
21 L M R  m a y  2 0 1 421 L M R  m A Y  2 0 1 4

Bank Deposits are Risky—now More than ever

by L. Carlos Lara
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Very few Americans have paid enough 
close attention to the particulars of a law that 
began to be formulated shortly after the finan-
cial crisis of 2008 and was ratified January 21, 
2010. This lack of awareness on the part of the 
public is certainly understandable.  First of all 
you don’t see much of it in the news and, sec-
ondly, who would want to take the time to read 
it or struggle trying to understand it? The docu-
ment itself is nearly one thousand pages long 
and some estimate that by the time the IRS and 
other government regulators get done with it, 
the final document could be thirty times larg-
er. In other words, it’s a long way from being 
completed. It has 243 rules, calls for 67 studies, 
22 periodic reports and has created three new 
government oversight agencies with the SEC, 
the Federal Reserve and the FDIC having ex-

panded powers. It is the most sweeping over-
haul of the financial markets since the Great 
Depression. Even the Volker Rule provisions, 
named after a former Federal Reserve Chair-
man, were reinstated (subject to limited excep-
tions) into the law by a Senate bill. This pro-
hibits U.S. banks from most proprietary trading 
including owning, sponsoring or investing in 
hedge funds. The overall intent of this massive 
enactment is to provide increased preventive 
regulation in order to strengthen the financial 
markets in case of another crisis. Additionally, it 
provides for an expedient liquidation process for 
any insolvent financial institution, including the 
regulatory tools to implement the liquidation. 
More specifically, it is aimed to increase Wall 
Street transparency and investor protection as a 
means of bolstering investor confidence to draw 
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them back to the capital markets. Yet, one can-
not help to conclude that there really must be 
a giant crash out there somewhere in the hori-
zon, for even our own government officials, who 
were caught completely off-guard when the last 
one occurred, have definitely gone into a state 
of preparedness with the passing of the Dodd-
Frank Wall Street Reform and Consumer 
Protection Act.1

from bailouts To bail-ins

The parts of this document that have raised 
the most eyebrows by those that have actually 
looked into it are the sections that indicate that 
“too- big- to- fail” institutions will not be bailed 
out by taxpayer dollars this next time around. 
Instead they will be shored up by making use of 
“contingent capital”2 and in certain critical sit-
uations “bail-in” capital3 pooled together from 

the failed institution’s own stockholders and 
creditors. This part in particular has good news 
and bad news implications, depending on how 
you see the economic world. But think what you 
will, this new strategy is actually prudent on the 
part of our officials. If there is one thing that 
the general public did finally understand, even 
though it may have taken them three years to 
make full sense of it, is that they were royally 
hammered by the previous bailouts. If Congress, 
or the President, attempt to use taxpayer bail-
outs again there will no doubt be a thundering 
outcry in the streets. 

Today there are also three critical masses or 
bubbles we did not have six years ago and our of-
ficials know this all too well. Any of these could 
actually blow, if not at the same time, then cer-
tainly one at a time in falling dominoes fashion. 
These are the U.S. dollar, U.S. Treasuries, and 
the stock market. Plus, we are now so intercon-
nected to the rest of the financial world and play 
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such a central role in that theatre that the global 
ramifications when another crisis occurs will be 
astronomical. Regardless of these comprehen-
sive and far-reaching preventive measures to 
deal with our world  dilemma there are still cer-
tain significant problems within our economy, 
money, and banking systems that contain dire 
consequences for us as individuals that this new 
law can only serve to magnify. This article is di-
rected at pointing to several of the most critical 
issues with a recommendation that they should 
be taken seriously and to offer a few suggestions 
of what one can do to steer around them.

what is bail-in Capital?

Since contingent capital is given so much 
of the limelight for being able to provide the 
preventive measures to mitigate systemic risk, 
one of the first questions to answer is “What 
exactly is contingent capital?”  Basically, they 
are hybrid securities that are issued by financial 
institutions intended to provide a safeguard or 
shield under critical scenarios when it is difficult 

for the institution to raise cap-
ital. They are, however, noth-
ing new. Rating agencies view 
contingent capital securities 
favorably because of their loss-
absorbing features.  The insur-
ance industry has used them 
for decades, which should not 
surprise any of us due to the 
conservative nature of this sec-
tor. But utilizing them in an 
industry like banking where 
liquidity crises are endemic is 
different, especially with the 
new caveats that are being re-
quired. Among other things, 
these new regulatory directives 
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if Congress, or the President, attempt to use 
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be a thundering outcry in the streets.

emphasize increasing the quality of the capital 
base in financial institutions in order to help 
banks remain a going concern at the time of 
crisis, as opposed to filing for bankruptcy. These 
capital threshold requirements are spelled out 
in detail in the International Reforms known as 
Basel III4 formulated by the European Union, 
if anyone is interested in digging deeper. In fact, 
the European Union has already passed its ini-
tial phase into law as of January 2013 and the 
completed framework is to be fully phased in by 
2018. Though the Dodd-Frank Act has not of-
ficially mandated the exact requirements of Ba-
sel III to be incorporated for the U.S. as of this 
date, the intention is to mirror the quality of its 
capital thresholds. 

In essence, contingent capital instruments’ 
most important characteristic is that they are 
generally debt securities with conversion to 
equity features in the event of certain capital 
threshold triggers. The triggers are the points 
when the conversion mechanism is activated. 
These conversion features represent a form of 
shock absorber by creating immediate liquidity 
within the issuer’s capital structure at the time 
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of conversion. There are also regulatory triggers 
that cause actions by the regulatory authorities 
to be taken against the issuer at critical financial 
decline stages. With this latter trigger the pos-
sibility of a write-down of principal up to 100% 
can also occur. 

Bail-in capital, also referred to as “statutory 
bail-in,” is a completely different strategy. This 
step is utilized after the contingent capital secu-
rities have been converted to equity or the write 
down of principal occurs and such actions have 
not resulted in providing sufficient liquidity to 
keep the institution from going into insolvency. 
Under these circumstances, the authorities take 
over to create creditor claims made up from the 
stockholders and unsecured creditors of the in-
stitution. These claims are then written down or 

converted into equity in order to save the in-
stitution. However, under the Dodd-Frank Act, 
federal authorities will have a more expansive 
role in using statutory bail-ins and will be able 
to place large bank holding companies (BHCs) 
and significant nonbank holding companies 
in receivership under federal control with the 
FDIC5 acting as the receiver. These so-called 
“covered companies” make up a significant part 
of our entire financial markets in the U.S. and 
include some abroad as well. According to the 
American Bankers Association these compa-
nies’ stockholders, creditors, vendors, etc., will 
have no assurance in advance as to whether crit-
ical financial circumstances will be dealt with in 
Chapter 11 Bankruptcy, Chapter 7 liquidation, 
or federal receivership under Title II of the Act.
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“The goal of a receivership under Title II of 
the Act is to provide the authority to liquidate 
failing companies that pose a significant risk 
to the financial stability of the U.S. in a man-
ner that mitigates such risk and minimizes 
moral hazard. The authority provided in Title 
II of the Act is to be exercised in a manner that 
best fulfills that purpose, so that creditors and 
shareholders will bear the losses of the finan-
cial company.”6

American Bankers Association on Title 2
Orderly Liquidation Authority
The Dodd-Frank Act

Legally, bank Customer Deposits 
Are Loans

One of the first red flags this author wishes 
to raise is to simply remind the reader that our 
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According to the law, the 
commercial bank depositor is 
viewed as an unsecured creditor 
above certain dollar limits.

current legal framework treats commercial bank 
deposits as loans to that institution. Every time 
a bank depositor sends a deposit via the tube 
at the drive through window of the commercial 
bank, the legal title to his or her money changes 
immediately. The bank depositor upon making 
the deposit has just become a creditor of the 
bank. And, according to the law, the commercial 
bank depositor is viewed as an unsecured credi-
tor above certain dollar limits. Most Americans 
do not know this. They innocently assume they 
are simply having the bank temporarily hold 
their money for safekeeping to be withdrawn a 
short time later and although this process works 
in this manner most of the time, it doesn’t change 
the law. Under the classic case of Foley vs. Hill 
(1848) the ruling is that the banker owes the 
money to the depositor as a debtor and this has 
been the foundational banking law in the U.S. 
ever since. In light of the Dodd-Frank Act and 
the strategies to be used to save troubled banks 
we need to think twice about those bank depos-
its in the economic environment of our day.

The Events in Cyprus Are worth 
Remembering

In March of last year (2013) Cyprus citizens 
woke up one weekend morning to make their 
normal withdrawals from their ATMs only to 
discover that their money had been frozen.  This 
astonishing realization happened to thousands 
of depositors of the two largest banks in Cyprus, 
The Bank of Cyprus and Laiki Bank. When 
depositors went to their branch bank to deter-
mine the cause of the problem they discovered 
the bank was closed. To their dismay the bank 
remained closed for twelve days as banking of-
ficials and the Cyprus government negotiated 
the outcome for all of the money belonging to 
the shareholders and depositors of these banks. 
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In like manner to the bail-in capital strategy as 
outlined by the EU Basel III framework, as well 
as the Dodd-Frank Act, all shareholders of the 
bank and its unsecured creditors were given eq-
uity in a failed entity and/or a write-down on 
their principle balances. Only depositors with 
less than €100,000 on deposit were made whole. 
Businesses were hurt the worst since they gen-
erally tend to keep more money in the bank 
for cash flow purposes than individuals. These 
businesses were unable to access their money to 
meet payroll, pay expenses and suppliers causing 
many to go under, crushing the Cyprus economy. 
In a recent Reuters7 news release dated April 30, 
2014 the Bank of Cyprus was currently, a year 
later, in the process of releasing deposits still 
frozen under the recapitalization. Nevertheless, 
losses to shareholders and creditors of the banks 
have been reported to have reached 60% with 
some unsecured creditors receiving nothing. 

Some commentators have pointed to what 
happened in Cypress as the test for a bail-in 
strategy to mitigate systemic risk in the midst of 
a financial crisis. The results thus far have prov-
en to be positive in certain banking and govern-
ment circles by emphasizing that minimal tax-
payer bailout money was required and only one 
bank was lost.

what will Trigger The Next 
financial Crisis?

There are several crucial elements that could 
trigger the next financial meltdown. It is hard to 
know for sure what will set it off, but it will most 
likely be the same trigger as the last one—the 
derivatives market.8 Derivatives are extremely 
high-risk investment instruments claimed to 
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be “collateralized” because in bankruptcy they 
have been given super priority status over stock-
holders and creditors. Bankruptcy9, however, is 
a state of dwindling assets so we must keep this 
preferential status in perspective. For example, 
according to the Bank of International Settle-
ments, (the central bank for all central banks) 
says that the notional value of derivative con-
tracts worldwide is $700 trillion. In the United 
States alone the notional value of derivatives ac-
cording to the Office of the Controller of the 
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Currency (OCC) is $240 trillion. But the total 
worldwide GDP is estimated at only $75 tril-
lion! Even though these are vague concepts the 
disparity between these numbers is enormous. 
The almost ten-to-one ratio of derivatives ex-
posures to annual income shows just how lever-
aged our financial markets are, and how vulner-
able they will be in the event of another crash.

what About the fDiC?

We rely on the FDIC guarantee far too heavily. 
Of course we all know that our deposits in banks 
are protected for amounts under $250,000, but 
we should never forget that things change dra-
matically in a financial crisis, now more so since 
the passing of the Dodd-Frank Act. In reality 
the FDIC is funded by the premiums paid by 
banks and thrifts for this insurance coverage, but 
it’s a mere fraction of coverage and will always 

The fDiC is funded by the premiums paid by banks and thrifts for this 
insurance coverage, but it’s a mere fraction of coverage and will always 
remain a fraction in terms of the total scope and size of bank deposits.



29 L M R  m a y  2 0 1 4

remain a fraction in terms of the total scope and 
size of bank deposits. Recall that in 2009 dur-
ing the midst of the last crisis there were over 
1,200 banks that were underwater and the FDIC 
went $8 billion in the hole! Now it is certainly 
true that the FDIC has a line of credit with the 
Treasury Department, but here we are again, re-
lying on the taxpayer to bailout the banks. This 
is the one thing the Dodd-Frank Act is trying 
to eliminate, and in so doing, would force the 
stockholders and creditors of the failed bank to 
take the direct hit in order to ultimately save the 
banking system. We should not be surprised if 
that ultimately means the abandonment of the 
$250,000 guaranteed threshold. Perhaps the fol-
lowing stats will make my point even clearer. The 
current total funds in the FDIC coffers stands at 
$47.2 billion, but the total deposits in U.S. banks 
is $10.1 trillion! That means that the FDIC can 

actually cover only ¼ of 1% of the total of U.S. 
bank deposits. In a major crisis this could be-
come a painful problem for millions of us.

what Can we Do?

In light of the evidence it’s easy to become de-
pressed about the entire situation, but we must 
try not to succumb to it. Instead we should stay 
on top of these critical issues by staying in-
formed. Here at the LMR we make every effort 
possible to filter through all the noise and give 
you the real story from an Austrian perspective 
in order to guide your thinking.  Read it often 
and, if you are a financial professional, have your 
clients read it. This study will prevent the de-
ception of the misleading statistics often com-
municated by mainstream economists and gov-
ernment officials who so often trick people into 

Bank Deposits are Risky—now More than ever

Regardless of what you see and hear, the economy is still very sick and
is being propped up by artificial stimulus.
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making grievous financial mistakes. Recognize 
that a financial reversal can hit an individual 
very hard and it may take years to recover and 
in some cases there is no recovery. Regardless 
of what you see and hear, the economy is still 
very sick and is being propped up by artificial 
stimulus. This will invariably lead to more fi-
nancial trouble. There is no real pool of savings 
in the U.S. to bring about true recovery because 
the system is totally against savings. They want 
everyone to become a speculator. If you must 
invest, and sometimes we all have to, be careful 
where and how you invest. So the first recom-
mendation is to stay watchful and conservative.

Secondly, we are definitely in an environment 
where the whole house could potentially come 

down. That’s the unfortunate situation. To deal 
with this kind of problem we need emergency 
money. We need just enough gold or silver to 
get us through a few months if all hell breaks 
loose. Even if you buy it in the form of jewelry 
as gifts for your spouse that can be later melted 
down, get some gold or silver. In a severe crash 
it will rise dramatically in price and may serve 
to dig you out of a deep financial hole when you 
most need it.

Yet in the interim, Americans all need to use 
dollar-denominated assets, because that is still 
the underpinning of the economy. For those 
who have not been introduced to Nelson Nash’s 
Infinite Banking Concept (IBC), I strongly urge 
you to get in touch with an Authorized IBC 
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Practitioner to review your household or busi-
ness financial situation. You can find an Autho-
rized IBC Practitioner of your choosing here: 
https://www.infinitebanking.org/finder/ The 
drawback to owning just gold or silver is that 
you can’t easily spend it (i.e. it is relatively illiq-
uid), so it has to remain in the category of emer-

gency money for when the emergency 
actually arises. But with an IBC policy 
we get the savings, the protection, and 
the access to our money we need in 
spite of our perilous economic envi-
ronment. Mutual Life Insurance com-
panies who sell the IBC-structured 
policy are renowned for conservatism 
as far back as the Great Depression. 
In comparison to Wall Street and the 
commercial banking system, they held 
firm and protected their policyholders, 
not with bailout money from the Fed 
or the government, but by the market. 
So, keep very few dollars in commer-
cial banks and sweep all excess dollars 
into your IBC policy. The fact that de-

positors are now targeted to become the source 
of bailout money to prop up a failed bank is rea-
son enough to act now on this last suggestion 
for your own personal safety and that of your 
household or business.
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