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Resolution Costs of Bank Failures page 1

by John F. Bovengi and Arthur J. Murton

The FDIC’s failure-resolution costs for small banks that failed in 1985 and 1986 are estimated to be
roughly 30 percent of total failed-bank assets. Around that average there is a wide variance, ranging
from a low of two percent to a high of 64 percent. This study presents a formula used by the FDIC to
estimate the FDIC's failure-resolution costs for individual banks, based primarily on the banks’
asset-quality characteristics. These costs reflect the FDIC’s liquidation experience. The analysis does
not address the issue of determining what those assets would be worth in an ongoing institution. It is
shown that geographic differences play an important role in determining the FDIC'’s tailure-resolution
costs. However, after accounting for differences in asset quality and location, other factors, such as the
presence of fraud or insider abuse, bank size (up to about $500 million in total assets), a dependence
on agricultural lending, and different chartering authorities (state vs. national) are not important
factors in determining differences in failure-resolution costs. Deposit payoffs were more costly than
purchase-and-assumption agreements in 1985 and 1986 due to the relatively poorer asset quality of
the banks that were handled as payoffs. The paper concludes with a general overview of how the FDIC
uses this information to determine acceptable bids on different types of failure-resolution transac-
tions.

Measuring the Interest-Rate Exposure of Financial Intermediaries
by George E. French

This article explains the gap and duration methods of measuring the interest-rate exposure of financial
intermediaries, and discusses the uncertainties surrounding the measurement of interest-rate
exposure given the limited financial information regularly provided to regulators. Gap and duration
estimates of interest-rate exposure for FDIC-insured commercial banks, savings banks and FSLIC-
insured thrift institutions also are presented. These estimates indicate considerable interest-rate
exposure at some institutions, particularly thrift institutions; this indicates the need for continued
offsite regulatory monitoring of interest-rate exposure despite the inherent difficulties.
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“Derivative” Mortgage Securities and Their Risl/Return Characteristics
by Panos Konstas

The majority of residential mortgage loans originated in 1988 will be transformed into mortgage-
backed securities, a large part of which subsequently will be turned into “derivative” mortgage
instruments such as “strips,” “REMICS,” and “CMOs.” In derivative products, cash flows from the
mortgage-backed securities are rearranged to suit the risk and maturity preferences of investors.
Some have viewed this process as not unlike the one in a supermarket where chickens are cut up
and packaged into pieces—a practice that not only satisfies the customer, but often brings in
more revenue than if the chickens had been sold whole. This article analyzes the risks and
rewards embodied in these new instruments under changing market and economic conditions.
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by Benjamin B. Christopher
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Bank-Failure Costs

Resolution Costs
of Bank Fallures

by John F. Bovenz1 and Arthur J. Murton *

ill Rogers once said: “The

business of government is

to keep the government
out of business—that is, unless busi-
ness needs government aid.” While
this statement was made with tongue
in cheek, there is little doubt that as
it relates to the federal deposit insur-
ance agencies and our nation’s bank-
ing system, government is involved
in business in a big way. It is com-
monplace to see headlines such as
the ones indicating a rescue opera-
tion for First City Bancorporation
involving nearly £1 billion in FDIC
aid. Or the headlines indicating a $4
billion cash outlay from the FDIC to
facilitate the closing and sale of the
banking subsidiaries of another large
Texas banking organization, First Re-
publicBank Corporation. Fortu-
nately, most failing banks are not the
size of the First City and First Re-
public banking organizations, which
have $12 billion and 828 billion in
total assets. Nevertheless, even if the
costs of most bank failures are mea-
sured in the millions of dollars rather
than in the billions, we still are talk-
ing about significant amounts of
money.

Last year 203 banks failed or re-
quired FDIC assistance. This year again
over 200 failures are anticipated. In
each case, decisions must be made
regarding the appropriate and least
costly way of handling the situation.
In order to make such decisions the
FDIC must have a reasonably good
idea of what the costs of a particular

bank failure are likely to be and how
those costs may change depending on
how the situation is handled. The pur-
pose of this article is: (1) to describe
some of the work being done at the
FDIC to estimate bank-failure costs;
(2) to ascertain which individual bank
characteristics help to explain varia-
tions in costs among failed banks; and
(3) to explain how this information is
used to determine minimum accept-
able bids on various types of failure-
resolution transactions.

There are several important ben-
efits that may arise from studying
resolution costs of bank failures. First,
the FDIC can better reduce its failure-
resolution costs the more it under-
stands about the factors that influ-
ence those costs. Second, an
understanding of bank-failure costs
may help provide a clearer picture of
the adequacy of the FDIC fund. Third,
the ability to provide more detailed
information to the general public on
bank-failure costs may eliminate
some uncertainty in the minds of
possible acquirors of failed or failing
banks, thereby reducing the risk pre-
mium they may require to engage in
such a transaction, which, in turn,
reduces the FDIC’s costs. Addition-
ally, this information may have im-
plications for bank-closure policies
and the allocation and appropriate
uses of bank supervisory forces.

The paper is structured as follows.
The first section provides background
information on the FDIC’s objectives
and the various options available to

the FDIC for handling bank failures.
The second section discusses the data
used in this study. Section three pro-
vides general information on bank-
failure costs and discusses the rele-
vant factors that help determine bank-
failure costs. In this section we describe
a model that we developed that can be
used to estimate bank-failure costs
based on individual bank characteris-
tics. The fourth section describes FDIC
procedures for determining acceptable
bids on various types of failure-
resolution transactions based on its
“cost test.” The final section discusses
some of the implications of the results
of this analysis and prospects for fu-
ture research.

Background on FDIC
Failure-Resolution
Policies and Procedures

The FDIC does not have the power
to close a bank. That power resides
with the chartering authority—either
the state banking commissioner if the

*John Bovenzi is the Deputy Director
and Arthur Murton is a financial economist in
the FDIC’s Office of Research and Statistics.
The authors would like to thank Christopher
James for his help on this project.

'For readers interested in bidding on
failed banks, we should note that while the
models presented in this report are used in
the FDIC’s decision-making process, final de-
cisions on asset sales are based primarily on
reviews conducted by the FDIC’s Division of
Liquidation. Given the substantial variance in
bank-failure costs that is not explained by the
model, these onsite evaluations often diverge
significantly from the cost estimates presented
in this report.
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bank has a state charter, or the Office
of the Comptroller of the Currency
(OCQ) if the bank has a national char-
ter. After a bank is closed the FDIC is
appointed receiver and is responsible
for settling the affairs of the bank; that
is, balancing accounts, collecting on
the bank’s assets and satisfying the
claims against those assets.

There are several primary objec-
tives the FDIC seeks to achieve in
determining the most appropriate
failure-resolution method. First and
foremost, there is the need to main-
tain public confidence and stability
in the banking system. The FDIC
must be cognizant of the possibility
that how it handles a particular fail-
ure may have adverse implications
for other banks, and it will seek to
avoid failure-resolution methods that
unnecessarily risk destabilizing the
banking system. Second, the agency
should try to be as equitable as pos-
sible in its failure-resolution policies.
In recent years, the equity issue has
become most prominent with re-
spect to the treatment of uninsured
depositors and creditors in large ver-
sus small banks. Third, there is a
need to maintain market discipline
against risk-taking. How the FDIC
handles a particular bank failure may
have significant implications for the
amount of discipline that will be
exerted by the market against risk-
taking by other banks. Fourth, the
failure-resolution procedure should
be cost-effective. By law, the FDIC is
required to meet a “cost test” in
which it must be reasonably satisfied
that the alternative it is choosing will
be one that is likely to be less costly
than a deposit payoff.

There are at least two secondary
objectives in handling bank failures.
The first is to minimize disruption to
the community. This requires trans-
actions that can be implemented swiftly
and smoothly. The second goal is to
minimize the government’s role in own-
ing, financing, and managing financial
institutions. This is achieved by se-
lecting private-sector resolution of bank
problems whenever possible.

The objectives outlined above are
not always mutually compatible. Sat-
isfying one objective may mean aban-
doning to some degree another ob-
jective, and decisions must be made
regarding how to balance these trade-
offs in any given situation.

There areseveral alternatives avail-
able to the FDIC in handling the
affairs of a failed or failing bank. The
following five major alternatives will
be discussed: (1) deposit payoffs, (2)
purchase-and-assumption transac-
tions, (3) insured-deposit transfers,
(4) open-bank assistance, and (5)
bridge banks. There also are varia-
tions on each of these basic alterna-
tives. Some of these will be briefly
discussed as well.

In a deposit payoff, as soon as the
bank is closed by the chartering au-
thority, the FDIC is appointed receiver
and steps in to pay all depositors the
full amount of their insured claims
and begins to liquidate the assets of
the failed bank. Uninsured depositors
and other general creditors of the bank
generally do not receive either imme-
diate or full reimbursement on their
claims. Soon after the bank is closed
they receive what are called receiver’s
certificates which entitle the holders
to their proportionate share of the
collections received on the failed bank’s
assets.? The FDIC also is entitled to a
share of these collections since it stands
in the place of the insured depositors.

As receiver, the FDIC has a re-
sponsibility to creditors to maximize
collections on the failed bank’s as-
sets. Typically, this is achieved by
selling all marketable assets to the
highest bidders, generally other fi-
nancial institutions. Nonmarketable
assets are subject to liquidation pro-
cedures. The proceeds first go to-
ward covering expenses incurred by
the FDIC in its collection efforts.
The remaining proceeds are distrib-
uted pro rata to the FDIC and other
uninsured creditors in the form of
dividend payments on the receiver’s
certificates. Rarely do the FDIC and
the uninsured creditors receive the
full amount of their claims since the
market value of a failed bank’s assets

generally is less than the book value.
This means owners of subordinated
debt and stockholders usually re-
ceive nothing since their claims are
subordinate to those of depositors
and other general creditors.®

A second method used by the FDIC
to handle bank failures is referred to
as a “purchase-and-assumption” or
“P&A” transaction. Under this ap-
proach a buyer steps forward to “pur-
chase” all or some of the failed bank’s
assets and “assume” its liabilities. The
usual procedure is for the FDIC to
invite a number of possible acquirors
to a bidders’ meeting. A transaction is
consummated with the highest accept-
able bidder. An important difference
between a purchase-and-assumption
transaction and a payoff is that in a
P&A all depositors, uninsured as well
as insured, receive full payment on
their claims since their claims are
“assumed” by the acquiring insti-
tution.*

Generally, a purchase-and-assump-
tion transaction is preferable to a
deposit payoff. Oftentimes it is less
costly to the FDIC, particularly if the
volume of uninsured liabilities is not
high. A P&A transaction also is less
disruptive to a community since it
ensures that many of the failed bank’s
former borrowers and lenders will
have another institution with which
to conduct business. In fact, the failed
bank's deposit customers rarely no-
tice any inconvenience whatsoever.
The bank may be closed on an after-
noon after the close of business and

At times in the past the FDIC has paid
uninsured creditors a portion of their claims
at the time of failure. Cash outlays to unin-
sured creditors have been based on conserva-
tive estimates of what they ultimately would
be entitled to. This variation of a payoff has
been called a “modified payoff.”

3Some states have depositor preference
statutes which elevate depositor claims over
those of other general creditors in state-
chartered banks.

4If a depositor preference statute is not
applicable then all general creditors receive
full payment on their claims in a P&A trans-
action. llowever, subordinated debt and cap-
ital are not transferred to an acquiring insti-
tution. The holders of such debt and bank
capital generally receive no value on their
claims.
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reopened the following morning at
its regularly scheduled time. The only
difference from the viewpoint of most
customers is that there is a new
name on the building.

Traditionally, in a purchase-and-
assumption transaction only a small
portion of the failed bank’s assets
have been transferred to the acquir-
ing institution. Generally, these in-
clude the best of those assets: gov-
ernment securities that are marked-
to-market, cash, fed funds sold and
perhaps the installment loan portfo-
lio. The remaining difference between
assets acquired and liabilities as-
sumed is covered by a cash transfer
from the FDIC to the acquiring insti-
tution. It then falls to the FDIC to
collect as much as it can on the
balance of the assets it retains in
order to reimburse itself for some
portion of its cash outlay.

More recently the FDIC has at-
tempted whenever possible to pass a
larger portion of a failed bank’s as-
sets to acquiring institutions in P&A
transactions. In many cases all, or
substantially all, of the failed bank’s
assets are now sold at a discount
from book value to the acquiring
institution. These are often referred
to as “whole-bank” transactions or,
more technically, as total-asset
purchase-and-assumption transac-
tions. The first such transaction was
completed in April of 1987. Alto-
gether, 19 whole-bank P&As were
completed in 1987, 38 during the
first half of 1988.

Whole-bank transactions reduce
the need for the FDIC to advance as
much cash to the acquiror and min-
imize the FDIC’s involvement in the
liquidation of the failed bank’s as-
sets. Such transactions can be cost-
effective for the FDIC and, com-
pared to the more traditional P&A,
further reduce any disruption to lo-
cal economic activity by ensuring
that a greater portion of the failed
bank’s customers continue to have
access to banking services and their
loans are not placed in a “liquidation.”
However, since the aggregate market
value of a failed bank’s assets gener-

ally is considerably less than book
value, estimating the loss on assets
becomes a critical factor in deter-
mining the terms of such a transac-
tion and even whether such a trans-
action can be completed.

A third type of failure-resolution
transaction is called an insured-
deposit transfer. In an insured-
deposit transfer only the insured de-
posits and secured liabilities are
transferred to another institution. Un-
insured and unsecured liabilities re-
main in receivership. Sufficient cash
is paid by the FDIC to the institution
accepting the failed bank’s insured
and secured liabilities to equal the
amount of those liabilities. Gener-
ally, the acquiring institution will
use some of its cash to purchase
certain of the failed bank’s assets. An
insured-deposit transfer is generally
viewed as a variation of a deposit
payoft because uninsured creditors
are not protected and they usually
suffer some loss. However, the trans-
action has some of the characteris-
tics of a P&A in the sense that an-
other institution assumes certain
liabilities and, in recent years, usu-
ally acquires some of the assets of
the failed bank. Often, when a bank
has high-cost, volatile funds, bidders
will opt for an insured-deposit trans-
fer because, unlike in a P&A, they
have the ability to renegotiate the
terms on debt instruments.

The fourth type of transaction is
called open-bank assistance. In
many respects open-bank assistance
has the same effects as a purchase-
and-assumption transaction. The ma-
jor difference between a P&A and
open-bank assistance is that with
open-bank assistance a transaction
occurs before the failing banlk is tech-
nically declared insolvent and closed.
Generally, the FDIC provides enough
assistance to cover the difference
between the estimated market value
of the bank’s assets and its liabilities
(the bank’s negative net worth). New
capital is injected by private inves-
tors. As in a P&A, all depositors and,
if there is no depositor preference,
all general creditors are protected

against loss. And, as with a P&A (and
each of the other alternatives as
well), management is usually re-
placed, bank stockholders are virtu-
ally wiped out, and, if a holding
company is involved, its creditors
are not protected by the FDIC (al-
though shareholders and junior cred-
itors must agree to the transaction if
the bank remains open).®

A fifth type of transaction is a
bridge bank. As its name implies,
this solution is temporary: it merely
provides a “bridge” until a more per-
manent solution can be arranged.
The idea is that when a bank fails, it
may be advantageous for the FDIC to
keep it operating for a brief period
until prospective purchasers have
enough time to assess the institu-
tion’s condition and they can make a
reasonable offer for the bank. If kept
operational, the bank can retain
much of its value. Moreover, there is
likely to be less disruption to the
local community if the bank is kept
operational until the situation is re-
solved through a more permanent
solution. The FDIC received author-
ity to operate bridge banks just last
year and as of August 15, 1988 had
used its new authority on two
occasions.®

There are many possible varia-
tions of these five basic options, but
essentially deposit payoffs, pur-
chase-and-assumption transactions,
insured-deposit payoffs, open-bank
assistance, and bridge banks are the
alternative types of transactions avail-
able to the FDIC for handling bank

“The FDIC’s objective is to see that the
federal “safety net” does not extend to bank
holding companies and that holding company
creditors receive no more than what they
would be entitled to if the failed bank’s assets
were liquidated via a deposit payoff. While the
FDIC has not always adhered to this policy, it
has been fairly standard practice in recent
years.

“Capital Bank & Trust Co., National As-
sociation was formed on October 30, 1987 as
a bridge bank following the closing of Capital
Bank & Trust Co. of Baton Rouge, Louisiana.
On April 6, 1988 the bank was sold to Grenada
Sunburst Systems Corporation of Grenada,
Mississippi. On July 29, 1988, a bridge bank
was established as part of the FDIC-assisted
restructuring of First RepublicBank Corpora-
tion in Dallas, Texas.
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failures. Which of these transactions
the FDIC engages in for any particu-
lar failed or failing bank, while de-
pendent on possible bidders’ inter-
ests, also depends on the public-
policy considerations enumerated
earlier and the estimated costs asso-
ciated with each alternative.

The FDIC’s cost test for a pur-
chase-and-assumption transaction
where the acquiror does not assume
many of the failed bank’s assets (this
is often referred to as a “clean-bank”
P&A) hinges largely on the following
determination: Does the premium
the acquiror is willing to pay meet or
exceed the loss that would be borne
by uninsured creditors in a payoff? If
so0, the P&A generally is cheaper. For
example, in a truly clean P&A, the
FDIC retains all the risk assets (and
essentially pays book value for them).
Thus, the FDIC bears all of the loss
on assets, save for the portion that is
offset by the premium paid by the
purchaser. In a payoff, the FDIC
bears all the loss on assets (because
it retains all of the assets), except for
the portion of the loss that is borne
by the uninsured creditors. Thus,
the greater of the two offsets deter-
mines the least costly transaction.

With respect to the amount of risk
assets acquired by the purchaser, the
totally clean-bank deal lies at one end
of the (P&A) spectrum. At the other
end lies the whole-bank transaction,
in which the purchaser acquires all, or
substantially all, of the assets. In be-
tween these extremes lie a variety of
asset-sharing arrangements.” As more
assets are acquired by the purchaser,
the loss on assets is transferred from
the FDIC to the acquiror, and the
acquiror will lower its bid (premium)
to reflect this. The FDIC will be willing
to accept a lower premium in recogni-
tion of the reduced loss it faces. Under
some arrangements the purchaser will
acquire enough assets to make the
acceptable premium negative and the
FDIC, in effect, will pay the purchas-
ing bank for its role in the transaction.
This is the case in virtually all whole-
bank deals.

Given that the premium should
adjust to reflect the shifting of the
loss on assets, is there any reason
why the attractiveness of a P&A would
depend on the volume of assets ac-
quired by the purchaser? From the
FDIC'’s perspective, there are several
reasons for preferring that more as-
sets go to the purchaser: the desire
to keep assets in the private sector
rather than in a government liquida-
tion; the potential for cost savings;
and, the needs of the community are
better served as the acquiring insti-
tution has the incentive to nurture
loan customer relationships.

The trend toward whole-bank deals
reflects a deliberate change in the
method of handling bank failures. In
fact, the bidding procedure reflects
the FDIC’s preferences in failed-bank
transactions. Whole-bank transac-
tions and open-bank assistance are
the preferred options. If none of the
bids for these types of transactions
are acceptable, a P&A is attempted
with as many assets as possible be-
ing passed. The next option is an
insured-deposit transfer, passing as-
sets if possible. If all of these are
unsuccessful, a payoff is performed.

If cost were not a consideration,
then a particular bank failure could
be handled in any way the FDIC
chose; it would simply be a matter of
paying whatever price necessary.
However, the desire, and statutory
obligation, to protect the insurance
fund limit the FDIC’s ability to choose
the type of transaction. Moreover,
whether open-bank assistance, a
whole-bank deal or any other type of
P&A takes place is not a unilateral
decision on the FDIC’s part; the mar-
ket plays an important role. The
price that a bidder offers must be a
price that the FDIC determines will
be no more expensive to the fund
than a payoff. The major purpose of
this study is to furnish a method for
estimating the price the FDIC should
be willing to accept for a particular
transaction. To the extent such an
effort is successful, it should better
enable the FDIC to maintain the

deposit insurance fund while keep-
ing assets in the banking system.

Data

For most of the FDIC's history
there was little outside interest in
the costs associated with bank fail-
ures. Few banks failed and few bank
creditors suffered significant losses.
FDIC losses were small relative to
income. Only in the 1980’s has the
number of bank failures been signif-
icant enough to raise important ques-
tions regarding bank-failure costs.

Publicly available information on
bank-failure costs prior to recent
years is somewhat misleading be-
cause it often did not account appro-
priately for the time value of money.
For example, one could look back at
completed receiverships and see that
the FDIC and the banks’ other unin-
sured creditors often received 90 or
95 percent, and in some cases 100
percent, of their original claim. How-
ever, the collections on the failed
banks’ assets used to satisfy those
claims generally occurred over many
years. Thus, on a present-value ba-
sis, actual recoveries were less than
the figures conveyed by accumu-
lated dividend payments (although
recoveries may still have been around
90 percent on average).

In recent years the FDIC has ex-
pended a great deal of effort in de-
veloping systems to provide better
information on all aspects of bank-
failure operations. Systems currently
in place record and monitor liquida-
tion expenses and collections on as-
sets as they occur. Information sys-
tems also provide estimates of future
liquidation expenses and expected
future collections associated with the
remaining assets on all outstanding
liquidations. These estimates of fu-
ture expenses and collections are
provided for the time periods in which
they are expected to occur.

"One alternative that has proven to be
quite popular with bidders over the past year
is called a “small-loan asset purchase agree-
ment.” As its name suggests, the smaller loans
are passed at a discount to the acquiring
institution (with no option to put them back
to the FDIC).
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The data on actual and expected
collections and expenses are com-
bined for each bank in liquidation to
provide individual bank estimates on
expected collections net of expenses.
For each individual bank it is then
determined how those proceeds must
be distributed amongst the various
groups of bank creditors. At this
point it is possible to estimate the
final cost to the FDIC for each bank.
The systems that provide this infor-
mation are being used to determine
the FDIC’s loss reserves for failed
banks and for estimating expected
costs associated with each new bank
failure.

Sample

The data for this study are current
through midyear 1987. The sample
used for analysis was limited to banks
that failed in 1985 and 1986. Banks
that failed in the first half of 1987
were not included in the sample in
order to avoid banks with loss pro-
jections based on less than six
months’ actual liquidation experi-
ence. Banks that failed prior to 1985
were excluded from the sample since
the new data information systems
- for failed banks were implemented
subsequent to that date and the tim-
ing of expenses and collections asso-
ciated with pre-1985 failures is not
as easily determined from the data.

Of the 120 banks that failed or
required financial assistance in 1985,
the two open-bank assistance trans-
actions and the two savings banks
were excluded from the sample. Of
the 145 failures in 1986, the seven
open-bank assistance transactions
were excluded from the sample. In-
complete data resulted in 36 other
banks being dropped from the sam-
ple, leaving 218 banks altogether. Of
these, 156 were state-chartered
banks; 62 were nationally-chartered
banks. These banks had average as-
sets of 32 million. Fifty of the banks
were handled as deposit payoffs or
insured-deposit transfers; 168 were
handled as purchase-and-assump-
tion transactions.

I stimates of “Loss on
Assets” and “Cost to
FDIC” in Bank Failures

It is necessary to emphasize the
distinction between two important
concepts regarding costs associated
with bank failures. From the FDIC’s
viewpoint, it is primarily interested
in its ultimate cost associated with
any particular transaction. However,
the “cost to FDIC” for any failure
resolution will be different from the
“loss on assets” realized for the same
bank. When a bank fails, the cost to
the FDIC depends on a number of
factors including: the difference be-
tween book values of assets and lia-
bilities (book capital) of the bank,
the levels of both uninsured and
unsecured liabilities, the premium
(if any) paid by an acquiror, losses
on contingent claims and the real-
ized value of assets placed in liquida-
tion (by the FDIC). Because the last
component, the realized value of as-
sets, is not known until the receiver-
ship is closed out, the cost to the
FDIC is not known at the time of
failure. Hence, the reserve set aside
by the FDIC is necessarily based on
a forecast of the loss on assets in the
bank. As the liquidation proceeds,
the forecast of the loss is updated,
and concomitantly, the reserve fig-
ure is also updated.

Viewed differently, while neither
the cost of failure nor the loss on
assets is known at the time of failure,
the loss on assets is one of several
factors that determines the cost of
failure. Furthermore, of the compo-
nents of the cost, the loss on assets
and the loss on contingent claims
are the only ones that cannot be
known at the time of failure and
therefore must be forecast. Since
losses on contingent claims vary tre-
mendously by bank, they are esti-
mated on an individual bank basis.
Thus, only the loss on assets needs
to be estimated from historical bank-
failure cost data. These loss esti-
mates then can be combined with
the other components affecting the
FDIC’s costs to produce a cost esti-
mate for current failures.

The loss on assets is defined as the
difference between the book value of
the bank’s assets and the value of the
assets to the FDIC. For transactions
in which the FDIC retains all the
bank’s assets (payoffs and some
insured-deposit transfers), the value
is the discounted cash flow from
collections net of the discounted
stream of liquidation expenses. For
transactions in which some assets
are passed to the acquiring bank, the
value of the assets passed is the price
paid for those assets by the acquiror.®

For banks in the sample, the esti-
mated loss on assets as a percent of
bank assets had a wide distribution,
ranging from three percent to 64
percent of assets, with the average
bank failure showing a loss on assets
of 33 percent. The distribution of
costs to the FDIC of bank failures is
given in Figure 1. These estimated
costs range from two percent to 64
percent of assets, with the average
bank costing the FDIC 30 percent of
the bank’s assets. These costs reflect
the FDIC’s liquidation experience.
The analysis does not address the
issue of determining what those as-
sets would be worth in an ongoing
institution. The cost to the FDIC is,
on average, less than the loss on
assets for several reasons. Typically,
the book value of assets exceeds the
book liabilities; this positive book
capital directly reduces the FDIC’s
cost.” In payoffs and insured-deposit
transfers, a portion of the remaining
loss is shared by the uninsured cred-
itors. In transactions with another
institution a premium may be paid
reflecting the bank’s franchise value,
further reducing the FDIC’s cost.

“For present purposes all income and
expense flows were discounted back to the
date of failure by a seven percent annual rate.
This rate was roughly equivalent to the two-
year Treasury rate and represents the FDIC'’s
opportunity cost.

“Even though the bank is insolvent there
may be positive book capital if worthless
assets were not written off prior to the bank’s
closing. Since “loss on assets” is calculated as
the difference between the book value and
realized value of the bank’s assets, positive or
negative “book” capital must be netted out of
“loss on assets” in determining actual costs to
the FDIC.
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Figure 1
Estimated Cost to FDIC of Individual Bank Failures
(As a Percent of Bank Assets)
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While the average cost to the FDIC
of handling bank failures in 1985 and
1986 is expected to be about 30 per-
cent of total failed-bank assets, as
shown above, for any individual bank
failure there is a wide dispersion around
the average. In order to meet its cost
test in determining the appropriate
type of bank-failure transaction, and
to assess acceptable bids on bank-
failure transactions, the FDIC must be
able to reasonably determine the de-
gree to which banks are likely to cost
more or less than the average. With
the ultimate objective of trying to es-
timate the FDIC’s costs for individual
bank failures more precisely, we at-
tempted to develop a model that could
explainsome of the variation in losses
on assets among individual failed
banks.

The model estimates “loss on assets”
rather than “cost to the FDIC.” Esti-
mates of losses on assets can be com-
bined with the other directly measur-
able costs incurred (or benefits
realized) by the FDIC to obtain the
total cost to the FDIC for a particular
bank failure. This information then
can form a basis from which the FDIC
can determine the amount it may be

willing to pay an acquiring institution
to assume the liabilities and accept a
large portion of the failed bank’s
assets. '’

The loss on assets was estimated,
using regression analysis, as a func-
tion of individual bank characteris-
tics. The loss figures and balance-
sheet data were scaled by assets in
the bank at the time of failure. This
essentially gives equal weight to the
experience of each bank in liquida-
tion; alternatively, it prevents the
experience of the larger bank fail-
ures from distorting the results.

One would expect that the major
factor determining the loss on assets
would be the type and quality of as-
sets. As a first step in distinguishing
between type and quality, assets were
divided into two groups: nonrisk (cash,
securities and federal funds sold) and
risk (everything else).'’ The risk as-
sets then were further divided accord-
ing to examiner classifications. Bank
examiners divide problem assets into
three groups: substandard, doubtful
and loss. These classifications provide
information on asset quality as each of
the three types of classifications indi-
cates progressively deteriorating asset

quality based on evaluations by the
bank examiners. In our breakdown of
asset groups, doubtful was combined
with loss, due to the small amounts in
the doubtful category. Thus, our asset
groupings were nonrisk, nonclassified
risk, substandard and the combina-
tion of doubtful and loss. In future
work we intend to further refine these
asset groupings.

Additional indicators of asset qual-
ity are the nonperforming measures
included in bank Call Reports. It is
possible that one or more of these
measures could augment or substitute
for the asset-quality information pro-
vided by examiner classifications. At
this stage of our analysis we have
examined Call Report data on past-
due loans, nonaccruing loans 