N 245.

582

However, Art. 44 BankO mandates disbursement «as soon as» the liquidator has received the necessary funds from esisuisse.

583

Art. 37j para. 3 E-BankA. See also Botschaft BankG 2020, 6407.
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IADI Core Principle 15584 and that the Swiss disbursement timeframe would be
similar to that in the EU framework.585
309

However, as the proposal entails two distinct periods, it is not necessarily compliant with either the IADI Core Principles or EU law. Depending on the time necessary to obtain depositors’ payment details, disbursement could take significantly
longer than the seven working days stipulated by IADI. In order to mitigate any
delays, the proposal would require banks to undertake preparations586 during times
of normalcy to facilitate a timely disbursement in the event of a failure. Hence,
banks would need to adopt a single customer view of their protected deposits and
establish emergency plans to swiftly convey the identities and payment details of
their depositors to their liquidator.587 The proposal provides for a five-year transitional period to implement the two new timeframes.588

310

Nevertheless, the impact of potential non-compliance with IADI Core Principle 15
could be mitigated to a certain extent by the fact that the Swiss deposit guarantee
scheme does not constitute the primary stage of the mechanism. The first stage,
the immediate disbursement of protected deposits using the failed bank’s liquid assets, may be enough to reimburse all depositors, rendering the scheme irrelevant.
In such a case, the non-compliant timeframe would not have an adverse effect on
depositors, as they would have already been covered up to the statutory coverage
limit of CHF 100,000 per depositor and bank. It should be noted, however, that immediate disbursement from failed banks’ liquid assets is no panacea and may not
always suffice to avert a need to resort to the scheme. In the event that the scheme
is needed, depositors at Swiss banks could potentially face a lengthy disbursement
relative to their peers elsewhere (especially those in the EU).589
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IADI Core Principles, 39.

585

Art. 8 of Directive 2014/49/EU stipulates a timeframe of seven working days for the
reimbursement of depositors, which shall be gradually phased in until 2024. In the
US, 12 U.S.C. § 1821(f) merely requires the FDIC to disburse funds to depositors «as
soon as possible». However, the FDIC’s website states that the goal of the FDIC is to
disburse funds within two business days; see FDIC, Payments to Depositors. See also
infra N 699.

586

In particular, the preparations enumerated in Art. 37h para 3bis E-BankA.

587

Art. 37h para. 3 lit. d E-BankA. See also Sethe/Fahrländer, 646.

588

Botschaft BankG 2020, 6408.

589

See Sethe/Fahrländer, 646 et seq.
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2.2

Enhancement of the Funding Mechanism

The legal framework in force today is based entirely on ex post funding (i.e. premia
are only collected once a bank has failed).590 As a result, failed banks whose liquid
assets are insufficient to reimburse depositors do not necessarily contribute to the
deposit guarantee scheme. Since the Swiss approach is based on the principle that
failed banks should reimburse depositors a priori from their own assets – placing
the burden primarily on the failed institution – it is absurd to essentially exempt
culprits from contributions towards the deposit guarantee scheme.591

311

To address this issue and enhance the availability of funds, the reform proposal requires all banks to deposit securities or cash amounting to 50 per cent of
their contribution obligation with a custodian (presumably SIX Swiss Exchange).
Alternatively, a bank could grant esisuisse a cash loan in the same amount.592 Collectively, these loans and securities would ensure that esisuisse has access to half
of its maximum coverage level, even if a bank is unable to pay its contribution.
In such a case, esisuisse can liquidate the deposited securities to obtain the amount
corresponding to that bank’s contribution. In essence, this safeguard would be of
particular importance with respect to the failed bank.593 Since esisuisse must be
able to easily and timely liquidate any such deposited securities, only HQLA will
be eligible.594

312

Ultimately, the new funding mechanism would create an ex ante element in the
deposit guarantee scheme’s funding structure for 50 per cent of all contributions.
Since the new requirement addresses the same issue as the current obligation under Art. 37h para. 3 lit. c BankA to hold additional liquidity for 50 per cent of a
bank’s contribution obligation, the latter would become redundant and cease to
exist.
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590

Banks are, however, required by Art 37h para. 3 lit. c BankA to hold additional liquidity amounting to 50 per cent of their contributions to the scheme. See supra N 250 et
seqq.

591

Indeed, the failed bank does not necessarily fail «for free»; the scheme becomes the
subrogee to depositor claims, and may thus make recoveries at the end of the failed
ban’s liquidation. However, if the bank’s liquid assets are insufficient to reimburse all
of its depositors and the liquidation does not result in the full recovery of the scheme’s
payments to depositors, the failed bank may avoid (part of) the burden – to the detriment of the remaining banks.

592

Art. 37h para. 3 lit. c E-BankA.

593

Botschaft BankG 2020, 6404.

594

Botschaft BankG 2020, 6404.
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314

Of course, the proposed ex ante component would not have the same effect as the
envisioned ex ante fund in the 2008/2009 proposal.595 Nevertheless, the proposed
«ex ante-light» approach still has significant advantages over the current funding
mechanism, as it ensures that all banks – notably failed ones – honour at least half
of their contribution obligation, somewhat mitigating the adverse impact of moral
hazard. Moreover, the deposited securities and cash loans enhance the stability and
reliability of the funding process while partially relieving banks from the burden
of pro-cyclicality that is prevalent under the current ex post arrangement.596

315

Despite this undoubtedly positive development, questions pertaining to the other
half of contribution obligations remain, as this portion would still be levied ex post,
causing pro-cyclicality and burdening the banking sector. Moreover, as Sethe/
Fahrländer note, a 50-per-cent ex ante funding is relatively low – particularly
when considering the wholly ex ante-funded US schemes. To a certain extent,
however, the low ratio is offset by the first stage of Switzerland’s deposit guarantee
mechanism.597 Overall, it remains doubtful whether the overhauled funding mechanism would bring an end to the international criticism levied against the Swiss
funding mechanism.598
2.3

316

Overhaul of the Systemic Coverage Limit

The third pillar of the reform proposal focuses on the systemic coverage limit of
the Swiss deposit guarantee scheme. Originally, this limit was set at CHF 4 billion.
In response to the Financial Crisis of 2007/2008, it was raised to CHF 6 billion.599
However, the use of an absolute number as systemic limit renders the system inflexible, as increasing overall deposits cause a reduction of the coverage ratio and,
in turn, depositor protection. When the limit was increased in 2008, the coverage
ratio was 1.92 per cent – by the end of 2017, the ratio had dropped to 1.33 per

595

See supra N 281 et seqq.

596

It should be noted, however, that banks are still required to make their contributions
a priori in the traditional manner and that the proposed ex ante element is a subsidiary
safeguard – not a replacement for contribution payments. See Botschaft BankG 2020,
6404.

597

Sethe/Fahrländer, 648 et seq.

598

See IMF, Switzerland FSAP 2019, 43, which calls for a fully ex ante-funded scheme.

599

The raise was one of the emergency adaptations, which were later made permanent.
See supra N 185.
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cent.600 To avoid further erosion of the coverage level, the current proposal calls
for a relative coverage limit to supplement the current cap of CHF 6 billion.
To this end, the proposal envisions a coverage limit of 1.6 per cent of overall
protected601 deposits.602 At present, this coverage level would result, in absolute
terms, in a new systemic cap for the scheme of approximately CHF 7 billion603 –
effectively bringing coverage back to its 2012 level.604 Nevertheless, the current
threshold of CHF 6 billion is to be retained as an absolute minimum level to ensure
adequate coverage even amidst decreasing overall deposits.
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Compared to the 2008/2009 reform proposal,605 the current one takes a significantly more tacit approach to coverage. The previous approach envisioned a target
coverage ratio of 3 per cent606 – almost twice the currently proposed ratio. With
a ratio of 1.6 per cent, the current proposal is better balanced than its predecessor, whose threshold was rather high for the failure of a small or medium-sized
bank while still being insufficient to cover the failure of a D-SIB-designated bank.
Therefore, the more nuanced approach of the current proposal reduces the likelihood of fierce criticism by stakeholders during the legislative process, increasing
the proposal’s probability of passage.
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Compared to other jurisdictions, especially high-income ones, the proposed coverage ratio is fairly robust.607 For instance, European law stipulates a target ratio of
0.8 per cent by July 2024.608 In the US, Sec. 334 of the Dodd–Frank Act raised the
DIF’s minimum designated reserve ratio (DRR) from 1.15 per cent to 1.35 per cent
by September 2020.609 However, the FDIC adopted a final rule to bring the DRR
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600

This constitutes a reduction in the coverage ratio by 30 per cent. See Botschaft BankG
2020, 6428. Back in 2006, the coverage ratio was even higher, at 2.4 per cent; see
Federal Council, Press Release Depositor Protection.

601

Pursuant to Arts. 37h para. 1 and 37a para. 1 BankA.

602

Botschaft BankG 2020, 6404.

603

Emmenegger/Döbeli, Bankgeschäfte nach der Krise, 642.

604

Botschaft BankG 2020, 6428.

605

See supra N 281 et seq.

606

Of the 3 per cent, two-thirds were to be financed through premia contributions to the
deposit guarantee fund.

607

Demirgüç-Kunt/Kane/Laeven, Database, 29.

608

Art. 10 para. 2 of Directive 2014/49/EU. See also Chiu/Wilson, 671 et seq.

609

12 U.S.C. § 1817(b)(3)(B).
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to 2 per cent as a long-term goal,610 well beyond the statutory target.611 The IADI
Core Principles do not advocate for any specific coverage ratio,612 even though
IADI has undertaken research into the adequate level of coverage.613
320

With the new funding mechanism,614 the Swiss deposit guarantee scheme would
have an ex ante-funded coverage ratio of 0.8 per cent of all protected deposits –
the ex ante portion alone would be equivalent to the overall coverage level in the
EU (or even higher considering that EU law does not require fully ex ante-funded
schemes).615 Indeed, compared to the fully ex ante-funded FDIC DIF, the Swiss
approach still falls somewhat short. However, this shortcoming is largely offset by
two factors: first, the Swiss deposit guarantee scheme is not the primary line of
defence and second, large-scale bank failures are far less common in Switzerland
than they are in the US.
2.4

Enhanced Public Awareness

321

Another focal point of the current reform lies in the public awareness of the
scheme. In this regard, the Federal Council calls upon esisuisse to continue its
endeavours towards enhanced public awareness.
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One of the purposes of deposit insurance is to shield banks and the banking system at large from potentially calamitous bank runs.616 Since such prevention is
impossible without the public (particularly depositors) being aware of the deposit
610

See 12 C.F.R. Part 327.4. The FDIC argues, based on an analysis of historical data,
that a DRR of at least 2 per cent would have prevented the DRR from turning negative
during the Financial Crisis. See also Davison/Carreon, 29 et seq.

611

See infra N 603 et seqq. for a detailed discussion of the DRR.

612

The Core Principles call for a «target fund size [that] is determined on the basis of
clear, consistent, and transparent criteria, which are subject to periodic review» as well
as a reasonable timeframe to achieve the target fund size. See IADI Core Principles,
29.

613

See IADI, Target Ratio, 6 et seqq.

614

See supra N 311 et seqq.

615

Art. 10 para. 3 of Directive 2014/49/EU allows the inclusion of payment commitments
amounting to 30 per cent of a scheme’s total size. Thus, only 70 per cent of scheme
resources must come from ex ante contributions. See Sethe/Fahrländer, 649.

616

For a detailed discussion of what should be included and who should be targeted in
public awareness programmes, see supra N 119 et seqq. See also Bijlsma/van der
Wiel, 3439 et seqq. for an empirical study of the relationship between public awareness and scheme efficacy.
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guarantee scheme, bolstering public knowledge is crucial – as reflected in IADI
Core Principle 10.617
With regard to public awareness of deposit guarantee schemes, IADI Core Principle 10 distinguishes between two kinds of public awareness programmes.618
First, the deposit guarantee provider must continually disseminate information on
the key aspects of the scheme throughout its existence (ideally beginning even
before the scheme’s establishment).619 Second, amidst financial turmoil or crisis,
depositors must be informed of how, where, and when they will be reimbursed or
receive access to their deposits; information on the further steps of the procedure
as well as information on their position and rights (e.g. for deposits exceeding the
scheme’s coverage) must also be communicated in a clear and simple way.620

323

Usually, information related to the scheme’s scope and coverage limit is conveyed
by the deposit guarantee provider. However, IADI calls for comprehensive public
awareness programmes covering «all deposit insurance information that affects interests of depositors as well as information or concepts that could enhance market
discipline or sound banking practices».621

324

The necessity of raising public awareness of deposit guarantee schemes has been
highlighted by the Financial Crisis of 2007/2008, particularly in the case of Northern Rock in the United Kingdom. A severe lack of public awareness, particularly – albeit not exclusively – regarding the scheme’s co-insurance component, and
various other idiosyncratic causes led to a bank run, undermining the general public’s confidence in Northern Rock and the banking sector as a whole.622 In response
to the Northern Rock case, Singh/LaBrosse called for a significant increase in
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IADI Core Principles, 32 et seq.
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IADI Core Principles, 32 et seq.
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IADI Core Principles, 32; IADI, Public Awareness, 5 et seqq.

620

IADI Core Principles, 32.

621

IADI, Public Awareness, 11 refers to a survey conducted by the Deposit Insurance
Corporation of Japan, which states that most information generally provided in public
awareness programmes concerns the scope and coverage limit of a deposit guarantee
scheme.

622

Singh/LaBrosse, 77.
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public awareness programmes to enhance «consumer understanding of risks associated with financial products».623
326

In spite of the developments in the United Kingdom during the crisis, the importance of public awareness of the financial safety net in general and deposit guarantee schemes in particular has been acknowledged internationally for quite some
time.624 However, in Switzerland, the discussion of the role of public awareness in
the deposit guarantee framework gained traction only in the aftermath of the crisis,
notably in the findings of the Brunetti Commission.625
2.5

Assessment of the Reform Proposal

327

It is obvious that the current proposal is far less ambitious than its 2008/2009
counterpart. Nevertheless, it addresses four commonly criticised aspects of the
Swiss deposit guarantee mechanism, and the deposit guarantee scheme in particular.
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The reduction of the timeframe for payment from the scheme to the liquidator
and the introduction of a compulsory timeframe for depositor reimbursement
are both positive changes. Timely disbursement is one of the foundations of a
well-functioning scheme; its importance is underlined in IADI Core Principle
15.626 People and companies that use a single institution for all of their banking
needs are prone to be hit disproportionately hard by bank failure and may face
serious liquidity shortages that could catapult the crisis from the banking sector
into the real economy. Unfortunately, the approach consisting of two separate seven-working-day-timeframes, as proposed, does not necessarily render Switzerland
compliant with either Core Principle 15 or EU law.627 It could still take more than
seven working days for depositors to be reimbursed. Only if the preparatory work
in times of normalcy is undertaken with the utmost diligence, would the liquidator
623

Singh/LaBrosse, 79 et seq. The authors state that the overall level of awareness in
the United Kingdom was considerably lower compared to that in other jurisdictions,
including the US and Canada. Furthermore, jurisdictions that experienced the Asian
Financial Crisis in 1997 have invested significantly in public awareness programmes
after said crisis.

624

See, for instance, Blair/Carns/Kushmeider, 14 et seq.; Ketcha, 223; Randall, 698
et seqq.; Schoenmaker, Internationalisation, 112.

625

Brunetti Report, 48 et seq.

626

IADI Core Principles, 39 et seq.

627

Art. 8 para. 2 of Directive 2014/49/EU.
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be able to determine the amount of protected deposits and the identity of protected
depositors «at the push of a button».628 This is crucial, as it would allow the liquidator to contact depositors immediately upon their bank’s failure to obtain their
payment details. Ideally, esisuisse should require participating banks to collect
this information while opening bank accounts and then regularly629 reach out to
depositors to keep that information up to date.
The counter-argument that the scheme is only subsidiary to a disbursement directly from the failed bank’s remaining liquid assets is unconvincing. First, while
Art. 37b BankA requires immediate disbursement, there is no statutory time limit
for it, and thus no legal certainty. Curiously, in the context of the scheme, the
same issue (i.e. the absence of a statutory timeframe for the payment from the
liquidator to depositors) was deemed unsatisfactory and addressed. It remains unclear whether the «immediate» disbursement pursuant to Art. 37b BankA is to be
truly instantaneous, take place within the seven-working-day timeframe pursuant
to Art. 37j para. 3 E-BankA, or take place within yet another timeframe. Furthermore, disbursement under Art. 37b BankA suffers from the same practical obstacles as disbursement from the scheme: if the payment details are not immediately
available after the closing of a bank, the idea of an «immediate» disbursement is
chimerical.
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The second pillar of the reform – the overhauled funding mechanism – is closely related to the aforementioned issue. Compared to an ex ante-funded scheme,
an ex post-funded scheme starts with a significant disadvantage in the race for
timely disbursement, as it must first obtain the funds before it can pay depositors
(or, in the Swiss case, the liquidator). Hence, it is sensible for the proposal to entail a partial paradigm shift by introducing an ex ante component to the funding
mechanism. However, the proposal does not result in a deposit guarantee fund
in a traditional sense.630 Instead, it calls for securities qualifying as HQLA or cash
to be deposited with a custodian; alternatively, smaller banks are able to grant
esisuisse a cash loan.
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This is the same wording used in EFD, Erläuternder Bericht BankG, 43.

629

This can be done either annually or bi-annually. The result would be similar to the
Kaupthing case, in which all depositors needed to provide alternative bank information
when opening an account with Kaupthing. See Kommentar BankG-Schwob/Müller,
Art. 37b, N 5. See also supra N 182 et seq.

630

Such as the FDIC DIF.
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331

While the proposed approach appears rather unorthodox, it is in line with Switzerland’s overall approach to deposit guarantee insofar as the scheme is merely a
back-up in case failed banks’ liquid assets are insufficient to reimburse depositors.
Moreover, the steered self-regulation has resulted in a relatively «lean» scheme,
compared to government-administered schemes in other jurisdictions. The administration of a traditional fund, particularly the asset management, would burden
esisuisse and increase costs. The effect of the chosen approach is similar to the
effect of a fund. On the one hand, ex ante funding ensures that the scheme has
guaranteed access to 50 per cent of its overall coverage amount even if banks are
unable to pay their contributions. Therefore, the scheme would be theoretically
able to reimburse depositors of small and medium-sized banks without relying
on contributions from surviving banks. Moreover, ex ante funding provides for a
more equitable outcome, as failed banks actually contribute to the deposit guarantee scheme – this would constitute a novelty in Switzerland’s history of deposit
guarantee. However, the proposed funding mechanism would not fully eliminate
pro-cyclicality. The liquidation of deposited securities by esisuisse is intended as a
subsidiary measure to the traditional method of premia collection by direct debit.
Hence, the issue of pro-cyclicality arising from ex post funding is only partially
mitigated.
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In essence, the chosen approach in the current reform proposal provides some of
the advantages of ex ante funding without entirely eradicating the adverse effects
of the current ex post funding mechanism, rendering it somewhat of an «ex ante-
light» approach.

333

The third pillar of the reform proposal – an increased systemic coverage limit –
is the least spectacular feature, as it touches on one of the less-contested aspects
of Switzerland’s deposit guarantee scheme. However, unspectacular in no way
means negligible. Absolute-figure coverage limits have led to the erosion of deposit guarantee coverage over the years due to a significant increase in the total
amount of deposits. The proposal rightfully addresses this shortcoming by establishing a new, relative coverage limit of 1.6 per cent of protected deposits while
maintaining the threshold of CHF 6 billion as an absolute minimum. Considering
the coverage ratio’s development, the proposal essentially reverts coverage to its
2012 level. While, relatively speaking, the present ratio of 1.33 per cent is not
alarmingly low in international comparison, the proposed increase is still a move
in the right direction, as it enhances the resilience of the Swiss scheme.

334

Combining the aspects of coverage and funding, the proposal would result in a
coverage level backed by ex ante funding of 0.8 per cent of all protected depos-
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its in Switzerland. Incidentally, 0.8 per cent is also the minimum target level for
schemes in the EU under Art. 10 para. 2 of Directive 2014/49/EU. Considering
that the directive does not require 100 per cent ex ante funding,631 the coverage
level offered by the Swiss proposal might be even higher than the required minimum in the EU.
Therefore, despite a priori appearing as trivial, the increased coverage stops the
erosion of the coverage ratio and allows for the organic growth of depositor protection alongside future increases in deposits without having to rely on ad hoc increases by the Federal Council.632 Additionally, the increased coverage, especially
coupled with the proposed «ex ante-light» approach to funding and the possibility
of disbursement directly from failed banks’ remaining liquid assets, strengthens
the protection of depositors in Switzerland compared to other jurisdictions –
notably the EU and, in turn, contributes to preventing the outflow of deposits into
these jurisdictions.

335

Lastly, and despite not causing any changes to the Banking Act, the Federal Council’s call for increased public awareness of deposit guarantee and esisuisse’s features and limitations is vital633 – it is equally important as any of the foregoing
three pillars of the reform. A hypothetical jurisdiction with a perfectly designed
and balanced scheme in place may fare well in reviews conducted by international
bodies. However, in the event of a banking crisis, this perfect scheme’s actual efficacy would be severely impaired if depositors were uninformed (or misinformed)
about the scheme’s existence and its capabilities. They would still run to withdraw their precious savings from a troubled bank634 and possibly – in a soupçon
of distrust in the banking system – from sound and healthy banks. Therefore,
a comprehensive information policy must always accompany a deposit guarantee
scheme. Even in the absence of amendments or invocations that render deposit
guarantee a hot topic, public awareness programmes must be maintained to ensure
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See Art. 10 para. 3 and Rec. 34 of Directive 2014/49/EU.

632

Pursuant to Art. 37h para. 4 BankA.

633

See also supra N 119 et seqq.

634

This behaviour constitutes what Kaufman, Bank Runs, 561 called a «better-safe-thansorry strategy».
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that depositors are aware of the protection offered by the scheme as well as the
limits to this protection.635
337

Overall, the more tacit approach to reforming the Swiss deposit guarantee mechanism may prove to be beneficial or even crucial in obtaining political backing and
industry acceptance.636 Nevertheless, the reform package still addresses important
points in Switzerland’s legal framework on deposit guarantee and would bring
about an increase in depositor protection.

338

However, the question of Switzerland’s conformity with the international standards set by IADI remains; it is doubtful that this reform package would bring an
end to the repeated criticism from international bodies in their reviews of Switzerland’s deposit guarantee mechanism.

IV.

Conclusions

339

The Swiss approach to deposit guarantee is undoubtedly the product of a combination of factors that are idiosyncratic to Switzerland. These include the historical
roots of the contemporary Swiss banking system, the political system, and the
tradition of self-regulation. This should not come as a surprise; deposit guarantee schemes and their governing legal frameworks in other jurisdictions are also
heavily based on the history of their financial markets – especially periods of crisis
and turmoil. What is it then that sets Switzerland’s approach apart from the rest?

340

First, the emergence of international standards for deposit guarantee schemes has
led to a certain convergence towards a number of key characteristics. During or
in the aftermath of the Financial Crisis of 2007/2008, schemes were amended or
overhauled to ensure compliance with these standards. In Switzerland, however,
this convergence was relatively selective and only touched upon certain aspects
of deposit guarantee. For instance, in line with international developments, Switzerland raised its coverage level per depositor and bank in the wake of the crisis,
635

The adverse impact of deposit insurance on depositor behaviour and the associated
moral hazard has been widely discussed, for instance in Demirgüç-Kunt/Kane, 182.
Still, this type of negative effect can only occur if depositors are aware of a scheme.
Therefore, information policy per se is not an adequate measure to eliminate moral
hazard completely but it could constitute one element of a wider effort to curb such
adverse effects.

636

The reactions to the consultation draft have thus far backed this view.
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and the current reform proposal envisions a shorter timeframe for disbursement.
While an earlier, further-reaching reform proposal was made that advocated for a
paradigm shift towards full ex ante funding and a deposit guarantee fund, it ultimately failed to materialise.
Second, Switzerland is not an EU member. While deposit guarantee schemes in
the EU were certainly influenced by international standards, they were primarily
driven by supranational harmonisation endeavours in two legislative acts: Directive 94/14/EC and Directive 2014/49/EU. Differences between deposit guarantee
schemes across EU member states have become marginal over time; should the
Banking Union ever be completed, these differences would disappear in favour of
an EU-wide scheme – EDIS.

341

Third, since the 1990s, there has been a significant increase in the number of deposit guarantee schemes across the world, many of which were established in transition economies and emerging countries. Due to various historical reasons, many
of these jurisdictions did not have a pronounced background in financial regulation at the time, meaning that the establishment of deposit guarantee schemes
(and other elements of the financial safety net) was often accompanied by foreign
experts.637 In Switzerland, the situation was different. While the triggering event –
the default of SLT in 1991 – did occur within this period, a legal framework on
deposit insurance did not materialise until 2004. Moreover, unlike most other contemporary adopters of deposit guarantee, Switzerland had some experience with
such instruments – albeit on a purely private, contractual, and de jure voluntary
basis. In accordance with the tradition of self-regulation, Switzerland benefitted
from the groundwork laid by the SBA and developed a «steered self-regulatory»
framework without resorting to foreign experts.

342

Considering the track record of the Swiss deposit guarantee mechanism in reviews
conducted by international bodies, the scheme is, indeed, not fully compliant with
international standards in the field. After this chapter’s in-depth examination of the
scheme, it is safe to say that there are, in some respects, considerable deviations
from the IADI Core Principles on Effective Deposit Insurance Systems. While
some of these have been or are currently being addressed by the Swiss legislator
in order to bring the framework somewhat closer to international standards, other
aspects will, for the foreseeable future, remain in defiance.

343

Compliance with benchmarks and international standards is certainly an important indicator for the effectiveness of a jurisdiction’s regulatory framework in the
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637

See also Demirgüç-Kunt/Kane, 176 and 178.
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realm of banking and financial regulation; however, it is not the sole determinant
of efficacy and it is certainly not the only indicator of a scheme that manages to
fulfil its purpose.638
345

To assess the effectiveness of the Swiss deposit guarantee mechanism, a consideration from two different perspectives, reflecting the two fundamental goals of
such a mechanism, is necessary: first, the perspective of depositor protection and
second, the perspective of financial stability.

346

The Swiss mechanism for depositor protection starts at the level of the individual bank. Each bank must safeguard its depositors’ claims in accordance with the
125-per-cent rule; disbursement shall be made primarily from its own liquid assets
if FINMA deems it to have failed or to be failing. Only in the event of depositor
claims exceeding the bank’s immediately available liquid assets does the deposit
guarantee scheme come into play. Due to this two-pronged approach, any assessment of the Swiss mechanism must consider both elements to give an accurate
picture of the degree of depositor protection. For individual depositors, the Swiss
approach provides an additional layer of protection insofar as (at least partial) disbursement may happen «immediately» from the failed bank’s own liquid assets.
If depositor claims cannot be entirely covered by the bank, depositors receive
disbursement from esisuisse for the remainder of their claim. While the scheme’s
overall coverage level of CHF 6 billion (or, once the reform is implemented,
1.6 per cent of all protected deposits) may appear prima facie to be low, closer
consideration of the entire mechanism reveals that the coverage is no worse – and
perhaps even better – than in other jurisdictions.

347

Furthermore, the Swiss approach of making each failed bank primarily liable for
its «sins» can be viewed as a moderating influence on banks’ risk-taking behaviour. Unlike jurisdictions with a deposit guarantee scheme that acts as the sole
provider of depositor protection, banks may not rely on the mutualisation of the
burden of failure – at least not entirely. Therefore, they are incentivised to operate
in a more prudent manner, reducing the probability of failure and enhancing depositor protection.

348

Overall, it is fair to say that Swiss depositors enjoy a generally adequate level of
protection relative to their peers in other jurisdictions.

638
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For instance, the regulatory frameworks and, in turn, the banks across various jurisdictions have been compliant with Basel II, yet the Financial Crisis of 2007/2008 still
caused mayhem in many of those jurisdictions.

IV. Conclusions

Regarding the mechanism’s contribution to the financial safety net and, in turn,
financial stability, the picture is different. Neither of the mechanism’s constituent
stages can be legally utilised for any purpose other than disbursement. Thus, it is
impossible to use the mechanism to establish a bridge bank or transfer protected
deposits to another, pre-existing bank. From the perspective of depositor protection, the utility of such operations may be limited.639 However, from a systemic
point of view, it may very well be beneficial, as it could be possible to maintain
viable parts of a bank and, thereby, maintain added value in the financial sector
and the economy at large. Especially after the Financial Crisis of 2007/2008, there
has been a trend towards the use of deposit guarantee funds for purposes beyond
those allowed under a paybox mandate. This trend was reflected in the 2014 iteration of the Core Principles for Effective Deposit Insurance Systems.640 In addition
to the lack of a legal framework enabling such alternative purposes, the absence
of an ex ante-funded deposit guarantee fund in Switzerland prevents a broadening
of the scheme’s mandate.
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In this regard, the 2008/2009 reform proposal envisioned a broader mandate and a
deposit guarantee fund built up by ex ante premia payments. However, fierce criticism during the public consultation period ultimately forced the Federal Council
to drop the proposal. In the current proposal, the role of the deposit guarantee
scheme within the financial safety net was not specifically addressed. Considering
this silence and the limitations inherent to the proposed «ex ante-light» approach,
the scheme’s paybox mandate would remain unchanged even if the reforms were
implemented.
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Fortunately, Switzerland was spared from major bank failures during the Financial Crisis of 2007/2008, and the deposit guarantee scheme was used in only a
few cases involving fairly small banks. In those cases,641 the scheme achieved its
goal of protecting depositors and thereby contributed to financial stability. However, compared to the large-scale government intervention in the UBS case, the
scheme’s overall impact on financial stability was rather subtle. Nevertheless, it is
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From a purely financial perspective, the final result may be the same. Nevertheless,
a transfer may offer added value for depositors as it limits the disruption in the provision of day-to-day banking services.

640

See the different wording of Principles 3 and 4 in BCBS/IADI Core Principles, 10 and
Principle 2 in IADI Core Principles, 19 et seq. See also FSB, Deposit Insurance, 30.

641

See supra N 182 et seq. on the deposit guarantee scheme’s handling of the Kaupthing
case.
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this subtle but vital contribution to financial stability that characterises the value
of a deposit guarantee scheme.
352

In conclusion, the Swiss deposit guarantee mechanism has, thus far, successfully
protected depositors in the aftermath of bank failures and, in turn, contributed
to financial stability. However, the failed institutions were relatively small – the
mechanism has yet to weather a genuine test. Hence, it is important for discussions
of and reflections on deposit guarantee to continue. The current proposal is a laudable step in this regard; nevertheless, reflection should not stop there. Further discourse is beneficial, as it enables the development of strategies and enhancements
without the encumbrances of public and market pressure. These strategies can
subsequently be implemented in an orderly manner should the need thereto arise.
Without them, further crises will inevitably provoke precipitate actions to protect
depositors and maintain confidence in the banking sector. While these measures,
such as blanket guarantees or increased coverage, would likely reassure depositors and mitigate the impact of financial turbulence in the short term, they carry
a significant long-term risk of distorting markets and exacerbating moral hazard.
This risk may ultimately be more detrimental to financial stability than the original
turbulence, rendering the cure worse than the malady.
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United States

Historical Background

The history of deposit guarantee extends further back in the US than it does in
Switzerland or the EU. While the Federal Deposit Insurance Corporation (FDIC)
was established by the Banking Act of 1933, its antecedents were established over
a century earlier.642

1.

353

The Roots of US Deposit Insurance

The roots of the FDIC trace back to a quasi-predecessor created in 1829 in the state
of New York – the Safety Fund.643 Its creation was primarily driven by a combination of widespread discontent with the banking system and the approaching expiry of numerous bank charters.644 While the establishment of a deposit insurance
system was a novel occurrence in the US at the time,645 the measure was actually
influenced by a mutual guarantee system used by the so-called Hong merchants in
Canton (present-day Guangzhou).646

354

The Safety Fund consisted of three major components: (i) the fund itself, to which
all banks paid assessments; (ii) the board of commissioners, vested with supervisory powers; and (iii) a specified list of investments for bank capital.647 Contributions consisted of both an annual assessment (0.5 per cent of a bank’s capital) and
special assessments in case of the fund falling below a certain threshold. The fund
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642

Jones, 696.

643

E. White, State-Sponsored Insurance, 538.

644

Golembe, Deposit Insurance Legislation of 1933, 182. Other proposals were even further-reaching and included the abolition of banking as a whole or the establishment of
a state-owned banking system.

645

Golembe, Deposit Insurance Legislation of 1933, 183.

646

Grant, 218. For an in-depth comparison between New York’s Safety Fund and the
Hong guarantee system, see Grant, 219 et seq.

647

FDIC, Brief History, 3; Golembe, Deposit Insurance Legislation of 1933, 182 et seq.
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covered all creditors in full.648 Upon receiving or renewing their charter, banks
were required to become subject to its regulations,649 meaning that the Safety
Fund’s membership base eventually became virtually universal.650
356

Over the next decade, other states established schemes based on the model of New
York’ Safety Fund (i.e. Vermont in 1831 and Michigan in 1836).651

357

In 1834, the state of Indiana adopted a framework that, while similar in its aim and
purpose, differed quite a bit from the New York approach. These differences are
largely attributable to particular circumstances652 in Indiana’s state constitution at
the time.653 A state bank was established (although the state bank did not actually
engage in banking) and «branches» were set up that were, in reality, independent banks. In this system, the state bank acted as the supervisory body while the
«branches» were mutually liable for the debts of a failed «branch». Thus, no fund
was put in place; in the event of a failure, special assessments would be levied by
the remaining participants in the system.654

358

Two states eventually created a deposit insurance scheme based on the Indiana
model (Iowa in 1838 and Ohio in 1845).655 In total, six states provided for deposit
insurance in their state laws during the antebellum period using principles from
the New York model, the Indiana model, or combining features of the two.
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While some schemes experienced early difficulties656 in the wake of the banking
panic of 1837 and the subsequent depression, the schemes’ record after 1845 was

648

At the time, the bank creditor base consisted chiefly of depositors and holders of circulating banknotes. See Golembe, Deposit Insurance Legislation of 1933, 183.

649

Chaddock, 261; Golembe, Deposit Insurance Legislation of 1933, 183.

650

Bodenhorn, 23.

651

Golembe, Deposit Insurance Legislation of 1933, 184.

652

The creation of a banking system was impaired by the state constitution, which forbade
any banking activities except those that could be carried out by a state bank and its
branches. See Golembe, Deposit Insurance Legislation of 1933, 184. See also Calomiris/Jaremski, 105 and 115 on the Indiana model.

653

Golembe, Origins, 113 et seq.; Golembe/Warburton, IV-3.

654

Golembe, Deposit Insurance Legislation of 1933, 184.

655

Golembe, Deposit Insurance Legislation of 1933, 185 et seq.

656

Michigan’s scheme was hit particularly hard by several bank failures, resulting in
claims against the scheme that could not be met. Consequently, the scheme was disbanded in 1842. See Golembe, Origins, 115.
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generally positive.657 Nonetheless, all of them had ceased their operations by 1866
due to primarily two factors: (i) the «free-banking» movement, which provided
an alternative mechanism for insuring circulating banknotes658 and (ii) the establishment of the national bank system and the tax placed on notes of state banks.659
Together, these factors significantly diluted the schemes’ membership bases and
impaired their usefulness.
After the first wave of state-wide deposit insurance schemes abated, there were
few developments in the field due to the relatively stable environment that followed the Civil War and the guarantee by the US Department of the Treasury of
notes issued by national banks.660 While this period witnessed the first congressional attempts to create a federal deposit insurance scheme, these attempts did,
however, not succeed.661
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Only in 1907 (after yet another banking panic) did the concept of deposit insurance resurface – in the state of Oklahoma. As with the first wave, a number of other states followed in Oklahoma’s footsteps over the next decade.662 The schemes
all featured similar key elements: (i) the establishment of a fund through the
collection of assessments on deposits from participating banks, (ii) compulsory
membership, and (iii) no maximum coverage amount on a per-depositor basis.663
Furthermore, the states’ banking sectors and economies shared similar characteris
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Golembe, Deposit Insurance Legislation of 1933, 186.
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In most of the six above-mentioned states, «free banks» were not required to participate in the deposit insurance schemes, preventing universal participation. For an
assessment of the «free banking» movement in the US, see Briones/Rockoff, 279 et
seqq.

659

Golembe, Deposit Insurance Legislation of 1933, 186 et seq.

660

FDIC, Brief History, 12.

661

FDIC, Brief History, 12; Golembe, Deposit Insurance Legislation of 1933, 187; Golembe, Origins, 113.

662

Namely Kansas, Mississippi, Nebraska, North Dakota, South Dakota, Texas, and
Washington. See E. White, State-Sponsored Insurance, 538 et seq. However, these
schemes were by no means uncontested. Opposition frequently arose from the banking
industry, especially from larger banks; for an example of such opposition, see Laughlin, 101 et seqq.

663

FDIC, Brief History, 13 et seqq.; E. White, Regulation and Reform, 210 et seq.
137

Chapter 4

Deposit Guarantee in the United States

tics; they were all unit-banking states with relatively undiversified economies
(i.e. economies that were dependent on commodities).664
362

This second wave of state-level deposit insurance primarily arose in agrarian states
with relatively low population density and few urban centres.665 In states where
branch banking was predominant and city banks dominated the sector, the concept
of deposit insurance received little consideration.666 While only eight states ultimately adopted a scheme, many others contemplated the move.667
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The second-wave schemes operated quite successfully for some years.668 However, the susceptibility of these states’ economies paired with the agricultural depression in the aftermath of World War I put enormous pressure on the schemes. Bank
failures stemming from the crisis in the agricultural sector resulted in a large number of claims, eroding the schemes’ capacity to reimburse depositors.669 In addition, severe shortcomings in scheme designs further exacerbated their difficulties.
First, the widespread adoption of across-the-board assessment rates without considering risk-based characteristics led to moral hazard and excessive risk-taking.670
Second, the Comptroller of the Currency (acting on advice of the US Attorney
General)671 prohibited national banks from taking part in state-level schemes.672
In consequence, this precluded universal membership and led to increased charter
changes.673
664

E. White, Regulation and Reform, 191. In states with a branch banking system, deposit insurance was less topical, as branch banking was viewed as providing a certain guarantee through a diverse customer base and asset structure; see E. White,
State-Sponsored Insurance, 540; Sprague, 243.

665

FDIC, Brief History, 12.

666

In particular, the Northeast and the Mid-Atlantic were adamantly opposed to deposit
insurance. See E. White, State-Sponsored Insurance, 539; E. White, Regulation and
Reform, 193.

667

I.e. Arizona, Arkansas, Colorado, Florida, Georgia, Iowa, Maryland, Minnesota, Missouri, Montana, Nevada, North Carolina, Tennessee, and Wisconsin. See Shaw, 42.

668

FDIC, The First Fifty Years, 31. See also Thies/Gerlowski, 677 et seqq., dissenting
from this «official history».

669

Shaw, 43; E. White, Regulation and Reform, 217 et seq.

670

E. White, State-Sponsored Insurance, 551. See also Ehrlich/Becker, 623 et seqq.;
Kareken/Wallace, 413 et seqq.

671

T. Cooke, 90.

672

E. White, State-Sponsored Insurance, 552.

673

E. White, State-Sponsored Insurance, 552.
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All eight second-wave schemes failed due to a combination of the aforementioned
problems; by 1933, no deposit insurance scheme remained in operation in the US.674

2.

364

The Rocky Road to a Federal Scheme

While a number of states experimented with deposit insurance – with a rather
mixed record675 – no concrete steps were undertaken on the federal level for quite
some time. Nevertheless, it would be incorrect to assert that deposit insurance was
not on the congressional agenda. In fact, the earliest proposal for a federal deposit
insurance scheme was made in 1886.676
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During his 1908 presidential campaign, William Jennings Bryan called for a deposit insurance scheme. With the 1907 banking panic still in the mind of many
people, his call for a federal deposit insurance scheme proved to be immensely
popular.677
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Still, it was not until the devastation of the Great Depression678 that federal deposit insurance legislation came to fruition.679 The legislative process was not easy,
as the House of Representatives and the Senate had differing stances on the subject.680 Nevertheless, Representative Steagall and Senator Glass introduced sepa-
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Golembe, Deposit Insurance Legislation of 1933, 188.

675

See supra N 359 and N 363. See also Calomiris, Lessons from the Record, 10 et seqq.;
Calomiris/White, 145 et seqq. For a study on how the track record of a federal deposit
insurance scheme could have looked in that era, see Taggart/Jennings, 508 et seqq.

676

FDIC, Brief History, 17.

677

This was acknowledged even by Bryan’s political opponents. See Shaw, 40.

678

Almost a quarter of all banks in the US failed between 1929 and 1932. See FDIC, Brief
History, 20 et seqq.; Shaw, 44.

679

FDIC, Brief History, 23; Flood, 54; Friedman/Schwartz, 324 et seqq. The banking panic of 1933 spurred many legislative proposals. As the situation in the banking
sector deteriorated, state-wide banking moratoria spread like dominoes. By 4 March
1933 – President Roosevelt’s inauguration day – every state had a moratorium in place,
forcing the new president to declare a nationwide bank holiday as one of his first official acts; see Roosevelt, 25; Silber, 19. For a detailed account of the banking crisis of
1933, see Colt/Keith, 6 et seqq.

680

The main proponent of deposit insurance in Congress was Representative Henry B.
Steagall; the most formidable opponent was Senator Carter Glass. Opposition also
emanated from the banking industry – larger banks in particular – and from within the
Roosevelt administration. See Calomiris/White, 172; Colombo, 1245; FDIC, Brief
History, 25 et seq.
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rate banking reform bills, both of which included deposit insurance provisions.681
These provisions differed, however, notably on the issue of membership in the
Federal Reserve System. While the Steagall bill did not mandate membership in
the Federal Reserve System as a precondition for membership in the scheme, the
Glass bill did.682
368

Due to the urgent nature of the issue, the Glass bill was amended to include a
temporary scheme aimed at mitigating the immediate aftermath of the banking
crisis.683 Under the Vandenberg amendment’s temporary scheme, which included a government backstop, deposits of up to USD 2,500 per depositor and bank
were guaranteed starting 1 January 1934.684 Moreover, the amendment enabled the
participation of solvent state banks in the temporary fund. The temporary scheme
was to operate until 1 July 1934 – the day the permanent scheme was planned to
go into effect.685

369

The inclusion of the Vandenberg amendment further endangered the passage of
the Glass bill, as it fostered yet another controversy. Nevertheless, both Senate and
House of Representatives passed the bill, despite threats in the Senate to remove
any deposit insurance legislation from the bill.686

681

While Senator Glass initially emphasised the questionable track record of state-level
schemes, he eventually gave up his opposition (or simply yielded to public opinion)
and allowed for the inclusion of deposit insurance in the banking bill he sponsored. See
FDIC, Brief History, 26 for further references.

682

FDIC, Brief History, 26. On the financial consequences of such a prerequisite for
smaller, non-member banks, see Flood, 70.

683

This amendment is referred to as the «Vandenberg amendment» after its main proponent, Senator Arthur Vandenberg. Regarding the need for a temporary scheme,
Vandenberg rightfully stated that «the need is greater in the next year than for the next
hundred years». See FDIC, Brief History, 26.

684

The US Department of the Treasury was obligated to cover the deposits in case the
temporary fund’s resources were depleted by disbursements. See FDIC, Brief History,
27.

685

The temporary fund’s operation, however, was extended due to the postponement of
the permanent scheme, see infra N 392.

686

This step was taken by the Senate partly to coerce the House of Representatives into
accepting the Vandenberg amendment, partly out of fear of potentially jeopardising the
entire banking reform process over the temporary scheme. See FDIC, The First Fifty
Years, 43.
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Despite both houses ultimately reaching a consensus, opposition687 against deposit insurance persisted; the scheme’s opponents hoped for a presidential veto.688
However, President Roosevelt signed the Banking Act of 1933 into law on
16 June 1933,689 bringing an end to the lengthy and controversial debate over federal deposit insurance – a debate that has seen no less than 150 bills on the matter
being introduced in Congress.690
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The reasons behind the rocky road leading to the FDIC’s establishment may be,
at least to some degree, attributable to the historical roots of banking regulation
in the US (particularly its dual banking system). Moreover, the regulatory framework – or lack thereof – on the federal level further complicated the process.691
The structure of the industry itself was another impediment. The history and the
fate of the FDIC’s antecedents underline the antagonism between unit banks and
branch banks on the issue of deposit insurance.692 Unit banks were generally more
vulnerable to failure in the aftermath of local economic shocks due to their less
diversified portfolios compared to the generally larger and more diversified branch
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687

At this stage, opposition mainly came from the American Bankers Association
(ABA) – although one of the most prominent bankers of his time, Amadeo Pietro
Giannini (the chairman of Bank of America), voiced his support for deposit insurance.
See Jaeger, 227. The fact that many depositors shifted their deposits to postal savings
banks – where they benefitted from a government guarantee – may have influenced
Giannini’s position on deposit insurance. See Bradley, 2.

688

FDIC, The First Fifty Years, 43.

689

FDIC, The First Fifty Years, 43. Roosevelt, despite initially being pronouncedly opposed to deposit insurance, put aside his personal reservations by 16 June 1933. See
Coppola, 432; Shaw, 50 et seq.

690

FDIC, Brief History, 17; Golembe, Deposit Insurance Legislation of 1933, 188;
Flood, 55; E. White, State-Sponsored Insurance, 543. For an in-depth analysis of the
various bills’ similarities and differences, see FDIC, The First Fifty Years, 29 et seq.

691

E. White, Reinterpretation, 131 et seq. underlines the influence of the US regulatory
framework by comparing it to the Canadian framework, which helped Canada’s banks
weather the turbulences of the 1920s and early 1930s better than their US peers. For
information on what made the Canadian system more resilient, see Calomiris, Bank
Failures, 729.

692

The former were, generally speaking, in support of such schemes while the latter had
reservations or were openly hostile to the concept. See Golembe, Deposit Insurance
Legislation of 1933, 197 et seqq.; Shaw, 37.
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banks.693 Therefore, unit banks generally benefitted more from schemes, as they
enabled them to compete with larger banks for risk-averse depositors despite their
vulnerabilities.694
372

However, during the debate leading up to the passage of the Banking Act of 1933,
both unit banks and branch banks unanimously opposed the scheme. The change
of mind by the unit banks is rather surprising given that they had more to gain
from deposit insurance than branch banks.695 The answer to this conundrum may
be found in the framework of the permanent scheme stipulated in the Banking Act
of 1933.696

3.

The Banking Act of 1933

373

The Banking Act of 1933 is often considered to have constituted an overhaul
of federal banking regulation in the US. It contained provisions pertaining to a
plethora of aspects of the wider field of banking regulation.697
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With respect to deposit insurance, the Banking Act of 1933 contained both a permanent plan for deposit insurance and a temporary one – the Vandenberg amendment – to mitigate the immediate impact of the crisis on the US banking sector.

693

This vulnerability was illustrated by the number of unit bank failures in the wake of
the agricultural depression. See supra N 363. On the vulnerability of unit banks and
the transmission mechanism leading from local economic shocks to bank failures, see
Golembe, Deposit Insurance Legislation of 1933, 199 et seq.; Keeton, 24 et seq.

694

Keeton, 25.

695

Smaller banks could benefit in three respects from deposit insurance: (i) the existence of a scheme could mitigate their susceptibility to local economic shocks; (ii) the
adoption of a scheme could alleviate the political pressure to abolish branch banking
restrictions, which were in place in most states; and (iii) the cost of deposit insurance
would be subsidised by larger – branch – banks. See Keeton, 30 et seq.

696

See Keeton, 31 et seq. See also infra N 379 et seqq.

697

Perhaps the most prominent measures besides the FDIC’s establishment were (i) the
strict separation between commercial and investment banking, which is often referred
to as «Glass–Steagall legislation»; (ii) the creation of the Federal Open Market Committee (FOMC); and (iii) the introduction of Regulation Q, which prohibited the payment of interest on demand deposits and limited the interest rates on savings accounts
in order to mitigate the moral hazard stemming from unfettered interest rate competition. See Jaeger, 225; Hall, 49. However, these aspects of the Banking Act of 1933
lie outside the scope of this thesis, so they shall not be discussed in depth.
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3.1

The Vandenberg Amendment’s Temporary Scheme

Since a complete deposit insurance scheme could not be set up overnight, the
Banking Act of 1933 included a temporary scheme to restore confidence in the
banking sector in the short term in order to mitigate the impact of the crisis and
prevent further deterioration in the banking sector. This temporary plan was set to
become operational on 1 January 1934 and remain in force until its replacement
by the permanent scheme on 1 July 1934.698

375

Under the temporary plan, coverage was limited to USD 2,500 per depositor and
bank.699 All member banks of the Federal Reserve System were obligated to participate; non-member institutions were allowed to participate under equal terms
provided that (i) their solvency was certified by the competent state supervisor and
(ii) the bank’s admission was approved by the FDIC.700

376

All participating banks were required to pay a contribution equal to 0.5 per cent of
the total amount of their insured deposits upon joining the scheme. Half of the contribution was to be paid immediately while the other half was meant to be available at call.701 Furthermore, another assessment not exceeding 0.5 per cent of the
total amount of insured deposits was to be levied by the FDIC in case the scheme’s
funds were insufficient to meet its obligations.702 Thus, the maximum premium to
be paid for deposit insurance under the temporary plan was 1 per cent of insured
deposits; any obligations exceeding the available funds were to be covered by the
US Department of the Treasury.703 Any balance remaining after the lifespan of the
temporary plan was slated to be disbursed back to the participating banks.704

377

On 1 January 1934, the temporary scheme became operational with a total of
13,201 institutions either participating by virtue of their membership in the Federal Reserve System or having obtained the FDIC’s approval to participate. Amongst

378

698

Emerson, 229 et seq.; FDIC, The First Fifty Years, 42; Woosley, 20. However, the
lifetime of the temporary plan was extended twice; see infra N 392.

699

Even this fairly restrictive coverage level resulted in 97 per cent of all deposit accounts
being covered by the temporary scheme. See Emerson, 230. For the inflation-adjusted
coverage level of the temporary plan (as well as every subsequent increase in coverage), see Shy/Stenbacka/Yankov, 97.

700

FDIC, The First Fifty Years, 44.

701

Emerson, 230.

702

Emerson, 230.

703

FDIC, The First Fifty Years, 42.

704

Emerson, 230.
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the participating institutions, most were commercial banks; only 214 were mutual
savings banks.705
3.2

The Plan for a Permanent Scheme

379

The framework of the permanent deposit insurance scheme that was scheduled
to supersede the temporary plan on 1 July 1934706 was in several respects more
elaborate.

380

The coverage level became more sophisticated; it consisted of three brackets, all
of which were covered to a different extent. Deposits under USD 10,000 were protected in full, quadrupling the coverage of the temporary scheme and increasing
the already-high ratio of protected deposits even further. Deposits exceeding the
threshold were also protected; 75 per cent of deposits between USD 10,000 and
USD 50,000 was guaranteed and 50 per cent of deposits exceeding USD 50,000
was guaranteed.707

381

While the base coverage would realistically suffice to protect most depositors at
the time, larger deposits still benefitted from this increased protection – albeit with
a co-insurance element. The rationale for the measure lies in the mitigation of the
moral hazard inherent to deposit guarantee.708

382

Given that the permanent scheme was to replace the temporary one, it was a logical
move to simply build on the latter’s membership base. Thus, all banks participating
in the temporary scheme – Federal Reserve System members and non-members –
automatically became members of the permanent scheme.709 However, banks that
did not see a benefit in further participation were given the ability to opt out by
withdrawing from the permanent scheme.710

705

While 90 per cent of commercial banks participated in the scheme, only 36 per cent
of mutual savings banks joined the FDIC. The reasons behind the lower participation
rate varied from «philosophical grounds» to impediments in the state legal frameworks
governing mutual savings banks. See FDIC, The First Fifty Years, 46.

706

See supra N 375.

707

Emerson, 232; Golembe, Deposit Insurance Legislation of 1933, 194.

708

See Cartwright/Campbell, 9 et seqq. See also supra N 107 et seqq. for a discussion
of potential drawbacks to co-insurance.

709

Woosley, 23.

710

Woosley, 23.
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While such a transition from a provisional scheme to a permanent one appears
logical, the framework of the permanent scheme did include highly controversial
provisions regarding membership and its prerequisites. The Banking Act of 1933
stipulated that after 1 July 1936 (i.e. two years after the permanent scheme’s implementation), all banks wishing to remain an FDIC member had to be members
of the Federal Reserve System.711

383

The permanent scheme was to be funded through three different channels.712 The
US Department of the Treasury was to contribute USD 150 million to the FDICS’s
capital through a stock subscription.713 In return, the Treasury was entitled to dividends at a rate of 6 per cent.714 The remainder of the stock was to be divided into
Class A and Class B stock. The twelve Federal Reserve Banks were to subscribe
Class B shares amounting to 50 per cent of their surplus on 1 January 1933715 – half
of which was to be payable at the time of subscription and the remainder available
at call.716 The Class B shares provided voting rights for the Federal Reserve Banks
but were not entitled to any dividend payments.717 Class A shares were reserved for
the subscription of participating banks. Each bank was to subscribe stock equal to
0.5 per cent of its total deposit liabilities – half of which was again to be payable
at the time of subscription and the remainder available at call.718 The subscription requirement applied to both Federal Reserve System members and non-members, underscoring the equal treatment of both groups by the FDIC.719 The Class
A shares were designed to entitle banks to dividends but forestalled any industry
influence on the FDIC by not granting the shares any voting power.720

384

711

Woosley, 24; Emerson, 232.

712

Preston, Banking Act of 1933, 591 et seq.

713

Woosley, 21. However, the Treasury’s contribution was partly payable at call.

714

Emerson, 230

715

This would have amounted to approximately USD 139 million. See Emerson, 230 et
seq.; Woosley, 21.

716

Emerson, 231.

717

Emerson, 231; Woosley, 21.

718

Woosley, 21. Assuming that all banks – including mutual savings banks – would have
joined the scheme, the subscriptions would have provided the FDIC with approximately USD 200 million; see Preston, Banking Act of 1933, 592.

719

However, certain states prohibited their chartered banks, especially mutual savings
banks, from subscribing stock in the FDIC. In such instances, banks would have needed to resort to alternative mechanisms for contribution payments, such as depositing
the required funds. See Emerson, 231; FDIC, The First Fifty Years, 46.

720

Emerson, 231; Woosley, 21.
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385

Aside from the initial contribution, the permanent scheme entailed a contribution
mechanism for the further funding of the FDIC. Whenever the net debit balance721
of the Corporation reached the threshold of 0.25 per cent of its Class A share
capital, the FDIC was to levy a further assessment from participating banks.722
Considering the absence of a cap on such additional contributions, the banks faced
potentially unlimited liability.723 Moreover, the act did not contain a provision allowing the FDIC to accumulate reserves during times of stability.724

386

With respect to both the initial subscription of shares in the FDIC and the potential contributions of banks at a later stage, the only determining variable for the
contribution was the amount of deposit liabilities. Hence, the «one-size-fits-all»
approach chosen was quite crude and did not take into account the variety in bank
business models, diversification levels,725 and degrees of financial soundness.726

387

The permanent scheme as envisioned in the Banking Act of 1933 suffered from
three major flaws, which contributed to the adamant opposition from the banking industry. The first issue lay in the provision on compulsory membership in
the Federal Reserve System after 1 July 1936, the second was the possibility of
unlimited liability, and the third was the lack of a provision allowing for an accumulation of reserves.

388

The obligation to join the Federal Reserve System in order to retain deposit insurance would have resulted in a massive burden on smaller, state-chartered banks,
as many of them could not fulfil the prerequisites to join the Federal Reserve System – especially the prerequisites pertaining to bank capital.727 On the meta-level,
the forced participation in the Federal Reserve System would have had a profound
impact on the dual banking system insofar as state banks would have been forced
into federal oversight.728 Ultimately, the process could have resulted in the demise
of the dual banking system and a lasting transformation of the US banking indus-

721

I.e. the ratio of the total FDIC obligations to depositors of failed banks to the assets
realised from those banks. See Emerson, 233.

722

Emerson, 232 et seq.

723

Woosley, 29.

724

Emerson, 235.

725

Encompassing both the scope of a bank’s activities and its geographical scope.

726

Emerson, 236.

727

Keeton, 31.

728

Emerson, 232; Woosley, 24.
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try. Given the political support for the dual banking system throughout US history,
such an attempt at «federalisation» inevitably faced formidable opposition.729
Under the original plan’s consolidated membership requirement, numerous banks
would have been driven out of deposit insurance or incentivised to abstain from
participation.730 Such banks would have been left with two options: (i) not offer
their depositors deposit insurance731 or (ii) join a private or state-level deposit
insurance scheme.732

389

The second problematic aspect of the original permanent scheme was the looming
threat of potentially unlimited liability. Considering that the trigger point of the net
debit balance of the FDIC could easily be reached during times of crisis, the additional assessments could have exacerbated member banks’ financial difficulties.733
Moreover, the FDIC’s inability to accumulate reserves in times of normalcy due
to banks’ entitlement to dividend payments further exacerbated the issue. While
these design flaws could be offset or at least mitigated by the Corporation’s ability
to issue obligations,734 the underlying problem remained largely unaddressed.

390

While the aforementioned shortcomings of the original permanent scheme may
have contributed to the fierce resistance from the ABA and the banking industry,
the perceived failure of the two antecedent periods of state-level schemes and the
resultant fear of committing «old mistakes on a larger scale»735 also contributed to
the opposition to an at least equal degree.
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Woosley, 24 et seq.

730

Thus adding further incentives that state-chartered banks steer clear of federal oversight and opt instead for (less efficient yet less costly) supervision by state authorities.
See English, 62 et seq.

731

This would have likely resulted in the failure of such banks due to the resulting competitive disadvantage.

732

In such schemes, design flaws, a lack of adequate oversight, and cluster risks stemming
from a narrow geographical scope have resulted in less safety for individual depositors. Nevertheless, such private or state-level deposit insurance schemes did exist for a
myriad of reasons. However, most of them had failed by the 1980s, as they did not provide stability in their respective banking sectors during crises; in fact, they furthered
the spread of contagion onto other participating banks. See Lovett/Malloy, 178. See
also English, 57 et seqq.; Kroszner/Melick, 201 et seqq. for a detailed account of
private or state-level deposit insurance schemes in the US.

733

Herein lies the threat of any ex post funding mechanism to the goal of providing stability to the banking sector. This risk was discussed in depth supra N 111 et seq.

734

Emerson, 231 et seq.
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Jaeger, 228 quoting a speech by Frank A. Sisson, the ABA’s president, in 1933.
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3.3

The Fate of the Act’s Deposit Insurance Provisions

392

Given the vigorous opposition to the permanent plan as envisioned in the Banking
Act of 1933, it is hardly surprising that its implementation was delayed. Thus,
the FDIC recommended in early 1934 that the temporary scheme be extended for
another year in order to gain time to address the shortcomings of the permanent
scheme and give all parties involved more time for preparation.736 The permanent
plan was ultimately postponed to 1 July 1935.737

393

Banks were given the choice to withdraw from the temporary scheme at the end of
its originally planned lifespan.738 Despite the adamant opposition to the introduction of deposit insurance, only 21 commercial banks opted to end their participation. This small number of withdrawals is emblematic of the changing perception
of deposit insurance following the experience under the temporary scheme.739

394

The situation of mutual savings banks participating in the temporary scheme was
quite different. Overall, 169 of these institutions gave the FDIC notice of their
departure.740 The reasons for the exodus were twofold: (i) there were considerable
hurdles ahead for mutuals wishing to join the planned permanent scheme upon its
inception741 and (ii) there was the mutuals’ self-perception as preferred risks, and
thus being superior to commercial banks.742 In particular, institutions chartered

736

FDIC, The First Fifty Years, 47; Woosley, 20.

737

FDIC, Brief History, 48. Eventually, the temporary scheme was extended a second
time in June 1935, allowing for a complete overhaul of the deposit insurance framework.

738

FDIC, The First Fifty Years, 48.

739

FDIC, The First Fifty Years, 50. The new sentiment may be due to the quite successful
record of the temporary scheme – only nine insured banks failed in 1934, eight of
which were relatively small. Moreover, during the lifespan of the temporary scheme
(1 January 1934 to 23 August 1935), depositors at 24 banks received disbursements
from the scheme; see FDIC, Brief History, 38. The number of commercial bank suspensions prior to the establishment of the temporary scheme was much higher; between 1930 and 1933, the number was well above 1,000 per year, peaking at 4,000
suspensions in 1933 (in the aftermath of that year’s banking crisis); see FDIC, The
First Fifty Years, 36.

740

This is out of the 214 mutual savings institutions that joined the temporary scheme.

741

See supra N 384.

742

FDIC, The First Fifty Years, 48. This self-perception, however, was not entirely correct; see O’Leary, 42.
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in Massachusetts and New York left the FDIC and joined state-level schemes.743
The FDIC reacted by setting up a separate fund for mutual savings institutions:
the «Fund for Mutuals».744 This fund was separate from the one for commercial
banks, and no fund was subject to the liabilities of its counterpart.745 However,
the creation of a separate fund for mutual savings banks was intended to be only
temporary; upon the beginning of the permanent deposit insurance scheme, the
two funds were to be merged.746
Alongside the extension of the scheme, the coverage of deposits was enhanced,
raising the coverage level for depositors in commercial banks to USD 5,000.747

395

Moreover, the highly controversial requirement to join the Federal Reserve System was slightly modified; the deadline therefor was pushed back to 1 July 1937.748

396

The extension of the temporary scheme and its aforementioned implications
resulted in more than just the postponement of the permanent scheme. In fact,
it foreshadowed a much grimmer fate for the permanent scheme as envisioned
in the Banking Act of 1933. Ultimately, the scheme in its 1933 shape would never
be set into motion; it was superseded by an adapted, less controversial, scheme in
the Banking Act of 1935.

397

4.

The Banking Act of 1935 and
the Second Permanent Scheme

Following a second extension of the temporary scheme, the Banking Act of 1935
was passed on 19 August 1935. This marked the last nail in the coffin of the
original permanent scheme, as the act entailed an overhauled deposit insurance
743

The Mutual Savings Central Fund Inc. for Massachusetts and the Mutual Savings
Banks Fund for New York. For a more in-depth discussion of the two schemes, see
Berle, 63 et seqq.; Steiner, 74 et seqq. On the fate of the two schemes, see English,
59 et seq.; Friedman/Schwartz, 437.

744

FDIC, The First Fifty Years, 48.

745

FDIC, The First Fifty Years, 48.

746

FDIC, The First Fifty Years, 48.

747

While the doubled coverage mandatorily applied to all commercial banks, mutual savings institutions were given the possibility to opt in; for those declining, the original
coverage level of USD 2,500 per depositor was retained. See FDIC, The First Fifty
Years, 48.

748

FDIC, The First Fifty Years, 49.
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framework.749 This second permanent scheme differed in several respects from its
1933 counterpart, essentially mitigating the majority of the most heavily contested
portions.
399

The 1935 permanent scheme established an automatic membership transition from
the temporary scheme to the permanent scheme. It also did away with mandatory
concurrent membership in both the Federal Reserve System and the FDIC, eliminating the potentially existential threat to the US dual banking system.750 Under
the revised approach, member institutions of the Federal Reserve System were
required to participate in the FDIC regardless of their charter, FDIC members
did not necessarily need to be members of the Federal Reserve System. For large
state-chartered banks exceeding a threshold of USD 1 million in deposits, the requirement of concurrent membership still applied, albeit within a considerably
longer time horizon.751 However, state-chartered banks with deposits below the
threshold as well as certain enumerated types of institutions,752 irrespective of size,
were permitted to take part in the FDIC without being forced to join the Federal Reserve System.753 This more nuanced approach to membership improved
the banking industry’s perception of the scheme. At the same time, it contained
the risk that exempted banks could not be supervised by either the Office of the
Comptroller of the Currency (OCC) or the Federal Reserve Board. Therefore, the
responsibility to ensure an adequate level of supervision was placed on the FDIC –
a move that sparked controversy.754

400

The FDIC was re-designed to be wholly government-owned and government-
controlled;755 participating banks were no longer required to subscribe stock of

749

Preston, Banking Act of 1935, 743 et seq.

750

See supra N 388.

751

Under the Banking Act of 1935, state-chartered banks that met the size requirement
were granted a period of grace until 1942 to prepare their accession to the Federal
Reserve System. See Preston, Banking Act of 1935, 744.

752

Sec. 110(y) of the Banking Act of 1935 exempted state-chartered savings banks, mutual savings banks, Morris Plan banks (and other incorporated banks engaging in business similar to that of Morris Plan banks), state trust companies not engaged in commercial banking, and banks located in the (then-)territories of Alaska, Hawaii, Puerto
Rico, and the Virgin Islands. See Preston, Banking Act of 1935, 744 et seq.; Woosley,
25.

753

Woosley, 24 et seq.

754

Woosley, 25.

755

Sec. 101(d) of the Banking Act of 1935. See also Preston, Banking Act of 1935, 744.
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the Corporation.756 The contributions of both the US Department of the Treasury
and the Federal Reserve Banks outlined in the Banking Act of 1933 remained
unchanged.757 However, the stock to which these state actors subscribed was nonpar, non-voting, and did not entitle its owner to dividend payments.758 Instead of
having the unsatisfactory drain of potential surplus through dividend payments,
the permanent scheme under the Banking Act of 1935 opened up the ability to
allocate any potential surplus to the FDIC’s reserves.759
Since the 1935 framework eliminated the reliance on banks subscribing stock
in the FDIC, another mechanism to ensure that the primary contributors to the
scheme were the banks themselves had to be designed. The member banks were
required to pay a yearly assessment – or premium – to benefit from the coverage
offered by the FDIC. This yearly assessment was set at one-twelfth of a per cent of
a bank’s total net deposits.760 Whereas the new funding mechanism was undoubtedly an enormous improvement over the flawed and potentially calamitous mechanism of the 1933 iteration, two major issues are apparent. First, the assessment
used a single premium rate for all banks regardless of idiosyncratic risk profile
or differences in governance.761 Second, by using the total amount of deposits as
the sole determinant of premia, the FDIC discriminated against larger banks in
wealthier regions of the US (particularly in the Northeast), as they tended to have
a much higher amount of deposits.762
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In addition to the premia collected, the FDIC was granted the ability to issue debenture instruments as a means of gaining further resources. Nevertheless, Congress established a maximum amount up to which the Corporation may issue such
instruments – the total amount of outstanding debenture instruments was not to exceed an amount equal to thrice the funds received through capital subscriptions763
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Preston, Banking Act of 1935, 744.

757

The Treasury provided USD 150 million while each of the twelve Federal Reserve
Banks provided 0.5 per cent of its surplus as of 1 January 1933 (equivalent to approximately USD 139 million). See Emerson, 230 et seq.; Woosley, 21; Preston, Banking
Act of 1935, 744.
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Preston, Banking Act of 1935, 744; Woosley, 22.
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Preston, Banking Act of 1935, 744.
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The yearly premium was payable in semi-annual tranches. See Woosley, 22.
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Bradford, 664.
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Preston, Banking Act of 1935, 747 et seq.

763

Encompassing both the subscriptions of the Treasury and the twelve Federal Reserve
Banks, see supra N 400.
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and the assessments for 1936.764 In absolute terms, the FDIC was granted the right
to borrow up to USD 975 million in Sec. 110(o) of the Banking Act of 1935.765
Correspondingly, the Treasury received authorisation to acquire these instruments
at its discretion.766 Furthermore, the Reconstruction Finance Corporation (RFC)
was directed to acquire up to USD 250 million in debenture.767 Indeed, the borrowing provisions pertained to a scenario in which the FDIC’s funds prove insufficient
to cope with a large-scale wave of bank failures, meaning the borrowing capabilities were of a subsidiary nature.768 Ultimately, the FDIC never issued debenture
instruments under the framework of Sec. 110(o) of the Banking Act of 1935769
403

While the Senate advocated for a systemic cap at USD 500 million,770 the ultimately enacted version of the Banking Act of 1935 made no mention of such a cap.771

404

The Banking Act of 1935 also contained provisions on the investment of the
FDIC’s amassed funds. Sec. 110(n)(1) of the Banking Act of 1935 stipulated that
the Corporation may temporarily place its funds at the Treasury or a Federal Reserve Bank. Moreover, its funds could be invested in government securities or
securities guaranteed as to principal and interest by the government.772 Thus, the
possibilities for generating investment income were rather limited, although this
insulated the FDIC’s resources from speculative losses. In spite of the limited
investment opportunities, the interest earned on securities in 1935 exceeded the
FDIC’s operating expenses,773 meaning that any premia paid by insured banks
would directly benefit depositors.
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The less strict approach to concurrent membership in the Federal Reserve System
and the FDIC emphasised the importance of robust admission criteria. Under the
764

Sec. 110(o) of the Banking Act of 1935.
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FDIC, The First Fifty Years, 52 et seq. For a contemporary estimation of the maximum
amount, see Preston, Banking Act of 1935, 751.
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Preston, Banking Act of 1935, 751.
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Preston, Banking Act of 1935, 751. As a fall-back clause, the Treasury was directed
to buy the RFC’s part of the debenture should the RFC fail to fulfil its obligation.
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Preston, Banking Act of 1935, 751.
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FDIC, The First Fifty Years, 53.
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This would have effectively ended insured banks’ obligation to pay premia once the
cap was met.
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Preston, Banking Act of 1935, 748
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Preston, Banking Act of 1935, 750.
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Preston, Banking Act of 1935, 750.
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1933 framework, the Federal Reserve System was to decide whether to admit applying banks irrespective of the nature of their charter. Consequently, the Federal
Reserve System’s decision would extend to FDIC membership, as the two memberships would have been linked. The approach of the 1935 framework resulted
in a more nuanced mechanism for admission to deposit insurance. Banks that had
already participated in the temporary scheme were automatically admitted. Any
bank that was not a member of the Federal Reserve System wishing to join the
FDIC, provided it satisfied the criteria stipulated in Sec. 110(y) of the Banking Act
of 1935,774 was subject to FDIC examination. This examination would cover the
bank’s capital adequacy, financial history, current condition, future earnings prospects, governance, and «the convenience and needs of the community to be served
by the bank».775 With regard to newly chartered national banks or state-chartered
banks wishing to switch to a national charter, the situation was slightly more complicated. These applicants had to meet the aforementioned criteria prior to receiving their charter or being admitted into the Federal Reserve System. Therefore,
while the FDIC could not directly control the chartering at either state or federal
level, it was able to forestall any such decisions by not admitting applicants to the
deposit insurance and de facto preventing them from entering the market.776
Conversely, the rules regarding the termination of a bank’s participation in the
scheme also depended on specific circumstances. State-chartered banks only needed to provide a written notice declaring volition to leave 90 days prior to withdrawing from the scheme.777 For members of the Federal Reserve System, scheme
membership ended automatically when the institution ceases to be a member of
the Federal Reserve System. Any member bank wishing to evade participation in
the scheme and the associated obligations had only one option: for national banks,
switching to a state charter; for state-chartered member banks, withdrawing from
the Federal Reserve System.778
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Moreover, the FDIC Board of Directors was given the powers to expel banks, the
criteria for such a decision being: (i) continuing unsafe or unsound practices or

407
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See supra N 399.
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Sec. 110(g) of the Banking Act of 1935. See also FDIC, The First Fifty Years, 52;
Preston, Banking Act of 1935, 745.
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Preston, Banking Act of 1935, 745. While a state-chartered bank could start its operation without participating in the scheme, commercial banks would suffer from an
almost insurmountable disadvantage.

777

Preston, Banking Act of 1935, 746.

778

Preston, Banking Act of 1935, 745.
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(ii) repeated violations of the laws and regulations applicable to the bank.779 The
board could expel any bank meeting the aforementioned criteria irrespective of
its charter or membership in the Federal Reserve System. The consequences of an
expulsion varied by bank type: (i) the expulsion of a national bank would lead to
charter revocation and the FDIC’s appointment as receiver, (ii) a state-chartered
member of the Federal Reserve System would face the termination of its membership, and (iii) a non-member state-chartered bank would no longer benefit from
FDIC insurance without further consequences on the federal level.780 If the FDIC
Board of Directors planned to terminate a bank’s membership in the scheme, it had
to first notify the relevant supervisory authority of its intention.781
408

Following either voluntary termination or expulsion, depositors with funds in the
institution concerned prior to the date of termination benefitted from a transition
period of two years, during which they were still protected. However, deposits
placed after the termination of membership were not protected by the FDIC.782

409

The coverage provided to individual depositors by the 1935 scheme was radically
different than that under the 1933 framework. Instead of a multi-tiered system with
varying degrees of co-insurance, the permanent scheme under the Banking Act of
1935 included a single coverage level applicable to all depositors. Congress evidently built on the experience gained during the lifetime of the temporary scheme.
The coverage level of USD 5,000 per depositor and bank, which was put in place
when the temporary scheme was extended, was retained.

410

The reasons for the continuation of this approach to coverage were twofold.
First, one of the major aims of deposit insurance in the US was to protect people
from losing their hard-earned savings. The retained coverage level was expected,
at the time of its implementation, to be sufficient to guarantee 98.5 per cent of all
accounts, relieving virtually all depositors from the consequences of a bank failure.783 At the same time, however, only about 44 per cent of the total amount784 of
779

Preston, Banking Act of 1935, 746.
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Preston, Banking Act of 1935, 746.
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The supervisory authorities were the OCC for national banks, the Federal Reserve
Board for state-chartered members of the Federal Reserve System, and the respective
state supervisory authority for state-chartered non-members. See Preston, Banking
Act of 1935, 746.
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Preston, Banking Act of 1935, 746.
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Bradford, 664; Woosley, 27.
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In 1935, deposits in FDIC member banks amounted to USD 41 billion. See Preston,
Banking Act of 1935, 747.
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deposits were covered.785 To put this into perspective, the approach of the Banking
Act of 1933 would have resulted in only a slightly higher number of deposits
covered at the expense of a considerably higher overall liability.786 Second, the
lower coverage level was justified by socio-economic considerations. Depositors
exceeding the FDIC’s coverage level were to be «nudged» into diversifying their
banking relations.787 Moreover, depositors with claims exceeding the coverage
threshold were generally believed to be more capable of assessing a bank’s riskiness and more likely to be borrowers from the bank, allowing them to mitigate
potential losses by offsetting their exceeding deposits against their liabilities.788
Therefore, the limited coverage under the Banking Act of 1935 and its rationale
foreshadowed later international developments – particularly IADI Core Principle
8.789 Nevertheless, the approach suffered from the very same problem as the funding mechanism,790 as the framework discriminated against larger banks – particularly those in the Northeast.791
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Aside from the FDIC’s design, funding, and level of coverage, the Banking Act of
1935 also touched on the Corporation’s modus operandi in the event of a failure
of a participating bank.

412

On the issue of receivership following a bank failure, the approach depended on
whether the failed bank had a state charter or a national charter. For the former,
FDIC involvement was contingent on a discretionary decision by the relevant state

413

785

Preston, Banking Act of 1935, 747; Woosley, 27.

786

Approximately 81 per cent of the total amount of deposits in national banks and 75 per
cent of the total in state-chartered Federal Reserve System member banks would have
been covered under the framework of the 1933 permanent scheme. See Emerson, 232.

787

Since the threshold was to apply on a per-depositor-and-bank basis, splitting any deposits exceeding the coverage level would have resulted, for depositors, in a reduction
of personal cluster risk and additional protection. This is provided, of course, that the
bank chosen for the newly opened account was also a member of the FDIC. See Woosley, 27.

788

Preston, Banking Act of 1935, 747.

789

IADI Core Principle 8 calls for coverage that is «limited, credible, and [covering] the
large majority of depositors» while simultaneously leaving a «substantial amount of
deposits exposed to market discipline». See IADI Core Principles, 27.

790

See supra N 401.

791

Bradford, 664; Preston, Banking Act of 1935, 748. For an in-depth overview of the
differences in coverage between small and large banks as well as between banks from
different parts of the US, see Woosley, 27 et seq.
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supervisory authority, which could request the FDIC to act as receiver of the bank.
However, for the latter, the Corporation mandatorily assumed the receivership of
the bank.792
414

Under the 1933 framework, disbursement was to happen mandatorily by means
of a Deposit Insurance National Bank (DINB). Therefore, the FDIC was to create
a new bank and transfer all insured deposits to this institution. The DINB was
intended as a temporary bank – it would have been liquidated automatically two
years after its establishment. However, if the local community successfully managed to raise capital for the DINB, the institution could have been transformed
into a regular national bank and continue its operations on a permanent basis.793
This option was criticised for setting false incentives as, in many instances, the
presence of such a new national bank would not be economically desirable.794
Moreover, the procedure of establishing and maintaining the DINB for two years
is a complex and expensive task, and the FDIC would have been left without the
ability to resort to alternative means.

415

Under the framework of the Banking Act of 1935, the tool of establishing a DINB
was retained; however, the FDIC was granted the ability to decide on a discretionary basis whether it would pursue this course of action or adopt an alternative
approach.795 Furthermore, if a DINB was created, there was an additional option
for its future. Instead of being liquidated or locally raising funds to maintain itself,
the DINB could merge with an existing insured bank.796 Compared to a direct
pay-off for each insured depositor, the DINB approach had, despite its complexity,
one major advantage. The experience under the temporary scheme demonstrated
that depositors tended not to withdraw their deposits from the DINB (at least not
immediately). Thus, the FDIC required much less liquidity to guarantee the deposits.797 In addition to the reduced liquidity needs, the approach also achieved a fairly
792

Preston, Banking Act of 1935, 750.

793

Preston, Banking Act of 1935, 749.

794

Preston, Banking Act of 1935, 749. Nevertheless, such «perpetuation» of a DINB
may have been desirable if it was the only bank to serve a certain community and if the
population would have otherwise been deprived of access to banking services.

795

For instance, a direct pay-off by the FDIC or a pay-off via another (i.e. third-party)
insured bank. See FDIC, Brief History, 38.

796

Preston, Banking Act of 1935, 749.

797

Approximately 10 per cent of a failed bank’s insured deposits would have been sufficient to cover immediate withdrawals after the transfer of deposits to a DINB. See
Preston, Banking Act of 1935, 750.
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rapid disbursement. Under the temporary scheme, depositors generally had access
to their deposits within ten days of the failed bank’s closing.798
Ultimately, the Banking Act of 1935 enhanced the FDIC’s powers to supervise insured banks. These powers complemented its powers to make admission799 and expulsion800 decisions. The power to supervise insured banks on a continuous basis
was instrumental in ensuring a level playing field between the different categories
of insured banks – particularly with respect to state-chartered banks that were not
members of the Federal Reserve System.801 Without the FDIC’s supervisory powers, these banks would not have been supervised by any federal agency; it is thanks
to these powers that the Corporation evolved into the «primary federal prudential
regulator» for these banks.802 Its supervisory capabilities were not restricted to
capital adequacy; they gave the FDIC far-reaching influence on insured banks’
operations, particularly on branching as well as mergers and consolidations with
non-insured institutions.803 In the latter cases, the rationale for the FDIC’s powers
was clearly its objective to protect depositors and, in turn, to prevent jeopardy to
insured deposits as a result of a merger or consolidation.804 Moreover, Sec. 110(n)
(4) of the Banking Act of 1935 permitted the FDIC to actively encourage and facilitate mergers or consolidations between two (or more) insured banks if it deemed
such a move beneficial for reducing the risk of a failure or limiting potential losses
to the Corporation.805 Originally, these tools were of a merely temporary nature to
manage the remaining fallout from the banking crisis of 1933 and were slated to

798

Preston, Banking Act of 1935, 750. Measured against a present-day benchmark
(IADI Core Principle 15) ten days may not appear ideal or even sufficient. However,
the currently permissible timeframe for disbursement in both Switzerland and in the
EU still exceeds ten days. See also supra N 243 and N 307 et seqq.

799

Granting the FDIC a certain gatekeeping function. See supra N 405.

800

See supra N 407.

801

Preston, Banking Act of 1935, 752.

802

E. Murphy, 21. See also Kushmeider, 2 et seqq.

803

FDIC, The First Fifty Years, 52.

804

FDIC, The First Fifty Years, 52.

805

Preston, Banking Act of 1935, 752. To this end, Sec. 110(n)(4) of the Banking Act of
1935 provided the FDIC with two tools: (i) granting loans and (ii) purchasing assets
from operating or closed insured banks. See FDIC, The First Fifty Years, 52.
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end on 1 July 1936. However, they were subsequently made permanent as vital
components of the FDIC’s playbook.806
417

418

In conclusion, the path to deposit insurance in the US was all but direct. However,
the experience gained from the FDIC’s unsuccessful state-level antecedents, the
temporary scheme under the Vandenberg amendment, and the permanent deposit insurance provisions of the Banking Act of 1933 served to refine and shape
the framework that was ultimately retained.807 What distinguished deposit insurance as established under the Banking Act of 1935 from earlier proposals was:
(i) a nationwide membership base that encompassed both large and small banks,
(ii) substantial supervisory powers for the FDIC, (iii) the ex ante build-up of a deposit insurance fund through premia assessments, and (iv) the avoidance of centrifugal
forces within the regulatory framework by adhering to the dual banking system.

II.

The Development of the US Approach

1.

From the Early Years to the 1970s

The creation of the FDIC in 1933 and its transition into a permanent feature of
financial regulation in the US in 1935 can be considered a milestone in the development of the country’s banking industry.808 After several years of crisis in the
banking sector, deposit insurance – amongst other measures enacted as part of the
New Deal – significantly contributed to the stabilisation of the financial industry
for years to come.
806

According to Burgee, 1147, by 1979, purchase and assumption (P&A) transactions
had become the FDIC’s method of choice when resolving bank failures. However, the
passage of the Federal Deposit Insurance Corporation Improvement Act (FDICIA) in
1991 somewhat curtailed this practice; it contained a provision that required the FDIC
to opt for the least costly method. See infra N 480. Nevertheless, P&A transactions
remain the FDIC’s most important tool until today. See FDIC, 2019 Annual Report, 47;
FDIC, Resolutions Handbook, 6.

807

For instance, a scheme was adopted on the federal level to avoid capture by local
economic crises due to a geographically limited scope. As another example, a funding
mechanism was implemented based on annual premia rather than stock subscriptions
and potentially unlimited liability. See also Randall, 700.

808

M. Friedman, 21 refers to the establishment of the FDIC as «the most important structural change in [the US] monetary system in the direction of greater stability since the
post-Civil War tax on state bank notes».
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The experience of the most severe economic and banking crisis also contributed to
a paradigm shift in both government supervision and business practices; excessive
risk-taking by banks was reduced and competition between market participants was
curbed to be more economically sustainable.809 Particularly, activities through which
unfettered competition had led to abusive behaviour were largely eradicated.810

419

While the increased stability did not completely eliminate bank failures, it did
reduce their frequency considerably. Between 1934 and 1941, 370 bank failures
were managed by the FDIC.811 Compared to the 4,000 banks wiped out during or
immediately after the banking crisis of 1933,812 this average of 50 failures per year
almost fades into insignificance.813

420

Even after the US entered World War II, the banking sector remained fairly stable and expanded to an unprecedented level.814 Despite declining capital ratios
throughout World War II and the immediate post-war era, bank failures were virtually unheard of. Both the expansion of the banking market and the resilience of
banks despite relatively low capital can be attributed to the particularities of the
US war-time economy.815 A majority of banks’ assets were concentrated in various
forms of government obligations,816 which constitute an asset class in which loan
losses and defaults are practically non-existent.

421

Even as the economy transitioned back to a peacetime environment, low capital
ratios did not cause major concerns due to the nature of bank assets.817 Under these
highly favourable circumstances, the banking sector remained stable and mostly
avoided bank failures until the 1970s. This period of tranquillity and the banking
industry’s stability left its mark on the FDIC and its governing legislation. In 1946,

422

809

One such measure was the prohibition of interest payments on deposits by insured
banks pursuant to Sec. 110(v)(3) of the Banking Act of 1935.

810

FDIC, Brief History, 33.

811

FDIC, Brief History, 33 and 67.

812

FDIC, The First Fifty Years, 39. See also supra N 73.

813

The number of insured bank failures began to drop even further in 1942 and did not
rise again until the mid-1970s. See FDIC, Brief History, 66 et seq.

814

FDIC, Brief History, 40.

815

US banks were at the forefront of funding the war effort through their involvement in
bond programmes and purchases of government debenture. See FDIC, Brief History,
40.

816

The percentage of cash and government obligations on the asset side of bank balance
sheets reached 79 per cent by the end of 1944. See FDIC, Brief History, 41.

817

Both from a point of view of asset quality and liquidity. See FDIC, Brief History, 41.
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the fund exceeded USD 1 billion, an amount considered to be sufficient to respond
to any crisis. Therefore, the FDIC was mandated to repay the funds obtained upon
its creation from both the Treasury and the twelve Federal Reserve Banks.818
423

Reflecting both the favourable economic environment and the perceived preparedness of the FDIC, the Federal Deposit Insurance Act of 1950 overhauled the
governing framework of the Corporation. While it merely restated a majority of
the deposit guarantee provisions from the Banking Act of 1935,819 it also introduced a rebate system for bank contributions820 and simultaneously raised the coverage level to USD 10,000.821 While the rebate system did not result in a complete
stagnation of the fund’s growth,822 it did reduce the assessment revenue’s overall
importance for the FDIC. 1961, the year in which the FDIC’s investment income
surpassed its assessment revenue for the first time,823 was merely the logical consequence of the foundation laid in 1950. Moreover, the Federal Deposit Insurance
Act of 1950 opened up more approaches to dealing with troubled banks; under
818

See supra N 400. The FDIC concluded the repayment process by the end of 1948. See
FDIC, Brief History, 43.

819

Miller, Deposit Insurance, 81.

820

While banks advocated for a permanent reduction of the assessment rate, the FDIC
feared that such a move would undermine its capacity to address potential bank failures. Therefore, the implementation of a rebate system was a compromise between
the two sides. See FDIC, Brief History, 43; Calomiris/White, 178. Sec. 7(d) of the
Federal Deposit Insurance Act of 1950 stipulated that 40 per cent of the FDIC’s net
assessment income would be retained while the remainder would be rebated through
assessment credits pursuant to Sec. 7(e) of the Federal Deposit Insurance Act of 1950.
Hence, the effective assessment rate (i.e. the premia paid by the banks) dropped to
USD 0.037 per USD 100 (down from USD 0.083 per USD 100 between 1934 and
1949); see FDIC, Brief History, 43.

821

Colombo, 1246; Seward/Zaitzeff, 1710. While such an increase in coverage might
a priori constitute a contradiction to the goal of limited deposit guarantee, Randall,
701 rightfully argues that «periodic increases in maximum coverage are justified by a
growing economy’s need for transaction balances». Bradley, 10 et seq. states, that by
virtue of the raised coverage level, the FDIC could once again protect depositors as it
did in 1934 (both in terms of protection of deposits and percentage of depositors protected). However, the practical impact of the increased coverage was largely negligible
due the FDIC’s practice of merging failed banks with other institutions and, in turn,
de facto protecting all deposits of failed banks; see Miller, Unresolved Issues, 108.

822

The fund grew consistently until the mid-1980s, reaching a total of USD 18 billion in
1986. See FDIC, Brief History, 68.

823

That year’s assessment revenue was USD 73.4 million, less than the investment income of USD 73.9 million. See FDIC, Brief History, 44.
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Sec. 13(c) of the Federal Deposit Insurance Act of 1950, the FDIC could provide
«open-bank assistance» or «direct assistance» to continue the operations of a bank
in danger of failing if the institution was deemed to be essential to provide a community with adequate banking services or if its failure would result in systemic
risk by undermining public confidence.824 Hence, in contrast to the creation of a
DINB or a P&A transaction, the tool of open-bank assistance allowed the FDIC to
intervene at an earlier stage.825
During the 1960s, the scheme’s coverage level was increased twice. First, with the
passage of the Financial Institutions Supervisory Act of 1966, to USD 15,000826
and then, with the passage of the Act of 23 December 1969, to USD 20,000.827
These increases can be primarily attributed to two driving factors: (i) maintain the
competitiveness of banks828 and (ii) encourage the general public to increase their
savings.829 The decade also marked a paradigm shift regarding bank risk-taking;
banks began to engage in riskier business ventures due to both a higher cost of
funding and the psychological effect of the Great Depression fading in the minds
of bank executives.830 As a result, banks’ susceptibility to economic shocks began
to grow. However, during the 1960s, the readiness to assume greater risk did not
result in more failures.831

424

During the next decade, however, the tide began to turn. The 1970s led to a substantially altered economic environment caused by two factors: (i) the suspension of the US Dollar’s convertibility to gold by President Richard Nixon and the
subsequent Smithsonian Agreement of 1971, which effectively brought the Bret-

425

824

The FDIC only made use of this authority twice: in the case of First Pennsylvania Bank
in 1980 and in that of Continental Illinois National Bank and Trust Company in 1984.
See FDIC, Brief History, 55.

825

Bransilver, 329 et seq.; FDIC, The First Fifty Years, 94.

826

Sec. 301(a) of the Financial Institutions Supervisory Act of 1966.

827

Sec. 7(a) of the Act of 23 December 1969. See also Bradley, 12 et seqq.; Colombo,
1246.

828

Bradley, 13 et seq.

829

Bradley, 14.

830

FDIC, Brief History, 42.

831

FDIC, Brief History, 42. Nevertheless, the paradigm shift during that decade foreshadowed, in many ways, occurrences in the years to come.
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ton Woods era to an end and rendered the foreign exchange markets volatile;832
and (ii) the oil crises and the resultant accelerated inflation.833 These two external
shocks had a profound impact on the US economy in general and the banking
sector in particular.
426

Curiously, the more hostile environment did not result in a massive increase in
the number of bank failures. However, the size of the institutions that did fail was
unprecedented. The failure of Franklin National Bank, the then-20th largest bank
in the US,834 marked the largest failure of an FDIC-insured bank since Corporation’s establishment.835 The unprecedented magnitude resulted in a lengthy and
highly complex836 process of finding a solution for the failed bank. The FDIC
wanted to avoid direct disbursement due to its disruptive impact and the high
cost involved.837 Ultimately, Franklin National Bank’s deposits were assumed by
a consortium of European banks838 following a protracted process marked by prevailing regulatory restrictions839 and negotiations between regulators and potential
acquirers.840
832

Garber, 467 et seq. While these measures – dubbed «Nixon Shock» – did not formally
end the system of fixed exchange rates, they foreshadowed the eventual transition to a
system of floating exchange rates in 1973. See Bordo, Bretton Woods, 9 et seqq.

833

FDIC, Brief History, 46. See also Hammes/Wills, 501 et seqq.; McKenzie, 106 et
seqq.

834

The bank had over USD 5 billion in total assets and USD 3.7 billion in deposits. See
Barr, 301.

835

Sinkey, 780.

836

For instance, out-of-state banks were barred under the Bank Holding Company Act of
1956 (and the Bank Holding Company Act Amendments of 1970) and the McFadden
Act of 1927 from participating in the bidding process for both mergers and P&A.
Certain foreign banks, however, were not subject to these limitations, meaning that the
pool of bidders was essentially reduced to large New York banks and foreign banks.
See Edelman Spero, 137. Langevoort, 1265 et seqq. provides further details on the
nature of the McFadden Act of 1927 and references the relevant case law. On the Bank
Holding Company Act of 1956, see Aharony/Swary, Bank Holding Company Act,
841 et seqq.; Klebaner, 313 et seqq.

837

Edelman Spero, 138.

838

The European American Bank and Trust Company. See Edelman Spero, 142 et seq.

839

According to Edelman Spero, 139, there were attempts to lobby for a moratorium on
the prohibition of inter-state acquisitions under certain circumstances. However, due
to the prevailing political climate, these efforts did not come to fruition.

840

For a critical account of the efforts of the FDIC and the Federal Reserve Board to deal
with Franklin National Bank’s failure, see Oltman, 317 et seqq.
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Nevertheless, the failure of Franklin National Bank was not the sole high-profile bank failure. In Europe, the failures of Bankhaus Herstatt841 and Israel-
British Bank842 alongside the rogue trading scandal at Lloyds Bank International843
further destabilised the financial sector. Of these cases, the failure of Bankhaus
Herstatt likely had the most lasting impact on international banking regulation, as
it marked the beginning of the Basel Capital Accords.844 Nevertheless, the cases of
both Bankhaus Herstatt and Israel-British Bank – despite neither doing business
in the country845 – had a considerable impact on US law, notably regarding the
treatment of foreign bankruptcy proceedings.846

427

The two cases raised questions regarding the applicability of a provision in the
Bankruptcy Code exempting «banking corporations» from its scope. While in the
case of Israel-British Bank,847 the US Bankruptcy Court for the Southern District
of New York decided that the court had jurisdiction (i.e. Israel-British Bank did
not qualify for the exemption granted to banking corporations),848 the decision
was subsequently overturned by the US District Court for the Southern District
of New York.849 Ultimately however, the US Court of Appeals for the Second Cir-

428

841

On the failure of Bankhaus Herstatt, see Becker, Herstatt, 1290 et seqq.; Kaserer, 166
et seqq.; Mourlon-Druol, 311 et seqq.

842

Schenk, Banking Failures of 1974, 1150 et seqq.

843

Schenk, Lloyds Bank International, 105 et seqq.

844

Schenk/Mourlon-Druol, 413; Mourlon-Druol, 311. See also Goodhart, Basel
Committee, 11 and 127.

845

Bankhaus Herstatt did not have an agency, branch, office, or subsidiary in the US; its
only point of contact was Chase Manhattan Bank, which was used as a clearing house.
See Becker, Herstatt, 1291. Similarly, Israel-British Bank never had any physical
presence in the US. See Becker, Transnational Insolvency, 709.

846

Historically, US courts have been rather hostile to foreign bankruptcy proceedings
attempting to reach domestic property. Unger, 1156, refers to the US Supreme Court
decision in Harrison v. Sterry, 9 U.S. (5 Cranch) 289 (1809) as the earliest example of
this hostility. See also Honsberger, 635.

847

The dispute surrounding Bankhaus Herstatt’s failure and the treatment of its US creditors was ultimately settled. Presumably, the US Bankruptcy Court for the Southern
District of New York would have come to conclusion similar to that in the subsequent
case involving Israel-British Bank. See Nadelmann, 7 et seqq.

848

In re Israel-British Bank (London) Ltd., 1 B.R. 528 (Bankr. S.D.N.Y. 1974).

849

In re Israel-British Bank (London) Ltd., 401 F. Supp. 1159 (S.D.N.Y. 1975).
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cuit overturned the decision once again,850 sustaining the bankruptcy court’s decision.851 Despite the newly established case law on the issue, the legislator decided
to clarify the legal framework regarding the involvement of foreign bankruptcy
proceedings in the Bankruptcy Reform Act of 1978.852
429

As mentioned before, the 1970s gave rise to a new phenomenon in the US banking
business: the failure of large,853 interconnected, and internationally active banks.854
In response to this harsher climate in the banking sector, Congress decided to
amend the regulatory framework governing deposit insurance in a number of ways.

430

Sec. 102(a) of the Act of 28 December 1974 increased the coverage of the scheme
to USD 40,000.855 This measure was primarily aimed at restoring depositor confidence and encouraging Americans to place their savings as bank deposits.856
Moreover, the Financial Institutions Regulatory and Interest Control Act of 1978
850

Israel-British Bank (London) Ltd. v. FDIC, 536 F.2d 509 (2d Cir. 1976), 513 and 515.
The court argued that the exemption’s rationale was based on the existence of special
regulations and supervision through US authorities; in the case of Israel-British Bank,
which was not doing business in the US, these two preconditions did not apply, rendering the institution ineligible for the exemption and resulting in the bankruptcy court
having jurisdiction in that particular case.

851

In a similar case involving a Swiss bank, the court upheld its decision in the Israel-
British Bank case. See Banque de Financement v. First National Bank of Boston, 568
F.2d 911 (2d Cir. 1977).

852

Unger, 1167 et seq. In particular, the terminology surrounding the «banking corporations» exemption was addressed in the act; see Honsberger, 639. However, the issue
of a resolution of a transnational bank and, more specifically, the question of favouring
a single-entity approach or a segregation of local assets as well as that of over the treatment of foreign deposits remained contested; see Curtis, 255; Bliss, Large Complex
Financial Organisations, 3 et seqq.

853

For a list of the ten largest failures of FDIC-insured banks until 1976, see Sinkey, 780.

854

Nurisso/Prescott, 1 et seqq. traces the origins of the issue of «too big to fail» (TBTF)
to this decade, even though the term has gained notoriety during and following the Financial Crisis of 2007/2008. See also Bordo, Market Discipline, 172; Herring, 101.
See, however, Kaufman, Too Big to Fail, 156; Moosa, 320, identifying the failure of
Continental Illinois National Bank and Trust Company in 1984 as the origin of TBTF
in its modern sense.

855

This amount was a compromise figure; the Senate favoured a more modest increase
to USD 25,000 while the House of Representatives advocated for an increase to
USD 50,000. See Bradley, 15.

856

Bradley, 16 et seq. states that, following the two high profile failures of Franklin
National Bank and US National Bank of San Diego, the level of confidence was at its
lowest since the Great Depression.
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included a provision in Sec. 1401(a) that afforded a privileged treatment to certain pension plans;857 these funds benefitted from an increased coverage level of
USD 100,000.858
The International Banking Act of 1978 enhanced deposit insurance coverage from
a qualitative point of view, as it changed the fundamental mechanics of foreign
banking in the US. Prior to 1978, foreign banks operating in the country were ineligible for deposit insurance. Moreover, a plethora of federal regulations pertaining
to domestic banks did not apply to foreign banks, which were chartered and regulated entirely in the realm of state law.859 Consequently, considerable discrepancies
emerged between the regulatory treatment of domestic banks and that of foreign
banks.860 Arguably, these discrepancies resulted simultaneously in a competitive
advantage and disadvantage for foreign banks.861 The International Banking Act
of 1978 addressed these issues by (i) enabling agencies or branches862 of foreign
banks to obtain863 a federal charter,864 (ii) subjecting foreign banks to the same

857

The privileged treatment applied to Individual Retirement Accounts (IRAs) and Keogh
plans. See FDIC Advisory Opinion 82-1.

858

FDIC, The First Fifty Years, 69.

859

Skigen/Fitzsimmons, 58.

860

One such instance occurred during the bidding process for the failed Franklin National
Bank’s assets; the ultimately successful bid by a European consortium of banks was
considerably favoured, as domestic banks from outside New York were effectively
barred from participating in the process due to the restrictions on interstate branching.
See supra N 426.

861

McMahon, 155 et seqq.

862

The main difference between the terms «agency» and «branch» lies in the ability to
accept deposits from US citizens or residents; only branches were permitted to accept
such deposits. See Sec. 1(b)(1) and (3) of the International Banking Act of 1978. This
differentiation was inherited from pre-existing state laws. See Glidden/Shockey, 67.

863

This includes charter conversions.

864

Thus, the provisions pertaining to the issuance of federal charters effectively opened
the dual banking system to foreign banks – with all the resulting advantages and disadvantages of that particular system. Foreign banks thenceforth had additional means of
entering the US market and the most suitable charter depended on a myriad of factors.
See Skigen/Fitzsimmons, 60 et seq. See also Glidden/Shockey, 65 et seqq. for a
detailed account of the intricacies of charter considerations for foreign banks.
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restrictions on interstate business operations as domestic banks,865 and (iii) extending the eligibility for FDIC insurance.866
432

Sec. 6 of the International Banking Act of 1978 enabled foreign banks to obtain
FDIC insurance.867 However, federal branches868 of foreign banks were required
to obtain insurance to engage in «domestic retail deposit activities».869 Considering that taking deposits from citizens and residents is the unique feature that
distinguishes branches from agencies, the wording of Sec. 6(a) of the I nternational
Banking Act of 1978 meant that virtually all federal branches would be subject
to the deposit insurance requirement.870 Consequently, foreign branches were
subject to all regulatory requirements emanating from insurance status.871 How
ever, in certain cases, the applicable regulations differed from those pertaining
to domestic banks due to the distinctly more complex nature of foreign banks.872

433

Overall, the 1970s intensified financial regulation regarding deposit insurance in
the US due to a combination of increased market volatility, the growing size of
865

The relative absence of restrictions on the operation of full-service facilities in more
than one state was perceived as one of the most important competitive advantages of
foreign banks. With the extension of the interstate branching restrictions, foreign banks
were forced to resort to the same remedies as domestic banks – most notably so-called
Edge Act corporations. See Hablutzel/Luiz, 150; Segala, 18; Skigen/Fitzsimmons,
61 et seqq. For an in-depth discussion of the formation and usage of Edge Act corporations by foreign banks, see McPheters, 593 et seqq.

866

Skigen/Fitzsimmons, 64 et seqq.

867

Aharony/Saunders/Swary, 496.

868

This approach was similar to that towards state branches, as Sec. 6(b) required them to
insure their deposits if domestic banks chartered in the state were also subject to such
a prerequisite. Thus, state branches of foreign banks became subject to FDIC insurance in all but three states (i.e. North Carolina, Texas, and Washington). See Glidden/
Shockey, 70.

869

The term was, in turn, defined as the initial acceptance of deposits under USD 100,000.
This was a rather crude definition, as it left several questions – particularly regarding a
subsequent undercut of the threshold – unanswered. See Skigen/Fitzsimmons, 64.

870

However, the protection would only extend to deposits payable in the US to citizens or
residents unless the FDIC prescribed otherwise. See Skigen/Fitzsimmons, 66.

871

See McMahon, 167. Nevertheless, the foreign bank itself remained outside the FDIC’s
jurisdiction.

872

The most notable example is the International Banking Act of 1978’s requirement that
foreign banks deposit bonds or assets to offset uncertainties in case the bank could not
fulfil its assessment obligation. See McMahon, 167; Segala, 20; Skigen/Fitzsimmons, 65 et seq.
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banks, and the unprecedented interlinkages with foreign markets, in the form of
both foreign banks establishing a presence in the US and foreign banks engaging
in business ventures that resulted in contact points with the US financial sector.
Moreover, the decade marked a departure from the stable and relatively calm era
following the FDIC’s creation and the beginning of a path that would lead deposit
insurance towards more turbulent waters

2.

The 1980s and the Savings and Loan Crisis

While the 1960s and 1970s were already marked by deregulation and turbulence in
the financial sector, the next decade would not bring stability back to the industry.
In fact, both deregulation and turbulence intensified.873

434

During the 1980s, the savings and loan sector of the US financial industry came
under heavy pressure; its performance gradually worsened until the deteriorating
market environment culminated in the Savings and Loan Crisis – the first severe
financial crisis since the Great Depression.874 Due to the fragmented nature of
the US banking sector, the crisis did not immediately concern commercial banks
whose depositors were protected by the FDIC. Nevertheless, the crisis would
bring profound change to the regulatory and supervisory landscape, and thus have
an important impact on the FDIC.

435

The roots of the savings and loan industry date back to 1831. Its original purpose
was to serve as a vehicle to further the acquisition of homes by having a group
of local people pool their resources so that they (or just a number amongst them)
could gain access to the necessary funds.875 The mutual aspect of the original savings and loan associations meant that only the local group would own the institution and that the institution would only provide loans to those in the group.876
This business model stands in sharp contrast to those of commercial and mutual
savings banks, which did not have such restraints.877 Since shareholding members

436

873

See also Morris, 438.

874

Cebula, Evaluation, 154.

875

Barth, 9.

876

Barth, 9 et seq. Moreover, early savings and loan institutions usually operated only
until each shareholder member had the opportunity to acquire a home.

877

While commercial banks or mutual savings banks could offer services catering to the
acquisition of housing, they generally abstained from entering that market. See Barth,
10.
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could not, at least not on short notice, withdraw their funds, savings and loan associations rarely suffered from maturity mismatches, contributing to their success.
437

As stated above, savings and loan associations have been distinct from banks for
most of their existence;878 consequently, their regulatory and supervisory regime
was distinct – albeit not too different – from the one applicable to banks. Mirroring the regulatory changes in the banking sector during the Great Depression
and the New Deal era,879 new regulatory frameworks were enacted for savings
and loan associations in the 1930s. To counter the reduced availability of funds
for housing purposes, the Federal Home Loan Bank Act of 1932 was enacted.
The act established the Federal Home Loan Bank System880 with the purpose of
facilitating the access of member institutions to reliable funding during times of
turbulence, thereby promoting home ownership.881 Moreover, the Home Owners’
Loan Act of 1933 – aside from its main goal of encouraging home ownership882
by facilitating the refinancing of existing mortgages in crisis scenarios through the
Home Owners’ Loan Corporation (HOLC)883 – allowed the FHLBB to charter and

878

The differences between the two would only gradually diminish amid the period of
deregulation in the 1970s and early 1980s.

879

Even though the savings and loan industry was not hit with the same severity as the
banking sector, the crisis still had an impact on savings and loan associations, as the
flow of funds into housing was curtailed. See Barth, 14 et seq.

880

For information on the Federal Home Loan Bank System, see Adams/Peck, 833 et
seqq.

881

Barth, 15. The Federal Home Loan Bank System consisted of twelve regional Federal Home Loan Banks and the Federal Home Loan Bank Board (FHLBB). Hence, its
structure strongly resembled that of the Federal Reserve System.

882

In pursuit of the same goal of encouraging home ownership (albeit with differences
in their modus operandi), several further institutions were subsequently established:
Fannie Mae in 1937, the Government National Mortgage Association (GNMA, commonly known as Ginnie Mae) in 1968, and Freddie Mac in 1970. On the philosophical
differences between the HOLC and Fannie Mae, see Fishback et al., 1782 et seqq.;
Carrozzo, 41.

883

However, the existence of favourably termed government loans incentivised many
borrowers to deliberately default on their existing loans in order to qualify. See Barth,
16.
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regulate savings and loan associations on the federal level.884 The third step in establishing federal regulatory and supervisory oversight over the savings and loan
industry was undertaken in 1934 when Congress passed the National Housing Act
and created the Federal Savings and Loan Insurance Corporation (FSLIC).885 Due
to the vastly different business models of banks and savings and loan associations
at the time and the different nature of the «deposits» placed in the two groups of
depository institutions,886 Congress established a separate scheme instead of just
extending FDIC coverage to savings and loan associations.887
The newly established FSLIC was administered by the FHLBB and, as with
the FDIC, membership was required for federally chartered institutions while
state-chartered institutions could become members on a voluntary basis.888 In most
regards, the two schemes’ designs were very similar if not identical. Major differences between the two were (i) the assessment of premia, particularly FSLIC’s
ability to levy additional premia, (ii) the admission fee for new FSLIC members;
and (iii) the different maximum amounts for auxiliary borrowing.889

884

The creation of federal charters for savings and loan associations under Sec. 5 of the
Home Owners’ Loan Act of 1933 essentially replicated the dualism that had existed
for commercial banks since the enactment of the National Bank Act of 1863. However,
federal savings and loan associations were prohibited (as were state-chartered institutions) from providing mortgages outside their local communities, since Sec. 5(c)
of the Home Owners’ Loan Act of 1933 limited the geographical scope of a federally
chartered institution to a radius of 50 miles from the institution’s «home office».

885

Barth, 16 et seq.

886

The nature of a deposit in a commercial or mutual savings bank consists of a claim of
the depositor against the bank (and a liability for the latter). The situation in a savings
and loan association is different; through the deposit, the depositor actually assumes
shares of ownership in that institution. Nevertheless, the balance sheet of the savings
and loan association still marks the deposit as a liability – very much like a bank. See
Earnest/Andrews, 77 for a detailed account of the characteristics of deposits and
share accounts.

887

Earnest/Andrews, 76.

888

Barth, 16.

889

Earnest/Andrews, 78 et seqq.
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439

The competencies to resolve troubled or failed institutions were virtually identical.890 Both had the statutory authority to act in a preventive manner by providing
loans to a troubled institution or facilitating the purchase of its assets; in those
cases, they would not only protect depositors up to the statutory coverage level
but all depositors irrespective of the amount deposited.891 Furthermore, both the
FDIC and FSLIC necessarily became involved once an institution formally failed
or defaulted.892 In such a situation, the schemes may either reimburse depositors
through direct payment or by making funds available through another insured
institution.893

440

As a result of the volatile interest rates during the late 1970s and early 1980s, the
business models of savings and loan associations came under severe pressure.894
The environment became even more hostile due to the recession in 1981–1982895
and the declining oil prices,896 with the latter leading to a regional economic shock
in the Southwest.897 At the same time, most savings and loan associations were
essentially confined898 to the role of accruing deposits to fund home mortgages.
890

However, the narrower understanding of when a savings and loan association defaults
compared to the failure of a bank (i.e. banks may close for purposes other than liquidation) has led to some practical differences between the two. See Earnest/Andrews,
77 et seq.

891

Earnest/Andrews, 83 et seq.

892

For a bank, the FDIC needed to step in as soon as the bank was closed for the purpose
of liquidation by its appropriate supervisory authority. Similarly, FSLIC was required
to intervene as soon as a court or another public authority had determined the institution’s default. See Earnest/Andrews, 83 et seq.

893

Earnest/Andrews, 83. The terminology in cases of a transfer to another depository
institution varies; transferred accounts are referred to as either «deposit accounts» (for
commercial banks and mutual savings banks) or «share accounts» (for savings and
loan associations).

894

Barth, 38.

895

B. Friedman, 51 et seqq.

896

Barth, 40.

897

Cebula, Savings and Loan Failures, 621; Lamm/O’Keefe, 293 et seqq.

898

Despite the tacit liberalisation during the 1960s (e.g. allowing federal savings and
loan associations to make loans for educational expenses, extending the geographical
scope of operations to 100 miles, permitting institutions to lend in major urban areas
outside of the institution’s geographical range, and enabling federal savings and loan
associations to lend towards mobile homes and vacation homes). Moreover, federal institutions were granted permission to issue most types of securities (other than capital
stock). See Barth, 21.
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In other words, the institutions relied on the spread between the interest rates of
mortgages and the interest rates on deposits.899
In order to address the reliance of savings and loan associations on the interest
rate spread, Congress passed legislation to ease the strict institutional design constraints.900 First, the Depository Institutions Deregulation and Monetary Control
Act of 1980 (DIDMCA) enabled federal savings and loan associations to enter
a number of new business fields (e.g. offering credit card services, investing in
consumer loans and commercial paper, and offering mortgages without geographic restrictions).901 Moreover, the DIDMCA heralded the end of Regulation Q and
its limitations on the interest rates that depository institutions were allowed to
offer.902 Simultaneously, the DIDMCA raised the coverage level for deposit insurance (of both the FDIC and FSLIC) from USD 40,000 to USD 100,000, reassuring
depositors that they would not lose their savings and strengthening confidence in
the financial sector.903 Doubling down on the DIDMCA’s deregulation, the Garn–
St. Germain Depository Institutions Act of 1982 further liberalised the limits on
consumer loans, commercial loans, and commercial mortgages.904 Moreover, the
FHLBB further loosened the regulatory regime on the savings and loan industry.905

899

Barth, 38.

900

Around the same time, state legislators enacted similar liberalisation policies for the
savings and loan associations chartered by their states. See Barth, 40.

901

Barth/Bradley, 232 et seq.

902

Hall, 49. The demise of Regulation Q began in the late 1970s and continued gradually until the abolition of all interest rate ceilings by the DIDMCA; see Gilbert, 31.
The abolition of interest rate ceilings was based on the competitive disadvantage of
depository institutions compared to money market mutual funds and similar products
that were not subject to Regulation Q. However, the prohibition of interest on current
accounts was left intact by the DIDMCA; it was only abolished in the wake of the
Financial Crisis of 2007/2008.

903

However, the FDIC’s preferred way of dealing with troubled banks has de facto
protected depositors irrespective of the amount deposited. See Miller, Unresolved
Issues, 108.

904

Barth/Bradley, 233. For an overview of the deregulation of the savings and loan
industry in the context of the era’s general tendency towards deregulation, see Steinreich, 158; Davison, Banking Legislation, 91 et seqq.

905

Barth/Bradley, 234 et seqq.
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442

On the one hand, the deregulation of the savings and loan industry was necessary
to attain a more level playing field between banks and savings and loan associations.906 On the other hand, however, the timing of these efforts was unfortunate.
The industry was already in deep crisis and many institutions were already no
longer viable.907 The new business avenues exposed the industry to even more
competition – both between different savings and loan associations as well as between savings and loan associations and banks due to the diminished differences
between the two groups.908 The exacerbated competition and the crisis in the industry resulted in a massive wave of consolidation throughout the 1980s.909

443

Aside from the intensified competition in the market, the deregulation through
the DIDMCA and the Garn–St. Germain Act of 1982 exacerbated the pre-existing
crisis in yet another way. Many of the virtually insolvent (or GAAP-insolvent)
institutions seized their newly gained abilities to engage in high-risk business opportunities.910 While a deposit guarantee scheme disincentivises depositors from
running on a bank (or any depository institution), it has the adverse effect that
depositors protected by the scheme cease to impose market discipline, creating
a moral hazard. This loss of market discipline paired with government failure to
impose discipline in lieu of depositors911 incentivised – if not encouraged – cer-

906

See Moysich, 181 et seqq. for an account of the impact of the DIDMCA and the Garn–
St. Germain Act of 1982 on commercial banks.

907

However, this fact was concealed to some extent, as the FHLBB allowed its supervised
institutions to opt for a so-called «regulatory accounting principles» (RAP), which
were in some respects more lenient, and thus in violation of «generally accepted accounting principles» (GAAP). See Hill/Ingram, 667 et seqq. for a discussion of the
divergence between RAP and GAAP and its impact on the industry.

908

Barth, 45.

909

Barth, 29 states that from 1980 to 1989, the number of savings and loan associations
shrunk from approximately 4,000 to 2,900.

910

Amongst other practices, such institutions tried to attract depositors by offering
above-market interest rates – a practice that became possible only after the demise of
Regulation Q. Ultimately, this unfettered competition resulted in the very moral hazard
problem that Regulation Q sought to prevent.

911

Barth, 47; Buser/Chen/Kane, 59. This failure mainly stemmed from an overly lenient approach to owner-contributed equity capital. See also Kane, Gathering Crisis, 15
for further instances of moral hazard-fuelled excessive risk-taking during that era.
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tain institutions to «gamble for resurrection».912 Ultimately, this gamble got out of
hand at numerous institutions,913 resulting in outright fraudulent practices.914
The resultant toxic cocktail paved the way for the failure of numerous savings and
loan associations throughout the 1980s. Furthermore, many institutions essentially
failed but were kept alive by lenient accounting requirements.915 FSLIC attempted to react to the crisis using five approaches against insolvent savings and
loan institutions: (i) liquidation, (ii) assisted mergers, (iii) supervisory mergers,
(iv) stabilisation, and (v) management consignment programmes.916 Between 1980
and 1988, FSLIC resolved hundreds of institutions.917 However, the sheer magnitude of the crisis and the financial burden on the Corporation thwarted the process918 and allowed several «zombie» institutions to remain open.919 The massive
number of resolutions resulted in a dramatic drain of funds available to FSLIC, as
the Corporation usually needed to bear the cost of an institution’s failure. Accordingly, the size of the fund declined until 1987, when the US Government Accountability Office (GAO) declared FSLIC insolvent.920 At that point, the Corporation’s

912

Barth, 46 et seq. On the behavioural aspect of this pattern, see Gropper/Beard, 607
et seqq.

913

Pontell/Calavita, 217 dubbed it a «criminogenic environment». Similarly, Zimring/
Hawkins, 248 acknowledged criminal behaviour as a contributing factor but not as the
root of the crisis.

914

The pattern of such practices can be categorised into three forms: (i) illegal risk-taking, (ii) collective embezzlement, or (iii) cover-up. See Pontell/Calavita, 203. For
a taxonomy of fraudulent practices at savings and loan institutions, see GAO, Thrift
Failures, 50 et seqq.

915

Kane, Bush Plan, 40 considers this to stem primarily from a lack of (political) will at
the part of the government authorities concerned.

916

Barth, 31. Approaches (i)–(iii) were final while the latter two were only temporary.

917

Barth, 31 states that 78 institutions were resolved through liquidation, 411 through
assisted mergers, and 333 through supervisory mergers; moreover, management consignment programmes were launched in 77 cases, and institutions were stabilised
in 18 cases.

918

The institutions resolved during the 1980s had reported their insolvencies for years
before FSLIC took the necessary measures to resolve them. See Barth, 62.

919

Kane, Deposit Insurance Mess, 455.

920

See Garcia, FSLIC, 727 et seqq. for further information on FSLIC’s insolvency.
173

444

Chapter 4

Deposit Guarantee in the United States

reserves had reached a negative balance of more than USD 6 billion.921 At the same
time, there were 462 GAAP-insolvent institutions still awaiting resolution.922
445

For the first time since the Great Depression, the deposit insurance schemes in
the US faced a systemic crisis. Both the FDIC and FSLIC faced extremely high
rates of failure amongst insured institutions.923 The crisis revealed design flaws in
the schemes which undoubtedly aggravated the crisis. Particularly in the case of
FSLIC, the moral hazard stemming from depositor coverage and the simultaneous
absence of regulatory discipline provided institutions in distress with an incentive
to engage in high-risk transactions – knowing that the cost of failure would be
externalised on the deposit insurer and, in consequence, taxpayers.

446

Ultimately, neither the moral hazard posed by the flawed design of a deposit insurance scheme nor any other factor can be singled out as the sole culprit. While the
foundations of the crisis were laid years prior by a volatile interest environment
and an overly rigid institutional design, the outbreak of the crisis was caused by
a combination of hasty deregulation in the absence of simultaneous reform of the
regulatory and supervisory mechanisms, increasing competition, moral hazard924
and the «gamble for resurrection», as well as the fraudulent behaviour of numerous institutions. To complicate things further, there were significant disparities in
the magnitude of the crisis across the US, showing that, to a certain extent, the
vicious cycle was propagated by local (or regional) economic conditions.925

921

Brumbaugh, 51. At the beginning of the decade, FSLIC’s reserves amounted to approximately USD 6.5 billion, underlining the dramatic nature of the Corporation’s
financial difficulties.

922

Brumbaugh, 51.

923

For an overview of the number of bank failures during that period, see FDIC, Brief
History, 50.

924

Comparing the 1980s to the 1930s in terms of deposit insurance-induced moral hazard
in the savings and loan industry, Grossman, Deposit Insurance, 800 et seqq. concludes
that the flaws leading to the moral hazard in the 1980s had existed since 1930 but had
never produced the effect witnessed during the Savings and Loan Crisis.

925

The Southwest (especially Texas) was hit particularly hard during the crisis due to
declining oil prices and a subsequent deterioration of the real estate market (which,
in turn, led to a deterioration of asset quality). See Barth, 98; O’Keefe, 1 et seqq.
For an in-depth discussion of the impact of the crisis in the Southwestern US and the
so-called «Southwest Plan» to resolve Texan institutions on a consolidated basis, see
Horvitz, Southwest Plan, 146 et seqq.
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3.

Overhaul of the System – FIRREA and FDICIA

During the Savings and Loan Crisis, the US financial industry was severely hit;
its magnitude was surpassed only by that of the Great Depression.926 The crisis resulted in a plethora of reform proposals from both scholars and lawmakers encompassing different approaches and various degrees of radicalism. Benston/Kaufman summed up the most seriously considered proposals as follows: (i) ending
government-mandated deposit insurance,927 (ii) significantly reducing coverage
but maintaining government-mandated deposit insurance, (iii) re-regulating deposit interest rates and (re-)imposing further restriction on loans and investments,
(iv) adopting narrow, or «fail-safe», banking, (v) charging risk-based deposit insurance premia, and (vi) implementing a framework to ensure structured and early
intervention.928

447

The regulatory response to the crisis came in two parts. First, to address the shortcomings of the regulatory framework, Congress passed the Financial Institutions
Reform, Recovery, and Enforcement Act of 1989 (FIRREA), which re-designed
various aspects of the financial regulatory framework in general and the regulation, supervision, and deposit insurance of savings and loan institutions in particular. Second, the legislator passed the Federal Deposit Insurance Corporation
Improvement Act of 1991 (FDICIA), which overhauled the regulatory framework
further.

448

Together, the two pieces of legislation resulted in the first systematic attempt to
adapt the deposit insurance framework, which was clearly being outpaced by the
evolving business environment following the demise of the Bretton Woods system
and the deregulation of the late 1970s and the early 1980s. Consequently, FIRREA

449

926

For a detailed analysis of the economic effects of the Savings and Loan Crisis, see
CBO, 29 et seqq.; Curry/Shibut, 29 et seqq. See also Field, 65 et seqq., discussing the
costs of the crisis and comparing them to those of the Financial Crisis of 2007/2008.

927

See Merton/Bodie, 6. This would be done either by replacing the FDIC with a system
of cross-guarantees amongst depository institutions or with a private scheme. The latter approach might appear surprising and even somewhat ironic given the poor track
record of private schemes in several states during the crisis that led state legislators to
require institutions chartered in their states to mandatorily seek federal deposit insurance (which was previously at the discretion of the individual institution); see English, 64 et seqq.

928

See Benston/Kaufman, Risk and Solvency Regulation, 29 et seqq. See also US Department of the Treasury, Financial System, 11 et seqq. for a somewhat similar
taxonomy of reform proposals and a more in-depth discussion thereof.
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and FDICIA resulted in the most substantial overhaul of the deposit insurance
framework in the US by incorporating the lessons learnt during the Savings and
Loan crisis.
3.1

FIRREA

450

Due to its enactment in 1989, FIRREA can be considered a direct answer to the
Savings and Loan Crisis.929 In its analysis of the crisis, the Bush administration
identified two culprits: (i) the inability of the management of savings and loan
institutions (or sometimes outright fraudulent behaviour) and (ii) the hasty deregulation without adequate safeguards.930 The legislator’s focus on these factors may
have been, at least to some degree, due to political pressure – particularly after repeated instances of highly publicised cases of fraudulent behaviour amongst thrift
managers.931 To achieve its goals of restoring public confidence in the financial
industry (especially the savings and loan industry), bolstering the system of affordable housing finance, and dealing with the hundreds of failed (under both RAP
and GAAP) institutions, FIRREA adopted a multi-pronged approach.

451

This approach consisted of the following measures: (i) adjustments to the regulatory structure, (ii) resolution of the insolvent savings and loan institutions,
(iii) expansion of funding for affordable housing, (iv) imposing restrictions on the
savings and loan industry, and (v) enhanced enforcement and supervision.932

452

The following assessment of FIRREA shall focus on the changes in the financial
regulatory landscape and their implications for deposit insurance.

929

The Competitive Equality Banking Act of 1987 attempted to deal with the intensifying crisis in the savings and loan industry by providing a funding plan that did not
involve taxpayer money, enabling FSLIC to create a Financing Corporation (FICO)
and issue FICO bonds for additional funding. See Barth/Bradley, 234; Huber, 293 et
seqq. However, the measure was largely unsuccessful due to the absence of a Treasury
backing and the resultant «premium» FSLIC had to pay to attract investors; see Kane,
FSLIC, 42.

930

See Kane, Deposit Insurance Mess, 452, who fiercely criticised the scope of the reform
as too narrow. For a similar argument, see Gail/Norton, 1104 et seq.

931

Gail/Norton, 1106.

932

Barth, 80 et seqq. See also Gail/Norton, 1107 et seq.; Kane, Deposit Insurance
Mess, 455; Providenti, 325 et seq. For a comprehensive summary of the different
components of FIRREA, see Gail, 225 et seqq.
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a

Changes to the Regulatory Landscape

Amongst the changes introduced by FIRREA, its adjustments to the regulatory
landscape and overhaul of the deposit insurance system had the furthest-reaching
impacts. Since FIRREA was enacted as a direct response to the havoc caused by
the Savings and Loan Crisis, its regulatory overhaul focused on thrift regulators.

453

Given its troubled past decade and poor record during the crisis, Congress disbanded FSLIC and transferred its responsibilities to the FDIC.933 As a result, the
administration of deposit insurance for both banks and thrifts was consolidated
under the auspices of the FDIC. Nevertheless, deposit insurance funding remained
separate.934 The newly established Savings Association Insurance Fund (SAIF) became the successor to FSLIC while the Bank Insurance Fund (BIF) was to provide
deposit insurance for banks.935

454

Furthermore, the FHLBB was abolished and replaced in its chartering capacity by
the Office of Thrift Supervision (OTS). While the OTS was designed to be operationally independent, it fell under the general supervision of the US Department of
the Treasury.936 Interestingly, the tradition of modelling thrift regulators after their
bank counterparts was retained, as the OTS shared many traits with the OCC.937
Simultaneously, the Federal Housing Finance Board (FHFB) replaced the FHLBB
as the regulator and supervisor of the then-twelve938 FHLBs.939

455

Lastly, FIRREA created the Resolution Trust Corporation (RTC) to manage the
fallout of the Savings and Loan Crisis and, in particular, to resolve the failed savings and loan associations and their «zombie» peers that were artificially kept

456

933

Barth, 80; Malloy, Bank Regulatory Policy, 2036.

934

Laderman, 1.

935

The BIF was, in fact, the continuation of the Permanent Insurance Fund, which had
been in place since the 1930s. See Gail/Norton, 1114.

936

Gail/Norton, 1109. Ironically, nearly two decades later, the OTS would suffer the
same fate as the FHLBB in the aftermath of the Financial Crisis of 2008/2009; see
Donelson/Zaring, 1777 et seqq.; infra N 538 et seqq.

937

Barth, 80. The major exception was that the OTS had jurisdiction over both federally
chartered and state-chartered institutions, unlike the OCC, whose jurisdiction extended
solely to federally chartered institutions.

938

Subsequently, the FHLB of Seattle and the FHLB of Des Moines merged, reducing the
number of FHLBs to eleven.

939

Barth, 81.
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alive due to FSLIC’s inability to process their resolution.940 Moreover, the RTC
was tasked with the management of the assets of the Federal Asset Disposition
Association (FADA). However, the RTC would not actually fulfil either task on its
own; instead the FDIC acted as the RTC’s «exclusive manager».941 In its dealings
with failed thrifts, the RTC was designed to have the same capacities in its role as
conservator or receiver942 as the FDIC.
b
457

Implications for Deposit Insurance

While deposit insurance for both banks and thrift came under the purview of the
FDIC, the maintained separation between the two funds had a number of practical
implications. First, with regard to membership, any thrift that was FSLIC-insured
prior to its demise was automatically admitted to the FDIC and automatically had
its deposits covered by the SAIF. New members were, however, subject to examination by the FDIC, which could deny membership. Second, both the BIF and the
SAIF had to be (re-)built to provide meaningful coverage to depositors. To this
end, FIRREA stipulated a designated reserve ratio (DRR) of 1.25 per cent of insured deposits.943 The FDIC was granted the authority to raise the DRR further to
1.5 per cent of insured deposits if it determined that such a measure was warranted in view of potentially higher losses in the future.944 Third, the corresponding
premia for the two funds were adapted to attain the stipulated DRR. The long-term
goal was to achieve an assessment rate applicable to both funds of 0.15 per cent of
insured deposits. However, this goal was not reached until 1998; meanwhile, the
940

Sec. 501(a) of FIRREA tasked the RTC with managing and resolving all savings and
loan associations for which a conservator or receiver was appointed between 1 January
1989 and 9 August 1992.

941

Sec. 501(a) of FIRREA. See also Gail/Norton, 1122.

942

The conservatorship is used when the FDIC intends to operate the institution as a
going concern, meaning that the institution still exists at the termination of the conservatorship. On the other hand, the receivership ends with the liquidation of the failed
institution. See Carnell/Macey/Miller, 409 et seq. for a discussion of the distinction
between the purposes of conservatorships and receiverships.

943

Sec. 208 of FIRREA. See also Barth, 82; Gail/Norton, 1115. The stipulated DRR
was applicable to both BIF and SAIF.

944

Sec. 208 of FIRREA. However, the legislator intended for the FDIC to make use of
this measure only under extraordinary circumstances; see Gail/Norton, 1115. Subsequently, however, the 1.5-per-cent upper limit was no longer mentioned in FDICIA
or the Deposit Insurance Funds Act of 1996, shifting the DRR towards a hard target of
1.25 per cent of estimated insured deposits; see Ellis, 4; Eisenbeis/Kaufman, 539.
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premia to the SAIF were considerably higher than those to the BIF.945 Again, the
FDIC was granted discretion to increase premia contributions and reimburse its
member institutions once the DRR was attained.946
This last measure resulted in protracted unequal treatment between banks and
thrifts. Considering that banks paid substantially lower premia contributions for
almost a decade, the incentive for thrifts to try to «switch» into the BIF was enormous. To prevent a massive run on BIF membership, which would leave the SAIF
virtually deserted and underfunded, Congress drastically restricted the ability to
convert charters. Generally, conversion transactions947 were subject to a five-year
moratorium and had to be approved by the FDIC under the restraints pursuant to
Sec. 206(a)(7) of FIRREA.948 Moreover, any such conversion transaction would
result in mandatory exit and entrance fees payable to the respective deposit insurance fund.949 By implementing these relatively harsh measures against conversion transactions, the legislator aimed to offset any potential financial incentive to
switch between insurance funds – particularly switching from SAIF to BIF.

458

However, not all conversions were restricted or prohibited under FIRREA. First,
a thrift was legally allowed to switch charter to a commercial bank, provided it
retained its membership in the SAIF until the end of the moratorium.950 Second,
bank holding companies were allowed to merge assets of a thrift under their con-

459

945

This disparity can be easily explained by the comparatively bad shape of the thrift
industry and the resulting need to build up the fund until the DRR. For an overview of
the diverging assessment rates, see Gail/Norton, 1115.

946

Gail/Norton, 1116.

947

Such a transaction is characterised by (i) a change in insurance fund membership status, (ii) a merger or consolidation between a BIF member and an SAIF member, or
(iii) an assumption of deposit liabilities or the transfer of any asset in consideration for
the assumption of any deposit liabilities by a BIF member and SAIF member (or vice
versa). See Gail/Norton, 1119.

948

Approval may be granted if the conversion transaction only affects an insubstantial
portion of an institution’s deposits or if it involves the acquisition of a BIF or SAIF
member in default (or in danger thereof) and the estimated benefits to the affected fund
are at least equal to the fund’s loss of premia income for the remainder of the moratorium. See Gail/Norton, 1119.

949

For an institution to leave the SAIF and become a BIF member, it must first pay an exit
fee to the SAIF and subsequently an entrance fee to the BIF.

950

Such a charter conversion is known as a «Sasser transaction» – named after Senator
James Sasser. See Subcommittee on Financial Institutions and Consumer Credit, 189.
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trol with a bank subsidiary – again, so long as the deposits transferred remained
subject to SAIF premia.951 In the latter case, a reverse scenario (i.e. a savings and
loan holding company merging assets of a bank subsidiary under its control with
a thrift subsidiary) was also feasible.952
460

Therefore, FIRREA did not reduce the complexity of deposit insurance; instead,
it added more confusion, as the link between an institution’s charter and its deposit insurance fund membership was to some extent severed.953 A thrift institution
could convert into a bank and become subject to bank regulation while all aspects
pertaining to deposit insurance would still be treated as if it was in possession of
a thrift charter. However, as the regulations for both kinds of financial institutions
were generally converging, these discrepancies were somewhat mitigated. Nevertheless, in some respects, notably premia assessments, there were still considerable differences, which was inevitable given the different financial situations of the
banking industry and the thrift industry at the time.

461

Moreover, the narrow scope of FIRREA meant that the most urgently needed adaptation to the scheme – the introduction and implementation of risk-based premia
assessments – was barred by statute.954 While Sec. 220(b)(1) of FIRREA called
for a detailed report on the feasibility of risk-based premia, it also prevented the
implementation of such a funding mechanism without congressional approval.955

462

Lastly, from a procedural point of view, FIRREA diminished the differences in
dealing with failing institutions. This step towards convergence is a direct result
of the structural changes to deposit insurance that gave the FDIC a dual-role of

951

Such a transaction is known as an «Oakar transaction» – named after Representative
Mary Rose Oakar. See Subcommittee on Financial Institutions and Consumer
Credit, 189.

952

Consequently, this type of transaction was dubbed a «reverse-Oakar transaction». See
Subcommittee on Financial Institutions and Consumer Credit, 189.

953

From the viewpoint of a retail bank or thrift depositor, the questions arising from the
new circumstances were somewhat concealed by the fact that insured institutions,
both thrifts and banks, were required to display a sign stating that deposits up to
USD 100,000 per depositor are protected by the «full faith and credit of the United
States» – without any reference to the agency or the respective deposit insurance fund.
See Sec. 221(1) of FIRREA stipulating the requirements regarding the insurance logo.

954

The call for risk-based premia was a recurring feature of scholarly analyses of the savings and loan crisis. See Adler/Ferguson, 55; Barth/Bradley, 256; L. White, 21.

955

See Gail/Norton, 1116.
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handling the failures of both banks and thrifts.956 Overall, the procedural aspect
of FIRREA provided the FDIC with far-reaching powers when acting as conservator or receiver and shielded it from litigation to ensure the timely handling of
its cases. However, these powers were not necessarily new. For instance, the socalled «D’Oench doctrine»957 had applied since 1942 – it was merely codified and
expanded under FIRREA.958 Similarly, concerns raised by the US Supreme Court
in Coit Independence Joint Venture v. FSLIC959 were also addressed by Congress,
as it sought to balance the Supreme Court’s decision with the need of the FDIC to
be able to proceed expeditiously in its proceedings.960
FIRREA resulted in the most comprehensive reform of the US deposit insurance
system scheme since its establishment in the 1930s. Nevertheless, the changes
were largely aimed at resolving the conundrum caused by the Savings and Loan
Crisis, which is why the act is commonly regarded as a bail-out for the thrift industry.961 It did, however, shape deposit insurance and the regulatory framework
governing the thrift industry962 for years to come.
3.2

463

FDICIA

Indeed, FIRREA had a major impact on the deposit insurance system in the US,
notably through its consolidation of deposit insurance for both banks and thrifts
at the FDIC. Nevertheless, its scope was primarily limited to finding ways to cope
with the Savings and Loan Crisis and mitigating the mess left by FSLIC’s policy
of regulatory forbearance.
956

These were handled either directly by the FDIC or through the Corporation’s «exclusive manager» mandate within the RTC. See supra N 456.

957

Established in D’Oench, Duhme & Co. v. FDIC, 315 U.S. 447 (1942).

958

The Supreme Court’s decision in that case shielded the FDIC from the potential damage that it could incur when a bank makes «secret arrangements», undiscoverable by
the FDIC, with its customers outside of its books. The doctrine estops borrowers from
defending against their liability on promissory notes based on secret arrangements. See
Stillman, 100 for the implications and potential dangers of the «D’Oench doctrine»
as expanded under FIRREA. See also Swire, 543 et seq.

959

Coit Independence Joint Venture v. FSLIC, 489 U.S. 561 (1989).

960

Gail/Norton, 1139.

961

Scott, S&L Bailout Bill, 1902. For dissenting positions, see Harrell, 1954; Malloy,
FIRREA, 1118.

962

Particularly, its reversal of the trend towards boundless deregulation under the DIDMCA and the Garn–St. Germain Depository Institutions Act of 1982.
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Consequently, a number of proposals made by scholars during the crisis were not
included in FIRREA.963 FDICIA rectified this situation, as more lessons from the
previous crisis found their way into the regulatory framework governing US deposit insurance. FDICIA essentially concluded the overhaul of deposit insurance
that began with FIRREA in 1989.
a

The Onset of Risk-Based Premia

466

The FDIC’s and FSLIC’s reliance on a one-size-fits-all approach to premia was
widely criticised for exacerbating the Savings and Loan Crisis.964 While the roots
of the new premia system date back to FIRREA,965 it only became part of the legal
framework in 1991 when Sec. 302 of FDICIA enshrined the new system.966

467

The approach adopted under FDICIA called for differentiated premia contributions based on the following factors: (i) the probability that a particular institution
may cause a loss to either the BIF or the SAIF,967 (ii) the likely amount of such a
loss, and (iii) the revenue needs of the deposit insurance fund.968 The calibration
of the metrics for both assessing an institution’s riskiness with these factors and
determining the actual contribution payments was left to the FDIC. Congress did,
however, stipulate that the new regime needed to be in effect by 1 January 1994.
Thus, while FDICIA laid out the framework of risk-based premia, the details and
implementation were largely at the discretion of the FDIC.969

963

Notably, the calls for a risk-based approach to premia contributions were not implemented in FIRREA. Congress did, however, mandate the FDIC to study the feasibility
and consequences of such a paradigm shift. See supra N 461. See also Malloy, Bank
Regulatory Policy, 2048.

964

Barth/Bradley, 256; Benston/Kaufman, FDICIA After Five Years, 143 et seq.;
Dotsey/Kuprianov, 21; Kane, Deposit Insurance Mess, 455; L. White, 18. For a
discussion of the benefits and caveats of risk-based premia, Blair/Fissel, 33 et seq.

965

See supra N 461. The FDIC had already studied the possibility of a new, risk-based
premia model in 1983; see Blair/Fissel, 35.

966

See Alexander, Bank Resolution Regimes, 79 et seq.

967

The determination of this first factor would consider three sub-aspects: (i) categories
and concentrations of the institution’s assets, (ii) categories and concentrations of the
institution’s liabilities (both insured and uninsured), and (iii) any other factor that the
FDIC deemed relevant for assessing the likelihood of a loss.

968

Sec. 302(a) of FDICIA. See also Carnell, FDIC Improvement Act, 358.

969

Carnell, FDIC Improvement Act, 358 et seq.
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The FDIC implemented a matrix with nine brackets into which institutions were
grouped. First, the FDIC assessed an institution’s capital and categorised it as either «well-capitalised», «adequately capitalised», or «undercapitalised».970 Next,
the institution was grouped into one of the following brackets based on the FDIC’s
perception of threat emanating from that institution: «healthy», with a few minor weaknesses at worst; «supervisory concern», with weaknesses that, if unaddressed, could result in significant deterioration of the bank; and «substantial
supervisory concern», with a substantial likelihood of causing loss to the deposit
insurance fund.971

468

Institutions achieving the highest score (i.e. «well-capitalised» and «healthy») paid
the lowest-possible premia, which happened to be the same amount as the previously utilised flat rate. The lower an institution’s score, the higher its premium;
the worst-ranked institutions would pay USD 0.8 more per USD 100 of deposits
than the best-ranked institution.972 The disparity between the two extremes was
relatively modest; however, the FDIC planned to gradually increase the spread
between the different brackets to encourage banks to strive for a higher score.973

469

Overall, the FDIC’s paradigm shift away from a single premium rate for all insured institutions and towards a layered, risk-based system with increasing contributions for riskier institutions was an important step to address a key factor in the
previous crisis. Thenceforth, banks or thrifts were no longer incentivised by the
FDIC to engage in high-risk business ventures.974

470

While the initial spread between the best-ranked and worst-ranked institutions was
relatively insignificant, the FDIC gradually increased the «penalty» for a low ranking. However, this increased spread was not of particular practical importance, as
from the mid-1990s on, most depository institutions fell into the highest category
after recovering from the years of hardship.975 Furthermore, the BIF had reached

471

970

Millon Cornett/Mehran/Tehranian, 155. These capital categories corresponded
with the ones employed for prompt corrective action (PCA). See infra N 474.

971

Alexander, Bank Resolution Regimes, 80; Millon Cornett/Mehran/Tehranian,
155.

972

See Garnett et al., 4.

973

Carnell, FDIC Improvement Act, 359; Millon Cornett/Mehran/Tehranian, 156.
However, the disciplining effect of the increase in spread never materialised; see Peek/
Wilcox, 178.

974

Or, as Benston/Kaufman, FDICIA After Five Years, 141 phrased it: «Heads, the S&L
owner would win; tails, the deposit insurance fund would lose».

975

Benston/Kaufman, Deposit Insurance Reform, 10.
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its maximum DRR in 1995, meaning that the premia for virtually all commercial
banks were effectively reduced to zero.976
b

Prompt Corrective Action

472

The second pillar of the overhaul addressed another driving factor of the Savings
and Loan Crisis: forbearance and the reluctance of regulators, particularly deposit
insurers,977 to intervene swiftly and resolve a troubled institution. In the aftermath of the crisis, scholars called for structured early intervention and resolution,
amongst more radical approaches,978 to prevent a reoccurrence of the problems of
the 1980s.979

473

In contrast to further-reaching or radical proposals, the concept of structured early intervention and resolution gained political momentum in Congress.980 Thus,
the legislator chose to build on the existing foundations of the deposit insurance
framework, as it was considered to be «a political fact of life».981

474

The approach that was ultimately implemented under FDICIA was based on a
study conducted by the US Department of the Treasury982 and termed «prompt
corrective action» (PCA).983 As with the calculation method for the new risk-based

976

Benston/Kaufman, Deposit Insurance Reform, 10.

977

During the Savings and Loan Crisis, regulatory forbearance was particularly pronounced at the FHLBB and FSLIC. The provisions pertaining to PCA, however, applied to any primary federal regulator of a depository institution (i.e. the FDIC, the
Federal Reserve Board, the OCC, the OTS, and the NCUA).

978

For an overview of these approaches, see Benston/Kaufman, Deposit Insurance Reform, 5. See also Kane, Bush Plan, 43; L. White, 17 et seqq.

979

Benston/Kaufman, Risk and Solvency Regulation, 57 et seqq. See also French, 1 et
seqq., affirming the need for «early corrective action».

980

Benston/Kaufman, Deposit Insurance Reform, 7 argues that a combination of political feasibility, the proposal’s effectiveness, and the relatively short period necessary
to implement the changes were the main factors for the proposal’s appeal to Congress
and the White House.

981

Benston/Kaufman, Deposit Insurance Reform, 5.

982

See US Department of the Treasury, Financial System, 1 et seqq. The study was,
in turn, conducted as part of an evaluation process pursuant to Sec. 1001 of FIRREA.

983

Sec. 131(a) of FDICIA.
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premia, the PCA framework was based on institutions’ capital ratios,984 assigning
institutions to one of five categories. In addition to «well-capitalised», «adequately capitalised», and «undercapitalised»,985 there were «significantly undercapitalised» and «critically undercapitalised».986
The implications of such a classification987 varied considerably. Well-capitalised
institutions benefitted from somewhat more lenient supervision and, in some
instances, from extended reporting cycles.988 Unlike under the original plan of
the Bush administration, which called for even less supervision and for allowing
such institutions more options regarding acquisitions and interstate operations,
the practical implications of obtaining a well-capitalised rating under FDICIA’s
framework were relatively minor.989 While the healthiest institutions were not generally impacted – neither positively nor negatively – by PCA, the impact grew
continuously towards the lower categories.

475

Once an institution was deemed undercapitalised (i.e. its capital fell below the relevant threshold), it faced repercussions from its primary federal regulator. FDICIA
imposed mandatory repercussions,990 limiting the regulatory discretion with respect to these measures. However, other measures could be applied by the primary

476

984

Specifically, the ratios utilised for the PCA mechanism were: (i) tier 1 leverage ratio,
(ii) total risk-based capital ratio, and (iii) tier 1 risk-based capital ratio. See Carnell,
FDIC Improvement Act, 331.

985

See supra N 468.

986

Benston/Kaufman, Deposit Insurance Reform, 7. While Sec. 131(a) of FDICIA created the five categories, the definition and computing of the applicable capital ratio
thresholds (i.e. the setting of the numerical values) was delegated to the regulatory
agencies. This delegation was one of the most controversial aspects of the entire PCA
framework.

987

See Baxter, Administrative and Judicial Review, 528 et seqq. for a detailed overview
of avenues of administrative and judicial review.

988

Carnell, FDIC Improvement Act, 333.

989

Carnell, FDIC Improvement Act, 333.

990

For an undercapitalised institution, the mandatory PCA measures were: (i) the suspension of dividend and management fee payments; (ii) the requirement to adopt and
implement a capital restoration plan; (iii) the restriction of asset growth; (iv) the obligation to obtain regulatory approval for acquisitions, branching, and new business
activities; and (v) the prohibition of receiving brokered deposits.
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regulator on a discretionary basis,991 granting regulators some leeway to react on
a case-by-case consideration. Moreover, in cases in which the undercapitalised
institution did not comply with PCA, particularly if it failed to adopt or implement
a capital restoration, the regulator could appoint a conservator or receiver – for
banks and thrifts, the FDIC – to resolve the institution. Thus, it was not necessary for an institution to cascade down to critically undercapitalised in order to
be resolved; early resolution enhanced the prospects of the FDIC to deal with
institutions (through P&A or liquidation) without incurring losses to the relevant
deposit insurance fund.
477

Due to the cascading nature of the PCA framework, each drop towards the lowest
bracket included the toolset of all previous groups – regarding both mandatory
and discretionary measures.992 This structure culminates at the level of «critically
undercapitalised», where the appropriate regulatory agency had to mandatorily
appoint a receiver or conservator for the depository institution.993

478

The design of the PCA provisions under FDICIA aimed at reducing regulatory discretion when dealing with troubled institutions, especially significantly or critically undercapitalised ones, and eliminating the massive level of regulatory forbearance and reluctance that drove the Savings and Loan Crisis.994 Undoubtedly, the
implementation of the PCA framework marked a significant step toward the prevention of such occurrences and the protection of deposit insurance funds against
losses. There were, however, a number of significant caveats to the framework.
First and foremost, FDICIA only stipulated the brackets for the different groups;
it left the thresholds separating the groups to be defined by the regulatory agencies. As a result, the agencies retained significant discretion for handling troubled
institutions. As with the problem regarding risk-based premia, the recovery of the
991

For the same group, the discretionary PCA measures encompassed: (i) the primary
federal regulator ordering a recapitalisation of the institution, (ii) the restriction of
inter-affiliate transactions, (iii) the imposition of interest rate ceilings on deposits,
(iv) the imposition of restrictions on certain other activities, and (v) any other action
that furthers a positive outcome of PCA (i.e. a catch-all clause granting the regulator
considerable discretion).

992

For a tabular overview of the entire PCA toolkit, see Benston/Kaufman, Deposit
Insurance Reform, 8.

993

While the regulator (with the consent of the FDIC) could, in principle, choose to take
an alternative form of action, a receivership or conservatorship is heavily favoured,
as the regulator must be prepared to be held accountable for its decision to adopt an
alternative measure. See Carnell, FDIC Improvement Act, 347.

994

Edwards, 281 et seqq.
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banking (and later the thrift) industry led to the unsatisfactory outcome that there
was an early intervention framework in place but, since a vast majority of banks
qualified as adequately or well capitalised, the framework was de facto irrelevant,
contributing little to impose more discipline on banks. Furthermore, the regulatory
agencies voiced their willingness to deviate from the ultima ratio of appointing a
receiver or conservator for critically undercapitalised banks due to the high cost of
such a step and the significant loss of economic value.995 Thus, regulators shunned
to move away from their policy of forbearance despite its – at best – lacklustre
record during the Savings and Loan Crisis.
c

Least-Cost Rule

The third main pillar of FDICIA, the so-called «least-cost rule» (LCR), had a similar regulatory aim as the two aforementioned pillars – the correction of adverse
incentives.

479

Before FDICIA’s passage, the FDIC routinely used its discretionary powers996 to
resolve troubled institutions through P&A transactions, resulting in the sale of
the entire deposit-taking business to another institution. Therefore, the FDIC not
only protected insured depositors up to the statutory coverage level but all depositors regardless of the coverage level.997 Consequently, this policy seriously
undermined the concept of a limited deposit insurance scheme as it was designed
in the 1930s, for depositors were incentivised to rely on the FDIC’s protection,
and thus not to exercise market discipline.998 In conclusion, the FDIC had ultra
vires become a scheme of virtually unlimited depositor coverage by extending its
discretion beyond statutory limits.

480

995

In this regard, both the House and Senate banking committees wanted to impose
stricter safeguards. However, due to opposition from the White House and regulatory
agencies, these safeguards did not find their way into FDICIA. See Carnell, FDIC
Improvement Act, 348.

996

This was limited only by the fact that the chosen approach needed to be less costly than
a direct deposit payoff. See FDIC, Managing the Crisis, 60.

997

Between 1985 and the passage of FDICIA (i.e. during the most severe crisis in the
banking sector since the Great Depression), the FDIC protected 99 per cent of all uninsured depositors. See US Department of the Treasury, Financial System, 18.

998

US Department of the Treasury, Financial System, 18 stated in its report that it
would appear obvious – almost a tautology – that deposit insurance coverage should
not be extended to uninsured deposits.
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481

To return to a statutorily designed scheme with limited coverage and to restore the
disciplining effect of uninsured depositors on their depository institutions,999 the
legislator stipulated that the FDIC must compute the cost of all feasible resolution
methods and choose the least-cost option.1000 Indeed, the LCR did not prohibit
the FDIC from extending protection to uninsured depositors. The hurdle to do
so, however, was raised considerably1001 – the FDIC would need to conclude that
the protection of all depositors would be the least costly approach.1002 In all cases
where the protection of uninsured depositors would result in an increased loss to
either the BIF or the SAIF, the FDIC was prohibited by Sec. 141(a) of FDICIA
from protecting depositors beyond the statutory limit.1003

482

Thus, in line with FDICIA’s PCA framework,1004 Congress reduced the extent of
regulatory discretion by defining statutory rules. While the PCA framework imposed a new set of rules on the regulatory agencies, the LCR aimed to enforce the
maximum coverage level – which de jure existed since the Great Depression but
was de facto disregarded in the FDIC’s practice.1005

999

Mantripragada, 564.

1000

Benston/Kaufman, Deposit Insurance Reform, 10.

1001

Previously, the cost of the method chosen by the FDIC had to be less costly than
liquidating the failed institution and reimbursing depositors directly but by no means
the least costly method. Evidence from the mid-1980s (particularly after the failure of
Continental Illinois National Bank and Trust Company in 1984, which constituted the
largest bank failure until the Financial Crisis of 2007/2008) clearly shows that this test
was far too easy to meet. See Carlson/Rose, 29; Davison, Continental Illinois, 235
et seqq.; Gup, 30 et seq.; Swary, 451 et seqq. for a detailed account of the Continental
Illinois failure and the FDIC’s response. See also Lovett, 42, providing an overview
of the largest banks and the concentration of deposits in 1984.

1002

A scenario in which a P&A transaction resulting in the protection of insured and uninsured depositors would be permissible under FDICIA’s least-cost rule may look as follows: A bidder is willing to (i) pay a substantial premium to acquire the failed institution’s total franchise, (ii) purchase all of its assets, and (iii) assume all of its liabilities.
Such a transaction would result in a considerable reduction of the FDIC’s administrative costs; the reduced administrative costs and the premium paid by the bidder might
offset the additional cost of protecting uninsured depositors. See US Department of
the Treasury, Financial System, 26 et seq.

1003

Benston/Kaufman, Deposit Insurance Reform, 10.

1004

See supra N 472 et seqq.

1005

Carnell/Macey/Miller, 398; O’Driscoll, 666; Wall, 1.
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FDICIA did, however, contain an exception to the LCR – if an institution is considered too big to fail (TBTF).1006 To prevent a widespread utilisation of this so-called
«systemic risk exception» (SRE),1007 Congress set fairly strict preconditions on the
determination process.1008 In particular, the prerequisite that several agencies needed to agree on the determination was considered as a sufficiently high hurdle to
prevent an overreliance on the SRE.1009 In the event that the FDIC incurred a loss
protecting insured depositors of a TBTF-designated institution, the loss had to be
recovered through a special assessment based on institutions’ total assets;1010 this
placed a higher portion of the burden on other large banks.1011 These safeguards,
coupled with enhanced accountability vis-à-vis the GAO, were designed to ensure
that an SRE would rarely be invoked.1012

1006

Benston/Kaufman, Deposit Insurance Reform, 10; Flannery, 300; Garcia, Political
Economy, 101; Hüpkes, Managing Financial Failure, 69. The FDIC was permitted to
deviate from the LCR, if adherence to it would result in «serious and adverse effects
on economic conditions and financial stability». Under the original regime, however,
there was an exception that allowed the FDIC to deviate from the prescribed regulation
if a bank was «essential to provide a community with adequate banking services»; see
Curtis, 261. The Federal Deposit Insurance Act of 1950 enabled the FDIC to provide open-bank assistance to banks whose failure would «result in a systemic risk to
the banking system by undermining public confidence». See FDIC, Brief History, 55;
Stern/Feldman, 151; supra N 423.

1007

This is a fairly realistic possibility given the FDIC’s handling of Continental Illinois
and the resulting expectation of other major depository institutions. See O’Hara/Shaw,
1589; Smith, 21. For a rather critical view of the necessity of specific TBTF-provisions, see Benston, 341 et seq.

1008

See, however, Stern, 113 arguing that FDICIA did not result in material changes to the
process of the TBTF-determination.

1009

The SRE-designation had to be made by the Secretary of the Treasury, based on a written recommendation by two-thirds of the FDIC Board of Directors and the Board of
Governors of the Federal Reserve System, following a consultation with the President
of the United States. See Benston/Kaufman, Deposit Insurance Reform, 10.

1010

See Sec. 141(a) of FDICIA. This assessment’s base differed from the one applicable
to regular premia contributions, as the latter was based solely on domestically held
deposits; see supra N 401.

1011

Benston/Kaufman, Deposit Insurance Reform, 10.

1012

Benston/Kaufman, FDICIA After Five Years, 150; Curtis, 261 concur that the LCR
significantly reduced the FDIC’s overreliance on the SRE. However, Stern/Feldman,
157 is more sceptical as to FDICIA’s contribution to the issue of TBTF in the broader
sense of the term.
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3.3

Assessment of FIRREA and FDICIA

484

The primary focus of FIRREA was the mitigation of the Savings and Loan Crisis
and the introduction of a mechanism to deal with «zombie» institutions, which
were mostly thrifts and to a lesser extent commercial banks. While FIRREA is
most likely remembered as bail-out legislation,1013 it cleared the path to the current
institutional design of US deposit insurance. Its most important contribution in
this regard is undoubtedly the disbandment of FSLIC and the transfer of its responsibilities to the FDIC, which consolidated deposit insurance under the roof of
the FDIC while still maintaining separate deposit insurance funds for thrifts and
banks (the SAIF and the BIF, respectively).

485

FIRREA’s analysis of the Savings and Loan Crisis focused on two points: (i) thrift
management failure and (ii) deregulation. Other underlying factors, even those
that originally sparked the crisis (i.e. geographic restrictions and over-regulation),1014 were not addressed by the legislator.1015

486

FDICIA’s contribution to the present-day US deposit insurance scheme1016 may be
considered to be even greater. While it did not materially change the institutional
structure of the system, it tremendously improved the system’s design, which was
one of the culprits of the Savings and Loan Crisis.1017 FDICIA improved the framework in three ways: (i) by introducing risk-based premia, (ii) by setting a framework for PCA, and (iii) by forcing the deposit insurer to adhere to the LCR. Prima
facie, these three measures address three different issues; however, they are linked
in that all three measures address – in one way or another – a previously existing incentive misalignment.1018 Another common point amongst the three measure

1013

See Scott, S&L Bailout Bill, 1883 et seqq. However, Harrell, 1954 is critical of
the bail-out notion of FIRREA, arguing that, with the burden placed on independent
thrifts, the act can hardly be characterised as a bail-out.

1014

See supra N 446.

1015

See also Herzel/Rosenberg, 150; Litan, 521.

1016

The present-day scheme is undoubtedly far more sophisticated and intricate than the
one originally created in the 1930s. See also Ellis, 2.

1017

While the flaws in the deposit insurance framework did not cause the crisis, they accelerated and exacerbated the crisis. See supra N 446.

1018

On the importance of an incentive-compatible design for deposit guarantee schemes,
see Beck, Incentive-Compatible Design, 118 et seqq. Incentive re-alignment should
impose market discipline – or a regulatory surrogate – on depository institutions. See
Llewellyn/Mayes, 207.
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lies in the replacement of regulatory discretion with statutory rules.1019 However,
given the considerable amount of discretion that the regulatory agencies retained,
FDICIA was quite tame in this regard. The hesitance of regulators in implementing the act, coupled with the fairly rapid recovery of the banking industry,1020 led
to a somewhat undesirable outcome in which most institutions were considered
«well-capitalised» or at least «adequately capitalised», thus falling beyond the
reach of FDICIA’s disciplining effect.
Despite the caveats emanating from the remaining regulatory discretion and the
regulatory burden placed on institutions,1021 the reforms in FIRREA and FDICIA
prevented the reoccurrence of depository institution failure of the magnitude experienced during the Savings and Loan Crisis.1022

4.

487

The Recovery of Federal Deposit Insurance

Not unlike the situation following the Great Depression and the New Deal,1023
the financial situation of depository institutions1024 improved quite rapidly following FIRREA and FDICIA. While part of this positive perception may have been
exacerbated by the reluctance of regulatory agencies to tighten requirements for
qualifying as «well-capitalised», the predominant factor in the recovery was the
favourable economic environment in the 1990s – particularly in the second half
of the decade.

1019

For a similar argument, see Horvitz, Banking Regulation, 377.

1020

To a lesser extent, this also applied to the recovery of the thrift industry, which was also
hit to a far higher degree during the crisis.

1021

See Carrow/Larsen, 172.

1022

Indeed, the Financial Crisis of 2007/2008 had a tremendous impact on the banking and
financial sectors in the US and around the world. Nevertheless, the number of failed
depository institutions did not reach the level of the Savings and Loan Crisis. See
Cebula, Bank Failure Rate, 45 et seq. For an overview of the depository institution
failures during the two crises, see FDIC, Brief History, 66 et seq.; FDIC, Crisis and
Response, 182 for the Savings and Loan Crisis and the Financial Crisis of 2007/2008,
respectively. The size of the failed institutions – an aspect that may potentially outweigh the mere number of failures – however, was significantly larger in the Financial
Crisis of 2007/2008. See also Garcia, Political Economy, 102.

1023

See supra N 418 et seqq.

1024

Particularly commercial banks and, to a slightly lesser extent, thrifts.
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489

Therefore, the number of failures of both banks and thrifts declined drastically
during this period. This trend culminated in 1997, when just a single failure of a
depository institution occurred – the lowest yearly number of depository institution failures since the 1960s. Accordingly, the regulatory fervour of the late 1980s
and early 1990s almost completely vanished and the development of deposit insurance regulation came to a halt.

490

The only exception were two minor reforms enacted by the Deposit Insurance
Funds Act of 19961025, which imposed a special assessment on SAIF members in
order to fully capitalise the fund and end the premia disparity between BIF and
SAIF members.1026 While the special assessment was primarily borne by thrifts,
certain commercial banks and bank holding companies (i.e. those having engaged
in Sasser/Oakar transactions) also had to contribute.1027 Moreover, Sec. 2708 of the
Deposit Insurance Funds Act of 1996 prevented the FDIC from collecting premia
contributions from depository institutions once the fund’s DRR was met. Thus, the
act effectively meant that depository institutions were exempt from premia after
the act’s passage,1028 replacing the problem of premia disparity between banks and
thrifts with a free-rider problem.1029

491

Further discussion of deposit insurance reform resurfaced only after the turn
of the millennium.1030 In April 2001, the FDIC released a report1031 outlining a
reform package consisting of several measures: (i) merging the BIF and the SAIF;
(ii) eliminating restrictions on the FDIC’s ability to charge risk-based premia to
all institutions; (iii) altering the mechanism for premia assessment in cases where

1025

As part of the Omnibus Consolidated Appropriations Act, 1997.

1026

Pursuant to Sec. 208 of FIRREA, parity between the two funds would not have been
reached until 1998.

1027

See supra N 459.

1028

While the SAIF reached its DRR following the capitalisation through the aforementioned special assessment, the BIF had already attained its DRR in 1995. See FDIC,
Brief History, 57.

1029

Due to the de facto end to premia contributions, institutions entering the market after
1997 benefitted from FDIC insurance without having paid any contributions. See Coppola, 435.

1030

The resurfaced discussion was fuelled by the relatively high-profile failure of Superior
Bank of Chicago in 2001 and the fact that the pattern of its failure was traceable to
several other failures that, since 1998, had caused losses to the BIF and SAIF of more
than USD 1 billion. See Coppola, 429.

1031

FDIC, Keeping the Promise, 1 et seqq.
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the fund falls below the DRR, thus eliminating any potential sharp premia swings;
(iv) using rebates to prevent excessive growth of the fund; and (v) maintaining
the real-term value of the coverage level through indexing.1032 However, the proposed package was not implemented due to a lack of political will and dissonance
between regulatory agencies.
Ultimately, the Federal Deposit Insurance Reform Act of 20051033 further amended
the deposit insurance framework. First, it finally merged the BIF and the SAIF into
a single fund – the Deposit Insurance Fund (DIF)1034 – concluding a process that
dates back to FIRREA. Indeed, FIRREA did not contain any provisions regarding
such a merger. Considering the vast discrepancies between the BIF and SAIF at
the time, such a hasty merger would have had adverse consequences on the industry and the FDIC. However, its consolidation of deposit insurance for both banks
and thrifts under the purview of the FDIC marked the beginning of a process that
could have only logically concluded with the merger of the two funds.

492

In addition, the Federal Deposit Insurance Reform Act of 2005 granted the FDIC
authority to adjust the DRR on an annual basis within a range of 1.15 and 1.5 per
cent, providing it with some flexibility to adapt the DRR to the economic environment and to incorporate potential risks. Moreover, the act included an increase
in coverage for Individual Retirement Accounts (IRAs).1035 Lastly, the act also included a mechanism to adjust the coverage level to inflation, which was supposed
to begin in 2010.1036
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1032

Coppola, 443.

1033

The Federal Deposit Insurance Reform Act was enacted as part of the Deficit Reduction Act of 2005.

1034

Sec. 2102(a) of the Federal Deposit Insurance Reform Act of 2005.

1035

Coverage for IRAs was raised from USD 100,000 to USD 250,000. This was, to some
extent, done to encourage long-term savings of the middle class. See Coppola, 445,
referring to a statement from 2001 by Donald E. Powell, the then-Chairman of the
FDIC, in a hearing before the Subcommittee on Financial Institutions and Consumer
Credit of the US House Committee on Financial Services.

1036

However, the provision was superseded by the Financial Crisis of 2007/2008 and the
subsequent increase in coverage. See Colombo, 1248.
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Overall, the time between the mid-1990s (i.e. after the reforms of FIRREA and
FDICIA took full effect) and the onset of the Financial Crisis of 2007/2008 was a
period of relative calm with regard to deposit insurance.1037

III.

The Financial Crisis of 2008/2009
and the Dodd–Frank Act

1.

The Crisis and Its Impact on US Deposit Insurance

495

The period of tranquillity that witnessed two consecutive years without a single
FDIC-insured bank failing – unprecedented in the Corporation’s history1038 – came
to an abrupt end due to the Financial Crisis of 2007/2008.

496

As did the second phase of the Savings and Loan Crisis, the crisis started with the
end of a boom in the housing market and the subsequent deterioration in housing-related asset prices. However, the consequences were, in many ways, direr
than in the 1980s. The geographic scope of the collapse was not limited to certain
regions;1039 the widespread securitisation of mortgages meant that the crisis could
spread throughout the financial sector, impacting institutions that did not directly
engage in the residential mortgage market.1040

1037

On a more general note, this time period was marked by a considerable overhaul of
financial regulation in the US (e.g. the Riegle–Neal Interstate Banking and Branching
Efficiency Act of 1994 and the Gramm–Leach–Bliley Act of 1999). See Smith/Walter, 351. Furthermore, several instances of crisis and turbulence (e.g. Enron, WorldCom, and the dot-com bubble) affected financial regulation. However, none of these
events had a direct impact on deposit insurance or the regulation thereof.

1038

See FDIC, Bank Failures and Assistance Data.

1039

Indeed, certain regions of the US were hit disproportionately during the initial stage
of the Financial Crisis of 2007/2008 (e.g. California, Georgia, and Nevada). However,
as contagion transformed the crisis, other parts of the US and other countries were also
hit. For an in-depth analysis of the geographic distribution of bank failures during the
crisis and a comparison to that during the Savings and Loan Crisis, see Aubuchon/
Wheelock, 395 et seqq.

1040

For an in-depth discussion of the origins of the Financial Crisis of 2007/2008 and the
transmission mechanisms involved, see FDIC, Crisis and Response, 7 et seqq. See also
Cole/White, 27 highlighting the parallels of the causes of both the Financial Crisis of
2007/2008 and the Savings and Loan Crisis.
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While the Financial Crisis did not have as devastating of an impact on deposit insurance as the Savings and Loan Crisis, it impacted US deposit insurance
and the FDIC in three ways: (i) several failures of depository institutions, two of
which resulted in the largest-ever failure of a depository institution in the FDIC’s
history and the largest-ever loss to the DIF, respectively; (ii) the need to resort
to FDICIA’s SRE provision1041 to stabilise three major financial institutions;
(iii) a massive increase in deposit insurance coverage – both quantitatively and
qualitatively.
1.1

High-Profile Failures

The Financial Crisis of 2007/2008 did not result in as high of a number of failures
amongst insured institutions failure as the Savings and Loan Crisis. However, the
size of the failed institutions and the losses inflicted on the FDIC were unprecedented.1042 In terms of a failed institution’s total assets, the case of Washington
Mutual Inc. (WaMu) dwarfed the previous record holder, Continental Illinois.1043
Similarly, the failure of IndyMac resulted in a record loss of approximately
USD 12 billion to the DIF.1044 The massive size of banks involved in the crisis
forced the FDIC to make use of the systemic risk exception pursuant to FDICIA
for the first time.
a
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498

IndyMac

The failure of IndyMac was the first failure of a major depository institution in the
US during the Financial Crisis of 2007/2008. At the time of its failure and takeover
by the FDIC, IndyMac was the second-largest failure of an FDIC-insured institution in the Corporation’s history.

1041

See supra N 483.

1042

See Gonzales/Getter, 5 for a list of the largest depository institution failures in 2008.

1043

At the time of WaMu’s seizure by the OTS and its subsequent placement under FDIC
receivership, the institution had assets of USD 307 billion. To put this into perspective, Continental Illinois, at the time of its failure in 1984, had total assets worth just
USD 40 billion.

1044

The failure of IndyMac happened to be simultaneously the second largest failure of a
depository institution.
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The underlying causes for its failure include exposure to risks stemming from
mortgages1045 and its rapid expansion in the years prior to the crisis. Once troubles spilt into the market of Alt-A mortgages, IndyMac was caught in a downward spiral that is best illustrated by its 95-per-cent plunge in share price within a
year.1046 Despite attempts at recovery undertaken by the institution’s management,
the problems intensified. Adding to the already high pressure on the institution,
a leaked letter by Senator Charles Schumer to IndyMac’s regulators1047 voicing
concern over the institution’s safety and soundness marked the begin of a massive
panic that led depositors to run on IndyMac. Within two weeks, depositors withdrew approximately USD 1.55 billion,1048 forcing the OTS to close IndyMac and
place it under FDIC receivership.1049

501

While the origin of IndyMac’s difficulties was emblematic of the overall crisis,
the events leading to its actual failure were rather particular. It remains unclear
whether the institution could have weathered its difficulties without the bank run
and whether the bank run was entirely caused by Senator Schumer’s leaked letter.
However, IndyMac revealed two principal shortcomings of its regulators. First,
the OTS, as primary federal regulator, did not make use of its authority under the
PCA framework to timely rectify the deteriorating situation. Second, the FDIC’s
communication following the receivership of IndyMac failed to reassure depositors that, regardless of the avenue pursued in resolution, their deposits up to the
statutory coverage level were safe. The fact that the bank run continued after the

1045

The meltdown of the mortgage industry began with sub-prime mortgages. IndyMac,
however, specialised in Alt-A mortgages, which were generally of better quality than
sub-prime mortgages but still considerably riskier than prime mortgages. Consequently, IndyMac was hit with the full magnitude of the crisis once the problems in the subprime sector reached the Alt-A market. See Moran-Bates, 517.

1046

Moran-Bates, 532 et seq.

1047

Namely, the OTS (IndyMac’s primary federal regulator), the FDIC, the FHFB, and the
FHLB of San Francisco. See Moran-Bates, 532.

1048

See Treasury OIG, 61 for a compilation of withdrawals for each day of the bank run.

1049

Moran-Bates, 536.
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seizure of IndyMac and its reopening on the next business day by the FDIC1050
clearly underlines this shortcoming.1051
b

Washington Mutual

In the aftermath of the Lehman Brothers failure, the pressure on WaMu grew consistently due to its exposure to the same risks that brought down Lehman Brothers.1052 The increased uncertainty surrounding WaMu and its exposure to adjustable-rate mortgages (ARMs) led to a massive withdrawal of deposits.1053 WaMu’s
primary federal regulator, the OTS, subsequently deemed that the institution
would likely become unable to meet its obligations due to a lack of liquidity. Thus,
the OTS seized WaMu and appointed the FDIC as receiver. While this was by far
the largest failure of a depository institution in US history, the FDIC managed to
avert a loss to the DIF.1054 Even before the beginning of the receivership, the FDIC
launched a probe into potentially willing candidates for a P&A transaction involving WaMu. This early probe enabled the FDIC to announce on the day of WaMu’s
receivership that JP Morgan Chase would pay USD 1.9 billion and assume certain liabilities in order to purchase WaMu’s banking business.1055 This whole-bank
P&A not only averted a loss to the DIF, it ensured that none of WaMu’s depositors

1050

The reopening, per se, was laudable and quite unique compared to the timeframe used
by other deposit guarantee schemes at that time (and, partly, to this day). However,
throughout the FDIC’s history, banks were routinely reopened the next business day
to ensure depositors’ continued access to banking services. See Herring/Schmidt,
71. See also supra N 148 and N 243 et seq. for the timeframes under the IADI Core
Principles, Swiss law, and EU law.

1051

Moran-Bates, 538 et seq.

1052

While Lehman Brothers was heavily invested in securitised ARMs, WaMu was one
of the largest originators of ARMs and the second largest holder of those instruments,
leaving it significantly exposed to their risks. See Moran, 69.

1053

McKinley, 14. Rose, 12 notes that approximately 70 per cent of all withdrawals from
WaMu were made by uninsured deposits (25 per cent from accounts with balances exceeding USD 500 million). In her analysis of the events surrounding WaMu’s failure,
Grind, 276 describes the institution’s executives as oblivious to the fact that the vast
majority of withdrawals stemmed from such uninsured depositors, pleading instead for
an increase in deposit insurance coverage.

1054

FDIC, Crisis and Response, 117.

1055

See Davidoff/Zaring, 508; Fisher/Weinstein, 154.
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(both insured and uninsured) suffered a loss.1056 However, other creditors did suffer losses,1057 leading to widespread panic amongst (unsecured) creditors of other
banks that were experiencing turbulence.1058
1.2

Systemic Risk Exceptions

503

In addition to the two high-profile failures described above, the Financial Crisis
impacted the FDIC in another way: by forcing it to resort to SREs – for the first
time since the provision’s inception under FDICIA.

504

The SRE allows the FDIC to deviate from its statutory obligation to deal with a
failed institution on a least-cost basis.1059 In this way, a depository institution may
receive assistance before it actually fails, thus before falling within the FDIC’s
receivership purview. The LCR was introduced under FDICIA to curb moral hazard caused by the FDIC’s (and FSLIC’s) handling of failed institutions prior to
the act’s passage. Routinely, the FDIC would facilitate P&A transactions encompassing all deposits of a failed institution, thereby extending depositor protection
to all deposits, even those that exceeded the applicable coverage limit. In doing
so, the statutory coverage level was de facto obliterated. While the LCR provision aimed at restoring the disciplining effect of the coverage level, the legislator
acknowledged that there could be scenarios in which a deviation from the LCR
might be necessary.
a

505

Wachovia

As mentioned above, WaMu’s size surpassed that of any previously failed institution by a significant margin. Yet, the regulatory agencies did not invoke an SRE
for WaMu and the institution was dealt with using the regular approach.1060 The
failure of WaMu did, however, exacerbate market tensions. Wachovia Corporation
was particularly hit by the aftermath of WaMu’s failure, as it – through its subsid-

1056

The protection of uninsured depositors resulted from the whole-bank nature of the
P&A and was not subsidised by FDIC funds; such subsidisation would not have been
legally possible, as an SRE was not invoked for WaMu. See Financial Crisis Inquiry
Report, 365 et seq.

1057

Davidoff/Zaring, 509.

1058

Financial Crisis Inquiry Report, 366.

1059

See supra N 483.

1060

See supra N 502.
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iary banks – was the largest holder of ARMs.1061 In this deteriorating environment,
Wachovia faced increasing difficulties meeting its financial obligations and suffered from withdrawals amounting to USD 5.7 billion. Consequently, Wachovia
informed the primary federal regulator of its depository subsidiaries, the OCC,
of its impending inability to obtain the funds necessary to meet creditor claims.
The situation of Wachovia and the aftermath of its potential failure1062 on the financial markets and public confidence prompted the regulators to consider the
option of an acquisition facilitated by the FDIC,1063 which would require an SRE.
Both the FDIC and the Federal Reserve Board concluded that the ramifications
of Wachovia’s potential failure on investors1064 and foreign depositors1065 would
be calamitous1066 – an observation that was, at least in part, based on the WaMu
case.1067 Thus, they recommended an SRE, and the Treasury, after consulting with
the president, concurred with their view and granted an SRE to Wachovia.

506

From the perspective of averting a loss to the DIF, the FDIC first considered Citi
group’s bid superior, as it expected no loss to the fund from this transaction. Under this bid, Citigroup would acquire most of Wachovia’s assets and liabilities
(thereby protecting all depositors, both insured and uninsured) and absorb the first
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1061

FDIC, Crisis and Response, 71.

1062

To illustrate the potential consequences of Wachovia’s failure, one must consider its
total assets of approximately USD 800 billion – of which USD 732 billion were in a
single depository institution. See FDIC, Crisis and Response, 69 et seq.

1063

There were two candidates to acquire Wachovia: Wells Fargo (which initially considered an acquisition without assistance but later altered its bid) and Citigroup. See
Davidoff/Zaring, 509 et seqq.

1064

Particularly subordinated debtholders and, potentially, senior note holders.

1065

Foreign deposits (i.e. deposits payable outside the US) were excluded from the regime
of depositor preference established in the Omnibus Budget Reconciliation Act of 1993.
Furthermore, they also fell outside the scope of FDIC protection. See Marino/Bennett, 19. See also Curtis, 241 et seqq. for the legislative history of national depositor
preference in the US.

1066

The argument behind the SRE and the protection afforded to debt holders was made
from a systemic point of view. From a purely deposit insurance point of view, the
SRE was not necessary, as the FDIC was confident that Wachovia’s subordinated debt
would suffice to cover the cost incurred in a receivership under the LCR – thus, averting any loss to the DIF. See GAO, Systemic Risk Exception, 13.

1067

While WaMu’s failure already burdened the financial markets and the banking sector
in particular, the consequences of Wachovia’s failure – which surpassed the former’s
total assets by more than double – were inconceivable.
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portion of future losses while the FDIC would cover the remainder and receive
preferred stock and warrants in return.1068
508

However, the plan did not materialise, as Wells Fargo made a new bid without
government assistance as a prerequisite. The new bid consisted of the acquisition
of Wachovia in its entirety and a higher price per share. Thus, Wachovia was acquired by Wells Fargo without the involvement of the FDIC or any taxpayer funds.

509

Ultimately, the SRE was not necessary to avert Wachovia’s impending failure,
as its acquisition occurred in a purely private transaction. Nevertheless, the precedent set by the FDIC, the Federal Reserve Board, and the Treasury may have
actually encouraged the transaction by incentivising potential candidates to place
their bid for the takeover of a distressed institution amidst a climate of instability
and crisis. Furthermore, the precedent would also influence the involved authorities’ behaviour in subsequent instances of major depository institutions (and their
respective holding companies) on the verge of collapse.
b
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Citigroup

Soon after the Wachovia’s failure was averted, tension began to mount at another,
even larger institution. This time, it was Citigroup1069 that came into serious difficulties as the crisis evolved – ironically, one of the two institutions that bid to
acquire Wachovia.1070 The roots of Citigroup’s difficulties were different than those
of the aforementioned failures and near-failures; it was not Citigroup’s exposure
to mortgage-related risks but a mixture of interconnectedness, international operations, credit and market losses, as well as a climate of distrust in the market that
caused the distress.

1068

From a pre-defined pool of loans amounting to USD 312 billion, the plan called for
Citigroup to absorb a USD 30 billion first-loss position and an additional USD 4 billion per year over the first three years (i.e. USD 42 billion overall). The FDIC would
cover any exceeding losses and receive USD 12 billion in preferred stock and warrants
in compensation. To bear the losses, the FDIC was to tap a line of credit from the
Treasury that would eventually be repaid through a special assessment on all banks at
a later stage. See FDIC, Crisis and Response, 75.

1069

The group’s total assets exceeded USD 2 trillion and its depository institutions held
assets of more than USD 1.3 trillion. See FDIC, Crisis and Response, 78.

1070

See supra N 506 et seq. See also FDIC, Crisis and Response, 72 et seqq. on the circumstances surrounding the bidding.
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As its difficulties amplified, Citigroup received support through the Troubled Asset Relief Programme (TARP).1071 In spite of the government support from TARP,
the institution’s financial situation continued to deteriorate until its bank subsidiaries became ineligible for borrowing under the programme.1072 Consequently, the
FDIC, the Federal Reserve Board, and the Treasury were once again confronted
with an SRE. Following the precedent set in the Wachovia case, there was only
one logical outcome, as Citigroup entailed all of the same concerns as well as a
larger size and a higher level of interconnectedness than Wachovia.

511

However, the three authorities also agreed that a takeover by another large bank
was not an option; most of them had already acquired other troubled competitors
and were, thus, neither willing nor capable of acquiring Citigroup (and assume its
liabilities). Moreover, such a transaction would only result in an even larger and,
in turn, more systemically important institution. This line of argumentation is certainly legitimate; however, it is debatable whether the same concern should have
already applied to Wachovia’s acquisition.

512

Thus, the aim of the SRE was not to find and support a potential acquirer for the
troubled institution but to provide it with an assistance package. The package was
designed as a two-pronged mechanism: first, a capital injection by the Treasury
and second, a loss guarantee for a pre-defined asset pool.1073 To compensate the
different contributors, Citigroup issued preferred stock. In the event that the guarantees exceeded the compensation, the FDIC was to impose a special assessment
on all banks for the shortfall.1074

513

Even after the key features of the assistance programme were agreed upon, there
were still several points being negotiated. Nevertheless, the programme was

514

1071

In the aforementioned case involving Wachovia, resorting to funds from TARP was not
an option, as the programme was established under Sec. 101 of the Emergency Economic Stabilisation Act of 2008, which was signed into law on 3 October 2008 – the
day that Wells Fargo’s acquisition of Wachovia was made public.

1072

FDIC, Crisis and Response, 80.

1073

Through the capital injection, Citigroup would receive USD 20 billion from the US
Department of the Treasury in exchange for preferred stock. The loss guarantee was
based on a burden-sharing agreement between the Treasury, the FDIC, the Federal
Reserve Bank of New York (FRBNY), and Citigroup. See FDIC, Crisis and Response,
82 for a more in-depth discussion of the different «levels of escalation» and the contribution of each party in the loss guarantee.

1074

FDIC, Crisis and Response, 82 et seq. See also supra N 507 for a similar arrangement
proposed in the Wachovia case.
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announced publicly, somewhat calming the financial markets and stabilising
Citigroup.1075 Within a year of the announcement of the assistance package, Citigroup’s financial situation was stabilised to such a degree that Citigroup no longer
saw benefit in the programme and requested its termination even though the loss
guarantee was still not finalised. A termination arrangement was reached, and Citi
group repaid the Treasury’s capital injection.1076
515

The mere announcement of the SRE and the assistance programme had successfully stabilised the institution – although, of course, the capital injection significantly contributed to the institution’s survival. That being said, the loss guarantee
was never finalised, and thus had no material impact in this case. Following the
termination agreement and the FDIC’s compensation, the DIF increased – again,
the FDIC suffered no loss.1077
c

Bank of America

516

The third and last instance of an SRE involved Bank of America. The concerns
surrounding Bank of America’s viability did not necessarily stem from the institution’s own exposure to mortgage-backed securities. In fact, the institution’s difficulties were largely attributed to two acquisitions made during an earlier phase of
the crisis.1078 In the months following those acquisitions, financial difficulties for
Bank of America stemmed from the increasing costs arising from the transactions,
as the fallout from the acquired institutions’ exposure to mortgage- backed securities became increasingly severe.
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Considering that Bank of America, in both total assets and deposits, was significantly bigger than the previous two institutions that received an SRE, there was
little doubt that the regulators would again resort to an SRE.

518

The regulatory authorities designed an assistance programme consisting of a capital injection and loss guarantees, similar to the package provided to Citigroup.
However, the proposed contribution of the FDIC was considerably smaller than
in the Citigroup case. The rationale behind this decision was the origin of Bank
1075

At the time of the announcement, Citigroup received no actual financial assistance
through either of the two measures. The capital injection took place more than a month
later while the details of the loss guarantee and the asset pool were still not finalised a
year after the announcement. See FDIC, Crisis and Response, 84 et seq.

1076

FDIC, Crisis and Response, 85.

1077

FDIC, Crisis and Response, 85.

1078

The two acquisitions in question were Countrywide Financial and Merrill Lynch.
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of America’s difficulties, which had little to do with its depository institutions and
more to do with its takeover of Merrill Lynch – an investment bank that fell outside the FDIC’s purview.
As with the programme for Citigroup, the announcement of the programme was
made before the details (especially regarding the loss guarantee portion) were
ironed out. Interestingly, the SRE had not yet been invoked at the time of the
announcement.1079 Nevertheless, the capital injection by the Treasury under TARP
took place.1080 In the months following the announcement – while the terms of the
loss guarantee were still being negotiated – Bank of America requested to end the
programme prematurely in order to return to market-sourced funding. Subsequently, the institution repaid the capital received under the conditions of TARP and a
compensation for the benefits received under the assistance programme.

519

Ultimately, a failure of Bank of America following its difficulties stemming from
the takeovers of Countrywide Financial and Merrill Lynch could be averted without resorting to a loss guarantee by government authorities. As with Citigroup, the
announcement of the willingness to provide those guarantees sufficed to stabilise
the institution – and the financial sector at large. However, in this last instance, the
SRE was de jure not invoked by the US Department of the Treasury; regardless,
the corresponding preparatory work took place and there was a consensus amongst
the authorities involved that an SRE was appropriate.

520

d

The SRE Framework’s Impact

While the crisis and its aftermath resulted in the need to invoke an SRE for three
systemically important institutions, its practical relevance was somewhat limited. In the first case, a private acquisition was achieved, avoiding the need for
financial support from the government. While in the next case, the SRE resulted
in the FDIC’s participation in a loss-guarantee programme, the programme was
terminated prematurely at the request of the supported institution. In the last case
involving an SRE for a financial institution, the Treasury never formally invoked
the exception and the assistance programme (more specifically the loss-guarantee

1079

While, as mentioned above, the question of whether to grant the SRE was by no means
contested, the Treasury had not yet formally approved the measure. See FDIC, Crisis
and Response, 91.

1080

Unlike the FDIC, the Treasury did not need to obtain an SRE to become active. The
capital injection had its legal basis in the statutory provisions governing TARP.
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package) never materialised as the institution was able to return to market-sourced
funding.
522

Despite the limited practical impact of the SRE provision introduced by FDICIA,
the issue of SREs and the concept of TBTF were prominent features in the legislator’s response to the crisis – the Dodd–Frank Wall Street Reform and Consumer
Protection Act of 2010.
1.3

523

The magnitude and extent of the Financial Crisis sparked widespread insecurity in
financial and banking sectors. This general sentiment applied equally to depositors
and other creditors. In order to address the issue and its adverse effects during
earlier phases of the crisis, Congress significantly expanded – both quantitatively
and qualitatively – the coverage of FDIC insurance in the Emergency Economic
Stabilisation Act of 2008.
a

524

The Extension of Deposit Insurance

Increased Coverage

On a purely quantitative level, Sec. 136(a)(1) of the Emergency Economic Stabilisation Act of 2008 temporarily increased the coverage level to USD 250,000.1081
The move marked the first increase of the protection level for ordinary deposits
since the DIDMCA in 1980.1082 Originally, the increase was viewed as a temporary
measure to bolster depositor confidence and prevent further bank runs; it was to be
terminated on 31 December 2009.1083 However, in May 2009, Congress chose to
extend the measure beyond this deadline,1084 and later, the Dodd–Frank Act made
the increase permanent.1085

1081

This more than doubled the previous SMDIA of USD 100,000.

1082

See supra N 441. For IRA accounts, however, the coverage level of USD 250,000 had
already been applicable since the Federal Deposit Insurance Reform Act of 2005; see
supra N 493.

1083

Sec. 136(a)(1) of the Emergency Economic Stabilisation Act of 2008.

1084

Sec. 204(a)(1) of the Helping Families Save Their Homes Act of 2009.

1085

Sec. 335(a)(1) of the Dodd–Frank Act. See also Allen et al., 271.
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The tendency to react to a crisis by increasing the coverage of a deposit guarantee
scheme, as observed during the Financial Crisis of 2007/2008, is neither a novelty
nor a phenomenon that is endemic to the US.1086
b

525

Temporary Liquidity Guarantee Programme

At the height of the crisis in October 2008, the US government resorted to an
unprecedented measure1087 – it extended FDIC coverage to instruments other than
insured deposits. The measure, referred to as the Temporary Liquidity Guarantee Programme (TLGP), consisted of two components: the Debt Guarantee Programme (DGP) provided a guarantee for certain types of newly issued debt instruments1088 while the Transaction Account Guarantee Programme (TAGP) provided
a guarantee for certain non-interest-bearing transaction accounts.1089
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Both components of the TLGP were aimed at stabilising the financial sector, albeit from two different points of entry. First, the DGP focused on stabilising the
lending between market participants and the avenue of obtaining funding through
unsecured debt, both of which came to a near-complete halt during the crisis.
Second, the TAGP focused on institutions that relied on deposits for their funding. By extending deposit insurance to non-interest-bearing transaction deposits,
the programme attempted to curtail deposit outflows from such accounts that,
under normal circumstances, were protected only up to the statutory threshold of
USD 250,000.1090
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1086

See supra N 184 for a similar move in Switzerland during the crisis – raising the deposit guarantee coverage level to CHF 100,000.

1087

The TLGP, however, was not the sole response of the US government to the crisis;
two other programmes – the Treasury’s TARP and the Federal Reserve System’s Commercial Paper Funding Facility (CPFF) – also contributed to stabilising the financial
system and mitigating the impact of the crisis. For an overview of all government
interventions in response to the crisis, see Johnson, 272 et seqq.; Webel/Labonte, 2
and 4.

1088

The DGP covered qualifying debt instruments issued not only by banks or thrifts but
also by holding companies and affiliates. See FDIC, Crisis and Response, 33.

1089

FDIC, Crisis and Response, 33.

1090

Many of these accounts did, however, exceed the threshold and were thus susceptible
to withdrawals that could prompt a widespread bank run.
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Participation in the TLGP (i.e. in both DGP and TAGP) was entirely voluntary.
Nevertheless, all eligible institutions1091 automatically gained membership following its announcement. This membership was limited to 30 days, and no fees were
charged; after 30 days, the institutions were free to decide to remain (and pay the
respective fees) or to opt out of either the DGP or TAGP – or to withdraw from the
TLGP altogether.1092 As for the participation in the DGP, all eligible entities within
a holding company were required to adopt a unified stance on participation in
order to prevent a problem of adverse selection whereby the stronger institutions
opt out and only the weak ones remain in the programme.1093 Simultaneously, the
FDIC was allowed to prevent or restrict institutions’ participation in the TLGP
(particularly in the DGP).1094

529

The entire TLGP was drafted and put into motion in a relatively short period of
time, especially given its novel nature.1095 Moreover, the legal basis and the source
of funding for a programme of that scope was not clear.1096 Ultimately, the SRE
pursuant to FDICIA was used as legal basis for the TLGP.1097 Until this point,
the SRE was generally believed to be only applicable in cases where an imminent failure of a major depository institution threatened to destabilise the finan-

1091

In addition to FDIC-insured depository institutions (i.e. banks and thrifts), holding
companies and affiliates were also eligible. The rationale for the broad scope of entities
can be found primarily in the design and nature of the DGP.

1092

Following the 30-day automatic membership, approximately half of the eligible institutions remained in the DGP and 86 per cent remained in the TAGP. See FDIC, Crisis
and Response, 43.

1093

FDIC, Crisis and Response, 43.

1094

FDIC, Crisis and Response, 46 et seq.

1095

The programme was largely drafted in the first two weeks of October 2008 and was
announced and implemented on 14 October 2008. The final rulemaking was completed
about five weeks later, on 21 November 2008. See FDIC, Crisis and Response, 42 et
seq.

1096

The most straightforward approach, seeking congressional appropriation, proved to be
impossible, as Congress made clear that it would not fund any additional programmes
alongside TARP. While funding through TARP was considered, it was ultimately
deemed impractical. Funding through the Federal Reserve System was not possible
either, as the Federal Reserve Board did not have the authority to directly guarantee
bank debt. See FDIC, Crisis and Response, 35.

1097

Karmel, 5.
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cial system.1098 However, the rationale followed the line of argumentation behind
«traditional» single-institution SREs: the provision of open-bank assistance would
result in a reduced likelihood of wider market disruption and, ultimately, in lower
costs to the FDIC.1099 Moreover, the TLGP was designed to recuperate any expenses through fees raised from participating institutions and was limited in its duration.1100 While the FDIC Board of Directors unanimously approved the «generic
systemic risk determination» and the open-bank assistance under the SRE regime,
it remained unclear whether Congress would concur that the exception as enacted
under FDICIA was adequate to cover situations that were beyond the scope when
the legislation was passed in 1991.1101 Ultimately, however, the legality of the statutory authority for the TLGP under the SRE framework was never scrutinised in
court, and the Dodd–Frank Act in 2010 ended the discussion insofar as it explicitly
forbade another TLGP in the form adopted during the crisis.1102
In the end, the TLGP stabilised or contributed to the stabilisation of the debt issuance channel (through the DGP) and deposit funding (through the TAGP). Furthermore, the programmes fulfilled their task without triggering the special assess-

1098

The three aforementioned instances of SRE invocation (i.e. the cases of Wachovia,
Citigroup, and Bank of America) were based on this understanding of FDICIA’s SRE
clause. See supra N 503 et seqq.

1099

FDIC, Crisis and Response, 41.

1100

The DGP’s duration was extended once and the TAGP’s duration was extended twice
before being superseded by Sec. 343(a)(1)(A) of the Dodd–Frank Act. This provision
extended deposit insurance coverage to any non-interest-bearing account until the end
of 2012. While the overall design and intent of the TAGP pursuant to the Dodd–Frank
Act was similar to the original programme, there were a number of differences in the
definition of qualifying account types as well as in the scope of participants – the programme under the Dodd–Frank Act applied to all depository institutions whereas the
original TAGP was voluntary. See Hoskins, 2 et seq.

1101

The GAO stated in a subsequent report that, while it could find some support for the
agencies’ interpretation of the SRE clause, this interpretation was open to question and
raised significant policy issues. See GAO, Systemic Risk Exception, 38.

1102

While the Dodd–Frank Act allows for measures similar to the DGP, it sets the applicable threshold much higher, as it requires congressional approval before the programme
can be set into motion. See Sec. 1105(c)(1) of the Dodd–Frank Act. Furthermore, the
extent of the guaranteed debt must be determined by the Treasury in consultation with
the president, not just by the FDIC. As for the TAGP, the wording of Sec. 1105(f) of the
Dodd–Frank Act prohibits another such programme as the «guarantee of deposits held
by insured depository institutions shall not be treated as a debt guarantee programme».
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ment on all depository institutions1103 pursuant to the SRE framework. Overall, the
fee structure adopted for both the DGP and the TAGP resulted in sufficient funds to
cover any losses incurred by the FDIC. While the losses of the TAGP exceeded the
respective fees by approximately USD 300 million,1104 this was more than offset
by the fees-to-losses ratio of the DGP.1105
1.4

Assessing the FDIC’s Role in the Crisis

531

As shown in the preceding paragraphs, the FDIC played three distinct roles during
the crisis.

532

First, in its traditional role, the FDIC dealt with a large number of failed depository
institutions. Indeed, the number of failures did not reach that of the Savings and
Loan Crisis. However, some of the depository institutions that failed – IndyMac
and WaMu – were of an unprecedented size. While the failure of the former resulted in the largest loss ever incurred by the FDIC, the Corporation managed to prevent any losses to the institution’s insured depositors. In the case of the latter, the
FDIC managed to protect all of the institution’s creditors through a whole-bank
P&A transaction without incurring any loss. Moreover, the DIF reached alarmingly low funding levels (the DIF’s balance and the reserve ratio even reached
negative levels)1106 during and in the aftermath of the crisis. However, unlike in
1989, the deposit insurance scheme did not fail, and there was no need to resort to
taxpayer money.1107

1103

This special assessment was to be borne by participating banks and thrifts as well
as depository institutions that decided to opt out of either programme or both programmes. In contrast to the scope of the DGP, holding companies and affiliates eligible
for the programme would have been exempt from the assessment; this constituted a
loophole reflecting the considerable differences in scope between the interpretation of
the SRE in its traditional context and that in the context of the TLGP. See FDIC, Crisis
and Response, 57.

1104

Throughout the TAGP’s existence, the FDIC collected USD 1.2 billion in fees while
losses from the programme amounted to approximately USD 1.5 billion. See FDIC,
Crisis and Response, 58.

1105

The fees collected under the DGP amounted to USD 10.4 billion while losses amounted to just USD 153 million. See FDIC, Crisis and Response, 57.

1106

For an illustration of the reserve ratio’s changes between December 2005 and December 2013, see Getter, Federal Deposit Insurance, 4.

1107

See supra N 450 et seqq. See, however, Cowan/Salotti, 236 on wealth transfers as
cost of the FDIC’ successful handling of the crisis years.
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Second, the FDIC also played a fairly traditional role within the concert of agencies in the three single-institution-SRE cases (i.e. Wachovia, Citigroup, and Bank
of America). Despite being forced to make use of the SRE framework for the first
time since its creation by FDICIA in 1991, the FDIC had experience in providing
open-bank assistance from pre-FDICIA times. However, the assistance provided
to institutions at risk eclipsed any open-bank assistance that the FDIC had previously provided. Ultimately, the merits of the SRE during the crisis were more psychological than anything else – the practical impact of the open-bank assistance
was fairly limited due to various factors.1108

533

Third, the extension of deposit insurance coverage both quantitatively (i.e. increased coverage of USD 250,000) and especially qualitatively (i.e. the TLGP and
the later-established unlimited coverage under the Dodd–Frank Act) was certainly the most novel measure involving the FDIC. The use of an SRE as the legal
basis for the TLGP may be questionable, since FDICIA’s SRE provision clearly
envisioned a scenario in which a single bank, posing a threat to financial stability,
receives open-bank assistance from the FDIC. Ultimately, however, the legality
of the approach was not examined in court and was acknowledged, at least tacitly, by the GAO. Following the passage of the Dodd–Frank Act, the questions
surrounding the TLGP’s legal basis lost their practical relevance, as the act provided for a legal basis to establish a future DGP-like programme that necessitates
congressional approval, considerably raising the necessary threshold. Moreover,
while the Dodd–Frank Act forbade the reoccurrence of the TAGP, the fact that
the programme received an «extension» leaves open the possibility of a potential
future use of a similar measure should Congress deem such a step appropriate.

534

2.

Changes to Deposit Insurance Under
the Dodd–Frank Act

The passage of the Dodd–Frank Wall Street Reform and Consumer Protection Act
of 2010 marked a milestone in the US regulatory landscape. It was the legislator’s
answer to the shortcomings in the framework that amplified the Financial Crisis of
2007/2008. The act amended various aspects of the regulatory framework and had
implications for a plethora of market participants.

535

Given the scope of this thesis, the following examination of the Dodd–Frank
Act shall revolve around its Title III, known as the «Enhancing Financial Insti-

536

1108

See supra N 521 et seq.
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tution Safety and Soundness Act of 2010».1109 The provisions most relevant to
the FDIC and deposit insurance in the US can be broadly categorised into three
groups: (i) organisational changes to the regulatory and supervisory landscape,
(ii) increase in FDIC coverage, and (iii) the alterations to the computing methods
for premia contributions and the DRR.
2.1

Organisational Changes

537

Once the gravest effects of the crisis were weathered, the search for a culprit began. This reaction of lawmakers and regulators was by no means a novelty – the
same pattern could be observed two decades earlier following the Savings and
Loan Crisis.

538

Ironically, from an institutional perspective, the culprit in both crises was found in
the supervisor of thrifts and savings and loan associations.1110 Since the two largest failed depository institutions (i.e. IndyMac and WaMu) were both within the
supervisory purview of the OTS, the agency faced widespread criticism for being
too lenient. The criticism was amplified by the fact that another major actor in the
crisis – AIG – was also subject to consolidated supervision by the OTS.1111 Despite
being AIG’s primary federal regulator, the OTS did not play a significant role in
the rescue of AIG, which was organised by the US Department of the Treasury and
the Federal Reserve Board.1112

539

Combined, these three high-profile «strikes» led to the demise of the OTS.1113
While its predecessor was disbanded under similar circumstances, the two cases
differed considerably. While FIRREA did indeed abolish the FHLBB, from a functional point of view, the agency was simply replaced by the OTS. This time, however, there was no newly established agency to assume the OTS’s duties. Instead,
its supervisory and regulatory functions were delegated to three different agencies:

1109

Sec. 300 of the Dodd–Frank Act.

1110

See supra N 455 for a discussion of the demise of the FHLBB and the creation of the
OTS as its successor.

1111

Harrington, 799. For an in-depth discussion of the events surrounding AIG, see
McDonald/Paulson, 81 et seqq.

1112

The involvement of the Federal Reserve Board was highly unorthodox and quite contentious – AIG, as an insurance company, did not fall within the regulatory purview of
the Federal Reserve Board. See Arner, 114.

1113

Baily/Klein/Schardin, 38; Khademian, 843 et seq.
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the OCC, the FDIC, and the Federal Reserve Board.1114 Under Sec. 312(b) of the
Dodd–Frank Act, the Federal Reserve Board assumed the supervision and regulation of thrift holding companies and any non-depository subsidiaries of such
entities while the supervision of thrifts was transferred to the OCC (for federally
chartered institutions) and the FDIC (for state-chartered institutions).1115
Overall, the demise of the OTS marked the end of a process that began with the
passage of FIRREA in 1989. In the process’s first phase, FIRREA shifted the responsibility to provide depositor protection to the purview of the FDIC – d espite
the fund for banks (BIF) remaining separate from the one for thrifts (SAIF).
In its second phase, after a period of recovery (particularly for the SAIF), the two
funds were merged into the DIF by the Federal Deposit Insurance Reform Act of
2005. In the process’s third phase, the Dodd–Frank Act completed the consolidation by transferring regulatory competencies away from a distinct thrift supervisor
and towards the bank supervisory agencies (i.e. the OCC, FDIC, and the Federal
Reserve Board). In light of the tremendous changes in the thrift business and the
gradual reduction of differences between commercial banks and major thrifts, the
consolidation appears sensible.1116
2.2

540

Deposit Insurance Coverage

Amidst the crisis, the Emergency Economic Stabilisation Act of 2008 more than
doubled the applicable coverage level for deposits in FDIC-insured institutions
by raising the coverage level to USD 250,000.1117 This was originally intended
to be a temporary measure to bolster confidence amongst depositors and other
market participants and stabilise depository institutions. Nevertheless, Sec. 335(a)
of the Dodd–Frank Act made the increase permanent and retroactively applicable,

1114

Sec. 312 of the Dodd–Frank Act.

1115

See M. Murphy, 2 et seq.

1116

While the consolidation of deposit insurance for banks and thrifts covers a majority of
the deposit-taking business in the US, it should be noted that there remains fragmentation with respect to deposit insurance, as the NCUA, through its National Credit Union
Share Insurance Fund (NCUSIF), is still responsible for protecting depositors in Credit
Unions.

1117

Sec. 136(a)(1) of the Emergency Economic Stabilisation Act of 2008. See also supra
N 524.
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protecting depositors of any failed depository institution for which the FDIC was
appointed as receiver on or after 1 January 2008.1118
542

This increase in depositor coverage was similar to the development in Switzerland
described in Chapter 3.1119 In both cases, emergency measures were adopted at
the height of the crisis as temporary policies but were eventually transposed into
permanent law. Overall, however, there was a global trend to increase deposit
guarantee coverage during and immediately after the crisis. In a study of various
jurisdictions around the world, Demirgüç-Kunt/Kane/Laeven concluded that
«almost all countries with explicit deposit guarantee that experienced a banking
crisis over this period increased the statutory coverage limit in their deposit insurance scheme».1120
2.3

Assessment Computation and DRR

543

As a result of the crisis, the DIF reached negative levels in 2009 and 2010.1121
Unlike FSLIC during the Savings and Loan Crisis, the negative balance of the
DIF did not result in the scheme’s failure. To avert such a fate, the Federal Deposit
Insurance Reform Act of 2005 mandated the FDIC to adopt a restoration plan.1122
Furthermore, the FDIC imposed a special assessment on insured institutions and
required them to pay assessments for the next three years1123 in advance.

544

To prevent the reoccurrence of a negative DIF balance, the Dodd–Frank Act partially overhauled the computation methods for both assessment payments and the
DRR. The Dodd–Frank Act stipulated a new DRR of 1.35 per cent that had to be
attained by 30 September 2020.1124 Moreover, the Dodd–Frank Act abolished the
upper limit for the DRR, granting the FDIC considerably more discretion regarding the management of the DIF.

1118

M. Murphy, 4.

1119

See supra N 184.

1120

Demirgüç-Kunt/Kane/Laeven, Database, 14.

1121

Getter, Federal Deposit Insurance, 4; Packer, 575. See also supra N 532.

1122

FDIC, Crisis and Response, 156 et seq.

1123

Packer, 575. Alternatively, the FDIC could have resorted to borrowing from the Treasury, as it did during the Savings and Loan Crisis.

1124

Sec. 334(d) of the Dodd–Frank Act.

212

III. The Financial Crisis of 2008/2009 and the Dodd–Frank Act

Regarding the issue of dividend payments from the fund, the 1.5-per-cent threshold
retained a certain significance. The Dodd–Frank Act did not abolish a requirement
imposed on the FDIC to pay dividends if the reserve ratio at the end of a calendar
year is higher than 1.5 per cent. In theory, there was thus still a statutory requirement to pay dividends that potentially hampered the build-up of a resilient DIF.
However, this problem was mitigated, by Sec. 332 of the Dodd–Frank Act, which
granted the FDIC the sole discretion to suspend or limit dividend payment.1125

545

Looking back at the origins of the fund’s inadequate resources during both the
Savings and Loan Crisis and the recent financial crisis, the Dodd–Frank Act’s
provisions on the DRR and fund management marked a big step forward. Finally,
the FDIC was given the necessary competency to implement anti-cyclicality for
the DIF. However, it must be noted that the legislator already made steps in that
direction prior to the Dodd–Frank Act, and that these efforts were ultimately undermined by reducing premia requirements for depository institutions in times of
relative stability.1126

546

In December 2010, the FDIC acted based on its newly gained discretion under
the Dodd–Frank Act and published its final rule on the DRR. As part of this final
rule, the FDIC raised the DRR to 2 per cent1127 – higher than the statutory limit of
1.35 per cent pursuant to the Dodd–Frank Act.

547

Aside from the aforementioned changes to the DRR, the act also touched on the
computation methodology for assessments. Sec. 331(b) of the Dodd–Frank Act
changed the method to determine an institution’s assessment base. Under the new
framework, the assessment base is defined as an institution’s consolidated total assets minus its average tangible equity.1128 Prior to the Dodd–Frank Act, the assessment base consisted only of an institution’s domestic deposits.1129 The remainder
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1125

See also Davison/Carreon, 33.

1126

For instance, the Deposit Insurance Funds Act of 1996 prevented the FDIC from collecting premia from well-capitalised institutions once the then-applicable DRR of
1.25 per cent was met, thereby establishing a hard target for the DRR. See Ellis, 4;
Eisenbeis/Kaufman, 539; Eisenbeis/Wall, 2. Due to the quite lenient requirements to
qualify as well-capitalised, the DIF was effectively barred from growing. Since this
practice did not end until the Deposit Insurance Reform Act of 2005, it resulted in a
decade in which the DIF could not reach a resilient size, and thus contributed to the
negative DIF balance during the crisis. See also Davison/Carreon, 32.

1127

12 C.F.R. Part 327.4.

1128

See Gnanarajah, 2.

1129

Gnanarajah, 2.
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of the premia calculation method (i.e. the assessment rate), which was determined
by an institution’s risk category,1130 remained unchanged.
549

The new assessment base methodology under the Dodd–Frank Act was in line
with the act’s other provisions aimed at monitoring risk in the financial market
more precisely. Of course, the new methodology primarily concerns larger banks
that engage heavily in activities other than deposit-taking.

550

Additionally, the Dodd–Frank Act redistributed the burden of replenishing the DIF
in another, more direct way. The increased DRR of 1.35 per cent was designed to
place the burden on larger institutions (i.e. ones with assets exceeding USD 10 billion). To this end, all institutions, regardless of their size, were required to contribute until the «old» DRR of 1.15 per cent was met.1131 Thereafter, the FDIC would
reduce the initial assessment rates for all members while simultaneously imposing
surcharge assessments1132 on large banks,1133 shifting the burden of the higher DRR
away from smaller depository institutions.

551

Within two years of exceeding the 1.15-per-cent threshold and the subsequent
redistribution of the financial burden, the statutory minimum DRR of 1.35 per
cent was met.1134 Therefore, the shortfall assessment stipulated for the event of
the DIF failing to reach its statutory minimum DRR was ultimately not used.1135
The rationale for the shorter timeframe in the FDIC’s rulemaking was to build a
resilient DIF capable of withstanding crises and avoiding burdening institutions
by imposing high assessments (and surcharges) during an economic downturn in
a pro-cyclical manner.1136
1130

The risk category of a small depository institution (with less than USD 10 billion in
assets) depends on two criteria: capital level and supervisory rating (i.e. the CAMELS
composite score). For large and highly complex institutions, there are separate
methodologies that use scorecards. See Alexander, Banking Regulation, 174.

1131

In the second quarter of 2016, the reserve ratio exceeded the threshold of 1.15 per cent.
See FDIC, FIL-58-2016, which announced the imposition of surcharges for larger
institutions.

1132

See 12 C.F.R. Part 327.11.

1133

These surcharges, however, applied only to the assessment base in excess of
USD 10 billion. See Gnanarajah, 3.

1134

See FDIC, FIL-78-2018.

1135

Specifically, 12 C.F.R. Part 327.11(b)(4)(i) entailed a shortfall assessment on large
depository institutions during 2019, had the reserve ratio not reached 1.35 per cent by
the end of 2018.

1136

Gnanarajah, 3.
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As a consequence of the DIF surpassing the 1.35-per-cent threshold, the surcharge
assessments on large depository institutions were stopped in October 2018.1137
Furthermore, as required by the Dodd–Frank Act, the FDIC calculated the total
assessment credit that would be used to fully offset1138 the impact of the 1.35-percent DRR on smaller institutions.1139 At the end of the second quarter of 2019,
the DIF ratio reached 1.4 per cent,1140 exceeding the trigger for the use of the assessment credit. Thus, the FDIC began applying the assessment credit to eligible
members the following quarter, thereby considerably reducing their premia contributions; conversely, the FDIC’s assessment income also saw a reduction during
that quarter.1141

552

It was planned that the remainder of the assessment credit would eventually be
applied in future quarters during which the reserve ratio was at least 1.38 per
cent.1142 Were the DIF continuing to grow, the next trigger would be reached at
1.5 per cent, requiring the FDIC to pay out dividends to insured institutions. However, this threshold will remain hypothetical, as the FDIC already made use of its
rulemaking power pursuant to Sec. 332 of the Dodd–Frank Act and suspended
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1137

As stipulated in 12 C.F.R. Part 327.11(a)(2).

1138

While smaller institutions already benefitted from reduced assessments in an ex ante
manner, the rationale of the Dodd–Frank Act was to impose the burden of the increased
DRR solely on large and highly complex institutions. Thus, the assessment credit was
conceived as an ex post measure to absolve smaller institutions from any burden.

1139

However, while the credit’s total amount of USD 765 million had already been calculated, the application of the credit was to occur at a later stage (i.e. once the DIF ratio
exceeded 1.38 per cent). See 12 C.F.R. Part 327.11(c)(11)(i).

1140

FDIC, QBP Second Quarter 2019, 23.

1141

The FDIC estimated to have paid approximately USD 320 million in assessment credits to member institutions during that period. See FDIC, QBP Second Quarter 2019,
23.

1142

It should be noted that the FDIC Board of Directors has issued a notice of proposed
rulemaking that would require the application of the credit even when the DIF ratio
falls below 1.38 per cent but above 1.35 per cent. The practical importance of such a
rule, however, would be relatively minor, as the first application of the credit already
resulted in the payment of 41 per cent of the total credit. The proposed rule, however,
would increase the stability and reliability of the credit’s application. Under the proposed rule, a scenario in which the FDIC applies the credit in one quarter but suspends
it in the next quarter due to the DIF ratio falling below the threshold (e.g. due to reduced assessment income as a result of applying the credit) becomes significantly less
probable. See Assessments, 84 Fed. Reg. 45,443 (29 August 2019).
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dividends indefinitely.1143 In lieu of dividend payments, the FDIC plans to reduce
the burden on depository institutions by reducing its assessment rates after the
reserve ratio has reached 2 per cent and then 2.5 per cent.1144 Hence, the reduced
assessment rates were designed to forestall the endless growth of the DIF while
simultaneously safeguarding the DRR of 2 per cent.
554

However, the COVID-19 pandemic significantly altered the reserve ratio’s trajectory due to an extraordinary growth of insured deposits that outpaced the DIF’s
growth and caused the reserve ratio to plummet below the statutory minimum.1145
Instead of reducing the burden of depository institutions, which is likely to remain
hypothetical during the next years, the FDIC is confronted with the statutory requirement1146 to adopt a restoration plan to restore the reserve ratio within eight
years.1147

3.

The FDIC and the Orderly Liquidation Authority

555

While the Dodd–Frank Act resulted in a partial overhaul of deposit insurance, its
Title II also vested further responsibilities in the FDIC.
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During the crisis, particularly in the cases of Lehman Brothers and AIG, failed or
failing large non-bank companies were resolved through traditional bankruptcy
proceedings under the Bankruptcy Code.1148 Furthermore, certain large non-bank
financial institutions received public support to avoid failure.1149 The Bankruptcy
Code primarily focuses on two issues: (i) to conserve complementarities and go-

1143

See 12 C.F.R. Part 327.50(a).

1144

See 12 C.F.R. Part 327.50(b), which refers to 12 C.F.R. Part 327.10(c) for the 2-percent threshold and to 12 C.F.R. Part 327.10(d) for the 2.5-per-cent threshold.

1145

The increase in insured deposits reduced the reserve ratio to 1.3 per cent. See FDIC,
QBP Third Quarter 2020, 22.

1146

The mechanism for the restoration plan was introduced by Sec. 2108 of the Deposit
Insurance Reform Act of 2005. However, the provision was later amended – notably
by the Dodd–Frank Act – to reflect the increased DRR and timespan for restoration.

1147

See infra N 609.

1148

This was generally through either liquidation pursuant to Chapter 7 of the Bankruptcy
Code or reorganisation pursuant to Chapter 11 of the Bankruptcy Code.

1149

See also Pellerin/Walter, 1.
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ing-concern value and (ii) to determine a way to resolve the failure (through either
liquidation or reorganisation).1150
The legislator, however, considered those options unsatisfactory to deal with the
issue of a large non-bank financial institution. The procedure under the Bankruptcy Code was not designed to take the systemic repercussions of such a failure
into account. While the approach of preventing failure by means of government
support averted a negative chain of events that could have resulted in a calamity,
it raised another important problem: moral hazard. Therefore, the Orderly Liquidation Authority (OLA), pursuant to Title II of the Dodd–Frank Act, was conceived. The OLA considers the potentially adverse effects on financial markets,
thereby bolstering the resilience of the financial system. Simultaneously, the OLA
works to prevent the future use of public funds to avert an institution’s failure,
reducing the risk of moral hazard.1151

557

From a procedural point of view, the implementation of the OLA marked a considerable paradigm shift. While the approaches available under the Bankruptcy Code
were largely court-administered and involved active participation from the firm’s
debtors,1152 the OLA is agency-driven under the auspices of the FDIC and designed
to yield faster results (i.e. without potential delays caused by litigation).

558

The OLA, however, is not intended to become the standard way of dealing with
failed financial institutions. Bankruptcy is to remain the primary approach; the
OLA is designed as a supplementary tool. To this end, the Dodd–Frank Act includes several impediments that must be overcome before the OLA can be applied. Both the Federal Reserve Board and the FDIC Board of Directors1153 shall
independently issue a recommendation that takes eight aspects into consideration:
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1150

Pellerin/Walter, 3 et seqq.

1151

See Sec. 204(a) of the Dodd–Frank Act, outlining the purpose of the OLA.

1152

This is especially true for reorganisation under Chapter 11.

1153

In cases involving broker-dealers (or a holding company whose largest US subsidiary
is a broker-dealer), the Securities and Exchange Commission (SEC) must make the
determination in lieu of the FDIC (although the FDIC is consulted). Similarly, in cases
involving an insurance company (or a holding company whose largest US subsidiary is
an insurance company), the Federal Insurance Office (FIO) must make the determination (although, again, the FDIC is consulted). See US Department of the Treasury,
Orderly Liquidation Authority and Bankruptcy Reform, 8. See also Jackson/Massman, 57.
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– (i) evaluating whether the financial company is in default or in danger thereof;
– (ii) assessing the potential impact of the company’s failure on the financial
stability of the US;
– (iii) assessing the potential impact of the failure on the economic conditions
or financial stability for low income, minority, or under-served communities;
– (iv) recommending the nature and extent of actions to be taken under the OLA
regarding the financial company in question;
– (v) evaluating the likelihood of a private-sector alternative to prevent a failure;
– (vi) evaluating why a measure under the Bankruptcy Code is inappropriate for
the specific case;
– (vii) evaluating the impact on creditors, counterparties, and shareholders of
the financial company as well as its impact on other market participants; and
– (viii) evaluating whether the company satisfies the definition of «financial
company» pursuant to Sec. 203(a) of the Dodd–Frank Act.1154
560

Moreover, the recommendation must be passed with a vote of two-thirds of either body’s membership. If both the Federal Reserve Board and the FDIC concur,
a recommendation is issued to the Secretary of the Treasury, who must then make
a determination in consultation with the president.1155 Once the determination1156
has been made, the financial company’s board of directors is notified to gain its
acquiescence or consent to the appointment of the FDIC as its receiver.

561

In absence of this consent, the Treasury must petition the US District Court for the
District of Columbia for an order authorising the Secretary of the Treasury to appoint the FDIC as receiver. The court then has 24 hours to hear out the institution
concerned1157 and determine whether certain (limited) aspects of the Secretary of

1154

See Sec. 203(a)(2) of the Dodd–Frank Act.

1155

The criteria for the Secretary of the Treasury’s determination differ from the criteria
for that of the Federal Reserve Board and the FDIC. Nevertheless, from a material
perspective, the criteria are largely congruent.

1156

The determination for the purpose of the OLA is distinct from that by the Financial
Stability Oversight Council (FSOC) as a non-bank systemically important financial institution (SIFI) pursuant to Sec. 113(a)(1) of the Dodd–Frank Act. On the designation
as a non-bank SIFI, see Busch/van Rijn, 324 et seqq.

1157

Due to the strictly confidential basis of the court proceedings, no public disclosure is
made, thereby preventing other stakeholders from intervening or participating.
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the Treasury’s determination are arbitrary and capricious.1158 Only in the event of
an arbitrary-and-capricious determination can the court block the determination;
in all other cases, the FDIC is appointed as receiver. This procedure for a very restrained judicial review behind closed doors, which is stipulated in Sec. 202 of the
Dodd–Frank Act, has resulted in questions over the constitutionality of the statute.1159 In a first case,1160 several state attorneys general1161 filed a lawsuit challenging the constitutionality of Title II of the Dodd–Frank Act due to a violation of the
Due Process Clause, Article III of the Constitution, and the First Amendment.1162
The US District Court for the District of Columbia dismissed the case due to the
plaintiffs’ lack of standing and the lack of ripeness of the claim; this decision was
affirmed in a subsequent appeal before the US Court of Appeals for the District
of Columbia Circuit.1163 Consequently, the issue of the OLA’s constitutionality is
likely to resurface when the claim is ripe (i.e. when an actual determination to
resolve an institution is being made). Therefore, Merril/Merril rightfully voiced
the concern that «constitutional arguments are likely to re-emerge at the worst
possible time».1164

1158

The judicial review only extends to two aspects of the entire determination. First, the
evaluation of default or the danger thereof and second, whether the institution satisfies
the definition of a financial company for the purpose of Title II of the Dodd–Frank Act.
See Sec. 202(a)(1)(A)(iii) of the Dodd–Frank Act.

1159

This particularly applies to the conformity with the Due Process Clause of the Fifth
Amendment. For an in-depth discussion of these issues, see Merrill/Merrill, 165 et
seqq.; Scott, Resolution or Expropriation, 199 et seqq.

1160

Not to be confounded with the better known case MetLife Inc. v. FSOC, 177 F. Supp. 3d
(D.D.C. 2016), which concerned questions surrounding the designation as a SIFI under
Title I of the Dodd–Frank Act – a determination distinct from the one for the purpose
of the OLA. On the consequences of the court’s decision in MetLife, see Tarullo, 73.

1161

Namely, the attorneys general of Alabama, Georgia, Kansas, Michigan, Montana, Nebraska, Ohio, Oklahoma, South Carolina, Texas, and West Virginia.

1162

Moreover, the plaintiffs also argued that the statute is in violation of the uniformity
requirement of the Bankruptcy Code.

1163

State National Bank of Big Spring v. Lew, 958 F. Supp. 2d 127 (D.D.C. 2013), affirmed
in 795 F.3d 48 (D.C. Cir. 2015).

1164

Merrill/Merrill, 171.
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Once the FDIC is appointed as receiver of a failed or failing large non-bank institution, it must act pursuant to Sec. 204 of the Dodd–Frank Act.1165 The overarching
aim of the procedure is to ensure that the failed firm’s shareholders and creditors
bear its losses, and thus prevent future bail-outs.1166 In its role as receiver, the FDIC
enjoys significant discretion as to the actions it deems appropriate to achieve the
aforementioned aims of the OLA. Under the wording of the act, the FDIC may
«take over the assets and operate the covered financial company with all the powers of the members or shareholders, the directors, and the officers of the covered
financial company».1167 For instance, it may transfer assets of the failed institution to a bridge institution, or even merge the failed institution with another one.
Moreover, the FDIC may repudiate contractual liabilities of the failed firm. Lastly,
in stark contrast to a procedure under the Bankruptcy Code, the invocation of the
OLA triggers a one-day stay on the liquidation of so-called «qualified financial
contracts» (e.g. repurchase agreements and swaps).1168 Consequently, the FDIC
could transfer such contracts to the bridge institution within the stay (and notify
the counterparty), resulting in the counterparty being deprived of the exercise of
its liquidation right.1169

563

The broad array of powers conferred on the FDIC in the OLA framework enables
a case-by-case approach that considers the failed institution’s particularities. Conversely, the FDIC is forced to balance competing interests. As mentioned above,
a guiding principle of the OLA is to ensure that losses are borne by the failed firm’s
shareholders and creditors in order to maintain market discipline and avoid the
moral hazard inherent to bail-outs. On the other hand, however, the FDIC must
mitigate any repercussions for systemic stability by injecting liquidity to maintain
certain vital operations. In some cases, the FDIC would be forced to protect certain
1165

For covered securities brokers and dealers, the liquidation process is guided by
Sec. 205 of the Dodd–Frank Act. Generally, the processes under the two provisions are
largely identical. However, under the act’s Sec. 205, the Securities Investor Protection
Corporation (SIPC) is statutorily appointed as trustee for the liquidation. See also Joo,
47 et seqq. for a comparison between the liquidation regimes of the OLA and the
Securities Investor protection Act of 1970.

1166

See Sec. 204(a) of the Dodd–Frank Act.

1167

Sec. 210(a)(1)(B)(i) of the Dodd–Frank Act.

1168

In an ordinary bankruptcy, the counterparty, pursuant to 11 U.S.C. § 559, may terminate or liquidate a repurchase agreement immediately (i.e. without a mandatory stay).
The same applies under 11 U.S.C. § 560 for swaps. See also Busch/van Rijn, 333 et
seq.

1169

Jin, 1755.
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creditors to avoid contagion of other market participants or sectors. Such unequal
treatment of creditors and claims during the OLA procedure could lead to reduced
legal certainty and, potentially, market instability.1170
Title II of the Dodd–Frank Act imposes certain limits on the FDIC’s discretion
when handling the failure of a large non-bank institution. These hurdles are essentially the product of the experience of the last crisis and the bail-outs that were carried out during that period. Sec. 214(c) of the Dodd–Frank Act effectively prohibits the FDIC from resorting to taxpayer money in its capacity as receiver. In order
to fulfil its mandate under the OLA, the FDIC must rely on two sources of funding:
proceeds from the disposition of the failed institution’s assets and funding through
the Orderly Liquidation Fund (OLF).1171 The OLF differs in functioning from the
DIF insofar as it is not built up ex ante; instead, the FDIC may draw from a Treasury credit line,1172 and the amount borrowed must be repaid through either the
disposition of assets or a risk-based assessment on other non-bank financial institutions.1173 Moreover, Sec. 206(6) of the Dodd–Frank Act prohibits the FDIC from
taking equity interest or becoming a shareholder of a covered financial company,
preventing the reoccurrence of capital injections as witnessed during the Financial
Crisis of 2007/2008.1174

564

In its role as receiver under the OLA framework, the FDIC has adopted a «singlepoint-of-entry» (SPOE) approach,1175 meaning that, as a first step, the FDIC places
the top-level holding company into receivership while leaving subsidiaries out of
resolution. The subsidiaries are then transferred into a bridge holding company,
allowing them to continue operating. In doing so, the FDIC separates the viable
assets of the failed covered financial company from its debt and other liabilities.
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1170

See also Pellerin/Walter, 15.

1171

Jin, 1755.

1172

It may do so within the statutory limits of Sec. 210(n)(6) of the Dodd–Frank Act.

1173

Hardee, 275.

1174

Jin, 1755.

1175

See FDIC/Bank of England, 1 et seqq. See also Renner/Kowolik, 89 et seq. In its
traditional role handling the failures of banks and thrifts, since FDICIA, the FDIC
has resorted to the «source-of-strength doctrine» to force a bank holding company to
infuse capital into its depository subsidiary – the roots of this doctrine as a tool used
by the Federal Reserve Board date back even further. See Jackson/Massman, 49; Lee,
Source-of-Strength Part II, 867 et seqq. for an overview of the similarities and differences between the source-of-strength doctrine and the SPOE approach under the OLA.
For more general information on the source-of-strength doctrine, see Guynn, 281;
H. Jackson, 507; Lee, Source-of-Strength Part I, 771 et seqq.
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Therefore, the assets of the bridge holding company should exceed its liabilities,
and the company should be adequately capitalised.1176 In a final step, the established bridge institution is transformed into a new private-sector holding company. The primary advantage of an SPOE strategy over a multiple-point-of-entry
approach is the mitigation of the disruption caused by the receivership. Generally,
the essential day-to-day business is handled at subordinated entities within the
group and the top-level holding company has no (or very limited) trading activity.1177 Thus, the disruption primarily occurs at the top level holding company while
the other entities can continue to provide their services to clients or counterparties,
preventing unnecessary turbulence in the system and preserving financial stability.
Moreover, the SPOE approach under the OLA avoids difficulties arising from the
failed covered financial institution’s cross-border operations, which could complicate the resolution process.1178
566

The crisis revealed a dilemma for regulators dealing with failing non-bank institutions; they could either resort to bail-outs using taxpayer money – risking
backlash from lawmakers and the public – or apply the tools provided for in the
Bankruptcy Code and risk exacerbating the situation through contagion. The
OLA was designed to provide an alternative to those unpalatable options, and the
FDIC was the apparent candidate to take the lead in the new agency-driven resolution given its expertise in dealing with failed depository institutions. Nevertheless, the FDIC’s actual experience in comparable circumstances is fairly limited.
First, there is only one past instance of a failed institution with assets in excess of
USD 50 billion:1179 WaMu. Currently, the four largest bank holding companies in
the US all surpass USD 1 trillion in total assets. Moreover, the nature and complexity of bank holding structures have been a source of contention in the FDIC’s
handling of failed institutions since Continental Illinois in 1984.1180 Despite these
caveats, the extension of the FDIC’s mandate may help mitigate the negative side
effects of the two «traditional» options. Lastly, it must be emphasised that the
OLA is not intended as the new standard resolution method for non-bank financial
1176

FDIC/Bank of England, 6.

1177

FDIC/Bank of England, 6. See also Jin, 1757 et seq.

1178

Guynn, 295 et seq.

1179

USD 50 billion was the original threshold for the application of enhanced supervision stipulated in Sec. 165(a)(1) of the Dodd–Frank Act. This threshold was eventually raised to USD 250 billion in Sec. 401(a)(1) of the Economic Growth, Regulatory
Relief, and Consumer Protection Act of 2018.

1180

See Jackson/Massman, 49.
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institutions. It is meant to serve as a last-resort option available only to the largest,
most systemically important institutions, which is ensured by a three-keys process.1181 Furthermore, the other provisions pertaining to systemic risk in Title I of
the Dodd–Frank Act aimed at ex ante mitigation of the problem also contribute to
a reduced likelihood of having to resort to the OLA as an ex post measure.
Regarding the OLA and the FDIC’s associated role, there have been three principal
targets of criticism: (i) the level of discretion given to the FDIC as a receiver and
the lack of judicial review, (ii) the nature of the OLF as a line of credit and a potential reoccurrence of taxpayer bail-outs, and (iii) the inconsistency of the transfer of
subsidiaries to a bridge institution – and ultimately the resurrection thereof – under
the SPOE approach with the aim of Title II of liquidating the entity.

567

First, the considerable discretion of the FDIC and the absence of judicial review
stand in a stark contrast to the established procedure under the Bankruptcy Code.
Indeed, the different options available to the FDIC and the lack of an established
administrative practice may lead to legal uncertainty and potentially unpredictable
outcomes. It appears, however, that the FDIC would aim primarily at reorganising
and recapitalising any failing or failed covered financial institution, rendering the
outcome somewhat more predictable. Furthermore, to a certain extent, the issues
are inherent to the concept of agency-driven liquidation and the underlying tradeoff between individual creditor rights and financial stability. Overall, the conceptual design of the OLA as a last resort available only to a few institutions generally
mitigates the problems (although not in the case of a specific institution subject
to OLA).

568

Second, the OLA as established by the Dodd–Frank Act does not provide for an
ex ante funding mechanism for the OLF;1182 instead, it opted for an entirely ex
post-funded approach (primarily in a scenario with insufficient returns from the
failed institution’s asset disposition and subsequent assessments on other nonbank financial institutions). This has driven concerns that the use of the Treasury

569

1181

I.e. the cascading invocation process involving a recommendation by the Federal Reserve Board and the FDIC and, subsequently, the actual invocation by the Secretary of
the Treasury in consultation with the President. See supra N 559 et seq.

1182

The bill passed by the House of Representatives called for a «Systemic Dissolution
Fund» with a target size of USD 150 billion. See Sec. 1609(n) of H.R. 4173, 111th
Cong. (2009). Similarly, the Senate bill initially proposed an ex ante fund, albeit with
a significantly smaller target size of USD 50 billion. See Sec. 210(n) of S. 3217, 111th
Cong. (2010). Ultimately however, neither proposition was included in the final legislation. See Gordon/Muller, 193.
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credit facility as part of the OLF could result in the public (and political) perception of yet another bail-out in spite of eventual repayment.1183 It is indeed correct
that, at first, Treasury (i.e. taxpayer) funds would be used to provide the necessary
financial resources for the failed institution’s orderly liquidation. However, the
Dodd–Frank Act mandates repayment through asset disposition and, if necessary,
through contributions of the failed institution’s peers.1184 Ultimately, OLA funding
does not constitute a bail-out by taxpayers.
570

Lastly, the SPOE approach as the preferred method of dealing with a failing covered financial institution and the re-emergence of that entity’s subsidiary could
be considered inconsistent with the aim of Title II to liquidate the failed institution.1185 However, Sec. 210(a)(9)(E) of the Dodd–Frank Act actually mandates the
receiver of an institution under the OLA to minimise the losses resulting from the
proceedings. To this end, the SPOE approach may yield better results compared
to liquidation pursuant to the Bankruptcy Code,1186 and thus mitigate the risk of
disruption and financial instability. Furthermore, the wording of Sec. 214(a) of the
Dodd–Frank Act stipulates rather clearly that the obligation to liquidate applies
solely to the entity put into Title II receivership,1187 which would generally be the
top-level holding company, whose shareholders would primarily bear the loss.1188
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Overall, the FDIC’s extended mandate under Title II of the Dodd–Frank Act marks
a step forward from the options previously available under the Bankruptcy Code.
For instance, the FDIC is convinced that, under a hypothetical OLA resolution for
Lehman Brothers, a considerably more favourable result – with respect to both

1183

Gordon/Muller, 193 compared this to the situation surrounding TARP in which,
notwithstanding the repayment of TARP obligations, the perception of a «taxpayer
bail-out» persisted.

1184

See also Guynn, 290, advocating for the FDIC’s application of the three classic principles for LOLR facilities: (i) lending only to illiquid but solvent institutions, (ii) lending
only against adequate collateral, and (iii) lending only at above-market interest rates.
On the classical concept of LOLR, see Bagehot, 196 et seq. For a comprehensive
summary of the concept, see Humphrey, 2 et seqq. See also supra N 75 et seqq. on the
relationship between the LOLR and deposit guarantee.

1185

See Scott/Jackson, 181 et seqq.

1186

This is particularly true under Chapter 7 and, potentially, Chapter 11.

1187

See Guynn, 291.

1188

As stipulated in Sec. 206(2) of the Dodd–Frank Act and ensured by the shareholders’
position within the hierarchy of claims, which is defined in Sec. 210(b)(1)(H) of the
Dodd–Frank Act.
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financial stability and the recovery rate for unsecured creditors – could have been
achieved.1189 Nevertheless, the OLA is far from being indisputable. In fact, there
have been calls for adding a new Chapter 14 to the Bankruptcy Code,1190 either as
a replacement for the OLA under Title II of the Dodd–Frank Act or as an addition
thereto.1191 Recently, there have been several legislative proposals aimed at either
adding a Chapter 14 alongside the OLA or repealing the OLA (as well as other key
provisions of the Dodd–Frank Act) in favour of a Chapter 14.1192
The agency-driven procedure under the OLA is a significant deviation from US
bankruptcy law, and the limitation of creditor rights and judicial review may cause
disparities between cases of non-bank financial institutions that face procedures
under ordinary bankruptcy law and systemically important ones that are sent into
receivership under the OLA. Nevertheless, the fact that the OLA is designed as an
ultima ratio to avert or mitigate financial instability, and the fact that its invocation involves several actors, should prevent the application of the OLA on a broad
scale. The Dodd–Frank Act’s general trend towards the involvement of different
actors (sometimes from both the legislative and executive branch) on matters pertaining to financial stability and the resolution of systemically important financial
institutions may lead to a politicised environment.1193 In turn, such an environment
could lead to unsatisfactory outcomes, as political actors could be tempted to take
a tough stance in order to appeal to their electorate to the potential detriment of

1189

See FDIC, Lehman Brothers, 41 et seqq. for the hypothetical resolution of Lehman
Brothers under the OLA. See also Warsh, 213 et seq. for a similar conclusion. For a
critical discussion of the FDIC’s report, see Kroener, 73 et seqq.

1190

The original proposal for a Chapter 14 to the Bankruptcy Code can be traced back to
T. Jackson, Bankruptcy Code Chapter 14, 25 et seqq. and has since been revised in
T. Jackson, Revised Chapter 14 Proposal, 15 et seqq. In a report to the president, the
US Department of the Treasury endorsed Chapter 14 as an addition to the OLA, in part
to enshrine the latter’s status as ultima ratio. See US Department of the Treasury,
Orderly Liquidation Authority and Bankruptcy Reform, 2 et seq.

1191

See, for instance, Helfer, 335 et seqq.

1192

Financial CHOICE Act of 2017, H.R. 10, 115th Cong. (2017); Financial Institution
Bankruptcy Act of 2017, H.R. 1667, 115th Cong. (2017); Financial Institution Bankruptcy Act of 2016, H.R. 2947, 114th Cong. (2016); Financial Institution Bankruptcy
Act of 2014, H.R. 5421, 113th Cong. (2014); Taxpayer Protection and Responsible
Resolution Act, S. 1840, 114th Cong. (2015); Taxpayer Protection and Responsible
Resolution Act, S. 1861, 113th Cong. (2013).

1193

This does not solely apply to the OLA; the statutory prerequisite of congressional
approval for a debt guarantee programme akin to the DGP poses the same risks.
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financial stability. Lastly, the similarity to the traditional FDIC receivership for
depository institutions shows that the vast majority of preparatory work is undertaken about 90–100 days before the primary federal regulator closes the institution
and appoints the FDIC as its receiver. Under the OLA, as assumed by the FDIC’s
study of the Lehman Brothers case, the preparatory work would also begin well
before any determination or even recommendation.1194 Thus, the results1195 of the
preparatory work undertaken in the absence of an explicit mandate may actually
prejudice the assessment by the Federal Reserve Board, the FDIC, and the Secretary of the Treasury.

IV.
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In the US, unlike in Switzerland and most other jurisdictions, the task of providing deposit insurance is conferred on two different agencies; until the passage of
FIRREA, the fragmentation of deposit insurance was even greater.1196 This system
is the result of the historical roots and developments of the US financial system as
well as the differences between the business models and charters of commercial
banks, savings and loan associations/thrifts, and credit unions. Nowadays, while
the differences between these groups of depository institutions still exist, they are
not as pronounced as they once were.

574

The FDIC is responsible for the deposit insurance of accounts held with both
banks and thrifts, while the NCUSIF, under the auspices of NCUA, provides deposit insurance1197 for accounts held with credit unions. As the aim of this thesis
is to allow for a comparison between jurisdictions, this section shall focus on the
FDIC, as it is the most significant deposit insurer in the US.

1194

According to FDIC, Lehman Brothers, 41, preliminary work regarding Lehman
Brothers would have started as early as March 2008.

1195

These results included the number of potential bidders and their bids for a failed financial institution – or the absence thereof.

1196

On the disbandment of FSLIC, see supra N 454 et seqq.

1197

In the context of credit unions, deposit insurance is also known as «share insurance»
due to the business model of these institutions.
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1.

Organisation

The Federal Deposit Insurance Act of 1950, as subsequently amended, serves as
the principal governing law for the FDIC and its operations. The act vests the
management of the FDIC in its board of directors, which consists of five members.
Both the Comptroller of the Currency and the Director of the Consumer Financial
Protection Bureau (CFPB) serve ex officio as members on the board. The remainder is appointed by the president with the advice and the consent of the Senate.
Aside from a citizenship requirement, the law also stipulates that the body shall
remain bipartisan – no more than three members may be affiliated with the same
political party.1198 Lastly, given the FDIC’s role as the primary federal regulator
for state-chartered, non-Federal Reserve System members, at least one member
must have bank supervisory experience at the state level. In order to insulate the
FDIC from industry influence, especially conflicts of interests or regulatory capture, no member of the board can concurrently hold a senior position or stock of a
depository institution (or a holding company thereof). Similarly, members of the
FDIC Board of Directors cannot concurrently serve in a Federal Reserve Bank or
a Federal Home Loan Bank.1199
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Amongst the five members of the Board of Directors, the President of the United
States designates – again, with the advice and the consent of the Senate – a chairperson and vice-chairperson, who serve a five-year term.1200
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2.

Membership

In the US, participation in deposit insurance has become de facto universal. As a
result, the aim of IADI Core Principle 8 has largely been achieved in the country.
However, the principle calls for the compulsory participation in the deposit guarantee scheme of all deposit-taking institutions1201 In this regard, the situation in the
US is considerably more nuanced.

1198

12 U.S.C. § 1812(a)(2).

1199

As both Federal Reserve Banks and Federal Home Loan Banks require the participa
tion of industry representatives.

1200

12 U.S.C. § 1812(b).

1201

IADI Core Principles, 26.
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At the time of the FDIC’s creation, banks1202 were largely free to decide whether to
join or to abstain from deposit insurance;1203 today, however, participation is largely compulsory. To this end, two categories of depository institutions must be distinguished. On the one hand, there are federally chartered depository institutions
as well as state-chartered banks with membership in the Federal Reserve System.
On the other hand, there are state-chartered non-member depository institutions,
which constitute the majority of banks operating in the US.

579

The former group is required to obtain (and maintain) FDIC insurance pursuant
to different provisions of federal banking law. Taking the example of banks, the
obligation stems from their membership in the Federal Reserve System. In the
US,1204 any de novo national bank is statutorily required to join the Federal Reserve System and, in turn, obtain deposit insurance from the FDIC.1205 Similarly,
state-chartered banks wishing to join the Federal Reserve System must also obtain
(or already be approved for) FDIC insurance.1206 Furthermore, non-member banks
that are a subsidiary of a bank holding company are also required to obtain FDIC
insurance.1207
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For the latter group, there is no statutory provision mandating deposit insurance
under federal law. However, FDIC insurance for these institutions is generally
required by state banking laws.1208 This has not always been the case, as several states had parallel schemes, and thus did not mandate banks chartered under
their laws to obtain federal deposit insurance. However, by the mid-1980s, most
of these state-sponsored schemes either were disbanded or had failed – leading

1202

Recall that, at the time, FDIC insurance was available only to banks.

1203

See supra N 399. Participation was mandatory only for members of the Federal Reserve System – the vast majority of banks were not members.

1204

Including US territories and possessions, see 12 U.S.C. § 42.

1205

12 U.S.C. § 222.

1206

See 12 U.S.C. § 1814(b).

1207

12 U.S.C. § 1842(e).

1208

See, for example, N.Y. Banking Law § 32 and Ill. Banking Act § 13(c). As a result of
such state law requirements, 98 per cent of state-chartered depository institutions are
insured. See Felsenfeld/Glass, 13.
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state legislators to impose requirements to obtain deposit insurance from the FDIC
(or, until its demise, FSLIC).1209
The dualism pertaining to the obligation to obtain FDIC insurance is apparent
when looking at the termination thereof. The Deposit Insurance Act, as amended,
distinguishes between two forms of termination: voluntary and involuntary.1210

581

Regarding the permissibility of voluntary termination, the act allows any depository institution other than (i) federally chartered banks, (ii) state-chartered Federal
Reserve System-member banks, (iii) federal savings associations, and (iv) foreign
bank branches to withdraw from deposit insurance.1211 Hence, the depository institutions enumerated above are required by federal law to maintain FDIC insurance.
However, the laws of several states contain provisions that effectively prevent
other depository institutions chartered in those states from withdrawing from the
FDIC.

582

In contrast, all FDIC-insured depository institutions may be subject to involuntary termination of deposit insurance. Such a decision by the FDIC marks the
ultima ratio. As such, and in light of the gravity of revocation,1212 a multi-phased
procedure involving the concerned institution’s supervisory authorities must be
adhered to. At the beginning of the termination process stands the determination
by the FDIC Board of Directors that an insured depository institution has committed a transgression as stipulated in the Federal Deposit Insurance Act.1213 The
determination would then be transmitted to the relevant supervisor1214 aiming at a
correction of the identified deficiencies. Subsequently, the FDIC Board of Directors would notify the depository institution of its intention to terminate deposit

583

1209

See English, 57 et seqq. Nevertheless, certain deposit insurers at the state level remain
operational and provide insurance for deposits exceeding FDIC insurance. This is notably the case in Massachusetts, where state law requires certain types of depository
institutions to obtain such «excess insurance»; see Hogan/Johnson, 77.

1210

12 U.S.C. § 1818.

1211

See 12 U.S.C. § 1818(a)(1).

1212

This particularly applies to, but is not limited to, the types of depository institutions
enumerated above. See Lovett/Malloy, 172 et seq. for a discussion of the «threat» of
involuntary termination as a bargaining chip of the FDIC.

1213

12 U.S.C. § 1818(a)(2)(A).

1214

Depending on the institution’s circumstances, this can be either its primary federal
regulator or its state banking supervisor (i.e. in cases where the FDIC acts as the institution’s primary federal regulator). On the FDIC’s role as a primary federal regulator,
see infra N 642 et seqq.
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insurance, and a hearing would be held to establish the facts. If the FDIC Board of
Directors found that the transgression in its determination has been established, it
may then order the involuntary termination of FDIC insurance for that depository
institution.
584

Ultimately, the consideration of the modalities surrounding the termination of
deposit insurance – particularly in its voluntary form1215 – sheds additional light
on the statutory obligation for federally chartered depository institutions and
state-chartered Federal Reserve System members to obtain and maintain FDIC
insurance under federal law. As for the remainder of state-chartered depository institutions, the extent and robustness of the provisions requiring mandatory deposit
insurance depend on the circumstances and the context of state banking laws.1216
Nevertheless, even in the total absence of a statutory obligation, the abstention or
withdrawal from FDIC insurance is likely to result in an insurmountable competitive disadvantage.

585

While depository institutions are generally legally required to obtain deposit insurance, the FDIC is by no means obligated to provide it to any depository institution.
The Corporation considers each application and its board of directors determines
whether to approve it.1217 The review process is guided1218 by the criteria stipulated
in Sec. 6 of the Federal Deposit Insurance Act:1219 (i) financial history and condition, (ii) capital adequacy, (iii) future earnings prospects, (iv) management character and fitness, (v) potential risk to the DIF, (vi) convenience and needs of the community served by the applicant, and (vii) consistency of the applicant’s corporate
power with the purpose of the Federal Deposit Insurance Act. To further elaborate
and specify the aforementioned statutory criteria, the FDIC issued a statement of
policy (SOP)1220 and associated guidance materials.1221 In the assessment of these
criteria, the FDIC generally applies the same scrutiny to both de novo institutions
and operating non-insured institutions. However, for the criteria predominantly

1215

Recall the aforementioned prohibition barring certain types of depository institutions
from terminating their insurance status voluntarily.

1216

Felsenfeld/Glass, 171.

1217

12 U.S.C. § 1815(a)(1).

1218

12 U.S.C. § 1815(a)(4).

1219

12 U.S.C. § 1816.

1220

See FDIC, SOP-ADI.

1221

See FDIC, FIL-24-2016; FDIC, FIL 56-2014. See also FDIC, Procedures Manual Applications.
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based on historical data,1222 the examination of de novo institutions must take the
lack of data into consideration. From a procedural point of view, the FDIC is
bound to follow the procedure outlined in Part 303, Subpart B, of its rules and regulations.1223 In general, the Corporation strives to act on all substantially complete
applications within 120 days;1224 this complies with the boundaries stipulated in
Sec. 343(a) of the Riegle Community Development and Regulatory Improvement
Act of 1994.1225 There are, however, some exceptions to this timeline; for example,
applications that satisfy the prerequisites for expedited processing1226 receive their
results within 60 days.1227
Nevertheless, there are certain exceptions to the general application procedure
laid out above. Depository institutions fulfilling the conditions in Sec. 4 of the
Federal Deposit Insurance Act1228 do not need to seek approval through the application process.1229 This exception applies to depository institutions benefitting
from a number of «grandfather» clauses,1230 banks with pre-existing FDIC insurance upon joining the Federal Reserve System,1231 insured depository institutions
converting their charter,1232 and depository institutions resulting from a merger or
consolidation between FDIC-insured institutions.1233 In addition, DINBs1234 and
bridge depository institutions1235 pursuant to the Federal Deposit Insurance Act
(i.e. entities established by the FDIC for the resolution of a failed bank or thrift) do
not need an application to seek approval, as they are insured ob ovo.
1222

I.e. criteria (i) and (iv).

1223

12 C.F.R. § 303.20.

1224

FDIC, Procedures Manual Applications, 11.

1225

12 U.S.C. § 4807(a).

1226

These are stipulated in 12 C.F.R. § 303.2(r) and 12 C.F.R. § 303.22(a)(1).

1227

12 C.F.R. § 303.22(a)(2). See also FDIC, Procedures Manual Applications, 14.

1228

12 U.S.C. § 1814.

1229

12 U.S.C. § 1815(a)(3).

1230

See 12 U.S.C. § 1814(a)(1) and (2), which deal with banks insured by the FDIC prior
to the enactment of the Federal Deposit Insurance Act in 1950 and with thrifts that
were insured by FSLIC prior to FIRREA in 1989 – neither scenario retains any practical relevance today.

1231

12 U.S.C. § 1814(b).

1232

12 U.S.C. § 1814(c).

1233

12 U.S.C. § 1814(d).

1234

See 12 U.S.C. § 1821(m)(7).

1235

See 12 U.S.C. § 1821(n)(2)(B).
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587

The FDIC’s significant discretion with respect to admission and termination raises
questions about the frequency of judicial review of such decisions. Despite the
magnitude of the FDIC’s insurance decisions, there is relatively little litigation
against them.1236 In certain instances, depository institutions have challenged insurance decisions.1237 In other cases, the FDIC has been sued under tort law with
little success, as federal agencies are generally immune from suit under the Federal Tort Claims Act of 1946.1238

588

In comparison to other jurisdictions (including Switzerland), the admission process for deposit insurance may appear rather strict and burdensome. However,
considering the FDIC’s broad mandate, particularly its role in the supervision
of operating depository institutions and its ensuing responsibilities, the scrutiny
placed on applying institutions is well warranted. Moreover, it should be noted
that, for a large number of depository institutions, the FDIC must shoulder the
role of primary federal regulator, ensuring a level playing field for institutions
across various states, each of which has its own state regulator with a unique level
of experience, training, and financial resources. Lastly, the thorough examination
of applicants (both de novo and existing institutions) constitutes a first significant
step towards the prevention of failures, the protection of the DIF, and the preservation of financial stability – a realisation made during previous crises, especially
the Savings and Loan Crisis.

589

Due to the FDIC’s considerable discretion regarding application treatment, the
Corporation – without having the authority to charter a de novo institution1239 –
de facto has veto power to block institutions’ charter aspirations. In the case of
industrial loan companies (ILCs),1240 the FDIC imposed a moratorium on the review of applications for deposit insurance of such institutions, effectively blocking their establishment despite the power to charter ILCs being vested in state
1236

Malloy, Banking Law, 1B-91.

1237

For instance, in Doolin Security Savings Bank v. FDIC, 53 F.3d 1395 (4th Cir. 1995),
the FDIC’s decision to terminate the institution’s insurance was upheld.

1238

The Federal Tort Claims Act of 1946 was passed as part of the Legislative Reorganisation Act of 1946. On the qualification of the FDIC as a federal agency for the purpose
of the Federal Tort Claims Act and the resulting immunity despite the «sue-and-besued» provision in 12 U.S.C. § 1819(a), see Freeling v. FDIC, 221 F.Supp. 955 (W.D.
Okla. 1962), affirmed in 326 F.2d 971 (10th Cir. 1963).

1239

This power remains with the OCC for federal depository institutions (other than credit
unions) or with one of the state authorities.

1240

See Blair, 25 et seqq.; Johnson/Kaufman, 1 et seqq. for information on the issue and
the particularities of ILCs.
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authorities.1241 In the high-profile case of Walmart’s ILC’s application for FDIC
insurance, the moratorium contributed, amongst other factors, to the withdrawal
of the application.1242 Only recently, in March 2020, the Corporation approved
the applications for FDIC insurance of two ILCs, seemingly ending its embargo
on ILCs.1243

3.

Scope of FDIC Insurance

The scope of the coverage provided by the FDIC may be subdivided into two aspects: qualitative and quantitative.

590

From a qualitative perspective, Sec. 3(l) of the Federal Deposit Insurance Act defines a deposit as «the unpaid balance of money or its equivalent received or held
by a [depository institution] in the usual course of business and for which it has
given or is obliged to give credit, either conditionally or unconditionally […]».1244
In turn, the term «insured deposit» – deposits covered by the FDIC – is defined as
the net amount due for deposits in an insured depository institution1245 up to the
standard maximum deposit insurance amount (SMDIA).1246 Given this definition,
it is apparent that personal attributes of depositors, such as citizenship or residence
status, are generally irrelevant for deposit insurance coverage,1247 as is the case

591

1241

Johnson/Kaufman, 8.

1242

See Blair, 30. On the underlying issue of the separation between commerce and banking in the US, see Barth/Caprio/Levine, Rethinking Bank Regulation, 47 et seqq.;
Haubrich/Santos, 121 et seqq.

1243

See FDIC, Press Release Nelnet Bank; FDIC, Press Release Square Financial Services.

1244

12 U.S.C. § 1813(l)(1).

1245

12 U.S.C. § 1813(m)(1).

1246

See 12 U.S.C. § 1813(m)(3) e contrario. The SMDIA is statutorily defined and determined in 12 U.S.C. § 1821(a)(1)(E); see infra N 594 et seqq. for a discussion of the
SMDIA as a quantitative aspect of deposit insurance coverage in the US.

1247

See 12 C.F.R. § 330.3(c), which provides the legal basis for the protection of foreign
depositors, extends coverage to deposits not denominated in US Dollar, and stipulates the
conversion of such deposits for disbursement. However, 12 U.S.C. § 1813(l)(5)(A) generally excludes obligations on the books of a US depository institution’s foreign office
from the scope of the term «deposit» – unless the obligation would be a deposit if located
in the US and the governing contract expressly provides for a payment of the obligation
in the US. Thus, such foreign deposit-like obligations, in a manner similar to that of US
branches of foreign banks, must have a statutorily defined linkage to the country.
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under the Swiss framework1248 and the IADI Core Principles. However, in branches of foreign banks, deposits benefit from FDIC insurance only if the following
criteria are met: the deposit must be payable in the US to either a citizen/resident
or a legal entity created under US law with a principal place of business1249 in the
US.1250 Nowadays, however, the significance of the special treatment of branches
of foreign banks is minor, as Sec. 214(a) of FDICIA,1251 which was influenced by
the experience of the BCCI scandal, required any foreign bank wishing to accept
deposits in the US to establish a subsidiary in the country and obtain FDIC insurance for it. Branches of foreign banks operating in the US before December 1991
were exempt from this requirement; thus, only «grandfathered» branches of foreign banks are eligible for FDIC insurance pursuant to Sec. 3(m)(2) of the Federal
Deposit Insurance Act.1252
592

Due to the rather broad definition of a deposit pursuant to Sec. 3(l) of the Federal
Deposit Insurance Act, all commonly offered deposit products and account types
fall within the scope of deposit insurance.1253 However, any financial product that
does not satisfy the aforementioned definition of a deposit falls beyond the scope
of FDIC insurance. For instance, safety deposit boxes, securities (including US
Treasury securities)1254, and investments in money market funds are all outside the
FDIC’s scope.1255

593

Regarding the qualitative aspect of deposit guarantee coverage, the Swiss and US
regimes are fairly well aligned – even congruent in certain respects. The most significant difference between the two lies in the treatment of foreign depositors with
deposits in local branches of foreign banks. Under Swiss law, coverage is guided

1248

See supra N 207.

1249

Moreover, a legal entity may also be covered, if the FDIC Board of Directors determines that the entity has «such business or financial relationships in the United States
to make insurance of such deposit consistent with the purposes of [the Federal Deposit
Insurance Act]». See 12 U.S.C. § 1813(m)(2)(iii).

1250

12 U.S.C. § 1813(m)(2).

1251

12 U.S.C. § 3104(d).

1252

12 U.S.C. § 1813(m)(2). See also Curtis, 243.

1253

For an overview of commonly insured deposit products, see FDIC, Accounts.

1254

For this particular type of securities, any FDIC insurance would be redundant, as US
Treasury securities are «backed by the full faith and credit of the United States». Thus,
they benefit from a state guarantee in their own right.

1255

See FDIC, Accounts.
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solely by the principle of territoriality; the US, in contrast, restricts the principle
through the aforementioned prerequisites for a certain linkage to the US.
The quantitative aspect of deposit insurance coverage in the US appears prima
facie to be relatively straightforward. Sec. 11(a) of the Federal Deposit Insurance
Act1256 stipulates that insured deposits shall benefit from FDIC insurance up to the
SMDIA.1257 In the aftermath of the Financial Crisis of 2007/2008, the Dodd–Frank
Act1258 increased the SMDIA to its current level of USD 250,000.1259 Since the
beginning of federal deposit insurance and its initial coverage of USD 2,500 under
the Vandenberg amendment,1260 the SMDIA has gradually increased.1261

594

Generally, the SMDIA applies on a «per-depositor-and-insured-depository-institution» basis (i.e. all deposits held with one depository institution1262 are aggregated and protected up to the SMDIA).1263 The US approach is consistent with
that of most other schemes, including Switzerland’s, as well as the IADI Core
Principles.1264 However, upon closer consideration, the US deviates from most of
its peers in one respect: it recognises several different sub-groups of insured de-

595

1256

12 U.S.C. § 1821(a).

1257

12 U.S.C. § 1821(a)(1)(E).

1258

Indeed, the Emergency Economic Stabilisation Act of 2008 already raised the SMDIA
to USD 250,000. However, this increase was intended to be a temporary measure.

1259

This amount is, however, subject to inflation adjustments by the FDIC, as stipulated in
12 U.S.C. § 1821(a)(1)(F). While there is also a provision under Swiss law allowing
for inflation adjustments to the coverage level (Art. 37a para. 2 BankA), the provision
grants the power only to the Federal Council while the US provision grants the power
directly to the FDIC.

1260

See supra N 376. For an in-depth discussion of the historical development of the
 MDIA, see also Bradley, 1 et seqq.; Coppola, 429 et seqq.
S

1261

This does not take into consideration the unlimited coverage of non-interest-bearing
transaction accounts under the TAGP and, later, the Dodd–Frank Act. See supra N 526
et seqq.

1262

As a result, deposits in different branches of the same depository institution are aggregated while deposits held in different depository institutions, even if part of a single
holding company structure, are protected individually. See 12 C.F.R. § 330.3(b). The
sole exception to the principle of aggregation applies to cases involving a merger of
two depository institutions; here, separate coverage continues for six months following
the transaction; see 12 C.F.R. § 330.4.

1263

12 U.S.C. § 1821(a)(1)(C).

1264

See supra N 212. See also IADI Core Principles, 27 et seq.
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posits – determined by ownership rights and capacities1265 – and applies the aggregation to each group individually.1266 As a result, an individual depositor may
ultimately benefit from coverage well beyond USD 250,000.
596

In total, the US framework distinguishes between 14 different sub-groups.1267
Of these, the following have the most practical relevance: single accounts, joint
accounts, revocable trust accounts, and certain retirement accounts.1268

597

The category of single accounts serves as the default ownership category, meaning
that any account that fails to satisfy the statutory criteria to qualify for another
category is considered as a single account for the purpose of deposit insurance and
treated as such. Usually, such a reversion to the default ownership category would
predominantly occur if the account does not meet the criteria for joint or revocable
trust accounts.1269

598

Therefore, a single depositor holding deposits in different categories is covered up
to the SMDIA for each individual category, which may amount to far more than
USD 250,000. Still, in several respects, the situation under US law resembles its
counterpart under Swiss law. Both jurisdictions emphasise the importance of individual retirement saving and encourage it by offering additional protection in the
event of a bank failure.1270 In Switzerland, however, this protection extends only to
1265

12 C.F.R. § 330.3(a).

1266

12 C.F.R. § 330.3(a).

1267

The categories are: (i) single accounts (12 C.F.R. § 330.6), (ii) joint accounts (12 C.F.R.
§ 330.9), (iii) revocable trust accounts (12 C.F.R. § 330.10), (iv) irrevocable trust accounts (12 C.F.R. § 330.13), (v) certain retirement accounts (12 C.F.R. § 330.14(b)
(2)), (vi) employee benefit plan accounts (12 C.F.R. § 330.14), (vii) business/organisation accounts (12 C.F.R. § 330.11), (viii) government/public unit accounts (12 C.F.R.
§ 330.15), (ix) mortgage servicing accounts for principal and interest payments
(12 C.F.R. § 330.7(d)), (x) accounts held by a depository institution as the trustee of
an irrevocable trust (12 C.F.R. § 330.12), (xi) annuity contract accounts (12 C.F.R.
§ 330.8), (xii) public bond accounts (12 C.F.R. § 330.15(c)), (xii) custodian accounts
for Native Americans (12 C.F.R. § 330.7(e)), and (xiv) funds deposited by an insured
depository institution pursuant to the Bank Deposit Financial Assistance Programme
of the US Department of Energy (12 U.S.C. § 1817(i)(3)).

1268

The latter encompasses IRAs (26 U.S.C. § 408), self-directed defined contribution
plans (26 U.S.C. § 401(k)), and Keogh plans (26 U.S.C. § 408(c)).

1269

See 12 C.F.R. § 330.9(d) for the reversion of joint accounts and 12 C.F.R. § 330.10(d)
for that of revocable trust accounts.

1270

Nevertheless, the significance of such retirement savings plans may be even higher in
the US, compared to Switzerland.
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the insolvency privilege, not to protection from the deposit guarantee scheme.1271
Moreover, the impact of the other ownership categories under US law may lead to
a considerably higher coverage level, which could ultimately exacerbate pressure
on the FDIC – and the DIF in particular – during a stress scenario.
Aside from the impact of the various ownership categories and the nominal differences in the maximum coverage amount, the US regime differs from most of its
counterparts, including Switzerland,1272 in another aspect: the extent of the right
of offset. The FDIC may offset a depositor’s claim to an insured deposit against
an unpaid debt or withhold disbursement until the depositor satisfies the debt.1273
Conversely, the depositor has a general right to offset any deposits against their
debt to the depository institution.1274 However, the exact extent of this right is determined by both the nature of claims and the applicable state law.1275

599

Overall, the overarching concept behind the US approach to deposit insurance
coverage is aligned with that in other jurisdictions as well as international standards. However, its various particularities, such as the caveat to the applicability of
the principle of territoriality when dealing with US branches of foreign banks, the
separate aggregation of deposits for each ownership category, the resultant potential extension of coverage for an individual depositor, and the right of offset for
both the FDIC as the receiver of a failed institution and the depositor, distinguish
the US approach from its peers.

600

1271

This is because these claims are treated as privileged deposits as opposed to protected
deposits that benefit from deposit guarantee scheme coverage. See supra N 208 and
N 258.

1272

See supra N 232.

1273

12 U.S.C. § 1822(d). See also FDIC Advisory Opinion 91-11 as well as the wording of
the definition of an insured deposit in 12 U.S.C. § 1813(m)(1) referring to the «[…] net
amount due to any depositor […]».

1274

There is no statutory legal basis for such a right of offset; rather, the right has been
established by common law. The US Supreme Court established in Scott v. Armstrong,
146 U.S. 499 (1892) that the depositor’s equitable right of offset survives the insolvency of a bank (and, by extension, a depository institution).

1275

See FDIC Advisory Opinion 91-11.
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4.

Deposit Insurance Fund

601

In contrast to Switzerland’s approach, the FDIC is an ex ante-funded scheme.1276
While the FDIC has undergone several material changes throughout its existence,
the principle of ex ante funding has remained a cornerstone ever since its establishment. Furthermore, the FDIC’s ex ante funding stems from premia assessments levied from insured depository institutions,1277 meaning that the FDIC is
industry-funded while being government-controlled.1278

602

The source of its funding also distinguishes the FDIC from most other US government agencies, which are predominantly (or exclusively) funded through congressional appropriations.
4.1

Target Size and DRR

603

The size of the DIF, meaning the financial resources available to the FDIC for
dealing with failed institutions and protecting depositors, is determined by statute.
While Sec. 7(b)(3) of the Federal Deposit Insurance Act1279 grants the FDIC Board
of Directors the authority to determine an appropriate DRR, its discretion is limited insofar as the act stipulates a minimum DRR.1280 Furthermore, the legislator
has detailed the underlying considerations on which the FDIC Board of Directors
must make its DRR determination.1281

604

These limitations to agency discretion regarding the fund’s target size date back
to the Savings and Loan Crisis and the hazardous shortcomings of the then-applicable deposit insurance framework, which culminated in FSLIC’s failure and the
near-failure of the FDIC. In response, FIRREA introduced the concept of a stat-

1276

The same applies to the NCUSIF, as that scheme is modelled after the FDIC. In the
related field of investor protection, the SIPC also operates with ex ante funding.

1277

See, for instance, Eisenbeis/Kaufman, 541.

1278

Kaufman, FDIC Reform, 18.

1279

12 U.S.C. § 1817(b)(3).

1280

12 U.S.C. § 1817(b)(3)(B).

1281

12 U.S.C. § 1817(b)(3)(C).
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utory minimum DRR of 1.25 per cent of estimated insured deposits,1282 although
this was later reduced to 1.15 per cent of insured deposits by the Federal Deposit
Insurance Reform Act of 2005, reflecting the relatively stable environment prevailing at that time. The magnitude of the ensuing Financial Crisis of 2007/2008
underlined the inadequacy of such a low DRR, as the DIF reached a negative balance during the crisis. Similarly to FIRREA two decades earlier, the Dodd–Frank
Act stipulated an increase of the statutory DRR to its current level of 1.35 per cent
of estimated insured deposits1283 as part of a wider DIF recovery programme.1284
Unlike previous iterations of the statutory DRR provision, the Dodd–Frank Act
did not include an upper limit for the DIF’s reserve ratio granting the FDIC more
discretion regarding DIF management.
To complement the new minimum DRR, the act introduced statutory countermeasures against a potential DIF shortfall.1285 In such a scenario, the FDIC would be
required to establish and implement a recovery plan that ensures that the DRR is
met within eight years.1286

605

In the absence of a statutory upper limit to the DIF’s size, the FDIC has made use
of its rulemaking powers to raise the DRR further. Under its final rule, the FDIC
has established a DRR of 2 per cent of estimated insured deposits as its target for
the DIF.1287

606

In the third quarter of 2019, the DIF reached a reserve ratio of 1.41 per cent,1288
meaning the statutory minimum was already exceeded and the threshold for
the implementation of an assessment credit to eligible institutions (i.e. smaller,

607

1282

Simultaneously, the act introduced an upper limit of 1.5 per cent of estimated insured
deposits, establishing a range for the DRR. However, with the passage of FDICIA and,
later, the Deposit Insurance Funds Act of 1996, the range shifted towards more of a
hard target at 1.25 per cent. Only after the passage of the Federal Deposit Insurance
Reform Act of 2005 did the FDIC regain the ability to manoeuvre within a DRR target
range (although the FDIC maintained a DRR of 1.25 per cent until 2010). See FDIC,
Fund Management. See also supra N 457 and N 493.

1283

12 U.S.C. § 1817(b)(3)(B).

1284

See supra N 544.

1285

The shortfall may be either projected or actual. See 12 U.S.C. § 1817(b)(3)(E)(i).

1286

12 U.S.C. § 1817(b)(3)(E)(ii). For the restoration plan adopted in the wake of the
COVID-19 pandemic, see infra N 609.

1287

12 C.F.R. § 327.4(g).

1288

See FDIC, QBP Third Quarter 2019, 23.
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non-complex depository institutions) was met.1289 Once the DIF meets the threshold ratio of 1.5 per cent, the FDIC is statutorily allowed to pay dividends to insured
depository institutions «in excess of the amount required to maintain the reserve
ratio at 1.5 per cent».1290 However, such dividend payments are highly unlikely to
materialise, as the FDIC has established a target size of 2 per cent, which would
necessitate further growth of the DIF. To this end, the Corporation has already
used its rulemaking power pursuant to the statute1291 to suspend dividend payments
indefinitely.1292
608

In the absence of dividend payments, the FDIC is bound to continue charging
assessments from depository institutions until the DIF reaches the target size of
2 per cent of estimated insured deposits. Only at that point will the FDIC gradually
reduce the burden on insured institutions by decreasing assessment rates.1293 In the
event that the DIF surpasses a reserve ratio of 2.5 per cent, the assessments would
be reduced even further to avoid boundless growth of the DIF while buffering
the target size of 2 per cent. Despite the FDIC’s declared target, its rulemaking
pertaining to DIF growth and its cascading assessment schedules suggest that the
effective reserve ratio target lies between 2 and 2.5 per cent.

609

Ultimately, however, the COVID-19 pandemic significantly altered the DIF’s growth
trajectory. The spread of COVID-19 infections across the US and the reduced economic activity due to lockdowns and stay-at-home-orders caused an extraordinarily
rapid increase in insured deposits that outpaced the DIF’s growth.1294 This caused
the reserve ratio to decline to 1.3 per cent; thus falling below the statutory minimum
DRR.1295 As a result, the FDIC is required to establish a restoration plan to restore
the reserve ratio within eight years.1296 On 15 September 2020, the FDIC established
such a plan that consisted of a fairly passive approach. First, the FDIC pledged to
continue to monitor deposit balance trends, potential losses, and other factors that
1289

The trigger for the assessment credit also means that the previously applicable surcharge on large and/or highly complex depository institutions were terminated. See
supra N 552 for information on this matter.

1290

12 U.S.C. § 1817(e)(2)(A).

1291

12 U.S.C. § 1817(e)(2)(B).

1292

12 C.F.R. § 327.50(a).

1293

12 C.F.R. § 327.10(c).

1294

In absolute terms, the DIF reached a size of USD 116.4 billion. See FDIC, QBP Third
Quarter 2020, 22.

1295

FDIC, QBP Third Quarter 2020, 22.

1296

Pursuant to 12 U.S.C. § 1817(b)(3)(E)(ii).
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affect the reserve ratio. Second, it will maintain the current assessment rates for all
insured depository institutions. Third, it will update its analysis and projections at
least semi-annually.1297 Hence, the FDIC will currently not raise assessments, as its
projections show that, in most scenarios, the statutory minimum DRR will be met
in eight years. Nevertheless, should the extraordinary growth of insured deposits
continue, it is likely that the FDIC will revisit its stance and raise assessments.
In conclusion, there are two distinct DRRs: one set by the FDIC pursuant to its
rulemaking authority and another – statutory – one set by Congress. The lower,
statutory DRR constitutes the ultimate red line; any undercut thereof necessarily
results in the statutory requirement for the FDIC to adopt and implement a plan to
restore the DIF.1298 The DRR set by the FDIC, on the other hand, is – at least theoretically – more flexible. While an undercut would result in sanctions insofar as
the assessments imposed on depository institutions would once again rise,1299 the
mechanism is not sacrosanct, as the FDIC, within the boundaries of its rulemaking
authority, could decide not to impose higher premia by lowering DRR and amending the assessment schedules in its rules and regulations.1300
4.2

610

Accumulation of DIF Resources

The FDIC’s primary source of income, and thus the most important driver of DIF
growth, lies in the collection of premia assessments from insured depository institutions.1301 From the early days of federal deposit insurance in the US until – de
jure – the passage of FDICIA, these assessments were levied as a certain percentage of an insured depository institution’s total deposits. Hence, the assessments
constituted a flat rate that did not take the institutions’ risk profiles into account.

611

For the banking business model prevalent in the 1930s and 1940s, this approach
may have been adequate. However, in the wake of deregulation and liberalisation,
depository institutions and their business models became increasingly complex.

612

1297

See Federal Deposit Insurance Corporation Restoration Plan, 85 Fed. Reg 59,306
(21 September 2020).

1298

12 U.S.C. § 1817(b)(3)(E).

1299

See the wording of the different assessment rate schedules in 12 C.F.R. § 327.10.

1300

Given the FDIC’s willingness to adopt a DRR well above the statutory minimum and
its experience with inadequately low DIF levels – during both the Savings and Loan
Crisis and the last financial crisis – this option appears to be purely hypothetical.

1301

The FDIC also accumulates income from its investments and recoveries made during
the resolution of failed institutions.
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The moral hazard resulting from the absence of risk-based premia induced depository institutions to accept more risk,1302 which led, amongst other causes, to the
Savings and Loan Crisis.1303
613

The paradigm shift towards a risk-based system was already heralded by FIRREA1304 but it was only with the passage of FDICIA that the FDIC was allowed
to establish a risk-sensitive premia regime.1305 Nevertheless, the relatively swift
recovery of both the industry and the two deposit insurance funds1306 essentially
prevented the FDIC from effectively imposing and enforcing risk-based assessments until 2006.1307 Since then, however, the FDIC is required by statute to levy
risk-based premia on all insured depository institutions.1308

614

As for the implementation of the FDIC’s statutory obligation and the differentiation between the different institutions, the legislator requires the Corporation to
consider three principal factors. First, it must consider the probability of a loss
to the DIF from a given depository institution. To this end, the categories and
concentration of its assets are examined. Second, it must consider the potential
amount of such a loss to the DIF. Lastly, the revenue needs of the fund – in a general, non-institution-specific manner – must form a part of the FDIC’s consideration
on the implementation of a risk-based system and the imposition of corresponding
assessments on insured depository institutions.1309

615

While the statutory requirement for risk-based assessments applies to all depository institutions, the FDIC is allowed to refine its methodology insofar as it may
1302

Perhaps the most extreme manifestation of this moral hazard was the so-called «gamble for resurrection» undertaken by virtually insolvent – or «zombie» – savings and
loan associations.

1303

As noted in the discussion of the Savings and Loan Crisis, there was no single cause
for the crisis – rather, there was an unfortunate series of events and shortcomings that
led to a single massive crisis. See supra N 446.

1304

This was done through a provision tasking the FDIC with studying the feasibility of
risk-based premia. See supra N 461.

1305

See supra N 467 et seqq. for a taxonomy of depository institutions’ riskiness and the
approach to risk-based assessments pursuant to FDICIA.

1306

More specifically, the resultant limitations on assessment collection imposed on the
FDIC by the Deposit Insurance Funds Act of 1996.

1307

It was only through the Deposit Insurance Reform Act of 2005 that the FDIC regained
its ability to collect premia from all depository institutions. See supra N 493.

1308

12 U.S.C. § 1817(b)(1)(A).

1309

These guiding principles are enshrined in 12 U.S.C. § 1817(b)(1)(C).
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distinguish between different types of institutions. Accordingly, different systems
may be employed to compute the assessment obligations so long as they all function on a risk-sensitive basis.1310 The FDIC has made use of this statutory provision and determined distinct computation methods for the premia assessments of
small,1311 large,1312 and highly complex1313 institutions.1314 In practice, however, the
latter two categories are treated equally for the purpose of assessment computation.1315
At present,1316 the FDIC calculates established1317 small institutions’ assessment
rates using their CAMELS composite score.1318 Depending on the score, a depository institution falls into one of three groups.1319 Similarly, established large
and highly complex institutions are charged assessments based on scorecards1320
that, in addition to their CAMELS score, consider other balance sheet figures to
compute both a performance score and a loss-severity score.1321 As already men1310

12 U.S.C. § 1817(b)(1)(D).

1311

Pursuant to 12 C.F.R. § 327.8(e), depository institutions with total assets under
USD 10 billion generally fall within this bracket.

1312

Conversely, depository institutions with assets over USD 10 billion are generally considered to be large institutions. See 12 C.F.R. § 327.8(f).

1313

In order to qualify for this bracket, a depository institution must satisfy one of the
two prerequisites stipulated in 12 C.F.R. § 327.8(g): (i) have total assets in excess of
USD 50 billion and be controlled by a US holding company with total assets of at least
USD 500 billion or (ii) be a processing bank or trust company.

1314

See 12 C.F.R. § 327.9.

1315

See 12 C.F.R. § 327.10.

1316

In 2016, the mechanism using risk categories pursuant to 12 C.F.R. § 327.9(a) was
eliminated, See Assessments, 81 Fed. Reg. 32,180 (20 May 2016). For an overview
of deposit insurance assessment calculations in the wake of the Dodd–Frank Act, see
supra N 543 et seqq.

1317

I.e. depository institutions that have been FDIC-insured for at least five years, pursuant
to 12 C.F.R. § 327.8(k).

1318

12 C.F.R. § 327.10(b). See also Vives, 40.

1319

I.e. institutions with a CAMELS score of 1 or 2 are placed into the first group, those
with a score of 3 are placed into the second one, and those with a score of 4 or 5 are
placed into the third group. See 12 C.F.R. § 327.10(b)(1) and (2).

1320

However, different scorecards are used for large and highly complex institutions. See
12 C.F.R. § 327.9(b)(1) and (2), respectively.

1321

For detailed information on the underlying criteria and metrics, see 12 C.F.R. § 327.9(b)
(1)(i) for large institutions and 12 C.F.R. § 327.9(b)(2)(i) for highly complex institutions.
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tioned, the assessment rates imposed on small and large/highly complex institutions would be gradually reduced once the DIF exceeds the thresholds of 2 per
cent and 2.5 per cent, respectively.1322 However, the methodology would remain
unchanged.
617

For newly insured depository institutions,1323 the same computation methods used
for established institutions are applied. Unlike their peers, however, newly insured
depository institutions do not benefit from the reduction of assessments after the
build-up of the DIF.1324 Otherwise, newly insured institutions would benefit from
something they did not contribute to; thus, maintaining higher assessment rates
appears equitable and adequate to mitigate free-rider problems with respect to
deposit insurance.

618

Equally important as the determination of an insured depository institution’s assessment rate is the assessment base1325 (i.e. the underlying amount on which the
premia is levied). In this respect, the picture is significantly less complex, as a
single computation method is used for most depository institutions. While the
FDIC used to only consider an institution’s total amount of deposits, the Dodd–
Frank Act resulted in a paradigm shift. The assessment base is now defined as the
average consolidated total assets of the depository institution minus its average
tangible equity.1326

619

As with the deposit insurance coverage, the legislator stipulated an exception for
branches of foreign banks. As a result, unique computation methods apply to this
group for both assessment base and assessment rate.1327

620

The recovery and growth of the DIF witnessed since the last crisis have been
fuelled mostly by the FDIC’s assessment income (i.e. the contributions imposed
on insured depository institutions). The overhaul of the assessment c omputation
1322

12 C.F.R. § 327.10(c) and (d).

1323

I.e. institutions that have been covered by FDIC insurance for less than five years. See
12 C.F.R. § 327.8(j).

1324

12 C.F.R. § 327.10(e).

1325

12 C.F.R. § 327.5.

1326

Sec. 331(b) of the Dodd–Frank Act mandated the FDIC Board of Directors to transpose
the provided statutory definition into the FDIC’s rules and regulations. In 12 C.F.R.
§ 327.5(a), the FDIC fulfilled this obligation. Therefore, said provision serves as the
legal basis for the new assessment base.

1327

See 12 C.F.R. § 327.5(d) for the assessment base and 12 C.F.R. § 327.10(e)(2) for the
assessment rate applicable to branches of foreign banks.
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system by the Dodd–Frank Act – and the FDIC’s implementation thereof –
addressed two shortcomings linked to one another. First, the risk-based premia,
as well as their future reduction once the DIF reached a sufficient size without
resorting to dividend payments or a complete cessation of assessment collection,
mark a vital step forward. Unlike in the 1990s and early 2000s, when the fund was
replenished and assessment collection was de facto abandoned, the new system
adopts a more equitable and sustainable approach by ensuring a robust DIF funded
by contributions reflecting the idiosyncratic risk level of every insured institution.
Moreover, the system averts potentially devastating pro-cyclicality by continuously building up resources amidst a stable and profitable market environment.
The consequence of the FDIC’s statutory obligation to raise funds for the purpose
of deposit insurance is that the funds amassed must be managed. To this end, the
Corporation was granted the authority to invest DIF funds that are not being used
for the FDIC’s primary task of protecting depositors of failed institutions. However, the legislator has narrowed the FDIC’s discretion in a pivotal way by requiring
it to invest solely in US government obligations or obligations guaranteed as to
principal and interest by the US government.1328 Furthermore, the Secretary of the
Treasury must approve – either conditionally or unconditionally – any such investment in excess of USD 100,000.1329 By means of conditionality, the Secretary
of the Treasury mandates the FDIC to invest only in US Treasury obligations that
are purchased or sold through the Government Account Series Programme of the
Bureau of the Fiscal Service.1330
4.3

621

Public Backstop

The primary source of financial resources necessary for the FDIC to fulfil its
mandate of protecting depositors is undoubtedly the DIF. However, in the FDIC’s
history, there have been two situations where these ex ante resources were either depleted or inadequate. To ensure the FDIC’s continued functioning amidst a
severe crisis, the legislator has provided for subsidiary sources of funding. First,
the Federal Deposit Insurance Act enables the FDIC to borrow from a range of
organisations and facilities. Another public backstop – the full faith and credit
of the US government – aims at maintaining public confidence in the FDIC and,
by extension, the banking sector at large.
1328

12 U.S.C. § 1823(a)(1).

1329

12 U.S.C. § 1823(a)(2).

1330

See FDIC, 2019 Annual Report, 100.
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a

Borrowing Authority

623

In times of prolonged or extreme distress in the financial sector, DIF resources
may no longer be sufficient or available. To avert the failure of the deposit insurance scheme, the FDIC has the authority to borrow additional funds to maintain its
operations and continue to fulfil its statutory function.

624

Sec. 14 of the Federal Deposit Insurance Act allows the FDIC to tap four different
sources: (i) the US Department of the Treasury, (ii) the Federal Financing Bank
(FFB), (iii) the FHLBs, and (iv) the insured depository institutions.1331 Apart from
the last option, all borrowing options constitute a public backing of some sort.
The most direct form of public support lies in the line of credit provided by the
Treasury, which enables the FDIC to borrow up to USD 100 billion for the purpose
of deposit insurance.1332 The Federal Deposit Insurance Act appropriates any such
sum to the Treasury1333 – to ensure that the transaction occurs swiftly and without
uncertainty stemming from budgetary bargaining.

625

This USD-100-billion line of credit emerged1334 during the last financial crisis as
part of the Helping Families Save their Homes Act of 2009.1335 The rationale behind the line of credit is to provide the FDIC with back-up resources to enable
the Corporation to operate even under the most adverse circumstances. Furthermore, this facility underscores the commitment of the US government to deposit
insurance and sends a strong message to depositors to dissipate any doubts as to
the protection of their savings – doubts that could lead to bank runs and a further
acceleration of a crisis.

1331

12 U.S.C. § 1824.

1332

12 U.S.C. § 1824(a)(1). The specification of the purpose of this line of credit is primarily intended to avoid amalgamation with lending facilities for other purposes – notably
the facility available under the OLA pursuant to 12 U.S.C. § 5381(n)(5).

1333

12 U.S.C. § 1824(a)(2).

1334

While the FDIC has been permitted to borrow since the enactment of the Federal Deposit Insurance Act of 1950, the limit to its line of credit was considerably lower. Originally, the statutory limit was USD 3 billion; later, it was increased tenfold by FDICIA
in 1991.

1335

Incidentally, the act also provided for a temporary authorisation for the Treasury to
increase the line of credit to USD 500 billion. However, the temporary increase ended
on 31 December 2010 without the FDIC ever resorting to such borrowing.
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In addition to the limitation imposed by the line of credit’s specific maximum
amount,1336 the FDIC is required to adhere to the maximum obligation limitation
(MOL) enshrined in Sec. 15(c) of the Federal Deposit Insurance Act.1337 Therein, the aggregate amount borrowed by the FDIC may not exceed the sum of the
amount of its cash (or equivalents thereof), 90 per cent of the fair value of its other
assets, and the amount authorised by the Treasury’s line of credit.1338

626

Overall, the authorisation to borrow from the Treasury (as well as the FDIC’s
ability to issue and sell obligations to the FFB) serves a dual purpose. First, from
an operational point of view, these additional funds constitute a meaningful way to
ensure the procuration of necessary resources within a relatively short timeframe
without needing to resort to potentially detrimental ex post assessments on insured
depository institutions. Second, from the perspective of public confidence, the
borrowing authority can be considered as a strong signal from the US government
that it is – and will remain – committed to depositor protection.

627

Nevertheless, it must be made absolutely clear that any borrowing made through
the aforementioned channels must ultimately be repaid by the FDIC (i.e. its insured depository institutions). Indeed, this would result in the increase of the institutions’ financial obligation to the Corporation. However, unlike ex post premia
that would have an undoubtedly pro-cyclical effect, the repayment would happen
only in the medium term, eliminating (or at least mitigating) pro-cyclicality, and
therefore reducing the burden placed on depository institutions.

628

b

Full Faith and Credit of the United States

In the 1980s, amidst the ever-aggravating Savings and Loan Crisis, the FDIC was
confronted for the first time since its establishment with potentially inadequate
resources. Until that moment, despite being a government agency, the FDIC functioned the same way as any private-sector insurance business; it covered liabilities
within the boundaries of its available financial resources.1339

1336

As stipulated in 12 U.S.C. § 1824(a)(1). See also supra N 624.

1337

12 U.S.C. § 1825(c)(5) establishes the MOL formula for this purpose. This formula is
not to be confused with the MOL pertaining to borrowing for the purpose of the OLA
under 12 U.S.C. § 5390(n)(6) and 12 C.F.R. Part 380.10(a). For a discussion of the
FDIC’s borrowing authority under the OLA, see supra N 564 and N 569.

1338

At the end of 2019, the MOL, in absolute terms, was approximately USD 209 billion.
See FDIC, 2019 Annual Report, 99.

1339

Felsenfeld/Glass, 174.
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630

To avoid further uncertainty as to the FDIC’s ability to protect depositors in a
worst-case scenario, Congress stepped in. In consequence, both chambers passed
House Concurrent Resolution 2901340, reaffirming1341 that depositors at federally
insured1342 institutions are protected within the statutory limits by the full faith and
credit of the US government. However, the non-binding nature of the resolution
meant that no legal obligation was established, and the content of the resolution
did not become positive law.

631

Five years later, at the height of the crisis, Congress became involved once again.
Sec. 901(b) of the Competitive Equality Banking Act of 1987 reiterated the sense
of Congress expressed in the resolution. While the reiteration was certainly an act
of Congress, the provision was nevertheless a mere expression of the legislator’s
intent.1343 As such, that provision of the Competitive Equality Banking Act of 1987
did not amount to positive law, meaning it did not lead to an amendment of the
Federal Deposit Insurance Act (or any other act).

632

In the absence of a positive-law provision stipulating the full-faith-and-credit
backing, its notion and impact remained unclear. In 1988 however, the US District Court for the District of Columbia touched on the issue in a case from the
realm of credit unions,1344 involving a state-level share insurer and the NCUA.1345
In its decision, the court rejected the plaintiff’s interpretation of Sec. 901(b) of the
Competitive Equality Banking Act of 1987 that the intention of Congress was that
it should back deposit insurance with the full faith and credit of the US government. Instead, the court underlined that it was the sense of Congress that it should
1340

H.R. Con. Res. 290, 97th Cong. (1982).

1341

The wording of the resolution, particularly the term «reaffirming», is surprising – the
legislator had never explicitly affirmed a backing by the US government despite
the underlying rationale of the FDIC’s establishment implying a potential backing. See
also Felsenfeld/Glass, 175.

1342

The resolution underscores the backing for only federally insured institutions since,
at the time of the resolution, various state-level schemes were in place and competing
with the FDIC and FSLIC. Evidently, these schemes were outside the scope of Congress, which presumably intended the resolution to be a promotion of federal deposit
insurance.

1343

See FDIC Advisory Opinion 87-36.

1344

While credit unions differ from banks and thrifts in several material respects, the provisions pertaining to FDIC insurance generally apply mutatis mutandi to credit unions
and the NCUSIF.

1345

Massachusetts Credit Union Share Insurance Corporation v. NCUA, 693 F. Supp. 1225
(D.D.C. 1988).
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r eaffirm that deposits are backed by the full faith and credit of the US government.
Thus, the court concludes that «it was the clear and unambiguous intention of the
Congress to guarantee the resources of federal depository institutions1346 with the
full faith and credit of the United States»1347 and Congress, by having done so in an
explicit way, «need not to either authorise or appropriate funds for [that] purpose
until it deems it necessary».1348
While the case does not amount to a precedent for later courts to follow,1349 its
reasoning on the issue appears persuasive and its logic not only applies to credit
unions but to any federally insured depository institution (i.e. banks and thrifts
insured by the FDIC).

633

The pledge of the full faith and credit of the United States never found its way
into positive law.1350 Curiously, Sec. 221(a)(1) of FIRREA1351 mandates all insured
depository institutions to display a sign, which, amongst other things, contains
a «statement that insured deposits are backed by the full faith and credit of the
United States».1352

634

Considering the prominence of the statement on signs displayed at insured depository institutions across the US, it appears highly unlikely that the US government
would ultimately leave depositors unprotected in a severe crisis and risk a sudden
total loss of confidence in the banking system and possibly its subsequent implosion. Moreover, the US District Court for the District of Columbia’s interpretation

635

1346

The wording chosen by the court is somewhat unfortunate. For the purpose of the Federal Deposit Insurance Act, the term «federal depository institution» refers to federally
chartered institutions; thus, the wording implies that the full-faith-and-credit backing
only extends to federally chartered institutions. However, both Concurrent Resolution
290 and the Competitive Equality Banking Act of 1987 refer to «federally insured»
institutions without regard to the nature of an individual institution’s charter.

1347

Massachusetts Credit Union Share Insurance Corporation v. NCUA, 693 F. Supp.
1225, 1231 (D.D.C. 1988).

1348

Massachusetts Credit Union Share Insurance Corporation v. NCUA, 693 F. Supp.
1225, 1231 (D.D.C. 1988).

1349

See FDIC Advisory Opinion 90-6.

1350

Indeed, the pledge of full faith and credit appears in 12 U.S.C. § 1825(d), essentially guaranteeing the payment of any obligation of the FDIC. However, the definition
of «obligation» for the purpose of that section explicitly excludes deposit insurance,
thereby rendering it outside the scope of the pledge enshrined in 12 U.S.C. § 1825(d).

1351

12 U.S.C. § 1828(a)(1)(A).

1352

12 U.S.C. § 1828(a)(1)(B).
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of Concurrent Resolution 290 and the reaffirmation thereof in the Competitive
Equality Banking Act of 1987, while not establishing a precedent, may serve as
another indicator that depositors will benefit from the unequivocal support of the
US government.
636

That being said, the practical relevance of the full-faith-and-credit-backing today – compared to the time of the passage of Concurrent Resolution 290 and the
Competitive Equality Banking Act of 1987 – is significantly smaller.1353 This may
be attributed principally to the increased public support in the form of the FDIC’s
borrowing authority1354 (within the limitations imposed by the MOL). Furthermore, the legislator has clearly stated its willingness to support the FDIC’s mission
by passing a temporary increase of the Treasury’s line of credit to USD 500 billion
as part of the Helping Families Keep Their Homes Act of 2009. Ultimately, such
an expansion of pre-existing statutory powers is one of the possible manifestations
of the backing by the full faith and credit of the US government.

V.

Mandate and Toolkit

1.

Mandate

637

Compared to most of its international peers, the FDIC has an extremely broad
mandate. Using IADI’s classification system, the FDIC’s mandate falls within the
bracket of «risk-minimisers»,1355 which generally constitutes a dual mandate for
the scheme. First, the FDIC acts as the insurer of deposits, protecting depositors
with the goal of maintaining confidence in the financial sector. Second, it acts
as a supervisory authority (as the so-called primary federal regulator) for certain
depository institutions.

638

Of the aforementioned components, the former has a predominantly post mortem
orientation, as this «classical» role usually begins once a depository institution
has already failed (or is on the verge of failure). The particularity of the FDIC’s
risk-minimiser mandate, however, lies in the latter component, as it extends the
scheme’s responsibilities to a time well before the failure of an institution.
1353

See Felsenfeld/Glass, 176.

1354

This mainly refers to the FDIC’s line of credit at the Treasury and the ability to issue
obligations through the FFB. See supra N 624.

1355

See supra N 95 and N 148.
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In the particular case of the FDIC, the Corporation may be involved in any stage
of a depository institution’s existence – from its establishment1356 to its demise.
The underlying rationale for the dual mandate is relatively simple. By granting the
FDIC supervisory powers, it is able to detect potential difficulties at a relatively
early stage and address them on a timely basis.1357 Thus, the FDIC is in a position
to prevent failures by ensuring that depository institutions adhere to prudential
standards. Ultimately, the ability to avert or mitigate problems early on (i.e. minimise risk) is the most effective tool to protect both depositors and the DIF.

639

Moreover, the Financial Crisis of 2007/2008 has expanded the FDIC’s mandate
even further. Title II of the Dodd–Frank Act grants the FDIC the additional authority to act as the receiver for major non-bank financial companies. This move was
heavily influenced by the Corporation’s record of accomplishment in dealing with
failed depository institutions in a timely, minimally disruptive fashion within the
framework of an agency-driven procedure as opposed to the traditional (court-led)
procedures available under the Bankruptcy Code. Generally speaking, Title II of
the Dodd–Frank Act has led to the FDIC pursuing its traditional role as a receiver
on a much broader scope. However, the powers and responsibilities conferred on
the FDIC as part of the OLA framework are not directly related to its established
function as a risk-minimising deposit insurance scheme. Thus, the OLA shall not
be discussed further in this thesis.1358

640

1.1

Supervision and Regulation

The present-day regulatory/supervisory architecture of the US is mainly the product of its historical growth. While its foundations lie in the dual banking system,
crises and the legislative responses to those crises have formed the system to a
predominant degree.1359 Subsequently, the distribution of duties pertaining to the
1356

While the FDIC does not have the authority to charter a depository institution, it is
nevertheless involved in an institution’s establishment. Since FDIC insurance has become a virtually universal requirement for depository institutions in the US (through
either federal or state law), approval has de facto become a conditio sine qua non for
chartering a new institution. See supra N 589.

1357

Kerlin, 257.

1358

For an overview of the OLA framework, its functioning, and the FDIC’s role and powers under Title II of the Dodd–Frank Act, see supra N 555 et seqq. See also Jackson/
Massman, 48 et seqq.; Jin, 1746 et seqq.; Pellerin/Walter, 1 et seqq.

1359

Barth/Li/Lu, 137 et seq. See also E. Murphy, 9, stating that the current system is,
at least partly, the «result of historical accident».
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regulation and supervision of depository institutions is scattered amongst a myriad
of agencies.
642

The dual banking system results in the existence of regulators on both the federal
level and the state level. On the federal level, the distribution is determined by
two principal factors. First, the nature of a depository institution’s charter and its
membership status in the Federal Reserve System determine its primary federal
regulator (PFR). Second, additional supervision by other agencies may arise from
certain functions or business activities of a depository institution.1360

643

Even with regard to just the former, the picture is rather complicated. On the federal level, there are four agencies that may serve as PFR, and thus be responsible for an institution’s prudential supervision: the NCUA, the OCC, the Federal
Reserve Board, and the FDIC. Out of these, the NCUA probably has the most
straightforward PFR mandate: all federally chartered credit unions fall within its
purview.1361 The mandates of the other agencies are linked to one another and have
a cascading nature. The cascade commences with the OCC serving as PFR for federally chartered commercial banks and thrifts. Next, state-chartered banks that are
members of the Federal Reserve System have the Federal Reserve Board as their
PFR. Ultimately, both insured banks without Federal Reserve System membership
as well as insured state-chartered thrifts fall within the FDIC’s purview.1362 Therefore, within the concert of federal prudential supervisors of depository institutions,
the FDIC has somewhat of a catch-all function1363 that ensures that virtually all
depository institutions are subject to federal regulation.

644

In its role as regulator, the FDIC adopts regulations pertaining to a wide range of
topics. Of course, the FDIC emphasises the prudential regulation of depository
institutions – emanating directly from its primary task of protecting depositors and
the DIF. However, apart from such prudential regulation, the FDIC is also respon1360

E. Murphy, 2 uses the terms «institution-based supervision» and «activity-based supervision».

1361

This means, however, that state-chartered credit unions remain within the purview of
state authorities, and thus generally outside the scope of federal oversight. See Getter,
Federal Deposit Insurance, 6.

1362

See 12 U.S.C. § 1813(q), which refers to the role of the PFR as «appropriate federal
regulator». See also Jabotinsky, 79 et seq.; E. Murphy, 20 et seqq.; Perkins et al., 26.

1363

Felsenfeld/Glass, 13; Lovett/Malloy, 131 use the term «collateral regulator» to
refer to the FDIC, as the legislator did not explicitly grant the FDIC a regulatory function, while still referring to it as a «appropriate federal banking agency» in 12 U.S.C.
§ 1813(q)(2).
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sible for the implementation of federal law with respect to other fields of financial
regulation, ranging from bank secrecy and AML to community reinvestment.1364
As a regulator, the FDIC has a relatively significant degree of discretion to interpret the Federal Deposit Insurance Act (as well other federal statutes that it
administers). Judicial review of FDIC regulations is generally possible only within
the narrow boundaries of the Chevron doctrine.1365 Under this doctrine, the courts
must apply a two-tiered test:1366 in a first step, the court must determine whether
«Congress has directly spoken to the precise question at issue»1367 (i.e. whether its intention is unambiguous). If the intent of Congress is unambiguous, the
agency (i.e. the FDIC) must «give effect to the unambiguously expressed intent
of Congress».1368 Second, if the intent of Congress is not clear, the court must
determine «whether the agency’s answer is based on a permissible construction of
the statute».1369 The permissibility of the agency’s construction of the statute – the
threshold for deference – depends on the nature of the delegation. If the delegation
is implicit due to inadvertent ambiguity, the court «may not substitute its own construction of the [provision] for a reasonable interpretation made by the […] agen1364

These responsibilities were defined in the Community Reinvestment Act of 1977, part
of the Housing and Community Development Act of 1977. On the Community Reinvestment Act, see Getter, Community Reinvestment Act; Littrell/Brooks, 417 et
seqq.

1365

The doctrine, developed by the US Supreme Court in Chevron v. National Resources
Defence Council, 467 U.S. 837 (1984), pertains to the interpretation of an agency’s
enabling statute. With respect to the interpretation of its own rules and regulations,
a similar deference applies under the so-called «Auer doctrine», developed in Auer
v. Robbins, 519 U.S. 452 (1997). However, the Auer doctrine’s scope was recently
narrowed in Kisor v. Wilkie, 139 S. Ct. 2400 (2019).

1366

While the test developed in Chevron originally consisted of two steps, later decisions
added a «step zero» to determine whether the Chevron framework applies. The most
notable such decision stems from Christensen v. Harris County, 529 U.S. 576 (2000),
which held that interpretations contained in opinion letters, policy statements, agency
manuals, or enforcement guidelines (i.e. interpretations in formats other than formal
regulations) fall outside the scope of Chevron deference. Instead, the weaker Skidmore
deference may apply to such interpretations. See Skidmore v. Swift & Company, 323
U.S. 134 (1944). Further instrumental cases in the development of «step zero» were
United States v. Mead Corporation, 533 U.S. 218 (2001) and Barnhart v. Walton, 535
U.S. 212 (2002). For a general overview of the Chevron doctrine and its development,
see Sunstein, 187 et seqq.

1367

Chevron v. National Resources Defence Council, 467 U.S. 837, 842 (1984).

1368

Chevron v. National Resources Defence Council, 467 U.S. 837, 842 et seq. (1984).

1369

Chevron v. National Resources Defence Council, 467 U.S. 837, 843 (1984).
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cy».1370 However, if the delegation is explicit, deference must be applied unless
the interpretation in the agency’s regulation is «arbitrary, capricious, or manifestly
contrary to the statute».1371 Ultimately, once the agency regulation has overcome
the first step of the Chevron doctrine, the threshold for deference is quite low. Consequently, the implied delegation of any ambiguous provisions in the statute1372
under the doctrine’s first step affords the FDIC great discretion to regulate with
only very limited judicial review.
646

To complement the Corporation’s regulatory function, the legislator has conferred
supervisory powers on the FDIC. This supervisory function may be sub-divided
into two distinct sets of powers as stipulated by Sec. 10(b) of the Federal Deposit
Insurance Act: conducting regular examinations and conducting special examinations.1373

647

The FDIC may use its regular examination powers for three groups of institutions:
(i) depository institutions for which the FDIC acts as PFR, (ii) new applicants
wishing to obtain FDIC insurance (usually de novo institutions), and (iii) depository institutions – regardless of charter and/or PFR – in default. For the first group
of depository institutions subject to regular examination, the FDIC is required by
statute to conduct a full-scope examination at least once every twelve months.1374
Under certain circumstances involving smaller, well-capitalised institutions, the
FDIC may extend the examination interval and conduct a full-scope examination
every 18 months.1375 While the Corporation is not allowed to conduct regular examination less frequently than the statutory minimum, it may very well conduct
them more frequently should it deem such an examination schedule necessary.1376

1370

Chevron v. National Resources Defence Council, 467 U.S. 837, 844 (1984).

1371

Chevron v. National Resources Defence Council, 467 U.S. 837, 844 (1984).

1372

However, the US Supreme Court potentially limited the scope of Chevron’s implied
delegation to the agencies in King v. Burwell, 576 U.S. 473 (2015) by precluding the
implicit delegation of questions of «deep economic and political significance that [are]
central to [a] statute». The Supreme Court justified this limitation by arguing that «had
Congress wished to assign [such] question to an agency, it surely would have done so
expressly».

1373

12 U.S.C. § 1820(b).

1374

12 U.S.C. § 1820(d)(1) and 12 C.F.R. § 337.12(a).

1375

12 U.S.C. § 1820(d)(4). This process is further elaborated in 12 C.F.R. § 337.12(b).

1376

The permissibility of conducting examinations more frequently may be derived from
12 U.S.C. § 1820(d). Nevertheless, 12 C.F.R. § 337.12(c) explicitly reiterates that the
FDIC may conduct such examinations.
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For the latter two groups of institutions, the circumstances make it clear that the
FDIC applies particular examination schedules.1377 The regular examination of
depository institutions as part of the FDIC’s PFR role might insinuate that the
Corporation has the sole responsibility to examine these institutions. However, the
FDIC’s supervision co-exists with the supervision undertaken by an institution’s
chartering authority (i.e. the state-level banking authority). Depending on the particular circumstances, this dualism can result in the duplication of examinations
on the state and federal level, active co-operation between the FDIC and its state-
level counterpart,1378 or alternating examinations.1379 Amongst these outcomes,
alternating examinations are clearly desirable, as this modus operandi reduces
the cost of supervision for both supervisory authorities and depository institutions.1380 However, the conduct of alternating examinations is contingent on two
factors: first, only institutions with a CAMELS rating of 1 or 2 are eligible;1381 second, the state authority’s examination must be deemed equivalent to the FDIC’s
examination.1382 To this end, the Federal Financial Institutions Examination Council (FFIEC), as stipulated in Sec. 10(d)(9) of the Federal Deposit Insurance Act,1383
issued a set of criteria to determine whether a state examination is equivalent:1384

1377

For institutions in default, the examination is usually linked to the FDIC’s statutory
obligation of evaluating different resolution approaches and selecting the least costly
option. For new institutions, the examination interval is generally shorter due to the
statistically higher failure rate of such institutions and the corresponding risk of a loss
to the DIF. See FDIC, Examination Manual, 1.1-7.

1378

12 U.S.C. § 1820(d)(6) encourages co-operation and co-ordination between the FDIC,
state authorities, and other federal agencies. See FDIC, Examination Manual, 1.1-8.

1379

See 12 U.S.C. § 1820(d)(3). Under an alternative examination schedule, the FDIC
only conducts an examination once every 24 to 36 months. In the meantime, the state
authority conducts the examination. See Agarwal et al., 895 et seqq., outlining the
development of alternating examinations.

1380

Agarwal et al., 896.

1381

Moreover, under limited circumstances, institutions with a stable CAMELS rating of
3 may be subject to alternate examination. See FDIC, Examination Manual, 1.1-5

1382

FDIC OIG, 2.

1383

12 U.S.C. § 1820(d)(9).

1384

See Guidelines for Relying on State Examinations, 60 Fed. Reg. 33,206, 33,208
(27 June 1995). See also Williams, 63.
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(i) completeness of the examination reports, (ii) available resources,1385 and
(iii) accreditation from the Conference of State Banking Supervisors (CSBS).1386
648

The second set of examination powers (i.e. the power to conduct special examinations) effectively grants the FDIC the authority to examine any insured depository
institution, even if the Corporation is not the institution’s PFR. However, special
examinations must not be used to usurp the supervisory authority of the PFR.
In fact, special examinations conducted by the FDIC constitute back-ups aimed
at detecting potentially unsound behaviour that could endanger depositors, and
thus the DIF. Therefore, the power to conduct special (or back-up) examinations
is closely linked to the FDIC’s primary role as deposit insurer. The provision in
Sec. 10(b)(3) of the Federal Deposit Insurance Act grants the FDIC considerable
discretion as to the exercise of these examinations.1387

649

The authority to conduct back-up examinations originated under FIRREA as a
response to the Savings and Loan Crisis. The functioning of these examinations
is determined by an interagency agreement1388 whose latest iteration dates back to
2010. Under the revised 2010-agreement, the FDIC’s authority to conduct special
examinations was expanded1389 and the bureaucracy involved was reduced. These
changes, especially the latter one, were intended to tackle a material shortcoming
1385

Measured by its budgetary resources, staffing, and training. See Guidelines for Relying
on State Examinations, 60 Fed. Reg. 33,206, 33,208 (27 June 1995). See also Agarwal et al., 896; FDIC OIG, 8.

1386

As of 13 October 2020, only the agencies of Alaska, Maine, Nevada, Rhode Island, and
the District of Columbia are not accredited by the CSBS. See Conference of State
Banking Supervisors. For a timeline of state agencies receiving the CSBS accreditation, see Rezende, 564.

1387

12 U.S.C. § 1820(b)(3) allows for a special examination «whenever the [FDIC] Board
of Directors determines that a special examination of [a depository institution for
which the FDIC is not the PFR] is necessary to determine the condition of such depository institution for insurance purposes».

1388

The agreement is entitled «Coordination of Expanded Supervisory Sharing and Special
Examinations». See Felsenfeld/Glass, 181; Lessambo, 85.

1389

The scope of the special examination powers extends well beyond «problem insured
depository institutions» (i.e. institutions with a score of 3 or lower and undercapitalised institutions pursuant to the PCA framework). In particular, the revised agreement
also provides for special examinations of the following groups of institutions: (i) larger insured depository institutions; (ii) small institutions with a heightened probability
of losing their CAMELS rating of 2; (iii) large, complex depository institutions with
affiliations to non-bank financial companies; (iv) and depository institutions that are
affiliated with entities that have borrowed more than USD 5 billion under the TLGP.
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of the 2002-interagency agreement, which impaired the FDIC’s ability of assessing and mitigating potential threats to its DIF.1390 Under the current agreement,
the FDIC has the necessary powers to compel other PFRs into allowing special
examinations without a lengthy and potentially calamitous turf war.
It is worth noting that, in light of its new responsibilities under the OLA, the
FDIC’s power to conduct special examinations was extended to include non-banking financial institutions and bank holding companies in order to provide for the
orderly resolution of such institutions. However, with respect to these two groups,
the legislator has statutorily limited the FDIC’s purview; it may not examine institutions that are «in a generally sound condition».1391

650

Pertaining to both regulation and supervision of insured depository institutions,
the Corporation’s mandate is quite extensive. The FDIC has the authority to impose regulations on institutions for which it is the designated PFR. The only exception to this comes in regulations dealing with deposit insurance itself, such as
assessments or an institution’s insurance status; in these cases, the FDIC’s regulations apply to any insured depository institutions (or institutions seeking insurance), other than credit unions. With regard to the FDIC’s role as a supervisor, the
delineations are less clear-cut. On the one hand, the FDIC directly supervises all
institutions for which it is the PFR. On the other hand, the Federal Deposit Insurance Act grants the FDIC the statutory authority to conduct back-up examinations
of other depository institutions – or even non-bank financial institutions and bank
holding companies – largely at its discretion. While the statute does not impose
meaningful restraints on the FDIC’s authority to conduct back-up examinations,
the interagency agreement between the FDIC, the Federal Reserve Board, and the
OCC somewhat curtails the Corporation’s powers. This might be a priori beneficial for the continued functioning of the US supervisory system, as it maintains a
sort of balance between the agencies. Moreover, in cases of depository institutions
in sound conditions, there is no need for the FDIC to conduct examinations on top
of the supervision carried out by the respective PFR; such duplication would only

651

1390

Bureaucracy and impediments to compelling another PFR to allow a special examination by the FDIC under the old agreement prevented the FDIC from assessing the
risk posed to the DIF. Specifically, the OTS used the agreement in a turf war to prevent
the FDIC from conducting a special examination of WaMu between 2005 and 2008.
See Grind, 224 et seq.; Levin–Coburn Report, 240. These shortcomings were cited in
several examinations and enquiries conducted in the aftermath of the crisis; see Levin–
Coburn Report, 203; Permanent Subcommittee on Investigations, Role of Federal
Regulators, 13 et seqq.; Treasury OIG/FDIC OIG, 42 et seqq.

1391

12 U.S.C. § 1820(b)(3)(A).
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result in curbed co-operation and unnecessary turf wars over jurisdiction. Simultaneously, however, an overly restrictive limitation of the FDIC’s back-up-examination powers – as demonstrated by the 2002-agreement and the dispute between
the FDIC and the OTS over WaMu – may be counter-productive and ultimately expose the FDIC in its capacity as deposit insurer to significant uncertainties
and perils.
1.2

Deposit Insurer and Receiver

652

The aforementioned function of a regulator and supervisor of financial institutions (i.e. the determining factor for the FDIC’s risk-minimiser mandate), clearly distinguishes the FDIC from most of its international peers.1392 However, the
Corporation remains, first and foremost, the deposit insurer and receiver of failed
insured depository institutions. As discussed above, many of its regulatory and
supervisory powers were designed in support of the FDIC in its role as deposit
insurer to enable the Corporation to anticipate and mitigate failures. Thus, within
the FDIC’s overall multi-faceted mandate, the role as deposit insurer undoubtedly
takes primacy over its other functions.

653

In its role as deposit insurer, the FDIC serves its original task –protecting of depositors and bolstering public confidence in the banking sector1393. Hence, the mandate vis-à-vis depositors is rather obvious: the FDIC protects deposits in the event
of an insured depository institution’s failure up to the SMDIA.1394 While the FDIC
has historically, particularly prior to FDICIA, protected depositors in excess of the
SMDIA,1395 such protection was de jure beyond the Corporation’s mandate.

654

Once the FDIC has reimbursed the depositors of a failed depository institution,
it assumes their rights as creditors through subrogation.1396 Therefore, the Corporation is statutorily entitled to all the rights available to individual depositors under
both federal and state law.1397 Moreover, by accepting disbursement through the

1392

See Adema/Hainz/Rhode, 47.

1393

By extension, the FDIC also enhances confidence in the financial sector at large.

1394

Currently, the SMDIA is set at USD 250,000. See 12 U.S.C. § 1821(a)(1)(E). However,
the amount actually protected by the FDIC may be far higher. See supra N 595 et seqq.

1395

See supra N 480.

1396

12 U.S.C. § 1821(g). See also Bliss/Kaufman, 161; Galves, 1352.

1397

FDIC v. Wilhoit, 52 F. Supp. 308 (E.D Ky. 1943), affirmed in 143 F.2d 14 (6th Cir.
1943).
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FDIC, depositors are barred from questioning the constitutionality of the statutory
subrogation in court.1398 From the depositor’s perspective, the subrogation is beneficial, as the FDIC is generally better prepared than depositors to await the end
of liquidation.1399 From the perspective of the proceedings’ efficiency, statutory
subrogation essentially bundles vast numbers of (generally) small claims at the
hands of the FDIC, which then routinely emerges as the single-largest creditor of
the failed depository institution.1400
The insolvency regime governing the failure and resolution of a depository institution constitutes a lex specialis framework1401 that differs from the applicable
procedure under the Bankruptcy Code pertinent to non-depository companies.1402
The procedure under the framework established by the Federal Deposit Insurance
Act is led and administered by the FDIC – not by a bankruptcy court. Overall, the
Corporation benefits from a significant concentration of powers (some of which
are endogenous to the procedure of the Federal Deposit Insurance Act); judicial
review of the FDIC’s handling is either inexistent or significantly limited. There
are two reasons commonly cited for this power bundling at the hands of the FDIC:
(i) to enable a swift disposition of assets and an efficient liquidation of the failed
institution and (ii) to ensure a maximised recovery from the institution’s assets due
to the FDIC’s dominant share of claims.1403

655

The first point is, however, unconvincing, as it amalgamates the FDIC’s roles
of deposit insurer and receiver. It is undoubtedly true that timely disbursement
is central to maintaining confidence in the banking sector and, in turn, financial
stability. However, disbursement falls entirely within the FDIC’s role as deposit
insurer. In the ensuing liquidation, all claims stemming from insured deposits are

656

1398

In re Liquidation of Anchor State Bank, 234 Wis. 261, 291 N.W. 329 (Wis. 1940).

1399

See Bliss/Kaufman, 172.

1400

See infra N 657 for the distinction between the dominant creditor and the residual
creditor.

1401

The lex specialis framework only applies to depository institutions. In the event of a
failure involving a bank holding company, only its depository subsidiaries fall within
the scope of the framework and the FDIC’s jurisdiction; the remainder is subject to
bankruptcy proceedings pursuant to the Bankruptcy Code, the sole exception being
a liquidation pursuant to the OLA that is available to systemically relevant non-bank
financial institutions.

1402

See supra N 555 et seqq. on the FDIC-driven liquidation under the OLA. While the
regimes of the Federal Deposit Insurance Act and the OLA are not congruent, the latter
has been profoundly influenced by the former.

1403

Hynes/Walt, 990 et seq.
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subrogated to the FDIC, which is not in need of immediate liquidity (or at least
not nearly to the same extent as individual depositors). Moreover, in a highly volatile market environment, rushed disposition of the failed institution’s assets may
drastically impair the amount recuperated, potentially exposing the DIF to unnecessary losses. Therefore, when citing time as a rationale for the agency-driven
procedure, the advantage lies in the Corporation’s ability to liquidate assets at the
right time (i.e. when it might realise the highest possible price).1404
657

The second point is far more convincing. Through subrogation and the subsequent
aggregation of claims stemming from insured deposits, the FDIC usually emerges
as the dominant creditor of the failed institution.1405 Furthermore, in a majority of
insolvencies, the FDIC may even be the failed institution’s residual claimant.1406
In such a case, the Corporation has every incentive to maximise liquidation recovery to cover its (or its bracket’s)1407 portion of the claims – and to avoid incurring
a loss to the DIF.1408 The potential for a material conflict of interest is relatively
low. The goals of both senior creditors and the FDIC are aligned; unless the Corporation can realise a recovery that allows for at least the full recovery of senior
creditors, the FDIC faces a potentially hefty loss to the DIF. Moreover, in the
bracket of claims arising from domestic deposits – where the FDIC is the largest
but not the sole creditor, as uninsured depositors1409 also fall within this bracket –
a conflict of interest is unlikely, as all creditors within the bracket share the proceeds on a pari-passu basis1410 and the FDIC is incentivised to strive for maximum
recuperation. Only in relation to junior creditors and shareholders does the issue
of a conflict of interest arise, as the FDIC – as either the largest creditor or the

1404

In some cases, the most adequate point in time may coincide with a swift liquidation.
However, in a majority of cases, a slower liquidation would likely yield better results.

1405

According to Hynes/Walt, 1017, in all but the largest depository institutions, domestic
deposits constitute the overwhelming majority of liabilities.

1406

In order to be the residual claimant, the failed institution’s assets must exceed the
claims by its secured creditors. Furthermore, the assets must cover at least some of
the liabilities from domestic deposits, which are bundled predominantly at the hands
of the FDIC. See Hynes/Walt, 1015 et seq.

1407

Pursuant to the priority of claims stipulated in 12 U.S.C. § 1821(d)(11). See also infra
N 662.

1408

Hynes/Walt, 1016.

1409

I.e. depositors with deposits exceeding the SMDIA.

1410

Hynes/Walt, 1021.
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residual creditor – no longer has an intrinsic incentive to maximise the proceeds
from the liquidation. However, while such a threat may very well exist, creditors
of these junior brackets are not necessarily worse off than under a procedure guided by the Bankruptcy Code; in both cases, the potential for suffering a significant
or total loss is relatively high.
The appointment as receiver of a failed depository institution predominantly depends on the chartering authority of the institution. However, in any case, at least
one of the grounds enumerated in Sec. 11(c)(5) of the Federal Deposit Insurance
Act1411 must apply. For federally chartered institutions, the OCC appoints the FDIC
as receiver and the Corporation is required by statute to accept the appointment.1412
In contrast, for state-chartered depository institutions, the relevant state authority appoints the FDIC as receiver and the wording of Sec. 11(c)(3) of the Federal Deposit
Insurance Act stipulates that the FDIC «may accept such appointment».1413 While
the Federal Deposit Insurance Act does not compel the Corporation to accept the
appointment from a state authority, the FDIC would nevertheless accept, due to its
own interest, and act as receiver.1414 In addition to the two aforementioned scenarios,
the Federal Deposit Insurance Act also provides for a self-appointment by the FDIC
without regard for the nature of the institution’s charter.1415 However, the statutory
conditions for such an appointment by the FDIC prevent an undue expansion of the
Corporation’s powers.1416 Hence, the FDIC has made use of the ability to appoint

1411

12 U.S.C. § 1821(c)(5).

1412

12 U.S.C. § 1821(c)(2)(A)(ii).

1413

12 U.S.C. § 1821(c)(3)(A).

1414

Carnell/Macey/Miller, 404.

1415

12 U.S.C. § 1821(c)(4).

1416

12 U.S.C. § 1821(c)(4)(A) stipulates the two cases in which the FDIC may appoint
itself as receiver. First, if the FDIC determines that a conservator, receiver, or legal
custodian has been appointed for an insured depository institution; the measure has
been in effect for at least 15 consecutive days; and at least one depositor was unable to
withdraw any amount from their insured account. Second, if the institution has been
closed by state authorities. See Carnell/Macey/Miller, 404.
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itself receiver only in two instances: the failure of Meriden Trust & Safe Deposit
Company in 1994 and the failure of Victory State Bank in 1999.1417
659

The different avenues leading to the FDIC’s appointment as the receiver of a failed
depository institution mirror the situation pertaining to the FDIC’s supervisory
and regulatory function. In both cases, the Corporation is allowed to unilaterally
declare its involvement through either its back-up examination power or the power
to appoint itself as receiver, respectively. However, the statutory language is far
more restrictive in the latter case by placing preconditions that must be satisfied
prior to self-appointment, drastically reducing the potential for jurisdictional turf
wars. In light of the urgency and fragility1418 of the circumstances surrounding
receivership, any avoidance of jurisdictional in-fighting is undoubtedly a prudent
move.

660

Irrespective of the procedure leading up to the FDIC’s appointment as receiver,
the effect thereof is profound. The FDIC is granted far-reaching powers, assuming
total control over the failed institution, its operations, and its assets.1419 Generally
speaking, the FDIC receivership and the powers vested in the Corporation are
limited and guided by two principles: the LCR and the order of priority of claims.

661

The statutory obligation to pursue the least-cost resolution method available to
the FDIC, as enshrined in Sec. 13(c)(4) of the Federal Deposit Insurance Act,1420
1417

Bennett, 7. In the former case, the FDIC «caused» the failure of Meriden insofar as
the FDIC – as receiver of another depository institution of the same bank holding com
pany – assessed a cross-guarantee pursuant to 12 U.S.C. § 1815(e) on Meriden, which
at the time no longer accepted public deposits. The cross-guarantee assessment rendered the Meriden Trust & Safe Deposit Company insolvent; the FDIC subsequently
appointed itself as its receiver. Meriden challenged the assessment on the grounds that
it was no longer an insured depository institution (as it no longer accepted public deposits). However, the US Court of Appeals for the Second Circuit ruled that, unless an
institution had obtained the FDIC’s prior written consent to convert into a non-insured
institution, the institution remains an insured depository institution, and thus subject to
both cross-guarantee assessments and potential FDIC receivership; see Meriden Trust &
Safe Deposit Company v. FDIC, 62 F.3d 449 (2d Cir. 1995).

1418

The impact of such disputes in, or immediately prior to, a receivership might be detrimental due to the signal of uncertainty; it can severely undermine attempts to maintain
confidence and financial stability. Thus, the impact may be much more profound than
the dispute in the context of a back-up examination, such as the battle over the examination of WaMu between the OTS and the FDIC. See supra N 651.

1419

The degree of control and extent of powers statutorily given to the FDIC are in stark
contrast to a receivership under the Bankruptcy Code.

1420

12 U.S.C. § 1823(c)(4).
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has its origins in FDICIA. It prohibits the FDIC from adopting a less-than-optimal
resolution approach, which could inflict greater losses to the Corporation and the
DIF.1421 Thus, the FDIC is generally not in a position to protect depositors beyond
the SMDIA or to protect creditors other than depositors.1422 The LCR governs the
first part of the receivership and even the time leading up to its formal start. In most
cases, the FDIC begins to assess possible resolution options1423 well before an institution is actually closed and placed in receivership.1424 This preparatory work
enables the FDIC to seize a failed institution on Friday afternoon and provide its
depositors with access to their insured deposits on Monday morning.1425 The only
exemption to the LCR applies to cases of systemic risk (i.e. circumstances under
which the pursuit of the least-cost method would have «serious adverse effects
on economic and financial stability»1426 and a costlier alternative approach could
mitigate or avoid these effects). However, the threshold for an SRE is significant,
as such an emergency determination is only possible if the FDIC Board of Directors, the Federal Reserve Board, and the Secretary of the Treasury (in consultation
with the president) all concur on the systemic risk posed by an LCR-compliant
resolution.1427
The second principle governs the later stages of FDIC receivership. Once the Corporation has resolved the failed institution, it liquidates the remainder of that institution’s assets aiming to maximise the returns. The subsequent distribution of
proceeds is determined by the order of priority. In this respect, the procedure under
the Federal Deposit Insurance Act deviates significantly from traditional bankruptcy procedure. The lex specialis order of priority under the Federal Deposit

1421

Salameh, 54.

1422

Prior to FDICIA, extended coverage beyond the FDIC’s statutory mandate was relatively common; the FDIC had a range of statutory justifications for such a move, which
had to be less costly than a straight payoff and liquidation. See supra N 479.

1423

See infra N 685 et seqq. for an in-depth discussion of the resolution options at the
FDIC’s disposal.

1424

Generally, this process begins approximately 90 days prior to closing – as soon as
the institution’s PFR sends a PCA letter to the institution determining that it is either
critically undercapitalised or insolvent. See 12 U.S.C. § 1831o(h)(3). See also FDIC,
Resolutions Handbook, 8.

1425

Therefore, the disruptive impact on depositors and the potential threat to public confidence are limited, as the transaction occurs outside of business hours.

1426

12 U.S.C. § 1823(c)(4)(G).

1427

12 U.S.C. § 1823(c)(4)(G).
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Insurance Act is as follows: (i) claims of secured creditors,1428 (ii) administrative
expenses of the receiver (i.e. the FDIC), (iii) deposit liabilities of the institution,
(iv) general or senior liabilities,1429 (v) subordinated liabilities, and (vi) obligations to the institution’s shareholders or members.1430 Amongst these brackets, the
one encompassing deposit liabilities is of pivotal importance for deposit insurance
since, for all but the very largest depository institutions, the majority of claims will
be within this bracket.1431 The scope of depositor preference is determined primarily by the definition of the term «deposit» as enshrined in Sec. 3(l) of the Federal
Deposit Insurance Act.1432 Consequently, the SMDIA is not relevant for depositor
preference. The definition of deposit does, however, exclude obligations (even deposit-like ones) on the books of foreign branches of US depository institutions;1433
any such obligation is, thus, ineligible for depositor preference.1434 Considering the
rationale for the introduction of depositor preference in 19931435 (i.e. minimising
the losses incurred by the FDIC),1436 the alignment of depositor preference with the
material scope of FDIC insurance appears logical.

1428

These claims are secured to the extent of the underlying security. See Curtin/Smith/
Rockett, 333 et seq.

1429

I.e. other than liabilities in categories (v) or (vi).

1430

12 U.S.C. § 1821(d)(11).

1431

See Hynes/Walt, 1017.

1432

12 U.S.C. § 1813(l). See supra N 591 for a discussion of the terms «deposit» and «insured deposit».

1433

However, there is an exception for obligations equivalent to deposits (i.e. obligations
that would be treated as deposits if located in the US) that, per explicit contractual
stipulation, are payable in the US. See 12 U.S.C. § 1813(l)(5)(A).

1434

Curtis, 238 et seq.

1435

The original legal framework establishing US deposit insurance under the Banking Act
of 1933 had already envisioned depositor preference – albeit only for insured deposits.
The preference was not retained in the Banking Act of 1935 and deposits were treated
equally to claims of general creditors until 1993. See Marino/Bennett, 20.

1436

Curtis, 240. The adoption of depositor preference as part of the Omnibus Budget Reconciliation Act of 1993 must be seen in light of the devastating losses to FSLIC and
FDIC in the Savings and Loan Crisis – losses so severe that they led to the implosion
of the former and the near-failure of the latter.
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Nevertheless, the resulting discrepancy between domestic and foreign deposits is
likely to have only a relatively small impact on depositors.1437 Based on a territorial conception of deposit guarantee coverage, such deposits would be covered by
the host country’s deposit guarantee scheme so long as they qualify as protected
deposits under local law.1438 On the other hand, the impact on the foreign deposit
guarantee scheme, should it emerge as subrogee, is far greater, as its claim would
fall within the bracket of «general or senior liabilities» pursuant to Sec. 11(d)(11)
(A)(iii) of the Federal Deposit Insurance Act,1439 meaning the scheme would likely
incur a total loss.1440 This disadvantage to holders of foreign deposits1441 and foreign deposit guarantee schemes is particularly pertinent in the context of an SPOE
resolution, as all of the failed institution’s assets – including its foreign assets – fall
into the receivership. Therefore, all positions are treated equally on the asset side
while domestic deposits are given preferential treatment on the liability side.1442

2.
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In both of its aforementioned capacities, the FDIC has a significant range of powers
and tools at its disposal. This range allows the FDIC to address shortcomings of various magnitudes with an adequate response. Therefore, this discussion of the FDIC’s

1437

In order to become a major issue, the deposit-taking of a failed institution’s foreign
branch must be significant. This Icesave case illustrates the potential problem – albeit
without the particular implications of that case arising from EU/EEA law. For an indepth discussion of the failure of Icesave case and the ensuing diplomatic and legal
dispute, see Grünewald, Cross-Border Banking Crises, 145 et seqq.; Proctor, 292 et
seqq.; Zetzsche/Grünewald, 1337 et seqq. See also supra N 182 et seq. on the case
involving the Icelandic bank Kaupthing’s branch in Switzerland.

1438

However, the coverage level in the US (i.e. the SMDIA) of USD 250,000 is relatively
high. Holders of foreign deposits may be treated less favourably for the portion of the
deposit between the local coverage level and the US SMDIA. See Demirgüç-Kunt/
Kane/Laeven, Around the World, 158 et seqq. for an overview of coverage levels
across the world.

1439

12 U.S.C. § 1821(d)(11)(A)(iii).

1440

Even in a scenario in which the recovered proceeds allow for a distribution amongst
creditors in that bracket, the payment to the foreign deposit guarantee scheme would
likely only constitute a portion of its claim due to pari passu burden sharing.

1441

This only applies in cases where the host country’s deposit guarantee scheme offers a
lower coverage level – or in the total absence of a deposit guarantee scheme.

1442

Curtis, 255 et seq.
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«toolkit» shall follow the structure of the preceding part – distinguishing between its
supervisory/regulatory role and its function as deposit insurer and receiver.
2.1
665

Enforcement Actions

Regarding the element of its mandate to deal with operating depository institutions, the FDIC may resort to broad groups of enforcement actions to rectify shortcomings.1443 One such group consists of informal enforcement actions to address
relatively minor issues that do not warrant a more vigorous response. Usually,
such informal measures are used in circumstances where the shortcoming or problem does not constitute a threat to the depository institution’s safety and soundness. Another such group consists of stronger formal enforcement actions, which
are used when the issue at hand is serious and threatens the safety and soundness
of an institution.
a

Informal Enforcement Actions

666

The informal enforcement actions constitute the lower end of the FDIC’s range
of tools. Actions of this magnitude are generally used in cases where the FDIC
identifies certain weaknesses pertaining to depository institutions’ operating practices or conditions that can be addressed and rectified that do not exceed a severity
threshold that would warrant stronger action. These informal measures remain out
of consideration for issues that constitute threats to safety and soundness.1444

667

Amongst the informal remedial actions, the commitment letter is the least severe.1445
The letter is initiated and prepared by the depository institution’s board of directors.
Thus, the board determines the problems within its institution and sets a timeline for
their correction. However, while this procedure is driven by the depository institution, it is based on recommendations of the FDIC as its regulator.1446

668

The initiation of a memorandum of understanding (MoU) lies with the regulator, which identifies problems and lays out the actions and timeline necessary to
correct the problems. However, as the name implies, the MoU is still an action
primarily based on the depository institution’s commitment to the rectification of
1443

See Malloy, Principles, 346 for an overview of the cascade of supervisory measures.

1444

Malloy, Principles, 352.

1445

Malloy, Principles, 351. See also Curry/O’Keefe/Coburn, 3 et seq., referring to the
measure as «bank board resolution».

1446

Malloy, Principles, 351.
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its shortcomings. Moreover, the FDIC must determine that the depository institution’s board of directors and management are capable of implementing the corrective measures.1447 Therefore, it makes sense that the FDIC only resorts to this
measure in cases of relatively minor issues1448 and only does so with institutions
that have a CAMELS score of 1 or 2.1449 After the MoU is signed, the FDIC monitors the institution’s progress in achieving the corrective measures laid out in the
memorandum and, upon the rectification of the underlying deficiencies, terminates
the MoU. Should the monitoring show that the depository institution does not
comply with the terms of the MoU or that the MoU’s action plan is inadequate, the
FDIC replaces it with another informal or formal action.1450
Informal enforcement actions rely on the willingness and co-operation of the
institution, and these actions are not made public. Thus, depository institutions
are incentivised to properly implement the corrective measures in order to avoid
market repercussions. However, the co-operative nature of informal enforcement
actions also means that they are not legally enforceable. That being said, an informal enforcement action may very well serve as a basis for a subsequent formal
enforcement measures, which can be legally enforced.1451 Therefore, the FDIC is
able to first use informal enforcement actions when it faces minor issues instead of
immediately resorting to graver formal actions.
b

669

Formal Enforcement Actions

On a higher level of escalation, the FDIC may resort to a wide range of formal
enforcement actions. It does so whenever the issue at hand is serious enough
to threaten the safety and soundness of a depository institution. Moreover, formal measures are warranted if the institution or affiliated individuals failed to
co-operate sufficiently with the FDIC or if they violated the terms of an informal
measure.1452

1447

FDIC, Examination Manual, 13.1-2.

1448

For the considerations that determine the issuance of an MoU, see FDIC, Examination
Manual, 13.1-2.

1449

However, even for depository institutions rated 3, an MoU should, «at a minimum,
be considered». See FDIC, Examination Manual, 13.1-2.

1450

FDIC, Examination Manual, 13.1-3.

1451

FDIC, Examination Manual, 13.1-2; Malloy, Principles, 351 et seq. See also Greene
County Bank v. FDIC, 92 F.3d 633 (8th Cir. 1996), cert. denied, 519 U.S. 1109 (1997).

1452

Malloy, Principles, 352.
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671

While there are various statutory provisions authorising the FDIC to resort to
formal enforcement actions, this thesis shall focus on two provisions within the
Federal Deposit Insurance Act: (i) powers pursuant to Sec. 8 of the act1453 and
(ii) powers pursuant to Sec. 38 of the act and Part 324, Sub-Part H, of the FDIC’s
rules and regulations.1454

672

The latter set of powers grants the FDIC, as PFR, the ability to impose PCA mea
sures. Thus, measures imposed under the authority granted by Sec. 38 of the Federal Deposit Insurance Act and Part 324, Sub-Part H, of the FDIC’s rules and
regulations aim to address inadequacies pertaining to a depository institution’s
capital base. Learning from the painful lessons of the Savings and Loan Crisis,
PCA measures provide the FDIC with the power to promptly correct less-than-adequate capital levels in order to avoid a further deterioration of a situation in which
the survival of a depository institution is at stake.

673

The former set of powers, pursuant to Sec. 8 of the Federal Deposit Insurance Act,
lacks a specific purpose. Instead, the FDIC may use these measures to address
a plethora of potential issues. Some of these measures apply only to the insured
depository institution itself while others also apply to an institution-affiliated party
(IAP).1455 The FDIC is authorised to use these powers whenever «unsafe or unsound conditions exist».1456

674

In the absence of a legal definition of the term «unsafe or unsound practice» in the
Federal Deposit Insurance Act, the FDIC generally uses the following definition:
«any action, or lack of action, by an institution or an IAP which is contrary to
generally accepted standards of prudent operation, the possible consequences of
which, if continued, would result in abnormal risk of loss or damage to an institution, its shareholders, or the Deposit Insurance Fund».1457 Furthermore, it has
developed a typology of examples for unsafe or unsound practices and conditions
over the course of its existence. Ultimately, however, each individual case and its
circumstances must be considered independently.1458

1453

12 U.S.C. § 1818.

1454

12 U.S.C. § 1831o and 12 C.F.R. § 324.401 et seqq.

1455

As defined in 12 U.S.C. § 1813(u).

1456

FDIC, Examination Manual, 15.1-4.

1457

FDIC, Examination Manual, 15.1-4.

1458

FDIC, Examination Manual, 15.1-4.
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The most important «tools» at the FDIC’s disposal under Sec. 8 of the Federal
Deposit Insurance Act are cease-and-desist orders, removal and prohibition procedures, and, as ultima ratio, termination of deposit insurance.

675

Cease-and-desist orders are the most versatile instrument at the FDIC’s disposal.
Under Sec. 8(b) of the Federal Deposit Insurance Act, the Corporation may issue
a cease-and-desist order against either the depository institution or an IAP. The
grounds for issuance are quite broad and involve either engagement in unsafe or
unsound practices or the violation of a law, regulation, rule, or measure taken by
the Corporation.1459

676

If the FDIC determines that the situation warrants a cease-and-desist order based
on the aforementioned grounds, it issues a notice of charges. If the addressee of the
notice agrees to the enforcement action, a so-called consent-order is issued, which
becomes effective upon its issuance. However, in all other cases, a hearing is held
first, after which the FDIC decides on the issuance of the actual cease-and-desist
order, which only becomes effective 30 days after its issuance. In situations where
the situation of the institution is likely to deteriorate within this period, the FDIC
has the authority to impose a temporary cease-and-desist order,1460 which becomes
effective immediately and remains effective until the measure under Sec. 8(b) of
the Federal Deposit Insurance Act becomes effective.1461

677

Should the institution or IAP fail to comply with an effective (temporary) ceaseand-desist order, the FDIC may resort to further measures against the non-compliant party or petition a federal district court to enforce the order.1462 In addition,
the FDIC may impose civil money penalties,1463 which, depending on severity, can
range from USD 5,500 up to USD 1 million or 1 per cent of the institution’s assets,
whichever is less – per day.1464

678

1459

12 U.S.C. § 1818(b)(1). See also FDIC, Examination Manual, 15.1-6. Moreover, the
FDIC may issue a cease-and-desist order if there is reasonable cause to believe that
the institution or IAP is about to operate in a way that constitutes either of the two
grounds mentioned above.

1460

12 U.S.C. § 1818(c).

1461

Alternatively, the temporary cease-and-desist order may be set aside or limited by a
court. See FDIC, Examination Manual, 15.1-7.

1462

FDIC, Examination Manual, 15.1-6.

1463

Malloy, Principles, 358 et seq.

1464

12 U.S.C. § 1818(i)(2). See FDIC, Examination Manual, 14.1-5 for an overview of the
matrix used to determine the appropriate amount of civil money penalties.
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679

With respect to an IAP, the most severe enforcement measure is the removal and
prohibition from the depository institution. In particular, any IAP charged with or
convicted of a felony1465 may be suspended,1466 removed from their position, and
prohibited from participating in the affairs of any depository institution pursuant
to Sec. 8(g) of the Federal Deposit Insurance Act.1467 The Corporation retains its
discretion in most cases, even if the IAP was convicted of a felony. However,
in cases where the IAP was convicted of one of the felonies enumerated in the
provision,1468 the FDIC is statutorily required to issue a removal-and-prohibition
order.1469

680

In addition to the power to issue a removal-and-prohibition order under Sec. 8(g)
of the Federal Deposit Insurance Act, the FDIC also has the authority to remove
and prohibit an IAP based on Sec. 8(e).1470 The results of the two orders are largely
the same – removing the IAP from the institution and barring them from future affiliation with an insured depository institution. However, removal under Sec. 8(e)
of the Federal Deposit Insurance Act does not depend on criminal proceedings.
Instead, the provision is more widely applicable; the violation of any statutory
provision or enforcement measure may lead to removal. Thus, even if an IAP is
found not guilty of a felony and falls outside the scope of removal under Sec. 8(g),
the IAP may still be removed under Sec. 8(e).1471 Non-compliance with an effective cease-and-desist order may also result in removal under Sec. 8(e).1472 Due to

1465

I.e. a crime punishable by imprisonment for a term exceeding one year under either
state or federal law. See FDIC, Examination Manual, 15.1-8.

1466

If the IAP is charged with a felony, the suspension lasts until the conclusion of the
criminal proceedings.

1467

12 U.S.C. § 1818(g).

1468

I.e. if the IAP is convicted of violating 18 U.S.C. § 1956, 18 U.S.C. § 1957, 18 U.S.C.
§ 1960, or 31 U.S.C. § 5324. See 12 U.S.C. § 1818(g)(1)(A)(ii).

1469

12 U.S.C. § 1818(g)(1)(C)(ii).

1470

12 U.S.C. § 1818(e).

1471

FDIC, Examination Manual, 15.1-9.

1472

See supra N 678, outlining the consequences of a failure to comply with a cease-anddesist order.
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the catch-all nature of Sec. 8(e), the FDIC has significant discretion regarding the
removal and prohibition of IAPs.1473
The ultima ratio of enforcement measures against insured depository institutions
is termination of insurance pursuant to Sec. 8(a) of the Federal Deposit Insurance
Act.1474 As such, it is uncommon for the FDIC to resort to this measure, as it almost
invariably leads to the resolution of the depository institution, and thus to potential
costs to the FDIC. Nevertheless, the FDIC may revoke an institution’s insurance
status if it has engaged in unsafe or unsound practices or if the institution is in
an unsafe or unsound condition. The violation of applicable legal provisions or
a written order by the FDIC also constitutes grounds for termination. Overall,
the statutory grounds for an involuntary termination are largely congruent to the
grounds for other, less grave, measures. However, unlike the issuance of a ceaseand-desist order, any previous enforcement measure must statutorily be a written
(i.e. enforceable) one – this precludes termination due to non-compliance with
informal enforcement orders.1475 In light of the far-reaching consequences of involuntary termination, it is well warranted for the FDIC to follow a procedure in
which the depository institution is heard and its PFR (or state supervisor) may
take part.1476

681

Overall, in its capacity as regulator and supervisor, the FDIC has a wide range
of tools at its disposal. The paramount objective of any such tool is to rectify
shortcomings as soon as possible. While minor issues do not generally warrant
significant formal enforcement measures, issues that pose a substantial threat to
the soundness of a depository institution – and potentially to the FDIC in its other
capacity – call for graver measures.

682

1473

Given the gravity of this measure, an IAP would only be removed after a hearing and
a thorough examination, conducted by the FDIC, of all circumstances involved. Furthermore, the IAP may, pursuant to 12 U.S.C. § 1818(h), petition a federal district court
for judicial review of the FDIC’s order. However, 12 U.S.C. § 1818(h)(2) precludes
the judicial review of a removal-and-prohibition order issued pursuant to 12 U.S.C.
§ 1818(g)(1). See also Norton/Walker, 11.128. However, in cases where the FDIC
does not act within the scope of its proper statutory authority, a judicial review is indeed possible; see Manges v. Camp, 474 F.d 97 (5th Cir. 1973).

1474

12 U.S.C. § 1818(a). See supra N 582 et seqq. for a discussion pertaining to both forms
of termination of insurance status.

1475

FDIC, Examination Manual, 15.1-5.

1476

For an in-depth discussion of the procedure leading up to the termination, see supra
N 583 et seq.
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2.2

Resolution Methods and Powers as Receiver

683

Despite the varied «toolkit» at the disposal of the FDIC and other federal regulatory agencies, insured depository institutions may still fail. Under such circumstances, the FDIC acts in its second and most important function;1477 it carries out its
statutory mandate to protect depositors up to the SMDIA and resolve the remnants
of failed institutions.

684

Even before the public disclosure of a depository institution’s failure and the
FDIC’s appointment as receiver, the Corporation begins its preliminary work of
determining the most appropriate (i.e. least costly) resolution method available.
This preliminary work starts with gathering information pertaining to any relevant
factors for determining possible resolution approaches. Moreover, the FDIC invites a number of healthy depository institutions to bid on all or part of the failed
institution. The deadline for bidding is usually one to two weeks prior to the official closing of the institution. Thus, by the time that the chartering authority closes
a depository institution and appoints the FDIC as receiver, the Corporation has a
clear roadmap for the further process. In exceptional cases (e.g. the failure of an
institution following a sudden and significant liquidity outflow), such a roadmap
may not yet be available. Due to the broad toolkit available, however, the Corporation could opt for a strategy that entails a transfer to a bridge institution for the
time necessary to conduct the analysis and the potential bidding process.
a

Resolution Methods

685

The FDIC has a considerable range of methods at its disposal to deal with failed/
failing institutions. However, its discretion in choosing the actual resolution method is limited insofar as not all methods may be feasible or in line with the LCR.1478
Generally, there are two categories of resolution methods: purchase and assumption (P&A) transactions and depositor payoffs. However, both categories consist
of further sub-types.

686

A scenario within the P&A category always involves another, healthy institution
purchasing the assets of the failed institution (in part or in full) and simultaneously assuming its liabilities – at a minimum the insured deposits. The P&A method is the most frequently used approach and constitutes the cornerstone of the
1477

See supra N 658 et seqq. on the different possibilities that can result in the Corporation’s appointment as receiver.

1478

12 U.S.C. § 1823(c)(4). See supra N 480 for the rationale behind the LCR.
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FDIC’s success in mitigating disruptive effects on depositors. There is a variety of
possibilities for a P&A transaction, and the FDIC has considerable discretion in
structuring the extent and scope of the transaction through the «purchase and assumption agreement» between the FDIC and the acquirer.1479 Generally, however,
the overarching P&A method may be subdivided further into: (i) basic P&A transactions, (ii) whole-bank P&A transactions, and (iii) optional shared-loss P&As.
The first option, a basic P&A, largely limits the assets acquired by another depository institution to cash, cash equivalents, and marketable securities. Thus, the
scope of the assets transferred is generally limited to highly liquid assets. However, other assets (e.g. loan pools) or the premises of the failed institution may
be included in the transaction. On the side of liabilities, the assuming institution
generally takes over the insured deposits or even all deposits so long as the transfer
of all deposits emerges as the least costly option in accordance with Sec. 13(c)(4)
of the Federal Deposit Insurance Act.1480 Indeed, the rationale for the introduction
of the LCR principle under FIRREA was to end the FDIC’s practice of protecting
uninsured depositors through P&A transactions comprising all deposits. As a result of the higher SMDIA following the Dodd–Frank Act, however, the percentage
of uninsured deposits was significantly reduced – particularly in small and medium-sized depository institutions – and, therefore, the number of all-deposit P&A
transactions has increased again.1481

687

From the perspective of the insured depositor (or even depositors in general, depending on the transaction), a basic P&A transaction results in very limited disruption. The next business day after the institution is closed by its chartering authority, the depositor simply becomes a customer of another institution and will incur
no loss to the amount deposited (or the interest accrued on the deposit).1482 The
acquiring institution simultaneously expands its customer base and, depending
on the transaction, its branch network at a relatively moderate price. Lastly, the
FDIC has a significantly smaller cash outlay compared to the direct disbursement
of insured deposits,1483 as depositors tend to remain customers of the acquiring
institution, and thus not to withdraw their deposits. However, the relatively narrow
scope of assets transferred results in more assets remaining in the receivership that

688

1479

Burgee, 1155.

1480

12 U.S.C. § 1823(c)(4). See also 12 U.S.C. § 1823(c)(4)(E)(iii), which explicitly allows P&A transactions encompassing more than just the transfer of insured deposits.

1481

FDIC, Resolutions Handbook, 17.

1482

FDIC, Resolutions Handbook, 17.

1483

FDIC, Resolutions Handbook, 17; Ragalevsky/Ricardi, 876.
273

Chapter 4

Deposit Guarantee in the United States

must subsequently be liquidated by the FDIC, increasing administrative costs of
the receivership and placing the burden of a potential deterioration of the asset
value on the Corporation.1484
689

Another option is a P&A transaction that entails the acquisition of an entire failed
institution by one of its peers, known as a whole-bank P&A transaction.1485 Despite
the terminology, this option is open not only to failed banks but to any depository
institutions within the purview of the FDIC. The comparison to the aforementioned basic P&A transaction is relatively straightforward: the acquiring institution takes over all of the failed institution’s assets and liabilities.

690

The difference in impact on depositors is relatively small (particularly compared
to an all-deposit P&A transaction). The depositors’ entire banking services are
taken over by the acquiring institution and there is no disruption whatsoever.1486
For the FDIC, a transfer of the entire institution drastically reduces the cost of the
subsequent liquidation. However, this effect may be offset by the often significantly lower (or even negative) bid due to the inherent risk stemming from the failed
institution’s liabilities.

691

The optional shared-loss P&A transaction1487 is similar to the whole-bank P&A
transaction insofar as the acquirer takes over the entire failed institution. However,
this transaction entails a loss-sharing provision between the acquiring institution
and the FDIC for certain categories of assets on the failed institution’s balance
sheet,1488 typically distressed assets that, in the absence of loss-sharing, might
not be appealing to the acquirer and potentially discourage a bid. Burden-sharing
nowadays commonly results in the FDIC absorbing up to 80 per cent of future
losses and the acquirer the remainder.1489

1484

Ragalevsky/Ricardi, 878.

1485

FDIC, Resolutions Handbook, 17.

1486

Of the options available, a whole-bank P&A has the least disruptive effect on the failed
depository institution’s customers (i.e. depositors as well as retail clients who use the
failed institution’s services).

1487

The shared-loss P&A is oftentimes also referred to as «P&A with assistance». See
White/Yorulmazer, 159.

1488

Lessambo, 302.

1489

FDIC, Resolutions Handbook, 18. However, the loss-sharing only takes place once a
certain threshold has been exceeded – until that point, losses are borne by the acquirer.
See Ragalevsky/Ricardi, 879.
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While the benefits for the FDIC remain largely the same as with a whole-bank
P&A transaction, the acquirer benefits from a significantly reduced risk level
due to the loss-sharing provision. Both parties face additional duties from the
loss-sharing agreement that may last for up to ten years.1490 Moreover, the FDIC
has no control over the assets after the transfer but remains liable for the majority
of any potential loss.

692

The bridge depository institution P&A transaction, the last sub-type within the
category, may be useful in cases where the failure of an institution occurs suddenly
and the FDIC is deprived of the time necessary to conduct a thorough assessment
of the institution and the subsequent bidding process.1491 In the absence of an acquirer, a temporary1492 depository institution1493 under the control of the FDIC is
chartered by the OCC,1494 to which the failed institution is then transferred. The
FDIC then follows the usual procedure, resulting in the P&A transaction (of any
type), a merger, or a stock sale.1495

693

Before establishing a bridge depository institution, the FDIC must ensure that the
continued operation is less costly than an immediate payoff followed by the liquidation of the failed institution and that the projected outcome would satisfy the
LCR.1496 If these two thresholds are met, the option of a bridge bank provides the
FDIC with the time necessary to arrange a permanent solution. The creation of a
bridge bank results in a considerable administrative burden for the Corporation,
as the process of a P&A transaction is partially duplicated; the FDIC must resolve
the failed institution and, later, potentially the bridge bank as well.1497 In addition,

694

1490

See FDIC, Resolutions Handbook, 18.

1491

See Ragalevsky/Ricardi, 880.

1492

Notwithstanding a termination of the bridge depository institution following a P&A
transaction or merger, 12 U.S.C. § 1821(n)(9) provides for a termination two years after the chartering of the institution. However, the FDIC Board of Directors may extend
the status of the bridge institution for up to three one-year periods.

1493

Such an institution would constitute either a national bank or a national savings association, depending on the charter of the failed institution. See 12 U.S.C. § 1821(n)(2)(B).

1494

12 U.S.C. § 1821(n)(1)(A).

1495

While a bridge depository institution does not need capital pursuant to 12 U.S.C.
§ 1821(n)(5)(A), the FDIC may nevertheless issue stock to facilitate a stock sale. See
12 U.S.C. § 1821(n)(5)(C).

1496

12 U.S.C. § 1821(n)(2)(A). See also FDIC, Resolutions Handbook, 19.

1497

However, this depends on the fate of the bridge depository institution.
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several practical issues complicate a bridge bank P&A transaction even further.1498
For depositors, however, the transfer of their deposits to the bridge institution does
not result in an impairment of their situation since the bridge institution is ob ovo
FDIC-insured.1499
695

The second major category of resolution methods involves a payoff of insured
depositors. Similar to the P&A approach, the FDIC has different options to implement the payoff: (i) a straight deposit payoff, (ii) an insured deposit transfer,
or (iii) the establishment of a DINB. Generally, the FDIC resorts to a payoff and
the subsequent liquidation of a depository institution only in the absence of an
acquirer for a merger or a P&A transaction.

696

A straight depositor payoff is the most basic method within this category. In cases
where no acquirer can be found or a P&A-bid does not emerge as least costly
option, 1500 the FDIC closes the failed bank and determines the amount of insured
deposits. After the determination has been made, the FDIC reimburses deposits
by mailing a cheque.1501 While depositors do not suffer a loss from a financial perspective, they suffer from a complete disruption of financial services, as they are
forced to open a new account with another depository institution. The burden on
the FDIC is even greater, as the Corporation must identify and then contact every
single depositor before the disbursement can take place. Moreover, it must liquidate essentially all assets of the failed institution, resulting in high administrative
costs and exposure to potential losses.1502 Due to the cost and risk of a straight
deposit payoff, the FDIC uses this method only as a last resort.1503

697

A related method is the insured deposit transfer. While the FDIC disburses funds to
depositors directly under the aforementioned approach, in this approach, it transfers the insured deposits to another depository institution. This institution then
1498

First, the FDIC bears the responsibility for the bridge depository institution’s operation,
as it must provide it with operating funds in lieu of capital. See 12 U.S.C. § 1821(n)(5)
(B). Second, the bridge institution is likely to lose key employees as well as customers
over time – to the detriment of its franchise value. See FDIC, Resolutions Handbook,
19.

1499

12 U.S.C. § 1821(n)(2)(B). Thus, the procedure to obtain deposit insurance, as discussed supra N 585 et seq., does not apply to a newly chartered bridge institution.

1500

FDIC, Resolutions Handbook, 20; Ragalevsky/Ricardi, 880 et seq.

1501

FDIC, Resolutions Handbook, 20.

1502

Ragalevsky/Ricardi, 881.

1503

The FDIC uses this as a last resort since a straight deposit payoff is unlikely to pass the
LCR test in 12 U.S.C. § 1823(c)(4)(B).
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either disburses the funds to depositors (as an agent of the FDIC) or opens an
account for them.1504 For both the depositor and the FDIC, the insured deposit
transfer is slightly less burdensome than a straight payoff. Moreover, the agent institution may benefit from obtaining new depositors. However, this benefit is small
compared to a P&A transaction in which all (insured) depositors automatically
become customers. Thus, another institution would generally be more incentivised
to place a bid for a P&A transaction rather than to act as an agent institution.1505
The third option for a depositor payoff is the creation of a DINB.1506 In cases where
no acquirer is available as the least-cost option, the FDIC may establish a national
bank (chartered by the OCC)1507 and transfer the failed institution’s insured deposits to the new institution. Considering the significant administrative burden of
establishing (and then operating) a depository institution, the Corporation would
resort to this option only if the community in which the failed institution operated
would be under-serviced on account of the failure. However, the DINB is intended to be only a temporary solution, allowing depositors to establish a relationship with another institution and the FDIC to find an acquirer for the DINB.1508
Moreover, the FDIC may issue stock for the DINB and shareholders of the failed
institution may purchase stock first.1509 If the issuance of stock is successful, the
DINB may obtain a certificate of authority to commence business, ceasing to be
a DINB and becoming a national bank or a federal savings association.1510 Should
both the search for an acquirer and the issuance of stock be unsuccessful, the FDIC
must statutorily wind up the DINB after two years1511 and disburse any remaining
insured depositors by other means. Therefore, a DINB may be useful in remote or
otherwise under-serviced communities to mitigate a severe disruption. However,

1504

However, the account is only opened upon the depositor’s request, unlike in a P&A,
where the depositor automatically becomes a customer of the acquirer and must request a pay-off.

1505

See FDIC, Resolutions Handbook, 20. See also Ragalevsky/Ricardi, 881, highlighting the fact that insured deposit transfers are seldomly utilised.

1506

The FDIC refers to the method as «Deposit Insurance National Bank». See FDIC,
Resolutions Handbook, 20. However, pursuant to 12 U.S.C. § 1821(m)(1), the new
depository institution may be either a national bank or a federal savings association.

1507

The DINB does not require capital stock. See 12 U.S.C. § 1821(m)(3).

1508

12 U.S.C. § 1821(m)(17). See also FDIC, Resolutions Handbook, 20.

1509

12 U.S.C. § 1821(m)(15)(A) and (B).

1510

12 U.S.C. § 1821(m)(16).

1511

12 U.S.C. § 1821(m)(17).
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the disadvantages are similar to those of a bridge depository institution insofar as
the FDIC has to operate a depository institution and bear the associated risks.
699

Overall, the wide range of options offered by the aforementioned resolution
methods enables the FDIC to ensure a timely disbursement of funds to insured
depositors while avoiding unnecessary disruptions. However, it is apparent that
methods falling in the P&A category generally fare better than resolution methods
involving a pay-off. First, the FDIC’s need for immediately available liquidity is
significantly reduced in a P&A transaction, mitigating the adverse impact of an
institution’s failure on the DIF. Second, the disruptive impact on insured depositors is nearly inexistent; the depository institution may be permanently closed
but insured depositors’ funds are routinely available the next business day at the
acquiring institution. Since the closing usually occurs at the end of a business
week and the transfer of insured deposits happens over the weekend, the depositor
is only deprived of access for a single weekend. In the case of an all-deposit P&A
transaction or a whole-bank transaction, uninsured depositors (in the former case)
and all clients (in the latter case) also benefit from a frictionless transition of their
financial services to another institution. Lastly, a P&A transaction, particularly
one involving the entire depository institution, preserves the institution’s franchise
value. Therefore, from an economic perspective, such a transaction is clearly more
beneficial than a mere disbursement and subsequent liquidation.

700

Despite the significant advantages of P&A transactions, there are a number of
disadvantages to keep in mind. The FDIC may be incentivised to favour a wholebank P&A transaction to minimise the portion of the failed institution’s assets that
remain in the receivership and reduce the administrative burden (and potential
financial risk) on the Corporation. While this potential bias was mitigated by FIRREA’s LCR provision, the significant discretion that remains with the FDIC and
the possibility to predetermine potential bids by structuring the resolution may still
result in a disproportionate utilisation of such transactions. Moreover, the SRE
under Sec. 13(c)(4)(G) of the Federal Deposit Insurance Act allows the FDIC to
deviate from the LCR in favour of a costlier alternative that averts or mitigates
potential threats to financial stability. Indeed, the invocation of such an SRE necessitates concurrence of the FDIC, the Federal Reserve Board, and the Secretary
of the Treasury (in consultation with the president), discouraging overreliance on
SREs and ensuring a certain degree of political backing. However, given the size
of the largest depository institutions in the US, a deviation from the LCR has the
potential to inflict significant losses on the DIF.
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Lastly, a comparison between the historical role of P&A transactions and the present circumstances reveals a further potential threat. In the early days of the FDIC,
the deposit-taking business, particularly its growth, was heavily regulated; mergers and acquisitions amongst depository institutions, especially in an inter-state
context, were relatively difficult. Parts of these restrictions, however, did not apply
for the purpose of an acquisition of a failed institution that was facilitated by the
FDIC. Thus, a P&A transaction was beneficial to all parties. The FDIC benefitted,
as it was not forced to liquidate significant portions of the institution and destroy
economic value. Depositors were protected well beyond the SMDIA and did not
face significant disruptions to their financial services. Lastly, the acquiring institution had the opportunity to grow its customer base, avoiding restrictive regulations pertaining to branching and inter-state mergers.1512 Moreover, the broader
customer base would reduce the acquiring institution’s exposure to local economic
shocks, bolstering its stability. However, the landscape has changed significantly
since then. The waves of deregulation in the 1980s and 1990s enabled institutions
to grow beyond the artificial boundaries of the Glass–Steagall era.1513 Consequently, a trend towards consolidation began that has led to the emergence of banking behemoths and a more pronounced issue of TBTF. In this new environment,
FDIC-facilitated P&A transactions may still be beneficial to depositors, the FDIC,
and the acquirer. However, such transactions may ultimately be detrimental to financial stability, as they exacerbate the trend towards ever-larger institutions, and
thus contribute to the problem of TBTF. Furthermore, the current size of major
depository institutions renders it difficult to find an acquirer capable of taking over
the failed institution without simultaneously incurring an increased risk of the
acquirer’s failure.1514
b

701

Powers as Receiver

As mentioned above, the process of evaluating the different resolution methods
and the determination of the least costly approach generally occur before the de
jure appointment of the FDIC as the receiver of a failed institution.1515 However,
the actual transaction takes place only after the institution has closed and the FDIC
1512

See also 12 U.S.C. § 1823(f).

1513

See also Calomiris, Universal Banking, 44.

1514

See supra N 507 and N 510 et seqq. on Citigroup’s (unsuccessful) attempt to take
over Wachovia during the Financial Crisis of 2007/2008, which was followed by the
near-failure of Citigroup itself, averted only by government assistance.

1515

For the appointment process, see supra N 658 et seqq.
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has been appointed receiver. Therefore, the power to implement a potential P&A
transaction ultimately falls within the scope of the FDIC’s powers as receiver.
703

In addition to the determination and implementation of the resolution method, the
FDIC, in its capacity as receiver, has further powers to ensure a timely and orderly
conclusion of the receivership – powers that would not be available to a bankruptcy trustee under the Bankruptcy Code.

704

Upon the closing of an institution and the appointment of the receiver, the FDIC
contacts the institution’s creditors and notifies them to submit any claims – with
proof – within 90 days.1516 Thus far, the procedure under the Federal Deposit Insurance Act is congruent to the Bankruptcy Code. In a next step, however, the FDIC
reviews all claims submitted and decides whether to allow or disallow them.1517
The Corporation allows a claim if it was filed timely and «proved to the satisfaction of the receiver».1518 This wording provides the FDIC with considerable discretion regarding the criteria governing the proof of claims. However, the claimant may, within 60 days of the disallowance of the claim, seek an administrative
review or file suit for a judicial determination of the claim.1519 If neither of the
aforementioned actions is brought forward, the claim is barred.1520 Regardless of
whether the FDIC allows the claim or if the creditor succeeds in obtaining a judicial determination, the chances of actual disbursement are small, as such claims
generally rank below deposits in terms of priority.1521

705

Another significant power given to the FDIC in its capacity as receiver is the ability to repudiate contracts to which the failed institution was party.1522 The Federal
Deposit Insurance Act enables the FDIC to repudiate contracts it deems to have
been burdensome in order to promote the goal of an orderly administration of the

1516

12 U.S.C. § 1821(d)(3)(B)(i).

1517

12 U.S.C. § 1821(d)(5)(A). The timeframe for the determination is 180 days from the
date of filing, after which the claim is automatically disallowed; see Ragalevsky/
Ricardi, 887.

1518

12 U.S.C. § 1821(d)(5)(B).

1519

12 U.S.C. § 1821(d)(6) and (7). Any suit commenced (or continued) would be de novo,
as the FDIC’s determination, pursuant to 12 U.S.C. § 1821(d)(5)(D), is not subject to
judicial review; see 12 U.S.C. § 1821(d)(5)(E).

1520

12 U.S.C. § 1821(d)(6)(B).

1521

Ragalevsky/Ricardi, 888.

1522

FDIC, Resolutions Handbook, 28 et seq.

280

V. Mandate and Toolkit

receivership.1523 Considering the substantial discretion provided by the statute, any
contractual party must be aware that the contract could be repudiated following
the appointment of the FDIC as receiver – or within «reasonable time from the
appointment».1524 Thus, any counterparty to a contract with the failed institution
faces a substantial degree of legal uncertainty.1525 While a bankruptcy trustee may
also repudiate contracts to a certain extent, the scope of the FDIC’s discretion is
considerably broader.1526
Lastly, the FDIC may avoid improperly documented agreements, providing it with
a powerful tool in litigation over claims.1527 This shield against undocumented
agreements has its roots in the so-called «D’Oench doctrine» developed by the US
Supreme Court,1528 which held that a side agreement – which is not documented in
the institution’s records – is ineligible to serve as a defence to the FDIC’s effort to
collect an obligation owed to the failed institution.1529 Subsequently, the legislator
has codified the doctrine in Sec. 13(e) of the Federal Deposit Insurance Act,1530
thereby establishing statutory criteria1531 that must be met in order to serve as a
valid defence against the FDIC’s claim.1532 Moreover, Sec. 11(d)(9) of the act1533
stipulates that an agreement that does not satisfy the aforementioned criteria «shall
not form the basis of, or substantially comprise, a claim against the [FDIC]».1534
Due to the two provisions, the FDIC is shielded against third parties using an
1523

12 U.S.C. § 1821(e)(1). See also Curtin/Smith/Rockett, 330 et seq.

1524

12 U.S.C. § 1821(e)(2). While the wording provides the FDIC with the discretion
to determine the timeframe with respect to the particular circumstances, the FDIC
generally considers 180 days to be within «reasonable time»; see FDIC, Resolutions
Handbook, 28.

1525

Complementing the FDIC’s power to repudiate contracts, it also has the power to enforce contracts, and thus to prevent counterparties from terminating contracts. FDIC,
Resolutions Handbook, 29. See also Curtin/Smith/Rockett, 331.

1526

See Ragalevsky/Ricardi, 893 for an overview of the differences between the proceedings under the Bankruptcy Code and the proceedings under the Federal Deposit
Insurance Act.

1527

See Dennis/Simon, 1319 et seqq.

1528

D’Oench, Duhme & Co. v. FDIC, 315 U.S. 447 (1942). See also supra N 462.

1529

Ragalevsky/Ricardi, 894.

1530

12 U.S.C. § 1823(e).

1531

See 12 U.S.C. § 1823(e)(1) for the statutory criteria. See also Salameh, 57.

1532

Ragalevsky/Ricardi, 895.

1533

12 U.S.C. § 1821(d)(9).

1534

12 U.S.C. § 1821(d)(9)(A).
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undocumented agreement to either make claims against or defend against claims
made by the Corporation.1535
707

All the powers (or «superpowers») mentioned above provide the FDIC with a
mighty arsenal to avert claims and contractual obligations that could undermine
the receivership’s estate and, in turn, expose the FDIC – as the dominant or residual creditor of a failed depository institution – to substantial losses. It is only
reasonable to grant the FDIC the power to minimise such threats and streamline
the process leading to maximised recovery. However, the extent of statutory discretion held by the FDIC as well as the general lack of judicial review1536 pose a
significant risk to the failed institution’s creditors (aside from secured creditors
and insured depositors) who face an uphill battle against the FDIC in a receivership. Such creditors are generally more vulnerable in proceedings pursuant to the
Federal Deposit Insurance Act than are their peers under the Bankruptcy Code.

VI.

Conclusions

708

As outlined above, the US legislator has tailored a lex specialis framework governing the insolvency or failure of depository institutions to the needs of a single
party – the Federal Deposit Insurance Corporation.

709

The FDIC has played a pivotal role in the US regulatory architecture since its
establishment during the Great Depression. Over time, its competencies have expanded to a point where its mandate extends even beyond depository institutions.
Focusing on depository institutions, it is clear that the FDIC – through its various
roles and capacities – fulfils a significant function in all stages of a depository
institution’s life cycle.

710

Upon the establishment of a de novo institution, the FDIC serves as a gatekeeper.
While it may not issue charters, its power to decide whether to admit an institution
to deposit insurance, given the requirement that all federally chartered and virtu-

1535

The extent of the «D’Oench doctrine», its eventual codification, and its implications
for litigation against the FDIC in its receivership capacity have been described as the
FDIC’s «superpowers». See Dennis/Simon, 1319 et seqq.; Galves, 1323 et seqq.;
Stillman, 99 et seqq.

1536

Even in cases where a judicial review is possible, the scope thereof is restricted.
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ally all state-charted institutions must obtain and maintain deposit insurance,1537
de facto provides the Corporation with the power to veto the creation of new
institutions.
In the next stage of an insured depository institution’s life, the FDIC is involved
by virtue of its powers as regulator and supervisor. For state-chartered institutions
that are not members of the Federal Reserve System, the FDIC serves as the PFR.
However, due to its back-up examination powers, even an institution whose PFR
is the Federal Reserve Board or the OCC may be subject to FDIC supervision and,
potentially, enforcement.

711

Despite the vital nature of the FDIC’s aforementioned functions, the centrepiece
of its mandate focuses on depository institutions on their deathbed (i.e. institutions that are failing or have already failed). It is primarily at this stage that the
FDIC must fulfil its mandate to ensure that no insured depositor loses money and
to bolster public confidence in the financial sector. To this end, the FDIC is appointed (or can appoint itself) as the receiver of failed institutions. Following such
an appointment, the Federal Deposit Insurance Act grants the FDIC tremendous
discretion in dealing with the failed institution – largely in the absence of judicial
review. However, the powers of the Corporation as receiver are not unlimited; the
LCR compels the FDIC to choose the resolution method that will incur the least
cost to the DIF.

712

Given the breadth of the FDIC’s mandate, covering depository institutions from the
cradle to the grave, questions arise over the success of its risk-minimiser mandate.

713

The first goal of the FDIC is to protect depositors in insured depository institutions. With this goal in mind, the FDIC prides itself on the fact that, throughout
its existence, «no customer has ever lost a single penny of insured deposits».1538
Indeed, the FDIC has managed to indemnify insured depositors up to the applicable SMDIA. In many instances, even depositors whose deposits exceeded the
statutory limits were protected – particularly prior to the passage of FDICIA but
even in more recent times, if an all-deposit or whole-institution P&A transaction
emerged as the least-cost method. The FDIC has several options at its disposal to
ensure that depositors are swiftly reimbursed; generally, depositors regain access
to their deposits over a single weekend after the failure of their institution. Even

714

1537

For state-chartered institutions, the requirement may stem from either a precondition to
membership in the Federal Reserve System (i.e. federal law) or from a provision under
state law.

1538

FDIC, Symbol of Confidence.
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in a worst-case scenario in which the DIF is depleted or inadequate, the FDIC
can still fulfil its objective by virtue of an extensive public backstop that allows
the Corporation to borrow from a variety of sources. Ultimately, depositors may
reasonably rely on the congressional pledge that their deposits are backed by the
«full faith and credit of the United States».1539
715

Evidently, the FDIC’s track record in protecting depositors is immaculate, and the
deposit insurance framework is well-positioned to avert losses to insured depositors in the future. While it remains difficult to predict the outcome of future crises,
the FDIC serves as the last bulwark against widespread panic amongst depositors – if necessary, with a robust backing by the government.

716

The FDIC’s track record in fulfilling its second goal, financial stability, is less
clear. Looking back at the Savings and Loan Crisis, the FDIC (and to a larger
extent, FSLIC) exacerbated the turmoil in the savings and loan sector. While it
would be an exaggeration to refer to deposit insurance as the sole (or even principal) culprit, severe shortcomings pertaining to the modalities of premia collection
incentivised troubled banks and thrifts to engage in high-risk «gambles for resurrection». More specifically, the fact that assessments were collected as a flat rate
applicable to all depository institutions irrespective of the individual risk profile
led to so-called «zombie» institutions assuming high risks in order to attract new
depositors – knowing that the cost of failure would be largely borne by the deposit
insurer. The passage of FIRREA and FDICIA aimed to correct these shortcomings
by establishing a risk-based premia regime. However, statutory provisions capping the DIF’s growth and, in turn, effectively ending all assessments prevented
the risk-based premia mechanism from effectively addressing the moral hazard of
deposit insurance. Moreover, the capped DIF turned out to be insufficient to deal
with a crisis of the magnitude of the Financial Crisis of 2007/2008. The Dodd–
Frank Act addressed these shortcomings by providing a mechanism for an orderly
build-up of the DIF using risk-based premia. The FDIC has also made use of its
rulemaking authority to prevent a reoccurrence of a full stop to premia payments
and to gradually curb DIF growth while shifting the burden of the enhanced DRR
towards large institutions.

1539
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The extent of this form of public backing remains largely unclear; however, its practical impact is arguably limited given the recent expansion of the FDIC’s borrowing
facilities.

VI. Conclusions

Another caveat to the US deposit insurance system lies in its extensive use of P&A
transactions. Such transactions are by no means a threat to financial stability per
se. However, in the context of a trend towards consolidation in the financial sector
that has been prevalent in the US since the mid-1990s and a resurfaced discussion
about TBTF in the aftermath of the last crisis, overreliance on P&A transactions
could have adverse effects in the medium term. This problem would be particularly important in the event of the failure of a major depository institution, which
would be resolved through a (whole-institution) P&A transaction. Indeed, P&A
transactions may appear to be a blessing immediately after such a failure for minimising its impact on depositors, strengthening confidence in the financial system
and its regulators, preserving the franchise value of the failed institution, and limiting the strain on the DIF by reducing the FDIC’s cash outlay. However, in the
medium (or long) term, the FDIC could face an even more colossal task should the
acquirer get into financial difficulties; the FDIC would need to work towards yet
another P&A transaction or a different resolution method to cope with this larger
failure. At some point, the FDIC could run out of potential acquirers and need to
liquidate all or at least significant parts of the institution, which would have detrimental consequences unless the government is willing to rescue the institution on
an ad-hoc basis outside the scope of the Federal Deposit Insurance Act. Therefore,
further consolidation amongst large depository institutions fuelled by a government agency may not be sustainable in the long run, especially if that same government has simultaneously expressed its commitment to end the TBTF problem.
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Part III
Avenues for Deposit Guarantee Reform
in Switzerland

Chapter 5

I.

The Key Differences Between
the Two Approaches

Differences in the Foundations
of the Two Schemes

The foregoing examination of the deposit guarantee frameworks in Switzerland
and the US has established that the two approaches vary considerably. The discrepancies are, to a large extent, rooted in the historical developments of the two
jurisdictions. However, more recent developments were also partly driven by international standards or the Financial Crisis of 2007/2008 and therefore share certain similarities.

718

This chapter highlights the key differences between the two approaches regarding the foundational building blocks of deposit guarantee, which were outlined in
Chapter 1 of this thesis.

719

1.

Bank Supervision

While Switzerland and the US both have a generally effective bank supervisory
framework, the differences between the two jurisdictions could hardly be larger.

720

Switzerland has adopted an integrated supervisory model (i.e. FINMA supervises
all banks and non-bank financial institutions irrespective of their size, business
model, or ownership). Admittedly, Switzerland did not always rely on integrated
supervision. Prior to FINMA’s creation, the supervision of financial institutions
was divided along sectoral lines.1540 For instance, the supervision of institutions
with a banking license fell within the purview of the EBK. Having said that, even
under the previous supervisory architecture, all banks were supervised by a single
agency.

721

In contrast, the supervisory landscape in the US is significantly more complicated as a result of substantial regulatory fragmentation. Due to this «balkanisation»
of supervisory powers, the supervision of depository institutions is assumed by

722

1540

However, for as long as the sectorial model has existed, supervisory authorities – notably the EBK – have been tasked with supervisory functions beyond purely sectorial
lines.
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various agencies; the agency responsible is determined by the institution’s charter
type1541 and the level of the chartering body (i.e. federal or state).1542 This means that
two institutions categorised as commercial banks could be supervised by different
agencies on the federal or state level – or a combination thereof.1543 Historically,
this fragmentation can be explained by the considerable variation in charter types.
However, the process of deregulation that began in the 1970s has blurred or extirpated these differences and enabled most depository institutions to engage in similar business activities – rendering the supervisory architecture somewhat outdated.
In essence, the US has a supervisory architecture designed for the 1930s that must
cope with the dynamics of a deregulated and globalised financial industry.
723

Incidentally, the manner in which Switzerland and the US have reformed their
supervisory architecture is strikingly different. While Switzerland shifted from
a sectoral model to an integrated supervisory model through an organisational
tabula rasa that was prepared during a period of financial stability, the US hurriedly implemented changes in reaction to specific failures in the aftermath of financial
crises.1544

724

While not strictly part of a scheme’s design, supervisory architecture and its efficacy nevertheless influence the characteristics of deposit guarantee design to some
extent.1545 However, it would not be realistic to denominate this discrepancy in
bank supervision as the root of all differences between the Swiss and the US deposit guarantee frameworks.

1541

For instance, credit unions are supervised by the NCUA, a different agency than those
responsible for the supervision of thrifts and banks. Historically, thrifts were supervised by the FHLBB (and later the OTS) and/or state supervisors while banks were
supervised by the Federal Reserve Board, the OCC, the FDIC, and/or state supervisors.

1542

This is due to the prevalence of the dual banking system in the US.

1543

National banks (i.e. banks with a federal charter) are supervised by the OCC, state-chartered banks that are members of the Federal Reserve System are supervised by the
Federal Reserve Board, and state-chartered non-member banks are supervised by
the FDIC and state authorities.

1544

This applies primarily to the changes made in the aftermath of the Savings and Loan
Crisis and the Financial Crisis of 2007/2008. However, to some extent, this also applied to the overhaul brought about by the New Deal regulation following the Great
Depression.

1545

This is particularly true regarding membership and mandate; see infra N 725 et seqq.
and N 731 et seqq.
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2.

Membership

Considering the bottom line of deposit guarantee scheme membership, one can
asseverate that both frameworks result in universal membership, and therefore
assume that differences between the Swiss and US frameworks are minor. However, despite leading to a similar result, there are significant differences between
the two frameworks.

725

In Switzerland, Art. 37h para. 1 BankA stipulates that all deposit-taking banks
pursuant to Art. 1a BankA – irrespective of size, business model, or ownership
structure – must take part in the self-regulatory scheme.1546 Deposit guarantee in
Switzerland has not always been de jure universal; membership was initially voluntary but became de facto universal amongst banks due to peer pressure and the
fear of competitive disadvantages stemming from abstention from the scheme.
With the establishment of a positive law framework governing deposit guarantee,
membership was made de jure compulsory.

726

The situation in the US is considerably more complex, as federal law does not
require all banks to take part in the deposit insurance schemes. Akin to the discrepancies in supervision, the dividing lines in the regulation of membership can
be traced back to the different types of charters available to depository institutions,
and thus to the dual banking system. Depository institutions operating under a
federal charter1547 are required by federal law to obtain deposit insurance from
the FDIC or NCUA.1548 State-chartered banks that are members of the Federal
Reserve System, branches of foreign banks wishing to take deposits in the US,
as well as any other type of depository institution that is a subsidiary of a bank
holding company must also obtain FDIC insurance pursuant to federal law.

727

However, there is no provision in federal law requiring institutions that do not
fall into either of those categories to participate in a deposit insurance scheme.1549
However, federal law contains provisions aimed at «encouraging» depository in-

728

1546

However, institutions operating under a bank licence «light» are exempt from the regulations on depositor protection. See Art. 1b para. 4 lit. d BankA. Similarly, fintech institutions operating in the so-called «sandbox» environment pursuant to Art. 6 para. 2
BankO are also exempt.

1547

I.e. national banks, federal savings associations, and federal credit unions.

1548

For federal credit unions, deposit insurance is provided by the NCUA. For all other
types of depository institutions, deposit insurance is provided by the FDIC.

1549

This conclusion is supported by 12 U.S.C. § 1818(a)(1), which prohibits a voluntary
termination of FDIC insurance for the above-mentioned types of institutions.
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stitutions to seek federal deposit insurance.1550 In the absence of a universal requirement under federal law, state-chartered non-member institutions have been
historically free to operate uninsured, to seek private or state-sponsored deposit
insurance, or to opt for deposit insurance from the FDIC or NCUA. Nowadays,
however, most states legally require these depository institutions to obtain federal
deposit insurance – resulting in quasi-universal membership amongst all types of
depository institutions.
729

Moreover, even in the absence of a statutory deposit insurance requirement, it is
unimaginable that an uninsured depository institution could compete with insured
peers in the deposit-taking business, especially on a broad commercial level. The
market pressure generated by the prevalence of deposit insurance and its desirability from the perspective of depositors results in a de facto requirement that
supplements the de jure requirements under both federal and state law.

730

In essence, both legal frameworks currently result in the universality of membership in deposit guarantee schemes – both the US and Switzerland thus comply
with IADI Core Principle 7. Interestingly, the evolution of deposit guarantee in
these jurisdictions reveals certain similarities, particularly the transformation from
a voluntary or partially compulsory scheme to a scheme with (quasi-)universal
membership. However, the approaches and steps taken on this path have been
vastly different, reflecting the differences between and idiosyncrasies of the two
jurisdictions’ legal frameworks. Despite a largely similar result in terms of membership, it is important to take note of the differences between the two approaches,
as they will manifest in other building blocks of deposit guarantee.

3.
731

Mandate

As with the question of membership, the idiosyncrasies and distinctly different
structures of the approaches to licensing and supervision in Switzerland and the
US impact the respective schemes’ mandates. While the differences regarding
membership requirements are ultimately, at least de facto, relatively small, the
two schemes’ mandates differ tremendously.

1550
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Most significantly, this applies to provisions regarding the disclosure of deposit insurance – or the absence thereof. See also infra N 760 et seqq. Indeed, these provisions
do not directly promote federal deposit insurance. However, by informing depositors
of the insurance status of institutions, the average depositor is likely induced to avoid
uninsured institutions.

I. Differences in the Foundations of the Two Schemes

Switzerland has a strong tradition of self-regulation in the field of financial regulation and deposit guarantee is no exception. The roots of the contemporary
scheme can be traced back to a voluntary agreement amongst members of the
SBA. In light of the agreement’s private nature, it is hardly surprising that this
predecessor scheme had a very narrow mandate limited to reimbursing depositors
following the failure of a participating bank. These roots heavily influenced the
design of the current scheme – particularly its mandate. Moreover, the governance and influence of bank representatives in esisuisse’s decision-making process
prevent, to some degree, a broader mandate for the scheme. In most mandates
beyond the paybox, the current degree of industry influence might be construed
as regulatory capture and render co-operation within the domestic safety net and
with international peers difficult. Lastly, the adoption of the integrated-supervisor model as a cornerstone of the Swiss supervisory architecture renders a broad
mandate for the scheme less pertinent, as the relevant functions relating to bank
resolution are already assumed by FINMA. In conclusion, the Swiss deposit guarantee scheme continues in the tradition set by its predecessors; it operates under a
paybox mandate without any further competencies pertaining to bank resolution
or supervision.1551

732

Akin to Switzerland, several of the state-level antecedents of the FDIC had paybox
mandates. However, their rather lacklustre track records and the eventual failure of
all state-level schemes are, to a certain extent, the result of an inadequate mandate.
The state-level schemes were forced to rely on supervision exercised by other
state-level authorities; they had no ability to exert influence over participating
banks.1552 The lessons learnt from these problems influenced the design of the
FDIC and contributed to its very broad mandate. Prior to the FDIC’s creation,
state-chartered banks that were not members of the Federal Reserve System1553 op-

733

1551

A broader mandate for Switzerland’s deposit guarantee scheme may be envisioned as
part of a future development; the current structure is by no means perpetual. However,
any potential mandate beyond the paybox-plus model would likely lead to a partial
departure from the integrated-supervisor model, as there would necessarily be a partition of tasks related to bank resolution and/or supervision between the scheme and
the supervisory authority. Furthermore, the 2008/2009 reform proposal highlighted
the adamant criticism from the industry and the lack of political support for a broader
deposit guarantee mandate.

1552

The lack of supervisory or regulatory competency was further aggravated by flat-rate
premia that did not incentivise risky banks to change their business models.

1553

Since most state-chartered banks opted to abstain from the Federal Reserve System
and other types of depository institutions were ineligible to apply for membership,
most state-chartered institutions were not subject to federal oversight.
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erated largely outside federal supervision due to the dual banking system prevalent
in the US. To ensure that all federally insured depository institutions are subject
to federal supervision and, in turn, a somewhat level playing field, the FDIC was
designated as PFR for state-chartered depository institutions that are not members
of the Federal Reserve System.1554 Furthermore, the FDIC can conduct special
(or back-up) examinations of insured depository institutions for which it is not
the designated PFR whenever the FDIC Board of Directors deems such measure
necessary.1555
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The FDIC is also responsible for the resolution of depository institutions.1556
Under the lex specialis framework governing the insolvency and resolution of
depository institutions, the Corporation is appointed as receiver for all FDIC-insured depository institutions – regardless of the institution’s charter. The rationale
behind the FDIC’s resolution powers is fairly simple: insured deposits routinely
constitute the largest group of liabilities on a depository institution’s balance sheet
and since the FDIC – after reimbursing the institution’s depositors1557 – becomes
the subrogee to these claims, it constitutes the dominant (or even residual) claimant.1558 Hence, the FDIC has every incentive to maximise recoveries during the
institution’s liquidation or resolution in order to avoid a loss to the DIF. Unlike
the procedure under the Bankruptcy Code, the lex specialis framework entails
less creditor participation and judicial review,1559 granting the FDIC significant

1554

See 12 U.S.C. § 1813(q), which designates the different PFRs (referred to as «appropriate federal regulators»). The supervision conducted by the Corporation complements the oversight by the OCC and the Federal Reserve Board of other insured
depository institutions. See also supra N 643.

1555

12 U.S.C. § 1820(b)(3). However, the practical benefit of such back-up examinations
depends on the co-operation prescribed in the MoU between the agencies involved,
as was highlighted in the jurisdictional turf war between the FDIC and the OTS over
back-up examinations of WaMu. See supra N 651.

1556

Under the OLA established by Title II of the Dodd–Frank Act, the FDIC’s mandate
was broadened to include the resolution of systemically important non-bank financial
institutions; this procedure was modelled after the FDIC receivership of depository
institutions. See supra N 555 et seqq.

1557

Regardless of whether depositors are reimbursed through direct payoff or as part of
a P&A transaction.

1558

On the distinction between dominant and residual claimants, see supra N 657.

1559

Even when a creditor can seek judicial review, the FDIC’s «superpowers» – notably
the «D’Oench doctrine» and 12 U.S.C. § 1823(e) – result in an uphill battle that is
difficult for creditors to win.
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discretion1560 and immense power – to the potential detriment of other creditors.
In essence, the framework governing the insolvency of depository institutions is
tailored to the needs of a single stakeholder: the FDIC.
Both the FDIC’s supervisory functions and far-reaching role in the resolution and
liquidation of failed depository institutions share a common goal: reducing the
DIF’s risk exposure. Hence, the FDIC’s mandate is categorised as a risk-minimiser
in the taxonomy used by IADI. However, it should be noted that the FDIC’s dual
role also incurs the risk of a conflict of interest between its functions as supervisor/regulator and those of deposit insurer/receiver. The Savings and Loan Crisis
provides a prime example of this issue. In order to ensure its survival as deposit
insurer by artificially reducing the number of failures, the FDIC adopted a policy
of leniency and regulatory forbearance that enabled quasi-insolvent institutions to
gamble for resurrection while externalising the cost of a potential failure onto taxpayers. More bluntly, the FDIC evolved into something of an «FDI See No Evil».

735

In essence, the differences between the two jurisdictions examined in this thesis
can hardly be larger. On the one hand, there is the paybox mandate of esisuisse,
which covers only the essential function of disbursing funds to protected depositors in the event of a failure. On the other hand, the FDIC has the broadest mandate
of all major deposit guarantee schemes; it is actively involved in every phase1561
of a depository institution’s existence with the reduction of risk to the DIF as its
paramount guiding principle.

736

1560

This discretion manifests itself in two ways. First, the Federal Deposit Insurance Act
explicitly provides the Corporation with far-reaching discretion. Second, the deference
given to the FDIC under the Chevron and Auer doctrines further limits judicial review
of FDIC interpretations. Nevertheless, the FDIC’s discretion is not boundless; regarding one of its core functions – selecting the most suitable resolution approach – the
Corporation’s discretion is limited, as the Federal Deposit Insurance Act stipulates that
it must choose the least-costly approach without considering other variables.

1561

Admittedly, the FDIC does not have the power to charter new depository institutions.
However, its ability to conduct a thorough examination of applicant institutions before
deciding on whether to accept them for deposit insurance effectively amounts to a de
facto veto power, as most states require state-chartered banks to obtain FDIC insurance. The fate of Walmart’s ILC application serves as a prime example of this power.
See supra N 589.
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4.

Coverage

737

With respect to deposit coverage under the Swiss framework, the different stages
of the mechanism, particularly the insolvency privilege and the deposit guarantee
scheme must be examined separately, as the extent of coverage varies. The privileged treatment of deposits in insolvency quantitatively covers deposits up to
CHF 100,000 per depositor and bank. Qualitatively, the scope of the term «deposit» pursuant to the legal definition in Art. 5 BankO is rather broad;1562 most account
types offered by banks are considered to constitute deposits and are, thus, privileged in the event of insolvency. Moreover, Art. 37a para. 5 BankA provides for a
separate privilege for certain retirement provisions,1563 again up to CHF 100,000
per depositor and bank. Hence, a depositor may benefit from the coverage of the
insolvency privilege for regular accounts as well as from the coverage of retirement-related deposits, effectively doubling the overall coverage.

738

However, the other stages of the mechanism, namely the immediate disbursement
of funds to depositors and the scheme, provide a more limited coverage. Both
Art. 37b and Art. 37h BankA restrain the scope of deposits eligible for immediate
disbursement or disbursement through the scheme to deposits pursuant to Art. 37a
para. 1 BankA; retirement-related deposits in either Pillar 2 or Pillar 3a accounts
fall outside the scope of these stages. This disparity can be explained by the different time horizons of the two categories of deposits; deposits pursuant to Art. 37a
para. 1 BankA are generally of significant importance to depositors as a source
of funding for day-to-day needs, whereas retirement savings tend to have a longterm horizon, meaning that the disbursement thereof may await the conclusion of
insolvency proceedings. With respect to the quantitative aspect of these two stages
of the mechanism, de jure coverage is identical to that afforded by the insolvency
privilege, as both immediate disbursement and disbursement through the scheme
cover deposits up to CHF 100,000.

739

However, the actual coverage may ultimately be less than the maximum amount
in both instances. The immediate reimbursement of depositors from the bank’s
own funds relies on the availability of sufficient liquid assets. Indeed, both the
125-per-cent rule and a prompt closing of the bank by FINMA reduce the risk of
insufficient assets. Nevertheless, there is no guarantee that a disbursement of the
maximum amount is possible in each case, and the actual amount may be reduced
1562

For the definition of the term under Swiss law, see supra N 200 et seqq.

1563

I.e. deposits placed in vested benefits foundations (Pillar 2) or accounts aimed at accumulating retirement savings (Pillar 3a).

296

I. Differences in the Foundations of the Two Schemes

by FINMA.1564 Similarly, disbursement through esisuisse – which is contingent on
an incomplete disbursement from the failed bank’s assets – is limited by the systemic cap of the scheme. The cap is currently set at CHF 6 billion.1565 Since the cap
is not on a per-bank basis, the scheme’s actually available amount largely depends
on the number of previous failures, as the cap restrains the scheme until the insolvency of a bank has concluded and resulted in either the scheme recovering its
expenditure or a write-off. In both instances, the depositors of a failed bank would
face a reduced disbursement. However, the Swiss framework does not allow for a
reduction of the disbursement to an individual depositor due to their liabilities visà-vis the bank, as there is no right to offset in either the immediate disbursement
from the bank’s assets1566 or the disbursement from the scheme.1567
The two caveats discussed above are amplified by the absence of an explicit public
backstop in the Swiss framework. Hence, in a scenario in which both the disbursement pursuant to Art. 37b BankA and the disbursement from the scheme fail to
fully cover depositors, the shortfall would be borne by the depositors. However,
one might wonder if the Swiss government would actually allow bank depositors
to end up empty-handed or if it would step in and provide an implicit backstop or
some other kind of ad hoc measure. Ultimately, only the future may tell; the path
chosen would likely be the result of a trade-off between the negative consequences
of either approach (i.e. the risk of undermining confidence in the Swiss banking
sector to the detriment of financial stability in the event of abstention versus the
moral hazard created by government support).

1564

Pursuant to Art. 37b para. 2 BankA.

1565

The current reform proposal will raise the systemic cap to 1.6 per cent of protected
deposits, which effectively constitutes a cap of approximately CHF 7 billion. See Emmenegger/Döbeli, Bankgeschäfte nach der Krise, 642. See also supra N 316 et seqq.
on the overhaul of the systemic cap.

1566

Art. 37b para. 1 BankA.

1567

Art. 37j para. 2 BankA, reiterated in Art. 3 of the Agreement Between esisuisse and Its
Members.
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Since the US framework on deposit insurance does not consist of a multi-stage approach,1568 the coverage is seemingly far more straightforward. The legislator has
stipulated the SMDIA in Sec. 11(a)(1)(E) of the Federal Deposit Insurance Act,1569
which currently provides for a maximum coverage of USD 250,000. Similar to
Switzerland, the SMDIA applies on a per-depositor-and-insured-depository-institution basis.1570 However, this application is contingent on the ownership category
of each account. Given that there are 14 different ownership categories,1571 and
that the SMDIA applies to each category separately, the actual maximum coverage
level may be higher than USD 250,000.

742

Unlike the Swiss framework, the US framework does not impose a systemic cap
on depositor disbursement. Moreover, its public backstop1572 prevents de facto impediments to full disbursement. However, payments to individual depositors may
be limited or even withheld to offset their liabilities to the failed depository institution. Under the US framework law, both the FDIC1573 and depositors1574 may offset
depositor liabilities with the disbursement from the Corporation.

743

The two frameworks share some similarities with regard to deposit guarantee coverage. First, both offer a relatively high degree of coverage relative to other juris-

1568

While the US has a regime of depositor preference enshrined in 12 U.S.C. § 1821(d)
(11), its practical impact is, from the depositors’ perspective, generally smaller than in
Switzerland. First, the coverage provided by the FDIC is significantly higher than the
coverage in Switzerland. Second, the US framework grants depositor preference to
most depositor claims, meaning there is no disparity between preferred deposits and
deposits insured by the FDIC. Hence, depositor preference is only relevant to the relatively few depositors exceeding the coverage provided by the FDIC and, more importantly, to the FDIC in its receivership role regarding the amount that the Corporation
must recover in order to avoid a loss. See supra N 662 et seqq.

1569

12 U.S.C. § 1821(a)(1)(E).

1570

See 12 C.F.R. § 330.3(b).

1571

These are defined in 12 C.F.R. § 330.6 et seqq. See supra N 596 et seqq. for a brief
discussion of the most practically relevant ownership categories.

1572

On the differences between the funding mechanisms of the two schemes, see infra
N 744 et seqq.

1573

12 U.S.C. § 1822(d). The possibility for such an offset is mentioned in the definition
of an insured deposit under 12 U.S.C. § 1813(m)(1); the provision refers to «the net
amount due to any depositor».

1574

Unlike the FDIC’s right to offset, an offset at the behest of the depositor is not enshrined
in statutory law. Rather, the right was established by the US Supreme Court in Scott
v. Armstrong, 146 U.S. 499 (1892).
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dictions. Second, coverage beyond the commonly known (and publicised) limits is
possible under both frameworks – however, the limitations on such excess coverage are much stricter in Switzerland.1575 Third, the coverage levels offered by both
frameworks have grown steadily – from both a quantitative and a qualitative perspective – since their establishment and have increased sharply in the wake of the
Financial Crisis of 2007/2008. However, beyond mere numerical differences in
coverage, there is one difference with potentially far-reaching consequences. The
US framework statutorily protects depositors unconditionally up to the SMDIA,
even if the FDIC must rely on its public backstop while the Swiss framework,
theoretically, may leave depositors unprotected if the immediate disbursement
from a failed bank’s liquid assets results in a shortfall exceeding the scheme’s
systemic cap. Switzerland’s depositors are essentially exposed to what amounts to
co-insurance and, unlike a formal co-insurance provision, the extent thereof is unforeseeable and capricious. Admittedly, the likelihood of this scenario is relatively
small – but history has shown that improbable does not mean impossible.

5.

Funding

The aspect of funding is amongst the building blocks with the most significant
disparities between the Swiss and US frameworks.

744

In Switzerland, the government-mandated deposit guarantee scheme was modelled after its predecessor, which was run by the SBA and governed by private
law. One key aspect that remained in the current, steered self-regulatory scheme is
the funding mechanism, which functions on an ex-post basis. Hence, Switzerland
does not have a dedicated deposit guarantee fund available for immediate use in
the event of a bank failure. Instead, esisuisse must raise the funds necessary to
reimburse depositors of a failed bank after the bank is closed by FINMA.

745

The proponents of ex post funding argue that, in light of the narrow mandate of
the scheme and its role within the wider deposit guarantee mechanism, there is no
need to raise funds in advance. Furthermore, the establishment of a deposit guarantee fund would increase esisuisse’s administrative costs, and thus burden the
banking sector. Nevertheless, the reform proposal currently being debated would
lead to a certain paradigm shift, as banks would be required to deposit HQLA or

746

1575

While the Swiss deposit guarantee mechanism limits extra coverage for retirement-related savings to the insolvency privilege and thus excludes these deposits from the
scope of the scheme, the US framework affords full FDIC insurance up to the SMDIA
for each ownership category individually.
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cash amounting to 50 per cent of their maximum contribution obligation with a
custodian, which could be used by esisuisse in the event that a bank is unable to
meet its obligation.1576 This would apply first and foremost to the failed bank,
ensuring that the «culprit» also contributes to deposit guarantee – unlike under the
current ex post funding mechanism. Nevertheless, the HQLA and loans pledged
pursuant to the proposal would remain, primarily, a safeguard; the ex post collection of contributions after a failure would still be the main approach to funding
the deposit guarantee scheme. Hence, even if the reform proposal materialises,
the problems generally associated with ex post funding – most importantly the
pro-cyclicality and the impracticability of risk-based contributions – would remain largely unsolved.
747

Still, the currently proposed reform would address some of the issues emanating
from ex post funding. In particular, failed banks would no longer be exempt from
contributing to the deposit guarantee funds being disbursed to its depositors. Furthermore, it would strengthen the availability and reliability of deposit guarantee
funding by virtue of the HQLA and loans pledged in advance. However, given that
the proposed measures would be subsidiary to ex post contributions, the proposal
fails to ensure the immediate availability of funds that a traditional ex ante-funded
deposit guarantee fund could provide – an issue that might hinder the timely reimbursement of depositors in the event of a failure.1577 Therefore, while the proposed
overhaul of the Swiss scheme’s funding mechanism would certainly be a positive development, it falls short of providing the same benefits as ex ante funding,
resulting in an «ex ante-light» funding mechanism.

748

Under the current Swiss framework, there is no explicit public backstop, meaning
that the cost of an inability to accommodate deposits in excess of the systemic cap
would be borne by depositors. However, as already discussed, it is possible that
the Swiss government would ultimately protect depositors despite the absence of
a formal backstop.

749

In contrast, the US framework has relied on ex ante funding since the FDIC was
established. The readily available funds in the DIF have been instrumental in ensuring that the Corporation could fulfil its broad mandate and choose from a range
of possible approaches when resolving troubled or failed banks. Nevertheless, the

1576

Alternatively, a bank can provide esisuisse with a cash loan to secure half of its contribution obligation.

1577

See infra N 754 et seqq.
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existence of an ex ante fund has not automatically resulted in a seamless development of US deposit insurance.
The early years of federal deposit insurance in the US were marked by a relatively
stable financial environment, which led to relatively low premia and the moderate
growth of deposit insurance funds. Premia calculation was fairly crude, as it was
based solely on the amount of deposits in a depository institution without considering idiosyncratic risk. The shortcomings of the funding policy became apparent
during the Savings and Loan Crisis when the FDIC’s balance went negative and
FSLIC failed completely. In response to the devastation brought about by the crisis, the passage of FIRREA and FDICIA marked the beginning of a path towards
risk-based premia, curbing the moral hazard that led – in part – to the Savings and
Loan Crisis. However, the rapid recovery of both the FDIC and depository institutions during the 1990s led to pressure from the banking sector and lawmakers
to curb the growth of the BIF and the SAIF, leading to the de facto end of premia
collection for most depository institutions. This halt in fund accumulation left the
FDIC vulnerable during the Financial Crisis of 2007/2008 – the DIF’s balance
again turned negative. Fortunately, the impact of this crisis on deposit insurance
in the US was smaller than that of the Savings and Loan Crisis. Nevertheless, the
Dodd–Frank Act mandated the FDIC to rebuild the DIF up to a DRR of 1.35 per
cent of insured depositors within ten years and abolished the previous statutory
maximum ratio. Moreover, the methodology to calculate premia was altered by
the Dodd–Frank Act, resulting in a more refined approach that considers the risk
profile, business model, and size of a depository institution. Doubling down on
the statutory increase, the FDIC has adopted rules and regulations that will result
in a DRR of 2 per cent and a gradual reduction of premia contributions once this
target is met.

750

In addition to the ex ante-funded DIF, the FDIC may resort to a public backstop.
The explicit portion of the backstop consists of different borrowing facilities at the
FDIC’s disposal.1578 Of these, the USD-100-billion line of credit with the US Department of the Treasury1579 is probably the most important and most direct form
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1578

12 U.S.C. § 1824. The explicit public backstop allows the FDIC to borrow from the
Department of the Treasury, the FFB, the FHLBs, and insured depository institutions.

1579

12 U.S.C. § 1824(a)(1).
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of public support. Moreover, the FDIC can rely on an additional public backstop
that is less explicit: the «full faith and credit of the United States».1580
752

As mentioned at the outset of this section, the differences between the funding
mechanisms of the Swiss and US frameworks are substantial. The Swiss scheme
relies on non-risk-based ex post funding. Furthermore, the scheme is not backed
by an explicit public backstop. While the currently proposed «ex ante-light» reform would mitigate some of its limitations, others would remain. In contrast,
the US framework relies on ex ante funding and the build-up of a substantial DIF
fuelled by risk-based premia. In addition, a DIF shortfall can be offset by a robust
public backstop.
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These differences are closely related to the other differences outlined in this chapter (e.g. mandate and coverage). However, it must be noted that the approaches
to deposit guarantee are very different in the two jurisdictions. The US approach
relies solely on disbursement by the FDIC while the Swiss approach is embedded
in a wider deposit guarantee mechanism – the scheme acts as a backup in cases
where the other stages of the mechanism are insufficient. Therefore, the funding
needs are substantially different and it would be misguided to call for Switzerland
to copy the US funding mechanism. Still, the limits of the Swiss funding mechanism are apparent and warrant continued discussion aimed at identifying potential
weaknesses and developing adequate counter-measures.

6.
754

Timely Disbursement

In the event of a bank failure, the timely disbursement of funds to depositors is
crucial. Any delay could undermine the goals of the deposit guarantee scheme,
as depositors would likely be left stranded without access to funds needed to pay
their obligations, thus propagating disruption into the real economy. Furthermore,
depositors could start to question the deposit guarantee scheme and the banking
system as a whole. Both schemes examined in this thesis acknowledge the necessity of a timely disbursement. However, there are substantial differences between
the two frameworks in this regard, in part due to the aforementioned discrepancies.
1580
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Curiously, this backing is not mentioned in the Federal Deposit Insurance Act or any
other federal law. However, Congress has expressed this pledge twice and FDIC-insured depository institutions are required by law to signpost the SMDIA and its backing by the full faith and credit of the US government at every branch or place of business. See supra N 629 et seqq. for a discussion of the significance and extent of this
form of public backing.
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Switzerland’s legal framework was built on the experience of SLT’s failure.
Despite this, its disbursement timeframe is no longer state of the art (compared
to other jurisdictions and the IADI Core Principles). At present, Art. 37h para. 3
lit. a BankA stipulates a 20-day payment period for the scheme.1581 While the provision remains silent as to the receiver of the payment (i.e. whether the 20-day
timeframe applies to the entire disbursement process or just to esisuisse making
funds available to the FINMA-appointed liquidator), Art. 37i para. 2 BankA specifies that only the payment from esisuisse to the liquidator is subject to the 20-day
period – the disbursement of funds from the liquidator to depositors is not subject
to a statutory timeframe.

755

The current reform proposal addresses this issue in two ways. First, the existing
timeframe for the payment from esisuisse to the liquidator pursuant to Art. 37h
para. 3 lit. a BankA would be shortened to seven working days. Second, a separate seven-working-day timeframe would govern the payment from the liquidator to depositors. On the surface, this reform proposal would render the Swiss
framework more aligned with the IADI Core Principles and EU law.1582 However,
the proposed approach consisting of two separate timeframes would not ensure
disbursement of funds to depositors within seven working days – not even within 14 working days. The timeframe for the payment from esisuisse to the liquidator starts with the notification of a bank’s insolvency (or of the application
of measures pursuant to Art. 26 para. 1 lit. e–h BankA) by FINMA. The second
timeframe – for the disbursement to depositors – is not contingent on the aforementioned timeframe; instead, it begins as soon as the liquidator has obtained
the depositors’ payment details. However, the fact that two distinct timeframes
co-exist does not necessarily impede timely disbursement. Ultimately, the process
depends on the implementation of a single customer view of banks’ deposit liabilities and the availability of payment details. If both can be obtained at the push
of a button (i.e. immediately after the bank is closed by FINMA), disbursement to
depositors within seven working days is feasible – provided that esisuisse is able
to raise and transfer the funds necessary in the self-regulated five calendar days.
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Of course, the fact that the deposit guarantee scheme is a fall-back option to a full
disbursement from the failed bank’s assets must be considered. However, «im-
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1581

It should be noted that esisuisse, in its self-regulation, provides for a payment within
just five calendar days. See Art. 5 para. 5 of the Agreement Between esisuisse and Its
Members.

1582

Both IADI Core Principle 15 and Art. 8 para. 1 of Directive 2014/49/EU call for disbursement to depositors within seven working days.
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mediate» disbursement from a bank’s liquid assets is in no way a panacea that
ensures swift disbursement. First, neither the current nor the proposed framework
stipulates a specific deadline for disbursement. Second, disbursement from the
bank is subject to the same practical obstacles as disbursement from the deposit
guarantee scheme. Evidently, the most significant obstacles to overcome are of
a practical nature. The goal of timely disbursement – be it from the bank’s own
assets or through the scheme – can only be achieved once preparatory measures
are implemented in a way that allows FINMA (or the appointed liquidator) to
near-instantaneously determine the amount of deposit liabilities and the payment
information of depositors.
758

While the Swiss legal framework stipulates a timeframe for the disbursement of
funds to depositors, the situation in the US is somewhat different. The Federal
Deposit Insurance Act does not stipulate a specific deadline for disbursement;
it simply requires the FDIC to provide disbursement «as soon as possible».1583
At first, the lack of a specific statutory framework may sound alarming and come
off as a potential threat to the deposit insurance scheme. However, history has
demonstrated that the absence of a statutory deadline has not resulted in lengthy
disbursement procedures. On the contrary, the FDIC has managed to disburse
funds to depositors faster than most schemes. Most bank failures do not come as a
surprise to the FDIC – it is notified 90 days in advance by the failing institution’s
PFR. This marks the beginning of a process during which the Corporation assesses
the failing institution’s balance sheet and determines the most suitable resolution
method; by the time a depository institution is closed and placed in receivership,
its fate has already been decided. Hence, the FDIC is generally able to provide
depositors with access to their funds on the next business day,1584 which limits
possible disruptions to a minimum. Nevertheless, it may not always be able to
provide disbursement over the weekend due to practical obstacles. Notably, when
the FDIC must resort to a straight deposit payoff (i.e. mailing a cheque to each
insured depositor), disbursement over the weekend is not realistic. That being said,
straight deposit payoffs are fairly uncommon, as the cost thereof would generally
be significantly higher than that of other methods.1585
1583

See 12 U.S.C. § 1821(f)(1).

1584

Generally, a failed bank is closed on Friday afternoon and the chosen resolution method is implemented over the weekend; on Monday, depositors are able to access their
funds again.

1585

The straight deposit payoff is only relevant as a last resort in cases in which neither
of the FDIC’s other tools can be used. For information on the FDIC’s toolkit and the
general characteristics of each of its approaches, see supra N 685 et seqq.
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Both Switzerland and the US are aware of the importance of timely disbursement
and the mitigation of disruption after a bank failure. The consequences of this acknowledgement, however, are quite distinct. Switzerland stipulates specific timeframes for the disbursement process, which is certainly laudable. Nevertheless,
even the currently debated reform would not eliminate all uncertainties stemming
from the ex post funding mechanism and the interplay between the two timeframes. Here, the implementation of technological and organisational preparatory
measures is of vital importance; these measures constitute a conditio sine qua non
to ensure timely disbursement in line with international standards. The US, in contrast, did not stipulate a specific timeframe in the Federal Deposit Insurance Act.
Instead, a broad mandate and a versatile toolbox provide the FDIC with the ability
to disburse funds to depositors – or, more specifically, re-establish access to their
deposits – over the weekend in most instances.

7.

759

Information Policy

The information policy of a deposit guarantee scheme (or deposit guarantee mechanism) may appear at first to be less pertinent than its other design features. However, it is by no means less important; a deposit guarantee scheme can enhance
financial stability only if the public is aware of its existence and understands its
functioning as well as its limitations.

760

In Switzerland, the Federal Council has highlighted the necessity of public awareness in its current reform proposal. However, the proposal stops short of stipulating statutory requirements regarding public awareness. Instead, the Federal Council «encourages» esisuisse to enhance the public awareness level and to regularly
provide information to the public.1586 This approach is consistent with the design
of the Swiss deposit guarantee scheme as steered self-regulation. However, given
the crucial role of public awareness in maintaining and bolstering public confidence in the banking sector and the financial safety net, particularly in times of turbulence, it would be preferable to include public awareness in the reform proposal.
While it is not necessary to prescribe specifics for the information policy in the
law, enshrining the statutory obligation to raise public awareness and inform the
public of the deposit guarantee mechanism would highlight its importance. The
pivotal role of information is only amplified by the cascading nature of the Swiss
deposit guarantee mechanism, which relies on different stages, or lines of defence,
to protect depositors. Without information on the functioning of the mechanism
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1586

Botschaft BankG 2020, 6382.
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and the relationship between its components, depositors may suffer from imperfect information, leading them to either underestimate or overestimate the offered
protection – to the detriment of public confidence.
762

In contrast to the Swiss approach, the US has more detailed requirements regarding information on deposit insurance. This is largely due to the fact that deposit
insurance has not always been universal in the US; to this day, federal law does
not require all depository institutions to obtain FDIC insurance. Due to the co-existence of both insured and uninsured institutions, the legislator has acknowledged
the importance of signposting the insurance status of institutions to prevent fraud
and free-riding problems. Despite FDIC insurance being de facto virtually universal nowadays, the Federal Deposit Insurance Act still requires insured depository
institutions to display a sign at each place of business stating that it is FDIC-insured.1587 These signs must also emphasise that insured deposits are backed by
the full faith and credit of the US government.1588 In fact, the FDIC’s rules and
regulations provide further requirements regarding the design and content of these
signs.1589
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To complement the required signposting of insurance status, the Federal Deposit
Insurance Act also prohibits false advertising by non-insured institutions, the misuse of the FDIC’s name, and misrepresentations of insurance status.1590 The act actually goes beyond this prohibition; it requires non-insured depository institutions
to provide clear and conspicuous disclosure to existing and prospective customers
that the institution is not FDIC-insured and that any deposits with the institution
are not guaranteed by the US government.1591 In fact, non-insured depository institutions must also obtain a written acknowledgement of this fact from depositors
(both current and prospective) prior to receiving any deposits.1592 Since the FDIC
has no jurisdiction over non-insured depository institutions, these disclosure requirements are enforced by the Federal Trade Commission (FTC), the CFPB, and
state-level banking authorities.1593

1587

See 12 U.S.C. § 1828(a)(1)(A).

1588

12 U.S.C. § 1828(a)(1)(B).

1589

12 C.F.R. § 328.1 et seqq.

1590

12 U.S.C. § 1828(a)(4).

1591

12 U.S.C. § 1831t(b)(1) and (2).

1592

12 U.S.C. § 1831t(b)(3).

1593

12 U.S.C. § 1831t(f). See also Khademian, 844.
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II. Conclusions

The approaches to public awareness are vastly different in the two examined
jurisdictions. At the same time, these differences are emblematic of the overall
discrepancies between the two frameworks. One the one hand, the Swiss legislator acknowledges the importance of public awareness and information policy
but refrains from stipulating any legal obligations or requirements in this regard.
Instead, the Swiss approach relies on the self-regulation and initiative of the deposit guarantee scheme to fulfil this vital task in an adequate manner. On the other
hand, the US – with a complex regulatory landscape caused by its dual banking
system and a history of non-universal membership in deposit guarantee schemes –
has stipulated significant statutory requirements pertaining to the disclosure of
institutions’ insurance status and the dissemination of information on the scope
of deposit insurance. Ultimately, the chosen approach is of secondary interest
in this regard; public awareness can be ensured by both statutory requirements
and self-regulation. However, it is pivotal that the public is aware of the deposit
guarantee scheme, its features, its capabilities, and its limitations. Otherwise, the
scheme is unable to fulfil its goal of fostering financial stability.

II.

764

Conclusions

This comparison of the essential building blocks of deposit guarantee regulation
has highlighted that the two examined jurisdictions have fundamentally different
approaches to deposit guarantee. While the final outcomes of the two approaches
are not vastly different when it comes to certain building blocks, the chosen methods to achieve those results deviate significantly.

765

Most of these differences can be traced back to the jurisdictions’ historical backgrounds in banking regulation. The emergence of international standards in the
field of deposit guarantee is also reflected in the development of the two legal
frameworks. However, since the US has traditionally been at the forefront of deposit guarantee legislation, it has had a far greater impact on the development of
international standards than vice versa. Switzerland, on the other hand, was rather
late to adopt a government-mandated deposit guarantee scheme and did so without
the involvement of outside actors.

766

Nevertheless, the fact that the two approaches are similar when it comes to certain
key characteristics reveals that there is no paramount approach to a well-functioning deposit guarantee scheme. It would be overly simplistic to call for either jurisdiction to copy the framework of the other. While the IADI Core Principles serve
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as valuable benchmark for adopting or reforming a scheme, it is also important to
thoroughly reflect on and consider the unique characteristics of each jurisdiction,
particularly with regard to the general financial architecture.
768

Hence, criticism of any particular system in surveys conducted by international
organisations must be viewed in a nuanced way. They must not be the trigger of
a hasty and unthinking adaptation process just to ensure a priori compliance with
international standards. Of course, criticism should also not be dismissed merely
on the grounds of an assessor’s lack of understanding of the particularities and
idiosyncrasies of a jurisdiction. Instead, it should be used to reflect on the scheme
and incorporate outside perspectives. However, such reflection must be guided not
by the aim of compliance with international standards or trends but by the overarching goals of deposit guarantee: depositor protection and financial stability.

769

Ultimately, a scheme or mechanism that is capable of adequately protecting depositors in a given jurisdiction and, in turn, contributing to that jurisdiction’s financial
stability must be the paramount objective of any discussion of deposit guarantee.
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The in-depth analysis of Switzerland’s deposit guarantee framework and its modus
operandi has demonstrated that the Swiss approach is, in many ways, different
from that of most other jurisdictions. However, its track record shows that the
system can fulfil its role within the financial safety net; the Swiss mechanism
has hitherto successfully protected depositors in the aftermath of bank failures.
Admittedly, there has been only a limited number of bank failures since the government-mandated scheme was established, and the banks that did fail were relatively small; the mechanism has yet to weather a genuine test of its capabilities.

770

Despite the framework’s positive record, the examination of the mechanism and
the comparison to the US framework has revealed a number of potential shortcomings that could impair the mechanism’s functioning in future crises. This chapter
outlines a number of policy recommendations for the Swiss deposit guarantee
mechanism and particularly the deposit guarantee scheme.

771

These recommendations are grouped into two distinct development scenarios. The
first set of recommendations builds on the current form of the Swiss mechanism
and the currently proposed reform package, it can therefore be considered as an
evolutionary approach. The second set of recommendations incorporates more
substantial changes to the Swiss approach to deposit guarantee that would bring it
more in line with both international standards and peers in other jurisdictions, this
option would constitute a revolutionary approach.

772

I.

The Evolutionary Approach

As mentioned above, the current approach to deposit guarantee has proven to be
adequate in dealing with failed banks. However, the discussion of the mechanism
and the (currently or previously) proposed reforms has revealed a number of aspects that could impair the efficacy of the mechanism. The following recommendations aim to resolve these issues by proposing avenues for further reform.
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1.

Ensuring Timely Disbursement

774

The timeframe for disbursement is vital for the functioning of any deposit guarantee scheme. Unlike most of the building blocks outlined in Chapter 1, the timeframe has a direct impact on the position of depositors in the aftermath of a bank
failure. Hence, ensuring timely disbursement is pivotal to a scheme’s credibility
and to public confidence in the banking sector.

775

Under the current legal framework, the timeframe for disbursement is not adequately regulated; the law stipulates a 20-working-day timeframe solely for the
payment from esisuisse to the liquidator. The payment from the liquidator to individual depositors is not subject to any statutory deadline, meaning the current
framework fails to ensure a swift disbursement, and thus to adequately protect
depositors. Moreover, even if the 20-working-day timeframe applied to the entire
process, it would not align with the IADI Core Principles or international best
practices.

776

The currently proposed reform package would undoubtedly improve the disbursement timeframe. However, it would still fall short of eliminating or even sufficiently mitigating the issue at hand. Indeed, the proposal would constitute an improvement insofar as it would result in a statutory timeframe for each part of the
disbursement process1594 and shorten the current 20-working-day period pursuant
to Art. 37h para. 3 lit. a BankA to seven working days. Nevertheless, it would not
give depositors the certainty1595 of disbursement within a specific timeframe, as the
two separate timeframes have distinct triggers and are not contingent on one another – they cannot simply be added up.1596 Thus, while the two timeframes could
ideally take less than 14 working days, perhaps even achieving a disbursement
within seven working days; they are just as likely to take considerably longer.

777

While the proposed reform’s two-timeframe process would ensure a relatively
swift processing of each of the constituent parts of the disbursement process, its
benefit to depositors – the eventual beneficiaries of disbursement – is rather limited, as it would not be capable of guaranteeing timely relief for depositors in

1594

I.e. the payment from esisuisse to the liquidator and the subsequent payment from the
liquidator to the depositors.

1595

The proposal does not provide depositors with any certainty – legal or otherwise.

1596

The first deadline is triggered by FINMA’s notification to esisuisse; the second is triggered by the liquidator’s receipt of the depositors’ payment information.
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need of liquidity, let alone relief that satisfies the criteria enshrined in IADI Core
Principle 15.
In the short term, the shortcomings of the current proposal would likely still lead
to a suboptimal outcome from the perspective of depositors. However, the proposal calls on the banking sector to undertake preparatory measures that would enable a single customer view of depositor claims. This single customer view would
facilitate the collection of relevant information, which would then be available at
the push of a button. Therefore, while the current proposal would not necessarily
resolve the issues pertaining to timely disbursement, it lays the basis for further
development.

778

Therefore, it is necessary to think beyond the current reform proposal to overcome the potential pitfalls of the framework. First, any medium-term development should enshrine a further shortening of the timeframes for deposit guarantee
scheme disbursements. Specifically, the statutory framework should ensure that
funds are disbursed to depositors within seven working days, aligning the Swiss
framework with its EU peers and the IADI Core Principles. Given that esisuisse
has already (i.e. under the current law) committed to providing the necessary funds
to the liquidator within five calendar days,1597 the «ex ante-light» funding mechanism proposed in the current reform would further bolster this commitment, as it
would result in an increase in both stability and availability of funding. Moreover,
the implementation of a single customer view of deposit guarantee claims would
likely reduce the effort necessary to determine eligible claims. Hence, there are no
insurmountable obstacles on the path towards timely reimbursement of depositors
with respect to the payment from esisuisse to the liquidator.

779

The situation is somewhat more difficult with respect to the second part of the
disbursement process – the payment from the liquidator to individual depositors.
To ensure timely disbursement, the liquidator depends on the availability of payment information for each eligible depositor. Therefore, the future development of
the framework should focus on determining a suitable method of gathering such
information in a short period of time. While the aforementioned single customer
view may be a partial remedy to this issue, as it would provide the liquidator with
the mailing addresses of eligible depositors, it cannot guarantee a rapid response
from all depositors containing correct and complete payment information. Thus,
a clear and stringent information policy in the immediate aftermath of a failure
would provide further remedy, as depositors would be adequately informed of
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1597

See Art. 5 para. 5 Agreement Between esisuisse and Its Members.
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the steps ahead and the type and extent of information needed to process their
disbursement. Any such communication (from esisuisse or the liquidator) must
imperatively underline the pivotal importance of a rapid response from depositors.
781

Looking back at the Kaupthing case, there may be an alternative to such ex post
gathering of payment information. In this particular instance, prospective Kaupthing depositors were required to provide alternative payment information when
opening their accounts. This availability of payment information allowed for the
swift disbursement to protected depositors after the Swiss branch of Kaupthing
was closed. However, ex ante gathering of payment information as a one-time
measure falls short of being a silver bullet, as such information would not necessarily remain accurate several years after the account is opened. To this end,
the ex ante collection of payment information when opening an account must be
accompanied by subsequent measures to ensure that the information on file remains up to date. For instance, banks could reach out to depositors on a regular
basis (e.g. annually or bi-annually) to confirm or update the payment information.
Ideally, this measure1598 would be complemented by general information on depositor protection and deposit guarantee, meaning that they would have a secondary
purpose that furthers the goals of both timely disbursement and efficient information policy.1599

782

The current framework (including the proposed reform) does not provide adequate – statutory – reassurance that depositors would be reimbursed quickly.
In fact, the proposal’s two separate timeframes create a rather confusing picture,
as one is a priori tempted to incorrectly assume that the disbursement would occur
within a maximum of 14 working days.1600 Nevertheless, the current proposal –
and the implementation of a single customer view of deposit liabilities – can be
viewed as a stepping stone for further reform in the medium term to accomplish
two key goals: first, shorten the timeframes and establish equivalence with international standards and the EU and second, streamline the procedure of both
disbursement phases.

783

With respect to the latter goal, the second phase is of particular importance, as the
lack of readily available payment information for all eligible depositors constitutes the highest practical hurdle on the path towards a swift disbursement. Hence,
1598

Both the initial collection of payment information and subsequent enquiries.

1599

See also infra N 816 et seqq.

1600

I.e. seven working days for the payment from esisuisse to the liquidator followed by
another seven working days for that from the liquidator to the depositors.
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any further development should incorporate a resilient and efficient mechanism to
obtain up-to-date payment information from (potentially) concerned depositors.
An ex post approach may be more cost-efficient, as no preparatory or recurring
measures – other than the requirement of enabling a single customer view of deposit liabilities – are necessary. However, this approach relies on the assumption
that the liquidator could swiftly contact depositors and obtain their payment information; any delay could disrupt the aim of a smooth and fast procedure. While an
ex ante approach would likely incur greater costs due to the need to keep track of
depositors’ payment information, it would also offer enhanced reliability, enabling
near-immediate payment to depositors as soon as the liquidator has received the
funds from esisuisse. Moreover, these aforementioned costs could be mitigated by
the possibility of a dual use that pairs information gathering with public awareness,
and thus the promotion of the Swiss banking sector’s robustness and resilience.
From a macro perspective, further development of the second phase would also be
beneficial for the immediate reimbursement of depositors using the failed bank’s
own resources under Art. 37b BankA since this disbursement is subject to the
very same practical obstacles as deposit guarantee scheme disbursement. Hence,
the adoption of a meaningful mechanism to ensure the rapid availability of payment information would equally streamline the procedure of disbursement from
the failed bank’s own liquid assets and facilitate the timely relief of depositors.
Incidentally, neither the current law nor the proposed reform package stipulates a
concise timeframe for the disbursement under Art. 37b BankA;1601 the provision
merely mandates «immediate» disbursement. Based on the logic of the deposit
guarantee mechanism as a whole and its paramount goals, disbursement pursuant to Art. 37b BankA must occur within the same maximum timeframe as the
one promoted by the IADI Core Principles for a disbursement from the scheme.
Hence, it would be sensible to incorporate such a timeframe into positive law for
the disbursement under Art. 37b BankA in future reforms.

2.

Strengthening the Mechanism’s Safeguards

The Swiss framework relies primarily on the disbursement of funds to depositors
using available liquid assets of the failed bank. Disbursement through the deposit
guarantee scheme serves as a fall-back option in scenarios where depositors can1601

784

Thus, the disbursement from the bank’s own funds is strikingly similar to the second
phase of the deposit guarantee disbursement under current law, as the legislator intends
a timely payment but fails to provide a concise deadline.
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not be reimbursed in full from the bank’s assets. However, both options are safeguarded by Art. 37a para. 6 BankA, the so-called 125-per-cent rule.
786

The provision requires banks to hold, at all times, an amount equal to 125 per cent
of privileged deposits in domestic claims or in Switzerland-based liquid assets.
In other words, the legal framework requires banks to hold a safety buffer exceeding the reported aggregate privileged deposits as an additional layer of protection
against both inconsistencies in the reporting of privileged deposits and a deterioration in asset pricing. This should mean that every Swiss bank should theoretically
be able to reimburse all its privileged depositors. Reimbursements for privileged
and protected deposits would ideally be made from the failed bank’s own liquid
(or immediately realisable) assets.1602 Should the bank’s liquidity be insufficient
for a full disbursement, esisuisse steps in by providing deposit guarantee funds for
the shortfall1603 and become the subrogee to depositor claims for funding provided
by the scheme during the subsequent bankruptcy proceedings. In addition to the
disbursement of funds to protected depositors, any privileged deposits that are not
simultaneously protected deposits1604 are to be repaid during bankruptcy proceedings by virtue of the safeguard provided by the 125-per-cent rule.

787

Therefore, the 125-per-cent rule forms the backbone of the safeguards that ensure the proper functioning of the Swiss deposit guarantee mechanism. While the
beneficiaries of this safeguard may depend on the category of deposits and the
disbursement method,1605 the effect remains the same. By ensuring that sufficient
assets are available to cover privileged deposit liabilities, the 125-per-cent rule
acts as the principal bulwark against losses to esisuisse and depositors both before
and during bankruptcy proceedings.

788

There is currently no need for a direct change to the safeguard provided by
Art. 37a para. 6 BankA. The safeguard is sufficiently robust to absorb shocks from
a deterioration in asset prices (e.g. due to fire sales) under most circumstances.
Admittedly, a large-scale domestic economic shock1606 resulting in a widespread

1602

Pursuant to Art. 37b BankA.

1603

Within the boundaries of the systemic cap enshrined in Art. 37h para. 3 lit. b BankA.

1604

Namely, deposits pursuant to Art. 37a para. 5 BankA.

1605

For deposits that are privileged but not protected, as well as protected deposits repaid
pursuant to Art. 37b BankA, individual depositors are the beneficiaries of the safeguard. For protected deposits repaid using funds from the deposit guarantee scheme,
the beneficiary is esisuisse as the subrogee to the depositor claims.

1606

Such a shock is not necessarily caused by or related to the failure of a particular bank.
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deterioration of Swiss asset prices could render the safeguard insufficient to prevent
losses to depositors and esisuisse; however, an increase in the provision’s safety
margin would lead to an undue burden on Swiss banks, impairing their competitiveness on the international level. Additionally, such an increase would not provide
absolute certainty that the buffer could withstand the impact of the worst-case scenario outlined above. Conversely, any reduction of the current buffer could expose
depositors and esisuisse to losses at the conclusion of bankruptcy proceedings, potentially undermining the goals of the entire deposit guarantee mechanism.
Rather than adjusting the safeguard, future developments should ensure that the
buffer provided for by the 125-per-cent rule does not erode, as that would make
the safeguard insufficient. Here, the experience of the FDIC regarding PCA may
serve as a guideline for Switzerland; the 125-per-cent-rule could serve as a trigger
for PCA measures, or at least for a closer examination and tightened oversight
by FINMA. The US PCA framework provides regulators with a wide range of
measures that partially depend on the severity of an institution’s state. Hence, the
threshold of the 125-per-cent rule cannot be the sole determinant or trigger for
PCA measures; most importantly, the closing of banks due to (narrowly) falling
below the threshold should not occur, as it would result in the demise of potentially viable banks, destroying economic value and potentially destabilising the
banking system. Nevertheless, the supervisor should pay close attention to avoid
an erosion of the vital safeguard stipulated in Art. 37a para. 6 BankA while also
avoiding any premature PCA measures.

3.

789

Avoiding Pro-Cyclicality

The most significant consequence of the Swiss approach to deposit guarantee
funding may be the risk of pro-cyclicality inherent to ex post funding. By turning
to participating banks for funding in times of turbulence, the deposit guarantee
scheme can amplify difficulties at individual banks, particularly with regard to
potentially scarce liquidity. While the currently proposed «ex ante-light» funding mechanism would lead to a certain mitigation of the adverse consequences
of ex post funding, the fundamental issue remains largely unsolved; even if the
proposed reforms are implemented, the Swiss approach would continue to rely
primarily on the ex post collection of premia.

790

Therefore, avoiding the negative consequences of pro-cyclicality remains one of
the most pertinent issues in the future development of the Swiss deposit guarantee
mechanism. Essentially, there are two distinct options to reduce the pro-cyclical-
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ity of the Swiss approach. First, the requirement to deposit HQLA or cash with a
custodian1607 as intended in the current legislative proposal could be increased to
achieve a more robust availability of funding.1608 Second, a government-issued
line of credit could be established to ensure that esisuisse has guaranteed and timely access to funding. Esisuisse would subsequently repay the government from the
contributions collected.
3.1

Increasing the Ratio of Deposited HQLA

792

The current proposal would require banks to deposit HQLA amounting to half of
their maximum contribution obligation, meaning the traditionally ex post funding
mechanism would be complemented by an ex ante element. However, the proposal’s intent to continue the practice of turning to the banks for funding in the
aftermath of a failure, using the deposited HQLA primarily as a guarantee in
the event that a bank is unable to honour its obligations, is to result in more of an
«ex ante-light» approach.

793

Merely increasing the required deposit would be a burden to banks, drawing HQLA
away from other purposes without bringing substantial benefit to the deposit guarantee mechanism. Hence, a change in the prioritisation of funding sources would
be a necessary precondition for such an increase. Esisuisse would need to be able
to rely on the HQLA provided by its member banks as primary source of funding,
and not merely as a precautionary measure.

794

Provided that this shift in prioritisation materialises, the further development
of the Swiss deposit guarantee framework could entail a gradual increase of
the ex ante portion of funding during times of normalcy. In the event of a crisis
(i.e. the failure of a participating bank), esisuisse could resort to a stable and readily available source of funding, reducing the burden of pro-cyclical ex post funding
on troubled banks. However, the extent of the relief provided by such a measure is
ultimately determined by the chosen mixture between ex ante and ex post funding.
1607

Alternatively, banks can grant esisuisse a cash loan in the same amount. See supra
N 312 for a more detailed discussion.

1608

It should be noted that the cash obtained through loans from smaller banks in lieu of
depositing securities would be held in a current account with the SNB. The account
would be subject to negative interest rates due to the present low-interest-rate environment. Hence, the safeguard would be subject to constant erosion, which would make
the banks providing cash or cash loans to esisuisse incur costs. See Botschaft BankG
2020, 6428.
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Such a gradually increasing emphasis on ex ante funding would, at some point,
become materially equivalent to a traditional ex ante funding mechanism in which
the deposit guarantee scheme builds and manages a dedicated deposit guarantee
fund. This would constitute significantly greater alignment with the IADI Core
Principles but would result in administrative costs to esisuisse. These costs were
emphasised by opponents of the 2008/2009 reform proposal, which envisioned a
traditional ex ante funding mechanism and a dedicated deposit guarantee fund.1609

795

The generally dismissive attitude towards a traditional ex ante mechanism has
not waned since 2009. As a result, the potential for strengthening the reliability
and reducing the inherent pro-cyclicality of deposit guarantee funding through a
gradual increase in the «ex ante-light» approach is fairly limited. While the ratio
of ex ante funding could indeed be increased compared to the current proposal,
it would inevitably face adamant criticism.

796

3.2

Government-Issued Line of Credit

Another approach to enhance the reliability of funding while avoiding pro-cyclicality is to establish a line of credit from the Swiss government for the purpose
of deposit guarantee. Unlike the aforementioned gradual expansion of the «ex ante-light» approach, such a credit line would not lead to a de facto departure from
the current framework.

797

Under this approach, the deposited HQLA would continue to ensure that half of
the scheme’s overall capacity is safeguarded, allowing for contributions from the
failed bank. However, a government-issued line of credit for the purpose of deposit guarantee would increase the stability and timeliness of ex post contribution
collection; esisuisse could rely on the line of credit to obtain the funds for a disbursement pursuant to Art. 37h et seqq. BankA.

798

Indeed, the involvement of the Swiss government would be a novel occurrence,
as state actors have not typically been directly involved in the field of deposit guarantee. Nevertheless, the mechanism would not alter the current burden-sharing
amongst stakeholders, as the government funding would be in the form of a loan –
not a guarantee – meaning that it would eventually be repaid. However, the banks
would no longer be required to contribute potentially scarce liquidity following
a failure that could be taking place during a crisis. Instead, the contribution pay-
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1609

For information on the 2008/2009 reform proposal, see supra N 279 et seqq.
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ments would be postponed to a later point in the medium term, when the burden
placed upon the banks is significantly lower.
800

Thus, the role of the government under such an approach would be limited to
that of a provider of intermediate funding – the overall mechanism would remain
intact. Loan repayment by esisuisse would be ensured by the same contribution
mechanism in place today – just at a later stage.

801

At first, the introduction of such a credit facility could appear to be an unnecessary
and redundant complication. However, this is by no means the case – such a facility would optimise the Swiss deposit guarantee mechanism in two ways. First, the
line of credit would raise the immediate availability of deposit guarantee funding
to the scheme’s systemic cap.1610 Second, it would alleviate pressure on the banking industry by reducing or eliminating the pro-cyclical impact of ex post funding
and allowing banks to conserve liquidity for more urgent purposes.

802

In conclusion, the establishment of a line of credit by the Swiss government would
undoubtedly mark a paradigm shift in Switzerland’s approach to deposit guarantee. However, in contrast to the above-mentioned increase and the de facto transition to ex ante funding, the involvement of the government would leave the established framework largely intact; it would essentially just postpone the contribution
payments of the «surviving» banks to tackle the issue of pro-cyclicality.

4.

Adding an Unequivocal Public Backstop

803

The analysis of the Swiss deposit guarantee mechanism has demonstrated that,
despite its aberration from international standards and best practices, depositors
generally benefit from an adequate degree of protection. Nevertheless, the mechanism entails a number of pitfalls that could potentially harm depositors (at least
in certain scenarios).

804

Amongst these pitfalls, the most significant threat to the goal of depositor protection is the systemic cap enshrined in Art. 37h para. 3 lit. b BankA. Essentially, this
provision demarcates the last frontier of explicit deposit guarantee, beyond which
depositors are on their own.

1610
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Half of this funding is already safeguarded by Art. 37h para. 3 lit. c BankA and would
continue to be safeguarded under the proposed deposition of HQLA. The availability
of the remainder would be ensured by the newly established credit facility.
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Indeed, the cascading design of the mechanism aims to prevent such scenarios.
The Swiss legal framework requires banks to hold 125 per cent of their privileged
deposits in domestic claims or in Switzerland-based HQLA. Moreover, depositors are reimbursed primarily through the remaining liquid assets of failed banks,
reducing the pressure on the deposit guarantee scheme. Hence, the probability
of a scenario in which esisuisse would be confronted with claims from protected
depositors surpassing the systemic cap is relatively small. However, it is important
to note that a small chance does not equal zero chance.

805

Ultimately, the systemic cap of the scheme could be of practical relevance to depositors in two instances. The first scenario involves a particularly adverse failure
of a major Swiss bank, whose assets are insufficient to provide full relief to depositors. The systemic cap would present a problem if the resulting shortfall is greater
than CHF 6 billion.1611 The second scenario involves the failure of several smaller
banks in a short period of time, all of which involve a shortfall in disbursement under Art. 37b BankA; this could result in deposit guarantee claims that, collectively, exceed the systemic cap. In either case, disbursement to individual depositors
would need to be reduced and depositors would bear the loss.

806

Hence, similarly to schemes with a co-insurance element, the systemic cap of the
Swiss framework is capable of placing a part of the financial burden on depositors.
The Financial Crisis of 2007/2008 has highlighted the potential danger emanating
from such co-insurance arrangements; the United Kingdom provides a prime example in this regard. In contrast to the then-applicable framework of the United
Kingdom, the rather implicit and opaque nature of Switzerland’s co-insurance-like
feature causes a high degree of uncertainty amongst depositors, who can foresee
neither the probability nor the extent of a loss due to the systemic cap.

807

These unforeseeable and capricious consequences of the systemic cap could
have a detrimental impact on the Swiss financial safety net. In the event that either of the two above-mentioned scenarios materialises, the Swiss government
would be confronted with three rather unsavoury options: (i) bail out the bank
(or banks) concerned, (ii) establish a blanket guarantee or a similar ad hoc measure, or (iii) remain passive and allow depositors to absorb the losses.

808

Since the Financial Crisis of 2007/2008, rescuing banks through bail-outs has fallen out of favour; banking laws have been amended to prevent the reoccurrence of
bail-outs and to place the burden of failure onto the shareholders and creditors of
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1611

Under the currently proposed reform, this would increase to 1.6 per cent of the aggregate amount of protected deposits.
319

Chapter 6

Deposit Guarantee in Switzerland – Quo Vadis?

banks. Moreover, the political climate is increasingly hostile to bailing out banks.
In light of these legal and political constraints, a bail-out is now unlikely to be
desirable in such a scenario. Providing a blanket guarantee to depositors may be
a priori less problematic (and less politically contested). However, a blanket guarantee or a similar ad hoc measure is no panacea. While such a measure would
likely avert immediate harm to the banking sector, this implicit depositor protection would inevitably lead to undesirable consequences – notably increased moral
hazard.1612 Lastly, inaction – exposing depositors to losses – would appear to be
consistent with the Swiss framework and its underlying philosophy of having an
industry-driven, largely self-regulatory deposit guarantee scheme. However, the
immediate consequences of inaction are calamitous – it would transmit an unmistakable message to all depositors that the deposit guarantee scheme does no longer
protect them. In the ensuing climate of insecurity, a loss of confidence could easily
turn into outright panic,1613 and the banking sector would suffer from bank runs
and unprecedented deposit outflows.1614 Such a scenario would pose an existential
threat to the deposit guarantee mechanism in its entirety.
810

To avoid needing to choose one of the three unsavoury options, it is crucial to supplement the current mechanism with an unequivocal public backstop. This would
ensure the credible protection of depositors (up to the applicable coverage limit
per depositor and bank) even under the most adverse conditions. A public backstop
would bolster depositor protection by adding an additional line of defence without
prejudice to the current stages of the mechanism. The role of the government, and
by extension the taxpayer, would be subsidiary to the protection afforded by a disbursement from failed banks’ own liquid assets and the deposit guarantee scheme;
thus, the government would be involved solely in cases where protected deposit
claims exceed the systemic cap pursuant to Art. 37h para. 3 lit. b BankA.

1612

See supra N 80 et seqq.

1613

In particular, panic will arise if depositors are unaware of the other lines of defence,
which are not directly impaired by the systemic cap.

1614

The banking sector could also suffer from a domestic shift of deposits towards cantonal banks, which are perceived as being safer due to the cantonal state guarantees
in place – even though these guarantees offer relatively limited remedy to depositors in
the immediate aftermath of a bank failure. See supra N 257.
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Regarding the implementation of such an explicit public backstop, the reform proposal of 2008/2009, as well as the legal framework of the US,1615 may provide
further insight. Generally speaking, the backstop could be implemented in two
distinct forms: as a borrowing facility or as a guarantee.
4.1

811

Borrowing Facility

Implementing the backstop as a borrowing facility would ensure that the deposit
guarantee scheme has access to necessary financial resources in the short term,
although the funds obtained from government sources would need to be repaid at a
later stage. Hence, the burden ultimately remains on the scheme and its participating institutions. Therefore, this approach may a priori be preferable for the Swiss
mechanism, as it places a strong emphasis on self-regulation and industry-responsibility for deposit guarantee. However, it is hardly reconcilable with the intent
of the legislator to cap the potential bank liabilities stemming from deposit guarantee. Specifically, the systemic cap was introduced out of fear of overburdening
participating banks and undermining the scheme’s goal of contributing to financial
stability. The only way to mitigate the impact – from the perspective of pro-cyclicality – is to adopt a long timeframe for the repayment of funds borrowed from
the government.

812

Lastly, a public backstop in the form of a borrowing facility would result in the
duplication of the above-mentioned mechanism to counter the pro-cyclicality of
the scheme’s funding mechanism.1616 While the proposal to counter pro-cyclicality
would entail borrowing only within the boundaries provided by the systemic cap
without overburdening the banks in the long run, a public backstop for worst-case
scenarios would undermine the systemic cap enshrined in the Banking Act, rendering that provision de facto obsolete, and expose surviving banks to incomputable liabilities. Thus, it is more prudent to utilise the tool of a borrowing facility as
a means to effectively and meaningfully mitigate pro-cyclicality.

813

1615

For information on the failed 2008/2009 proposal, see supra N 279 et seqq. For information on the US approach, which encompasses both explicit borrowing facilities and
a somewhat half-explicit guarantee that deposits are protected by «the full faith and
credit of the United States», see supra N 622 et seqq.

1616

See supra N 797 et seqq.
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4.2

State Guarantee

814

Implementing the backstop as a government guarantee would provide for the resources necessary for a full disbursement without the risk of over-burdening the
banking industry and undermining financial stability. Since the financial burden
exceeding the systemic cap would, in turn, be placed on the government (i.e. taxpayers), this approach would likely be controversial. Indeed, the use of taxpayer
money in the management of crises has become undesirable since the Financial
Crisis of 2007/2008. It should be noted, however, that a public backstop in the
realm of deposit guarantee would not constitute a fundamental shift in the balance
of burden on stakeholders. Most of the financial burden would remain on the failed
banks, complemented by contributions from the banking sector at large through
the deposit guarantee scheme – only following those contributions, the government would share the burden. Thus, the proposed mechanism’s burden-sharing
would equitably reflect the individual benefit that each stakeholder gains from
financial stability and a well-functioning banking sector. Ultimately, the idea of
government involvement in the realm of deposit guarantee is by no means incompatible with the Swiss approach and its underlying philosophy.

815

It is crucial to reiterate that the public backstop to the deposit guarantee would not
bail out troubled or failed banks; only the depositors considered as the most vulnerable stakeholders would benefit from enhanced protection. Therefore, a public
backstop would not threaten the shift towards avoiding bail-outs; market discipline would still apply to the same extent as it does today.1617 Ultimately, the multi-stage approach of the Swiss deposit guarantee mechanism would be sufficient,
in most instances, to avoid resorting to the public backstop and thus preventing
overreliance on taxpayer money. The actual cost to taxpayers would likely be very
limited relative to the degree to which it would enhance confidence by unequivocally manifesting the government’s determination to protect depositors. As with
the general concept of deposit guarantee, the public backstop does not actually
need to be invoked in order to contribute to enhanced confidence and financial
stability.

1617
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Providing unequivocal deposit guarantee would not significantly impact market discipline, as depositors are rarely able to adequately assess a bank’s risk level – let alone
exercise meaningful market disciple. For information on the role of market discipline
in the context of deposit guarantee, see supra N 63 et seqq.
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5.

Promoting Public Awareness

While the Federal Council has called upon esisuisse to strive for greater public
awareness of Switzerland’s deposit guarantee mechanism, it has not called for
any specific measures to achieve this end. This reflects the general neglect of the
aspect of public awareness, particularly in comparison to the more tangible design
features of deposit guarantee.

816

This is problematic, as public awareness is of the utmost importance for any deposit guarantee scheme in times of both normalcy and crises.1618 Considering the
particularities of the Swiss approach to deposit guarantee, there is a need for comprehensive, concise information on the mechanism, the scheme, and any potential
government involvement.1619 Furthermore, depositors must be aware of the applicable procedure for retrieving their money in case their bank fails.

817

Compared to the US framework, under which deposits in banks and thrifts are
disbursed solely by the FDIC,1620 the cascading nature and different elements involved in the Swiss framework makes it somewhat more difficult to understand.
Therefore, it is imperative that a public awareness programme encompasses clear
and unmistakable information on the entire mechanism – including all of its stages
and terminological nuances.

818

With respect to the terminological nuances, it is particularly important for depositors to be made aware of the co-existence of privileged deposits and protected
deposits and, more importantly, of the differences between the two in terms of
eligibility for timely disbursement. As for the cascading approach to depositor
protection, the programme should communicate information on the following key
aspects: (i) every bank is required by law to hold sufficient assets to cover all
privileged deposits; (ii) depositors are, as a first and ideally sole line of defence,
reimbursed from their bank’s remaining liquid assets; (iii) the deposit guarantee
scheme (i.e. esisuisse) covers the potential shortfall of the foregoing disbursement
up to the statutory systemic cap; (iv) in the unlikely event of a shortfall in excess

819

1618

See supra N 119 et seqq.

1619

Provided that a public backstop is added to the framework. See supra N 803 et seqq.

1620

The same applies mutatis mutandis to deposits in credit unions that would be disbursed
by the NCUA. Nevertheless, a minority of states requires banks chartered in their state
to obtain «excess insurance» (i.e. coverage in excess of the SMDIA) from a private or
state scheme. In these cases, the FDIC would be the primary but not sole provider of
deposit guarantee.
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of the systemic cap, that there would be a robust and unequivocal public backstop
to ensure that no protected depositor incurs a loss.
820

The first aspect focuses on the 125-per-cent rule pursuant to Art. 37a para. 6
BankA and its underlying rationale, namely that, under the Swiss approach, each
bank is the primarily responsible actor for ensuring depositor protection. Incidentally, this rationale is emblematic of some of the most important differences between the Swiss approach and that of most other jurisdictions. The second aspect,
disbursement under Art. 37b para 1 BankA, is essentially the continuation of the
aforementioned Swiss philosophy that the failed bank is the primary actor responsible for the protection of its depositors. Thus, it is only logical for depositors to be
reimbursed primarily from the remaining liquid (or immediately realisable) assets
of the failed bank. The burden of failure would be externalised and passed onto
the banking sector as a whole only if these assets prove to be insufficient. The third
aspect emphasises that the banking sector as a whole would be required to cover a
shortfall of disbursement from a failed bank – up to the systemic cap – thereby assuming subsidiary responsibility for depositor protection. Lastly, the fourth aspect
communicates that, provided the mechanism is enhanced by a public backstop, the
government would step in as a last resort to protect depositors.

821

The information on the nature and modus operandi of the mechanism must be
complemented by information of more practical importance, such as the applicable timeframes for disbursement, the steps that depositors would need to undertake to be reimbursed, and how depositors can make a claim against a failed bank
during insolvency for any amount not covered (or in excess of the coverage level
provided) by the mechanism.

822

Ideally, a public awareness programme would utilise the whole spectre of media.
Particularly in the early stages of such a programme, the provider of deposit guarantee must make use of all channels at its disposal to develop something akin to
«brand recognition» in order to more easily disseminate information during the
later stages of the programme. For instance, if the proposed ex ante gathering
of payment information is adopted to streamline disbursement, it could easily be
coupled with the dissemination of information on deposit guarantee – especially
if banks are required to conduct recurring enquiries to keep payment information
up to date. Moreover, the propagation of information to raise public awareness of
deposit guarantee in Switzerland could easily be coupled with programmes aimed
at increasing the «financial literacy» of the general public.

823

Providing depositors with all relevant information in a clear and easily understandable format would drastically reduce the risk of a sudden loss of confidence due
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to a lack of information or misinformation and prevent runs on banks, stopping
the vicious cycle of self-fulfilling prophecies before it is unleashed. Furthermore,
informing depositors would cure another potential threat to deposit guarantee,
as depositors would no longer underestimate or overestimate the protection afforded by the mechanism. In essence, efficient information policy can significantly
bolster depositor confidence in the banking sector and the financial safety net and,
in turn, contribute to the efficacy of the Swiss deposit guarantee mechanism and
financial stability.

II.

The Revolutionary Approach

The preceding sub-chapter outlined avenues for the development and enhancement of the current framework. This sub-chapter, in contrast, offers recommendations that would substantially transform the Swiss approach in a manner similar
to that of the reform proposal of 2008/2009. However, such a paradigm shift is
currently unlikely to materialise due to adamant opposition from both lawmakers
and the banking sector.

824

Considering these circumstances, the following recommendations for a more fundamental overhaul of the Swiss approach to deposit guarantee are on a more macro
level than were the specific recommendations that build on the current approach.

825

1.

Making Deposit Guarantee Genuinely
Ex Ante-Funded

The current ex post – or «ex ante-light» – funding mechanism is the largest obstacle preventing the Swiss framework from becoming more compliant with international standards. Simultaneously, the funding mechanism restricts the scheme’s
mandate to a mere paybox.

826

Hence, the first step towards a comprehensive overhaul and re-design of the Swiss
deposit guarantee framework requires a complete departure from Switzerland’s
long-standing approach to deposit guarantee funding. Specifically, the scheme
should no longer rely on premia collection following the failure of a participating
bank. Instead, it should collect premia on an ongoing basis to build up a dedicated
deposit guarantee fund that is available at a moment’s notice. While the current

827
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proposal for the scheme’s funding would constitute a step in this direction, it might
not lead to the same result as a wholly ex ante-funded scheme.1621
1.1

The Deposit Guarantee Fund

828

An ex ante system with a dedicated deposit guarantee fund would offer two key
advantages over the current funding mechanism. First, the pro-cyclicality associated with ex post funding would be avoided altogether and mitigation via a line of
credit, as proposed above, would thus be unnecessary. Second, recurring premia
allow for more refined computation of individual banks’ contributions. Under the
current system, contributions can only be levied based on a bank’s share of the
total amount of protected deposits; in contrast, an ex ante approach would allow
for other aspects to be taken into consideration, meaning that premia calculation
could incorporate risk-based variables.

829

With regard to the latter advantage, the US framework showcases the possibilities
for refined premia computation, as it distinguishes between different institutional categories1622 and considers institutions’ CAMELS rating, supervisory rating,
and balance sheet data. Indeed, the rather complex system utilised by the FDIC
should not serve as a blueprint to simply be copied;1623 doing so would result in an
overly complicated system that fails to incorporate the idiosyncrasies of the Swiss
banking system. Nevertheless, it can certainly serve as a guideline for a Swiss
risk-based premia model – particularly regarding the use of balance sheet data and
supervisory metrics.

830

In contrast to the mechanism for premia collection, the potential target size of a
Swiss deposit guarantee fund does not necessarily need to differ from the current
approach; the currently proposed relative threshold of 1.6 per cent of protected
deposits could be retained. Compared to the target sizes of other major jurisdictions, notably in the EU under its harmonised framework and the statutory DRR in
the US, the proposed target size would fare quite well. The EU requires member
states to implement (by 2024) a target size for their deposit guarantee schemes

1621

See supra N 314 and N 747.

1622

It distinguishes, on the one hand, between established and new institutions and on the
other hand between small, large, and highly complex institutions.

1623

The premia computation model employed in the US mirrors the idiosyncrasies of the
fragmented US banking landscape and its relatively rich history of bank failures.
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of 0.8 per cent of covered deposits.1624 In the US, the Dodd–Frank Act raised the
statutory minimum DRR to 1.35 per cent of insured deposits. Hence, a fund target
size based on the current systemic cap would surpass the statutory requirements of
both the EU and the US.1625
1.2

The Role of the Public Backstop

Even under a fully ex ante-funded deposit guarantee scheme, a public backstop
would still fulfil an important role in strengthening depositor protection. In contrast to the above-proposed public backstop in the context of the evolutionary approach, a public backstop for an ex ante-funded scheme could be implemented as
either a line of credit by the government or an outright state guarantee. In fact, the
public backstop could even combine these two elements to form a more nuanced
involvement of taxpayer money.

831

Indeed, a public backstop as a line of credit that must be repaid by the scheme –
and, by extension, the banks – still entails the risk of over-burdening the banking sector. However, the anti-cyclicality inherent to ex ante funding coupled with
long-term loan repayment would mitigate this issue, particularly since the participating banks would not be confronted with simultaneous liquidity outflows due to
high ex post contributions and the loan repayment. Moreover, the target size of a
deposit guarantee fund – as the terminology implies – is not nearly as absolute as
the systemic cap under the current framework. Therefore, a repayment obligation
is less contradictory to the aim of limiting the burden on the banking sector.

832

The second form of public backstop, a government guarantee of protected deposits, would take a shape similar to that of the approach proposed in the preceding
sub-chapter.1626 While such unequivocal and unconditional government involvement sends a powerful signal to depositors that could bolster confidence, it could
also result in increased bank moral hazard.

833

1624

Art. 10 para. 2 of Directive 2014/49/EU. It should be noted that the EU law only requires 70 per cent of a member state’s deposit guarantee scheme to be funded ex ante.
See also supra N 319 et seq.

1625

However, the DRR set by the FDIC would still eclipse Switzerland’s target ratio.

1626

For an in-depth discussion of a government guarantee as a public backstop, see supra
N 814 et seqq.
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The dualistic approach of the US to the public backstop, which consists of an
array of explicit borrowing facilities from different government entities1627 as well
as a half-explicit government guarantee for all FDIC-insured deposits, illustrates
the varied palette of possibilities and combinations at the legislator’s disposal.
As with risk-based premia, however, the design of the public backstop – and the
extent of the borrowing facilities at the FDIC’s disposal – heavily reflect the particular historical developments behind the US deposit guarantee system, notably
the depletions of deposit guarantee funds during the Savings and Loan Crisis and
the Financial Crisis of 2007/2008. Nevertheless, the role of a public backstop in
a well-functioning deposit guarantee scheme as a message to bolster depositor
confidence should not be underestimated. A re-designed Swiss framework should
be backed by an unequivocal public backstop that does not overstretch the possibilities of the banking sector while ensuring that depositors receive disbursement
irrespective of the circumstances surrounding a bank failure.
1.3

The Shift in Priority of Contributions

835

An overhauled deposit guarantee scheme consisting of a dedicated fund could be
used in a more versatile manner than the current scheme. Thus, it is hardly surprising that the scheme would become more prominent in the disbursement mechanism. Particularly if there is a desire to broaden the deposit guarantee scheme’s
mandate, the priority of contributions towards depositor disbursement should be
addressed.

836

Whereas the current framework is built on disbursement from failed banks’ remaining liquid assets, most jurisdictions with ex ante-funded schemes rely primarily on the deposit guarantee scheme to reimburse depositors (or to contribute
to other resolution methods that achieve the same end).

837

If Switzerland were to adopt such a rearrangement, the deposit guarantee scheme
would replace disbursement under Art. 37b BankA as the primary tool for disbursement. In cases where the scheme is forced to obtain a loan from the government in
order to fully protect depositors, the government – in its function as a backstop –
would be second in the line of priority. Failed banks’ assets would constitute the
third line of defence, as the deposit guarantee scheme would continue to be the
subrogee to depositors’ claims, allowing the scheme to make recoveries from the
liquidation proceeds. Especially if the 125-per-cent rule is retained to ensure that

1627
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Notably from the US Department of the Treasury. See supra N 624 et seq.
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deposits are adequately safeguarded, the complete recovery of the scheme’s expenses (including administrative costs) would be likely. However, in cases where
the recoveries from the bankruptcy proceedings do not cover the scheme’s costs,
the resulting losses would be borne by the banking sector, as surviving banks
would be called upon to replenish the deposit guarantee fund through (special)
premia. In a particularly adverse scenario in which the government is forced to reimburse depositors as part of a public backstop guarantee, the loss would be borne
jointly by the banking sector (up to the size of the fund) and taxpayers.
Nevertheless, burden-sharing amongst the stakeholders would remain the same.
Most importantly, an overhauled and ex ante-funded system would not externalise
the consequences of bank failures onto the deposit guarantee scheme and exonerate the «culprit» bank and its shareholders, management, and creditors. Failed
banks would continue to bear the brunt of the financial consequences of the disbursement, as the scheme would be the subrogee to all claims of depositors that
received disbursement. If, however, the scheme fails to recover all expenses by
the end of a failed bank’s bankruptcy proceedings, the banking sector as a whole
would bear the cost by paying higher contributions to replenish the deposit guarantee fund. Only as a last resort would taxpayers be forced to take part in the
burden-sharing.

2.

838

Broadening the Scheme’s Mandate

The establishment of an ex ante-funded deposit guarantee scheme and a dedicated
deposit guarantee fund would allow the scheme to take on a more prominent role
in Switzerland’s financial safety net.

839

The constraints imposed by the current funding mechanism (notwithstanding the
currently proposed transition to an «ex ante-light» approach) limit the mandate to
one of a mere paybox.1628 This thesis’s analysis of the US framework as well as
various other examinations of deposit guarantee frameworks across the world1629
have shown that ex ante-funded schemes are more versatile with respect to their
mandate. Such schemes can be granted paybox-plus, loss-minimiser, or risk-minimiser mandates depending on the circumstances and needs of a particular juris-

840

1628

For information on the range of mandates for a deposit guarantee scheme, see supra
N 95 et seqq.

1629

See, for instance, Demirgüç-Kunt/Kane/Laeven, Around the World, 155 et seqq.
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diction. The US example has underlined that these circumstances and needs stem
from the jurisdiction’s history and the design and regulation of its banking system.
841

While a broad risk-minimiser mandate modelled after the FDIC may initially
sound intriguing, it would not be a realistic option for Switzerland. First, Switzerland does not face the same situation as the US, where the deposit guarantee
scheme assumes vital supervisory functions as a catch-all regulator1630 to ensure
that deposit-taking institutions are subject to federal oversight. Second, the resulting supervisory duplication caused by the co-existence of FINMA and a risk-minimiser scheme would fundamentally contradict Switzerland’s relatively recent
decision to employ an integrated-supervisor approach to financial market supervision. More importantly, however, such unwarranted duplication would likely result in significant redundancy and bears the risk of jurisdictional turf wars between
supervisors – to the detriment of the efficacy of banking supervision, financial
stability, and depositor protection.

842

In the context of the Swiss financial market, a paybox-plus or loss-minimiser mandate is more conceivable. Under either mandate, the overhauled deposit guarantee
scheme would be involved in the resolution of failed banks, albeit to a different
degree. Paybox-plus schemes assume certain functions in bank resolution, usually
providing financial support. Loss-minimiser schemes are actively involved in the
decision-making process that determines the resolution method for each particular
failure.

843

The feasibility of the latter approach depends on the governance of the overhauled
scheme. If Switzerland opts to maintain the status quo regarding the scheme’s
steered self-regulatory and largely industry-driven nature,1631 a loss-minimiser
mandate would unlikely be optimal. Since the scheme’s governing bodies would
still be dominated by industry representatives and the industry-driven scheme1632
would thenceforth be involved in the selection of a resolution method for failed
banks, questions pertaining to the scheme’s independence would likely arise, potentially casting doubt on the resolution method chosen. While the decision-mak1630

Catch-all regulators are also referred to as «collateral regulators» by Felsenfeld/
Glass, 13.

1631

In other words, if Switzerland continues to stipulate statutory prerequisites for certain
features and building blocks of the scheme and leaving the remainder, notably the
organisation and governance, to self-regulation. For information on esisuisse’s organisation and governance, see supra N 268 et seqq.

1632

On the necessity of amendments to the scheme’s organisation and governance, see
infra N 848 et seqq.
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ing process would not be inherently flawed,1633 the mere perception that decisions
could be biased – due to regulatory capture – could undermine confidence, impair
the financial safety net’s credibility, and have an adverse impact on financial stability.
Besides the problem of regulatory capture, an industry-driven scheme with a
broad mandate may result in a number of implications with regard to distortions of
competition. Here, the example of Germany might be worth noting – despite the
German framework being distinct from the Swiss approach.1634 While, a priori, the
German framework grants the private deposit guarantee schemes a more prominent role in bank resolution, these schemes may even use deposit guarantee funds
to avert a bank failure and to keep the institution afloat.1635 In this particular context, the decision of the scheme may influence the landscape of the banking sector
and cause a distortion of competition. Moreover, such measures, if not adequately
co-ordinated with the supervisory authority, might lead to conflicts of interest between the safety net participants – to the detriment of the reputation and stability
of the jurisdiction’s banking sector. However, the involvement of private German
deposit guarantee schemes to keep troubled or quasi-failed banks in business is
largely due to historical developments in the German banking landscape.1636 It is
therefore, unlikely that this problem materialises in the context of Switzerland.1637
Nevertheless, the implications of a broader mandate on competition in the banking
sector must also be taken into account when designing the scheme’s mandate and
its powers.

1633

The extent of the scheme’s influence on the decision-making progress and, in turn, the
possibility of biased decisions depends on the number of participants and the structure
of said process.

1634

The German deposit guarantee framework consists of two stages: a public stage that is
aligned with the requirements stipulated by EU law and a second stage that is privately
administered and provides protection in excess of the legal minimum. Within either
stage, there are different schemes for different types of banks. For a detailed disquisition on the German framework, see Hissnauer, 149 et seqq.

1635

Fröhlich, 161 et seqq.; Hissnauer, 110.

1636

Notably, the explicit institutional guarantee for savings and co-operative banks. See
also Beck, Private Club, 706.

1637

Switzerland should follow its established approach that banks should be allowed to
fail and that a deposit guarantee scheme’s goal is to protect depositors, not the banks.
This approach is reconcilable with a broader mandate and does not limit a scheme to
directly reimbursing depositors – as the FDIC’s mandate and toolkit underline.
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845

A paybox-plus mandate, under which the deposit guarantee scheme assumes an
auxiliary function in bank resolution, is more easily reconcilable with the Swiss
approach of an industry-driven scheme. Generally, the auxiliary function of the
scheme in bank resolution revolves around financial support for resolution mea
sures. It is important to note that, unlike under a loss-minimiser mandate, the deposit guarantee scheme is not actively involved in the decision-making process
surrounding the determination of a particular resolution method. Hence, the aforementioned issue of regulatory capture or the perception thereof is less pertinent.
As with the current paybox mandate, the deposit guarantee scheme would be notified by the authorities responsible for determining the most suitable resolution
method about the method chosen and the amount of the scheme’s contribution
thereto. Subsequently, the scheme would make funds available for resolution purposes, thereby providing relief to depositors.

846

The example of the FDIC and its resolution toolbox has shown that, in a majority
of cases, protecting depositors through resolution methods other than a direct reimbursement is beneficial for depositors and incurs less cost and risk to the deposit
guarantee scheme. Furthermore, if the failed institution (or a part thereof) can be
sold to another market participant, the conservation of economic value and the seamless continuation of certain basic banking services generate added value. Given that
Switzerland has, thus far, witnessed far fewer bank failures than the US, the threat
to financial stability resulting from P&A-style transactions is not as pronounced.

847

Thus, an ex ante-funded deposit guarantee scheme could not only increase the
availability of funds for deposit guarantee and shorten the time necessary to disburse funds to depositors; it could also enlarge the toolbox of supervisory authorities when confronted with failed banks that need to be resolved. These additional
tools could meaningfully enhance depositor protection, strengthen the financial
safety net, and bolster financial stability.

3.

Strengthening the Scheme’s Organisation
and Governance

848

Indeed, a transition to a fully ex ante-funded scheme would not only lead to enhanced availability and reliability, as well as a broader palette of tools that would
enhance depositor protection and financial stability; it would also change the organisation and the governance of the scheme.

849

Since the very beginning of deposit guarantee in Switzerland, the entity responsible for the protection of depositors has had a relatively lean organisation. Due
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to its narrow paybox mandate and an advantageous environment (i.e. the scheme
could benefit from work and information from both the industry and the supervisory authority), there was no need for a larger organisation.
An overhauled scheme with a dedicated deposit guarantee fund would undoubtedly require an expansion of the scheme’s organisation. The newly established
deposit guarantee fund would need to be managed to ensure that the scheme’s
financial resources are invested in relatively low-risk assets while still generating
investment income to the benefit of the scheme and depositors. The legal framework would also need to regulate the scheme’s discretion with respect to the fund’s
management.1638 Moreover, a broader mandate would necessitate an organisational
expansion of the scheme – the extent of which would depend on the mandate chosen and the tasks conferred on the scheme.

850

As mentioned above, a deposit guarantee scheme that assumes a loss-minimiser
or even risk-minimiser1639 mandate would unavoidably bring about changes to
Switzerland’s philosophy of a largely self-regulatory and industry-driven scheme.
If the scheme were actively involved in the selection of a failed bank’s resolution method – and even more so if it were involved in bank supervision – an industry-dominated entity assuming such prominent position in the financial safety
net would cast doubt over the independence of the scheme and potential biases in its decision-making. Indeed, the decisions would not necessarily be inherently flawed – but the perception alone could have an adverse impact on public
confidence in the financial safety net and the Swiss banking sector. In particular,
international actors – both market participants and international bodies or organisations – that are not familiar with the Swiss tradition of self-regulation may be
inclined to criticise the continued non-compliance with IADI Core Principle 3.1640

851

Even if the scheme were only expanded to a paybox-plus mandate, the IMF’s criticism would likely persist and potentially be amplified due to the scheme’s more

852

1638

For instance, the Federal Deposit Insurance Act requires the FDIC to invest exclusively in US government obligations and obligations guaranteed as to principal and interest
by the US government. For a more detailed discussion of the US approach to deposit
insurance fund investment and management, see supra N 621.

1639

It should be noted that the risk-minimiser mandate is mentioned for the sake of completeness; a risk-minimiser mandate is unnecessary and largely redundant in the context of Switzerland’s supervisory architecture. See supra N 841.

1640

See IADI Core Principles, 21. The industry-driven nature of the current scheme, particularly the participation of bankers on esisuisse’s board, has already been heavily
criticised by the IMF in the past; see IMF, Switzerland FSAP 2019, 42.
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prominent role. From this perspective, a transition to a less industry-controlled (possibly even public) organisation would ensure compliance with international standards and bring an end to this kind of criticism. However, such a transition is by no
means imperative to ensure the proper functioning of the deposit guarantee scheme.
As a provider of liquidity for resolution purposes and in the absence of any active
involvement in the decision-making process, there is very little room for undue industry interference, as the determination of the most suitable resolution method is
made by an independent authority – FINMA. The scheme would be bound by its
statutory framework to provide the resources required for bank resolution within a
pre-specified timeframe,1641 leaving no room for regulatory capture. Furthermore,
the banking industry has little incentive to undermine the scheme; a failure of the deposit guarantee scheme would result in a significant loss of confidence in the Swiss
banking system and a competitive disadvantage for Swiss banks compared to those
in other jurisdictions, notably the EU. Lastly, the steered self-regulation contains an
inherent threat that, if self-regulation fails to fulfil the statutory requirements, the
Federal Council can adopt another, presumably public, deposit guarantee scheme.
These two factors would likely provide sufficient incentive banks to abstain from
any undue interference aimed at undermining depositor protection.
853

In essence, an overhaul of the scheme’s organisation and governance might be
necessary if Switzerland were to decide to adopt an ex ante-funded loss-minimiser
deposit guarantee scheme. In the event that an overhauled framework limits the
scheme to a paybox or a paybox-plus mandate, changes to some of its building
blocks would likely aid in ending criticism of its industry-driven nature. At the
same time, however, Switzerland’s self-regulatory and industry-driven approach
would not preclude an effective deposit guarantee mechanism.

III.
854

Conclusions

While Switzerland’s deposit guarantee scheme in its present form (including the
current reform proposal) generally provides for an adequate degree of depositor
protection, there are still aspects of the framework that ought to be improved to
ensure depositor protection even in a worst-case scenario.

1641

334

This is analogous to the scheme’s current obligation to make funds available to the
liquidator pursuant to Arts. 37h para. 3 lit. a and 37i para. 2 BankA.

III. Conclusions

This chapter has gone over two approaches to such an enhancement of Switzerland’s deposit guarantee framework. On the one hand, the Swiss legislator could
opt for a reform that builds on the foundations of the current mechanism and the
proposed amendments thereto. This would constitute an evolution of the Swiss
deposit guarantee mechanism. On the other hand, it could opt for a complete overhaul of the current framework that encompasses several paradigm shifts. This
would constitute more of a revolutionary approach.
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An evolutionary approach would mitigate or eliminate the remaining shortcomings
that could undermine depositor protection and lead to an abrupt loss of confidence
during a crisis. However, it would not silence the criticism voiced by international
organisations, as the Swiss mechanism would still contain a number of deviations
from the IADI Core Principles. On the other hand, a revolutionary approach could
achieve both goals simultaneously. However, such an approach has several drawbacks: (i) increasing the mechanism’s cost, (ii) reversing long-standing practices,
and (iii) leading to the departure from the traditional Swiss philosophy on deposit
guarantee. Such a far-reaching change could also result in new deficiencies that
could potentially undermine the goals of deposit guarantee.
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In light of the advantages and disadvantages of both approaches, an evolutionary approach is clearly favourable. Indeed, international bodies would continue
to have difficulties understanding the Swiss approach, resulting in criticism that is
not always fully accurate or justified. However, the approach would establish an
efficient way to protect depositors under all circumstances, contributing to financial stability. Given that these two goals are at the very core of every scheme – the
raison d’être of the entire concept of deposit guarantee – reaching them is more
important than compliance with international standards.
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The in-depth analysis of Switzerland’s deposit guarantee framework and its modus
operandi has demonstrated that the approach chosen is in many ways different
compared to that of most other jurisdictions. However, the track record thus far
has underlined that the system can fulfil its role within the financial safety net.
Particularly, the Swiss mechanism has hitherto successfully protected depositors
in the aftermath of bank failures. Admittedly, the number of bank failures since
the establishment of the government-mandated scheme is relatively small and the
banks that did fail were minor ones. Insofar, the mechanism still has to weather a
genuine test of its capabilities.
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In spite of the framework’s positive record, the examination of the mechanism and
the comparison to the US framework nevertheless revealed a number of potential shortcomings that might impair the mechanism’s functioning in future crises.
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Chapter 6

Deposit Guarantee in Switzerland – Quo Vadis?

To this end, the present chapter has outlined a number of policy recommendations
regarding the future development of the Swiss deposit guarantee mechanism and
particularly the scheme.
860

These recommendations can be grouped into two distinct development scenarios.
First, a set of recommendations builds upon the current form of the Swiss mechanism, including the currently proposed reform package. From this starting point,
the recommendations shall develop the mechanism further to bolster depositor
protection and enhance the role of the mechanism with regard to financial stability. Second, an additional set of macro-level recommendations outlines more
substantial changes to the Swiss approach to deposit guarantee that would render
the approach closer to international standards and to peers in other jurisdictions.
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This thesis has demonstrated that Switzerland and the United States have chosen fundamentally different paths towards the goal of depositor protection. While
Switzerland has based its approach on its tradition of self-regulation with respect
to financial regulation, opting for a narrow and largely industry-driven scheme,
the US – against the backdrop of the Great Depression and the massive loss of
confidence in its aftermath – has established a comprehensive deposit guarantee
scheme in the form of a government agency. Similarly, while the Swiss deposit
guarantee scheme focuses solely on disbursement, rendering it somewhat isolated from other actors in the financial safety net, the FDIC plays a pivotal role
throughout the life cycle of depository institutions and constitutes a principal line
of defence in the US financial safety net.

I.

861

Key Findings

The first focal point of this thesis was to assess the effectiveness of the two frameworks in fulfilling the fundamental objectives of deposit guarantee: protecting depositors and enhancing financial stability.
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With regard to the former, both the Swiss and US frameworks provide an adequate
degree of protection for depositors. As a first step, both frameworks strive to limit
the reliance on the deposit guarantee schemes – albeit at different stages and using different tools. As a risk-minimiser, the FDIC constantly monitors depository
institutions’ financial soundness and intervenes through PCA measures whenever
necessary. The mechanism serves to prevent banks from failing in the first place in
order to preserve the DIF’s resources. Switzerland also strives to prevent failures
through similar means; however, this function falls within FINMA’s purview – the
deposit guarantee mechanism is not involved. That being said, the mechanism does
entail an important tool to shield the scheme from financial burden: the 125-percent rule, which ensures that banks cover their privileged deposits at all times by
holding domestic HQLA with a safety margin to account for unexpected asset
depreciation. Additionally, the Swiss framework mandates that depositors must
be reimbursed primarily by means of the failed bank’s liquid (or timely realisable)
assets. Importantly, both schemes have managed to disburse funds to depositors in
cases where the aforementioned safeguards did not suffice to prevent a failure or,
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in the Swiss example, to fully reimburse depositors from the failed bank’s liquid
assets. In this regard, the US framework is considerably more robust; the FDIC
can rely on a well-endowed DIF of approximately USD 116.4 billion1642 that is
reinforced by significant borrowing facilities and the unequivocal backing by the
full faith and credit of the United States. In contrast, the Swiss deposit guarantee
scheme relies on premia levied ex post and is only able to cover a shortfall of the
disbursement from the bank’s own assets up to the systemic cap, which is currently CHF 6 billion. If the shortfall were to exceed the cap, the Swiss government
would be faced with a range of unsavoury options, each of which would come at a
price in either the short term or the long term. While the currently debated reform
proposal would undoubtedly reinforce the funding mechanism and the systemic
cap, it would nevertheless fail to eliminate the underlying problems.
864

With regard to the latter objective, the US framework, by virtue of its broader
mandate, has a far greater impact than its Swiss peer on financial stability. The
FDIC is able to bolster financial stability in a myriad of ways, as it is involved in
every stage of a depository institution’s existence. Limiting this conclusion to the
core function performed by the FDIC, the tools at its disposal – notably those from
the P&A group of methods – can limit the disruption caused by the failure of an
institution by granting depositors swift access to their deposits and preserving economic value that would otherwise be lost in liquidation. Incidentally, reliance on
P&A transactions incurs the risk of «postponing» difficulties, as it fuels the trend
towards consolidation; larger banks are more likely to result in costlier failures for
the FDIC in the future. Switzerland’s mechanism strengthens financial stability
mainly through its mere existence; it sends a message of confidence to depositors,
discouraging them from running on their banks in times of turmoil. However, the
relative complexity of the mechanism and the interconnectivity between its different stages entail the potential for depositors to misjudge the degree of protection,
which could undermine its stabilising function. Furthermore, a scenario in which
claims exceed the scheme’s cap could result in an instantaneous loss of confidence in the mechanism and the banking sector as a whole, potentially marking
the prelude to systemic crisis on account of a massive deposit outflow – the very
self-fulfilling prophecy that deposit guarantee seeks to prevent.

865

The second focal point of this thesis sought to examine the differences between
the two jurisdictions’ approaches in terms of their foundational building blocks
and design elements as well as the differences in the results of the two approaches.
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I. Key Findings

It is safe to say that, with respect to most aspects examined, the differences between the approaches are significant and reflect the vast differences between the
starting points of the frameworks, which, in turn, resulted from various underlying
factors (i.e. the design of the banking system at large, the overall approach to
banking regulation, and the historical development thereof). For instance, regarding membership, Switzerland linked the obligation to participate in the deposit
guarantee mechanism to the issuance of a banking license. The US has different
links in place on both the federal level (i.e. the federal charter for banks and thrifts
or membership of state-chartered banks in the Federal Reserve System) and the
state level (i.e. provisions in state banking laws that require non-member banks
to obtain FDIC insurance). This example lends itself well to the second part of
the question, as both jurisdictions have de facto (quasi-)universal membership in
deposit guarantee. As stated above, the Swiss framework legally requires all banks
to participate, thus enshrining the universality of membership. In the US, the fragmentation caused by its dual banking system prevents such a de jure universality.
However, the accumulation of several federal and state law provisions, as well as
the competitive disadvantage that comes with abstention from FDIC insurance,
result de facto in (quasi-)universality (even amongst state-chartered banks that are
not legally required to join the FDIC). However, there are other building blocks
for which the disparity between the approaches leads to fundamentally different
outcomes, influencing the frameworks’ potential to effectively fulfil the aims of
deposit guarantee. Ultimately, this thesis has demonstrated that historical variation led the two jurisdictions down different paths in deposit guarantee design.
At the same time, however, both jurisdictions strive to ensure the same elementary
functions – thus, the outcomes are not necessarily as fundamentally different as the
design variation would insinuate.
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On the basis established by the two foregoing focal points, this thesis developed
avenues for the future development of the Swiss deposit guarantee framework
with the paramount goals of enhancing the level of depositor protection and bolstering financial stability. Specifically, this thesis outlined two distinct avenues
for advancement: evolution, which builds on the foundations of Switzerland’s traditional approach and the current reform proposal, and revolution, which would
mark a fundamental departure from the traditional approach.
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The evolutionary approach goes well beyond the current proposal for the enhancement of the framework in a number of key aspects. First, this thesis calls for an
enhanced statutory timeframe to provide meaningful assurance that depositors
would be reimbursed within a certain period – ideally the seven-working-day period stipulated by the IADI Core Principles (and EU law). Second, it calls for the
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further fortification of the current safeguards through the use of the 125-per-cent
rule as a trigger for PCA to avoid an erosion of the safety margin, which would
impair depositor protection. Third, it calls for the pro-cyclical effect of the ex post
(and the proposed «ex ante-light) funding mechanism to be mitigated in order to
relieve banks of unnecessary burden in times of turmoil. Specifically, this could
be done through either an increase in deposited HQLA or a government-issued
borrowing facility; the latter approach is favoured as it is more consistent with the
funding mechanism and does not expose taxpayers to losses, since any borrowing
is repaid in the medium turn by esisuisse (i.e. the participating banks). Fourth,
this thesis strongly calls for an explicit, robust, and unequivocal public backstop
to the deposit guarantee mechanism in order to ensure its functionality even in a
worst-case scenario. Lastly, this thesis calls upon all stakeholders to significantly
increase their efforts aimed at improving public awareness of deposit guarantee,
since a deposit guarantee mechanism that is not properly understood by depositors cannot work effectively when needed. Such ineffectiveness would result in a
loss of confidence to the detriment of depositors, banks, esisuisse, and the Swiss
banking sector at large.
869

The revolutionary approach is likely to face formidable resistance from both the
banking industry and lawmakers. Nevertheless, this thesis outlines an overhauled
deposit guarantee mechanism that is significantly more in line with the IADI Core
Principles. It discusses a move to an ex ante funding mechanism and a dedicated
deposit guarantee fund. On a related note, it reiterates the need for an unequivocal
backstop – albeit in a different shape than the one proposed for the evolutionary
approach. As a consequence of the paradigm shift with respect to funding, the
prioritisation of contributions towards disbursement in the event of a bank failure
would also face changes; the scheme would become the bulwark and primary
line of defence. Ex ante funding would also open various options for a broader
mandate, and thus a more active role for the scheme; a paybox-plus mandate or a
loss-minimiser mandate are both conceivable for this hypothetical scheme. Lastly,
this thesis discusses the transition towards a government-driven scheme, yet another departure from Swiss deposit guarantee traditions. However, this discussion
is directly linked to the choice of mandate. A loss-minimiser scheme that is actively involved in the selection of a resolution method for a failed bank inevitably
requires a certain degree of deviation from the industry-driven model; otherwise,
its role – and possibly the selection of a resolution method – could be tainted by
the perception of regulatory capture. In contrast, a paybox-plus mandate in which
the scheme plays only a supportive role (particularly to provide funding for reso-
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lution) is considerably less problematic in this regard and may be indeed reconcilable with an industry-driven organisation.
All things considered, the evolutionary avenue is superior, as it allows for a fairly
seamless development and builds on the strengths of the current approach while
simultaneously mitigating or eliminating its shortcomings. Hence, it is likely to
face less resistance from stakeholders and avoid the pitfalls and unforeseeable difficulties that would inevitably arise from the revolutionary avenue. While the evolutionary changes proposed for the Swiss mechanism in this thesis would not necessarily translate into full compliance with the IADI Core Principles, they would
certainly increase the mechanism’s alignment with them. More importantly, however, these changes would greatly increase the degree of depositor protection and
build a robust bulwark capable of ensuring confidence even in times of dire straits.

II.
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Outlook

Historically, the instrument of deposit guarantee has rarely gained much attraction
in times of normalcy. Thus, it is hardly surprising that adjustments to deposit guarantee frameworks have generally been made during a crisis or its immediate aftermath. Unfortunately, the urgency of these ad hoc adjustments often translates into
hastily constructed responses by legislators and rule-makers that do not consider
the long-term implications. Furthermore, an all-too-common reaction to threats
that undermine depositor confidence has been to simply raise the coverage level of
deposit guarantee frameworks (or to extend coverage to all deposits or even to accounts that do not qualify as deposits) in an attempt to prevent the further erosion
of depositor confidence.

871

Ever-increasing coverage levels have become increasingly difficult to reconcile
with IADI’s credo of coverage that is limited, credible, and covering a majority of
depositors while leaving a substantial amount of deposits exposed to market discipline. Furthermore, an increase that bolsters public confidence at the time of its
implementation may ultimately undermine a scheme’s credibility in the long term.
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Therefore, it is crucial to debate deposit guarantee and potential framework adjustments prior to the outbreak of a crisis. In times of relative financial stability,
stakeholders are able to discuss the issues at hand without overwhelming pressure;
they are able to conduct in-depth analyses of the status quo and potential developments. In this regard, the current Swiss reform proposal is laudable, as it allowed
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stakeholders to participate and contribute to an unagitated debate in order to find
a balanced consensus.
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However, the discourse must not cease with this proposal. Notwithstanding any
particular outcome, it is of the utmost importance for debate to focus on ensuring that a deposit guarantee framework is capable of adequately and efficiently
fulfilling its two paramount goals: protecting the most vulnerable stakeholders
in the banking business – depositors – and, thereby, contributing to a climate of
confidence that strengthens the stability and resilience of the financial system.
To this end, it is undoubtedly worthwhile to look at the idiosyncratic strengths and
weaknesses of one’s home-jurisdiction framework, the approaches taken by other
jurisdictions, as well as pertinent international standards. Nevertheless, such an
examination and analysis must avoid the pitfalls of either a home-jurisdiction bias
or a verbatim adherence to international standards; stakeholders must strive for a
discourse guided solely by the paramount objectives of deposit guarantee.
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Moreover, the debate on deposit guarantee should also aim to include novel occurrences, arising from both the traditional financial sector and the latest technological developments. In the latter regard, two issues could potentially have a
significant impact on deposit guarantee frameworks and their design: the rise of
fintech institutions and the concept of (retail) central bank digital currencies. The
first question touches upon the issues of membership and premia collection while
the second question may – depending on the implementation – substantially affect
the qualitative component of deposit guarantee coverage. It is thus well warranted
to examine these developments further and include the findings in the deposit
guarantee debate.
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Ultimately, deposit guarantee has played and will continue to play an important
role in the endeavour for a stable financial system. Of course, it does not serve
its purpose without a cost – deposit guarantee does result in a moral hazard on
the end of both banks and depositors. While abolishing deposit guarantee, as has
been proposed a number of times (especially in the US), would certainly avoid
this moral hazard, history has shown that the negative impacts of inadequate depositor protection and low confidence far outweigh the side-effects of deposit
guarantee. Of course, the tool of deposit guarantee is by no means a panacea that
can single-handedly prevent or mitigate systemic crises. Furthermore, flaws in a
scheme’s design may, in the absence of in-depth examination and objective discourse, go undetected in times of normalcy but undermine confidence and financial stability in times of crisis.
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In essence, a deposit guarantee mechanism can play a stabilising role through its
mere existence without ever disbursing funds to a single depositor – its credibility
and the confidence vested in the scheme suffice. However, a framework that fails
to protect depositors – even in just a single instance – may permanently lose the
confidence of the public and become a threat to financial stability.
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«Deposit insurance reform certainly is crucial. I have often said that deposit
insurance is like a nuclear power plant; when it works right it’s a great thing
and when it breaks down it can be very dangerous»
– L. William Seidman
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