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Financial podcasts have been featuring ominous headlines lately along the lines of “Your
Bank Can Legally Seize Your Money” and “Banks Can STEAL Your Money?! Here’s How!” The
reference is to “bail-ins:” the provision under the 2010 Dodd-Frank Act allowing Systemically
Important Financial Institutions (SIFls, basically the biggest banks) to bail in or expropriate
their creditors’ money in the event of insolvency. The problem is that depositors are classed
as “creditors.” So how big is the risk to your deposit account?

Part | of this two part article will review the bail-in issue.
Part Il will look at the derivatives risk that could trigger the next global financial crisis.
From Bailouts to Bail-Ins

The Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 states in its
preamble that it will “protect the American taxpayer by ending bailouts.” But it does this
under Title Il by imposing the losses of insolvent financial companies on their common and
preferred stockholders, debtholders, and other unsecured creditors, through an “orderly
resolution” plan known as a “bail-in.”

The point of an orderly resolution under the Act is not to make depositors and other
creditors whole. It is to prevent a systemwide disorderly resolution of the sort that followed
the Lehman Brothers bankruptcy in 2008. Under the old liquidation rules, an insolvent bank
was actually “liquidated”—its assets were sold off to repay depositors and creditors.

In an “orderly resolution,” the accounts of depositors and other creditors are emptied to
keep the insolvent bank in business. And even if you are getting only a few cents a month
on your deposits, you are a creditor of the bank. As explained in a December 2016 article in
the University of Chicago Law Review titled “Safe Banking: Finance and Democracy:”
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A general deposit is a loan made to a bank. This means that the bank is the general
depositor’s debtor, but that the bank has legal title to the funds deposited; these funds
may be commingled with the bank’s other funds. All the general depositor has is a
general, unsecured claim against the bank .... [T]he bank is free to use the deposit as it
sees fit. [Emphasis added.]

Fortunately, bail-ins do not apply to deposits under $250,000, which are protected by FDIC
insurance. That is true in theory, but as of September 2021, the FDIC had only $122

billion in its insurance fund, enough to cover just 1.27% percent of the $9.6 trillion in
deposits that it insures. The FDIC also has a credit line with the Treasury for up to $100
billion, but that still brings the total to just over 2% of insured deposits.

If just one or a few banks become insolvent, the FDIC fund should be sufficient to cover the
insured deposits (those under $250K). But under the 2005 Bankruptcy Act, derivatives
creditors (which are considered “secured”) are first in line to recover the assets of a
bankrupt bank; and the Dodd-Frank Act followed that practice. So if a bank with major
derivatives risk collapses, there might be no bank assets left for the non-insured creditors;
and a series of major derivative cross-defaults could wipe out the whole FDIC kitty as well.

As of May 2022, according to the most recent data from the Bank for International
Settlements (BIS), the total notional amounts outstanding for contracts in the derivatives
market was an estimated $600 trillion; and the total is often estimated at over $1
quadrillion. No one knows for sure, because many derivatives are “over the counter” (not
traded on an exchange). In any case it is a bubble of ominous size, and pundits warn it
is about to pop. Topping the list of U.S. derivatives banks are J.P. Morgan Chase ($54.3
trillion), Goldman Sachs ($51 trillion), Citibank ($46 trillion), Bank of America ($21.6 trillion),
and Wells Fargo ($12.2 trillion). A full list is here.

The FDIC and Disclosure

On Nov. 9, 2022, the FDIC held a 3.5 hour webcast discussing the bail-in process among
other topics. In a clip raising alarm bells in the alternative media, Donald Kohn, former vice
chairman, Board of Governors of the Federal Reserve System, said, “...it's important that
people understand they can be bailed in. But you don’t want a huge run on the institution.
But they’re going to be...”

Richard J. Herring, co-director of The Wharton Financial Institutions Center said, “l would
think your strategy ought to be to disclose as much as possible to people who professionally
need to know about it ...”

Gary Cohn, former director of the National Economic Council, said, “I almost think you'd
scare the public if you put this out — like, ‘Why are they telling me this? Should | be
concerned about my bank?’ ... I think you’ve got to think of the unintended consequences of
taking a public that has more full faith and confidence in the banking system than maybe
people in this room do ...we want them to have full faith and confidence in the banking
system. They know the FDIC insurance is there, they know it works, they put their money in,
they get their money out...”

This was followed by some laughter, which critics have interpreted as a cynical agency
warning the wealthy while leaving the smaller investors to eat the losses, similar to the
phone calls to the favored few before the 1929 stock market crash. But the clips have to be
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taken in context. Here is that whole section (taken from the video transcript beginning at 1
hr. 15 min):

SUSAN BAKER (Division of Complex Institution Supervision and Resolution): ... So what
we want to think about today is, “What should we be transparent about now that would
help improve confidence in the event that we're called to use our Title Il authorities?”...

RICHARD J. HERRING (Co-Director, The Wharton Financial Institutions Center and
Professor of Finance, The Wharton School, University of Pennsylvania): | would think
your strategy ought to be to disclose as much as possible to people who professionally
need to know about it, and that would certainly include the ratings agencies and the
people within the banks who are responsible for these judgments, and simply have
publicly available a place where people can go if they need to know more; because
we're dealing with a society where people are getting their information in tweets.
There's just no patience | think for going through the elaborate and careful planning
that has gone on. It should be accessible when people need to know but | don’t think
you have much hope of reaching a public that doesn’t have a professional need to
know.

MEG E. TAHYAR (Partner and Co-head of Financial Institutions, Davis Polk LLP): ... | do
think there’s more that could be put out in the public ... in a way that isn’t scary to
folks. I mean ... There’s a timing question, right? We're at a delicate moment now, so if
it goes out tomorrow it might have a different impact than if ... it goes out as we're
moving out of the recession. But I'm very big on transparency. | think transparency
leads to accountability.

DONALD KOHN (Former Vice Chairman, Board of Governors of the Federal Reserve
System and Senior Fellow, Economic Studies Program, Brookings Institution): ... It's a
little bit conflicted, right? | mean it's important that people understand they can be
bailed in, but you don’t want a huge run on the institution. But ... they're going to be ....

MICHAEL J. HSU (Acting Comptroller of the Currency): ... | think we have to sit down and
talk to long-term debt investors and make sure that they as a stakeholder group fully
understand. Bank debt today is not what it was before. It is not principal protected, by
design.

The FDIC staff were engaged in the delicate act of balancing the need to inform the public
against the risk that the disclosure itself could trigger a systemic collapse due to widespread
bank runs. The “need to know” stakeholders were the long-term investors with more than
$250,000 in the bank, whose funds would be at risk. But smaller depositors, who would be
protected by FDIC insurance, might panic from mischaracterized tweets and precipitate the
very run the FDIC staff were trying to avoid. To their credit, they were trying to be
transparent and accountable; it does seem the public should know what risks are hidden in
the economy. The first step to solving the problem is understanding what is going on.

Bank Runs and Systemic Risk

Not just the speculative investments of the SIFIs but bank runs themselves are systemic
risks. Nationwide bank runs were the sort of “disorderly resolution” seen in the Great
Depression of the 1930s.
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In 1913, the Federal Reserve became the settlement agent for private banks, and
settlement funds for clearing transactions were held in gold. The Fed was required to hold
gold reserves valued at 40% of the Federal Reserve Notes (paper dollars) it issued, and to
redeem withdrawals in gold at a fixed price. The reserves were sufficient to backstop
withdrawals in normal times, but the years following the 1929 stock market crash were not
normal times. Domestic and foreign depositors rushed to withdraw their gold; the banks ran
out; and they had to close their doors.

In 1933, Pres. Franklin D. Roosevelt declared a national bank holiday; and when the banks
reopened, domestic deposits were no longer backed by gold. They were backed only by the
“full faith and credit of the United States.” But that is actually quite solid backing, something
neither gold nor cryptocurrencies can claim to have. You can’t pay your electric bill or your
credit card bill with gold or cryptocurrency. People are willing to accept dollars in payment
because they know vendors will take them, and so will the IRS.

After 1933, the funds held at the Fed for settling transactions became simply data entries
called “reserves,” which were created by the Fed and held by the banks in Fed accounts.
Most of the circulating money supply is now created by private banks by writing loans as
deposits into the accounts of their borrowers. But banks cannot create the reserves needed
to clear withdrawals through the central bank. Those reserves must be acquired from the
Fed, either directly or from another financial institution that has acquired them. Besides the
bank’s own incoming deposits, options include borrowing from other banks in the fed funds
market, the Fed discount window, or the repo market. Until recently, depository banks could
borrow from each other or the Fed at 0.25%. That rate has now gone up to 4.5-4.75%. The
only cheap, readily available source of liquidity left to a bank today is its own pool of
incoming deposits, from paychecks, credit card payments, mortgage payments and the like.

Traditionally, banks had to hold only about 10% of their deposits in reserve. That
percentage was considered sufficient to cover transfers and withdrawals because most
people left their money in the bank, and withdrawals were largely netted against incoming
deposits. In March 2020, the Fed removed the reserve requirement altogether; but banks
still need to hold enough reserves to meet withdrawals. With a reserve of only the standard
10%, however, they will not have enough liquidity (readily accessible funds) to meet a
nationwide bank run of the sort seen in the early 1930s.

The FDIC is therefore right to be concerned about warnings that can be misinterpreted.
Distrust of big banks is rampant today, but collapsing them suddenly through a “disorderly”
nationwide bank run would be as catastrophic as it was in the 1930s. Before the FDIC was
founded through the Banking Act of 1935, depositors routinely lost their money when their
banks went bankrupt. But we don’t want to lose our deposits to a bail-in either. Better would
be for the regulators to unwind the speculative SIFl bets in a “soft landing” if possible. More
on that in Part Il of this article.

Meanwhile, the banks clearly need our deposits, and today they are scrambling to compete
for deposits and reserves. According to a Feb. 7 article on Wall Street on Parade, Goldman
Sachs is now offering an interest rate on its savings accounts that is 350 times the interest
rate being offered by JPMorgan Chase and Bank of America. Why isn’t stated, but both of
those major competitors have already amassed huge deposit bases. When the Global
Financial Crisis hit in 2008, Goldman was an investment bank like Lehman Brothers,
which barely escaped Lehman'’s fate by becoming a bank holding company. This allowed it
to acquire deposits and gave it access to the Fed’s discount window, but it obviously came
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in late to the deposit-collecting game.
How, Then, to Protect Your Deposits?

One popular alternative is to move your money to a credit union. With respect to deposit
insurance, according to the FDIC, credit unions are no safer than banks, but they are also no
less safe. Whether the institution is insured by the FDIC or by the National Credit Union
Share Insurance Fund (NCUSIF), your deposits are guaranteed up to the $250,000 limit per
depositor. More to the point here, credit unions and other small local banks are not subject
to bail-ins.

Some commentators recommend moving your money out of the banking system altogether
- into cash, cryptocurrencies or precious metals. Having enough cash on hand to cover
perhaps three months’ worth of expenses in a crisis is certainly a good idea. But many
people don’t have even that much in savings, and people with large sums in the bank
probably won’t be able to withdraw them all at once. Changing banks is also a slow and
cumbersome process. Many people won’t do it or will be caught unaware when the next
crisis hits.

In theory, the Federal Reserve could step in as lender of last resort to save the creditors and
depositors if necessary, calling on the same emergency powers it exercised for the SIFls in
2008-09. It could provide cheap liquidity for the banks in the form of quantitative easing,
alleviating the need to bail in depositor funds. The Fed is not required to act - it is
“independent” - but that means it does not need authorization from Congress, and it does
not need taxpayer funds. It can create its own reserves.

The question is whether the Fed would see depositors as “systemically important,” but the
rush to compete for deposits shows that they are. Arguably deposits are the people’s
weapons of mass destruction: pull them and the banks go down. The banks need our
deposits; and we need the sort of self-sustaining financial system in which money, credit
and banks are treated as public utilities, accessible by and accountable to the people whose
full faith and credit backs them.

Part Il of this article will look at the systemic risks currently facing the banking system, and
at how it could be reengineered to deal with those risks and restore the trust of the people
sustaining it.
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