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INSRODUCTION

This paper outlines the major issues involved 1f a merger between
the FDIC and the FSLIC were required. It is assumed that a decision to
merge the deposit insurance funds would be based upon: 1) a judgment that
the FSLIC's insurance fund is inadequate to handle existing and expected
thrift problems and 2) a policy determination that a merger would be
preferable, from an overall public policy perspective, to an expenditure
of taxpayer funds to preserve the present system. This paper does not
consider the validity of these conclusions or the advantages of such a
merger (such as in terms of risk diversification). The paper's primary
purpose is to alert readers to the leogistical problems of a merger and to
discuss additional FDIC resource requirements; as such, it dwells more on
the negative implications and does not provide an even-handed discussion
of the merits of a merger. Although a combined fund probably would not be
seriously compromised if the two deposit insursnce funds were merged, the
following analysis presents a clear indication that serious strains could
be placed on the FDIC's financial and human resources. Nevertheless, the
public benefits in terms of system stability znd public perception may
make a merger the conly viable option.

It 1is also asswmned that the resulting relationship betwzen the
joint 1insurance agency (the FDIC) and the Fedeval Home Loan Bank Board
(rHLBB) would be akin to our current relationship with the Office of the
Comptroller of the Currency (OCC) as regards nationally chartered ba:iks
insured by the FDIC, That 1is, the FHLBB would act as the primacy
requlator of all federally insured S&Ls, yet the FDIC would ressrve the
right of examination. Ideally the FDPIC would ultimately exercise this
right only in the case of large or problem S&Ls with a random sampling of
others.,

It 1is further assumed that the enabling merger legislation would
contain language requiring a phasing in of regulatory standards for S&Ls
to a level comparable to that of comnercial banks. In the =#venk
individual S&Ls do not meet these phase-in reguicements, the FDIC should
be empowered to impose sanctlions.

A ground rule established at the baginning dictated that FDIC staff
were not Lo disclose the existence of this study to outside parties. This"
limilted the ability of the authors to coircunicate freely with FPSLIC and
Bank Board personnel. Over the past szveral vyears the FHLBB has
significantly reduced the flow of information to the public on the
condition of the S&L industry. In addition, public information on the
structure and orgenization of the FTHILBB and the FSLIC is 1limited.
Therefore, this study should be considered a preliminary investigation.
Any formal proposals for a merger should not be completad without expliecit
communication with Bank Soard personnel.

The follewing secticon of this paper will provide a brief overvisw
>f the functions of the ¥YSLIC and how it fits into the Eank Board System.
(his will be followed by a listing of the major issues.
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defavlt, the FSLIC will be appointed as consarustor or receiver and; as
such, 1s avthorized: 1} to take over the assets of and operate the SA&L,
2) to take such action as may be necescsary to put it in a sound znd
solvent condition, 3) to merge it with another insured institution, 4) to
arganize a new rederal SSL to take over its assets or 5) to procesd to
tiguidate 1its assets in &n orderly manner (12 U.S.C. Section 1723{b)}.
The FSLIC also has conparsble ezuthority with respect to State-chartered
S&Ls. The ability of the FDIC to act as conservator 1s gquestionable and
our ebility to operate insolvent institutions is limited. The FDIC can
establish a Deposit Insurance National Bank (DINB) to asswme the
liabilities  (but not the assets) of a failed institution, but a DINB is
drsigned to be a .temporary institution and is not designed to be oparated
as an ongoing entity. In addition, the FDIC is prohibited from taking a
voting ownership interest in a bank. These restrictions make it difficult
for the rDIC to opsrate banks in the same wanner as the FSLIC c¢an operate
&n S&IL,, though the FDIC's pending legislative pachkage would give the FDIC
roughly conparable suthorities.

The FDIC 1is also more limited in 1its ability to arraagas for
interstate m=rgers of distressed institutions. The FDIC can arrznge for
interstate mergers of coamercial banks which have closed or for mutual
savings banks which have closed or are in danger of closing only if they
have assets of 3500 million or more. Neither the size limitation nec Lhe
closure restrictions apply to PFSLIC-insured institutions. The rDIC's
pending legislative package would eliminate the closure caguirement.

In the evant of a merger, these discregzncies should be vesolved,

It should be noted, however, that these brczder powers have enabled the

rSLIC to haendle some failures in ways tradii ionally not accepteble to the
FDIC. Yor example, in the case of the 2zverly Hills S&L -~ which f:1l.d
due to credit losses —-— the FSLIC created a new instilution which a-—.....d
the assets and liabilities of the failed S&L. The FSLIC has coniract=d
with caother S&L to munage Bzverly Hills and it appears they will continue
- to ovperate the institution Indefinitely in the hope that it will =ocday
have a positive =& :-rkat wvalue. This apprcach to the handling of an
institution which failed due to credit lousses has not bhesn accept-hle Lo
the rDIC but will likely become an unavoidable altzrnative to a _ayout,
purchase and assuitption transaction or assisted wergar if the FDIC is to
cuccessfully spread the costs of S&L fzilures over a reasonable time
period. Later sections of this pap=r will indicate that tha extent of the
thrift problem 1is so severe that the 1imm2diate disposition of all
insolvent S&Ls would deplete a joint fund at an wnacceptable rata,

Supervision of State-Chartered S&Ls

The second functicn of the rFSLIC - - mupecvision of =i :ts Chiari: -4
s = would e Leznsferred Lo the rl-REB under Lhe i,z of o
currontly contamplated. It is, however, ualikely Ehat tha PDIC o+ 03 1 L
comforicabla 1f the curcrent sugersisory standacds shich apply ko ™5Fs  arid
conlzi-ne i a post aa-rger setting.  As wentionsd peovicusly, 10 - sy
coniliton of oA aerger clrawld b sivde a legislataive sooadlidle o0 Ty, in
T b, M owzas" giadisls oy NETs owhiich o gee . - Ble To D o wf
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would seem a necessity in ]ight of the considerable risk the FDIC would be
nndertaking through a merger, - )

S5L_Holding Companies

The FSLIC's third function -- supervising S&L hnlding companies --
is far different from any power exercised by the FPIC, and different even
from the Federal Reserve's authority over BHCs. The FSLIC has virtually
no control over one-S&L holding cempanies, These companies may engage in
any kind of business whatever, and hzve whatever subsidiaries they pleasse,
without being constrained By a "closely related to banking" test., But the
FSLIC has full control over all parts of multi-Ssr, helding companies:
that is, over the holding company itself; over all the Ss&i, subsidiaries,
whether federal ‘or state: and over the non-8&L “subsidiaries. The
inter-agency jurisdictional problems, which are so common in the sphere of
bank regulation, do not arise.

The FDIC, however, must determine whether it wants to inherit this
fupecvisory power or transfer it to the FHLBB. On the one hand, the FDRIC
kas not traditionally regulated or examined holding company structurss
but, on the other hand, it is likely that there are potential risks hidden
in some S&I holding company subsidiaries., of Prime importance with
respect to holding company activities ig the presence of the proper
barriers between an insured SSL and its affiliates, To the extent these
restrictions exist, risk to the insurance agency will be limited. The
restrictions on financial dealings between an S&L  holding company's
subsidiary insured institution and its affiliates are similar in some
respects to the restrictions of Section 23A of the Federal Reserve Act
that apply to bank holding companies and FDIC insured banks. The FSLIC,
however, does appear to have wide discretion to approve transactions
notwithstanding these restriction, This discretion leaves opan the
POssibility of more freedom, and thus of more risk, for S&L.s in this realm
that in the case of banks, This is an area which will need Ffurther
Zxamination.

In addition, it appears that SsLs generally have a greater exposure
Lhrough their sarviee corporation subsidiaries than is typically found in
34 Commercial bhank subsidiary. Not only do S&Ls have an equity interest in
their subsidiaries, in some cases, they also have a significant vnlume of
ass2ts invested in these subsidiaries, “

L
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THE_FINANCIAL CONDITION OF FSLIC-INSURED
INSTITUTIONS AND THEIR IMPACT ON A JOINT
INSURFHCE, FUND

Introduction

As a source of information, this section relies primarily upon
quarterly financial reports supplied to the FDIC by the FHLBB on computer
tapes {the FDIC data base is limited to the 1984 reports). These reports
contain balance sheet and income data along with limited structure
information. The sample was limited to S&Ls which filed a report for all
four quarters of 1984. It should be noted that the December data, which
provided the bulk of the information for® this study, 1is still in
preliminary form. Although the preliminary nature of the data does result
in limitations, overall results and conclusions likely will not be altered.

Cﬁrrent Condition

The currvent and past problems of the S&L industry, stemming from an
asset~liability maturity mismatch, have been well publicized. Although
thrifts have made some progress toward balancing their maturity structure,
interest rate risk still remains a major problem. Fortunately, interest
rates have remained relatively stable over the past several years allowing
the industry to make some progress as compared to the moce difficult times
of the early 198Q°'s.

Income

FSLIC-insured institutions earned $1.6 billion in 1924 for a return
of eighteen basis points on average assets. The bulk of these =arnings,
however, were due to the benefits derived from purchase accounting. Net
of these benefits, S&Ls earned $550 million in 1934 for a return of six
basis points on an average assets, These modest earnings should show
substantial improvement during 1985 providad interest rates stay at thair
current levels. Rates have generally fallen since last August (sce Chart
1) and, more reca2ntly, Treasury bill rates have averaged more than 200
basis points under their 1984 averages. 1Indeed, at recent auctions both
Licee-and six-month bill rates were under 7.5 percent.

Capital Adequacy

Overall, as of December 31, 1984 the S&L industry had capital of
$34.1 billion for a capital-to-asset ratioc of 3.51 parcent. Capital, as

defined here and throughout most of this study, consists of what the FDIC

vould consider primary capital; excluded are items such as subordinated
Jebt, appraised equity capital and net worth certificat=zs. GCoodwill and
Ceferrad losses from the sale of assets are rot subtracted from capital
“ecause they represent a marking-to-market of a portion of an S&Ls
“Gsets,  Thus, S&Ls which used purchase accounting would zppear to have
lower capital ratios than those who did not. It is true, however, that in
‘ol cases assets acquired wvia purchase accounting  which  owove
ivked -to-market were sold at a profit without reducing goodwill.  These
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profits probably should be subtracted from. goodwill. Since the bulk of
these sales occurred «Jduring 1982 and 1983 -- periods for which the FDIC
has no individual S&IL data —— proper adjustments for this factor were not
prssible. Purchase accounting deces beoost income; however, this advantage
was removed in the simulations of this paper. Table 1 presents a
distcibution of S&Ls according to this capital ratio along with the total
capital and assets of each subgrouping. Also included in this table is a
definition of capital which excludes deferred losses (gains) from assets
sold, goodwill and other intangible assets. Exeluded from this and
subsequent tables are the Phoenix institutions, these which are operated
wnder the conservatorship of the FSLIC and those which have failed se far
this year. This group will be discussed below.

Excluding the above mentioned group, there are 103 S&Ls which have
3 negative capital position if deferred losses, goodwill and other
intangibles are counted as assets. 'Total assets of this group are §18.1 ,
billion and their total capital eguals $-394 million.  Subtracting
intangibles from capital would leave 663 S8&Ls insolvent. Total zssets of .
this group are $336.2 billion and their capital is $-13.74 billion.

TR

Asset Quality

Over the past several years asset quality has been of increasing
concern to the FSLIC. The failures of Empire, San Marino, State S&L and
Beverly Hills S&L and the troubles of American S&L illustrate the FSLIC's
yrowing problems with asset guality.

At this point the true extent of asset quality problems within the

SLL industry is a great unknown. To an outside observer, the available
data for measuring asset quality is limited. S&Ls do report on their
ron performing loans (so called "slow" loans) and on other distresced
azsets {schaduled items). Generally speaking, for commercial banks, a

livel of nonperforming assets which ‘exceeds capital implies a problem bank
=iich, in turn, has at least a ten percent chance of failure. But
codaercial  bank  standards cannot be applied to S&Ls since a  high
cieportion of thelr assets are either insured or pose low default risk,

Alternatively, rapid growth frequently results in asset quality
prehlems,  Anerican S&L and Beverly Hills S&L are examples of two
institutions which have grown rapidly over the past saveral years. In
helr efforts to grow so quickly these institutions have often neglected
o properly zvaluate the guality of some of their lcan customers. §

cTorr

In the absence of reliable exzamination data, it was assumed that
cewdit guality problems existed in  institutions which either had
Jwbntantial quantities of slow loans and scheduled itoms or had grown
i+uidly, nek of mergers, over the past several years.

If, for an individual S&IL, slow loans end schzduled itesms were in

23 of ten percent of assets. this was assw.ed to lwply a significant
“-ilure rizk. This decision is scmewhat arbitrory: however, ten percant
£ siucts i3 oa high thrzsliold by both coimeercial bBank and thrift stencacds



TABLE 1: DISTRIBUTION OF FSLIC-INSURED INSTITUTIONS .
BY CAPITAL-TO-ASSET RATIC, DECEMBER 31, 1984

Numoer of Institutions Capital ($ Billions) Assets {$Billions)
patal Range Definition I® pefinition II® Definition I Definition i1 Definition I Definition I
ss than 0 % 103 _ 663 $-0.4 $-13.7 $ 18.1 $336.2
tween 0 % and 1 % 154 191 0.3 0.7 < 46.5 105,7
tween 1 & and 2 % 3086 287 1.5 1.4 99.9 95.8
tween 2 % and 3 % 475 367 6.0 3.0 233.6 123.3
}
‘ween 3 % and 4 % 530 381 8.8 4.1 252.5 - 116.3 «
5 )
ween 4 % and 5 % 453 327 83 2.6 117.5 . 58.0
ater than 5 % 1047 52 12.7 8.1 187.7 119.5
V1 3068 3068 $34.1 $ 6.2 $955.8 $955.8
8In this definition, capital consists of what the FDIC would consider primary capital; excluded
items such as subordinated debt, appraised equity capital and net worth certificates.
On this definition, capital consists of Definition I minus deferred losses (gains) from assets EZ#
goodwiil and other intangible assets, P
L
v
T
o
S
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and, in most cases, is a level generally several times the capital of
these S&Ls.

It was also assumned that credit gquality problems would be present
in S&Ls which: 1) have more than doubled in size (net of mergers} over
the past three years, or if not in existence three years zgo, have shown
comparable growth rates and 2) have above-risk assets in excess of their
capital level, Akove-risk ascets are defined as noncenforming loans and
contracts to facilitate the sale of real estate owned, commercial loans,
repossessed assets and real estate investments. Since these growth
calculations must be done by hand, the analysis is limited to S&Ls with
deposits of $1 billion or more (these institutions hold roughly fifty
percent of industry-assets).

Net of recent failures, there are 52 S&Ls which have slow loans and
- other scheduled items in excess of ten percent of assets. Total assets
for these institutions amount to $6.2 billion. In addition, there are
‘thirteen excessive-growth S&Ls which are not included in the above 52.
These hold assets of $57.0 billion. Included in the later group are
several S&Ls whose troubles have been reported in the press; such as,
Arierican S&L of Stockton, CA, Bell S&L of San Mateo, CA, and Sunrise S&L
of Boynton Beach, FL (Beverly Hills S&L would have been included had it
not failed}),

- Phoenixes, Conservatorships and Others

\
« Currently the FSLIC is  operating three  Phoenixes, four

conservatorships and one institution which recently failed but has yet to
be disposed of (Beverly Hills). These S&Ls are listed on Table 2 along
with theigy assets and their capital levels net of goodwill and deferred
losses on{hgsets sold. These institutions were excluded from the other
parts of this study because it would be more accurate to treat them as
institutions which have already failed but for which a solution has not
vet been found. Clearly the FSLIC has opted to operate insolvent
institutions to defer the expense of a solution to their problems.
Overall, these institutions hold $15.5 billion in assets: and have a
negab@ve capital lqul of %$2.1 billion. ’
b
The FSLIC's Exposure from Existing Problems

The FSLIC faces an exposure from three fronts. First, there are
the phoenixes, conservatorships and the Beverly Hills S&IL failure. These
institutions hold $15.5 billion in assets, Second, theve is the threat
fvom the institutions which have negative capital ratios (103 institutions
“ith total assets of $18.1 'billion). Finally, the FSLIC is confronted
Jith credit quality risk. Excluding institutions included in the 103 SiLs
With negative capital ratios, there are 39 S&Ls ($4.3 billion) which have
3 high volume of slow loans and an additiocal thirteen ($57.0 billion)
“hich sre thought to have credit problems due to rzpid growth. In all,
estiinated problem institutions hold $94.9 billion in assets.

Tnitially the FSLIC was able to hendle failures for roughly five to
LN nercent of  assets. More recently, however, due to diminishing
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TABLE 2: PHCENIXES, CONSERVATORSHIPS AND OTHERS

Assets Capital®

Neme and Location __ ___($ Millions) __ ($ Millions) - _Type®

First FS&LA of Rochester’ $ 4,434 3$-1,110 P
Rochester, NY 4

First Federal Savings Bank 1,191 -24 P
Santurce, PR i

The Talman Home 6,520 -856 P
Chicago, 'IL

Northlake FS&LA 141 -13 L6
Covington, LA :

Alliance FS&LA 209 1 C
Kenner, LA

First FS&LA of Redding 47 -8 C
Redding, CA

Hacienda FS&LA 37 -10 G
Oxnard, CA

Beverly Hills S&LA ‘ 2,949 . -78F F
Baverly Hills, CA

Total $15.,528 . $--2.096

’Primary wcapital net of goodwill and- deferred losses on aszets
sold.

®P = Phoenixz, C = Consarvatocrship, F = Failure.

“Year-end 1984 capital minus 3100 million in losses as rvapovted
in the press.

Gepotruf
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interstate merger opportunities and an increase in credit quality
problems, the expected average cost of failure during 1984 rose to fifteen
" percent of assets. (See "Thrift-Tnstitution Failures: Causes and Policy
Issues," Research Working Paper No. 117, Office of Policy and Economic
Reseavrch, Federal Home Loan Bank Board.) Thus, it is likely that the cost
of future failures will fall in the ten to fifteen percent range rather
than between five and ten percent of assets. If interest rates stay low,
tha average cost of a failure may likely fall at the lower end of this
range. Applying this cost range to the FSLIC's exposure of $94.9 b;lhon
yields a ;ough cost estimate of between $9.5 and $14.2 billion.

The resources available to the FSLIC include their reserve fund
{although listed at .just under $6 billion, its true size 1is probably
closer to $4 billion-when the true present value of the FSLIC's financial
commitments are taken into account) plus premium payments. Regular
assessments amount to about $640 million and the special assessment of
one—eighth of ome percent will bring in roughly $1 billion. Thus,
including interest ‘income from its fund, the FSLIC should have a 1985
income of just over $2 billion and a usable fund of roughly $4 billion.
It is clear that the potential problems of the S&L industry far exceed the
current resources of the FSLIC.

Future Projections

It _is also of interest to the FDIC to determine the direction in
which the S&L industry 1s going. Using simulations it is possible to
estimate this direction under various interest rate assumptions.

In this section, the capital distribution of the S&L industry,
three years from now, 1is estimated. To do this a model was constructed
which takes the year-end 1984 capital positicn of each S&L and assunzs
that 1ts 1934 income level, net of the impact of purchase accounting, will
continue over the\next three years. Income, however, is adjusted in three
ways. First, each S&L 1is assumed to grow at the same rate as it
erperienced over the second half of 1984 (not compounded and not to sxceed
20 percent per year). It was assumed S&Ls will earn 75 basis points on
this new woney, The lack of compounding and the 20 percent vestriction
does limit growth but this is probably not unreasonable in light of recent
actions by the Bank Board to do just that. In addition, the benefit from
growth (assumed to be 75 basis points) may be illusory if an instituticn
yrows rapidly. As growth rates increase, spreads can be cxpected to
decline and asset guality problems would likely increase. Second, the SSL
henefits from the rollover of old assets. The wmodel asswnes that fen
percent of their real estate mortgage portfolio with wmaluritias 1n excess
of ten years will roll over each year. The benefit from this rollover is
taleulated as the difference between the curcent wortgage rate (assumed at
4 gercent) and the average rate the individual S&L is zarning on these
uld mortgage assets. Finally, the Iimpact of interist rate chinges is
calculated by constructing maturity gaps. .

Cne factor complicating the analysis is the ahility of the PSLIC to
w2325 S&Ls an additional cone-zighth of one percznt premiwn.  The IPSLIC
“:5 already assessed S&Ls one-fourth of this potential promium increase
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for the first quarter of 1985 and it appears likely it will do the same
for subsequent gquarters. This special assessment, 1if continued, will
bring in roughly $1.07 billion in 1985, $1.17 billion in 1986 and $1.28
billien in 1987, This would represent a significant <cost to the
industry. From the standpoint of a merger of the insurance funds it is
not clear whether this special assessment will be continued. In this
light, this paper will list the results of separate simulations assuming
that the special assessment continues and that this assessment is stopped.

Admittedly the asswnptions made in this model are somewhat crude.
Many' factors which could alter future S&L income are not taken into
consideration; .for example, additiconal taxes and dividend disbursements
were not factored in he analysis, These are probably minor items for
many institutions given their ability to carry losses forward and the
likely restrictions on dividend payments for poorly capitalized
institutions in the event strict capital requirements "are imposed. It is
felt that the major. items were covered and that the general results of the
wodel are wvalid. Overall, the model should err in favor of the S&L
industry. Note that the simulations listed below exclude those
institutions listed in Table 2 as well as the 1985 failures.

Table 3 lists the results of the model assuming interest rates
remain at 1984 levels over the next three years. Under this assuwmption
the year—-end 1987 capital level of the industry increases from its curvent
level of $34.1 billion to %$46.1 billion jif the special assessment is
discontinued or $42.6 billion of it is continued, resulting in a
cepital-to-asset ratio of 3.59 or 3.32 percent, respectively. Over the
three year period assets would grow at an annual rate of 10.3 percent
{1924 growth rate for the industry was 18.2 percent). Income,. as a
percent of average assets, would be 18 basis points in 13385, 36 hasis
points in 1986 and S50 basis points in 1987 if the speacial assessmsnt is
discontinued. Otherwise, return on assets is estimated to be 8, 25, and
40 basis points, respectively. Despite the improving income picture, and
the removal of the special assessment, the nusbar of S&Ls with a negative
capital position increases to 270 (total assets of $126.3 billion). With
Lthe special asseszment, the number of S&Ls with negative capital will
increase to 297 in 1987 (total assets of $135.1 billien).

As mentioned previously, however, short-term interest rates for
1385 recently have averaged roughly 200 basis points below the 1984 levels
{for the first five months of 1985, average rates have been about 150
basis points below 1584 levels). Should thecse rate levels continue, the
condition of the S&L industry would be better vreflected by assuming
interest rate decreases of between 100 and 200 basis points.

The model was run assuning an interest rate dzcrease of 100 basis
ioints over the average 1984 level (old mortgsges ware assuned to roll
w2t to 13 percent rather than 14 percent), These results are listed in

“uble 4, Total capital “increases to $56.9 billion if the special
iiessnent is discontinued or $53.4 billion othzrwise, resulting 1in
vetal-to-acset ratios of 4.43 and 4.16 percent, raspretively. Income,

4 3 percent of average assets, would be 47 basis points in 1985, 71 basis
«¥iuts in 1986 and 82 basis points in 1587 if the spevial ansessn-nt 1s

i
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TABLE 3: SIMULATION RESULTS {YEAR-END 1887)
ASSUMING NO INTEREST RATE CHANGES

Number of Institutions Capital (§ Biilions) Assets ($ Billions)

Special Special Special Speciai Special Special
Assessment Assessment Assessment Assessment Assessment Assessment
Discontinued Continued Discontinued Continued Discontinued Continued
Less than 0 % 270 297 $-2.9 3-3.3 $.126,3 $ 135.1
Between 0 % and 1 105 128 0.2 0.3 41.3 ' 48.5
Between 1 % and 2 169 194 1.4 1.7 84.2 105.5 S
; o
. mo
Between 2 % anag 3 304 345 4.4 6.0 171.8 231.9 E#E
I
bBetween 3 % and 4 430 435 53 O 10.9 337.1 3T5. 7 03
i w
Between 4 3 and 5 366 410 6.4 7.6 150, 4 '168.4 !
Greater than 5 & 1394 1259 23.0 19.4 331.8 277.8
Total 3066 3joes $46.1 $42.6 31282.9 $1282.9
NOTE: if the special assessment is discontinued, then: ,
1985 Income = $1.9 billion,
1986 Income = $4.0 billion, o
1987 Income = $6.1 biilion. &
f -
If the special assessment is continued, then: 5
1985 Income = §6.8 bililion,
1566 Income = $2.8 billion,
1867 income = $4.9 billion.



TABLE 4: SIMULATION RESULTS (YEAR-END 1987)
ASSUMING A 100 BASIS POINT INTEREST RATE DECREASE

Mumber of Institutions Capital ($ Billions) Assets (% Billions)
Special Special Special Special . Special Special
Assessment Assessment Assessment Assessment Assessmenkt - Assessment

Discontinued Continued Discontinued Continued Discontinued . Continued

Less than 0 % 185 207 $-1.8 $-2.0 $64.4 $74.5
Between 0 % and 1 & 79 89 0.4 0.4 60.0 . 63.2
Between 1 % and 2 % 109 i26 0.7 0.8 46.4 53.7
Between 2 % and 3 % 190 236 2.4 A 98,2 123.4
Between 3 % and 4 % 321 340 - 9.1 10.4 255.4 294.9 ' n‘?&;
=~ @i
i Do
Between 4 & and 5 & 417 432 E3.5 L2 304.4 277.2 i —
o
Greater than 5 % 1767 1636 32.5 28. 4 454.2 395.9
Toral 3068 3068 3$56.9 $53.4 $1282.9 $1282.9
1
NOTE: If the special assessment is discontinued, then: ;
1985 Income = $4.8 billion, iy
1966 income = 5$8.0 billion, i;k
1987 iIncome = %$1C.0 billion. Lo 1
o -
If the special assessment 1s continued, then: i -
1985 Income = §3.7 billion, 3 !
1986 income = §6.8 billion, <ot '
1987 Income = $B.7 billicn. _ A
‘F

|
|
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discontinued. Otherwise, return on assets is estimated to be 37, 61, and
71 basis points, respectively. It is therefore possible that by 1987 S&Ls
as a whole will equal their 1978 income level of 82 basis points. Without
the special assessment, 185 institutions would have a negative capital
position (total assets of $64.4 billion). With the special assessment,
this nuwber jumps to 207 (total assets of $74.5 billion).

Assuming an interest rate decrease of 200 basis points over the
average 1984 level (old mortgages are assumed to roll over to 12 percent)
and no special assessment the capital level of the industry increases to
$67.7 billion by year-end 1987 for a capital ratio of 5.27 percent,
otherwise capital is estimated at $64.1 billion for a capital ratic of
5.00 percent (Table 5). Without the special assessment income, as a
percent of average assets, would be 76 basis points in 1985, 107 basis
points in.1986 and 113 basis points in 1987. The respective numbers under
the assumption of a continuation of the special assessment are 65, 96, and
103 basis points. . Without the special assessment, 118 institutions would
have a negative capital position in 1987 (total asseks of $30.0 billion).
Otherwise, the nusber would be 135 (total assets of $34.3 billion).

Should rates remain at average 1985 levels, or even go a bit lower,
the 1987 condition of the S&L industry would probably fall somewhere
between that presented in Tables 4 and 5. Although, for the industry as a
whole, income and capital levels improve significantly, the number of
insolvent institutions actually increases. There appears to be a thinly
capitalized, poor-earning segment of the current industry which will not
be aided enough by the current low interest rates to build up their

capital positions.

On the less optimistic side, there is also a reazsonable chance that
rates will increase above 1984 levels., Table 6 lists the rvesults of just
a 100 basis point interest rate increase (old mortgages ware zsswred to
roll over to 15 percent). Under these assumptions industry capital would
be $35.3 billion in 1987 resulting in a capital vatio of 2.75 percent 1if
the special asssssment 1s  discontinued. With the assessment, total
capital would be $31.8 billion for a capital rcatico of 2.48 percent.
Without the special assessment income, as. a percent of average assets,
would be -10 basis points in 1985, 0 basis points in 1986 and 18 basis
points in 1987. 1In contrast, income would be -21, -11, and 8 basis points
with the special assessment. The nunber of 1insolvent institutions
increases to 381 ($166.0 billion in assets) without the assa2ssment and to
426 ($180.8 billion in assests) with the assesswent. Clearly the ovarall
health of the inrdustry 1is dependent on interest rates not Going much
beyond 1984 levels. )

The results of these simulaticns, for tha most vart, do not include
considerations for asset quality problems. As npoted -aclizr, fhare are
cur- rently a significant number of S&Ls which show siyns of substantial
asset problems. To a certain extent asset quality troubles ave a rezult
of rapid growth. Since these simulations do allow for fairly rapid
nrowth, it is likely that some of this gqurowth will turn into problanm
~ssets. This fact cannot bLe measured and the extant to which graalzr
asset quality problems will appear in the S&L industry over the next thice

L



TABLE 5: SIMULATION RESULTS {YEAR~END 1987)
ASSUMING A 200 BASIS POINT INTEREST RATE DECREASE

Number of Institutions Capital {($ Billions) Assets (§ Billions)
Special Special Special Special Special Speciai
Assessment Assessment Assessment Assessment Assessment Assessment

Discontinued Continued Discontinued Continued Discontinued Continued

Less tnan 0 % 118 ' 135 - §-1.4 $-i.5 . $ 30.0° $34.3
Between 0 % and. 1 % 63 7& ©0.2 0.2 30.1 39.4
Between 1 % and 2 % 79 85 0.5 0.5 33.1 31.0
Between 2 % and 3 % 129 145 2.6 3.3 99.4 129;3
Between 3 % and 4 % 222 262 4.3 5s7 241 157.9
Between 4 3 and 5 % 331 347 15.5 15.4 340.4 339.4
Greater than 5 % 2126 2022 46.0 40.6 625.9 551.5
Total 3068 3068 $67.7 $64.1 $1282.9 31282.9
KCTE If the special assessment 1s discontinued, then:

1985 inconme
1986 Incone
1987 Income

if the special assessment i1s continued,

1985 Income
19806 Income
1987 Income

)

]
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$7.7 biliion,
$12.0 billion,
$13.9 billion.

$6.6 billion,
$i0,8 billion,
$12.6 biliion.
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TABLE 6:

SIMULATION RESULTS (YEAR-END 1987)

ASSUMING A 100 BASIS POINT INTEREST RATE INCREASE

Number of Institutions

Capital ($ Billions)

Assets (§ Billions)

$ 1.0 billion.

Special Special Special Special Special Special
Assessment Assessment Assessment Assessment Assessmenﬁ JAssessment
Discontinued Continued Discontinued Continued Discontinued Continued
Less than 0 % igl 426 $-4.7 $-5.2 % 166ﬂ0‘ $ 180.8
Between 0 % and 1 % 173 193 .4 0.5 63.1 81.7
Between 1 % and 2 % S5 312 2.6 2.7 169.4 182.6
Between 2°% and 3 406 457 6.2 8.3 246.9 326.4
Between 3 % and 4 % 426 403 9.4 7.0 274.1 199.3
Between 4 % and 5 % 378 338 6.5 5.3 147.2 120.8
Greater than 5 % 1032 39 15.0 13.2 216.3 T 191.2
Total 3068 3068 $35.13 $31.8 $1282.9 ©$l28z2.9
KOTE: If the special assessment is discontinued, then:
1985 Income = $-1.1 billion,
1986 income = % 0.0 billion,
1987 Income = § 2.3 billion.
If the special assessment 1s continued, then:
1965 Income = %$-2.1 billion,
1586 Income = $-1.2 billion,
1967 Income =

Béd
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years cannct be determined with any degree of accuracy. It would be safe
to assume, however, that asset quality will remain an issue for S&Ls for
csome time to come. Thus, the results presented in Tables 3 through &
should be considered an underestimate of the total problems facing the
industry,

Projected Impact of Thrift Losses on a Joint Fund

This section estimates the impact of thrift losses on a joint
FDIC/FSLIC insurance fund: that is, under various scenarios, what would a
joint fund look like three years after a merger? To a certain extent
estimations are made difficult because expenditures are often made at the
discretion of :the .insurance agency. This seems particularly to be the
case with thrift failures. Previous parts of this paper have noted that
generally .insolvent S&Ls hold assets of $33.6 billion. In addition,
significant credit gquality problems likely are present 1in institutions
holding an additional $61.3 billion. It would be unrealistic to assume
the FDIC would want to address the problems of all of these institutions
imnediately, rather they would be handled over time. For the purposes of
this section, it is assumad that the FDIC elects to handle twenty peccent
of the existing S&L preoblems per year. Problem institutions are defined
to include the currently insolvent S&Ls (assets of $33.6 billion), those
with significant credit problems ({$61.3 billion) and those which are
projected to become insolvent in the future, The size of this later
category is a function of the level of interest rates assumed and will
reflect the insolvency levels listed in Tables 3 through 6.

Two scenarios will be calculated. The optimistic scenario assumes
that interest rates remain at current levels and, three years from now,
the S&L industry will be somewhere between what is depiclted in Tables 4
and 5. The pessimistic scenario assumes rates at 1984 levels, or slightly
higher, with the industry looking something like that presented in Tables

3 and 6.
Further assumptions are as follows:

1, The FDIC starts with a fund of $18 billion and the PSLIC with a
fund of $4 billion, Over the next three yeacs the FDIC will
spend as much as it did in 1984 to handle commercial bank and
MSB failures. Thus, revenues to handle S&L problems will
consist of interest income and additional premiums from deposit
growth., Bank rebates are calculated as if the funds had hezn
kept separate (so that S&L expenses are pot taken into
account). FSLIC income amounts to premiwn income of $640
million plus additional premium inccme on deposit growth. The
results of the simulations are listed both with and without the
imposition of the special prémium of one-eighth of one percent.
Interest income from the fund varies degending on the interest
rate scenario. For the optimistic scenario, the average rveturn
on the fund is assuned to be 11.0 parcent in the year following
the merger, 10.5 percent during the second yeac and 10.0 percent
during the third year. Under the pessimistic scernacio, thuse
respective rates are 11.0, 11.5 and 12.0 percant.
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2. Both the S&L and the commercial bank industry grow at roughly
! ten percent per year.

3. &n S&L failure will cost roughly ten percent of assets.

Discontinuation of the Special Assessment

The results of the scenarios assuming a discontinuation of the
specified assessment are listed in Table 7. Under the optimistic scenario
the number ' of problem S&L assets handled in each successive vyear
declines. The insurance fund continues to grow but at a rate slower than
of the deposit growth of insured institutions. The fund-to-insured-
deposits ratio, which begins at 1.0l percent immediately after the merger
(it is currently 1.23 percent), drops to 0.92 percent after three years.

With the pessimistic scenario the gquantity of problem S&L assets
handled increases each successive year. The insurance fund would still
grow in an absolute sense and would reach a fund-to-insured-deposits ratio
of 0.88 percent after three years. Even through the joint fund's income
would be assisted by a higher level of interest income, the size of the
fund at the end of year three remains lower than in the optimistic
scenario, reflecting a larger number of insolvencies. It is likely that
the fund-to-asset ratio would continue to deteriorate for several more
years but eventually rebound as the problem S&Ls diminish.

Continuation of the Special Assessment

Continuation of the special assessment would have a significant
beneficial impact on a Jjoint fund (Table 8), Under the optimistic
scenario the joint fund would grow from $22.0 billion at the beginning to
$30.5 billion after three years {(a 39 percent increase). This growth rate
exceeds deposit growth and will - result in a modest increase in the
fund-to-total-deposit ratio beginning at year two.

. The pessimistic scenario also shows significant fund grewth, from
$22.0 billion to $29.3 billion (33 percent}. This growth is sufficient to
keep the fund-to-insured-deposit ratio roughly constant {at 1.00 peccent)
over the three years of the simulation.

The simulations which asswne a continuation of the special
assessment do show a significantly healthier fund than would be the case
without the assezzment. The cost of the increased assesuinent, howsver,
comes in terms of reduced income to the industry which is reflected in
lower capital levels and an increased numbec of failures. Undec the
optimistic scenario the FDIC would handle 5900 million wove in failad S&L
assnets over a three year period and would be left with 35 billian roce in
unrzsolved assets than 1if the special premium had bean dizconfinaezd.
Under the pessimistic 5cenariq the respective nunbers would he 32.3
billion snd $£9.0 billion.
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TABLE 7: SIMULATION RESULTS OF THRIFT LOSSES
ON A COMBINED FUND, SPECIAL ASSESSMENT  DISCONTINUED

Problem - Total ?und—to—
S&L Assets Cost of S&L Insurance Insured Insured-—
Handled - Problemsg Fund Deposits Deposit -

Year (§ Billions) ($ Billions) (§ Billions) (& Billions) Ratic’

Optimistic Scenario:

Start = ' - $22.0 $2,187 1.01%

T $19.0 $1.9 23.3 2,416 0.96
2 17,2 1.7 25.0 2,659 0.94
3 16.0 . 1.6 26.9 2,918 0.92

Pessimistic Scenario:

Start - -- $22.0 $2,187 1.01%
1 $19.0 $1.9. . @3 2,416 0.96
2 23.8 2.6 245 2,659 - 0.92
3 27.6 2.8 25.6 2.918 0.98

MOTE: Since only twenty percent of exlisting S&L insolvencies are
handled per year, szome of the problem S&L cases will still be unresolved
by the end of year three. Under the optimistic scenario the FDIC is left
with $73 billion in problem S&L assets yet to handle after year three.
This number under the pessimistic scenario is $154 billion. .
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TABLE 8: SIMULATION RESULTS OF THRIFT LOSSES
ON A COMBINED FUND, SPECIAL ASSESSMENT CONTINUED

Problem Total Fund-to-
S&L 2Ascets Cost of S&L Insurance Insured Insured-
Handled Problems Fund Deposits Deposit

__Year_{($ Billions) (§ Billions) (§ Billions) (§ Billions) Ratio

Optimistic Scenario:

Start - - $22.0 $2.187 1.01%
1 $19.0 5$1.9 24.3 2,416 1.01
2 17.6 1.8 27.2 2,659 1.02
3 16.5 1.7 30.5 2,918 1.05

Pessimistic Scenario:

Start e — 22.0 $2,187 1.01%
1 $19.0 $1.9 24.3 2.416 1.01
2 24.6 2.5 . 26.7 2,639 1.00
3 29.1 xS 29.3 2,918 1.00

NOTE: Since only twenty paccent of existing S&L insolvancies are
handled per year, some of the problem SS&L cases will still be uncesolvad
by the end of year three. Under the optimistic scenario the PDIC is left
with $78 billion in problem S&L assets yet to handle after year three.
This nunber under the pessimistic scenario is $163 billion,
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The results of these simulations yield several conclusions. First,
the future condition of the S&L industry is heavily dependent upon the.
level of future interest rates. Even vate increases to levels only
modestly higher than 1984 levels will cause severe problems for the
industry. Second, undesr relatively favorable conditions (Tables 4 and 5)
the number of insolvent institutions increases beyond the year-end 1984
number of 103. This would indicate that the S&L problem will not just "go
sway" and that temporary solutions that merely mask the problem are not
sufficient. If we' wait three years the assets held by insolvent S&Ls
{excluding those S&i.s listed in Table 2) probably will be in the 330 to
$75 billion range assuming interest rates remain at current levels.
Disposi£i0n of these 8&Ls would likely cost between $3.0 and $11.0
billion. This, of course, does not 1include potential costs associated
with the disposal of the better capitalized institutions which have credit
problems.

It 1s also safe to conclude that the potential risk to the FDIC from
acquiring the responsibilities of the FSLIC could be staggering. If, over
the next 3 years, interest rates average 100 basis points higher than in
1984, the FDIC could be faced with' insolvent institutions with assets
totaling $165 to $180 billion (Table 6). The potential cost here could be
S$16.5 to $27 billion. Such large costs would have to be spread over a
long period of time. But even then these losses would stunt the growth of
the insurance fund over the next 10 to 20 years diminishing our
fund-to-insured-deposit ratio and forcing commercial banks to pay for the
at least some of the S&L problem.
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IMPLICATIONS FOR THE DIVISION OF BANK SUPERVISION

Introduction

This section identifies and briefly discusses some of the major
operational problems likely to confront the Division of Bznk Supervision.
This analysis 1s based on S&L industry- financial data gathered from
various public sources, and on our dverall impression of the FHLBB
examiner's ability to support a combined supervisory program.

Admittedly the information is somewhat sketchy. However, the
available evidénce overwhelmingly supports the conclusion that DBS could
not undertake the additional burden of monitoring 3,100 S&Ls without
seriously jeopardizing the integrity of our present examination program.
Moreover, if the examination burden were assumed by DBS, an ekxtraordinary
amount of stress and strain-would be placed on a field staff that already
is saddled with an unprecedented number of problem and failing banks.

The overall unstable condition of the S&L industry stemning freom a
severe asset/liability mismatch has been well-publicized, But new
evidence 1is beginning to surface that suggests that the industry's
problems are far more serious than originally thought and far more serious
_than can be determined by reviewing available public information.

Compcunding the interest rate risk problem is an emerging asset
quality problem. Over the past year several large S&Ls have failed
primarily due to asset guality problems. This 1s a new phenomenon for
S&Ls. Undoubtedly the origins of this problem began with the decision by
some SA&Ls to try to grow out of their interest rate risk problem.
Apparently that decision led to the extension of a large volume of high
yield, high risk loans which are now beginning to go sour. Although the
available information is incomplete, we have idsntified a number of S&Ls
showing signs of repid growth while another group has high delinguency
ratios. Historically, institutions with these characteristics have been
feund Fo have major asset guality problems,

The full extent of the asset quality problem cannot be determined
without further data. It 1is unlikely, however, that even the FHLBB 1is
fully aware of the problem because until recently FHLBB examiners did not
perform any credit analysis during an onsite examination. Combining this

o)

ik,

unknown credit risk problem with the well-lknown intersst rate risk problem’

results in a very bleak picture indsed for the S&L industry.

If the insurance funds were mecged, the FDIC would suddanly be
re=punsible for an additional 3,100 institutions with assets totaling
roughly $1 trillion supported by net worth of only $34 billion, iwmost of
which is intangible. As insurer, the FDIC would insist on the right to
examine any S&L at sny time. In the past when the rDIC provided insurance
to a large group of institutions, it has nmade a concacted ‘gffort to
examine them as quickly as possible to determaine the potential =xjosure Lo
the fund. Pecforming such entry examinstions wsould he even wore ccitical
in this situvation because of the obvious potential risk to the fund.
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There is no doubt that the 3,100 S&Ls would immediately become the FDIC's
nunber one problem and that estimating the true potential exposure to the
fund would be our first priority. .

Examination Program

The potential impact to the DBS examination program would bhe, in a
word, overwhelming. The problem is compounded because, unlike the Fed or
the OCC, the FHLBB examiners generally do not have the experience to
perform the type of examination needed to develop a realistic estimate of
the credit quality exposure to the ‘insurance fund. This is not te impugn
the abilities of the FHLBB; it is merely stating the reality of the

situation. 1 .

In the past, FHLBB examinations have emphasized  proper
documentation of mortgages and compliance with laws and regulations.
Until recently, most S&Ls invested primarily in single family real estate
mortgages. Now they have authority to invest in a much bimader range of
investments. Many S&Ls have become very aggressive in seeking higher
yielding investments particularly in the commercial real estate field.
Unfortunately, due to their inexperience in the credit quality area, it
has been difficult for Rank Board examiners to properly evaluate credit
risk. Although it is 1likely that training programs are under way to
remedy this problem, the result is that prior examination reports are
probably of little value to the FDIC in evaluating asset quality risk or
in determining a proper CAMEL rating. Thus, even if the assumption is
made that the FHLBB will remain the primary regulator for the industry. in
reality the burden of examining S&Ls to determine the potential exposure
to the fund would likely fall on the FDIC.

Azsuming very little help from the FHLBB (over the short cun), DBS
will have to provide the field staff to perform whatever type of
examination 1s necessary to estimate the extent of credit quality
problems, Any such commitment would come at a particularly difficult time
for the Division. At the present time DBS barely has enough field
examiners to comply with its own examination requicements as outlined in
GM 1. Our entire field staff encompasses 1,377 person years. Of that
total, 2464 person years are used to examine 4- and S5-rated institutions.
An additional 490 person years are being used to examine 3-rated
institutions. Details to the Liquidation Division require 191 person
years but projections call for that number to increase to approximately
290-person years over the course of 1985. This leaves 232 (131 if the
higher Liguidation projection is used) person years curraently engaged in
the examination of l1- and 2-rated institutions, the FDIC/OCC Cooperative
Ezamination Program (large banks), and all other field examination related
activities. PBven this total 1is scmewhat 1inflated bwacause it does not
account for anticipated sick or annual leave in zall catregories.

Given all unknowns, 1t is extremely difficult to project the nuwberc
of S%HLs that would reguire examiratinns wmerely to estiiate the true
exposure to the fuﬂd. It 1is llkely that the FRIC T3y find it l'jE‘Sil_r__lble to
look at those S&NLs with capital ratios of less than five percsnt (some

"

2,000 institutions). The srcope of such an srFmination progrzm is alzo
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difficult to project, but clearly a credit exzmipation would be a minimum
requirement for those S&Ls with expanding commercial real estate and
commercial loan portfolios. If the information available from the FHLBB
is not adequate to accurately project the potantial interest rate risk in
zn S&L, it may be necessary to expand the scope of the examination to
gather this information. Furthermore, the recent large losses suffared by
many S&Ls as a result of the failure of several Government securities
dealers is an indication that the securities portfclio may need to be
reviewed closely as well. There also may be other areas that need close
scrutiny. . ‘

Gathering the necessary field staff to even hegin a credit review
of 2,000 institutions would require a virtual suspension of many nonmember
bank examinations. Obviously, the 232 pecrson years used to examine 1- and
2 -rated institutions would be switched to the S&Ls. It may even be
possible to shift sowme or all of the 480 person years currantly examining
3-rated institutions to the S&L examination program. But even this total
would be =mall in relation to the examination program. Furthermore, with
the suspension of 3-rated examinations, the FDIC would avguably be
eliminating the most important examination in terms of attempting to
prevent banks with relatively small problems from becoming banks with very
serious problens.

Liquidation Details

As previously mentioned, DBS is currently supporting the
Liquidation Division with 191 person years. That number is expected to
increase in 1985 even though Liguidation has been hiring a growing number
of permanent and temporary staff. If the funds are me:rged, demands on the
Liguidation Division will undoubtedly increase as S&Ls continue to fail.
thile we cannot accurately predict the nwiber that will fail, it is safe
to zay that the number will be significant. This would, of course, mean
that DBS would be asked to provide even wmore support to the Liquidatien
Division,

Merging the funds and the subsequent disruption of the examination
program would place a burden on the FDIC's offsite monitering systam.
That system has been extensively redesigned over the past year and the
changes are still not fully implemented. At least one to two years of
operation would be raquirad to test the owverall effectiveness of the
system. However, if LBS is thrust into the situation where it must divert
resources Lo the S&L industry, virtually all responsibility for detacting
emerging problems in the banking industry would be placed on an untested
monitoring system,

Tn the longe2r term the implications ace also significant. EBven if
the FHLBB retains primary regulatory responsibility for the S&L industry,
the FDIC, as insucesr, would have to dev:lop on offsite nmonitoring sysham
for S&iLs. Informal discuszsions with FHLEB staff indicate that the EBank
Roard does wnot have a scphisticated system olher than a simple model
designed to take into account interest rate cisk which projects when an
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S&L will have zero net worth. Thus, the FDIC would have to help design a
cystem and collect the necessary data for an effective monitoring system.

Problem and Failing Bank Sections

While we do not presently have accurate estimates on the number of
problem S&Ls, it is safe to say that by FDIC standards the total could
easily reach 2,000. Here again, even with the FHLBB as the primary
regulator, the  FDIC would be reguired to maintain a group of review
examiners to monitor the condition of these institutions. This would
require a fairly large increase in staff at both the Regional and
Washington Office level.

Training

There can be no question that an effective training program will be
necessary to train examiners from both agencies concerning the activities
of the S&L industry. Most FDIC examiners are not expecrienced at thrift
exaininations (though wany are, due teo our supervision of the savings bank
industry), and it is felt that FHLBB examiners need more experience in the
credit quality area. A major resource commibtment will be necessary, but
it is unclear when the bulk of the training could take place. In the
short run examiners may not be available te act as instructors and we may
not have the time to conduct extensive training programs £for our.
examiners, Therefore, it is likely that most organized training will take
place over the long term after the initial series of S&L examinations are
complated, '

Administrative and Policy Issues

The above discussion has congentrated primarily on the shoct-term
immediate problems facing DBS if the funds were merged, Thers are, of
course, numarous other long2r term adninistrative snd policy concerns that
would have to be worked out. e have touch=d on sowme longer term issues
(i.e., offsite monitoring and training) but there are a few others that
deserve mentioning.

o Exzpanded information systzms will have to be developed to collect more
detailed structural information and S&L company information for analysis
purposes.

o Procedures for coordirating regulafory and supervisory actlion between
FD1C and FHLBB Washington and Regicnal Offices will be necezsuary.

o Standardized rzgulatory and supervisory policizs will have to be
developed and iwplénsnked over a phase~in-period.

o Specialty examination pvograms will have to be developsd in areas like
EDP where FHLBB axaminers have limited sxoeriznce,

o The FDIC will have to deal with a potzntially zevions rmoralzs peoblan as
pweminsrs will be faced with constant high  pressurs situabions  z2.d
cutended travel assignuents.,
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The Economy

Finally, outside forces must be taken into consideration. We have
not mentioned the potential impact of an unfavorable econciy or a new
international crisis would have on the banking system and the FDIC., It is
safe to say that 1if such an event took place at a time when the YDIC is
struggling to evaluate risk in the S&L industry the result could be
devastating. While most economists are projecting a relatively stable
economy over the next several years, there are several potential serious
problems looming in the horizon. Any one of those problems (e.g., rapid
fall in the value of the dollar, continued high Federal deficits,
continuing farm industry problems) could suddenly become much worse.

In the final analysis, it appears that DBS would need a minimum of
three years to prepare adeguately for the increased workload. There is no
question that a large number of field examiners would have to be hired and
trained. New DBS information systems would have to be developed while
existing systems would need to be expanded. Unfortunately, 1i1f most
analysts are correct, the ISLIC may not be able to survive long enough,
without some form of GCovernment assistance, for DBS to make these
preparations,
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IMPLICATICNS FOR THE DIVISION OF LIQUIDATION

Introduction

The Division of ULiquidation (DOL) 1is presently managing $10.3
billien {(book wvalue} of assets in ligquidation, and DOL's staff exceeds
2,500, with employee staffing projecticns estimated to be in the 3,000 to
4,000 range by year-end 1985. The Divisicn has handled 33 bank failures
through #ay 10, 1985, and we are running about 11 bank failures ahead of
the pace experienced at this time last year. DOL is preparing for as many

as 70 more failures for the remainder of 1985, and prognostications are

that there will not be a significant decline in the number of bank
failures during 1986.

The FDIC was not prepared, in terms of staffing, for the prolongad
increase in bank closing activity which has been experienced since 1981,
As a result DOL has been playing "catch-up" for the last three years in
terms of staffing field.ligquidation positions. Inadequate staffing has
resulted in an extremely overworked and inexperienced force of field Bank
Liquidation Specialists (BELS) which has caused «amployee frustration
resulting in heavy attrition which has further =xacerbated staffing
problems. DOL 1is in the process of filling 355 wvacant positions (80
positions from the old staffing table and 275 new BLS positions). ‘

Since the Division is only able to assimilate 50 new employees per
month, it is not expected that the staffing process will be completed
until January 1986. While staffing will be cencluded in early 1986, the
training of these employees will take well into 1987 until we have a cadre
of reascnably experienced and trained field BLSs.

The merger of FSLIC, coming on the heels of the aforemsntionsd
unanticipated bank closing activity, will cowmpound DOL's staffing
shortages. The FSLIC has reportedly increased its staffing levels ovar
the last year, but it has only 160 employees, The FSLIC's major
receivership activity is handled by outside consultants under the
cversight of FSLIC employees.

Yerger Impact

In order to determine the impact of the FSLIC merger proposal with
any reasonable accuracy the following issues must be resolved:

1. The inagnitude and timing of anticipated S&L failuces;
2. The amount of assets retained by the ¥DIC;
3. The depth and level of exprrtise of PSLIC viployzes;

4, The direction the FDIC proposzs in handling hoth hank and thrift
failures: and : ’

S. The availability of outside liguidation consultants.



w X PR o

(b)(6)

= 23 o= . c ™ o 5

o

OO PR - 3 3

A previous section of this paper indicates that there are
approximately 155 S&Ls with $94.9 billion .in assets that would -be
categorized as serious problem instituticns with a likely probability of
failure. In view of DOL's problems in digesting its burgecning workload.
there is no way DOL can realistically assume the management of an increase
in workload of the magnitude anticipated from the FSLIC merger in the near

term without substantial assistance from FSLIC employees and/or outside

consultants.

The FSLIC's nationwide staff consists of 160 employees, and the
majority of these individuals have reportedly been hired during the past
eighteen months. In a recent meeting with L______ —— e ;
Opzrations and Marketing for FSLIC, he remarked that his employees needed
training, particularly in the area of assessing the guality of real estate
loans and in closing procedures. Given the brief tenure of most FSLIC
employees and the necessity for training in the critical job elements of
loan analysis and closing procedures, it is unlikely that these employees
will be able to provide much support to the FDIC in the event of a merger

- | also noted in this meeting that the number of
qualified outside liquidation consultants was modest, numbering in his
opiniun only five to six firms, negating any substantial support for FDIC
liguidation activities from the private sector.

DOL's present growing workload, coupled with only minimal support
anticipated from the FSLIC staff and outside consultants, dictates that
the only viable alternative for the FDIC to follow, if a merger of the
FSLIC and FDIC is to be pursved, would be to alter or modify significantly
the FDIC's philosophy on insolvency and the prompt closing of an
institution when insolvency 1s ascertained. This can be accomplished
through any or all of the following:

1. Espansion of the net worth certificate program;

2. Pursuit of a "phoenix" approach to handling failing
institutions;

3. Relazxation of the FDIC's capital assistance standards; and/or

4. Using outside consultants more frequently to assist the
FDIC in liguidation activities. (This altzrnative assumes
that the private sector will cespond to the nzw dsimand
for this service and spawn a host of new consulting firms
specializing in liguidations.)

Swwnacy and Conclusion

The tDIC's DOL is not in the position at this juncture to aszsume

the additional responsibilities for managing tha liguidations of an
anticipated large volume of clesed S&L associations.  Very little near
term assistance can be anticipated from eithar FSLIC of Lhe private ssector
to help the FDIC cope with the volune of liquidaticons activities. Tt will
be at least two years bzfore a reasonable level of comiort can be provided

(0)©)
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to the FDIC's Board of Directors that any additional workload of the level
proposed through the FDIC-FSLIC merger can be attempted by DOL's staff.

workload if: 1) Bank closing activity pgaks and declinss within the next
year to eighteen months; 2) DOL is allowed time to properly train its
growing staff; 3) The private sector responds to the demand for new
liquidation consulting firms; and 4) The FDIC relaxes its -standards on
institution insolvency and providing assistance to failing institutions.

.
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ACCOUNTING AND ASSESSMENT IMPLICATIONS

Accounting and Portfolio Management

It is ascsumed that, although the two insurance funds would be
merged for the purpose of external reporting purposes, inceme and expenses
arising from commercial banks and MSB, operations will be calculated
separately for some interim period (five to seven years}. Thus, for a
time, assessment credits would remain unchanged, a necessary gesture to
lessen bank opposition.

As pointed out in previous sections, however, losses in the S&L
industry are probably so large that banks will end up footing at least
part of the S&L bill even if the phase—in period were extended far beyond
the five-to-seven year period which has been suggested. On the one hand,
the FDIC would likely be forced inteo the position of defercing S&L losses
as far inte the future as possible, To the extsnt the FDIC will be
successful at this, banks will pick up part of the tab when S&L expensas
are included in the assessment credit calculations., On the other hand,
the FDIC is currently required to change the assessment credit from sixzty
percent of net assessment income to fifty percent in the event the FDIC's
fund-t..-insured-deposits ratio falls below 1.10 percent (12 U.S.C. Section
1817(d)). Even under an optimistic scenario, it is possible that this
ratio will be below the 1.10 percent level five to seven years from now.

There appears to be a fundamental difference in accounting
treatment between the FDIC and FSLIC in the handling of closad-institution
transactions. Due to the lack of records available from the FSLIC, this
difference cannot be ascertained completely; however, it 1is generally
believed that liabilities to the -FSLIC fund are not being accurately
reported, particularly with respect to ongoing thrift assistance and
maintenance agreements. This makes it impossible to detecmine the FSLIC's
tcue liabilities and, bhence, the total amount of unencunbered resources
available ta them or to us in the svent of a merger.

A number of issues arise with rezpect to the differing assessment
wystems of the two agenciss.

First, GS&Ls and banks are assessed at different rates. Banks
currently pay one-twelfth of one peccent of deposits with a rebate of
sixty percent of the FDIC's net assessmant income., S&Ls are curcently
paying a rate of one-twelfth plus one-eighth of one percent with no
rebate., Under a werged insurance fund we will need a plan for assassing
all institutions egually. This may involve the imposition of standards
(capital adequacy, disclosure, etec) which, if met, the S&L would become
eligible for the lower bank rate. There is also the question of whathzr
the FSLIC's special assessment should be continued and, 1if so for how
long? Continuing this assessment would increase the insolvancy vumkacs
puresented in Tables 3 through 6§ hy roughly ten to fifteszn pecrcant but
would increase prumium income by about $3.5 billion over a Lhrae yearc
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period. Clearly the benefits of the special assessment (in terms of extra
premium income) outweigh the costs of additional insolvencies; however,
maintaining such a high premium level may not be politically expedient.

Differing assessment procedures must also be considered. Currently
premiums are paid by S&Ls on their asnniversacy dates rather than on a
semiannual basis. The FSLIC also assesses S&Ls on a slightly different
base than does the FDIC.

A major portion of the FDIC assessment base is field audited
rtetroactively for its_ integrity on a three to five year basis. A similar
system or procedures would have to be devised for determining the
integrity of the S&L assessment base. In addition, the FDIC office
assessment system is linked to a data base supplied by information on
Reports of Condition filed by member institutions. The reporting
requirements of S&L would need to be adjusted to conform to this system
and a means of maintaining an accurate and current recocd of the S&Ls in

existence would have to be implemented to ensuce the correzct assesszment of
all member institutions.

e e o e e s
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DIFFERENCES IN FDIC AND FSLIC INSURANCE COVERAGE

A pragmatic problem of some m-.gnitude arises from the fact that,
despite substantial similarities in statutory authority and professed
"coumpetitive eqguality" in insurence coverage, the coverage provided in
practice by the FSLIC is significantly more generous than that provided by
the FDIC. This expansive coverage has evolved principally, but not
exclusively, through staff interpretations.

For example, .the insurance regulation administerad by the FSLIC
states (12 C.F.R. Section 564.3(b}(2}) that, "A lceén secrvicesr who raceives
loan payments and places or maintains such peyments in an  insured
institution prior to remittance to the lender or other parties entitled to
the funds shall, for insurance-of-accounts purposes, be considered an
agent  of each borrower.” . The result is that mortgage payments of
principal and interest which are deposited by a mortgage servicer in an
FSLIC-insured institution are, for all practical purposes, fully insured
because such payments seldom exceed $100,000 per borrower per month. This
result is reached despite the fact that the borrowers have no ownership
interest In such deposits, but are discharged from their obligation for
the payment of principal or interest represented by their mortgage
payiments. The amount so insured by the FSLIC at any given time .is
probably several billion dollars. The ¢DIC looks to the ownerzhip of
deposits and would recognize either the secondary purchaser of a mortgage,
or subsequent investors in pass-through securities, dzpending on ownership
as evidenced by the agreements among the parties. ‘Vthere a secondary
purchaser is found to be the owner of the deposit (as wis determined in a
lawsuit invelving HLMC) the insurance would be limited to $100,000,
Where investors in pass-through securities are determined to b2 beneficial
owners of a deposit, each investor's interest in the accouat would he
insured to the meximum of $100,000. Because the interest of some large,
institutional investors could reascnably excead $100,.000, deposits of
principal and interest payments by a mortgage servicer would be insurad in
an amount in excess of $100,000, but for less than the full awowunt. If
the insurance funds are merged, it is obvicusly likely that the FHLMC, the
FHL2B and the S&L industry will 1lobby for a change in the FDI 2ct
requiring the FDIC to provide at the ocutset this and other expansive
insurance coverage now provided by the FSLI1C.

tnother siwmilar exoaple of expansive insursnce coverage by FSLIC is
Lhe virtval full coverage of certain "defarved coumpensation plans" (which
are trealed as trusts (see 12 C.F.R. Saection 561.4}). This 1is done
altthough the funds in such plans ara owned by {he rcspective =uployars,
xnd not the cwployres. In addition, the EFSLIC (unlike the ¥DIC) has nob
yet renounced the use of =zham “"custodizns" by public uvnits, which allows
state and local goveriwantal units de facto 100 percent deposit inzurence,
potentially. ' :

Tn shurt, werging che FDIC insurzance fund into the FOLC Tuad :aises
enguity dgsue becsuse of the relatively smore gensrous ¢ uirge provided
Ly the «#SLTC, which anz-oded coversgz hes besn provided o h Ly sooulation
cod Ltaflf tatewprelabions, It is possible that speecial dnferest groups
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would lobby Congress for legislation requiring expanded coverage thereby
increasing the FDIC's exposure. The best result that the FDIC could
expect, following a merger, is that the FDIC would be permitted to
phase-cut the more gsnerous FSLIC rules over some peciod of time.
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DATA PROCESSING IMPLICATIONS

The FDIC data base currently contains cquarterly Call ™ Report
information for all FSLIC-insured institutions only for the year of 1984,
In the event of a merger of the insurance funds the FDIC likely would want
to expand the S&L data base to that comparable to our current commercial
bank files. This would involve the acquisition and storage of five years
of Call Report data and the five most recent examination reports for each
S&L.. The Bank Board also collects a monthly report from each S&L
(containing a 'limited amount of Call data) It is net c¢lear, however,
whether we would need this on our system.

The storage of this data would require the purchase of addltxonal
disk =torage capacity. In addition, the processing
information may require an extra computer. Discussions with

indicates that an expansion in our capacity would not be that dlfflcult
Plans to purchase a new cotiputer are apparently already being discussed
and the acquisition of new disk storage should not be a problem.



DISPOSITION OF TROUBLED INSTITUTICHS

_ In inheriting the responsibilities of the FSLTC, the FDIC will be
faced with a new and sizeable set .of problem institutions., In the event
of failure, it is likely that the bulk of these institutions will be
handled through some type of assisted merger oOrC throuyh a stand-alone
assistance agreement rather than by 2a traditional P& or payout.
Generally the construction of these agreements in the case of mutual
savings banks has tahken a considerable amount of resources both from the
standpoint of making the "deals" and drawing up the legal documents. The
Bowery Savings Bank (New York City) agreement is a good example.

The responsibility of S&L failures will have important implications
for the FDIC in the sense that we will have less time to ponder assistance
agreements but we will also need to devote considerable resources to these
deals. It is not cleacr te what extent we will inherit FSLIC personnel
with enough experience in this area and the numbsr of FDIC people with
this type of experience .is limited, This seems to be an area worthy of
further consideration.
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CONCLUSEICN

It is clear that 3 werger betwsen the SLIC and the FDIC would put
a significant drain on corporate resources at a time when the FDIC can
least afford 1t. During the past several years FDIC exp-~nses have been at
historically high 1levels, and adding the entire thrift problem to our
burden would be substantial. Although it is likely that a jeint fund
would survive financially, the strength of the fund would be damaged and
the transmission of some costs to the commercial banking industry seems
unavoidable. ;

The resources of the Division of Bank Supervision and the
Liguidation Division are already severely strained. An additional drain
on their resources at this time would impose a direct cost teo the FDIC. A
reduced examination effort would result in fewer hank preobleins detected
and resolved. Giving Liguidation more business would mean a slower
collection rate, at least over the short run.

As promised in the Introduction, this paper dwells primarily on the
negative aspects of an FDIC-FSLIC merger and, to a certain extent, the
reader may be left with an overly pessimistic impression of the
consequences for the FDIC,

It can be argued that in examining a merger, we must consider a
greater public interest. Merging the insurance agencies may be the only
viable solution to the S&L problem. The Treasury could infuse cash into
the PSLIC. This alternative, however, would be defrimental to the banking
system in that it would contribute to the impression that banking is a
public utility and it would not solve one of the major problems of the
industrcy: regulatory standards that are driven more by the necessity of
preserving what probably is an inadequate fund, rather than by a diract
attempt to solve the underlying problems of the industry. This may be
solved only by the intarvention of a third-parly requlator.

Since the cost to the FDIC of a merger could be high, we would have
to demand authority to regulate and suparvise the S&L industry. The ¥FDIC
must insist that comparable regulatory standards spply to thrifts and that
some foolproof mechanism to enforce these standards be put in place. This
would be a necessity from the standpoint of both the zurvival of ths FDIC
and the security of the financial system,

At any rate, should a merger be considered a likely ocutcome, the
implications for the FDIC are too sericus not to begin contingency
planning immediately, We may want to esipand the size of DBS and
accelerate the hiring of Liguidation perscnnel. ®We should also think
about a stand-by arrangement tc borrow examination resources from both the
OCC znd the Fedasral Reserve. It may also be desirable to begin or
sccelerate training preograms particularly in the area of real estate and
holding company affiliates.
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