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Abstract

We make the case that the responsibility for appointing board members in Deposit Guarantee Schemes (DGS) for commercial
banks should be entrusted to the industry. In doing so, we challenge the position adopted by the International Monetary Fund,
which has proposed public DGSs as the best practice. We lay out the comparative advantages of private over public DGS
administration, and contend that the role of the government should in principle be limited to regulating DGSs specifically
and financial markets in general. We conclude that the current worldwide trend towards greater involvement of government
in financial regulation should not be extended to the administration of DGSs.
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Introduction

Almost every country now has an entity responsible for pro-
viding explicit deposit insurance.! The basic role of these
entities is to discourage contagious bank runs by insuring the
savings of ordinary depositors, thus avoiding panics. Fur-
thermore, in many jurisdictions deposit insurers carry out
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banking supervision and oversight, and sometimes perform
delegated public policy functions. Because of that, it is now
standard to speak of “deposit insurance schemes” (DIS) or
“deposit guaranty schemes” (or DGSs), rather than simply
of “deposit insurers”. In this paper, we employ the broadest
of the terminologies, DGS, and in using it we are referring
specifically to DGSs focused on commercial banks.

Most international organizations with a say on best prac-
tices in financial regulation are neutral on whether DGSs
should be run by the government, the industry, or by a hybrid
system. Such is the case of the International Association of
Deposit Insurers (IADI), the Bank of International Settle-
ments (BIS), the European Union, Association of Supervi-
sors of Banks of the Americas (ASBA), the European Forum
of Deposit Insurers (EFDI) and the Financial Stability Board
(FSB). However, the International Monetary Fund (IMF)
has taken the lead in proposing public administration as the
form of best practice.

Specifically, the IMF position is that, while bank repre-
sentatives should not be on the board, neither should govern-
ment officials [1]. Thus, the IMF has prescribed for DGSs
worldwide the model of independent agencies where, to bor-
row from a famous quote, management is “neither directly
elected by the people, nor directly managed by elected

! According to the International Association of Deposit Insurers—
IADI—on April 2020, 143 countries had established deposit insur-
ance schemes, while 13 others were in the process of establishing

one.
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officials” [2, 3],% As is plain to see, this is also the model
that distinctively characterizes several American independ-
ent agencies, and the Federal Deposit Insurance Committee
(FDIC) in particular. In large part because of the influence
of IMF-supported reform programs, public administration
along these lines is now increasingly the dominant trait
internationally [4].

The IMF endorsement of public administration, which
has been in place for over twenty years, remains unchal-
lenged so far. This is puzzling. The initial wave of creation
of DGSs in larger economies in the post-WWII era was a
mix of private and public models, with no evidence that
the latter performed better than the former. Quite on the
contrary, the economic literature on the topic, albeit scant,
points out to a positive correlation between private admin-
istration and financial stability. Moreover, there are several
anecdotes and case studies about the performance of DGSs
in different countries during the 2008 crisis showing a num-
ber of success stories of privately managed DGSs. One is
therefore left with the impression that the IMF’s push for
public administration of DGSs, both before and after the
2008 crisis, is grounded more on preference than on a metic-
ulous consideration of the available institutional alternatives.

We develop the argument that private administration
should in principle be regarded as superior to public. The
simplicity of this statement hides its complexity. In particu-
lar, the distinction between public and private administration
should not conceal the existence of intermediary structures
that borrow from each polar model. For instance, a DGS can
be incorporated as a private entity but the government might
have powers to appoint some or part of its officers or direc-
tors. This is common, and has led to situations where there
is a parity of forces between the industry and the govern-
ment within the DGS’ governance. To illustrate, in a 2017
IADI Survey discussed later in this article,? Lebanon’s Insti-
tut National de Garantie des Depots and Peru’s Fondo de
Seguro de Depdsitos identify their administration as neither
public nor private, but as “shared” instead.

Variations of this kind explain why the IADI breaks
down DGSs not into public and private, but into a more
nuanced taxonomy (namely, “government legislated and
administered”, “government legislated and privately admin-
istered”, “privately established and administered”, “central
bank administrated” or “other”). The problem is that even
this richer taxonomy falls short of eliminating ambiguities.
For instance, in that same 2017 IADI Survey, the Deposit
Insurance Corporation of Japan (DICJ) self-identified as
“other”—despite informing in its website that its high-
level management is entirely government appointed. At

2 See [2]. See also [3].
3 See item [3], infra.
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the same time, the United Kingdom’s Financial Services
Compensation Scheme (FSCS) self-identified as “govern-
ment legislated and privately administered”, despite being
an independent agency with management appointed by the
regulator.*

Thus, what we are advocating here has to be refined. We
are not arguing that DGSs should be “purely” private, in the
sense of being altogether freed from regulation or from any
other form of government interference. Our point is more
narrow, but hopefully more relevant, and boils down to the
contention that the management of DGSs should preferably
be appointed by the industry while being subjected to gov-
ernment regulation. When we talk about private DGS, this
is what we mean. We also acknowledge that local consid-
erations can tilt the balance in favor of different kinds of
management structures, as is proper to any conception of
best-practices like the one devised herein. Accordingly, this
article can also be read as a call for the IMF and other multi-
lateral institutions to reassess their best-practices guidelines,
which we deem misguided with respect to the specific ques-
tion of appointment of managers in DGSs. We start with
a literature review and then move to detailing the case for
private administration of DGSs.

Literature review
International regulators and standard setters

The governance of DGS is typically addressed from two
complementary perspectives: that of the financial directives
imposed by regulators, and that of the market discipline
from depositors and borrowers. The study of the internal
governance of DGS receives considerably less attention. As
remarked by Djurdjica Ognjenovic, one of the few authors
to devote a full book to the study of DGSs, “the available
published literature on deposit insurance doesn’t research the
topic of institutional arrangements in respect of recommen-
dations” [6]. Indeed, the most we find is a recommendation
of a general nature such as for example those prescribing that
governing body members, senior officers, and employees
be subject to rules that minimize conflicts of interest and
unethical behavior [7].

The IADI best-practices recommendations are represent-
ative of the generality with which questions of corporate
structures tend to be assessed. For instance, a 2009 report
recommended that the DGSs hold “(1) a higher authority
from which the deposit insurer receives its mandate or other
authority (e.g., legislature, ministry or treasury department,
industry association) and to which it is accountable; (2) the

4 Financial Services and Markets Act 2000, c. 8, § 212 (U.K).
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presence of a governing body (e.g., board of directors or
supervisory board); and (3) a management team” [7].° The
same report then proceeds with the observation that “irre-
spective of the deposit insurer’s structure and whether it is
administered publicly or privately, the mandate and respon-
sibilities of a deposit insurance system should be clearly
defined” [7].° These guidelines suggest that for the IADI
private administration is no less acceptable than public.

Most other multilateral institutions share the same stance.
For example, in 2011 the FSB launched a series of peer
reviews of deposit insurance systems within its member
jurisdictions—which are, roughly, developed countries and
members of the G20. In these reviews, just like in other FSB
publications, one searches in vain for directives on manage-
ment structures. The closest we get is when, in dealing with
privately administered DGS that have an expanded mandate,
there is a discussion about challenges for information shar-
ing and cooperation with bank supervisors and resolution
authorities [8]. But this difficulty is never presented as an
impediment for private administration. Indeed, in the FSB
peer reviews, we learn a great deal about the operation of
different national DGSs, including how they were tested dur-
ing the events that followed the 2008 crisis and how they
were reformed in its aftermath [9],” but we find no hint of
public superiority [10].

The Bank of International Settlements (BIS) follows a
similar path. Through the Basle Committee on Banking
Supervision, the BIS specifically discussed the problem of
information sharing between private DGSs and public super-
visors, never to frame it as posing an insurmountable chal-
lenge [11]. On the contrary, its influential Core Principles
for Effective Deposit Insurance Systems, published in coop-
eration with IADI, expressly recognizes, and in three differ-
ent passages, the possibility of private administration—and
again, with no sign of disfavor [12].5

That same approach is shared by the Association of
Supervisors of Banks of the Americas (ASBA) [13]° and the
European Forum of Deposit Insurers (EFDI). Finally, and of
great importance, the European Union has a recent Directive
determining that both kinds of DGS administration can be
considered a “designated authority” [14].'° Thus, With the
exception of the IMF, the message of supra-national regu-
lators is that DGS governance is important and should be
carefully structured to minimize conflicts and undermine

5 [7]até.

® [7]at7.

7 For a discussion of reforms undertaken in response to the 2008 cri-
sis, see e.g., [9].

8 See[12].

9 See, e.g., [13].

10 See [14].

perverse incentives, but with no formal endorsement of a
specific corporate model.

The international monetary fund

In a publication of 1999 titled “Deposit Insurance: A Survey
of Actual and Best Practices,” the IMF explicitly endorsed
public DGS administration along the lines of the American
FDIC. The report proposed that the chairman and the major-
ity of the DGS board should have “no current ties to the
banking industry” so “bankers should not be on the board”
[15]. Besides that, the endorsed type of public administra-
tion would be one where “government members should not
dominate the board by constituting the majority of its mem-
bers or by holding the position of chairman” [15].

The justification offered by the IMF is brief. As argued, a
departure from the prescribed best practice of public admin-
istration through independent agencies would be prone to
“political interference and lack of accountability” [15].!!
The grounds for such malaise, the report suggests, would
be found in the problem of “political capture” [15].!% Yet,
how capture plays out in DGSs is only addressed in passing
[15]."® Furthermore, not a word is said about the tradeoffs
or possible disadvantages of public administration, or about
the overall successful experiences of private DGSs in places
such as Germany, France, Switzerland and Brazil. The IMF
support to public administration of DGS also lacks a discus-
sion about the challenges for replicating the FDIC model in
less developed countries, which are many [16-20].

The 1999 IMF report does cross-reference some previous
publications that elaborate on the mode of DGS administra-
tion, but in them not much is said in support of the inde-
pendent-agency model. For instance, a pioneer 1995 IMF
survey on deposit insurance worldwide explained that pri-
vately administered DGSs “puts part of the burden of bank
failures on banks themselves and, therefore, forces them to
regulate, supervise, and examine themselves” [21]."* To be
sure, there are other IMF publications emphasizing general
advantages of independent agencies, but their applicability
to the discussions at hand is limited in that they do not focus
specifically on deposit insurance [22-24].1

isyo.

2 [15]7.

B 1517

14 [21] The report adds the caveat that a privately administered DGS
“would require government assistance if the resolution cost was so
high as to affect the entire system” so “it could simply some form of
implicit guarantee”. This observation however does not necessarily
imply a disadvantage of private administration.

15 See [22-24].
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Other policy analysts

The support for the independent-agency model hardly finds
any backing in the academic literature. This was true in
1999 when the IMF report was produced, and (with few
exceptions we address below) remains true today. A notice-
able defense of private DGSs has been articulated over
the years by Asli Demirgii¢c-Kunt, who currently serves as
Chief Economist of the Europe and Central Asia Region of
the World Bank: her 2002 article with Enrica Detragiache
concluded that the adverse impact of deposit insurance in
bank stability tends to be stronger when the DGS is run by
the government rather than by the private sector [25]; and
her 2004 article with Harry Huizinga showed cross-country
evidence that joint or private administration of DGSs tends
to improve market discipline [26].

Subsequently, Demirgiic-Kunt’ 2008 book coauthored
with Edward Kane and Luc Laeven concluded that pub-
lic—private partnerships establish checks and balances that
improve management [27]. Later, in 2014, Demirgii¢c-Kunt,
Kane and Laeven conducted a comprehensive reassessment
of deposit insurance after the 2008 crisis in the update of the
World Bank Deposit Insurance Database [28]. They docu-
mented some risks concerning the operation of DGS, espe-
cially the fact that “coverage of deposit insurance remains
above pre-crisis levels, raising concerns about implicit
coverage and moral hazard going forward”, but there is no
explicit or suggested change of heart concerning private
administration superiority.

Earlier academic works had also defended private admin-
istration of DGSs. In the 1980s, Charles Calomiris had
argued that the American FDIC allows for more moral haz-
ard and less interbank discipline in the United States than
the states-based, private DGSs that preceded it [29, 30].
A similar point was made by Bert Ely, who also defended
the possibility of instilling competition between different
deposit insurers to foster efficiency [31]. Later, Thorsten
Beck published a World Bank paper analyzing the German
experience with private DGSs and concluded that privately
managed and funded deposit insurance schemes can improve
banking sector stability and serve as the first line of defense
to ensure financial stability when equipped with the right
incentive structure and a certain degree of supervisory and
regulatory power [32]. More recently, Hogan and Johnson
have argued that the benefit of fewer bank runs provided
by public administration of DGSs is far outweighed by the
ensuing cost of moral hazard [33].

Naturally, there is also a well-established literature pro-
posing a central role for independent agencies within finan-
cial regulation. The cornerstone of this literature is that
independent government agencies a la americana uniquely
permit the recruitment of technical experts while insulating
them from the electoral pressures that affect politicians and

¥

the pursuit of short-term profit by the regulated industry
[34-36]. The adoption of independent agencies is also justi-
fied as granting policy stability [37, 38],'® which is some-
times deemed to be the natural upshot of technical expertise
[39, 40]. This literature is however largely US-centered—
probably because, as noted by Stavros Gadinis, independ-
ent agencies have long been “the dominant paradigm in the
U.S. financial regulatory apparatus” [41].!7 Conversely, the
embracement of independent agencies outside of the United
States is a much more recent phenomenon [22].'8

Moreover, there is literature supporting the endorsement
of public administration, as some policy analysts claim that
that private deposit insurers: would not be aligned with pub-
lic policy goals and would not be well equipped to recover
losses [42]; are less able to adequately perform a resolu-
tion role because they lack the proper authority and would
have problems defining resolution methods [43]; or would
also face problems in cooperating with authorities and cause
regulatory pro-cyclicality [44]. Concerns of that sort seem
to motivate and are sometimes explicitly invoked by national
public DGSs [45] YBut viewed as a whole, the existing lit-
erature suggests that there is more support for public DGS
administration than justifications for it.

Flaws in the case against private
administration

The rejection of private administration is comprised of a
variety of arguments spread out in the literature that can
be summarized in six propositions. Accordingly, private
administration (a) reduces the credibility of DGSs, (b) is
only compatible with DGSs that have a narrow mandate, (c)
harms cooperation with regulators, (d) slows implementa-
tion of solutions, (e) facilitates capture by the industry, and
(f) reduces DGSs’ access to information held by regulators.
This section lays out the flaws in each of these contentions.

Damaged credibility of the guarantee

A common critique is that private administration reduces the
credibility of the guarantee. Given the government’s abil-
ity to tax and print money, the logic goes, the credibility
of banking insurance rises as governmental involvement
with DGS increases. A reduction of government involve-
ment therefore harms the DGS’s ability to credibly signal its

16 [37] highlight the concern with stability during the creation of the
Federal Reserve and the Federal Trade Commission; [38].

17 For an overview, see [41].
18 See Marc Quintyn et al. [22].
19 See e.g. [45].
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capacity to cover losses ensuing from bank failures. As put
by John Armour and his co-authors, “depositors will need
to be confident that the insurance scheme will be able to
meet demands for payments when they arise [...] but faced
with the simultaneous failure of many banks in a financial
crisis, it may be impossible for a private or mutual scheme
organized by banks themselves to be able to meet all the
claims on its funds [so] concerns about the consequences of
bank failures will remain” [46]. For Bradley and Craig “it is
doubtful that depositors would continue to have confidence
in a depleted or weakened insurance fund unless the U.S.
Treasury stood behind the deposit guarantee” [42].2° A simi-
lar rationale can be extracted by an IMF staff paper regarding
a framework for financial stability, in the sense that a DGS
should have “close relations with the lender of last resort
and the supervisor” and in a systemic crisis should “obtain
government backing” [47].

The issue of credibility can be broken down into two
separate concerns. On the one hand, there is fear that the
industry will push for suboptimal levels of fund capitaliza-
tion through low levels of contributions. As put by Bradley
and Craig, the question is “whether enough capital is avail-
able to underwrite private deposit systems.” In practice, this
concern tends to be overblown because it can be quite easily
curbed with legislation. The existence of a DGS, however
administered, should not by itself justify the leniency much
less the elimination of other regulatory bodies that continu-
ously monitor not only the banks but also the DGS itself
[48].2! Private management of the DGS does not prevent
the government from legislating the amount, percentage and
conditions for contributions by the industry. As such, regu-
lation can set a target fund that can also be calibrated with
existing risk models.

Also, the existence of public administration does not
by itself guarantee that funding will be adequate. Even the
American FDIC has faced situations where its net worth
became negative: in the early 1990s decade, during the so-
called Savings & Loans Crisis, as well as more recently dur-
ing the subprime crisis of 2007-08, because its target level
had been set too low [49]. To be fair, the FDIC was not
the only DGS to go under water. An IADI survey showed
that by the end of 2009 four other DGSs reported deficits in
their balance sheets: the Korea Deposit Insurance Corpo-
ration, the Japanese DICJ, the Taiwan Banking Financial
Deposit Insurance Fund, and the United Kingdom FSCS
[50]. Noticeably, all of these DGSs were public adminis-
tered. As explained by Admati and Hellwig, the FDIC went
short of funds when default rates became unexpectedly high

20 Bradley and Craig [42] at 29-30.

2l See [48], on how additional prudential regulation tools can help
solve the problem of risk shifting related to deposit insurance.

because it calibrated funding based on average default rates
[51]. This is not a wrong approach per se—deposit insurers
should not be expected to deal with systemic crises, as the
cost of accumulating sufficient resources would probably
exceed the potential benefits [52]. The point, however, is that
insufficiencies of funds occur regardless of whether a DGS
is managed publicly or privately.

An examination of the available data shows that target
funding normally ranges between 1-5 per cent of existing
demand deposits, and this can be insufficient to face a cri-
sis of big magnitude [53]. The bottom line is that, to be
able to ensure depositors that their funds are protected dur-
ing systemic events, deposit insurers—whether publicly or
privately managed—must have adequate backstop funding
mechanisms.

The main question, therefore, is not whether a private
DGS will be better able to set the optimal fund’s reserves:
the government can easily fix this problem through regula-
tion (which we do not oppose), and in any case a public
administration is no antidote against poorly set reserve lev-
els. The main question has to do with whether the private
DGS can access emergency funding. And here, again, private
administration does not necessarily create an impairment.

Some places such as Hong Kong have legislated standby
funding that DGSs can tap into as needed [53]. Having an
emergency funding arrangement in place is in fact a best
practice prescribed by the IADI [54], as requesting addi-
tional contributions from the industry in the middle of a
crisis may backfire [55]. Alternatively, some countries des-
ignate extra funding on an ad hoc basic, as was pervasive
during the 2007-08 crisis [56].2% For example, to raise addi-
tional funds the FDIC imposed a special one-time deposit
insurance assessment of 5 basis points payable in September
of 2009, and the Korea Deposit Insurance Corporation raised
the premium rate by 5 basis points. While these two were
public DGS, the broader point is that neither the establish-
ment of an emergency funding arrangement, nor the imple-
mentation of ad hoc solutions, are impaired by the DGS
management being private.

It is true that in many countries it may be more challeng-
ing to set up a public backstop funding line to a privately
managed DGS, and these need to be overcome for a private
DGS to work properly. There are a few measures that may be
adopted to that end. The first one is to recognize—preferably
in the legislation—that, although privately managed, a DGS
exercises a public function and protects a public good—
financial stability. The second one is to have proper regula-
tion and oversight over the DGS—ideally, rules must be in
place to ensure that the managers of the private DGS pass
a fit-and-proper test, to ensure that contributions collected

22 [56] at 42-43.
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from banks are set at adequate levels to ensure the DGS
achieves its target-fund ratio within a reasonable period,
and to ensure that the DGS has adequate policies to collect
information from member institutions and be prepared to
effectively payout depositors when needed. And the third
measure is to have the backstop funding line specified in
the legislation, with provisions ensuring that Treasury has
adequate rights to collateral to guarantee the repayment of
the amounts lent to the DGS, and possibly the right of a
more intrusive oversight in the DGS for as long as amounts
are outstanding.

It is important to understand that a DGS is in a very
peculiar position when it borrows, because it is funded by
contributions of the whole industry. In that sense, no mat-
ter how severe the crisis and how many banks are affected,
it is reasonable to expect that when the crisis is over some
financial institutions will be in business (surviving or newly
incorporated ones). So, given a sufficiently long horizon, any
deposit insurer—be it privately or publicly managed—will
be able to resume the collection of contributions and repay
whatever amounts it had to borrow.

Finally, there is the political concern: it may be argued
that a backstop funding line to a private DGS may be per-
ceived by the population as using taxpayer money to “bail-
out the bankers”. This, however, is a matter of framing that
can be addressed with proper communication. The message
can as well be framed as using the taxpayers’ funds to pro-
tect depositors (rather than bankers) in a manner which is
much less risky than the usual bail-out approach, as they
will be repaid by the industry as a whole and not by a single
institution.

In view of the foregoing, while we recognize that estab-
lishing a public backstop funding line may present a few
challenges, these are not unsurmountable and may be
addressed or at least significantly mitigated. As a final word,
it is important to highlight that setting up backstop funding
lines to public deposit insurers is also no easy task, often
requiring significant adaptations in the budget legislation.

Incompatibility with broad mandates

Another objection leveled against private administration is
that it is only compatible with DGSs that operate with clas-
sic “paybox” mandates. To see why, consider that in recent
times many DGSs have expanded their mandates to incorpo-
rate additional tasks such as the provision of financial sup-
port in resolution (“paybox plus”), and devising and imple-
menting loss and risk minimization strategies. As argued for
example by Dijmarescu [44]** and Kerlin [43],* a number

2 Dijmarescu [44].

24 Kerlin [43].

¥

of circumstances would prevent a privately managed DGS
from developing these politically and technically challenging
activities. Chiefly among them would be difficulties in coop-
erating with the government, the lack of proper information
for acting adequately, and absence of legal authority.

As it turns out, these concerns do not seem to play out
like that. Data available in a IADI 2017 survey shows that
privately administered DGSs currently fulfill every type
of mandate, from narrower to broader [5].% In fact, more
than half of the existing privately administered DGSs have
broad mandates, that is, mandates that contain responsi-
bilities beyond a simple paybox. There are also four pri-
vately administered DGSs that act as loss minimizers which
is a particularly broad kind of mandate, namely France’s
Fonds de Garantie des Dépots et de Résolution (FGDR),
Italy’s Fondo Interbancario di Tutela dei Depositi (FITD)
[571,% Germany’s Compensation Scheme of German Banks
| Entschidigungseinrichtung deutscher Banken GmbH
(EdB)?” and Uruguay’s Corporacién de Proteccion del
Ahorro Bancario—COPAB.

Moreover, Germany’s Deposit Protection Fund of Ger-
man Banks—Association of German Banks possesses the
broadest mandate of all, that of risk minimizer, which
includes resolution and oversight powers [32].?% As can be
seen, there is no correlation between the extent of the legal
mandate and the management structure. On the contrary,
what we find is a similar distribution between different kinds
of mandates within the large group of public DGSs and the
smaller one of private DGSs.

To be fair, the situation of the German Deposit Protec-
tion Fund of German Banks—Association of German Banks
poses a challenge to other countries in terms of it being
replicable. Indeed, it is reasonable to assume that in many
jurisdictions the powers to, for example, liquidate a bank,
may be deemed as inuring only to public servants. Yet, even
where this is the case, nothing prevents the government from
retaining risk minimization powers and ascribing, if needed,
other powers to DGSs.

We recognize that there are significant challenges in giv-
ing very broad mandates to privately managed DGS. A pri-
vately managed DGS can efficiently execute the decisions
taken by the resolution authority—often more efficiently
than publicly managed ones. However, resolution deci-
sions—which tool to apply, how to mitigate the potential
impacts on financial stability and on the real economy,
etc.—must take into account the perspectives of and policy

2 See [5).
26 See [57].

27 The EdB self-assess its functions as being a mixed of paybox plus
and loss minimizer.

2 Beck [32].
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decisions of the whole country, and it can be argued that
they should be taken by the State apparatus. This, however,
is no obstacle for having privately managed DGS operat-
ing with paybox plus mandates, contributing to resolution
in accordance to the directions and regulations issued by a
public authority, with significant advantages over publicly
managed ones.

Harmed cooperation with regulators

Staving off a financial crisis typically requires coordinated
actions of DGSs and other regulators and governmental bod-
ies. Critics fear that the substitution of public servants by
private individuals within DGSs could create frictions in the
decision-making and implementation. The problem is this
view offers too blurry a view of intra-government coordi-
nation. The reality is that many governments continuously
face the problem of internal strife and bureaucratic combat.

Commenting on the American financial regulatory sys-
tem, Timothy Geithner famously attributed failures in the
response to the 2007-08 crisis to “regulatory balkanization”
[58]. In his words, the US regulatory system had become
“riddled with gaps and turf battles [...] and nobody was
accountable for the stability of the entire system”. A note-
worthy chapter of such battles took place during the collapse
of Washington Mutual when the FDIC, then presided over
by Sheila Bair, and the NY-FED under Geithner, concern-
ing the extent of the bailout to WaMu’s senior debt holders
[58-60].%

In Europe, problems of intra-government coordination
seem to have been no smaller. In the United Kingdom, the
failure of Northern Rock revealed conflicts between the
Treasury, the Financial Services Authority (FSA) and the
Bank of England, which in the words of Rosa Lastra “did
not function smoothly, promptly or efficiently” [61, 62].> In
particular, “an attempt had been made—it later emerged—
that the Bank of England had been in talks with Lloyds TSB
about possibly buying Northern Rock, but these discussions
had foundered [...] Lloyds had asked for a 30bn (pounds)
support facility, which was rejected by the Bank of Eng-
land.” In fact, Johan Lybeck explains that such transaction
had been supported both by the FSA and the Treasury [60].!

Lybeck also explains that existence of supra-national
regulation at the level of the European Union sometimes
added an additional level of complexity. For instance, the
Franco-Belgian Dexia, which collapsed in 2011, exposed
the “difficulties of the resolution of a transnational bank
in today’s eurozone as well as the additional barriers to an

2 See [58], 96, See also [59]; and [60].
30 161] See also [62].
31 Lybeck [60], at 153.

intelligent solution created by the EU Commission’s compe-
tition commissioner” [60].*? Similar problems are described
in connection with the failure of Fortis in Belgium and Hol-
land in 2008 [60].%

Letdowns on the part of public DGSs of course do not
demonstrate superiority private solutions. One can always
argue that public DGS administration was at all times the
lesser evil in comparison to the greater evil of private
administration. But this is also unwarranted by experience,
as exemplified by numerous cases of successful cooperation
between industry and regulators both during the 2007-08
crisis and beyond. For example, in Denmark the resolution
of banks Roskilde, Fionia e Armagerbanken was imple-
mented on an ad hoc basis through an association of other
Danish banks [60, 63].* In Ireland, non-performing assets
of Anglo Irish Bank, Bank of Ireland and Allied Irish Banks,
were bought by a newly created agency named National
Asset Management Agency where management was shared
between government and the industry [64].

Cooperation requires a legal framework that fosters col-
laboration and goodwill between the parties. None of these
factors are exclusive of a public or private model, and the
examples above show that there are no solid grounds to sup-
port the argument that a private-law DGS would be more
prone to lack of cooperation.

Slow implementation of solutions

As a baseline, it should seem strange to argue that adopt-
ing a private structure slows implementation of solutions.
But central bankers and other financial regulators have over
time accumulated powers that permit them to react quickly
in times of financial panics. Relying on that, critics such as
Dijmarescu [441% and Kerlin [43]°° have argued that private
DGS administration tends to slow implementation of solu-
tions. Part of the problem would be attributable to potential
frictions and miscommunications between private DGSs
and public regulators, but that is not a peculiarity of private
DGSs, as different bodies of the administration are often
criticized for not cooperating with each other. An additional
concern has to do with what William English suggested to be
a natural incentive towards inaction, in what there was a ten-
dency of private administrated DGSs to engage in “ostrich-
like acts of looking away from unpleasant evidence” [65].
Indeed, there are such cases. For instance, in discuss-
ing the debacle of the Icelandic banking system in 2008,

w

2 Lybeck [60], at 196.

3 Lybeck [60], at 205.

4 [63]; Lybeck [60] at 216-24.
Dijmarescu [44].

® Kerlin [43].

w

w
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Baldursson and Portes [66] explain how local banks “gam-
bled for resurrection” [65].%7 But it would be hard to imagine
that the existence of a public DGS would have made much
difference for in 2008 Icelandic banks were too big to fail
and too big to save, and the incentives for the authorities to
put them under resolution were not in place [65].*® Bank
supervisors are often accused of forbearance, or “gambling
for resurrection”, which is one of the reasons why the Finan-
cial Stability Board’s Key Attributes of Effective Resolution
Regimes for Financial Institutions require that the resolution
authority is independent from supervisors and allowed to
make an independent assessment on whether or not a bank
is failing or likely to fail. Without a clear action by the super-
visors or by the resolution authority, there is very little a
DGS can do, regardless of whether it is publicly or privately
managed.

A more reliable test for promptness to act is to investigate
DGSs actions during normal times. Take for instance the
2014 failure of Bulgaria’s KTB Bank. After a bank-run, the
Bulgarian National Bank placed KTB into conservatorship
and declared a deposit freeze. According to Djurdjica Ogn-
jenovic, the compensation of depositors by the Bulgarian
public DGS only commenced more than five months after
the deposits initially became unavailable [6].>° The most
interesting aspect of this case is that the Bulgarian public
DGS felt no need to obey the European Union rules deter-
mining payment in up to 21 days as of the unavailability of
deposits. At the time, both the European Commission and
the European Banking Authority issued recommendations
and ordered the Bulgarian DGS to compensate depositors,
to no avail [6].*°

Had the Bulgarian DGS been a private entity, adaptation
to European rules could have been decided autonomously.
But for a public entity, changing the law required a revi-
sion of banking legislation. Indeed, under the pressure from
Europe, the Bulgarian authorities initiated a revision of its
banking laws with a view to making them EU-compliant.
However, the political crisis caused the Bulgarian Parlia-
ment to be dismissed and the more appropriate laws could
not be enacted. The relevant point here is that for a private
DGS it would have been much harder to simply evade the
EU rules and hide behind doubtful local regulations.

The Brazilian Fundo Garantidor de Créditos (FGC),
which is privately administered, offers good examples of
speedy interventions. A good one can be found in the case
of Bank BTG Pactual. In 2015, the bank’s CEO had been
arrested, prompting a bank run. In less than two days, the

37 Kane [65], ‘How Incentive-Incompatible’, 102.
3 Kane [65], ‘How Incentive-Incompatible’, 102.
3 Ognjenovic [6] at 228-230.
40 Ognjenovic [6] at 228-230.
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Brazilian privately administered DGS structured a package
of liquidity assistance of approximately USD 2 billion that
effectively stopped the run and restored confidence [67].%!
To increase liquidity, the FGC also coordinated with the
Brazilian Central Bank an exemption of reserve require-
ments for funding provided for financial assistance [68].

An additional point is the aforementioned powers
entrusted to public entities to react quickly in times of finan-
cial panics may not always be exercised expediently. For
instance, the English government took more than five years
to establish a “bad bank” structure to absorb risky assets
held by the Royal Bank of Scotland after its failure in 2009
[69]. Similarly, the European Commission took three years
to accept a business plan and then three additional years
to transfer Germany’s Hypo Real’s assets to a “bad bank”
after its failure in 2008 [60].*> These recurrent situations
of regulatory forbearance [70]** happen because regulators
postpone taking action while they wait for a “shadow reso-
lution” [71], to use the expression coined by Enriques and
Hertig. The lesson is that there can be an enormous interval
between the powers set out in the books and their actual use
in concrete cases.

Other case studies could reveal additional dynamics
explaining the agility of privately managed DGSs. Jens-
Hinrich Binder, for example, studied the German experience
and concluded that competition and cooperation between a
privately administered DGS and a public banking supervisor
turned out beneficial for financial stability [72]. The bottom
line, therefore, is there is no reason to assume that private
DGSs are a priori slower than public.

Industry capture

For some, entrusting the industry with powers to appoint
management heightens the prospects of conflict of interests,
leading to regulatory capture [15].** Capture is the process
whereby regulators come to be dominated by the industries’
interests rather than the public interest that they are sup-
posed to protect [73—75].% At ts core, the idea is that regu-
lators eventually take on the objectives of management in
the firms they regulate [76]. If this is so, the reasoning goes,
then it is only natural to surmise that private administration
will harm the public interest.

The theory of regulatory capture as originally conceived
was deemed to apply to regulatory agencies whose board

4 See [67].
2 Lybeck [60] at 183.
4 See [70].

4 IMF [15] at 13.
45

N

See [73, 74]. See also [75]. Preventing Regulatory Capture: Spe-
cial Interest Influence and How to Limit It.
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members were appointed by government—that is, in the ter-
minology we are adopting, to entities where administration
is public. Alas, the success and diffusion of capture theory
evidences that the mere fact that management is appointed
by government does not by itself insulate regulators from
undue influence by the industry. In fact, a recent study even
discussed the problem of lobbying and capture within the US
FDIC [77]. In any case, within time the notion of regulatory
capture started to be framed more broadly so as to designate
simply the regulator’s “state of being, assisted and sustained
by the captive industry” [78]. One could then speak of cap-
ture in public and private regulators alike [79].%¢

A more fundamental point is that the consequences of
capture in the financial sector may be different from else-
where. In banking, capture does not necessarily imply inef-
fectual regulation [80]. It might be in the interest of the
industry to impose tight and costly prudential requirements
to reduce negative spillovers by weaker banks. In most
industries, a desire for regulation can often be connected to
an attempt by incumbents to create entry barriers, to push
government into spending on complementary activities and
to create favorable price-fixing [73].*” These risks however
tend to play a secondary role in banking, where problems
of risk externalization and moral hazard are typically more
important.

An additional point is that the institution of a private DGS
that shares regulatory space and authority with other public
regulators can itself be a mechanism to deter the overall cap-
ture of financial regulation by the industry. For a long time
now, scholars have floated the argument that a division of
power across multiple regulators could prevent capture. One
noticeable argument made by game theorists Jean-Jacques
Laffont and David Martimort was that regulatory compe-
tition among different entities could reduce the likelihood
of collusion between individual regulators and a regulated
industry by increasing costs. As argued, “separation of regu-
lators divides the information at their disposal and thus lim-
its their discretion in engaging in socially wasteful activities
[...]JAs a result, the transaction costs of collusive activities
increase and preventing collusion becomes easier [...] The
separation of regulators may be an optimal organizational
response to the threat of capture” [81].

To be sure, there are limits to this collusion model. As
pointed out by Nolan McCarty, in highly complex industries
the key problem often is ambiguous information and lack of
expertise that impair regulators’ ability to act (and not that
a monopoly on information facilitates collusion with self-
interested regulators) [82]. This model is consistent with
the worldwide trend verified by Stavros Gadinis that in the

4 See e.g., [79].
47 Stigler [73], at 4-6.

wake of the 2007-08 crisis there was a concentration and
an increase in the public sectors’ discretionary regulatory
powers [3].*8 Regulatory concentration risks undermining
diversity in the sources of expertise in regulatory decision
making, increasing the risk of “cultural capture” [83].%° In
any case, as noticed by Carpenter and Moss, whether a cap-
ture-by-complexity or a collusion model is at work in a par-
ticular case cannot be told a priori, and that underscores the
importance of “carefully diagnosing the causes of capture,
and evaluating alternatives, before advocating reform” [84].

A second type of capture occurs when one or two mar-
ket players manage to capture an institution to obtain infor-
mation to prey on competitors. Often it is said that in a
private DGS a bank can easily capture an executive or a
board member and collude to obtain sensitive information.
Here, one could argue that the risk in a private DGS is even
smaller than in a public one. In a private DGS, the industry
as a whole—who nominate the board members and execu-
tives—will have incentives to ensure that proper corporate
governance measures are in place, after all, any leakage of
information can be detrimental to all participants. In a public
DGS, however, there is often very little the banks can do to
curb this sort of behavior.

Reduced access to information held by regulators

Access to information held by regulators is widely con-
sidered to be one of the main downsides of private DGS
administration. Public—private cooperation in exchange of
information is problematic mostly because of the nature of
the information held by the regulators. Djurdjica Ognjeno-
vic contends that bank supervisors may hesitate to share
data on individual banks’ risks with the DGS and are often
limited by regulation on bank secrecy. For example, supervi-
sors hold information on the banks’ risk profiles, which in
turn serves as input for DGSs to calculate differential premi-
ums.”? Likewise, information on insured deposits, sectorial
trends and regulatory violations by banks could streamline
both payouts and bailouts by the DGS. And yet, critics say,
questions of legality can get in the way.

Yet simple legislated solutions can considerably miti-
gate the problem. In Italy, for example, legislation expressly
allowed the Bank of Italy to share information with the Ital-
ian private deposit insurer (known as FITD) and also with
foreign DGSs. Indeed, the concept of financial stability is
relevant enough to override questions of confidentiality and
secrecy in the sharing of information amongst safety net

4 Gadinis [3].
4 See, e.g., [83].
30 Ognjenovic [6] at 133.
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entities.’! Of course, some precautions are in order. Ital-
ian law for example established criminal charges for the
FITD and its personnel if they fail to respect the profes-
sional secrecy of the information received. As explained by
Giuseppe Boccuzzi, under specific memoranda of under-
standing, each quarter the Bank of Italy provides the deposit
insurers with information on the business profile and con-
tribution basis that it has gathered from its files, and the
insurers are also informed promptly of the start of crisis
management procedures [85]. The Italian arrangement in
fact spells out a IADI Core Principle determining that there
should be a formal and comprehensive framework in place
for the close coordination of activities and information shar-
ing, on an ongoing basis, between the deposit insurer and
other financial safety-net participants [50, 54].5

Organizational and compliance rules within the private
DGS can also help maintain secrecy. The Brazilian DGS,
FGC, prohibits individuals linked directly or indirectly to
financial institutions from holding board positions [86].
These individuals can however hold office in the Advisory
Council that can be convened at the request of the Board of
Directors. Besides that, every board member signs a con-
fidentiality letter addressed to the Central Bank of Brazil.
Board members are forbidden from going back to the bank-
ing industry for four months after they leave the FGC. None
of these compliance rules is in itself an innovation; suffices
to remember that structures of Chinese Wall have now been
legislated and implemented in many places. Of course, these
structures in private entities sometimes fail; but so do those
within state-run bureaucracies.

The message is that there are legal solutions that greatly
minimize the problem of confidentiality, especially in pri-
vate DGSs that have a governance structure setting out
degrees of clearance, fulltime management and a system of
quarantine for executives and Chinese Walls where applica-
ble. This is why the IADI Core Principles contain a require-
ment for sharing of information between participants of the
financial system networks, and to be implement by means
of laws, regulations, MoUs, agreements or a combination
thereof [50, 54].7

Moreover, publicly managed DGSs are also often victims
of lack of transparency in the relations with other authori-
ties. In many jurisdictions, power disputes within the state
administration lead to poor collaboration between the
deposit insurer, the supervisor and the resolution authority.
In practice, the decisive factor is not whether the DGS is
publicly or privately managed, but whether there is goodwill

51" Ognjenovic [6] at 133.
32 [54] at 23. See also [50] at 19-28.
33 [54] at 54, and [50] at 19-28.
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in the relation between the many components of the safety
net.

The comparative advantages of private
administration

Another way to study the structure for the administration
of DGSs is to consider the comparative advantages of pri-
vate DGS administration vis-a-vis public. These advantages
are the following: privately administered DGSs (a) award
greater protection to taxpayers’ money, (b) mitigate deposi-
tors’ moral hazard, (c) permit greater exposure to market
information, (d) contain a powerful moral symbolism, and
(e) are more largely premised on private law legality. Let us
briefly examine each one of these points.

Greater protection to taxpayers

In DGSs under private management, there is overall greater
protection to taxpayer resources. First and foremost, this
is because, in the case of insolvency of a public DGS, the
pressure on the government to foot the bill for depleted
resources is very high.This is precisely what happened for
example when the US Federal Savings and Loans Corpo-
ration (FSLIC) failed in the 1980s. The FSLIC had been
established by Congress in 1934 and administered deposit
insurance for the savings and loan industry. The FSLIC was
recapitalized with taxpayer money numerous times during
the Savings and Loan Crisis of the 1980s, but by 1989 it
was considered “too insolvent to save” [87]. The FSLIC was
then abolished and the FDIC took over the task of insuring
savings and loan institutions—all at a total loss of approxi-
mately $ 154 billion [88].

Similarly, and more recently, when the public DGS of
Lithuania became insolvent in 2011, it borrowed more
than 900 million euros from the Lithuanian Treasury [89].
This example is also telling because the unavailability of
funds was attributed to excessive concentration of assets in
Lithuanian government bonds, and it is plausible to assume
that assets could have been managed better and in a more
diversified fashion if the DGS management had not been all
appointed by the government. In this sense, we could expect
at least more pressure towards greater diversification.

Second, the bylaws of private DGSs often make room
for the possibility of advance payments from associates
whenever needed. This makes private resources from bank
the first line of defense in banking crises, an idea that is in
fact consistent with the current regulatory trend of creat-
ing mechanisms to reduce the extent of implicit government
guarantees [90]. Thus, solutions such as the one adopted in
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the Netherlands in the case of SNS [60]°* to seek resources
directly from private banks could be facilitated by access
to the assets contained in the private DGS. Additionally, in
Brazil, the DGS is used as an alternative to the legal limita-
tions of public funds to manage bank crises [91].

Third, it is often the case that bank resolutions lead to
litigation of various kinds. Creditors that are not paid in full
can look for grounds to sue the DGS, the shareholders or
the management of defunct banks. The latter can sometimes
counter and sue accountants and even lawyers. Public pros-
ecution sometimes steps in to charge fines and try to impose
other penalties. The outcomes of such litigation are highly
dependent on details and context, but one thing is certain:
the government typically holds the deep pockets, and this
is far from irrelevant. Even if in many jurisdictions public
DGSs can create segregated assets, there often remains a
perception of government accountability for the solvency
of the DGS, and this perception cannot be circumvented or
avoided with design adjustments. The public purse can end
up better protected when the DGS is more clearly not a part
of government.>

Fourth, there is the issue of administrative costs. Public
DGSs often have bigger and less efficient structures, espe-
cially in the developing world. That makes them expensive
to run. As of 2020, for example, IPAB, the publicly managed
Mexican DGS, had 259 employees [92]. FOGAFIN, the
DGS in Colombia, which is also publicly managed, declared
having 105 employees [93]. At the same time, FGC—the
Brazilian, private DGS, which oversees a bigger financial
system—had a staff of 48 employees [94]. To be fair, IPAB
has been lowering its staff for the past 20 years; it had 721
employees when established, back in 1999 [92]. The broader
point, however, is that the opportunities for waste within the
public sector should not be downplayed. The Zimbabwean
DGS, which is administered as an independent agency and
represents one of the few African DGSs making its financial
statements easily available, published reports from 2018,
2019 and 2020 declaring staff costs of 11%, 16% and 29%
of its total income [95]. This is high when benchmarked
against private DGSs.

Mitigated depositors’ moral hazard

Concerns with moral hazard due to the establishment of
DGSs date back to the first recorded experience of the New
York Safety Fund. In principle, one would not expect dif-
ferences in the moral hazard perception of a DGS solely
because it is publicly or privately managed. All else equal:

* Lybeck [60] at 207-208.

35 This conclusion is also supported by written comments offered by
the German, Icelandic and Swiss DGSs (on file with authors).

level of coverage, level of reserves, public awareness and
public confidence—there should not be discrepancies in the
perception of moral hazard.

The question of moral hazard arises not on “day-to-day”’
operations of DGS, where coverage is limited to small
depositors who are uncapable of altering the behavior of
banks. However, as argued in the World Bank’s “Global
Financial Development Report 2019/2020” [96], in the after-
math of the Global Financial Crisis there was a significant
expansion in coverage and scope of deposit insurers, with
several countries offering blanket guarantees (which are
technically a form of bailing out the financial system). These
interventions have the power to distort the incentive of banks
and depositors, reinforcing expectations of an implicit state
guarantee and ultimately undermining market discipline.

Given this historical perception of intervention bias by
the government in times of difficulty, it can be argued that
the concern with moral hazard is more pronounced for pub-
lic DGSs, as governments tend to be less likely to overbur-
den a private DGS with the payment of extended or blanket
guarantees (as compared to burdening a public agency, with
access to taxpayers’ funds). Thus, private administration of
the DGS would be a means of lowering moral hazard, albeit
to a limited extent, given that the fact that the DGS is private
does not preclude governments from using other forms of
bail-out [25-28].%°

Greater exposure to market information

Private DGSs may face difficulties in obtaining confidential
information from regulators, especially in the absence of
cooperation agreements protected by secrecy clauses and
legislation (but much less so in the presence of such protec-
tions). This disadvantage can be offset by an informational
advantage of private DGS, namely its greater exposure to
market information that comes directly from member banks.

This is so, first, because board members in private DGSs
typically have not only banking but also market expertise,
potentially giving them the ability to identify certain trends
faster than a bureaucrat might. To illustrate, Jens-Hinrich
Binder and his co-authors find that industry participation
helps early detection of financial stress, helping explain the
German private DGS’ high recovery rates in liquidation
cases [97].

Moreover, the search for arbitrage gains that so distinc-
tively marks the financial industry means that banks devote
large efforts to monitoring other banks and the financial mar-
kets in general, so it is not senseless to fathom that banks
(and DGSs) may become aware of relevant information

% Demirgiic-Kunt and Detragiache [25]; Demirgiic-Kunt and Huiz-
inga [26]; Demirgiic-Kunt and Kane [27, 28], at 193.
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before regulators. Besides that, it is common to hear from
professionals linked to self-regulatory entities and private
DGSs that these organizations tend to be seen as more acces-
sible and less intimidating by industry members than a state
regulator, mostly for a lesser fear of reprisals. This is another
way in which information could flow more easily to private
rather than public DGS. Consequently, and considering the
international trend of expanding the mandates of the DGSs
in the financial safety net, this information and private sec-
tor expertise can contribute immensely in more effective
resolution alternatives, as suggested by the experiences of
Denmark and Ireland during the 2008 crisis.>’

Powerful moral symbolism

Banking crises affect a high percentage of the population of
a country, most of which is poorly versed in the technicali-
ties of the system and financial regulation. In light of this,
communication strategies with the public are of great impor-
tance—or, to say it differently, how a policy is formalized
in laws and regulations can be just as important as how it is
communicated to the public. In this sense, greater support
for private DGS administration (possibly, coupled with other
initiatives) can be framed as an attempt to place the industry
as the first line of defence of the financial system against
shocks. It could signal the banks being held responsible for
"dealing with their own mess."

This is not to deny that the 2008 crisis and later develop-
ments may have undermined the public’s trust in the industry
self-regulation—and reduced public trust in self-regulation
is yet another reason why a “purely” private DGS that is
unconstrained by regulation would in many cases be a poor
fitting for present times. But a combination of DGS man-
agement and public regulation seems more promising than
placing unfettered trust in the ability of the government to
solve every problem in the financial system and beyond that.

Private law legality

The baseline for the distinction between public and private
law is that under public law acts are only permissible if
allowed by law whereas under private law acts are allowed
when they are not expressly forbidden. This difference
implies that an entity governed by private law has compara-
tively more flexibility in its activities, and thus can in prin-
ciple more speedily respond to unpredicted contingencies in
the financial sector. The greater flexibility can also reduce
the risks that government actions taken under more limiting

57 As discussed in “Harmed cooperation with regulators” section
above.
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legal basis be subsequently questioned in court, a common
problem in some Western democracies.

Conclusion and policy recommendations

As we see it, private DGSs administration is a viable alter-
native to public, and in most cases a superior one. The fol-
lowing policy recommendations should follow suit: (a) the
current international trend towards greater involvement of
government with financial regulation should not be extended
to the administration of DGSs; (b) countries that are imple-
menting DGS should be instructed by their peers and the
competent international regulators that private administra-
tion is a viable option that may be considered; (c) any prob-
lems in private DGS should not be addressed simply with
uncritical nationalization, because public administration is
clearly not a panacea; (d) any change in the management
structure of a DGS must be preceded by design adjustments
that seek to mitigate the disadvantages of the management
model that will be adopted; and (e) international regulators
and national DGSs should resume the discussion on man-
agement models.
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