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Introduction
This is the story of monumental failure of
financial legislation and regulation, of federal
deposit insurance that penalizes good managers
and bails out the incompetent and reckless, of
cartel management that is to assure stability,
but instead brings uncertainty and loss. More
than 500 commercial banks have failed during
the 1980s, and more than 3,000 thrift institutions have suffered insolvencies. Yet, depositors
whose funds were lost may rest assured-their
deposits are covered by federal insurance,
which, in the final analysis, is underwritten by
none other than American taxpayers.
The causes of the disaster are hidden in much
controversy and misconstruction. Guided by
popular notions and doctrines, most observers
exonerate the legislators who built the system
and the regulators who guided it every step of
the way. They deplore the partial deregulation
that took place in recent years. Deregulation,
they are convinced, together with management
greed and folly have given rise to the dilemma.
Lax supervision permitted S&L managers to
squander customers' funds while S&L depositors stood idly by, relying on federal deposit insurance. The obvious solution, we are
told, is thorough supervision and control.
Actually, the real cause of the financial disaster is clear to all who care to see. The American financial system was fashioned by legislators and is regulated by regulators who together created a cartel that is crumbling under
the weight of its own contradictions. The system rests on government force, rather than voluntary cooperation. Enmeshed in countless
laws and regulations, it was unable to cope
with the rampant inflation of the 1970s, and
the globalization of capital markets during the

1980s. In desperation about their sinking ship,
the legislators and regulators finally consented
to "deregulate," that is, relax their rules a little.
Unfortunately, the deregulation proved to be
too little and too late.
President Bush's rescue proposals, which in
their essentials were made law on August 9,
1989, contain no significant changes. They call
for noisy restructuring of the regulatory system, without any change whatever in the basic
structure. The same Federal Home Loan Bank
(FHLB) regulators who guided the system in
the past will continue to direct it in the future.
They will do so under a new label, the Office
of Thrift Supervision. FSLIC will join FDIC,
and be called the Savings Association Insurance Fund (SAIF). Under the new label, the
same people will continue to insure S&L deposits at the risk and expense of American
taxpayers.
The Reform and Rescue Act has merely rearranged the chairs on the deck of the regulation
liner. The heading has not changed one degree;
the speed has accelerated a little. A new captain, the Secretary of the U.S. Treasury, who
serves at the pleasure of the President of the
United States, has replaced the old captain,
the chairman of the Federal Home Loan Bank
Board.
The Reform and Rescue Act created a new
federal agency, the Resolution Trust Corporation (RTC), which will be a giant government
corporation, the biggest ever of its kind. It will
take possession of, and then dispose of some
$300 to $500 billion in real assets formerly
held by defunct S&L institutions. It thereby
will create the potential and temptation for politics at its worst, for fraud and abuse that may
permeate the entire system. It also will open
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the floodgates for countless lawsuits and other
legal proceedings that are likely to grow out
of the RTC liquidation of defunct property.
When FDIC liquidated some $9 billion in assets of failed commercial banks, it triggered
an estimated 21.000 claims and lawsuits. If
FDIC experience is an indication of things to
come, RTC may engender one million or more
claims and lawsuits. Indeed, RTC is likely to
keep judges busy and lawyers in income and
wealth for many years to come.
Unfortunately, many men cannot learn the
truth because it is too complicated, or they
may reject it because it is too simple. Government officials may deny it because it would
deprive them of their positions and livelihood.
The Reform Act prefers to give employment
and promotion to many more civil servants and
endow them with new powers over their fellow
men. While the act calls for prosecution and
punishment of S&L managers, it is utterly silent about the blunders of legislators who
created the system, and the regulators and auditors who guided it throughout the years.
Most policymakers are resisting the only rational conclusion that can be drawn: the time
has come to dismantle the financial cartel of
which the S&Ls are an integral part. It is an
aberration and abomination. If a cartel structure, which restricts competition and divides
the market, does not function satisfactorily, and
inflicts painful losses on the underwriter, it is
reasonable and just that it should be abolished.
When all expedients of the cartel system have
failed, we may try freedom.

3

Structure and Superstructure
Savings and loan associations have a long
and honorable history. Throughout the ages,
relatives, friends, and neighbors pooled their
savings to pursue high aims and lofty objectives. Some pooled their resources to realize
the ultimate objective of all their ambition: to
own a home and to be happy at home. During
the early nineteenth century, many associations
were organized by English immigrants along
lines of building societies they had known in
old England: the "Friendly Societies."
In the early years, savings and loan associations were not incorporated, and not subject
to special legislation. They were partnerships
in the widest sense, associations for a common
purpose: to purchase a home. Individual rights
and duties were generally arranged by contract
among the partners, sometimes in written
form, sometimes merely orally. They were not
permanent institutions, but were organized for
a period necessary to enable each of the members to realize his objective. 1
After the Civil War, permanent institutions
began to replace the small neighborhood associations; membership grew into many
thousands, and many members had no intention of building or buying a home. In time,
the growing importance of S&Ls attracted the
attention of politicians and officials, who
began to regulate the associations; Pennsylvania passed the first building association act
as early as 1850.
I. H. Morton Bodfish. ed., History of Building and
Loan in the United States (Chicago, IL: United States
Building and Loan League, 1931); Josephine Hedges
Ewalt, A Business Reborn, The Savings and Loan Story,
/930-1960 (Chicago, IL: American Savings and Loan
Institute Press, 1962), pp. 371-395.
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In the footsteps of Pennsylvania, other states
gradually erected a regulatory structure. Political authorities assumed control of S&L operations on four or more levels. First, no one
individual or group of individuals was permitted to organize an association unless it was
properly licensed or chartered by a political
authority. To obtain a charter, applicants had
to show proof of a minimum capitalization and
other qualifications. In New York, state legislation required certain associations to put up
a cash deposit of $100,000 with a state office
before they could transact business. Second,
the lending activities of S&Ls were narrowly
limited as to size, purpose, location, and repayment conditions of a loan. Early state supervision took the form of reports to state officials,
then occasional examination by officers representing the state and, finally, periodic examination by state officials. 2 Third, political authorities imposed reserve requirements and issued other regulations that were to assure
prompt repayment of deposits. S&L reserves
had to be kept in the form of government obligations, preferably in debt instruments of the
government that issued the charter and regulated the S&L. The reserve requirement did
not release S&Ls from the redemption requirement that all payments be made in gold or
silver. Fourth, all states passed and vigorously
enforced "usury laws" that limited the interest
rates S&Ls and other lenders could charge.
Failure to live by these laws and regulations
invited heavy fines, imprisonment, and loss of
license or charter. Yet, whenever the whole
system teetered on the brink of collapse and
disintegration, the regulatory authorities were
quick to declare "banking holidays." They suspended legal and contractual obligations so that
their regulatory structure would stand.
2. J. H. Ewalt, ibid .. p. 388.
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During the 1930s, when the world sank into
a deep depression, the federal government
joined the states in their regulatory endeavor,
and further restricted the scope of S&L activity.
It created a financial superstructure, and organized a supercartel in which savings and
loan associations were severely limited as to
rates and prices, services to be rendered, and
territories to be served.
During the depth of the Great Depression,
when the Smoot-Hawley Tariff Act had cut off
most trade relations, and the Revenue Act of
1932 was about to order the sharpest increase
in federal tax burden in American history, the
Hoover Administration sought economic revival by creating a special housing finance system. It established the Federal Home Loan
Bank System, which was to provide a regulatory and support structure for the suffering
S&Ls. The Federal Home Loan Bank Board
(FHLBB) was authorized to charter and regulate S&Ls which herebefore had been state
chartered only. Twelve regional Federal Home
Loan Banks, owned by the member S&Ls in
their district, with parallels to the Federal Reserve System, were to borrow in the capital
markets and lend to S&Ls against mortgages
as collateral. The loans were to provide liquidity to S&Ls, especially at times of crisis, when
individual S&Ls have difficulty keeping and
attracting deposits.'
In return for such favors, the S&Ls were
ordered to observe strict asset and liability limitations, make long-term home mortgage loans
in local markets, and generally attract the savings of workers and middle-income families.
3. A Guide to the Federal Home Loan Bank System
(Washington, DC: FHLB System Publication Corporation, 1987); J.H. Ewalt, ibid .. pp. 49-71.
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They were charged with the most dubious function in all of finance: to make long-term home
mortgage loans from short-term deposits.
When President Roosevelt came to power,
he sought to build on the Hoover approach.
Instead of merely removing the obstacles to
economic activity and prosperity which the
Hoover Administration had erected, President
Roosevelt sought to stimulate economic activity through more legislation and regulation,
through deficit spending and dollar devaluation. To offset the inherent flaw and danger in
borrowing short and lending long, a deposit
insurance system was instituted. In 1933, the
Roosevelt Administration organized the Federal Deposit Insurance Corporation (FDIC) to
provide deposit insurance for commercial
banks; 4 in 1934, it created the Federal Savings
and Loan Insurance Corporation (FSLIC) to
insure deposits in savings and loan associations
and mutual savings banks. 5
In the same year, the New Deal Congress
added the Federal Housing Administration
(FHA), to provide government insurance
against mortgage default. This insurance
sought to broaden the capital base of housing
finance, and stimulate the development of
mortgage banking in general. Federa~ Housing
Authority was to encourage commercial banks
to serve the housing market by making
mortgage loans, preferably fixed-rate, selfamortizing, long-term loans, and permit other
institutional lenders, such as life insurance
companies and mutual savings banks, to origi4. FDIC: The First Fifty Years (Washington, DC: Federal
Deposit Insurance Corporation, 1984).
5. '87 Savings Institutions Sourcebook (Washington.
DC: United States League of Savings Associations.
1987).

7

nate mortgages and then sell them, fully insured, to other investors.
The National Housing Act of 1934, finally,
offered charters to new private secondary market institutions that were to issue bonds and
buy mortgages from primary lenders. As none
were started, in 1938, Congress created a government-owned agency, the Federal National

Mortgage Association, (FNMA or Fannie Mae)
with the primary purpose of purchasing FHAinsured mortgages from banks and other lenders.
The new government agencies adopted detailed regulatory codes, and began to conduct
frequent, thorough examinations of their
charges. The FHLBB, FDIC, FSLIC, FHA,
and FNMA diligently supervised and audited
the industry, according to their particular
regulatory codes. In addition, the regulatory
authorities of the states busily conducted their
examinations of state chartered institutions, according to the regulatory codes mandated by
their legislatures. The purpose of all such supervision was to make certain that an association
was complying with its charter and that its
investments were sound. There cannot be any
doubt that banks and savings and loan associ-

ations were and continue to be among the most
regulated and audited private enterprises in the
United States. Legislators and regulators guard
and guide them every step of the way.
The Hoover-Roosevelt system prospered at
first. The ready access to capital markets together with the FHA insurance caused
mortgage rates to decline, which in time generated a feverish postwar housing boom. The
new Veterans Administration (VA) added its
fuel to the fire by guaranteeing mortgages for
veterans. It cannot be surprising that home
8

ownership rose significantly during the 1940s,
from 43 to 55 percent of all households. 6
These were the golden years of S&Ls.
Mortgage insurance was keeping interest rates
artificially low, regional home loan banks were
tapping the capital market, Fannie Mae was
lending a hand, and the U.S. Congress was
granting special tax breaks. Savings and Loan
Associations were prospering, and growing by
leaps and bounds. In a 1947 film, It's a Wonderful Life, Jimmy Stewart reflected public
sentiment by playing a sympathetic S&L manager who confronted a ruthless banker.
The builders of the new order had not radically altered the old; they had merely tightened
the political reins, and erected a superstructure
of political authority on top of the old. They
had not dismantled the command posts from
which their predecessors had designed and
guided the system, nor had they rescinded any
previous laws and regulations; they merely
added a few of their own.
In 1970, when some flaws inherent in the
system became visible at last, Congress added
yet another agency; it gave S&Ls a secondary
market agency of their own, the Federal Home
Loan Mortgage Corporation, commonly called
Freddie Mac. As an agency within the Federal
Home Loan Bank System, it was designed to
deal primarily in conventional mortgages, and
assist ailing S&Ls. 7
6. John C. Weicher, "The Future Structure of the Housing
Finance System"' in William S. Haraf and Rose Marie
Kushmeider, eds., Restructuring Banking and Financial
Services in America, (Washington, DC: American Enterprise Institute for Public Policy Research, 1988), p. 300.
7. Murray E.Polakoff and Thomas Durkin et al., Financial Institutions and Markets, 2nd ed. (Boston, MA:
Houghton Mifflin. 1981).
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Freddie Mac was just another structure in
the financial cartel system that comprises
nearly every phase of the financial industry.
Its members are thousands of privately owned
institutions rendering financial services under
conditions and in locations assigned by the
cartel authorities. Its regulators are thousands
of agents of numerous government agencies,
from FHLBB, FDIC, FSLIC, FHA, FNMA,
to Freddie Mac, and their counterparts in state
governments.
At the uppermost point of the regulatory
structure stand the U.S. Treasury, and the board
of governors of the Federal Reserve System.
The former is forever using its great influence
and power for the purpose of raising funds to
cover budgetary deficits. The latter is facilitating the spending through currency and credit
creation, and orchestration of credit expansion
by financial institutions.
At the helm of it all stand the legislators,
both federal and state, who patch the system
whenever it is in need of repair, and set it to
work again where it breaks down. As the ultimate authorities in all matters of American
finance, it is not unreasonable to expect that
they bear the ultimate responsibility for its defects and shortcomings.
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SEEDS OF DISASTER
Built on legislation and regulation, on command and constraint, the Hoover-Roosevelt
system, unfortunately, contained the seeds for
disaster. It was a political structure, designed
in the halls of politics, regulated by civil servants, adjudicated by judges, and enforced by
policemen; it differed greatly from a system
unhampered economic principles would have
built.
No one can possibly know what form an
unhampered financial structure would take,
and how it would actually function. Yet, we
do know that human cooperation and division
of labor, practiced freely in a private property
order, bring forth maximum individual energy
and productivity, which tend to raise the levels
of living of all to astonishing heights. The private property order works wonders in every
other industry in the most unlikely places all
around the globe. Why should American finance be an exception?
The advocates of a political command order
are quick to point at a long history of banking
calamity and failure. Unfortunately, they misread American history, and misinterpreted financial phenomena. What they call the "free
banking period" actually was a period of increasing government intervention in banking
activity. "Free banking laws" merely abolished
the practice of granting bank charters by special
legislative act, and replaced regulation by legislators with regulation by government officials.
State governments, and after 1863, also the
federal government, imposed onerous conditions and requirements, such as minimum reserve requirements against notes and deposits,
minimum purchases of government obligations, and compliance with interest rate ceilII

ings that severely limited access to the capital
markets. To call this system "free banking" is
to call a truancy system that threatens imprisonment "an invitation to free education. " 1
Cartel Regulation and Insulation

The Hoover-Roosevelt system actually was
a governmentally regulated banking cartel,
complete with segmented markets, price fixing, and entry restrictions. Specific types of
depository institutions were allowed to provide
specific types of financial services. Commercial banks were permitted to accept demand
deposits, upon which checks could be drawn;
savings and loan associations and mutual savings banks were denied this privilege. Commercial banks were expected to specialize in
business and consumer loans, thrift institutions
in housing loans, preferably local loans.
The cartel arrangement protected the territorial prerogatives of every institution. To enter
the financial institution business required a
state or federal license, which was issued only
upon demonstration of "public need." If and
when issued, it was limited to one geographic
location. Interstate banking was prohibited.
The inevitable consequence was growing inefficiency, which always occurs when competition is hampered. Financial innovations were
stifled, and banking services were overpriced.
The cartel arrangement, which meant to bolster
I. Hans F. Sennholz, "From Charter to Cartel Banking"

in Durell Journal of Money and Banking (Berryville,
VA, The George Edward Durell Foundation), August
1989, pp. 2-10. Also, Money and Freedom (Spring
Mills, PA: Libertarian Press, Inc.), 1985.
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profitability and security, actually bred uncertainty and instability.'
Like all other cartels, the financial cartel
was destined to disintegrate as soon as the
cartel members were no longer prepared to live
by the "stabilization" arrangements and found
ever new ways of competing with each other.
Even a thick blanket of cartel regulation cannot
suppress competition for long. It springs to
life in countless forms because man is ever
eager to improve his lot. In an economic order
based on private property in the means of production, he can do so best by rendering better
services to his fellow men; that is, he competes
with other producers in serving consumers. He
does so even within a cartel.
When newcomers are permitted to join the
organization, they are likely to add competitive
fervor. Foreign bankers are very anxious to
enter the U.S. market for obvious reasons: to
join the cartel and enjoy its advantages, to
outstrip the older members through greater effort and efficiency, and to place their funds at
exceptionally high interest rates.
The spirit of competition is always gnawing
at the foundation of a cartel. It is weakening
the structure from within and from the outside.
Throughout the world, massive capital formation in private-property economies has given
rise to new financial centers that compete vigorously with New York. Tokyo, Hong Kong,
Singapore, London, and Frankfort are financial
centers that "globalize" the capital markets,
and erode competitive barriers. Observing
rapid capital formation abroad, many U.S.
2. Franklin R. Edwards, "Can Regulatory Reform Prevent the Impending Disaster in Financial Markets?" in
Restructuring the Financial System, The Federal Reserve
Bank of Kansas City, 1987, pp. 1-17.
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banks eagerly went offshore to compete in
foreign financial centers. In consideration of
American freedom to go abroad, U.S. cartel
authorities had to grant foreign institutions the
right to operate in the United States. Foreign
banks came to compete vigorously in American
markets through branches, agencies, subsidiaries, Edge corporations (which cannot accept deposits from U.S. residents unless the
deposits are linked to international trade), and
representative offices. In short, the new world
of international competition is seriously
threatening the old world of protection and
insulation.
The spirit of competition is clearly visible
in the frantic search for new ways to diversify.
It is visible in the rise of "nonbank banks,"
that render financial services formerly reserved
to commercial banks. Brokerage houses,
money market mutual funds, finance and insurance companies, and retail establishments
compete effectively, offering cash management accounts, other liquid accounts, credit
card services, and loan services. Merrill
Lynch, American Express, and Sears Roebuck
are pointing the way. Financial competition is
alive, although the regulatory apparatus is
fighting it every step of the way.
Technological innovations are forcing their
way through the thicket of regulations. The
computerization of many financial operations
has greatly reduced transactions costs, which
is enabling nondepository institutions to offer
many bank-like services. The use of automated
teller machines (ATMs) has grown dramatically since the late 1970s. Individual ATM systems may soon link up with national and international networks. Thousands of point-of-sale
terminals may serve millions of customers
14

using a great variety of credit cards. On the
financial horizon, in-home banking promises
to offer all the essential banking services, including bill-payment services, electronic purchases, sales of securities, etc. Telephone or
cable hookups, satellite linkages, and home
computers are destined to play important roles
in the financial system of the future.
Keen competition is bound to separate the
successful enterprises from the laggards. The
former succeed by best serving consumers; the
latter fail because they fail to serve consumers
satisfactorily. They may misjudge or ignore
consumer choices and preferences, mismanage
their resources, or allow themselves to be misled by political machinations. To rely on cartel
regulation and insulation is to invite financial
disappointment in the end.
Maladjustment and Overinvestment

Born from politics, and guided by swarms
of officials, the system distorts the employment of capital and labor, subsidizes some
people at the expense of others, and causes
maladjustments on a massive scale. It springs
from a public attitude that housing is special,
deserving social preference because it is believed to promote social cohesion and democratic stability. Moreover, it makes housing the
central object of countercyclical policies,
which tends to aggravate, rather than alleviate,
the business cycles. It creates feverish housing
booms that are followed by painful stagnations
and declines.
Throughout the 1970s, the housing market
was one of the most volatile markets of all.
Construction of new housing units rose sharply
from 1970 to 1972, soaring from some 1.4
million units to more than 2.3 million, then
15

plummeted to barely 1.1 million units in 1975,
rose again to some 2 million in 1978, and fell
again to 1.29 million in 1980. During the
1980s, the volatility of housing construction
continued to disrupt and destabilize economic
act!Vlty. In 1982, new-home production
plunged to 1.06 million units, the lowest since
World War II. It surged strongly in 1983, to
1. 7 million units, the highest since 1979. The
strongest markets were in areas with concentrations in oil production, in particular Texas,
Louisiana, Oklahoma, Arkansas, and Alaska.
Construction continued to rise until 1986,
when housing starts reached the 1.85 million
level; they fell to 1.49 million units in 1988,
and have been in a relatively weak condition
ever since. In the "oil patch" states, which fell
in a deep recession as a result of plummeting
oil prices, the volume of housing starts fell to
depression levels. 3
While housing construction fluctuated
wildly, the costs of construction moved upward
continually. In 1970, the median price for a
new single-family home was $23,400. By
1975, inflation had increased the price to
$39,300; by 1980, it was $64,600; by 1985,
more than $84,300; in the second quarter of
1987, $104,000; and it is likely to exceed
$130,000 by the end of the decade. While median family income also increased during this
period, it did not keep up with the inflation in
housing costs. Many families found it increasingly difficult to realize their dream of purchasing their own home. 4

3. Statistical Abstract of the United States, 1988 (U.S.
Department of Commerce, Bureau of the Census), p.
683.
4. Ibid., p. 685.
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While FHLBB, FDIC, FSLIC, FHA,
FNMA, and Freddie Mac are laboring to make
available below-market-rate financing, numerous federal, state, and local government housing programs are attempting to foster housing
construction. The federal government's Community Development Bloc Grant (CDBG) program is financing rehabilitation and other housing activities; the Housing Development Action Grant (HDAG) is subsidizing new construction and substantial rehabilitation of rental
housing; the Rental Rehabilitation Grant program is subsidizing the renovation of rental
properties; and the Joint Venture for Affordable
Housing is financing a search for construction
cost reductions.
Many state governments are issuing taxexempt bonds in order to offer below-marketrate financing; others are offering direct subsidies. New York State, for example, is seeking
to foster the construction of housing for lowand middle-income families by offering "seed
money grants" and other assistance. Not to be
left behind, many local governments are attempting to provide housing for less advantaged people by offering direct subsidies.
Some even introduced a novel device: inclusionary zoning, that forces builders to offer a
portion of the total number of units in a development at below-market prices. Yet, many
families are finding it increasingly difficult to
find affordable housing.
An industry that, for several decades, has
labored under the heavy hand of politicians
and officials cannot help but be badly maladjusted and in need of readjustment. After all,
the very purpose of government intervention
is to bring about differences and deviations
from unhampered economic activity. The differences may result from subsidies, tax advan-

17

tages, government guarantees, and countless
other devices. They last as long as the intervention continues, but quickly erode as soon as
government decides to withdraw. The manufacturers of steel may prosper as long as they are
protected by a high wall of import restrictions;
they are likely to suffer grievously when the
wall is dismantled and they, once again, must
face international competition. Financial institutions may prosper as long as government
protects them; they are likely to suffer when
competition, foreign or domestic, breaches the
protective walls, or when government lowers
them. Political force may prevail temporarily
over economic principle, but cannot succeed
in the long run.
Some housing analysts indeed are concerned
about overinvestment in housing. They point
at mortgage rates, which the combined efforts
of FHLBB, FDIC, FSLIC, FHA, FNMA, and
Freddie Mac have kept, and continue to keep,
lower than market rates; they call attention to
deposit-rate legislation and regulation, which
for many years forced S&L depositors to subsidize home builders and buyers. Such favors
promote and induce special activity by the beneficiaries, and lead to maladjustments that
necessitate painful· readjustments as soon as
the favors are spent. Even when they continue,
the maladjustment may become so severe that
painful readjustment can no longer be avoided.
Public awareness of this fact may explain why,
in the 1981-1982 recession, which was the
most painful since the Great Depression, no
new countercyclical housing program was
enacted although herebefore housing had stood
in the center of countercyclical plans and
policies.
Even if government had managed to keep
housing construction booming, the conse18

quences would have been even more disruptive
and painful in the end. Government intervention that negates the directions of consumer
choices and preferences is destined to fail and
bear evil fruit in the end.
Federal Deposit Insurance
The Hoover Administration created the regulatory structure; the Roosevelt Administration
expanded it by adding government insurance.
Without political regulation, economic relationships are governed by contract, voluntarily entered upon by both parties. Voluntary
deposit insurance would depend on a contract
between insurers and insured. The premiums
would vary according to the risk involved; insurance would be terminated quickly
whenever, in the eyes of the insurer, the risk
became excessive.
The S&L industry, unfortunately, is a component part of a financial cartel that builds on
legislation and regulation rather than contract.
Federal deposit insurance violates many principles of insurance, suffers staggering losses,
and then covers the deficits with funds forcibly
taken from taxpayers and from the thrifts themselves. FSLIC levies heavy "special assessments" on profitable S&Ls so that mismanaged
S&Ls may stay in business. In 1988, thrifts
paid some $1.2 billion in extra premiums-or
half of their earnings-in order to keep insolvent members going. 5
Federal deposit insurance subsidizes risk in
direct proportion to the degree of risk taken.

5. Business Week (New York. NY: McGraw-Hill Corp.).
October 31, 1988, p. 132.
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Because the rates are the same for all institutions, regardless of their policies, the most
incompetent management, conducting the
most reckless investment policy, obviously enjoys the greatest insurance bargain. Confident
that federal deposit insurance will cover all
losses, both the institutions and their depositors
can play the game, "heads I win, tails you
lose."
Federal Savings and Loan Insurance Corporation subsidies create perverse incentives, not
only for institutions, but also for their depositors. They create a kind of "reverse run"
of deposits from prudent and healthy thrifts
paying market rates of return to sick institutions
typically paying above-market rates. Funds
may be withdrawn from uses that readily attract
funds, and be allocated to projects that would
not have been funded otherwise. In fact, they
may be wasted in ill-fated commodity speculation, or other misallocation. By prompting
malin vestments of savings, federal deposit insurance tends to benefit some borrowers at the
expense of others. It misuses and loses productive capital, keeping society poorer than it
otherwise would be. Indeed, the American
people are paying a high price for federal deposit insurance.
The perverse incentives extend to the regulators themselves. Federal deposit insurance
obviously creates incentives for regulators on
both the federal and state level to adopt popular
regulations, no matter how harmful they may
be. Regulators may take credit for popular commands and arrangements, especially if they
benefit some people at the expense of others,
but suffer no personal harm from the problems
they cause. In every case, federal deposit insurance is standing by to make restitution when
harmful regulation plays havoc with an institu20

tion; it sustains the regulation by offering compensation to some of its victims. In this sense,
federal deposit insurance serves as a complement to regulation; it extends the sphere of
regulation far beyond the natural boundaries
drawn by visible harm and early failure.
Federal deposit insurance also extends the
scope of government spending that evades taxpayer constraint and control. There are no legislative constraints on FSLIC making commitments which, in final analysis, are the responsibility of American taxpayers. ''Other than the
Treasury Department," Senator Lawton Chiles
of Florida once observed, "FSLIC seems to
be the only federal agency which prints
money." 6
The senator unfortunately overlooked the
grand conductor and impresario of all money
printing: the Federal Reserve System; but he
recognized correctly that FSLIC is spending
billions of dollars with absolutely no taxpayer
control. To bail out defunct savings institutions, FSLIC is issuing promissory notes and
making costly credit arrangements that increase FSLIC costs. The Congressional Budget
Office and the Office of Management and Budget estimate that FSLIC will issue some $16.2
billion to $17.2 billion of FSLIC notes, and
run a cash flow deficit of $11.4 billion (CBO)
to $13.7 billion (OMB) through fiscal year
1993. 7 Whatever the deficit figures and taxpayer liabilities ultimately may be, there cannot be any doubt that federal deposit insurance
is open-ended and unaccountable.

6. Savings Institutions (Chicago. IL: U.S. League of
Savings Institutions). Nov. 1988, p. 29.
7. Ibid.
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IN THE VISE OF REGULATION
AND INFLATION
For a while, regulation and cartelization
created a golden age; the inherent faults of the
cartel, federal insurance and guarantees. the
housing distortion and maladjustment. together with rampant inflation brought it to an
end. Inflation tends to boost the gross market
rate of interest by giving rise to an inflation
premium. During the 1970s, this premium
lifted interest rates far above the rates S&Ls
were permitted to pay, which immediately
brought forth two painful effects: 1) S&Ls lost
deposits as depositors began to withdraw their
funds and turn to new higher-yielding money
market mutual funds; 2) S&L investments consisting primarily of long-term mortgages yielding only ceiling-rate interest fell precipitously
in value. The withdrawal of funds threatened
S&L liquidity; the decline in value inflicted
staggering losses. Caught in the vise of inflation and regulation, many S&Ls were squeezed
to death.
The federal government could have dismantled the vise by either halting the inflation and
credit expansion, which would have lowered
the market rates of interest, or by demolishing
its controls, which would have permitted S&Ls
to adjust, or better yet, by doing both. Unfortunately, it was not about to relinquish its inflation
power, which is the very source of its spending
power; but it could be persuaded reluctantly to
relax a few of its regulatory powers.
Federal legislators and regulators responded
to the growing crisis by raising the interest
ceilings and permitting S&Ls to render some
banking services. In 1975, they granted permission for Negotiable Order of Withdrawal
(NOW) accounts. which allow savings de22

positors to make check-like payments to third
parties. In 1980, in one stroke. they increased
FSLIC insurance coverage from $40,000 per
account to $100,000, which increased the federal risk and potential taxpayer liability by 2 1/2
times. The insurance boost undoubtedly attracted some deposits and, therefore, alleviated
the growing liquidity crisis; but it did not remove the seeds of disaster that continued to
sprout in the fertile soil of the financial cartel,
onerous regulation, federal deposit insurance,
and chronic maladjustment. Moreover, the
higher insurance coverage actually raised S&L
costs through higher premium charges.
The year 1980 was momentous for American
finance. It brought a short period of comprehensive credit control that was a major
cause of extreme financial volatility. In an effort to restrain the use of consumer credit, monetary authorities placed mandatory reserve requirements, not just on banks and thrift institutions, but also on all other lenders, such as
retailers and auto dealers. Then, in order to
expand credit, the Depository Institutions Deregulation and Monetary Control Act reduced
aggregate reserve requirements for Federal Reserve member banks by about 43 percent. As
could be expected, interest rates skyrocketed
to a 20 percent prime rate, plummeted to 10
percent, and then moved up again. The rate of
price inflation reached a staggering 18 percent
level, which struck hard at the thrift industry.
The goal of the Depository Institutions Deregulation and Monetary Control Act was to
ease credit, tighten Federal Reserve control
over financial institutions, and simultaneously
promote competition in financial markets. 1 Un1. Public Law 96-221, United States Code, 96th Congress-Second Session, 1980 (St. Paul, MN: West Publishing), Vol. I, pp. 132-193.
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fortunately, to ease credit and tighten control
is highly inflationary and detrimental to competition-unless competition is viewed as a
contest that is planned, commanded, and regulated by the authorities.
The Act authorized banks and thrift institutions to pay interest on checking accounts,
starting in 1981. Although every such authorization may widen the margin of financial freedom, it also amplifies the cartel system. In an
unhampered capital market, interest is paid
only to savers who forego present funds for
use in production for the future. To safeguard
cash and demand deposits, depository institutions could not possibly pay an interest on such
holdings, but actually would charge a fee for
services rendered. The situation is quite different in a cartel structure. The federal deposit
insurance and government guarantee tend to
convert, in the eyes of depositors and bankers
alike, the cash holdings to actual savings that
command an interest. What would be an absurdity in a free system becomes a logical addendum in a cartel system.
The Act also phased out, over six years, the
interest rate ceilings that limited what financial
institutions could pay savers for their funds.
It removed the usury ceilings that many states
had imposed on mortgage loans, business
loans, and agricultural loans of more than
$25,000. The new authorization was to make
banks and savings institutions more competitive with unregulated institutions such as
money market funds.
Removal of usury ceilings is salutary and
laudable in all situations and at all times. After
all, they distort the use and allocation of capital, reduce economic output, and keep people
poorer than they otherwise would be. To phase
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out interest ceilings over six years is to continue the malefaction and mayhem for six more
years. It is hardly surprising that between 1980
and 1986, 664 FSLIC-insured institutions
failed. More would have failed if FSLIC could
have afforded to close them; its reserves were
insufficient to do so.
When they were free, at last, to compete
for funds, S&Ls labored diligently to restore
their liquidity and avert certain insolvency. Yet
their aggressive bidding for funds at rising interest rates meant rising losses from the discrepancy between the interest paid and interest
received. To bolster their earnings potential,
the Gam-St.Germain Act of 1982, finally, permitted thrifts to diversify into commercial
loans, the financing of office buildings, and
even such businesses as fast-food restaurants. 2
It gave the thrifts lending power which even
the biggest commercial banks did not have.
They now could finance acquisition, development, and construction, form development
subsidiaries, and make direct investments.
This new authority to invest in potentially
profitable ventures unfortunately did not compensate the S&Ls for the losses suffered on
old investments. The income from old
mortgage loans did not cover the interest payable on new deposits. Moreover, the deposit
liabilities were short-term while the mortgage
loans were long-term, falling due in the distant
future.
Throughout most of the 1980s, the S&L
crisis grew worse as a result of the laws passed
by Congress and the regulations imposed by
the authorities. The system suffered staggering
2. Public Law 97-320, United States Code, 97th Congress-Second Session, 1982 (St. Paul, MN: West Publishing Co.), Vol. I, pp. 1469-1548.
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losses which soon exceeded the ability of the
FSLIC to compensate the losers. American taxpayers, who are the underwriters of all government policies and blunders, had to be called
upon. Yet, there was always hope that the crisis
would pass without taxpayer rescue. Profitable
ventures might rescue the suffering S&Ls, and
interest rates might fall significantly, raising
the market value of S&L assets.
Hoping and waiting for the crisis to pass,
the authorities understandably sought to hide
the sad state of affairs from the public eye.
After all, legislators and regulators derive their
authority from the public, which at any time
may curtail or even rescind the authority. Intentionally or unintentionally, the Gam-St. Germain Act invited crooked appraisals and dubious accounting. While state regulators allowed
state chartered S&Ls to lend up to the purchase
price or the appraised value of any project,
whichever was less, the Act authorized federal
regulators to override this requirement. It encouraged S&Ls to lend 100 percent of appraised value, even if the actual purchase price
was lower. Savings and Loans now could lend
whatever an appraiser would recommend, even
if the amount exceeded the market value. In
short, S&Ls could lend $2 million on a $1
million project, as long as an accommodating
appraiser could be found.
To lend more than 100 percent of market
value need not cause failure, as long as the
borrower is honest and able to repay his loan.
Many projects are overfinanced and, yet, do
not lead to disaster; but the Garn-St.Germain
Act clearly created opportunities for aggressive
developers who would deal, wheel, party, and
embark upon dubious projects. Their guiding
motto may have been "Heads I win, tails
FSLIC loses."
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Rather than close hundreds of ailing S&Ls.
the regulators used dubious accounting gimmicks to hide the dismal situation, and give
thrifts time to rebuild their capital. They issued
"special certificates" and other illusory assets
that would meet capital requirements. Regulators, auditors, and legislators stood idly by,
or even encouraged and promoted the high
flyers, many of whom were to be brought down
by the Oil Belt depression. By 1986, the FSLIC
insurance fund had plunged into the red, and
was looking for government funding. In August, 1987, Congress authorized the Bank
Board to issue $10.8 billion in bonds to cover
S&L losses and protect insolvent institutions.
In August 1989, finally, the S&L Reform and
Rescue Act projected a loss of $166 billion.

Dubious accounting and destructive tax
policies played a major role in the S&L debacle, especially in the Southwest. The Economic
Recovery Tax Act of 1981 (ERTA) offered
generous incentives for the creation of limited
partnerships to build income-producing property, such as office buildings, shopping centers
and rental apartments. The tax incentives, in
particular the accelerated cost recovery, led to
a feverish boom of tax-driven projects, especially in the oil-producing regions of the country, which suffered least from the deep recession of 1981-1982. While the rest of the country lingered in economic stagnation, construction of housing continued at lively rates in
Texas, Colorado, and Oklahoma. In fact,
ERTA, together with the 1979 OPEC oil price
increase, set the Oil Patch real estate markets
on fire.
What Congress giveth, it may take away.
The Tax Reform Act of 1986 virtually repealed
all incentives for income-producing property.
Consequently, many projects fostered by ERTA
27

were rendered unprotitable. Combined with
the 1986 price collapse of oil, resulting from
the disintegration of the OPEC cartel, the tax
reform led to a wave of defaults by developers
cutting their losses and leaving lenders holding
half-empty bags.
Tax policy-both ERTA and tax reformcontributed its fair share to the sinking of many
savings institutions and debilitating the FSLIC.
James W. Christian, the U.S. League's chief
economist, demonstrates convincingly that the
tax reform necessitated a loan writedown on
the order of 35 percent, even for fully occupied, well-underwritten projects, once in default. To restore the original value of these
underwater projects, nothing but full restoration of ERTA's incentive system would dowhich the tax reformers are rejecting offhand.'
Responsibility walks hand in hand with
power. If it can be measured by the amount of
injury resulting from wrong action, the responsibility of legislators who created the cartel
structure and enacted the tax laws is huge. It
is great and truly personal, even though the
injury is inflicted by a multitude of legislators
in Congress assembled.
3. James W. Christian, ··u.s. Tax Policy Shares Some
Blame for FSLIC's Woes" in Savings Institutions
(Chicago, IL: U.S. League of Savings Institutions), June
1989, pp. 25, 27; also "Asset Disposal Calls for Potent
Remedies" in Savings Institutions, July/August, 1989.
pp. 23, 24.
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THE BAILOUT ACT
When, on August 9, 1989, President Bush
signed the Savings and Loan Reform and Rescue Act, he set into motion the largest remaking
of the American financial system. The law not
merely changes a great many labels and shuffles a large number of chairs in the cartel structure, but also visibly tightens the regulatory
reins. It imposes new burdens on taxpayers
and reconfirms their responsibility for all present and future financial blunders. It reiterates
the political commitment to economic transfer
favoring some classes of people at the expense
of others, and thereby promises to create new
political and social conflict. The Jaw mandates
hysterical fines and imprisonment, which in
the past undoubtedly would have clashed with
Article VIII of the Bill of Rights: "Excessive
bail shall not be required nor excessive fines
imposed, nor cruel and unusual punishments
inflicted." While the law allocates an extra $7 5
million annually for the prosecution of institutional crimes and civil violations, it blithely
ignores any and all thought of the culpability
of the legislators and regulators who created
and guided the system.

The Most Contentious Issue
The law calls for outlays of some $166 billion over 10 years, and for many more billions
thereafter, to close and merge insolvent institutions. It represents the largest federal rescue
on record, eclipsing the combined bailouts of
Lockheed, Chrysler, Penn Central, and New
York City. It raises momentous and agonizing
questions as to the causes of the financial debacle, which hopefully would lead to judicious
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answers and lasting solutions. Yet, our legislators. in Congress assembled, barely touched
on such questions; their most contentious
issue, which was debated until the wee hours
of August 4, was over how to account for the
$50 billion that need to be borrowed. Should
the bailout costs be clearly visible in the
budget, or should they be relegated to an
obscure off-budget agency using special offbudget accounting?
The Administration would have the entire
amount borrowed by an off-budget agency, and
the spending not be shown as an increase in
federal spending and federal deficit. While the
Senate was willing to support this maneuver,
the House insisted upon on-budget accounting,
counting the spending as part of the deficit,
but exempting it from automatic spending-cut
calculation under the Gramm-Rudman deficit
reduction act. After lengthy debates and lastminute veto threats by President Bush, the
legislators reached a compromise that put $20
billion on budget in fiscal 1989, which, at the
time of enactment, was no longer subject to
automatic spending cuts; the remainder was
placed off-budget in fiscal 1990 and 1991. 1
The difference between the Administration's
method of accounting and that of the House
may be important in political quarters; it is
quite irrelevant in financial matters. To show
the full magnitude of the disaster, pointing at
the Administration in power, is a favorite ploy
of the political opposition, which in this case
is represented by the House. To minimize the
political embarrassment, the Administration
tends to favor the camouflage.
I. Congressional Quarterly. Weekly Report, August 12,
1989, Vol. 47. No. 32. p. 2147.
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The crucial issue of the bailout is not the
method of accounting, but the causes of the
disaster and its portentious effects. The losses
suffered are a national disaster. They consume
a large share of American savings, deplete and
exhaust the capital market, keep interest rates
higher than they otherwise would be, prevent
productive investments, and reduce labor productivity and labor income. If economic life
should sink into stagnation and decline, the
monetary authorities would come under pressure to create money and expand credit-as if
money and newly created credit could take the
place of savings consumed. In the end, the
consumption of capital and the inflation that
is bound to follow will raise goods prices and
reduce the standards of living of all.

Changing the Labels
Changes may be fundamental, or only
cosmetic; they may alter the direction, or
merely vary the pace in an old direot:ion; alter
the content of a package, or merely change
the label; replace the furnishings, or merely
shuffle the chairs.
The S&L Reform and Rescue Act merely
changes some labels and shuffles some chairs.
The industry's primary regulatory agency, the
FHLBB, President Hoover's hope and joy, will
be dismembered. Its regulatory arm, with all
its assets and personnel will be transferred to
a new Treasury Department agency, called the
Office of Thrift Supervision. 2 In the footsteps
of the old, the same agents will continue to
supervise and audit the thrifts, perhaps more
frequently. The plaques on the door and the
2. Ibid.' p. 2148.
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stationery will change, but the system will not.
It is revealing. however, that the law moved
the supervision of the thrift industry. which
plays a prominent role in the capital markets,
from a separate agency, the FHLBB, directly
to the U.S. Treasury. The people's savings
henceforth will be guarded by the archenemy
of thrift-the U.S. Treasury.
The fund insuring savings and loan deposits.
the FSLIC, moves to the FDIC. and will be
called the Savings Association Insurance Fund
(SAIF). Under the new label, federal authorities will continue to levy heavy assessments on profitable S&Ls so that mismanaged
institutions may stay in business. They will continue to subsidize risk in direct proportion to
the degree of risk taken. They will continue to
create perverse incentives, not only for the institutions, but also for their depositors. By making restitution when harmful regulation plays
havoc with an institution, they will continue to
sustain the regulation, and thus serve as a complement to political intervention. As a division
of FDIC, SAIF will continue to force the responsibility for legislative and regulatory blunders upon American taxpayers.
The Reform Act will move control over Freddie Mac from the FHLBB to a new, 18-member
board that will be similar to the board that
governs the Fannie Mae. Both Freddie Mac
and Fannie Mae will be subject to oversight
by the secretaries of the Treasury, and Housing
and Urban Development (HUD). General Accounting Office, which already audits Freddie
Mac, will also audit Fannie Mae.
Such are the changes mandated by the Reform Act. Do they fundamentally alter the substance and direction of the system, or merely
noisily reshuffle the chairs on the deck of the
old regulation liner? They also raise the gnaw-
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ing question: why was the President of the
United States not added to the ranks of inspectors and overseers'? Should he not be the "Inspector General"?

Tightening the Reins

Prior to the Reform Act, the financial institutions that formed the cartel could choose their
positions in the cartel-provided they met certain charter and regulation conditions. Banks
could choose to tum into S&Ls, and S&Ls
could become banks. To escape the heavy assessments, many S&Ls indeed chose to convert to commercial banks. The Reform Act
puts a halt to such escapes. It prohibits S&Ls,
for five years, from seeking to change their
charters to those of banks; and it prohibits them
from moving their deposit-insurance coverage
from SAIF to BIF, the new Bank Insurance
Fund under FDIC that will handle existing
bank insurance operations; however, the law
allows thrifts to sell up to 35 percent of their
deposits, over five years, to banks. In every
case, S&Ls will be forced to pay exit fees for
deposits sold, and conversions that may be
allowed after the moratorium.'
The exit fees raise an interesting regulatory
question: how high should they be, to prevent
even the most desperate S&L from leaving the
fold? Surely, there is a level of no escape,
where it is more preferable to bear S&L regulation and suffer S&L assessments than to pay
the exit fee. From the regulators' points of
view, the optimum fee obviously will extract
a maximum amount from solvent S&Ls, per3. Ibid., p. 2149.
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petuate the S&L system, and reinforce the regulatory structure. What would regulators do
without the regulated?
The Reform Act raises the capital requirements for all thrift institutions. Those that fail
to meet the new requirements will be put under
supervisory mandates by the Office of Thrift
Supervision that may limit the payment of dividends or compensation. Thrifts that operate
in an approved manner may seek an exemption
from such mandates.
The Office of Thrift Supervision not only
may forbid the payment of dividends or compensation, but also restrict the ability of thrifts
that fail to meet regulatory standards to make
new loans. In fact, after 1990, such thrifts will
not be allowed to make new loans, unless the
Office of Thrift Supervision grants certain exceptions. The permission to make new loans
to home buyers, to pay dividends to owners,
and compensation to managers henceforth will
depend on proper compliance with reform
edicts and regulations, and the regulators' approval of such compliance. Surely, the Reform
Act does tighten the reins another notch. How
much further can they be pulled without turning S&Ls into a "socialized industry" in a
"command economy"?

Saddling the Taxpayer
When President Buch first announced his
32-year rescue plan, total bailout costs were
estimated at $126.1 billion, of which $59.8
billion were to be contributed by taxpayers.
When, half a year later, Congress passed the
Reforn1 and Rescue Act, the Treasury Department estimated a loss of$166 billion, of which
some $80 billion were projected to come from
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taxpayers.• The General Accounting Office,
the auditing arm of Congress, estimates the
costs will exceed $285 billion, of which some
70 percent may ultimately be borne by taxpayers. House Banking Committee Chairman
Henry Gonzalez put the cost at $335 billion.
All these estimates have undergone several upward revisions and, in the end, the true figures
are likely to exceed these amounts.
The actual losses can be calculated only after
the last bill has been paid, and the last chapter
of the S&L disaster has been written. Future
generations of historians and accountants will
have to render the final verdict on this incredible phase in American financial history. We
only may surmise the magnitude of the burden
which the apparatus of politics is putting on
the shoulders of the American people. If the
total bailout costs should exceed $300 billion,
the per capita share of the loss would amount
to some $1,200. When placed on the backs of
taxpayers, who are the primary victims of political bungling, some 80-85 million Americans
will be forced to contribute some $3000 to
$4000 each. Highly productive taxpayers in
high income tax brackets will pay more.
Taxpayers are the innocent bystanders who
will be forced to bear the losses. The culpable
actors in the drama will go free without even
a reprimand: the legislators who created the
system, the regulators who guided and supervised it, the owners who sought to benefit, the
managers who accepted the deposits and made
the loans, and the depositors who blithely entrusted their deposits to the institutions. In their
special ways, they all contributed to the debacle. Yet, taxpayers will be held responsible
because they are the ultimate guarantors and
4. Ibid., p. 2148.
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underwriters of all political ventures and blunders. When politics enters business. taxpayers
are forced to stand by.

Seizing Insolvent Thrifts and Disposing of
Their Assets
The law created a new on-budget agency,
the Resolution Trust Corporation (RTC). that
took possession of all insolvent thrifts, and
will take possession of all thrifts that will become insolvent within three years of the date
of enactment. Resolution Trust Corporation
will manage and dispose of the seized property,
and terminate its operations no later than December 31, 1996. 5
On the day of enactment, the RTC took control of 262 insolvent S&Ls, with $107 billion
in total assets. It is likely that another 125 to
300 of the 2,959 S&Ls now in operation will
fall under RTC control by 1991. Altogether,
RTC may end up with some $300 billion or
more in S&L assets, of which some $250 billion may consist of real estate, and the balance
of other assets such as government securities
and mortgage based securities.
When RTC closes or sells an S&L, it may
transfer the deposits to another S&L or commercial bank. The transfer immediately enables the recipient to embark upon a round of
lending and investing; mortgage rates may fall
temporarily, and real estate prices may rise.
The transfer funds which RTC disburses are
new government funds either drained from the
capital market. or created outright. The former
depress economic activity, the latter inflate and
distort it.
5. Ibid., p. 2147.
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Savings and Loan assets, consisting of loans
and real estate financed by the loans, are more
difficult to dispose. Surely, not all the loans
held by insolvent S&Ls are problem loans.
Many homeowners will continue to make regular payments on their mortgages, regardless
of the owner of the loan; they are not in default
and, therefore, need not fear a change in ownership. Similarly, many commercial debtors
will continue to pay on time. All such loans,
properly discounted to the market rate of interest, can be sold easily to other financial
institutions. Resolution Trust Corporation
losses will be limited to the difference between
the amount of the loan and the present value.
Even some foreclosed property may be
liquidated readily and placed in private hands.
Most single-family homes should find willing
buyers at prices that cover the delinquent loans.
Apartment houses that are enjoying 80 to 100
percent occupancy rates should attract buyers
at prices that cover RTC costs.
Yet, the losses suffered by insolvent S&Ls
will cost RTC many billions of dollars; the
harm inflicted by the vise of regulation and
inflation is visible in the difference between
the par value of a loan and its present market
value. Old mortgage loans continue to yield
returns far below the market rate of interest,
and sell at substantial discounts from market
prices, while depositors need to be paid in full.
Moreover, the cartel regulation has become
more restrictive and confining than ever; federal deposit insurance and federal mortgage
guarantees continue to obscure the housing
market, and becloud responsibility and sound
judgment. In short, the heavy hand of government in housing causes visible distortions and
maladjustments.
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Resolution Trust Corporation is expected to
suffer billion dollar losses from the sale of
assets the defunct S&Ls took back from borrowers who went bankrupt. A great deal of this
real estate is in the Southwest, where prices
collapsed in the wake of the tax reform and
decline in oil prices. The law requires RTC to
consider the effects of its sales on the local
real estate market. In "distressed" markets,
RTC must demand a "minimum disposition
price" no lower than 95 percent of fair market
value as appraised by RTC. To benefit lower-income families, RTC is expected to sell singlefamily residences at or below their "net realizable market value."
Much of the property which the defunct
S&Ls sought unsuccessfully to sell for years
is unlikely to bring a full price soon. Resolution
Trust Corporation may have to settle for 50
cents on the dollar or less. Some property may
not attract any bids at any price. Many of the
worst properties-unfinished, poorly constructed apartment houses, malls, and office
buildings-may have to be tom down. It may
take many years to return the building lots to
private hands.
Resolution Trust Corporation has taken possession of a tremendous amount of undeveloped land, located throughout the country.
To minimize its losses, RTC may be tempted
to put it on the shelf for several years until
inflation lifts real estate prices to RTC cost
levels. Given the natural propensity of monetary authorities to inflate and depreciate the
currency, the time it takes for real estate prices
to rise to RTC cost levels should not be long.
Unless more political intervention and bureaucratic delays prevent the prompt liquidation of
seized property, RTC need not hold a large
part of America for the rest of our lives.
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Aiding Lower-Income Families
The Bailout Act expands the Home
Mortgage Disclosure Act of 1975 that requires
all mortgage lenders to collect and report to
the authorities information on the race, gender,
and income level of loan applicants and recipients. Both laws aim to prevent the practice of
"redlining," denying loans to certain racial or
income groups, often by neighborhood.
While private lenders, under threat of penalty, are prohibited from discriminating on the
basis of race, gender, and income levels, the
Bailout Act instructs financial authorities actually to discriminate. It requires each FHLB to
set aside a portion of its annual earnings to
subsidize low-income mortgagors. The total
amount from all twelve Home Loan Banks
must be 5 percent of earnings, or at least $50
million a year; after 1994 the amount is to rise
to 10 percent of earnings, or at least $100
million a year. 6
These subsidies to low-income mortgagors
build on the subsidies granted by the FHLBs
to S&Ls borrowing against mortgages as collateral, and ultimately on the subsidies by taxpayers who underwrite FHLB borrowing in the
capital markets. They complete a triple-level
subsidy system that openly discriminates in
favor of certain economic classes at the expense of others.
The mortgage subsidies are to go to families
with incomes of 80 percent or less of the median in a given area, or to buyers of multifamily
dwellings in which 20 percent of the units are
permanently set aside for families with incomes at 50 percent or less of a given area's
6. Ibid., p. 2150.
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median. The fonner will channel residential
property from owners who were dispossessed
because of mortgage loan default to new owners with less than 80 percent of area median
income. Of course, the new owners, who may
earn lower incomes than the old owners, will
enjoy the advantage of the triple subsidy, while
the defaulting owners may have had only a
double benefit. It is doubtful that this addition
will afford greater stability in home ownership.
The subsidies to multifamily dwellings in
which 20 percent of the units must be reserved
for families with incomes of 50 percent or less
of a given area's income would have to be very
high to make an apartment house a viable property. Tenants who pay the full market rental
and public-assistance tenants do not mix readily. It is much easier to lease apartments to
low-income families only, and collect the
mortgage subsidies, provided they cover all
costs.
The law also instructs FHLBs to make direct
mortgage loans to families with incomes equal
to 115 percent or less of a given area's median,
and to finance commercial and economic development property that will benefit low- and
moderate-income persons. To make such direct
mortgage loans, and to finance commercial
and economic development projects obviously
puts FHLBs in the retail business of housing
finance. It will pit FHLBs in competition
against S&Ls and other lenders, which will
not enhance the stability of S&Ls. To compete
with the vast resources of the FHLB, and indirectly with the federal government, is a hopeless undertaking; however, there will be many
more employment opportunities for S&L employees in the retail offices of FHLB.
The law gives state and local governments,
non-profit housing agencies, and families
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whose incomes are less than 115 percent of
the area median income a 90-day right to purchase certain low-cost, single-family residential properties seized from failed thrifts. State
and local governments and non-profit housing
agencies also will have a 45-day right to purchase certain low-cost, multifamily residential
properties, provided some units are offered to
low-income persons at very low rents. Singlefamily residences, finally, may be sold below
their "net realizable market value" to aid lowerincome families.
Granting state and local governments and
non-profit housing agencies the right of first
refusal to purchase low-cost, single-family residences is to expand public housing wherever
S&L housing defaulted. It is doubtful, however, that the quality of such housing will improve in the hands of state and local politicians,
and officials of non-profit organizations. Such
ownership usually breeds much favoritism and
corruption, which may occupy many more attorneys and judges for years to come. The same
may be true in the case of single-family units
that will be sold below their "net realizable
market value."The difference between the market value and the discount value is also the
margin of corruption.
The 45-day right of first refusal to purchase
multifamily properties would be an open invitation to state and local governments and nonprofit organizations to rush into the housing
business, if it were not for the condition that
some units are to be offered to low-income
persons at very low rents. The ambiguity of
the clause, together with the inherent difficulties of mixing different-income families who
are charged different rentals for the same
facilities, may discourage many a state and
local official from making use of the right of
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first refusal. Resolution Trust Corporation may
have to keep and manage such properties for
many years to come.
These provisions of the Reform Act, designed to increase the available supply of lowincome housing, are unlikely to improve housing conditions for many Americans; but they
surely will benefit some people at the expense
of others, and enhance the realm of officialdom
and regulation. They are likely to create much
conflict between the regulators and the regulated, and the beneficiaries and the victims,
and keep judges busy and attorneys in income
and wealth.

Fighting Mismanagement and Fraud
There is plenty of blame to go around. Savings and Loan legislators, regulators, auditors,
owners, managers, and even depositors, all
contributed to the debacle. It would be rather
erroneous and grossly misleading, however, to
ascribe equal shares of blame to all the parties
involved. After all, some individuals created
the system, others guided and regulated it, adjudicated it, managed it, audited it, exploited
it, or merely used it in good faith. Obviously,
the creators of the system, who gave it life by
law, and designed every one of its features,
and regulators who guided it every step of the
way, bear primary responsibility. Yet, they are
quick to point at all others and noisily charge
them with dereliction and fraud.
At a field hearing in San Francisco, Frederick Wolf of the GAO, the investigating and
auditing arm of Congress, even proclaimed
that "fraud and/or insider abuse were the main
failure of all of the sample of twenty-six savings institutions studied. Economic conditions
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compounded the problems, but did not cause
them." Bank Board Chairman Danny Wall subsequently disputed the testimony, but charged
that fraud was a significant factor "in perhaps
one-quarter of the failures. " 7
Such charges are not only self-serving, but
also highly deceptive. They do not explain why
the thrift institutions should harbor such concentrations of fraudulent managers, and why
the supervisory authorities should be so virtuous as to become their accusers. Surely, it is
readily apparent that the particular relationship
between S&L regulators and regulatees is conducive to fraud and abuse because it is based
on authority and coercion, ratherthan voluntary
contract, just like the economic command systems that invariably breed corruption and give
rise to black markets. Even if their relationships
were entered into freely and contractually, the
very existence of thousands of regulations by
several regulatory authorities invites violations
for additional reasons: individual limitations of
knowledge and comprehension, and the multiplicity of possible interpretations of the regulations. Regulatory law, which may be designed
to serve special interests, is not known for
simplicity and lucidity.
It is probably true that a large percentage of
all S&L insolvencies involve "wrongdoing"
on the part of managers. In desperation about
their sinking enterprises, many probably violated a regulation or two in order to save the
sinking ship. Many undoubtedly succeeded,
which some 2,000 solvent and profitable thrifts
readily affirm. Unfortunately, others failed in
their desperate rescue attempts, engaging in
7. United

States League of Savings Institutions,

Washington Notes, Vol. XLIII, No.3, January 20, 1989,
pp. 3, 4.
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unorthodox and unapproved trading practices,
such as index trading, program trading, hedging in commodities, etc. Unfamiliar with such
strategies, they failed, and now face indictments by their regulators.
Some old-fashioned managers just gave way
to a new breed of S&L administrators who
were willing and eager to embark upon desperation management. Backed by federal deposit
insurance, all managers have an incentive to
invest in assets of the highest possible yield,
and therefore highest risk; but it takes an extraordinarily reckless manager to test the limits
of yield and risk. The federal deposit insurance
scheme is most inviting; it guarantees that the
gains accrue to him, the losses are heaped on
the deposit insurer.
Some legislators and regulators even point at
certified public accountants as the perpetrators
of the dilemma. The GAO now charges that the
audits by the CPAs of six of eleven savings institutions that subsequently failed were not done
in accordance with professional standards. It
urges the regulatory and professional bodies to
launch an investigation and review the practices
and qualifications of these CPAs.
To spread the blame around, GAO also is
critical of the American Institute of Certified
Public Accountants for not responding quickly
to changes in the industry. American Institute
of Certified Public Accountants' auditing guide
contains too little discussion of recent regulatory changes pertaining to land acquisition,
development, and construction loans.
Not to be outdone by GAO, Representative
Henry Gonzalez, chairman of the House Banking Committee, and Representative Frank Annunzio, chairman of the Financial Institutions
Subcommittee, in a joint statement, charge the
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auditing firms with "dereliction" of their sworn
duties. They plan to schedule early hearings
on CPA dereliction, and intend to ask the Justice Department to seek damages from negligent accounting firms.~
Abuse and mismanagement, fraud and
favoritism, are human vices that tempt man in
all walks of life. They undoubtedly appear also
in public accounting, but the fresh air of competition tends to purge all wrongs from the
profession-in contrast to government, which
is the monopoly of force and the fountain of
favors. Accountancy cannot possibly hold back
the vise of regulation and inflation, or prevent
the evils of cartel regulation and insulation, of
overinvestment and maladjustment, or of federal deposit insurance. In short, it can neither
inhibit nor correct bad economic policies that
are mandated by legislators and conducted by
regulators.
The temptations to abuse and mismanage,
defraud and favor undoubtedly are greatest at
the centers of power and favors, the seats of
government. Power over others intoxicates the
best minds, as liquor does the strongest heads.
The words of Lord Acton continue to ring true:
"Power tends to corrupt, and absolute power
corrupts absolutely." It follows that economic
intervention such as that practiced by federal
regulatory authorities tends to corrupt; in a
command system it would corrupt absolutely.
For years, the thrifts and their regulators
collaborated to hide the true state of affairs.
Congress and regulators devised or sanctioned

8. United States League of Savings Institutions,
Washington Notes, Vol. XLIII, No.5, February 3. 1989,
p. 5.
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accounting gimmicks that helped to preserve
an illusion of prosperity. Thrifts were encouraged to defer losses and hide the lack of capital.
Many thrifts remained solvent only because
regulators issued special certificates that were
counted as capital. Whenever a regulator actually questioned the highflying practices, and
exerted pressure on thrift managers, friendly
members of Congress immediately intercepted
the regulator. Former House Speaker Jim
Wright personally intervened on behalf of a
Texas thrift owner who is now on trial for
defrauding another thrift institution. It is not
surprising that former FHLBB Chairman
Edwin J. Gray observed that the S&L dilemma
is a product of the ties "between the industry
and Congress. " 9 In reality, the disaster is the
inevitable product of political manipulation of
economic activity.
The legacy of abuse and mismanagement,
fraud and favoritism that is plaguing the Department of Housing and Urban Development
(HUD) is a cogent example in case. Representative Charles Schumer of New York estimates
that the known waste, fraud, and abuse at HUD
amounts to some $2.175 billion, infecting programs such as the Moderate Rehabilitation Program, the Coinsurance Program, FHA
mortgages, Retirement Service Centers, Ginnie Mae FHA guarantees, and many others. 10
Housing and Urban Development Secretary
Jack Kemp explains the problems as consequences of "subsidies that are much greater
than the cost of providing decent housing." In
some programs, only about one-third of the
9. Business Week. New York, NY: McGraw-Hill Corp ..
October 31. 1988. p. 132.
10. National Thrift & Mortgage News, New York, NY,
Vol. 13, July 24, 1989, p. 27.
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money goes for better housing for the poor.
The extra money goes to developers who pay
huge fees to consultants who know the workings of HUD and other bureaus. Ex-regulators
of S&Ls now prosper as consultants and S&L
lawyers; they are the big winners from the
industry's predicament."
Ex-regulators now arrange financings, mergers, acquisitions, or reorganizations. They are
involved in dozens of thrift deals amounting
to billions of dollars, including federally assisted acquisitions. They may even render consulting services to the government itself. In
1988 alone, the FHLBB and the FSLIC, although they employ 200 in-house attorneys,
paid some $110 million to outside law firms
for work on liquidations, management take
overs, mergers, and acquisitions. Some law
firms employ no fewer than half a dozen former
regulators of the Bank Board. Critical observers cannot escape the conclusion that many
regulators leave government service in order
to benefit from their actions in government.
To them, regulatory agencies are the revolving
doors to fame and fortune.
Hysterical Penalties

The enforcement provisions of the Reform
Act, perhaps more than any other provisions,
reveal the anger and frustrations of the legislators. Civil penalties in cases where a bank,
a thrift, a credit union, or an individual connected to the institution violates financial regulations are increased to $25,000 per day, or
to $1 million per day if the violation is intentional or reckless. Civil penalites for theft,
fraud, embezzlement, or the like are increased
II. Ibid., pp. 4. 21: also "Revolving Door" in The Wall
Street Journal, January 31, 1989, p. I.
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to $1 million per day. the amount embezzled
or otherwise misapplied, or $5 million per day.
whichever is greater. An individual may be
barred from working in an insured financial
institution; an individual barred in one type
will automatically be barred from working in
all types throughout the Unites States.~~
Criminal penalties for an individual convicted of embezzling, stealing, defrauding a
federal banking agency, or accepting gifts for
procuring a loan are increased two hundredfold. from the previous maximum of $5,000
to $1 million and a maximum prison sentence
from five years to twenty years. The statute of
limitations on banking fraud is extended from
five years to ten years. A person previously
barred from working in a financial institution
who violates that order is subject to a fine of
$1 million, a prison term offive years, or both.
The Reform Act even applies the Racketeer
Influenced and Corrupt Organizations Act
(RICO), which relaxes statute of limitations
requirements. sanctions seizures of property,
and permits federal and private civil suits for
treble damages in the case of such crimes.
Furthermore, it authorizes the disclosure of information developed in grand jury investigations to federal banking regulators; it allocates
$65 million annually for the prosecution of
financial institution crimes, $10 million annually for civil prosecutions, $10 million more
for other court-related expenses, and orders
the Justice Department to establish a special
fraud prosecution office in northern Texas to
pursue financial crimes in that state. u

12. Congressional Quarterly. Weekly Report, ibid .. p. 2151.

13. Ibid .. p. 2151.
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These enforcement provisions immediately
raise some interesting questions: who wants to
work in the banking cartel under such conditions? What kind of a person will seek employment in an industry where violations of regulations are penalized with fines of $1 million per
day? Surely, the threat of knowingly or recklessly violating an ambiguous regulation will
hang over him every day of his life.
The provisions reveal an angry and rather
hysterical state of mind of the legislators who
enacted them, and the media and the public
that are supporting them. To increase the fine
two hundredfold and mete out fourfold prison
sentences, to apply RICO, and allocate special
funds for prosecution indicates a state of hysteria that is frightening to sober observers. In
all walks of life, the symptoms of hysteria
represent reactions to stress. They are apt to
appear during situations involving stress, and
tend to disappear spontaneously after the stress
subsides. Among legislators, hysteria may
serve as a justification for avoiding certain responsibilities, or for controlling and manipulating the people they govern. Throughout American history, hysteria among legislators has
been a rare phenomenon.
Congressional hysteria in financial matters
is clearly visible when we compare federal
penalties with those mandated by the states.
In Pennsylvania, where this writer resides, a
felon of the first degree may be sentenced to
a term of imprisonment, the maximum of
which is no more than ten years. A first-degree
felony is a wrong such as arson that endangers
the lives of other persons, burglary (entering
a building with intent to commit a crime), kidnapping (holding a person for ransom or reward, or as a shield or hostage), rape (engaging
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in intercourse by forcible compulsion or threat
of forcible compulsion), robbery (inflicting
serious bodily injury upon another, or threatening to do so in the course of committing a
theft), and murder of the third degree (committed without intent or perpetration of another
felony).
In Pennsylvania, a person convicted of an
offense may be sentenced to a fine not exceeding $25,000 in a case of felony of the first or
second degree, $15,000 for felonies of the third
degree, $10,000 for misdemeanors of the first
degree, $5,000 for misdemeanors of the second degree, $2,500 for misdemeanors of the
third degree. The Commonwealth of Pennsylvania does not, and never did, mete out million
dollar fines for any crime, and never levied
prison sentences of 20 years for defrauding a
state banking official or accepting gifts for procuring a loan. 14
The severity, yea, cruelty of federal penalties
also raises a gnawing question about the comparative severity of penalties in the United
States and the Soviet Union, the world center
of totalitarianism and the denial of private property in production.
The political hysteria that led to the passage
of the Reform and Rescue Act of August 9,
1989, raises yet more frightening questions:
what will the legislators' reactions be to the
extreme stress of more dismal failures in years
to come? How much tighter can they pull the
reins, and how much more pain can they inflict
on the financial industry? As this observer sees
the situation, they may be limited to one final
step: to nationalize all financial activity, to incorporate private finance into Treasury finance,
14. Purdon's Pennsylvania Consolidated Statutes. Annotated. Title 18. Crimes and Offenses, St. Paul. MN: West
Publishing Co., 1983.
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and to make every worker in finance a civil
servant. This is the only logical step the American financial cartel still can take that is consistent with its basic structure. For many Americans it will be a dark day when Congress takes
this final step. They remember the glorious
past, rich in individual freedom and prosperous
with private enterprise. While the whole world
is gradually turning away from the political
command system and moving toward a freer
economic order, the United States, at least in
financial matters, is still moving in the opposite
direction.

No Accountability for Legislators
and Regulators
If it is true that responsibility walks hand in
hand with capacity and power, the legislators
who created the system and the regulators who
guided it throughout the decades must bear some
responsibility for the disaster. Like every other
party to the spectacle, however, they seek to
escape their responsibility, which expresses itself not only in the wild charges they levy at
others, especially S&L owners and managers,
but also the hysterical punishment they mete out.
All law is based upon the general assumption
that the citizen is answerable for what he does;
legislators and regulators are under the law
and, therefore, answerable for what they do.
Law postulates a legally responsible man; it
follows that it postulates legally responsible
legislators and regulators. The Constitution of
the United States does not repeal these axioms
of law; it merely protects senators and representatives from arrest during their attendance
at the session of their respective Houses, and
in going to and returning from the same, except
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in cases of treason, felony, and breach of the
peace. The Constitution also protects them
from arrest for any speech or debate in either
House (Article I, Section 6), but it does not
release them from all responsibility, legal and
moral. It does not grant absolution for whatever iniquity they may perpetrate and the harm
they may inflict on their fellow men. It surely
does not absolve them from the responsibility
for having created a financial cartel that builds
on brute force and coercion, rather than individual freedom and voluntary exchange, that
suffered hundred-billion-dollar losses and inflicted immeasurable harm on the American
people who trusted the system.
The Reform and Rescue Act levies milliondollar fines on individuals who knowingly and
recklessly violate regulations or engage in an
unsafe or unsound practice. A law is just if it
beholds neither plantiff, defendent, nor legislator or regulator, but only the cause itself.
Does justice not require that these penalties
apply to all, but especially to the architects
and directors of the unsafe and unsound system? The Reform Act imposes a maximum
prison sentence of twenty years on individuals
convicted of embezzling, stealing, defrauding
a federal banking agency, or accepting gifts in
return for procuring loans; does justice, which
gives to every man his own, not call for the
same penalties for legislators who created the
system that invites much embezzlement, theft,
and fraud, and on regulators who presided over
it all? If any one legislator or regulator should
be found to have accepted a gift in return for
procuring a loan, or should be found to profit
from the system, does justice not demand that
he suffer the penalties prescribed by law? Does
justice, which consists of doing no injury to
others, not command that the innocent bystanders, American taxpayers, be spared the crush-
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ing burden, which properly belongs to those
who created it: legislators, regulators, owners,
and depositors?
Many legislators and regulators who created
the system have left the stage of life and can
no longer be held accountable; however, there
are many on the present stage who helped to
fashion the present structure, who drafted and
voted for the Depository Institutions Deregulation and Monetary Control Act that stoked the
fires of inflation, and the Garn-St. Germain
Act that invited crooked appraisals and dubious
accounting. There are thousands of regulators
who regulated the sinking ship. If the statute
of limitations is extended to ten years also for
responsible legislators and regulators, as it is
for bankers, should these men and women not
be brought to justice?
It is probably true that most legislators who
cast their votes for the cartel legislation never
read it and were unaware of its meaning and
potential consequences. Yet ignorance, when
voluntary, is doubly reprimandable; a man is
properly charged with that evil which, for any
reason, he neglected to learn to prevent.
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Housing and Freedom
Evil events come from evil causes, and the
calamities we suffer generally spring from what
we have done. The financial disaster that struck
the thrift industry sprang from evil legislation
that created the system and infamous regulation
that guided it all the way. To impute the blame
to a few corrupt managers who made off with
the petty cash is rather shallow and unimaginative. It does not explain more than $200 billion
in losses suffered by the financial institutions
that succumbed and were seized by RTC, to
which should be added the losses suffered by
all other members of the cartel that managed
to survive. Being in the black with a 5 percent
rate of return rather than l 0 percent, which may
be the market rate, may signal a 5 percent loss.
If we add the losses in the form of higher prices
and poorer services suffered by millions of customers, the total cartel loss may be estimated
in trillions of dollars.
Lawmakers and regulators are convinced
that the Reform and Rescue Act of August 9,
1989, provides the proper answer to the S&L
dilemma. It mandates tougher government
oversight of banking practices and lending
rules. It requires all federal bank and thrift
regulatory agencies to develop uniform accounting standards and apply stiffer, risk-based
capital standards. New rules are to redefine
the meaning of capital, and link capital requirements to the risk levels of assets. Better regulation, we are told, is crucial to the protection
of the American public from incompetent or
fraudulent S&L management.
Government officials and their friends
would like to make government regulation
more efficient. Some even are pressing their
proposals for "genuine" reform. Some would
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tie insurance premiums to the solvency risk of
each institution. They would replace the current system of flat-rate premium with one based
on the risk associated with management
policies and investment portfolios. Some
would lower the level of insurance coverage
from $100,000 back to $40,000, or to even
lesser amounts per account. When the FSLIC
came into existence in 1934, it insured
shareholders up to $10,000 for each individual
account.
The Reform and Rescue Act goes beyond a
plan for better regulation. It "rescued" the industry by seizing complete control over defunct
thrifts, which amounts to outright "nationalization" of a large part of an industry.
Unfortunately, where S&L managers failed,
S&L officials are not likely to succeed. With
thousands upon thousands of assets to manage
and liquidate, probably at fire-sale prices, inexperience of the officials, bureaucratic maladies
of politics, favoritism, red tape, and outright
incompetence are likely to aggravate the situation and magnify the losses. Moreover, taxpayers will be saddled not only with huge liquidation losses, but also with millions in costs
from lawsuits by home buyers, contractors,
and suppliers. While federal agents may file a
few complaints against S&L managers, many
more victims of the takeover will sue the agents
for violating federal, state, and local laws,
from federal plant-closing statutes to state
labor laws and contractual obligations. The
former will make headlines in the national
media, the latter will rarely be mentioned in
the local news. In the strange new world of
government takeover, government will need
many more lawyers to defend its officials.
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Astute observers of the financial scene are
calling a halt to the disgraceful spectacle. A
fundamental reform of deposit insurance, they
tell us, should aim at promoting market incentives in the system. Some even venture to conclude that, ideally, the system should be transferred to the private sector. "Deposit insurance
is simply too impmtant to be left in federal
hands. "I
Unfortunately, these observers merely point
in the right direction, but then proceed in the
old direction. Instead of deliberating on the
ways of implementing the transformation, they
give much thought and energy to improving
the command system and making it work more
efficiently. They raise the private-property
flag, but then ignore it because privatization
is too difficult politically. At this point, the
reformers tum into politicians who conclude
that freedom is inexpedient and not worth their
effort.
Even if freedom were expedient, to create
market incentives and build a "private sector
industry" on the foundation of expediency is
to infect the structure with decay from the very
beginning. Expedients are for an hour, like the
fads of politics, but principles are for the ages.
The financial industry must not be rebuilt on
the shifting sands of political expediency. No
matter what legislators and regulators want us
to believe. the cartel system is beyond redemption. Every attempt at reform in the past has
failed dismally, and there is no indication that
the tinkering by the Reform and Rescue Act
will work any better. The structure must be
dismantled forthwith, and freedom must be
I. Henry N. Butler, "Beyond the Bailout: Long-term
Solutions to the Crisis in Federal Deposit Insurance," in
The Heritage Foundation, Backgrounder. Washington,
DC. No. 696, March 16, 1989, p. 7.
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permitted to advance. A banking industry built
on private property and individual freedom
needs no legislation, no regulation, no implementation; it merely needs the freedom to
evolve. Legislators and regulators merely need
to get out of the way so that freedom may pass.
Healthy thrifts should go free without delay,
be free either to become commercial banks,
merge with existing institutions, or embark
upon any other line of business they care to
pursue. Insolvent institutions should be liquidated by bankruptcy judges, and the losses be
assigned to those individuals who caused and
suffered them: legislators, regulators, owners,
managers, and depositors. The twelve regional
home loan banks, which provide easy credit
to thrifts, should be liquidated and closed, and
their $12.4 billion equity be returned to the
S&L owners. Federal Savings and Loan Insurance Corporation, now SAIF, and FDIC should
be privatized forthwith, and instructed to sever
all relations and connections with government.
Above all, all planners, legislators, and regulators of the defunct system must be barred
from designing, building, regulating, and playing any role in the new system.
American financial liberties have been nibbled away for expediency and by parts. Yet,
most people do not miss them, which explains
their ready acceptance of a cartel system that
is ineffective, corrupt, and bereft of life. They
no longer understand the meaning of liberty,
permitting legislators and regulators to forge
their chains. Yet, in the mind and spirit of man,
the spark of liberty is always flickering; at any
time, it may burst into flames and scorch all
obstacles that stand in the way.
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