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The nature of the assessment mechanism 1s another important
reason why the fund-to-deposit relationship can be expected to
remain relatively stable over the longer-run The rebate system
m essence places 60 percent of losses directly with insured
banks, this provides a cushion to the fund in absorbing insur-
ance losses Further, 1f operating expenses and losses exceed
gross assessment income, the excess 1s carried forward to sub-
sequent years and 1s charged against gross income in the same
manner as current losses Moreover, current law ties the pro-
portion of net assessment income returned to insured banks to
the relationship of the fund to insured depostts Thus, there
could be situations where the fund actually declines, but the
system would automatically accelerate the rate of income re-
tention until historical relationships have been restored

Insurance Coverage

Several factors determune the effecuve insurance coverage af-
forded individual depositors in an insured bank First 1s the
basic insurance fimit 1n effect at the time a bank fails The limut
15 set by law and currently stands at $100,000 Second, pro-
tection can be expanded beyond the basic insurance limit by use
of muluple accounts held 1 difterent forms of ownership Fin-
ally, and perhaps most importantly, effective coverage depends
on the way the FDIC chooses to handle a failed bank

The basic insurance fimit represents the minimum nsurance
coverage available to a bank depositor The onginal limit was
set at $2,500 in the 1933 Act, but was increased to $5,000,
effective June 30, 1934 This Iimit remained in effect unul
1950, when 1t was increased to $10,000 as part of the Federal
Deposit Insurance Act The limit was next increased to $15,000
m 1966, to $20,000 in 1969 and to $40,000 in 1974 In 1974,
the insurance limit for ime and savings accounts held by state
and political subdivisions was increased to $100,000, this same
limit was extended to Individual Retirement (IRA) and Keogh
Accounts 1n 1978

The most recent increase occurred in 1980, when 1t was
raised to $100,000 for all types of accounts despite the FDIC’s
reservations (the FDIC also had resisted previous increases in
the insurance hmut) This represented a departure from previous
changes n insurance coverage, which generally had been more
modest and more or less reflected changes in the price level
The increase to $100,000 was not designed to keep pace with
inflaion  Rather, it was in recogmtion that many banks and
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savings and loan associations, facing disintermediation 1n a high
interest rate climate, had sizable amounts of large certificates of
deposits (CDs) outstanding The new limit facilitated retention
of some of these deposits or replaced outflows from other de-
posit accounts with cetling-free CDs In 1980, only time ac-
counts with balances of $100,000 or more were exempt from
interest rate ceilings

A depositor may increase insurance coverage by maintaining
multiple accounts held in different forms of legal ownership In
determining the nsurance coverage afforded a deposior, the
statute has always required the FDIC to aggregate all balances
held in the same nght and capacity before application of the
basic insurance lmit  Accounts held in different nghts and ca-
pacities, however, are each insured up to the basic limit

Unul 1967, the FDIC relied on state laws to define what
constituted different forms of deposit ownership Because state
laws often differed on this topic, this practice often led to con-
fusion and sometimes hard feelings on the part of depositors 1n
closed banks In 1967, the FDIC and the Federal Savings and
Loan Insurance Corporation (FSLIC) cooperated 1n an effort to
produce regulations that would set forth a consistent set of rules
defimng how the agencies would treat multiple accounts for
insurance purposes While consistency was achieved, the re-
sulting rules are complex

One of the unanticipated outgrowths of the way i which
insured deposits are defined 1s the practice of brokers gathening
funds in individval amounts up to the basic hmit, and pur-
chasing large, fully-msured CDs from banks * Since the funds
are held in an agency relationship, each identifiable ownership
interest 1s tnsured to the basic hmt, although balances would be
aggregated with other deposits held by owners to determine bal-
ances for insurance purposes This activity accelerated after the
payoff of Penn Square Bank in July 1982, as investors (deposi-
tors) searched for the highest return without incurring any de-
fault nisk

The expansion of insurance coverage through the use of
brokers has been of great concern to the federal deposit nsur-
ance agencies Dating from the early debates on deposit insur-
ance legislation, there has been a fear that deposit guarantees
would erode the discipline of depositors on the actions of banks

“There are other ways the same result can be achieved For example, some
brokers purchase a large CD, and then offer participations in amounts up to
the msurance himit to individual mvestors
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The increased activity of brokers has heightened these concerns,
and was the subject of extensive discussion in Congress, the
regulatory agencies and the financial commumty during 1983

Depositors 1n some cases also may increase the effective de-
posit tnsurance hmit by uulizing the right of offset A depositor
has the night to apply outstanding loan balances to reduce the
balances 1n deposit accounts Since deposit balances for insur-
ance purposes are determined after applicable offsets, otherwise
uninsured deposits can be protected by means of this mecha-
nism In a closed bank situation, the FDIC does not have the
right to offset loan balances against deposit accounts unless the
credit 1s camed 1n a delinquent status Unless an explict request
1s made by the debtor/depositor, loan balances are kept intact
and the total deposit balances are insured to the basic Iimit

During most of the first 30 years of 1ts existence, the FDIC
routinely exercised its statutory right to withhold payment of
insured deposits until all indebtedness of the depositor to the
closed bank had been satisfied This practice had its beginnings
duning the period when there were concerns that the deposit
insurance fund would not be adequate to handle insurance
losses, although the policy continued long after the need for it
had passed Eventually, vocal protests from irate depositors and
prodding by some consumer activists persuaded the FDIC to
abandon this policy in 1964

The level of effective deposit nsurance coverage becomes
relevant only 1n cases where depositors 1n a failed bank are paid
off to the basic insurance it Sometimes the FDIC will han-
dle a failing or failed bank situation by providing direct as-
sistance to the bank or by assisting an open-bank merger with
another bank. More often, a failed bank’s non-subordinated lia-
bilities will be assumed by another banking orgamization The
result in these situations 1s that all depositors and other creditors
with equal or preferred standing are afforded the benefits of 100
percent msurance coverage Although the pmlosophy governing
the handhing of troubled banks has changed over time (see
Chapter 5), in the past decade most failures, and virtually all
large failures, have been handled by assumption transactions
Payoffs have occurred when no interested or qualified purchaser
could be found, or where there was evidence that significant
unbooked liabilities or contingent claims existed The latter cir-
cumstance normally occurs where the bank fails as a result of
fraud or excessive insider abuse In many cases deposutors have
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been placed 1 a position of having msurance coverage de-
pendent not only on factors outside thetr control, but on factors
that they could not be reasonably expected to know prior to
failure

In closing this section, 1t perhaps 1s appropriate to note that
the FDIC has spent considerable time and effort trying to inform
the public about federal deposit insurance coverage Most of
this effort has centered on what 1s and what 15 not an nsured
deposit, and what deposit insurance means to a depositor 1f a
bank should fail Admuittedly, the rules are complex, although
the basic purpose of deposit insurance seems clear 10 most
people Ewvidently, this 15 not always true Two examples may
serve to illustrate the point

Ed Johnson, who began work as an FDIC claim agent in
1938, recalled an incident in which a depositor of a failed New
Jersey bank appeared unsatisfied with ms FDIC check for $225
While admitting this was, in fact, his account balance, the cus-
tomer indicated a nearby FDIC sign “But, the sign, she say
$5,000

“I guess,” said Johnson, “he thought he hit the jackpot!*

In the second mcident, an office of Maryland’s Register of
Wills received a telephone call 1n the late 1970s from a recently
widowed woman Her husband had an FDIC-insured bank ac-
count, she related, and now that he had died she wanted to
know how to collect the $40,000 insurance Hopefully this was
not an integral part of their estate planning

Organization and Staffing

The first task facing the FDIC was to develop an orgamzation
and staff to perform the insurance admission examinations re-
quired by the 1933 Act This task consumed almost all available
resources during 1933 By the time the temporary fund began
operations on January 1, 1934, virtually all of the examinations
had been completed Attention thus shifted to development of
an organization to handle the ongoing responsibihties of the
msurance agency This task was one of the first problems faced
by Leo Crowley when he became Chairman n early 1934

Traditionally, the organization chart of the FDIC has reflected
a mixture of functional and specialized responsibilities typical of

“fnterview with Ed Johnson, “Early Claim Agents Had Key Role i Payoff
of Insured Deposuts,” FDIC News (August 1983), Vol 39,p 2
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Chart 4-1. FDIC Orgamzation Chart

many organizations The two primary responsibilities of con-
trolling risks to the mnsurance fund and providing for the orderly
liquidation of assets acquired from failed and failing banks were
placed in the Division of Examinations (renamed the Division of
Bank Supervision in 1969) and the New and Closed Bank Div-
1s1on (renamed the Division of Liquidation in 1936) Other ac-
uivities, although in some cases acting as an integral part of the
bank examination or liqumdation functions, have had a separate
existence within the corporate structure Chart 4-1 presents the
current orgamzational structure of the FDIC
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Chapter 5
“Handling “Bank “Failures

An important consideration in setting up the FDIC was the
establishment of an agency that, in addition to providing deposit
insurance, would handle bank failures and liqudate failed bank
assets 1n an orderly, nexpensive and nondisruptive manner
These latter functions have played an important role in the
FDIC’s 50-year history

Procedures Used in Handling
Failures — Early Years

The Banking Act of 1933 authorized the FDIC to pay up to
$2,500 to depositors 1n mnsured banks that falled The only pro-
cedure to be used to pay depositors was a Deposit Insurance
National Bank (DINB), a new national bank chartered without
any capitalization and with hmuted life and powers Twenty-four
mnsured banks were placed into receivership and their deposits
were paid off through a DINB by the FDIC during the peniod of
the temporary nsurance plan, January 1, 1934 to August 23,
1935

The 1935 Act gave the FDIC authonty to pay off depositors
directly or through an existing bank, and once that additional
authority was granted, the FDIC ceased using the DINB for the
next 29 years During the past 20 years, the FDIC has used a
DINB five times, the last occasion being the failure, in 1982, of
Penn Square Bank, N A , in Oklahoma City The DINB essen-
trally provides a vehicle for a slow and orderly payout, and its
use 1n recent years has been confined to situations where only
limited banking services were available 1n the community or
where, as in the case of Penn Square, a regular payoff would
have been substantially delayed

In addition to broadening the ways i which a payoff could be
effected, the 1935 Act gave the FDIC the authonty to make
loans, purchase assets and provide guarantees to facilitate a
merger or acquisition This authonity had been sought by the
FDIC because of 1its concern that many of the banks that had
been granted insurance mught not survive, and paying off -

~ sured depositors n these banks would be too expensive In ad-

dition, most banking observers felt that there were too many
banks 1n operation and that it would be desirable 1f the FDIC
could facilitate an orderly reduction mn their number through

increased mergers
81




Between 1935 and 1966, the procedure used by the FDIC to
merge out failing banks did not actually involve a pre-merger
closing or the estabhshment of a receivership Acquiring banks
assumed all the deposits of a falling bank and an equivalent
amount of assets In early assumption transactions, the FDIC
determuned the volume of sound assets of the failling bank and
made a demand loan for an amount equal to the difference be-
tween deposits and sound assets, the loan bemng collateralized
by the remaiming assets The FDIC would demand payment and
foreclose on the remaining assets Thus, the acquiring bank ob-
tamed cash and sound assets equal to assumed deposit liabili-
ties The FDIC would liqudate the acquired assets and repay
itself for its cash advance from these proceeds If collections
exceeded the FDIC’s advance plus interest, excess collections
went to stockholders of the merged-out bank

After several years i which loans were used to effect as-
sumption transactions, it became apparent that certamn legal
problems that complicated the transaction (these related to bank
borrowing limits and collateral foreclosure procedures) could be
avoided if, nstead of lending to the failing bank, the FDIC
purchased assets from it Consequently, direct purchase of as-
sets became the standard procedure for faciltating a merger and
the same general result was accomplhished

Beginning in 1935, the FDIC had two options in handling
bank failures payoffs or assumptions When banks were paid
off, depositors received direct payments from the FDIC up to
the insurance limit Uninsured depositors had a claim on the
recervership for the uminsured portion of their deposits along
with the claims of other general creditors, including the FDIC,
which stood 1n the place of the nsured depositors that it had
paid ' In these transacttons uninsured depositors frequently did
not receive the full amount of their deposits, and even when
they did, there typically were long delays resulting 1in some loss
through foregone interest In assumption transactions, uninsured
as well as fully imsured depositors received all of their funds n
the form of deposits 1n the acquiring bank Once the FDIC be-
gan using the assumption transaction, 1t appears that the de-
cision on which procedure to be used depended primarily on
whether a potential, interested acquirer existed Most payoffs
occurred 1n states that did not perrmt branching so that an ac-
quisition could not be easily effected

'In receiverships prior to August 1935, the FDIC was a preferred creditor
and was paid prior to uninsured depositors
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It should be kept 1n mund that throughout 1ts history the FDIC
has not had the authority to close banks That has rested with
the Comptroller of the Currency in the case of national banks
and with the state banking authonties in the case of state-
chartered banks Generally, the FDIC has worked closely with
the pnimary supervisor 1n disposing of failing banks

FDIC as Recerver

Prior to 1934, national bank hquidations were supervised by
the Comptroller of the Currency, who had authonty to appoint
the receiver and had a permanent staff of bank liquidation spe-
cialists Liquidations of state banks vaned considerably from
state to state and before 1900 were most often handled under the
provisions for general business insolvencies By 1933, most
state banking authonties had at least some control over state
bank liquidations ? The increased incidence of national bank
failures from 1921 through 1932 created a shortage of expen-
enced recervers Complaints were heard that receiverships, both
national and state, had been “doled out as political ‘plums’, the
recipients of which attempt to make as much commission as
possible, and to keep the job going as long as possible ™* There
were also confhicting concerns that depositors had to wait too
long to recover their funds and that hquidators were causing
undue hardship in the community by dumping acquired assets
When the FDIC was established, insured depositors could
receive their funds more quickly without requinng rapid asset
hiquidation

When a national bank 1s closed, the FDIC 1s automatically
appomnted receiver by the Comptroller of the Currency When
an nsured state bank 1s closed, a receiver 1s appointed accord-
ing to state law In 1934, 30 states had provisions by which the
FDIC could be appointed recerver but, in practice, most often 1t
was not In the first 63 state bank liquidations, the FDIC was
named recewver only seven times Today, however, 1t 15 the
exception when the FDIC 1s not appointed

Before the FDIC can pay off insured depositors certain tasks
must be performed These include posting and balancing indi-
vidual deposit accounts up to the day of closing, computing and

"Cynil B Upham and Edwin Lamke, Closed and Distressed Banks—A Study
i Public Admumstranion (Washington, D C The Brookings Institution,
1934), p 30

'Ibid , p 62
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crediting interest on deposits up to the closing, merging of de-
posit accounts where multiple accounts exist to determine 1nsur-
ance hability, separating claims of depositors who have past due
obhgations to the bank, and preparing checks for payment In
some 1nstances, the determination of precise insurance coverage
may be a matter for subsequent htigation

Every effort 1s made to begin the payoff as soon as possible,
and 1n many instances the delay 1s only a few days * Depositors
have 18 months in which to establish a claim with the FDIC
Customers whose deposits exceed the limit of coverage become
general creditors for the balance due them, except in a few
states where depositors are preferred over other creditors

When the FDIC pays off insured deposits, 1t becomes a credi-
tor of the recervership for the amount of its advances Its claims
aganst a recervership arise from 1its role as an insurer, and it
essentially stands 1n the place of insured depositors When ap-
pointed receiver, the FDIC assumes a fiduciary obligation to all
creditors of the receivership and stockholders of the bank, with
the responsibifity to maximize the amounts recovered for them
in as tmely a manner as possible The Federal Deposit Insur-
ance Act, in Section 11(d), requires that hqudations be con-
ducted “having due regard to the condition of credit in the local-
ity ” This means that hquidations should be conducted 1n an
orderly manner, avoiding a forced-sale dumping of assets This
requirement not only lessens the impact on the community, it 1s
also conducive to realizing the greatest possible value on
recoveries

As assets of the receivership are hquidated, proceeds are peri-
odically distributed as dividends to creditors, on a pro rata
basis If sufficient recovernes are made so that all creditors are
fully paid, the remaining assets are turned over to the bank’s
stockholders While this has occurred on occasion, the more
typical receivership finds that the assets are not sufficient to
satisfy all claims In these instances, the recervership remains in
existence until all recoverable assets have been hquidated or
unt1l the expected cost of recovery exceeds the value of the
remaining assets

‘It 15 generally conceded however that delays in the case ot a large bank
payott could be considerably longer
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Cost Test

Improved economic conditions in the late 1930s and during
World War 11 sigmficantly reduced the number of bank failures.
Beginming in the mid-1940s, the FDIC ceased paying off banks
In 1its 1944 Annual Report, the FDIC reviewed disbursements
and collections 1n payoffs and assumptton transactions and sug-
gested that the latter were a more efficient means of handling
failing banks Moreover, it suggested that the assumption
method “provides a more flexible method of hquidating the af-
fairs of an insolvent bank than does placing 1t n receivership
Depositors were fully protected, there was no break in banking
service and the community does not suffer the economic
dislocations which inevitably follow a bank suspension '

There was one payoff in 1944 and none between 1945 and
1953 Duning this latter period there were 24 assumptions, in-
cluding cases in Minois, Missouri, Texas, and Wisconsin — all
essentially umit banking states The FDIC was able to arrange
assumption transactions with newly chartered banking groups n
several of these cases In us 1950 Annual Report, the FDIC
boasted that “for nearly seven years receiverships of nsured
banks n difficulty have been avoided, and no deposttor of any
msured bank has lost a single penny because of bank failures
This constitutes an all-ime record n the nation’s history for
bank solvency and safety of deposits ™

In Senate hearings on the confirmation of FDIC Directors 1n
the fall of 1951, Senator Fulbright, then presiding subcommittee
chairman, questioned the FDIC policy of providing 100 percent
de facto nsurance to banks While FDIC representauves de-
fended their policies, Senator Fulbnight argued that the FDIC
was going beyond the scope of the insurance protection that
Congress had contemplated and that the FDIC record suggested
that tts decisions to avord recerverships did not reflect any sub-
stantial analyses or cost calculation ’ In October 1951, FDIC
Chairman Maple Harl wrote to Senator Fulbnight and indicated

‘Federal Deposit Insurance Corporation, Annual Report, 1944 (1945), p
18

“Federal Deposit Insurance Corporation, Annual Report, 1950 (1951), p
12

U S . Congress. Senate, Commuttee on Banking and Currency, Hearings
before a subcommittee of the Senute Comnuttee on Banking and Currency on
the Nonunations of H Earl Cook and Maple T Harl 10 be Members of the
Board of Directors of the Federal Deposit Insurance Corporation, 82d Cong |
st sess , Part 2, Sceptember 27 and October 1, 1951
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that in the future the FDIC would undertake a cost calculation to
determine whether an assumption would be cheaper than a pay-
off Thereafter, the FDIC began to use a cost test in determining
how to handle failing banks, and the prevailing thinking within
the FDIC shifted to the opimion that the wording “such action
will reduce the nisk or avert a threatened loss to the Corpora-
tion” 1n Section 13(e) of the FDI Act required the FDIC to make
an explicit cost calculation n deciding to facilitate a merger
rather than paymng off a bank This 1s not a umversally held
interpretation *

While the legal basis for requiring the cost test may have
been in doubt, the FDIC continued to use it during the next 31
years The Garn-St Germain Depository Institutions Act of
1982, which significantly revised Section 13 of the Federal De-
posit Insurance Act, exphcitly inserted a cost test ¢

Closed-Bank Purchase and
Assumption Transactions

The FDIC began to shift to payoffs in the 1950s, and between
1955 and 1958 there were nine payoffs and only three assump-
tion transactions From 1959 through 1964 there were 18 pay-
offs and no assumptions By the mid-1960s, the FDIC had re-
discovered assumption transactions and 1t was recogmzed that
there were advantages to having a bank closed by the Comp-
troller or the state, creating a receivership, and effecting a pur-
chase and assumption transaction out of the receivership This
procedure eliminated the need for stockholder approval and, in
certain nstances, reduced the potential exposure of the acquur-
ing bank and, indirectly, the FDIC.

In open- and closed-bank transactions the FDIC sometimes
had several options with respect to assuming banks, and hmited

*Golembe has argued, “Section 13(e) says nothing at all about a comparison
of the use of the deposit assumption techniques with the deposit payoff pro-
cedures, nor does 1t require, in our view, that the former be less costly than
the latter But Senator Fulbright, who must long since have forgotten his Inttle
personal feud with the FDIC directors, still exerts his influence over the FDIC
decistons!” Carter H Golembe, Golembe Reports, vol 1974-8 Memorandum
re Bank Failures and All That (Washington, D C  Carter H Golembe Asso-
ciates, Inc , 1974), p 11

*In connection with revised provisions related to facilitating a merger, the
Act states “No assistance shall be provided i an amount in excess of
that necessary to save the cost of hquidating ”
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negotiations occurred with respect to such matters as loans to be
assumed by the acquinng bank and the valuation of banking
premises However, 1t was not until January 1966 that the FDIC
received an explicit premium 1n a purchase and assumption
transaction, 1n connection with the failure of Five Points
National Bank in Miamu, Flonda By 1968 the FDIC had de-
veloped an exphcit bidding process for handling closed-bank
purchase and assumption transactions (P&As), and this was the
way most bank failures, including practically all of the larger
ones, were handled during the next 15 years

A bank is closed and a uniform package 1s offered 1o bidders
This package consists of deposits and other nonsubordinated
liabilities and a like amount of assets, less the amount of the
premium bid In its simplest form the assets consist of bank
premises (subject to subsequent appraisal), cash assets, securi-
ties valued at market, performing consumer loans and cash fur-
mished by the FDIC to equate acquired assets (less the premium
paid) to assumed habilities

With the use of an explicit premium, the FDIC established a
more formal procedure for its “cost test” and made it more
likely that a P&A would be cheaper than a payout When a bank
was closed the FDIC estumated the cost of a payout by deter-
mining the shortfall 1n likely asset collections, the share of non-
subordinated habilities accounted for by insured deposits and
the expense associated with the actual payoff Since the FDIC
made all general creditors whole in a P&A, 1ts share of the
likely loss would be increased by the use of a P&A However,
that might be more than offset by the prermum bid so that a
mimmum premium necessary to justify a P&A could be cal-
culated beforehand and compared with the best bid received In
practice, the estimates of likely loss and even the level of in-
sured deposits were not very precise so that there was a con-
siderable margin of error m this calculation

Using this procedure, the FDIC handled most commercial
bank failures and practically all large failures through purchase
and assumptions duning the next 15 years, except where certain
circumstances prevailled These generally fell into two cate-
gonies (1) situations typically in nonbranching states where
there was virtually no interest in acquiring the failed bank, and
(2) situations where substantial fraud or other factors indicated
the likely presence of sigmficant unbooked habilities or contin-
gencies, which made 1t difficult to estimate the ulumate loss in
the transaction and hence made 1t difficult to apply the cost test
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Bank Failures Since 1970

The early 1970s were relatively prosperous and there were
only 17 bank failures between 1971 and 1974 Nevertheless,
they included the first comparatively large failures encountered
by the FDIC Banking was becoming more competitive and the
economic environment was becoming less forgiving The first
oil price shock occurred 1n 1973 and contributed to a nsing
inflation rate and new highs in interest rates in 1974

The severity of the 1973-1975 and the 1981-1982 recessions
led to a sharp increase in commercial bank loan losses and an
increase 1n the number of bank faillures The 1973-1975 reces-
sion led to substantial real estate loan problems In many n-
stances these persisted well beyond the onset of economic re-
covery and, as a result, the bank failure rate remaned high,
peaking m 1976 at 16, the highest number sice 1940

The 1981-1982 recession was severe and it followed a weak
recovery The economy expenenced its worst performance of
the post-World War H peniod from the standpoint of unemploy-
ment, capacity utilization and business failures, and in 1982
there were 42 bank failures, including eight mutual savings
banks Despite the turnaround in the economy during the first
half of 1983, there were still 27 bank failures duning this period

The first $100 milhion-plus failure handled by the FDIC was
the $109 million Birmingham Bloomfield Bank (1971), located
in a Detroit suburb That bank was affihated with the same
management group whose policies brought the billion dollar
Bank of the Commonwealth 1n Detroit to the brink of failure
Both institutions had invested heavily in long-term mumicipal
bonds, relying considerably on purchased deposits, in anticipa-
tion of expected interest rate dechines When interest rates rose,
the institutions incurred losses and found themselves locked nto
low-yielding, depreciated secunities The experience of these 1n-
stitutions did not prevent other banks from subsequently getting
nto situations where they became vulnerable to ligh and nising
interest rates To some extent that problem existed for the
Frankhin National Bank, which failed in 1974, and the First
Pennsylvama Bank, N A , which received financial assistance
from the FDIC 1n 1980

When interest rates rose dramatically in 1979-1980 and again
in 1981-1982, most FDIC-nsured mutual savings banks found
themselves locked into long-term, low-yield assets (primanly
mortgages) while their deposit costs rose substantially Most
incurred operating losses, and 1n 1981 and 1982 a total of 11
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mutual savings banks failed. Throughout the FDIC’s history,

there have been 25 failures of commercial banks with assets

over $100 million, all of which occurred since 1971. All but
one -of these failures were handled by purchase and assumption
transactions. (This excludes the three surviving $100 million-
plus banks that received financial assistance to avert failure. See
Table 5-1.) -

Large Bank P&As

While the handling of smaller bank failures has tended to
become routine, those involving larger banks have frequently
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involved special circumstances and sometimes included bidding
situations that were tailored for the specific case. In October
1973, the $1.3 billion United States National Bank (USNB) in
San Diego became the first billion dollar failure, and it was
followed, in 1974, by the failure of the Franklin National Bank
in New York, the country’s 20th largest bank, with assets of
about $3.6 billion. Both of these failures involved special prob-
lems. USNB had outstanding a substantial volume of standby
letters of credit that the FDIC sought to isolate from the trans-
action by considering them contingent claims with lesser credi-
tor standing than depositors, and hence the FDIC. Holders of
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standby letters of credit of USNB sued the FDIC and won," the
court decision coming almost five years after the bank failure "
The FDIC could not discriminate agamnst equivalent classes of
creditors, and 1n this case the court ruled that the claimants n
question had general creditor status This case meant the FDIC
would have to take account of contingent claims 1n applying the
cost test to determine whether to pay off a bank or use a P&A
Contingent claims might mclude — 1n addition to standby let-
ters of credit — outstanding lawsuits and claims ansing from
loan participations and fatlure to meet loan commitments Sice
it 1s frequently difficult to assess hability on such claims at the
tme of a bank failure, additional uncertainty was injected mto
the decision process and influenced subsequent behavior of the
FDIC

The Frankhin failure absorbed a substantial amount of FDIC
personnel resources There were negotiations over a five-month
period among the FDIC, the Comptroller of the Currency, the
Federal Reserve and the bidding banks The transaction was
complicated by the presence of foreign branches and foreign
exchange speculation As negotiations went on, Frankhn expe-
rienced an enormous deposit outflow, which was funded by ad-
vances from the Federal Reserve Bank of New York In the
P&A transaction that was worked out, the winning bidder was
required to take assets of Frankhin equal to the remaining de-
posit habihties less the premium bid The trust activities of
Franklin were sold separately to another institution In contrast,
the P&A bidding on USNB had been relatively simple The
FDIC agreed to remove the substantial volume of loans hinked
to that bank’s management, and the transaction was effected
quickly without significant deposit outflows

By the tine Frankhn was closed, 1ts borrowings from the
Federal Reserve had reached $1 7 bilhon The FDIC agreed to
pay the amount due the Federal Reserve in three years, with
periodic payments to be made from liquidation collections The
Federal Reserve released the collateral 1t held in connection with
Franklin’s borrowings The FDIC had paid the Federal Reserve
note down to about $600 million at the end of three years and,
when 1t repaid the New York Fed in 1977, that represented the
first significant cash outlay by the FDIC n that transaction

WE st Empire Bank New York et al vs FDIC 572 F 2d 1361 (9th Cir ),

cert den 431U S 919 (1978)
"1t appears that the FDIC anticipated an untavorable decision on this case
several years carlier and this seems to have entered 1nto cost calculations
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Subsequently, the FDIC recovered its cash outlay plus interest
from additional hiquidation collections

The manner i which the Franklin P&A was handled sig-
nificantly reduced the volume of assets to be hiquidated by the
FDIC In several other large bank failures the FDIC sought to
himit the volume of assets 1t took back by requiring winning
bidders to take unclassified loans subject to certain hmited buy-
back arrangements In smaller P& As, particularly where bidders
were given little time to evaluate the condition of the failing
bank, bidders generally received a “clean” bank The winning
bidder 1n the Franklin transaction was European-American
Bank, a New York-chartered bank that was much smalier than
Frankhn, but a subsidiary of several very large European banks
In several subsequent P&A transactions, the FDIC invited for-
eign banks or subsidianes of foreign banks to bid and 1n a few
instances they were the winning bidder

In two subsequent P&As, the FDIC accepted winning bids
that involved two or more banks dividing up assets and ha-
bilities of failing banks These occurred in the case of Banco
Credito in Puerto Rico in 1978 and American City Bank in
Califorma 1n 1983

Bids received by the FDIC on failed banks have depended on
the attractiveness of the franchise of the failing bank and its
deposit mix, state branching laws and other considerations An
internal study done by the FDIC sought to explain the relation-
ship between winning bids received by the FDIC and the vol-
ume of acquired deposits Generally the explanatory vanables
were (1) the volume of core deposits, essentially demand de-
posits and retail tme and savings deposits (little value was
given to large CDs and public deposits), (2) the number of bids
submitted, (3) the attractiveness of bank franchises generally as
measured by price-earnings ratios of bank stocks or the relation-
ship between bank stock prices and book value, (4) the level of
short-term interest rates (reflecting the fact that the FDIC typi-
cally provided a substantial volume of cash), and (5) the size
relationship between the winming bidder and the bank acquired
a reflection of the likelihood that relative size of an aCQUlSlllOI‘;
1s @ good measure of the nskiness of the acquisition

Unt] July 1982, every bank failure involving assets greater
than $100 million had been handled through a P&A transaction
The largest payout was the Sharpstown State Bank in Houston
Texas, which failed 1n 1971 and had deposits of $67 million u;
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27,000 accounts Litigation related to that bank’s failure per-
suaded the FDIC that 1t could not reasonably assess the likely
cost of a P&A transaction Large bank failures were handled
through P&As because that appeared to be the cheaper course
However, 1n most cases, precise cost calculations were difficult
to make and close cases were probably resolved on the side of a
P&A for several reasons P&As were less disruptive to the local
community and to financial markets generally Moreover, the
mechanical problems (balancing records, working out offsets
and payng checks) of paying off a large bank with tens or
hundreds of thousands of deposit accounts could conceivably
take a month or longer

Open-Bank Assistance

In 1950, the FDIC sought legislation to provide assistance to
banks, through loans or the purchase of assets, to prevent their
fallure Apparently there was concern that the Federal Reserve
would not be a dependable lender to banks faced with temporary
funding problems, particularly nonmember banks The Federal
Reserve opposed this recommendaton, considering it an in-
fringement on 1ts lender-of-last-resort function Congress did
give the FDIC authonty to provide assistance to an open bank,
but 1t imposed restrictive fanguage related to the circumstances
under which such assistance could be given Section 13(c) per-
mutted such assistance “when 1n the opinion of the Board of
Directors the continued operation of such bank 1s essential to
provide adequate banking service in the commumty ”

The FDIC did not use the authority of Section 13(c) until
1971, and it has only been used a total of five imes On one
occasion (1974), open-bank assistance was given (o provide
temporary funding in order to buy time to arrange a P&A of
American Bank & Trust (AB&T) 1n Orangeburg, South Caro-
lina " This assistance was justified by the fact that AB&T was
the only source of banking services in ten of the communities 1n
which 1t operated, although other banks were located in nearby
communities It appears that this assistance could have been
provided under Section 13(¢), which allows the FDIC to provide
financial assistance to facihtate the absorption of a failed or
failing bank without a finding of “essentiality " AB&T was ac-
quired by another bank 12 days after the assistance was given

" The Fodoral Reserve had dodined 1o lend 1o AB& L o $150 mullion non
momber bank I 1980 the avalabihity of the Federal Reserve discount
window to nonmember banks was made cxphicit by Congross
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On the other four occasions that Section 13(c) was utilized by
the FDIC, 1t was mtended that the recipient bank would remain
open and independent Umty Bank and Trust Company 1n Bos-
ton (1971) and Bank of the Commonwealth 1n Detroit (1972)
both served inner-city neighborhoods that were otherwise lack-
ing adequate banking services Farmers Bank of the State of
Delaware (1976) was partially owned by the state and was 1ts
sole depository The FDIC found the services provided by these
three banks to be essential to at least a portion of the communi-
ties they served In the most recent use of Section 13(c), as-
sistance was given to First Pennsylvama Bank, N A , n Phila-
delphia (1980) With assets of nearly $8 bilhon, First Pennsyl-
vama was the city’s largest bank, and its failure would have
been the largest in U S history In this case, the FDIC’s deter-
mnation of “essentiality” was based mamly on the bank’s size
It would have been difficult to arrange a P&A, and the closing
of such a large bank would have had serious repercussions not
only 1n the local market but probably nationwide as well This
reasomng was also a factor in the “essentiality” finding for Bank
of the Commonwealth, which had assets of $1 3 billion In the
Umty Bank and First Pennsylvama cases, other banks were
partners to the assistance plan, agreeing to supply credit up to a
certain amount In the case of Farmers Bank, the State of Dela-
ware joined the FDIC in aiding the bank

Today, of the five 13(c) assistance cases, only First Pennsyl-
vania has survived with the same ownership Bank of the Com-
monwealth and Farmers Bank were sold but remain open, and
AB&T and Umty Bank eventually failed

The FDIC’s authority under Section 13(c) was expanded by
the Garn-St Germain Depository Institutions Act of 1982 At the
discretion of 1ts board of directors, the FDIC may provide
necessary assistance to prevent the failure of any insured bank
Only 1if the cost of assistance would exceed the cost of closing
and hiquidating the bank does the FDIC have to make a finding
of “essentiality ™ It 1s anticipated that the authonization of 13(c)
assistance will continue to be the exception, though The FDIC
remains reluctant to use Section 13(c) because of its concern
that the assistance would benefit stockholders, matenally erode
market disciplime and keep afloat a weakened bank to the pos-
sible detniment of the local community

As problem situations have become larger and more complex,
the FDIC has been more inchned recently to make temporary
loans under Section 13(e) This assistance provides the time
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necessary tn the most difficult circumstances to arrange a P&A
and minimizes disruption in the local market Also, 13(e) ad-
vances can be secured, are short-term and do not require a find-
ing of “essentiahty ” Temporary, subordinated loans of $25 mal-
hon and $100 million were provided i 1983 under 13(e) to the
United Southern Bank, Nashville, Tennessee, and the First
National Bank of Midland, Texas, to provide time to work out
an acceptable P&A for each bank Also 1n 1983, a commitment
was made to loan $250 mullion to Seattle First National Bank on
a short-term, subordinated basis under Section 13(e) The bank
was purchased by BankAmerica Corporation without FDIC as-
sistance, so the 13(e) line was never utilized
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Penn Square Bank

During the July 4th weekend in 1982, the Comptroller of the
Currency closed the Penn Square Bank, N A, in Oklahoma
City, with deposits of $470 mullion, and the FDIC set up a
DINB to pay off insured depositors Penn Square had been an
aggressive lender principally to small o1l and gas producers It
had grown rapidly, relying heavily on purchased deposits and,
to a much greater extent, on a program of participating the loans
1t ongnated to large regional and money center banks As a
result, when the bank failed it was servicing a loan volume
almost five times the bank’s habiliies The loans were premised
on extremely high o1l and gas prices, and when the market
weakened and production was curtailed, they went into default,
and what collateral supported them had only limited value

The FDIC paid off Penn Square pnimanly because it was not
possible to assess the hkely cost of alternatively arranging a
P&A Due to the heavy volume of loan participations and ques-
tions about the accuracy of information furnshed to loan pur-
chasers, a substantial volume of lawsuits was anticipated (and,
1n fact, have been filed) If those suits are successful, the cost to
the FDIC of a P&A transaction would ulmately have been very
substantial By paying off insured deposttors, the FDIC’s max-
imum loss was the $250 milhon 1n insured deposits This
amount actually will be reduced by the FDIC’s share of receiv-
ership collections Had a P&A been effected, the FDIC would
have had to agree to protect any acquiring bank from unbooked
and contingent habilities To the extent that these were estab-
hshed 1n court, the FDIC would have had to pay full value on
these claims The way the faillure was actually handled, claims
established from lawsuits will have status in the receivership
equal to other general creditors, including the FDIC
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The FDIC Board believed that the case for a payoff, as
agamst a P&A, was overwhelming and that the FDIC would
lose all credibility if 1t effected a P&A n the Penn Square
case " That would have given financial markets a signal that all
deposits, at least m banks above a certain size, were, for all
practical purposes, fully mnsured Disciphne in the markets
would have been senously eroded, with deletenious long-term
ramifications Paying off Penn Square, though, had immediate
repercussions Uninsured depositors became more sensttive to
the possibility of loss and could not assume that all but the
smallest bank failures would be handled through purchase and
assumption transactions Some banks had difficulty rolhng over
large CDs The business of brokers, who divide up large depos-
its and participate them to several banks, was significantly
boosted Depositors generally became more selective in therr
choice of banks, and the public’s concern about the condition of
banks was increased

Recent Open-Bank Assumption
Transactions

In the fall of 1982, the FDIC entered nto two transactions
where acquisiions of failling commercial banks were facilitated
without the closing of these banks These were essentially as-
sisted mergers, but 1n each case (Abilene National Bank, Texas,
and Oklahoma National Bank and Trust Company) the stock of
the failed bank had been pledged as collateral to the acquiring
mstitution  The stock was foreclosed, a merger was effected and
the FDIC provided assistance Stockholders of the failed bank
obtained virtually no benefit from the transactions In one mn-
stance the FDIC lent money on favorable terms to facilitate the
transaction and in the other case the FDIC agreed to buy back
loss loans when they surpassed a specified level In both cases
the FDIC Board beheved that these transactions would be con-
siderably cheaper than a payoff or a closed bank P&A Other
important considerations were that FDIC hquidation resources
were considerably stretched at that tme and the transactions
(particularly Abilene) would not utilize any hiqudation staff At
that tme, banking in the southwest was stll affected by the

"The presence of a large volume of umnsured deposits in the bank and
indications that habilities substantially exceeded likely asset collections made
1t extremely unlikely that a P&A could have been cost-justified even if law-
suits were 1gnored

'
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uncertainties from the Penn Square failure and additional fail-
ures could have had negative repercussions While the imtiative
in both transactions came from the acquiring institutions, the
FDIC went back to the pre-1966 procedure 1n working out nego-
tiated pre-failure mergers of falling commercial banks How-
ever, n both of these cases, special circumstances related to
stock ownership helped make the transactions feasible for the
FDIC 1n that shareholders received no subsidy and claims
against officers, directors and others were preserved

Assisted Mergers of Mutual
Savings Banks

Mutual savings banks had been vulnerable to rising interest
rates for several decades Most of their asset portfolios consisted
of long-term, fixed-rate assets, principally mortgages and
mortgage-backed securities An accelerating inflation rate in
1978 and a shift in the manner 1n which monetary policy was
conducted in the following year led to an almost continuous rise
n nterest rates until the spring of 1980 Despite a sharp, though
bnef, break in interest rates 1n 1980 and a smaller decline 1n the
fall of 1981, interest rates remained near record levels through
md- 1982

During this period interest ceillings on time deposits were
raised several times and a vanety of new deposit nstruments
were made available to banks and thnfts Nevertheless, sub-
stantial amounts of deposits shifted from banks and thnfts to
money market funds or to market securities, and depository 1n-
stitutions expenenced both disintermediation and an increased
cost of funds

At the same tme, yields on savings bank asset portfolios
changed very httle because of their lengthy maturities, and as
the cost of funds rose, earmings disappeared and losses began to
grow By early 1982, aggregate savings bank losses were run-
ning at about a $2 bilhon annual rate, about 1 25 percent of
assets However, some of the weaker insututions in New York
City were losing at a rate of 3 5 percent of assets The problem
faced by the FDIC from the standpoint of potential exposure of
the deposit nsurance fund was very different from any faced
earlier in 1ts history Asset quality was not a problem However,
in the case of many large institutions that faced “book” insol-
vency, the market value of thewr assets was actually 25 to 30
percent below outstanding habihities Their failure could have
resulted mn enormous FDIC losses The first falling savings bank
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transaction, involving the $2 5 bilhon Greenwich Savings Bank
m New York, had an mtial estimated cost of $465 mlhion,
more than the reported cost of handhing all previous insured
bank failures

The FDIC’s principal concern was how to keep the cost ot
handling failing savings banks at a reasonable Jevel without un-
dermining confidence 1n the industry or in the FDIC Vanous
devices were used to handle faillures One of the most successful
was the income maintenance agreement The FDIC agreed to
pay an acquinng institution the difference between the yield on
acquired earning assels (primanly mortgages and taxable bonds)
and the average cost of funds to savings banks for some number
of future years " This might be supplemented by an additional
dollar payment 1n the future or by an up-front cash payment
The income maintenance was subsequently modified so that the
FDIC defined the asset base according to existing asset matun-
ties and yields on the failling bank assets and specified prepay-
ment assumptions Bidding banks would be paid the spread be-
tween defined asset yields and the cost of funds, whether they
held the failed bank’s assets or sold them

The income maintenance covered any negative interest spread
for acquining banks regardless of what happened to interest rates
and the cost of funds Thus, the FDIC took the interest rate nsk
on the transactions The FDIC was 1n a better position to as-
sume this nsk and potential acquirers were willing to bid more
aggressively as a result of this Income maintenance was used n
nine of the 12 assisted mergers of failing savings banks between
1981 and early 1983

The first savings bank transaction was handled through a mix-
ture of bid and negotiation In subsequent tranmsactions, the
FDIC defined certain bidding ground rules and indicated, gen-
erally, how bids would be priced, and then entertained bids 1n a
vanety of forms This was in contrast to the way most com-
mercial bank P&As had been handled, where everything was
specified beforehand and bidding banks submutted a single
number

Failling savings banks were not actually closed The trans-
actions were assisted mergers However, the FDIC insisted that

“Previously the FSLIC had provided assistance along these general hines in
connection with an assisted interstate merger The FDIC™s assistance to Bank
of New Orleans 1n the closed-bank P&A ot International City Bank 1n 1976
had also contatned characteristics stmilar to the income maintenance agree-
ment
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senior management and most trustees could not serve with the
surviving institution Since there are no stockholders 1n mutual
institutions, the FDIC did not have to concemn 1itself with receiv-
ership interests of existing stockholders In several of the failling
savings banks there were subordinated notes that normally
would have only a claim on the receivership 1n a purchase and
assumption transaction on a closed bank Generally, the FDIC
negotiated with noteholders, forcing them to take a lower inter-
est rate and/or an extended maturity Thus, noteholders took a
substantial “hit” In pursuing this pohcy the FDIC weighed the
cost of not wiping out noteholders altogether, by closing the
bank, aganst offsetting considerations These included possible
lawsuits to delay the transactions, greater flexibhihity for the ac-
quiring institution 1n continuing leases and other contractual ar-
rangements, cooperation from state supervisors and the possible
impact on deposit outflows 1n other savings banks

Two of the acquiring stitutions were commercial banks and
the remainder were other savings banks Most of the latter were
losing money at the time the transactions were effected, al-
though they tended to be stronger than most of their peers Tra-
ditionally, the FDIC has been reluctant to solicit bids from
poorly performing institutions, but during this period stronger
commercial banks were reluctant to bid aggressively on savings
banks because of the asset depreciation and its impact on their
balance sheets, and because of the potennal mmpact on capital
ratos In order to keep its cost down the FDIC was willing to
compromise on bidder standards and acknowledged the possi-
bility, at least within the agency, that in an unfavorable interest
rate environment, some of the acquining banks could encounter
difficulty 1n the future

For the most part, classified assets were relatively unim-
portant 1n the failing savings banks, and after the first few trans-
actions, when some problem assets were removed, virtually all
assets were passed to the acquinng bank As a result, the cost of
the transactions was determuned at the outset where FDIC as-
sistance was confined to cash or notes, or else costs were de-
pendent pnincipally on future mterest rate developments Where
the latter was the case, future costs were estimated by dis-
counting projected future payments based on prevailing interest
rates The present value of estumated outlays was immedately
deterrined When interest rates subsequently declined, loss es-
timates were adjusted to reflect actual outlays and revised future
outlays Between the fall of 1981 and the end of 1982, there
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were 11 assisted savings bank mergers The assets of the failing
institutions lotaleq almost $15 bilhon, more than the total assets
of all falled commercial banks since the FDIC was founded
Based on cost of funds projections made at the end of 1982, the
cost of these transactions amounted to about 10 percent of as-
sets While this appears to be a higher cost than typical com-
mercial bank failures, comparauve figures may be deceiving
Unul 1983 the FDIC did not take account of forgone interest in
calculating'its losses 1n commercial bank failures If adjustment
1s made for this, then the cost of the savings bank transactions
appears to be no higher than the relative cost of most com-
mercial bank failures
The Garn-St Germain Bill, which was passed in October
1982, included provisions, despite FDIC reservations, whereby
savings banks and other qualifying institutions could apply for
net worth certificates if they met certain conditions with respect
' to losses and low surplus ratios In December 1982, the FDIC
implemented a program enabling savings banks to apply for
these certificates 1n amounts equal to a percentage of operating
losses The certificates count as surplus for regulatory purposes
The certificates mvolve essentially a paper exchange, enabling
the istitutions to continue to operate By md-1983, 24 savings
banks with assets of about $37 billion were utihzing this pro-
gram, and they had approximately $300 million 1n net worth
certificates outstanding The decline in interest rates has cut
savings bank losses, increasing the possibility that many of
these institutions will be able to survive or else be merged out
with only himited assistance The net worth certificate program
has forestalled savings bank failures, at least temporarily Dur-
ing the first half of 1983, there was only one assisted savings
bank merger, and that was essentially a voluntary transaction
that could have been forestalled through the use of net worth
certificates

FDIC Liquadation Activity

The two goals of a receiver — hquidating assets as quickly as
possible and realizing the greatest possible value — can come
mto conflict because sometimes 1t 1s desirable to hold an asset
uni] market conditions improve An obvious problem, though,
1s that poor asset quality ts a factor in virtually every bank
fatlure, and hquidating assets i1s normally a very lengthy
procedure
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In 1ts first seven years of operation, the FDIC handled an
average of 50 failures annually As a result, the failure-related
assets acquired by the FDIC increased, peaking at $136 million
i 1940 Over the next three decades, failures averaged fewer
than four annually, but these were generally larger banks than
had failed 1n the early years Still, the volume of assets 1n hiqui-
dation, which was only $2 mitlion in 1952, did not again reach
the 1940 level until 1971 FDIC hquidation activity has esca-
lated dramatically in the past decade The volume of assets in
hquidation reached $2 6 bithon in 1974, and stood at $2 2 bil-
hion at the end of 1982, and $4 3 billion by December of 1983
Through November of 1983, the FDIC had been involved n
665 recerverships, of which 170 were still active

Recervers of failed banks always acquire some loans which
are in default These result 1n hitigation and, when secured,
foreclosure on collateral Many failed banks have been involved
in what mught euphemustically be referred to as “atypical” finan-
cial dealings, and the FDIC’s hiquidation portfoho has, from
tume to time during the past 50 years, included some rather
unusual assets In one instance, a bank failed because its presi-
dent was 1illegally diverting bank funds to finance production of
a motion picture The failure occurred after filming had been
completed but before ediing The FDIC then had to decide
whether the movie, which had some name actors but was hardly
an Academy Award threat, was likely to retum the additional
investment required to complete and distnbute 1t

The FDIC has also had interests in o1l tankers, shrimp boats
and tuna boats and has experienced many of the pitfalls facing
the mantime industry An o1l tanker ran aground, a shrimp boat
was blown by a hurricane onto the main street of Aransas Pass,
Texas, and the tuna boats were idled when the pnice of tuna
dropped sharply Other liquidation assets have included several
taxi cab fleets, a coal mine that was on fire the day the bank was
closed, a horse training facility, two inept race horses and quar-
ter horses valued at several million dollars, thousands of art
objects, including an antique copy of the Koran, a collection of
stuffed wild amimals, and all forms of real estate, mcluding
churches and synagogues Single bank failures have resulted n
the FDIC’s acquisition of 400 single-farmly homes and as much
as $500 million 1n international loans Assets have also included
loans secured by distribution rights to a well known blue movie
(“The Happy Hooker”), by the operation of a house of prost-
tution and by the warehouse inventory of a “King of
Pornography ”
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Assets require active FDIC management when, for one reason
or another, their sale cannot be arranged quickly This can
necessitate additional investment by the FDIC, as well as develop-
ment or acquisition of highly specialized expertise Asset man-
agement has required purchasing wind machines to protect cit-
rus orchards from freezing weather as well as beehives for
pollination of almond trees The FDIC’s mortgage interest in a
Chicago meat warehouse was abandoned when the refrigeration
system fatled, and one million pounds of meat spoiled FDIC
hquidators have been called upon to operate hotels, motels,
condomunmiums, office buildings, restaurants, a bakery and a
kennel One management problem involved a residential real
estate development, an attraction of which was a golf course
that happened to be located in a flood plain (providing some
insight nto the developer’s acumen) An mvestment of $1 mul-
lion was required to mmprove the golf course and thereby en-
hance the overall marketability of the development The FDIC
also found 1tself 1n possession of an abandoned gold mine in
Idaho A buyer could not be found unttl the FDIC had trans-
formed the property nto a successful tourist attraction

As predecessor to the FDIC’s Division of Liquidation, the
New and Closed Bank Division supervised seven receiverships
in 1935 with a staff of 25 employees It was also involved with
26 other hqudations for which the FDIC had not been ap-
pointed receiver but was a major creditor by virtue of having
paid msured deposits The personnel requirements of the Divi-
sion have fluctuated widely from year to year, dictated by the
number, size, complexity and duration of active receiverships
In the early 1940s, the Division employed more than half of all
FDIC personnel, topping 1,600 in 1942, having had to handle
nearly 400 failures from the time that deposit insurance became
effective 1n 1934 In the early 1950s, by comparison, as few as
32 hquidation personnel were required as the number of failures
had declined 1n the post-World War I peniod Today, because
of the recent increase in bank failures and a surge n the volume
of assets in lhiquidation, the Division employs approximately
1,400 people, supplemented by scores of bank examners on
detail from the Division of Bank Supervision

The occurrence of several bank failures within a short period
of time — or even a single large bank failure — can create a
sudden demand for experienced hiquidators Some personnel are
retained from the failed bank, and many other clerical personnel
are hired locally on a temporary basis The FDIC also relies
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more heavily now on locally hired hqudation specialists to as-
sist 1ts professional staff

Present Liquidation Procedures

When a bank 1s closed by its supervisor and the FDIC 1s
appointed receiver, the first task 1s to take custody of the bank
premises and all records, loans and other assets of the bank In
some Instances, even this imiual task has been formidable.
Franklin National Bank in New York, for example, operated
108 branch offices, and 1its closing required a force of 778 FDIC
personnel, most of whom were examiners on temporary as-
signment from the Division of Bank Supervision When The
First National Bank in Humboldt, lowa was closed mn 1982,
weather conditions conspired to make 1t all but impossible for
FDIC personnel to reach the bank After first dodging tor-
nadoes, they were confronted by a severe snowstorm that turned
expected journeys of only a few hours into two-day ordeals
Happily, serious injuries were avorded, but these employees en-
dured highway closings, vehicle abandonments and numerous
accidents, completing portions of ther trip by tractor trailer and
state police car That same weekend, in addiion to monitoring
these travails 1in lowa, FDIC officials in Washington had to
arrange the mergers of a failing $2 billion savings bank 1n Phil-
adelphia and a small bank 1n Virgima, for which no buyer could
be found unul nearly mudmght on Sunday (occasioning what
may have been the latest FDIC board meeting)

Sometimes a banker 1s unwilling to accept his bank’s 1nsol-
vency In an incident n Indiana, the president of a bank about
to be closed had moved a cot into his office, threatening first
not to leave and later to commut suicide The situation was re-
solved peacefully *

After possession of the bank has been taken, notices are
posted to explain the action to the public Locks and com-
binations are changed as soon as possible, and correspondent
banks and other appropnate parties are notified of the closing by
telephone and telegram In a payoff all incoming debit items,
such as checks, are returned marked “drawee bank closed ™ De-
posits recerved after the closing are returned wn full to the
depositors

“Interview with Netl Greensides, former Chief, Division of Examinations,
“FDIC Pioneer Recalls ‘Early Days’,” FDIC News (June 1983), Vol 37, p
4
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A Liquidator-in-Charge 1s appointed by the FDIC to supervise
the receivership To provide some continuity, “non-tainted”
employees of the failed bank are hired by the receivership for as
long as their services are required As soon as possible, the
hquidation activities are moved to nearby office space rented for
that purpose, because 1n most instances the bank’s premises are
transferred to another banking orgamization Thus, the FDIC has
active hiquidation offices scattered across the United States and
its possessions The five recently established Area Offices will
enable earlier closing of on-site offices because the final stages
of liquidations can be handled more efficiently on a con-
solidated basis At the end of November 1983, all but 35 of the
170 active recerverships had been consohdated

The time 1t takes to conclude a hquidation vanes greatly ac-
cording to the number and size of acquired assets as well as
their salabiity Markets can readily be found for most loans,
which are often sold in blocks, but some assets, particularly
those acquired 1n foreclosure, are more difficult to dispose of
for reasonable value Large bank failures occurnng in the past
decade have created receiverships so large and complex that
some may take ten years or more to complete The FDIC can
serve as a lender-of-last-resort if additional investment is re-
quired to protect the interests of the receivership Whenever
possible, though, borrowers are required to establish new bank-
ing relationships

The FDIC 1s usually quite successful 1n recovering the dis-
bursements 1t has made In the 495 insured bank hquidations
that have been completed since 1933, the FDIC recovered about
93 percent of 1ts outlays, faring somewhat better in deposit as-
sumptions (95 percent) than deposit payoffs (89 percent), but 1n
the 170 active cases, recoveries are expected to be lower The
listorical recovery rates, however, do not fully take into ac-
count the foregone interest earnings on advances to receiver-
ships This interest was collected only on occasion, after dis-
bursements had been fully recovered Had this expense been
acknowledged, and FDIC advances reduced by the present value
of collections, 1t was estimated that for the period 1934-1980,
msurance losses and expenses would have increased from four
percent of falled bank assets to nine percent ** Beginmng n

“Federal Deposit lnsurance Corporation, Deposit Insurance in a Changing
Environment (Washington, D C  Federal Deposit Insurance Corporation,
Apnl 15, 1983), p V-6
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1983, the FDIC’s recovery and loss expenence will more accu-
rately reflect its money cost

Unul the 1970s, FDIC receiverships generally retained long-
term perforrung assets This tended to improve reported hiqui-
dation results since both interest and principal collections were
included 1n recovery calculations In recent years the practice
has been to sell those assets (e g , secunties, mortgages) that
are marketable without concern about boosting ‘“‘apparent per-
formance > In some cases, holding performing assets has bene-
fited jumor creditors and stockholders at the expense of the de-
posit insurance fund Even where returns on assets exceed the
FDIC’s opportunity rate, FDIC policy has opted for early sale,
recognizing that the FDIC 1s not an investment company and
that its own 1nvestment portfolio 1s restricted to Treasury
securities

Summary

Duning its 50-year history the FDIC has handled bank failures
by paymng off nsured depositors or merging the bank on an
open- or closed-bank basis In a small number of cases until the
net worth certificate program was implemented, the FDIC has
forestalled failures by assisting open banks The specific manner
i which failing banks have been handled has varied according
to legislation, the expenience gained by the FDIC and the speci-
fic nature of the problems faced When confronted with major
problems where traditional approaches may not have worked,
the FDIC has been flexible and sometimes imaginative

Throughout its history certain conflicts have emerged Peri-
odically the FDIC has had to question whether 1t 1s appropnate
to raise de facto msurance coverage through P&As and assisted
mergers when that approach 1s cheaper or less disruptive, and
whether there 1s a cost associated with providing too much de
facto msurance  When a bank 1s going to fail 1t 1s desirable to
get the transaction done quickly This argues for simple, clean
P&As where P&As are appropriate However, that means the
FDIC must collect on more loans, a result that, 1n the long run,
may be more disruptive to the community and more expensive

A precisely defined bid situation where bidders submut a
single number seems most fair, at least on the surface, and 1t
exposes the FDIC to the least criicism On the other hand,
requiring everyone to bid on the same basis 1s not always likely
to give nise to the best or cheapest solution, and it may favor a
particular set of bidders The FDIC may prefer an absolute ban
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on helping stockholders or subordinated creditors in assisted
mergers or open-bank assistance However, that may mean fore-
going transactions that can save the FDIC a lot of money or
forestall other failures Concern on the part of the FDIC that
acquinng banks not be exposed to excessive nsk or that they
meet certain capital standards or treat goodwill 1n a particular
way can also increase the cost of transactions to the FDIC

These and other conflicts have been faced by the FDIC during
its history and have not always been resolved 1n the same man-
ner by FDIC Boards They will likely continue to confront fu-
ture FDIC Boards
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