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MAYS 1989 

A C QUI S" T ION S 

This final report is in response to your request that we study solutions to the savings and 
loan industry problem. The final report is very consistent with the draft made available to 
you, other Members of Congress, and the Administration for comment on December 9, 1988. 

The draft report provided the basis for testimony we delivered earlier this year to your 
Committee, the House Budget Committee, and the Senate Banking Committee containing our 
recommendations for solving the problem. Several factors could well push higher our 
December estimate of $85 billion in additional funds that will be needed to solve the problem. 
For example, costs could increase if interest rates go up further, a recession occurs, or the 
condition of thinly capitalized, but solvent, institutions deteriorates. Rather than develop 
new estimates for the final report, we believe it is best to await the details of the 
Administration's plan and analyze the dollar implications then. In that regard, we are 
pleased that the outline of the plan President Bush proposed on February 7,1989, is 
consistent with the thrust of the reforms we have recommended-such as dealing quickly 
with remaining insolvent savings and loans, providing sufficient funds to accomplish the 
task, and making the supervisory agency indepemlent of the Federal Home Loan Bank 
Board. 

We look forward to continually assisting the Committee as it addresses this critical issue 
during the next several months. We are providing copies of the report to other interested 
Members of Congress, appropriate committees, executive branch agencies, and the public. 

~A. 
Charles A. Bowsher 
Comptroller General 
of the United States 
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Results in Brief 

The federal deposit insurance system for banks and thrift institutions 
was established by the federal government in the early 1930s. This sys­
tem, which protects about $2.7 trillion in deposits in the Nation's banks, 
thrift institutions, and credit unions, plays a vital role in sustaining pub-

-,lic confidence in the safety and soundness of the U.S. financial system. 
'It has, however, incurred unpreced~nted costs in recent years, and the 
fund that insures thrift institutions, the Federal Savings and Loan Insur-

'ance Corporation (FSLIC), has become insolvent. 

_ : The House Banking Committee asked GAO to look into the possibility of 
, ' •. merging FSLIC with the Federal Deposit Insurance Corporation (FDIC), the 

fund that insures deposits in commercial banks and some savings banks, 
as one option for preserving the soundness of the deposit insurance sys­
tem. Accordingly, this report discusses the pros and cons of merger as 
well as a number of steps that need to be taken to restore the d~posit 
insurance system to financial health and to ensure that FSLIC'S experi­
ence is not repeated. 

In the last few years, insured depository institutions have become insol­
vent at rates that were only exceeded during the Great Depression: 200 
banks failed in 1988 and although FSLIC acted on about that same 
number of thrifts in 1988, at the end of the year about 350 insolvent 
thrifts were still open. 

As of December 31,1987, FSLIC had a capital deficit of nearly $14 billion, 
and steps that have been taken to augment its funding with higher pre­
miums and an additional $10.8 billion recapitalization loan are proving 
inadequate. Although FDIC had reserves of $18.3 billion at the end of 
1987, the ratio of its reserves to insured deposits at that time was at its 
lowest point in years. In 1988 FDIC reserves declined and they are now 
below the minimum standard of fund adequacy-I.l percent of insured 
deposits-set forth in legislation. 

Three things need to be done, as concurrently as possible, to help restore 
the deposit insurance system to financial health and to best ensure that 
FSLIC'S experience is not repeated: (1) FSLIC needs to use different proce­
dures to resolve insolvencies as quickly as possible. (2) To minimize the 
ultimate magnitude of insurance fund losses, the federal regulatory 
structure needs to be reformed so that both FDIC and FSLIC can better 
manage risks. These reforms include reorganizing FSLIC and removing it 
from the jurisdiction of the Federal Home Loan Bank Board (FHLBB). 
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GAO's Analysis 

New Resolution Approach 

Executive Summary 

(3) Adequate funding must be provided to resolve problem cases and to 
restore FSLIC'S reserves to an adequate level. 

Unfortunately, no one knows precisely how much it will cost to restore 
FSLIC to financial health. GAO estimates that if action is taken quickly to 
deal with insolvent institutions and if interest rates remain at their cur­
rent levels, FSLIC will need at least $85 billion more than the funding it 
anticipates receiving over the next 10 years. 

Of this $85 billion in additional funding, $26 billion is for covering cases 
acted on in 1988, $34 billion to resolve the remaining 350 insolvent 
cases, $5 billion for unanticipated losses, and $20 billion for establishing 
an adequate reserve. Although the thrift industry can probably contrib­
ute some of the additional money needed, as much as $75 to $80 billion 
may have to come from the federal government unless others, such as 
FDIc-insured banks and depositors, are required to share the cost. 

Certain drawbacks make it inadvisable to merge the FSLIC and FDIC insur­
ance funds at this time. But merger of the administrative functions of 
the two agencies could help provide the independence and staff capabil­
ity needed to effectively deal with the remaining insolvent thrifts. 

Regulators and Congress have resisted massive closings of insolvent 
savings and loans in the hope that the fortunes of these institutions 
would reverse themselves. This hope has proven both futile and costly, 
as indicated by industry losses of $9.4 billion through September 1988. 
Quick action is needed to avoid further escalation of costs and damage 
to our financial system and to create the environment for implementa­
tion of badly needed reforms to regulations. (See pp. 45 to 50.) 

In late 1988 FSLIC increased the rate at which it acted on the cases of 
insolvent thrifts. FSLIC'S strategy, developed in part to get around its 
lack of funds, has depended heavily on assisted merger agreements that 
defer cash outlays for as long as 10 years through the use of notes and 
guarantees. 

GAO is concerned because extensive government financial commitments 
beyond FSLIC'S available resources were made without first undertaking 
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Deposit Insurance Reform 

Executive Swnmary 

needed reforms. In addition, GAO believes that the assisted merger agree­
ments may be more costly than other approaches that could have been 
used if FSLIC had enough money. FSLIC, pursuant to its laws, only consid­
ers costs to its fund, not the government as a whole, in deciding what 
course of action to take. For example, FSLIC does not count tax losses to 
the government as costs. The magnitude of this problem requires a 
broader perspective to be taken. (See pp. 52 to 55). 

GAO believes FSLIC should abandon its approach of tying its actions on 
problem cases so closely to the type of deals it has been using. Instead, 
the government should promptly take control of insolvent institutions 
until they can be rehabilitated, merged, or liquidated on an orderly and 
cost-effective basis. It would be desirable for an arrangement to be 
devised by which FSLIC could make use of the personnel resources of FDIC 

or other federal agencies to carry out such a policy. (See pp. 56 to 59.) 

Higher capital requirements, better adherence to rules for closing insol­
vent institutions, better supervision of problem institutions, and more 
flexibility in setting insurance premiums are all needed to minimize the 
chance that the deposit insurance system in the future will not once 
again face the prospect of significant unfunded insurance losses. The 
need for these reforms is illustrated by the existence at the end of 1 D87 
of 685 solvent but weak thrifts and commercial banks with assets of 
about $370 billion. If the condition of undercapitalized institutions were 
to deteriorate further, as would happen, for example, if interest rates 
were to rise Significantly, insurance losses for FDIC and FSLIC could 
increase sharply. (See pp. 66 to 72.) 

To most effectively implement these reforms, FSLIC will need more inde­
pendence. Presently, FSLIC is under the direction of the Federal Horne 
Loan Bank Board, which promotes, as well as, regulates, the thrift indus­
try. GAO believes that FSLIC should be reorganized under independent 
management so that it consists of two parts: a "good company" fund for 
thrifts that are healthy or can become so in a reasonable period of time; 
and a "bad company" fund for those institutions that need to be rehabil­
itated, merged, or liquidated. Good company institutions should be 
responsible for capitalizing their fund. Bad company institutions would 
be restricted from making new loans and would also be restricted in the 
rates they pay on deposits. (See pp. 83 to 86.) 

Healthy thrifts that meet FDIC'S capital adequacy criteria should be 
offered a choice of joining the FDIC or the good company fund. The 
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Provision of Adequate 
Funding 

Executive Summary 

healthy thrifts should be required to pay the same capital contribution 
and regular premiums regardless of which fund they join. Part of this 
total amount would be used to pay a portion of the bad fund bills. (See 
p.89.) 

This approach has several benefits. First, institutions in the bad com­
pany fund would be isolated from the rest of the depmJ.itory institutions 
industry and unable to compete with it. Second, an industry contribution 
could be structured to devote most of it to funding the insurance needs 
of healthy thrifts, thereby benefitting the financial system as a whole 
because healthy thrifts would immediately come under the authority of 
an independent, adequately funded insurance fund. (See pp. 83 to 89.) 

Finally, the business decisions made by individual healthy thrifts about 
whether to join FDIC or the new good company fund would provide use­
ful insight into the need for, and viability of, an independent thrift 
industry as it is presently structured. (See p. 89.) 

Even if action is taken quickly to resolve insolvent institutions and no 
adverse upward movement occurs in the level of interest rates, GAO 

believes that FSLIC will need at least an additional $85 billion to resolve 
problems in the industry and restore its financial condition. Delays in 
dealing with insolvent institutions or increases in the level of interest 
rates will only worsen the condition of insolvent institutions and push 
weak institutions into insolvency, thereby adding to the costs of ulti­
mately dealing with the problem. (See pp. 34 to 42.) 

GAO believes the thrift in( J.stry should pay as much of the shortfall as 
possible. GAO recognizes that the industry already has a substantial com­
mitment resulting from the special premium assessment that FSLIC 
expects to continue for the next 30 years and, possibly, beyond. This 
special assessment has, since 1985, more than doubled thrift insurance 
premiums. Continuation of the special assessment or additional charges 
on industry revenues could weaken healthy thrifts and thereby prove 
self defeating. (See pp. 80 to 83.) 

In deciding how to finance the $85 billion shortfall, Congress must make 
difficult choices about who should pay. No objective basis exists for 
fairly dividing up the burden of paying the costs of making FSLIC finan­
cially sound; this has to be decided on the basis of value judgments that 
can be made only by Congress. Congress must decide whether to rely on 
general revenues, other industry contributions, or a combination of the 
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Why Full Merger Is Not 
Appropriate at the Present 
Time 

Recommendations 

Executive Sununary 

two. Industry sources that can be considered include banks, credit 
unions, other financial services firms offering deposit-like products, and 
depositors. GAO believes that if reliance is placed on seeking funds from 
any of these industry sources, the contribution should be spread as 
widely as possible to minimize the burden of individual contributions 
and to avoid placing some sectors of the industry at a competitive disad­
vantage. (See p. 97.) 

Simply merging the insurance funds cannot solve the FSLIC p' 'oblem. GAO 
strongly advises against further weakening the deposit insurance sys­
tem through a merger in which FDIC'S reserves and premium income, 
both of which are needed for bank problems, are simply diverted to 
attempt to cover some of FSLIC'S losses. (See p. 104.) 

Before considering a full merger of the deposit insurance system, Con­
gress first should implement changes to establish comparable regulatory 
ground rules for the two industries and ensure that both funds are 
financially sound. Congress must also decide whether there is a need for 
specialized housing finance institutions. After these actions have been 
accomplished, full merger might better be considered as part of an over~ 
all effort to further ensure the integrity of the deposit insurance system 
and to simplify the regulatory structure for depository institutions. (See 
pp. 100 to 104.) 

GAO recommends that Congress quickly adopt a comprehensive plan to 
pay FSLIC'S bills and to minimize the chance that the FSLIC situation is 
repeated. To accomplish this at as Iowa cost as possible, GAO is recom­
mending a specific set of actions designed to 

• promptly take control of insolvent institutions and fully resolve these 
cases as quickly as possible. To facilitate such action, an administrative 
merger of FDIC and FSLIC should be considered (see p. 62); 

• change the regulatory structure to make FSLIC independent, and provide 
FSLIC and FDIC with the authority needed to better ensure the soundness 
of the deposit insurance system (see p. 77); 

• implement a plan for raising at least $85 billion over the next 10 years 
(the majority of which is needed in the next 3 years), financed as much 
as possible from thrift industry contributions (see p. 98); 

• reorganize an independent FSLIC into good company and bad company 
funds and permit the new entities to draw on the personnel of FDIC or 
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Agency Conunents 

Executive Summary 

other federal regulatory agencies to help in resolving problem cases (see 
p.98); 

• allow healthy thrifts to convert to FDIC'S insurance fund with payment 
of appropriate fees (see p. 98); and 

• establish a special board to protect taxpayers' interest by overseeing the 
expenditures of any federal funds provided to resolve these cases over 
the next several years (see p. 98). 

I"rlLBB, FDIC, the Department of the Treasury, the Board of Governors of 
the Federal Reserve, and the National Credit Union Administration pro­
vided written comments on a draft of this report (see pp. 140 to 151). 
FHLBB agreed that additional funds were needed and that the FSLIC and 
FDIC funds should not be merged. However, FHLBB disagreed with GAO'S 
recommendations for taking immediate control of insolvent institutions 
and for making FSLIC independent because it did not see where such 
actions would result in additional benefits over and above those attaina­
ble by providing additional funding to FSLIC. 

FDIC, Federal Reserve, and the National Credit Union Administration 
generally agreed with GAO'S findings regarding insurance fund merger 
and the need for new funding, quick action, and deposit insurance 
reform. 

In a January 26, 1989, letter, Treasury declined to comment on our find­
ings and recommendations pending development of the Administration's 
proposal. But the President's February 7,1989, proposal appears to 
incorporate many of the key features recommended in this report. 
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Chapter 1 

Introduction 

Background 

The federal deposit insurance system for banks and thrift institutions 
was established by the federal government in the early 1930s. The sys­
tem has experienced heavy costs in recent years, and the fund that 
insures thrift institutions, the Federal Savings and Loan Insurance Cor­
poration (FSLIC), has become insolvent. The Chairman and three Mem­
bers of the House Committee on Banking, Finance and Urban Affairs 
asked us to look into the possibility of merging the deposit insurance 
funds as one option for preserving the soundness of the deposit insur­
ance system. This report discusses the pros and cons of merger in the 
context of a number of steps that we believe need to be taken to help 
restore the deposit insurance system to financial health and to best 
ensure that FSLIC'S experience is not repeated. 

Federal deposit insurance protects depositors' money up to $100,000 
when insured financial institutions fail and plays a vital role in sus· 
taining public confidence in the safety and soundness of the U.S. finan­
cial system. Deposit insurance is administered by three federal agencies 
that together make up the deposit insurance system. The Federal 
Deposit Insurance Corporation (FDIC), an independent agency, insures 
deposits in all commercial banks and some savings banks. FSLIC, an affili­
ate corporation of the Federal Home Loan Bank System (FHLBS) gov­
erned by the Federal Home Loan Bank Board (FHLBB), insures deposits in 
all savings and loan associations and other savings banks. In this report, 
"thrift" is used to refer to all FSLlc-insured institutions. The National 
Credit Union Share Insurance Fund (NCUSIF), a fund administered by the 
National Credit Union Administration (NCUA), insures the share deposits 
of credit unions. These three agencies insure $2.7 trillion in deposits in 
about 32,000 depository institutions that have total assets of $4.7 tril­
lion. (See table 1.1.) 
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Table 1.1: Characteristics of Depository 
Institutions as of December 31, 1987 

Chapter 1 
Introduction 

Dollars in billions 

FDIC FSLlC NCUSIFa 

Number of insured institutions 14,184 3,147 14,364 

Amount of total assets in insured institutions 

Amount of deposits in insured institutions 

Insured deposits 

Uninsured domestic deposits over $100,000 

Uninsured foreign deposits 

Insured deposits as a percentage of total 
assets (percent) 

$3,263 

$2,540 

$1,659 

$543 

$338 

51% 

$1,252 

$933 

$855 

$78 

68% 

alncludes 29 federally insured corporate credit unions with assets of $12 billion and deposits of $11 
billion. 
Sources: 
FDIC: FDIC 1987 Statistics on Banking and FDIC's 1987 Annual Report. 
FSLlC: GAO Thrift Industry Data Base Compiling Institutions' Quarterly Reports of Condition. 
NCUSIF: NCUA 1987 Statistics for Federally Insured Credit Unions and NCUA 1987 Annual Report. 

$174 

$159 

$157 

$2 

90% 

The biggest problem facing the deposit insurance system is FSLIC'S finan­
cial condition. At the end of 1987, 505 of FSLIC'S 3,147 insured thrift 
institutions were insolvent, and another 435 were inadequately capital­
ized as measured by generally accepted accounting principles (GAAP). In 
its audited December 31, 1987, balance sheet, FSLIC reported a capital 
deficit of $13.7 billion. However, FDIC has also experienced large insur­
ance costs in recent years. Although FDIC had reserves of $18.3 billion at 
the end of 1987, the ratio of its reserves to insured deposits at that time 
was the lowest it has been in years. FDIC expects the financial statements 
for 1988 to show that reserves declined by about $4 billion, and, in 
1988, for the first time, the reserve ratio has fallen below the legislative 
standard for adequate reserves.' NCUSIF, even though it has experienced 
some years of relatively large losses since the late 1970s, is currently in 
the best condition of the three funds because it was recapitalized in 
1985 by congressional action.2 Table 1.2 shows insurance expenses since 
1980 for the three funds. 

I The standard for insurance fund reserves that exists in legislation is discus&ed in appendix II. 

~The Federal Credit Union Act Amendment to the Omnibus Deficit Reduction Act of 1984 (Public Law 
98-369) required each insured credit union to deposit and maintain in the insurance fund 1 percent of 
its insured member share accounts. The deposits are accounted for as assets on the books of the 
individuai institutions. See appendix VI for a more detailed discussion. 
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Table 1.2: Annual Deposit Insurance 
Expenses During the 1980s 

The Insurance Funds Are 
Part of a Complex and 
Conflicting Regulatory 
Framework 

Chapter 1 
Intl'oduction 

Dollars in millions 

Year 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 

FDIC 
$(34.6)b 

720.9 
869.8 
834.0 

1,148.0 
1,778.7 
2,783.5 
3,064.9 

FSLlC NCUSIP 
$23.2 $32.5 

936.1 43.9 
865.3 79.3 

1,018.4 55.6 
2,113.5 28.1 
3,414.3 25.5 

13,269.7 37.9 
10,925.4 55.7 

aNCUSIF totals are for the fiscal years ending September 30. 

bFDIC recovered more from adjustments to prior years' losses than it spent on insurance and assistance 
in 1980. 
Source: Audited annual financial statements. 

State and federal laws define allowable activities for banks and thrifts, 
and federal and state regulatory authorities grant charters that can only 
be revoked by these same agencies. State and federal regulatory and 
supervisory agencies also establish and monitor compliance with stan­
dards for safe and sound operation and can order an institution to halt 
improper practices. Because of the role played by these agencies, the 
deposit insurance funds, in many instances, act much more as passive 
insurers than do property and casualty insurance companies that pro­
vide automobile, liability, and similar insurance coverage. 

The insurance funds bear the financial loss if those responsible for char­
tering, regulating, and supervising institutions fail to constrain an insti­
tution's risk within the limits that its capital can absorb.3 In some 
situations, the insurance fund will provide financial assistance to keep 
an institution operating, an action that may be accompanied by replac­
ing an institution's management. However, the insurance funds usually 
obtain control of an institution only when its charter is revoked. The 
insurance funds then payoff depositors or transfer their accounts to 
another institution, absorbing any loss when the actual value of the 
failed institution's liabilities exceeds the value of its assets. 

:lCapital held by depository institutions represents the ownership claim on the institution and also 
serves as a buffer against losses to the insurance fund. However, capital is defined in different ways. 
Under GAAP, capital consists almost entirely of equity capital-common stock and retained earnings. 
Capital as defined by bank and thrift regulators includes other items as well. Throughout this report 
we use the GAAP definition of capital as we have done in previous reports on the condition of the 
industry and the insurance funds. 
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Table 1.3: Structure of the Regulatory/ 
Supervisory Environment of Insured 
Institutions, December 31, 1987 

Chapter 1 
Introduction 

, Similarities and differences in the treatment of banks and thrifts by the 
federal and state chartering and regulatory agencies have created an 
administratively complex and conflicting environment for managing 
deposit insurance risks. Banks and thrifts compete for essentially the 
same deposits. However, they operate under different rules regarding 
their allowable activities, capital requirements, and branching and 
merger authority, among other things. Within each industry component, 
rules also differ between state and federally chartered institutions.4 

Table 1.3 summarizes the different relationships between chartering 
agency, regulator/supervisor, and insurer according to whether the 
institution is a bank or thrift, state or federally chartered, or a member 
or nonmember of the Federal Reserve System. The table also shows the 
number of institutions and total assets for each category of institution. 

Dollars in billions 
Number of 

Type of institution institutions 
FDIC-Insured 
National banks 4,620 

State member banks 1,087 

State nonmember banks 7,992 

Federal savings banks 22 

State savings banks 463 

FSLIC-lnsured8 

Federal savings 
institutions 1,379 

State savings 
institutions 1,768 

acc = Office of the Comptroller of the Currency 
FRS = Federal Reserve System 

Total assets in Chartering Regula.tor/ 
institutions agency supervisor 

$1,775 OCC OCC 
529 State FRS/State 
697 State FDIC/State 
45 FHLBB FHLBB 

217 State FDIC/State 

$437 FHLBB FHLBB 

814 State FHLBB/State 

aTotal assets for FSLlC-insured institutions does not equal the total asset amount in table 1.1 due to 
rounding. 

In addition, FDIC and FSLIC present two different models of the deposit 
insurance function. FSLIC is under the authority of FHLBB and is therefore 
not independent. Although this relationship provides the potential for 
close coordination of regulatory, supervisory, and insurance matters, it 
also compromises the independence of the insurance function. The 
insurance function is compromised because the FHLBB must balance its 

4For example: banks are more limited than thrifts in the types of securities they can ownj certain 
state-chartered banks are permitted to sell insurance, while national banks are notj and federal sav­
ings and loans also have greater restrictions on their directly owned real estate investments than 
some of their state-chartered counterparts. 
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concern with accomplishing what is best for maintaining a sound insur­
ance fund against other activities, such as promoting the thrift indus­
try's housing finance role. FDIC is more independent, both in structure 
and operation. For this model to work, however, FDIC must coordinate 
with federal and state regulatory and chartering authorities. 

The complexity of the relationship between the deposit insurance agen­
cies and the chartering and regulatory agencies, as well as the largely 
passive role played by the insurance funds in controlling risk taking, 
greatly complicates issues that need to be considered in deciding how 
best to improve management of risks underwritten by the deposit insur­
ance agencies. 

Deposit insurance is set up as an industry-financed arrangement subject 
to federal requirements. Institutions pay premiums, called assessments, 
that are used to pay for operating expenses and current insurance losses 
and to build up reserves against future losses. Interest income earned by 
investing reserves in Treasury securities and income from liquidating 
assets supplement premium income. The maximum premium levels are 
set by law, with each institution within an insurance fund paying at the 
same rate, regardless of that institution's activities or financial condi­
tion. FDIC and FSLIC can attain additional flexibility in funding by bor­
rowing, issuing promissory notes, taking over responsibility for 
repaying loans, and issuing guarantees. The powers FDIC and FSLIC have 
for setting premiums and borrowing are summarized in table 1.4. 
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and FSLlC Power FDIC FSLlC 

How FDIC and FSLIC 
Resolve Failed Institutions 

--------~--------------------------------~----~~-----------
Annual premium assessment One·twelfth of 1 percent of One-twelfth of 1 percent of 

total domestic deposits. total deposits. 

Supplemental assessment None One-eighth of 1 percent of 
total deposits (annually levied 
in four installments for the 
first time in 1985). 

Borrowing from insured 
institutions 

Treasury borrowing 

Other borrowing 

Other financing 

None 

$3 billion 

None 

Promissory notes and 
guarantees issued to 
assisted institutions (no 
statutory limit). 

Assumption of the liability for 
repaying loans that a failed or 
assisted bank had obtained 
from a Federal Reserve bank 
or a Federal Home Loan 
bank. 

Deposit from insured 
institutions of up to 1 percent 
of total institution deposits 
can be required. Interest 
must be paid on the deposit. 

$750 million 

Borrowing from Federal 
Home Loan banks (no 
statutory limit). 

Promissory notes and 
guarantees issued to 
assisted institutions (no 
statutory limit). 

Assumption of the liability for 
repaying loans that a failed or 
assisted thrift had obtained 
from a Federal Reserve bank 
or a Federal Home Loan 
bank. 

$10.8 billion recapitalization 
program authorized by the 
Competitive Equality Banking 
Act of 1987 (CEBA).a 

aCEBA authorized FHLBB to establish a special entity, the Financing Corporation (FICO), that has 
begun to borrow up to its $10.8 billion ceiling to be used to recapitalize FSLlC. The principal will be 
repaid by zero coupon bonds purchased by FICO with funds provided by the Federal Home Loan 
banks; the interest will be paid from FSLlC premium income and, if necessary, the supplemental assess­
ment pledged for this purpose. 

When the deposit insurance funds obtain control of a problem institu­
tion, they usually resolve the case through either a liquidation or a 
merger. In a liquidation, the insurance fund can payoff the insured 
depositors and, in return, as receiver, acquire control of all of the failed 
institution's assets. The insurance fund can then sell these assets to try 
to recover as much value as possible, a process that can take months or 
several years.r, The proceeds from the sale are used to pay back the 

r,In the liquidation process, an insurance fund may sell some acquired assets right away and may 
manage others for quite a while before selling them. The fund can either manage assets itself or 
contract with other parties. In deciding when and how to sell assets, the insurance fund, as receiver, 
seeks to obtain maximum return for itself and for other creditors of the receivership. 
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insurance fund, uninsured depositors, and general creditors on a pro 
rata basis (Le., according to the size and priority of their claims against 
the institution). 

In merger transactions, which are used much more frequently than liq­
uidation, the insurance funds combine one or more insolvent institutions 
with a solvent one, transfer some or all of the insolvent institution's 
assets and liabilities to another institution, or arrange for the institution 
to be acquired by an individual or company that currently does not own 
that type of institution. Mergers usually require a smaller contribution 
from the fund because the acquiring institution assumes the deposits of 
the failed bank and the insurance fund's outlay is reduced to that 
needed to make the arrangement attractive to the purchasers and eco­
nomically viable.!! In the past several years, and especially during 1988, 
FSLIC has kept its initial cash outlays as low as possible by paying its 
contribution to the acquiring institution in promissory notes or guaran­
tees rather than making cash payments at the time of the merger. 

When problem cases are resolved by merger, they have the effect of pro­
tecting all liabilities of insured institutions because the acquiring institu­
tion usually assumes responsibility for all of the failed institution's 
liabilities, not just insured deposits. As a result, de facto protection has 
usually been provided for deposits over $100,000, foreign deposits, and 
other creditors of depository institutions. 

In their letter of May 14, 1987, the Chairman and three Members of the 
Subcommittee on Financial Institutions, Supervision, Regulation, and 
Insurance of the House Committee on Banking, Finance and Urban 
Affairs requested that we examine the advisability and feasibility of 
merging FDIC, FSLIC, and/or NCUSIF. This broad request also asked us to 
assess the outlook for each of the funds and to consider the financial, 
personnel, and policy issues associated with a funds merger. 

In subsequent discussions, we agreed on objectives and scope limitations 
in light of the continued deterioration of FSLIC'S financial condition and 
our related work. We agreed that our report would describe the condi­
tion of FSLIC and FDIC and discuss their future revenue requirements. We 
agreed that we would examine the question of merger in the context of 

liThe funds' outlays can involve eliminating the net worth deficit of the insolvent institution and/or 
purchase of substandard assets that the acquiring institution does not want to retain. In the cases 
where the insurance fund acquires assets, these are managed and liquidated in the same way as in a 
regular liquidation. 
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alternatives for improving the financial condition of the insurance funds 
and discuss administrative processes that would be affected by a funds 
merger. We also agreed to exclude the NCUSIF in our assessment and to 
concentrate as much as possible on deposit insurance issues rather than 
issues more generally associated with the regulatory status of deposi­
tory institutions. We worked on this assignment between July 1987 and 
February 1989. 

It is now widely recognized that something must be done to restore FSLIC 

to a solid financial footing and to improve the management of risks 
underwritten by the deposit insurance funds so that FSLIC'S current con­
dition is not repeated. In achieving this result, decisions are needed on 
(1) how to equitably distribute the burden of financing resolution of the 
thrift industry's insolvent and otherwise troubled institutions and (2) 
how to better protect the deposit insurance funds from risks generated 
by depository institutions. These issues are fundamental and must be 
resolved regardless of whether or not the deposit insumnce funds are 
merged. Our approach to the merger question therefore involved an 
assessment of whether or not various types of mergers of the funds 
could, after the benefits and costs are weighed, in any way contribute to 
the quality of actions to resolve these issues. 

A large amount of judgment is involved in working through the difficult 
choices that must be made about how to restore financial soundness and 
improve the management of risk in the deposit insurance system. In this 
report we render a number of judgments on how those objectives can 
best be met. These judgments are based on our past work on the deposit 
insurance system; on the structure of depository institutions' regulation, 
oversight, and supervision; and on the financial condition of the deposi­
tory institutions industry. 

In May 1988, we pointed out in congressional testimony that "the even­
tual costs of restorin~ the thrift industry's financial health are likely to 
exceed the funds that FSLIC will have available."; The estimates con­
tained in this report ~ttempt to provide as realistic a basis as possible 
for analyzing the choices for restoring FSLIC'S financial soundness. Our 
estimate includes money to resolve presently identified problem cases, 
provide for insurance losses among other institutions, bring reserves to 

'The Federal Savings and Loan Insurance Corporation-Current Financial Condition and Outlook, 
(GAO/T-AFMD-88-12, May 19, 1988), p.1l. This is referred to below as the Wolf statement. 

Page 19 GAO/GGD-89-47 Solutions to TItrift Problems 



Chapter 1 
Introduction 

an adequate level so the insurance funds have the resources to close 
insolvent institutions in the future, and pay administrative expenses 
and financing costs. 

In developing our estimates of FSLIC'S need for money, we carried our 
analysis out to the end of calendar year 1998. We assume that the goals 
of paying the full costs for resolving problem cases and of restoring ade­
quate reserves could both be accomplished by that date. We selected this 
period because FSLIC has used it in presentations to Congress and 
because we believe that it is long enough to deal with the FSLIC insol­
vency and to finance activities associated with resolving the cases of 
problem thrifts. 

The starting points in our analysis of FSLIC'S financial needs were 
audited insurance fund financial data as of December 31, 1987, and 
industry condition as of that same date. We then made estimates of 
activity for the ll-year period from 1988 through 1998 based on FHLBB 
published data on fund revenue and expenses. We assumed that any 
new funding arrangements could be provided beginning in 1989 and 
extended as needed through 1998. Our estimates are based principally 
upon information available as of September 30, 1988. We did, however, 
adjust our analysis to take into consideration the readily available data 
concerning resolution activity that occurred in the last quarter of 1988. 
See page 39. 

Our estimates of insurance losses represent the full cost of acting by 
1991 to resolve the cases of inadequately capitalized thrifts that already 
are insolvent or are likely to become so by 1991, with insolvency mea­
sured on a GAAP basis. Full resolution as we have used the term means 
resolving problem thrift cases so that (1) the full economic loss inherent 
in each situation has been dealt with and (2) all surviving institutions 
involved in FSLIC transactions meet prevailing capital adequacy stan­
dards without the need for continuing guarantees or other insurance 
fund involvement.R 

Because of uncertainties regarding the true condition of problem thrifts 
and the future economic environment, it is not possible to estimate 

RThis concept of full resolution is that generally followed by FDIC in resolving the cases of failed 
institutions. FDIC has departed from the full resolution concept in dealing with some large bank 
failures. 
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FSLIC'S financial needs with much precision.n The problems that have 
given rise to F'SLIC'S losses have arisen through a combination of factors 
that include fraud and insider dealing, changes in interest rates and 
other economic conditions, continuing problems in certain regional sec­
tors of the economy, poorly implemented deregulation of financial mar­
kets, and increased competition in markets. Factors such as these are 
not predictable. As a result, we made certain assumptions that are 
explained in the next section. 

Over the past decade, the combined deposits in thrifts and FDIc-insured 
banks grew at 8.2 percent, approximately the same rate as the 8.5 rate 
of increase of nominal Gross National Product (GNP). Although there 
were significant variations in the year-to-year pattern of growth within 
each industry, overall thrift deposits grew at a faster rate than FDIC­
insured bank deposits (9.6 percent and 7.7 percent, respectively). To 
simplify our analysis, we have made our revenue calculations on the 
assumption that deposits in both FSLIC- and FDIC-insured institutions will 
grow at an average annual rate of about 7 percent per year, approxi­
mately the rate of increase in nominal GNP projected by Data Resources 
Incorporated. This assumption of deposit growth is the same one FSLIC 
has used in its projections. w Nevertheless the ability of thrift institu­
tions to continue to attract deposits in line with GNP growth is by no 
means a foregone conclusion. The possibility that FSLIc-insured institu­
tions may experience slower growth in deposits is discussed in chapter 
2. 

Any estimates of deposit insurance costs are, of course, greatly depen­
dent on the assumptions made about the economic environment. In mak­
ing our assessment of the magnitude of the financial demands facing the 
deposit insurance funds, we have tried to avoid both overly optimistic 
and unduly pessimistic assumptions regarding economic events. We 
have therefore made the following simplifying assumptions: 

!lOur estimate of what FSLIC needs to regain financial health will be greater than either (1) the esti­
mate of the minimum amount of money FSLIC needs through 1998 simply to maintain a positive cash 
flow or (2) the provision for loss that would be appropriate to include in FSLIC's financial statement. 
An estimate based on maintaining a positive cash flow can reflect deferral of problem recognition and 
arrangements to deal with problems that do not reflect full costs. A provision for loss in FSLIC's 
financial statement is based primarily upon supervisory cases that have been refen'ed to FSLIC for 
case resolution, whereas we have also tried here to take into account other losses and expenses that 
could reasonably be anticipated for purposes of planning to restore FSLIC to sound financial 
condition. 

WInstead of an exact 7-percent annual rate, FSLIC applies a growth rate of 1.75 percent per quarter, 
which translates to an annual growth rate of 7.2 percent. We have followed FSLIC's assumption. 
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• The economy will not experience an extended recession or other new 
significant setbacks. 

• Presently depressed sectors of the economy, such as those involving 
energy, agriculture, and real estate in certain areas of the country, will 
experience neither a dramatic recovery nor suffer added major 
adversities. 

• The level and structure of interest rates in the economy will not change 
significantly, and interest rates faced by the insurance funds in financ­
ing resolution costs will be 8 percent for intermediate-term notes (aver­
age maturity of 5 years) and 10 percent for long-term bonds financed 
through FICO. 

• FSLIC will experience losses on assets of resolved institutions that range 
between the high rates it is currently experiencing and the lower rates 
FDIC is currently experiencing. 

The assumptions regarding the economy and interest rates correspond 
to those that FSLIC has used in making projections. FDIC officials said that 
they are reasonable to use for planning purposes. 

To complete our analysis, we obtained information from the laws gov­
ernirlg the deposit insurance system; professional literature concerned 
with deposit insurance risk management and fund condition; statistical 

. data prepared by FDIC, FHLBB, NCUA, and other regulatory agencies; 
agency records; and discussions with officials of FDIC, FHLBB, NeuA, the 
Federal Reserve board, the Office of the Comptroller of the Currency 
(oce), representatives of industry trade groups, and several aeademic 
experts. 

We also reviewed legislative proposals, congressional hearings, and 
reports by federal agencies. In addition, we analyzed data from commer­
cial banks' reports of condition and income (call reports) and quarterly 
financial reports for savings and loan institutions. Finally, we made 
extensive use of information developed from our financial audits of FDIC 

and FSLIC and other assignments analyzing the condition of the thrift and 
commercial banking sectors. A listing of these sources appears at the 
end of this report. 

Because our review focused on deposit insurance policies, we have not 
attempted to evaluate actions taken by insurance fund officials or fed­
eral regulators in particular circumstances. Nor did we analyze the con­
dition of particular institutions or industry segments in detail. We also 
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did not audit the accuracy of the insurance funds' calculations of liqui­
dation and case resolution costs. 

FHLBB, FDIC, the Department of the Treasury, the Board of Governors of 
the Federal Reserve System, and NCUA provided written comments on a 
draft of this report. Relevant portions of their comments are presented 
and evaluated at the end of chapters 2 through 7. The comments are 
reprinted in their entirety as appendixes VIII through XII, respectively. 
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Industry 

It is quite difficult to estimate the amount of money FSLlC will need to 
resolve troubled thrift institutions and to return to a solid financial foot­
ing. The principal difficulty is that the available information on the 
financial condition of problem institutions is not a reliable guide to the 
true economic value of these institutions. Nevertheless, we believe the 
evidence is clear that FSLIC does not have enough money to pay for 
insurance losses and to establish the level of reserves that will be neces­
sary to enable it to function effectively as an insurer of deposits in the 
future. 

On the basis of our assessment of the situation, we estimate that over 
the next decade FSLIC will need at least $85 billion more than its antici­
pated revenues to resolve the cases of its problem institutions, provide 
for future institution failures, and establish a reserve for losses. Of this 
amount, about $50 billion will be needed to pay for case resolution costs 
in the next 3 years. 

As explained in appendix I, during this decade there has been a steady 
deterioration in the financial condition of the thrift industry. As shown 
in table 2.1, on December 31, 1987, there were 940 thrift institutions (33 
percent of the industry) whose capital on a GAAP basis was below 3 per­
cent. These institutions held $395 billion in assets, about 32 percent of 
the industry's total. All of these institutions can be considered problem 
thrifts because they operate with levels of capital that are generally rec­
ognized as inadequate. 

Of the 940 institutions, 505 insolvent institutions reported $140.3 billion 
in assets and negative GAAP net worth of about $18 billion, or 12.83 per­
cent of assets. Their annualized return on assets (ROA)1 of -9.52 percent 
at December 1987 was so large that it resulted in a negative ROA for the 
entire industry. Of the 505 insolvent institutions, 205 institutions with 
$52 billion in assets were in FSLIC'S caseload. That is, the district banks 
had turned these over to FSLIC for resolution because the banks believed 
they were incapable of being rehabilitated without FSLIC assistance. 

Of the 435 institutions with GAAP capital between 0 and 3 percent, 72 
institutions with $35 billion in assets were unprofitable during both 
1986 and 1987. These institutions, which already had negative tangible 

J ROA is the ratio of total net income to total assets. 
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net worth2 of $1.3 billion (almost 4 percent of assets), appeared to be 
headed for insolvency on a GAAP basis in the near future. 

Dollars in billions 

Number of Tangible Net 
Category of thrifts thrifts Total assets Worth 
GAAP insolvent institutions 
Institutions recognized in FSLlC's caseload 205 $52 $-14.6 

Other insolvent 300 88 -6.5 

Total insolvent 505 $140 $-21.1 

Low net worth institutions 
(0-3 percent on a GAAP basis) 

Lost money in 1986 and 1987 72 $35 $-1.3 

Other low net worth 363 220 -1.1 

Total low net worth 435 $255 $-2.4 
Total 940 $395 $-23.5 

._1 

Source: FHLBB Thrift Financial Reports. 

If there were signs that GAAP insolvent or low net worth institutions that 
were unprofitable 2 years in a row were recovering, the level of concern 
over the condition of the industry and the implications for potential 
demands on FSLIC resources by so many undercapitalized institutions 
probably would not be so high. However, to date there is little evidence 
to suggest that the demands these institutions are likely to place on FSLIC 
will diminish. 

In fact, there are more reasons than not to believe that these insolvent 
and low net worth, unprofitable institutions' financial condition will 
worsen. As a group, they continue to incur both operating losses:] and 

2Tangible net worth is a more narrowly defined net worth measure than GAAP. Tangible net worth is 
GAAP net worth minus goodwill, which consists principally of the amount over book value paid by 
an institution to acquire other institutions and other intangible assets. 

:lOperating losses occur when interest paid on deposits and other operating expense items exceed 
income from investments and fees. These losses translate into reduced assets and/or riSing liabilities 
(increased bon-owing) and a worsening of the thrifts' net worth position. Operating losses can result 
from interest-rate spread problems that occur during periods of rising interest rates when institutions 
that rely on long-term fixed intt'rest rate sources of income, such as 3D-year mortgages, earn less than 
they must pay to obtain funds. 
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nonoperating losses.4 In 1987, their losses were $10 billion (see table 
2.2), and losses continued in 1988. Relatively few of these institutions 
recover.r, And, new problem cases have been growing at a faster rate 
than old ones have been recovering. 

Dollars in billions 

Net (after tax) income in 1987 
Net operating income in 1987 
Net nonoperating income in 1987 

Source: FHLBB Thrift Financial Reports. 

Insolvent 
thrifts 
$-9.6 

-4.3 
-5.3 

Low net worth thrifts 
that were 

unprofitable in both 
1986 and 1987 

$-.4 
-.3 
-.1 

Totals 
$-10.0 

-4.6 
-5.4 

In assessing the financial implications of restoring FSLIC to financial 
health, the extent of the potential threat that the remaining 363 low net 
worth thrifts pose to FSLIC, while less clear, is an extremely important 
factor. For this group of institutions, there was a buffer of only about $4 
billion in GAAP capital supporting $220 billion in assets, and their tangi­
ble net worth deficit of $1.1 billion is cause for concern about the qual­
ity of their capital. While some of these institutions may be expected to 
recover on their own, others will no doubt fail or require some FSLIC 

assistance. If efforts are not made to control risk taking in this group, 
the eventual losses to FSLIC out of this poorly capitalized group could 
become quite large. 

A number of problems prevented us from precisely estimating the cost 
to FSLIC of fully resolving the problems of distressed thrifts. 

• The ultimate cost depends upon many factors that are either beyond the 
control of the insurance funds or subject to future policy and manage­
ment decisions. These factors include the future state of the national 

4Nonoperating losses are also indicative of the poor prospects for recovery of problem thrifts. These 
losses, which consist almost entirely of losses on the sale of assets and the provision for losses for 
non-earning assets, reveal the extent of asset quality problems in thrift's portfolios. Unlike interest­
rate spread problems, which may ease if interest rates fall or if thrifts take steps to reduce interest­
rate risk, bad assets have little potential for recovery. Unless the underlying factors, such as adverse 
economic conditions or poor management, that contributed to the asset quality problems improve, 
thrifts' assets may deteriorate even further and the ultimate cost of the resolution borne by FSLIC 
will continue to grow. 

nSee pp. 109-110. 
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economy and of regions and sectors within the economy, interest rates, 
competition within the financial services industry, and the timing of 
actions taken to resolve cases. For example, experience suggests that the 
economy is likely to experience a recession at some time in the next 10 
years, but it is difficult to predict when and how severe it will be and 
how well financial institutions will withstand it. Therefore, while it is 
reasonable to expect economic conditions in particular regions of the 
country to change, there is no assurance that the changes will be for the 
better. 

• Allowing insolvent institutions to remain open creates an incentive for 
managers of insolvent and undercapitalized institutions to gamble by 
investing in high-risk, high-return assets, which generate above average 
profits if a high return is realized but additional losses that subse­
quently accrue to FSLIC if the return is not realized. Ii 

• It is difficult to decide which inadequately capitalized institutions repre­
sent cases that FSLIC must resolve. Unfortunately, accounting informa­
tion drawn from the reports these institutions file (call reports) with 
FHLBB provide only general guidance as to the condition of these institu­
tions. Call report information tends to understate problems because this 
information is based on historical cost rather than current market 
values. 

• Institutions are reluctant to write off bad loans and investments, and 
the inability to generate operating income can be masked by gimmicks, 
such as selling the better assets on which capital gains can be realized, 
to boost their apparent profitability. The true financial condition of the 
institutions cannot be determined without a very detailed examination 
of the institutions' assets and accounting records. 

• FSLIC'S past experience does not provide a clear picture of losses that can 
be expected from resolving problem thrift cases. FSLIC resolution costs 
vary greatly from case to case, but the average costs FSLIC has incurred 
in resolving cases have risen sharply in recent years. 

In 1982, FSLIC'S average loss ratio in resolving cases (expressed as a per­
cent of assets) was 4.2 percent. In 1986 the loss ratio averaged about 15 
percent and in 1987 it soared to nearly 41 percent. For the cases 
resolved through the end of September 1988, the loss factor averaged 61 
percent of assets. At face value, this trend in loss ratios on case resolu­
tions is very disturbing. But it is not obvious how this trend should be 
interpreted in trying to estimate losses in the future. For example, if 
FSLIC has been acting on its worst cases, the trend might be expected to 
reverse. On the other hand, the condition of many insolvent institutions 

IiFor additional discussion, see appendix III. 
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can be expected to deteriorate with the passage of time, and instead of 
acting on the worst cases, FSLIC may have been acting on cases that, on 
average, were more attractive to outside investors, and thus easier to 
resolve. 

• Finally, some of the merger actions taken by FSLIC have not resulted in 
full resolution of the problems, making reliance on FSLIC'S estimates of 
resolution costs problematic. For example, four institutions that 
acquired failed thrifts with FSLIC assistance during 1987 had negative 
tangible net worth at the end of the year.7 Furthermore, FSLIC'S resolu­
tion of problem Southwest thrifts has not completely recognized and 
paid for the losses in these institutions. Instead, a series of guarantees 
on acquired assets in institutions that remain thinly capitalized has 
exposed FSLIC to losses in the future. 

In the summer and fall of 1988 the Bank Board had a goal of resolving 
problem institutions at a rate of one per week in addition to resolving 
more than 140 institutions in the Southwest under what is known as the 
Southwest Plan. All told, FSLIC said it would resolve 259 cases in 1988 
and 1989. In 1988, as of September 30, FSLIC had already acted on 124 
institutions, with assets of about $33 billion. FSLIC estimated it would 
take up to the end of fiscal year 1992 to complete action on the balance 
of the 505 GAAP insolvent institutions. 

To determine the net amount of money FSLIC would have available to 
pay for insurance fund losses through 1998, we analyzed the FSLIC cash 
flow projection for fiscal years 1988 through 1998 that FHLBB presented 
to Congress July 7,1988. This was the latest projection available at the 
time we did our study. Since July, FHLBB has increased its estimates of 
insurance losses and is preparing a revised forecast that will cover fiscal 
years 1989 through 1999. We believe, however, the July forecast still 
provides a reasonable basis for our analysis. Our analysis depends prin­
cipally on a number of items that affect FSLIC'S revenues over the next 
decade that are not likely to be materially affected by the forthcoming 
revision. These items include premiumsj interest on reservesj commit­
ments that were entered into prior to January 1, 1988j and the financing 
characteristics of the $10.8 billion recapitalization bonds. Also, our anal­
ysis does not concentrate on exact year-by-year cash flows that are 
essential for assessing FSLIC'S liquidity situation and that could be more 
affected by a revised forecast. 

TWolf statement, p. 6. 
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In our analysis, we made a number of adjustments to convert FSLIC'S pre­
sentation from a fiscal year to a calendar year basis so that it would tie 
into December 31, 1987, audited financial statement data.R We also con­
verted FSLIC'S presentation into terms that show net insurance losses 
more clearly. Our summary of FSLIC'S financial forecast is presented in 
table 2.3. 

HWe did not have a basis for adjusting some line items which are relatively small such as "miscellane­
ous income: and "administrative, nonadministrative, and other expenses." For these items we used 
the fiscal year figure from the July 7,1988 FSLIC cash flow projection. 
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Dollars in billions 

Money Available for Insurance Fund Operations: 
Premiums: 

Regularb 

Special assessmentb 

Total 

Recapitalization proceeds 

Recoveries from resolutions that oocurred prior to 1988 

Interest on investments 

Miscellaneous incomec 

Decrease in oash balance 

Total money available: 

Anticipated Expenses other than those directly incurred 
in case resolution actions occurring after January 1, 
1988: 

Administrative, non-administrative, and other operating 
expensesd 

Interest on reoapitalization bondsb 

Repayment of secondary reserveb 

Principal and interest on notes issued before 1988 

Total anticipated expenses: 

Funds available to pay case resolution expenses:e 

Interest on notes issued after January 1, 1988, to resolve 
cases 

Funds available to pay insurance losses on cases acted on 
after January 1, 19881 

$13.0 

19.4 

$32.4 
9.6 
4.8 
1.2 

3.2 
2.8 

$54.0 

2.7 

9.6 
0.8 
5.8 

$18.9 

$35.1 

$7.6 

$27.5 

aOn July 7, 1988, FSLlC submitted a budgE;t outlay estimate covering the 11-year period of fiscal years 
1988 through 1998. This table is based on this submission but covers the 11-year calendar year period 
from January 1,1988, to December 31,1998. We used this period so we could use FSLlC's audited 
financial statements of December 31,1987, as a starting point. 

Because the table is built up from budget estimates, the amounts in the table represent the sum of 
estimated values in each of the years covered by the projection; these amounts are not on a present 
value basis. 

bThe $9.6 billion associated with the payment of interest on the FICO recapitalization bonds and the $.8 
billion associated with the repayment of secondary reserves are actually deducted from FSLlC's regular 
and special premium income, respectively, before FSLlC receives its money. We have shown the FICO 
bond interest and secondary reserve repayment as expenses so that the table more clearly shows the 
total amount of premiums expected to be paid by the thrift industry. The secondary reserve was the 
equity of certain institutions in FSLlC based on prepaid premiums and related interest not yet paid to 
these institutions. Because FSLlC suffered losses during calendar year 1986 in excess of all of its 
reserves, the secondary reserve was eliminated in order to reduce losses to the primary reserve. Title III 
Section 307 of the Competitive Equality Banking Act of 1987 (CEBA) authorizes insured institutions to 
offset against future special assessment premiums their pro rata share of $823.7 million that was previ­
ously in the secondary reserve. 
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Clncludes recoveries from assets acquired before 1988, income from capital certificates FSLlC pur­
chased from institutions to supplement their net worth, and other miscellaneous income. 

dlncludes administrative expenses, liquidation and non-administrative expenses, other operating 
expenses, and expenses to acquire certain assets from insured institutions. 

eThe estimate of $35.1 billion is the net amount of funds available to pay for insurance losses and 
associated financing costs after subtracting other anticipated expenses from the total revenue available 
to the fund. The estimated funds available to pay for Insurance losses is net of the proceeds from 
liquidating assets acquired in cases acted on after January 1, 1988. 

The availability of these funds is spread over the 11-year period corresponding to the timing of reve­
nues. FSLlC expects to use notes as part of its case resolution actions so that it can resolve problems 
more quickly. FSLlC's forecast indicates that it will finance about 41 percent of its outlays for case 
resolutions with notes and that the notes will result in interest expense of $7.6 billion during the 11-year 
period. Paying these interest costs lowers the amount of insurance losses FSLlC will be able to absorb 
to $27.5 billion. 

fThe $27.5 billion can be used to make cash payments, pay the principal on notes, or pay the amount 
due on guarantees. FSLlC's projection assumed that the principal on all notes issued would be paid off 
by year-end 1998, and the projection made no explicit mention of guarantees extending beyond that 
date. 

Of the $54 billion in funds that FSLIC said it would have available, about 
$32 billion is from premiums-$13 billion is from regular premiums and 
$19.4 billion from continuing the special premium of 1/8 of 1 percent of 
total deposits through 1998.n In addition, $9.6 billion is anticipated from 
the sale of recapitalization bonds. With the funds available, FSLIC'S pro­
jection shows it would be able to absorb insurance losses of $27.5 billion, 
net of recoveries on assets in receiverships, through 1998. FSLIC'S cash 
flow is based on the assumption that almost all of the cases can be 
resolved by assisted mergers rather than liquidations. In this projection 
FSLIC expected to issue $13.8 billion in notes and to payoff all of them 
by the end of 1998. 

Besides the insurance losses, the other major expense category FSLIC 
faces is interest and the repayment of prior obligations. The FSLIC projec­
tion shows that interest costs (plus repayment of principal on $4.9 bil­
lion in notes issued before 1988) will claim about $23 billion of its 
resources. The interest on issued recapitalization bonds is in essence 
paid by pledging a portion of FSLIC'S regular and special premium 
income. By the time the entire $10.8 billion in recapitalization bonds has 
been issued, FSLIC expects the interest payments on these bonds to 
exceed $1 billion per year, and over the next 11 years to total $9.6 bil­
lion. In addition, the FSLIC forecast indicated that the $13.8 billion in 
notes it plans to issue in resolving institutions between January 1,1988, 

!lFHLBB officials have said that the special premium may have to be continued for at least 30 Yf.'ars. 
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and December 31,1993, will result in interest costs of $7.6 billion 
through 1998.10 

The FSLIC budget projection is based on several optimistic assumptions 
and could be upset by anyone of several occurrences affecting reve­
nues, expenses, or both. 

Looking first at revenue, FSLIC's assumption of a 7 -percent growth in 
deposits is reasonable by historical standards. The projected growth in 
FSLIC deposits is in line with a reasonable forecast of the growth in 
nominal GNP, assuming no recession. However, some of the growth in 
FSLIC-insured deposits that has occurred in the past can be attributable 
to the high rates of interest paid by insolvent or undercapitalized thrifts. 
This contributing factor to growth in FSLIC-insured institutions should 
decline as problem cases are resolved. 

In addition, premium income could decline if institutions are allowed to 
withdraw from FSLIC in favor of FDIC or if the public decided to place a 
greater portion of its deposits in FDIC-insured institutions. I I If the rate 
of growth in FSLIC deposits over the decade averaged 3 percent rather 
than 7 percent, FSLIC'S premium revenues would be about $7 billion 
lower over the decade than the amount shown in table 2.3. 

Insurance losses and interest payments represent the two key elements 
of FSLIC'S expenses. As of September 30, 1988, FSLIC had acted on 122 
institutions with about $32 billion in assets. Measured by assets, FSLIC 

had acted on 23 percent of all insolvent institutions that existed at the 
end of 1987. The expected cost to the fund of those actions is about 

I ilThe amount of these notes ($13 billion) is not identified in table 2.3. The projection assumes they 
would be paid off before the end of the period. 

II Under CEBA, institutions that meet FDIC's insurance standards can leave FSLIC for FDIC if they 
pay FSLIC an exit fee equal to twice the then prevailing regular and special premium. In 1988 this 
exit fee would have been about .41 percent of total deposits. This exit fee goes to FICO. Since the 
payment of exit fees to FICO reduces the need for a portion of FSLIC's premium income to be paid to 
FICO, we have made no provision for reflecting exit fees in our estimate of FSLIC revenues. If the 
special prerr.ium of 1/8 of 1 percent deposits is to be continued indefinitely, there will be added incen­
tive for institutions to apply to leave FSLIC. CEBA imposed a moratorium on transfers that has been 
extended to August 1989. 

The public may determine that it is more appropriate to place money in FDIC-insured rather than 
FSLIC-insured institutions if it perceives that there is a problem with FSLIC or if higher insurance 
premiums or regulatory restrictions reduce the rate of interest FSLIC-insured institutions could pay 
on deposits relative to FDIC-insured institutions. 
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$19.8 billion-about 72 percent of the $27.5 billion for insurance losses 
included in FSLIC'S cash flow projection. 12 

FSLIC actions taken through September 30,1988, left only about $8 bil­
lion to finance losses for actions on all of the remaining insolvent institu­
tions having about $107 billion in assets. Resolution costs per dollar of 
assets in insolvent institutions would thus have to average about 7 per­
cent in order for FSLIC'S $27.5 billion insurance loss estimate to be borne 
out. This rate of losses on assets is considerably lower than the loss rate 
of about 61 percent which FSLIC experienced in resolution actions in 
1988 through September. 

As for interest expenses, in the first 9 months of 1988, FSLIC had issued 
about $10 billion in notes with maturities ranging from 6 months to 15 
years, and it anticipated issuing more notes in its future actions. 
Because most of the notes it has been issuing are for 10 years and at a 
rate (approximately 9 percent) higher than in the July 1988 forecast, 
interest costs over the next decade are likely to be higher than those 
contained in the forecast. 

A detailed analysis of FSLIC'S near-term liquidity situation was outside 
the scope of our work on this assignment. However, we are concerned 
about the liquidity implications of FSLIC'S projections. FSLIC assumes that 
it will be able to operate throughout the decade with a cash balance that 
averages about $1 billion. Such a small cash balance provides little room 
for flexibility given the uncertainties associated with FSLIC'S operations. 
At the present time, FSLIC is acting on cases at a rate that cannot be 
sustained within its available resources, paying for its actions mostly 
with notes and gua.rantees that defer cash outlays. At the same time, 
there are elements in FSLIC'S cash flow that it cannot fully control, such 
as the proceeds from asset sales or the timing of payments on certain 
guarantees. Although FSLIC has options for borrowing in an emergency 
situation, use of these options could heighten public anxiety over FSLIC'S 

condition. 

12Because of FSLIC's shortage of cash, most of these actions were accomplished with notes and guar­
antees that defer cash outlays. The FSLIC projection assumed that these obligations would, however, 
be paid off by 1998. 
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We estimate that FSLIC'S projection of the resources available to it 
through 1998 falls short of what the fund will need to become finan­
cially sound. 

• Even if FSLIC'S revenue assumptions are realized, we estimate that over 
the 3 years 1989,1990, and 1991, FSLIC will need additional funds for 
insurance losses on presently insolvent or undercapitalized institutions 
amounting to at least $50 billion. 

• In addition, we estimate FSLIC will need $5 billion for future insurance 
losses related to institutions that are not now severe problem cases, $10 
billion to cover financing costs for case resolutions, and $20 billion to 
establish adequate insurance fund reserves. 

• In total, therefore, we estimate that to be restored to sound financial 
condition FSLIC will need at least $85 billion over the next decade in 
addition to the amounts included in FSLJC'S cash flow projection. The 
basis for these estimates is described in the following sections. 

The largest single increase in our estimate over that made by FSLIC 
involves the additional losses in resolving cases of presently identified 
problem thrifts. In view of the uncertainties associated with the cost of 
resolving problem institutions, we adopted a building block approach for 
estimating FSLIC'S case resolution costs. We separately estimated the cost 
of resolving FSLIC'S caseload, other insolvent institutions, and low net 
worth institutions. We estimate that it could cost at least $77 billion to 
fully resolve insolvent and low net worth institutions over the next 3 
years-1989, 1990, and 1991. The amount not provided for in FSLIC'S 

projection is about $50 billion. 13 (See table 2.4.) 

13In interpreting these numbers, it should be recognized that we have made an assumption about how 
FSLIC resolves cases that minimizes the calculation of FSLIC's need for cash. We have assumed that 
at the time it takes actions to resolve cases, FSLIC will payout cash or notes only in the amount of 
the full value of the economic loss. By making this assumption, which reduces the amount of cash 
flowing into and out of FSLIC, it is easier to focus on the implications of financing the underlying 
economic loss that FSLIC faces. In reality, when FSLIC implements a merger or liquidation, it often 
makes an outlay in the form of cash or notes which is larger than the expected loss, and then recovers 
a portion of the outlay when it sells acquired assets or obtains agreed-upon future payments from the 
acquirer. When the liquidation of assets is completed or all future payments made, the net loss to the 
fund (on a present value basis) is the same as the loss amounts in our estimates. 
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Dollars in billions 

Category 
FSLlC caselo'ad (205 cases with $52 billion in assets)b 

Other insolvent institutions (300 cases with $88 billion in assets)C 

Low net worth institutions that lost money in 1986 and 1987 (72 cases with 
$35 billion in assets)d 

Total cost of resolution 
Less: funds available to pay for losses bases on FSLlC's forecast (from Table 

$26.7 

39.9 

10.5 

77.1 

2.3) 27.5 

Net additional cost $49.6 

aEstimates assume that actions to resolve the cases of these institutions would be taken within the next 
3 years-Le., by the end of 1991. 

bOur estimate assumes that the overall cost of resolving FSLlC's case load will be Significantly higher 
than FSLlC's original estimate and will average 51 percent of assets. This cost of $26.7 billion was 
calculated by applying FSLlC's recent loss experience of 61 percent of assets to $19.7 billion in 
caseload institutions acted on through the end of September and adding to it a loss of 45.3 percent on 
the remaining $32.4 billion in assets. We used 45.3 percent of assets because it is the midpoint of 
FSLlC's recent loss ratio of 61 percent and the approximately 30 percent of assets associated with 
FDIC's loss experience for resolving insolvent commercial banks with assets of less than $500 million 
during 1985, 1986, and 1987. 

cOur estimate is based on a loss of 45.3 percent of assets. The basis for this percentage is the same as 
that stated in note b. 

dOur estimate assumes that all these institutions will become insolvent and thus require FSLlC resolu­
tion. We assume that FSLlC will resolve these cases closer to the point at which they enter insolvency 
than has occurred in the past. To calculate our estimate we used FDIC's average loss ratio for cases of 
commercial banks with assets less than $500 million. This ratio was approximately 30 percent of assets 
for the 3 years 1985, 1986 and 1987. 

The best information available on the costs for resolving problem thrifts 
is that concerning the 205 institutions in the FSLIC caseload. Cases are 
referred to FSLIC only when FHLBS officials have determined that it is not 
possible to resolve the problems through supervised work out or unas­
sisted merger and, thus, some FSLIC assistance is inevitable. 

The financial statements of institutions in FSLIC'S caseload are more 
likely to closely approximate underlying market value than the financial 
statements of other insolvent or inadequately capitalized institutions 
because the caseload institutions have been more carefully scrutinized 
by supervising officials. However, the losses FSLIC has incurred in resolv­
ing these cases have thus far exceeded by a considerable amount the 
losses FSLIC had estimated from the information available to supervisory 
officials. 
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In its 1987 financial statement, FSLIC recognized a liability of $17.4 bil­
lion for the expected cost of resolving the 205 institutions in its caseload 
and several other institutions.'" The amount associated with institutions 
in the caseload represented an average loss of about 31 percent of the 
$52 billion in assets in those institutions. 

In auditing FSLIC'S financial statements, we determined that FSLIC'S esti­
mate was reasonable on the basis of information available at that time. 
We note, however, that the losses incurred by FSLIC in 1988 through Sep­
tember 30 are, on average, almost twice the estimated 31 percent of 
assets.'n FSLIC says that its costs have been substantIally greater than 
anticipated in its 1987 financial statement primarily because institutions 
continued to incur losses between the time of the estimate and the time 
of closing, and the assets in institutions FSLIC has closed were found to 
be more seriously impaired than originally anticipated. 

If FSLIC has been acting on the worst institutions in its caseload, as the 
Bank Board has often suggested, FSLIC'S costs for the remaining institu­
tions in its caseload may not be as high as the costs in 1988 FSLIC 

incurred through September. In making our estimates for FSLIC, we have 
also been mindful of FDIC'S recent expenses in resolving bank failures. In 
1985,1986, and 1987, FDIC'S losses in acting on cases of commerical 
banks with less than $500 million in assets have averaged 20, 36, and 32 
percent of assets, respectively, Vllith an overall average for the period of 
29.4 percent. We think it unlikely that FSLIC'S loss percentages could fall 
significantly below the approximately 30 percent of assets that FDIC has 
been experiencing in cases other than large commercial banks. \Ii FSLIC 

will be acting upon institutions that have been GAAP insolvent for some 
time but which the FHLBB or state charterer have permitted to stay open. 
Such institutions are likely to have larger losses than banks that FDIC is 

'<lIn FSLIC's 1987 financial statement, as noted aboye, FSLIC included a provision for loss of $17.4 
billion primarily associated with the 205 institutions with assets of $52 billion in FSLIC's caseload. 
The $17.4 billion included about $1.3 billion associated with other unspecified institutions that FSLIC 
e:x-pected to resolve in 1988, but that were not part of the caseload. 

'''In 1988, through the end of September, 40 of the 124 cases FSLIC had acted on were institutions 
with assets of $12.9 billion that were not part of its caseload at December 31,1987. Most of these 
institutions were included in mergers in which costs are not allocated to each institution. Because of 
the difficulty in precisely determinin$! the costs of these 40 institutions, we have included their cost in 
our calculations of the average loss percentage in FSLIC's caseload. Wr:, have not, however, included 
the assets of these noncaseload institutions in our calculations of the percentage of caseload institu­
tions that have been resolved. 

IHFDIC has experienced a loss ratio of about 10 percent of assets in resolving the cases of commercial 
banks with over $500 million in assets. We believe FDIC's 30-percent loss experience for commercial 
banks under $500 million is relevent for estimating FSLIC's potential loss, because the average asset 
size of the 505 thrifts that were insolvent as of December 31, 1987, was $227 million. 
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resolving because FDIc-insured institutions have generally been acted 
upon closer to the point of their insolvency. We also note that FSLIC'S 
actual loss experience in 1988 (through September 30) for cases not in 
the Southwest Plan was about 45 percent of assets. Based on the above 
case resolutions, we assume that the average loss percentage FSLIC will 
incur on the remaining institutions in its caseload is about 45 percent of 
assets-the midpoint of FDIC'S loss experience of 30 percent and FSLIC'S 
1988 loss experience of 61 percent of assets through the end of Septem­
ber. 17 Thus, we estimate that the costs of fully resolving FSLIC'S total 
caseload will be about $27 billion. 

There is no way to know how the true condition of the other 300 insol­
vent institutions compares with the cases already in the FSLIC caseload. 
If the supervisory system is working as it should, the FSLIC cases should 
be worse than those that have not been referred. However, both the 
supervisory system and FSLIC'S ability to resolve cases have been 
severely strained. On the basis of information currently available, we 
think the distinction between cases that are, and are not, in FSLIC'S 
caseload cannot be relied upon in making judgments about the condition 
of other insolvent thrifts.IR 

We estimate that FSLIC will incur costs of nearly $40 billion to resolve 
these institutions on the basis of a loss percentage of about 45 percent of 
assets. This percentage is the midpoint of FDIC'S 30-percent loss experi­
ence for cases of commercial banks with less than $500 million in assets 
and FSLIC'S actual loss experience in 1988 of 61 percent of assets. Our 
estimate thus assumes that the insolvent institutions that are not in 
FSLIC'S supervisory caseload are on average in about the same condition 
as those remaining in the caseload. 

17 As hoted in chapter 4, some FSLIC actions have not fully resolved problem cases, and FSLIC's cost 
calculations do not reflect tax losses to the Treasury that result from FSLIC's assistance agreements. 
Our use of actual FSLIC loss ratios thus may tend to understate the full resolution costs. 

IRIn its 1987 financial statements, FSLIC recognized that it would likely incur some losses for the 300 
insolvent institutions not already in its caseload. FSLIC estimated losses equal to the tangible net 
worth deficit, about $5.3 billion, might be expected for the 300 insolvent institutions not yet included 
in its caseload. The $5.3 billion would be, however, a loss of only 6 percent on thes<: institutions. 
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We believe it is reasonable to expect the low net worth institutions that 
have been unprofitable for the last 2 years to continue incurring losses 
and become insolvent. We have assumed that FSLIC will act on these 
cases at a point close to insolvency and for this reason will incur resolu­
tion costs similar to those that FDIC incurs in acting on commercial banks 
with less than $500 million in assets. We therefore applied a loss esti­
mate of 30 percent to the $35 billion in assets in these 72 institutions. 
Thus, our loss estimate for these institutions amounts to $10.5 billion. 

Our $50 billion estimate of FSLIC'S additional funding requirement repre­
sents money needed to pay the costs involved in taking action during 
1989, 1990, and 1991 to fully resolve the cases of institutions that arp 

already insolvent or will be during that time period. The potential for 
additional interest expense arises if means are used to borrow some or 
all of the $50 billion or to defer cash outlays through the issuance of 
notes. 10 The amount of interest that would be paid can vary according to 
the length of time and interest rate associated with different borrowing 
options. 

We estimate that FSLIC'S financing costs will be about $10 billion more 
than the amount FSLIC included in its estimate.21l If present policies of 
financing costs by issuing notes or by using other forms of borrowing 
(including guarantees) continue, a significant increase in interest 
expenses could be incurred. For example, if all of the $50 billion were 
obtained by a long-term borrowing arrangement similar to the existing 
$10.8 billion recapitalization program, additional interest costs of about 
$40 billion would be incurred. Our $10 billion estimate assumes that half 
of the $50 billion in additional insurance losses we anticipate would be 
paid for with the type of notes FSLIC used in its July 1988 projection-
5-year notes that carry an 8-percent rate of interest. If notes or other 
borrowing were to have a longer maturity, interest costs would increase. 
And, if principal repayments are delayed beyond 1998, interest and 
principal payments would carryover to 1998 and beyond and would 
represent a claim on future FSLIC premium income. It should be noted 
that interest payments on the 30-year recapitalization bonds already 

J!J Although not counted by FSLIC as an explicit interest expense, a comparable cost is implicitly 
involved if cash outlays are defelTed by guarantees paid at a later date. 

:wlf FSLIC obtained the additional funds needed to resolve the cases of its problem thrifts from 
sources that do not involve bOlTowing, FSLIC would not have to pay additional interest expenses on 
the $50 billion. 
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represent a significant claim on FSLIC premium revenue well beyond 
1998. 

FSLIC has not included any estimate for funding institution failures 
within the 1988 to 1998 time frame beyond those which were already 
insolvent as of December 31,1987. Our estimate of FSLIC losses has 
already included an amount for resolving the problems of the more 
troubled low net worth institutions-72 that had lost money 2 years in a 
row. We also believe it is reasonable, in developing funding estimates, to 
plan for some additillnallosses from the 2,570 remaining institutions 
insured by FSLIC, 363 of which have less than 3 percent GAAP net worth. 
Although we have no empirical basis for estimating such losses, we have 
included $5 billion in our funding estimate to formally recognize the 
potential for losses from these institutions. Losses could easily become 
larger than this estimate should a recession or periods of high interest 
rates occur or if no improvements are made in the ability of the deposit 
insurance system to manage its exposure to possible losses. These 
improvements, which have particular relevance for the 363 low net 
worth institutions that had $220 billion in assets, are discussed in chap­
ter 5. 

In addition to the amounts needed to cover losses, FSLIC will also need to 
build reserves if it is to return to financial health. The FSLIC projection 
makes no provision for this. To estimate the reserve amount, we have 
applied a factor of 1.1 percent of projected thrift industry insured 
deposits as of 1998. This percentage is consistent with the standard for 
minimum insurance fund reserves contained in deposit insurance legisla­
tion. The estimate of the level of insured deposits is based on (1) FSLIC'S 

assumptions about deposit growth21 and (2) an assumption that the cur­
rent ratio of insured deposits to total deposits (about 92 percent) will be 
maintained over the decade. The result is the need for $20 billion to 
rebuild reserves to the target level. 

In the last quarter of 1988, FSLIC acted on a total of 101 cases at a total 
cost to the fund (in present value terms) of $19 billion. Most of this 
flurry of activity represented assisted merger deals, which are described 

21 If FSLIC's projected deposit growth rate is not realized, the amount of reserves needed (calculated 
as a percent of deposits) would be reduced. However, as noted above, the lower growth rate would 
also translate into lower premium income. The need for revenue to replace projected premium income 
would more than offset the savings that would be associated with a lower reserve requirement. 
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more fully in chapter 4. In total in 1988, FSUC acted on 223 institutions 
at a total cost to the fund (on a present value basis) of $38.6 billion. 
FSLIC activity during 1988 is summarized in table 2.5. 

Dollars in billions 

FSLlC's 
Estimated 
costs on a 

Number of present Cost of 
Categories of Thrifts thrifts Assets value basis assets 
Institutions acted on 1/1/88 . 

9/30/88: 

Insolvent at 12/31/87 115 $29.4 

Other institutions 7 2.6 

Total 122 $31.9 $19.7 61.5% 

Institutions acted on 10/1/88-
12/31/88: 

Insolvent at 9/30/88 94 41.1 

Other institutions except for 
American S&L 6 7.1 

Subtotal 100 $48.2 $17.3 35.9% 

American S&L (Financial 
Corp of America) 1 30.1 1.7 5.6% 

Total 101 $78.3 $19.0 24.3% 

Grand Total 223 $110.2 $38.6 35.0% 

Sources: Preliminary analysis by GAO based on FHLBB data and Thrift Financial Reports. 

As of December 31, 1988, we estimate that there were still at least 338 
insolvent thrifts with about $100 billion in assets whose cases need to be 
resolved. However, the number of insolvent institutions that FSLIC must 
resolve is a moving target. Our estimate is probably understated because 
it does not include institutions that may have become insolvent during 
the last quarter of the year. A summary of the number of insolvent 
thrifts at selected points from December 31,1987, to December 31,1988, 
is shown in table 2.6. 
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Table 2.6: Insolvent Thrifts at Different 
Times: December 31, 1987 to December 
31,1988 

Chapter 2 
Outlook for FSLIC 

Dollars in billions 
Time 
December 31, 1987 
September 30, 1988 

less: FSLlC 4th quarter actions involving 
institutions that were insolvent at 9/ 
30/88 

December 31, 19883 

Number of Thrifts 

505 
432 

94 
338 

aAssumes no new insolvent institutions during the 4th quarter of 1988. 
Sources: Preliminary analysis by GAO based on FHLBB data and Thrift Financial Reports. 

Assets 
$140.3 
$138.2 

41.1 
$97.1 

Earlier in the chapter we estimated FSLIC'S additional needs for insur­
ance expenses at $60 billion - $50 billion for insurance losses and $10 
billion for interest. As a result of the activity that occurred in 1988, it is 
useful to divide the $60 billion another way. Part of the $60 billion is 
needed to pay for unfunded costs of activity taken in 1988. The other 
part is needed to resolve the remaining insolvent institutions. 

In the 223 cases that were acted on in 1988, we estimate that FSLIC will 
need a total of about $60 billion through 1998 to pay for all of the 
expenses associated with those actions. Those expenses include repay­
ment of principal on notes, interest payments, and payment of all guar­
antees that are required to fully resolve the cases under the deals that 
have been made. However as things stand now, FSLIC will only have 
about $34 billion in revenue from regular and special premiums and 
from the remainder of the borrowing through FICO. The result is that we 
estimate FSLIC will need another $26 billion to pay for the costs that can­
not be funded from FSLIC'S basic revenue sources. Table 2.7 summarizes 
our estimate of FSLIC'S need for funds if it is to pay for all of the costs of 
its 1988 actions by the end of 1998. 

Page 41 GAO/GGD-89-47 Solutions to Thrift Problems 



Table 2.7: Estimated Funding Shortfall 
for FSLlC Actions Taken in 1988 

Summary 

Chapter 2 
Outlook for FSLIC 

Dollars in billions 

Category 
Total funds needed Southwest plan deals 

Other case resolutions 

Total 

Total funds available (Deduct) 

Funding shortfall 

aAssumes that all obligations are paid for by 1998. 

Present Value Cost 
to FSLIC 

$24.6 

14.0 
38.6 

Cost to FSLlC 
Through 1988 on 

Cash Basis a 

15.8C 

60.0 
34.0d 

$26.0 

bThe major components are principal payments on notes ($9.2 billion), interest on notes ($8.6 billion), 
capital loss coverage ($15.6 billion) and yield subsidy payments ($10.9) billion). These deals are 
explained in more detail in chapter 4. 

CGAO estimate. 

dCalculated from table 2.3. The amount ($35.1 billion) shown in that Table for funds available to pay case 
resolution expenses has been reduced by about $1 billion to pay additional interest expenses on FICO 
borrowing, which is expected to occur at a faster pace than was assumed in FSLlC's July 1988 cash 
flow projection. 
Source: FHLBB and preliminary GAO estimates. 

Our overall estimate of FSLIC'S need for additional funds to pay for insur­
ance losses and interest is $60 billion, and we have just shown that $26 
billion wHl be needed to pay for actions already taken in 1988. This 
leaves an estimated $34 billion to pay for insurance losses and financing 
costs associated with resolving the remaining 338 insolvent institutions. 

We are by no means sure that this will be enough money to resolve the 
rest of the insolvent thrifts, but at this time we have no basis for revis­
ing this estimate. If insurance losses in the remaining cases turn out to 
be lower than those incurred in 1988, the $34 billion could prove to be 
sufficient. There are, however, two factors that could well push the cost 
estimate higher. One is that additional problem institutions are likely to 
become insolvent in the near future. As of September 30, 1988, there 
were 154 thrifts with $166 billion in assets that were solvent on a GAAP 

basis but which already had negative tangible net worth. In addition, 
cash needs will increase if FSLIC continues to resolve cases with deals 
that involve notes and guarantees and little up-front cash. 

Our estimate that FSLIC needs at least an additional $85 billion to pay for 
insurance losses and restore adequate reserves is summarized in table 
2.8. Our estimate assumes that approximately $50 billion will be needed 
by 1991. With this funding, a significant proportion of the insurance 

Page 42 GAO/GGD-89-47 Solutions to Thrift Problems 



Table 2.8: Summary of Estimated Funds 
Needed by FSLlC Through 1998 in 
Excess of Those Anticipated in FSLlC's 
July 7,1988, Projection 

Conclusion 

Chapter 2 
Outlook for FSLIC 

losses can be paid with cash, which will reduce the ultimate cost to the 
government. 

Dollars in billions 

Category 
Unfunded Resolution Costs From 1988 Actions 

Amount 
$26 

Amount Needed for Remaining Insolvent Cases 34 

Amount Needed for Future Losses 5 -----------------------------.------------------------------
Amount Needed for Adequate Reserve 20 

Total $85 

If there were a dramatic turnaround in the regional economies in which 
many problem thrifts are located, the amount of money required by 
FSLIC could conceivably turn out to be less than the $85 billion we have 
estimated. However, we believe that on balance, it is likely that more 
than the $85 billion may be needed. For example, more than $85 billion 
will be needed if 

• The growth of deposits in the thrift industry slows down. 
• Interest rates in the economy increase. 
• A recession or additional regional economic problems occur. 
• Average loss ratios incurred are higher than those used in our cost esti­

mates. (Our cost estimates, based largely on FSLIC'S actual experience, 
make no explicit adjustment for continued losses until cases can be 
resolved.) 

• Additional insolvencies occur. 
• More deals are made that rely heavily on notes and guarantees to defer 

cash outlays. 

If FSLIC is to return to financial soundness, it will need funds to pay for 
actions it has already taken, resolve its current backlog of problem 
thrifts, pay for the additional interest expense associated with financing 
its case resolution operations, and establish adequate insurance fund 
reserves. On the basis of FSLIC'S projection of its available resources over 
the next 11 years, we estimate that FSLIC faces a funding shortfall of at 
least $85 billion. This estimate assumes that permanent action is taken 
to resolve insolvent cases by the end of 1991. 
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Agency Comments and 
Our Evaluation 

Chapter 2 
Outlook for FSLIC 

NCUA, FDIC, and FHLBB discussed our estimate of the size of FSLIC'S fund­
ing need in their comment letters. NCUA said that our study parallels its 
research that substantial funding must be provided to resolve what it 
termed as "this massive problem in the S&L industry." 

FDIC generally agreed with our estimate of the cost of resolving the S&L 
industry's problems and with our conclusion that the size of the problem 
is well beyond FSLIC'S available resources. FDIC agreed that it may be 
appropriate to use FDIC'S 80 percent loss to asset ratio in estimating S&L 
failure costs but asked that we clarify our explanation of the 30 percent 
loss rate since it applies to resolving bank failures having less than $500 
million in assets. (FDIC'S loss ratio in resolving larger bank failures has 
been about 10 percent.) We revised the notes in Table 2.4 and amended 
the explanation of our method for estimating FSLIC'S potential losses 
(pages 35 and 36) to clarify the meaning of FDIC'S 30 percent loss rate. 
We also explained on page 36 why, in our judgment, FDIC'S 30 percent 
loss experience is relevent for estimating potential FSLIC losses. 

FHLBB concurred with our view that FSLIC will require more funds than 
are anticipated over the next 10 years noting that it has made cash-flow 
projections showing a need to extend the special assessment for at least 
30 years, even though it recognizes that such an extension is not realis­
tic. FHLBB said it was premature to comment directly on our $85 billion 
estimate because the cost of resolving remaining problems is currently 
under reassessment. 
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Chapter 3 

Why FSLIC's Problems Should Be Resolved as 
Soon as Possible 

The Problem Is 
Getting Worse 

The additional money FSLIC needs over the next 10 years to close insol­
vent institutions and to establish adequate reserves-at least $85 bil­
lion-is quite large. With so many other problems facing the country, 
the question arises as to how important it is to deal with FSLIC now. Is 
there not some prospect that insolvent institutions can cure themselves? 
Why not work within the constraints of FSLIC'S revenue stream to 
resolve cases even if it means that many years must pass before the 
problem is finally resolved? What are the risks of not moving quickly? 

FSLIC thus far has been able to function on the basis of ad hoc changes in 
operating procedures and in funding sources. As with some of the insol­
vent thrifts it insures, FSLIC appears to have the ability to operate so 
long as people remain confident that the federal government stands 
behind it. There are, however, a number of compelling reasons for mov­
ing as quickly as possible to do more than the minimum necessary to 
keep FSLIC operating from year to year. 

• The problem is getting worse. 
• A swiftly implemented comprehensive approach can save money and 

minimize the impact on the budget deficit. 
• FSLIC'S insolvency is damaging the U.S. financial system. 
• Failure to deal quickly and effectively with Ii'SLIC'S problems may make 

it harder to ensure the soundness of FDIC. 

The losses insolvent and undercapitalized thrift institutions experienced 
in 1987 and 1988 represent a continuation of the industry's deteriora­
tion that has been occurring since the early 1980s. In 1987, total losses 
in insolvent and low net worth thrifts were accumulating at a rate of 
about $27 million per day. In the first quarter of 1988, these losses accu­
mulated at a rate of about $50 million per day. The industry as a whole 
lost $9.4 billion in the first three quarters of 1988. 

There are more reasons to believe that losses will continue as long as 
most insolvent thrifts remain open than there are reasons to believe that 
they will stop. Some of the losses reported each quarter do not affect 
FSLIC'S eventual resolution costs because they simply represent belated 
recognition of losses that were incurred in the past. However, operating 
losses, which reflect both the lack of interest income on bad loans and 
cost factors, represent a dollar for dollar reduction in thrifts' net worth 
and an increase in FSLIC'S cost of resolutions. 
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Chapter 3 
Why FSLIC's Problems Should Be Resolved as 
Soon as Possible 

In addition, the reasons for current losses in insolvent thrifts are differ­
ent from those of the early 1980s, when most thrift institutions were 
unprofitable because of the consequences of their exposure to interest­
rate risk I In that instance, when interest rates fell most of these institu­
tions once again became profitable. 

Now, the basic issue facing insolvent thrifts is one of asset quality. Even 
if there is some recovery in depressed sectors of the economy, it does not 
follow that problem assets will become performing ones. For example, it 
may take a long time for property values to return to their former levels 
even if economic measures such as the unemployment rate show signs of 
recovery. Also, interest rates could rise in the future, which would only 
accelerate the deterioration in already insolvent institutions.2 Should a 
recession occur, this too would lead to further deterioration. Thus, a 
strategy that hopes for FSLIC recovery based on improvements in the 
economy risks greatly aggravating a problem that has already grown to 
serious proportions. 

One of the strongest factors portending a worsening of the FSLIC situa­
tion is the harmful incentive at work in the current environment within 
which insured institutions operate. As noted in chapter 2, poorly capi­
talized and insolvent institutions have an incentive to take on additional 
risks because if the risks payoff, the owners win, while if the risk tak­
ing fails, the insurance fund pays most of the losses. FSLIC itself has 
added to the incentive problem because, on the one hand, it does not 
have the funds to effectively resolve all troubled institutions; and, on 
the other, as discussed in chapter 4 some institutions it has resolved 
through merger actions have not been adequately capitalized. FHLBB has, 
however, adopted regulations intended to permit little or no growth in 
the size of troubled or insolvent institutions. 

I Interest rate risk here refers to the way changes in rates of interest affect the interest earnings and 
interest expenses of a thrift or any other financial institution. In the thrift situation referred to, most 
thrift money was invested in fixed-rate, long-term mortgages. However, most thrift deposits were in 
short-term or passbook savings accounts that could be withdrawn by the depositor. To retain these 
deposits, thrifts had to pay rates of interest higher than they were earning on their fixed-rate assets, 
and consequently the thrifts lost money. 

2Rising interest rates would tend to increase the eventual resolution cost of problem thrifts by 
decreasing the value of the long-term, fixed-rate mortgage assets held by such institutions. While 
thrifts have proportionately reduced their holdings of all mortgage-related assets and increased their 
holdings of adjustable rate mortgages (ARM), fixed-rate mortgage assets still continue to dominate 
thrift portfolios. A rising interest rate environment could be expected to exacerbate problem thrift 
operating losses, reactivate interest rate spread problems, and create a slowdown in the housing mar­
ket. (Interest rate spread is the difference between: (1) the interest earned on mortgages and other 
loans and investments, and (2) the interest thrifts must pay to obtain deposits and funds from other 
sources.) Operating expenses and return on capital must, for the most part, be financed out of the 
spread. 
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A Comprehensive 
Approach to the 
FSLIC Problem Can 
Save Money and 
Minimize the Impact 
on the Budget Deficit 

FSLIC's Insolvency Is 
Damaging the U.S. 
Financial System 

Chapter 3 
Why FSLIC's Problems Should Be Resolved as 
Soon as Possible 

Although much of the uncertainty associated with the ultimate cost of 
resolving the FSLIC situation results from lack of good information about 
the true condition of problem institutions, ultimate costs also depend on 
policy decisions. As we have just mentioned, prompt action to fully 
resolve cases saves money by reducing the time available for insolvent 
institutions to generate additional operating losses and take new risks. 
Strict regulatory and supervisory controls over these institutions until 
their cases can be resolved can also serve to reduce operating losses and 
reduce opportunities for risk taking. 

The need for prompt action to reduce insurance losses extends beyond 
the institutions that already are insolvent. At the end of 1987, there 
were about $255 billion of assets in thrifts that were barely solvent. 
Potential losses in this group must be curtailed if the cost of resolving 
the FSLIC situation is to be contained. Prompt case resolution, which 
requires adequate funding, will put pressure on institutions that are 
thinly capitalized and in danger of failing, but capable of surviving, to 
make an all-out effort to seek private capital. However, strict oversight 
and supervision is also needed to contain future losses among thinly 
capitalized institutions. 

FSLIC'S receipts and outlays are included in the U.S. government's 
budget. The costs FSLIC must sooner or later incur to resolve the cases of 
insolvent institutions will, therefore, eventually affect the budget defi­
cit. By developing a comprehensive approach to the problem, FSLIC'S 
impact on the deficit can be minimized by heading off future growth of 
the problem, by finding lower cost solutions, and by making provisions 
for revenue sources. A comprehensive approach will also result in better 
projections of future budget impacts and, therefore, contribute to better 
budget control. Currently, projection of future budget outlays associated 
with the FSLIC problem are highly uncertain and open-ended. 

FSLIC'S insolvency damages the U.S. financial system in a number of 
ways. 

• Confidence in the thrift industry and perhaps in the whole U.S. financial 
sector is at risk. 

We pointed out in chapter 2 that FSLIC anticipated operating throughout 
the next decade with a small cash balance, but that its cash needs were 
not entirely in its control. If the financing arrangements under which 
FSLIC is carrying out its functions led a significant portion of the public 
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Chapter 3 
Why FSUC's Problems Should Be Resolved as 
Soon as Possible 

to doubt that FSLIC would be able to maintain its liquidity, a crisis could 
occur in the thrift industry.a If the crisis were not dealt with promptly, 
confidence in other financial institutions and markets could also be lost. 
In addition, allowing so many insolvent and severely undercapitalized 
institutions that FSLIC cannot close, but whose condition would further 
deteriorate with higher interest rates, to continue to operate jeopardizes 
confidence in the ability of monetary policy to act to achieve objectives 
such as controlling inflation. 

• FSLIC'S insolvency damages the economy by permitting inappropriate 
lending and investment decisions. 

As noted above, with FSLIC insolvent and unable to close insolvent insti­
tutions, managers and owners of insolvent and weak institutions have 
an incentive to undertake risky but potentially highly profitable busi­
ness strategies. Such behavior distorts the function of capital markets 
because the costs of risk bearing are not borne by those taking the risks. 
This interferes with the risk/return trade-off and results in an 
uneconomical allocation of investable funds in the economy. 

• FSLIC'S insolvency raises the cost of funds for all depository institutions. 

The evidence suggests that insolvent and poorly capitalized thrifts have 
paid more than generally prevailing rates for deposits, especially in 
Texas.4 This not only causes a misallocation of funds to risky institu­
tions, but, to remain competitive, marginally healthy as well as healthy 
thrifts also have to offer higher rates, which increases their operating 
costs. This contributes to a weakening of the entire industry. 

:JThis was amply illustrated in the 1985 Ohio thrift crisis. The failure of a small government securities 
firm in Florida brought down Ohio thrifts with which it had financial dealings. This, in turn, helped 
create runs on thrifts in Ohio that were not insured by FSLIC. FSUC is by no means in the same 
situation as a private insurance fund insuring state-chaltered thrifts. But the combination of borrow­
ing, notes, and guarantees FSLIC is using to meet its demands could lead fearful market participants 
to take actions that could disrupt market stability. 

·'See Donald J. Bisenius, An Analysis of the Proposed Capital Requirements for Thrift Institutions, 
Staff Study, Federal Home Loan Bank Board, Office of Policy and Economic Research August 15, 
1986, pp. 66-68. According to Mr. Bert Ely, of Ely and Company, Inc., in testimony before the House 
Committee on Banking, Finance and Urban Affairs on May 19, 1988, federally insured thrift deposits 
outside of Texas grew 56 percent nationwide between 1982 and 1987. In Texas, deposit growth was 
148 percent. 
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Failure to Deal 
Effectively With 
FSLIC Problems May 
Make It Harder to 
Ensure the Soundness 
of FDIC 

Chapter 3 
Why FSLIC's Problems Should Be Resolved as 
Soon as Possible 

How FSLIC'S problems are handled may have consequences for FDIC. 
Although FDIC'S problems are not as severe as FSLIC'S, it too faces poten­
tially large demands. We noted in chapter 1 that, as a result of recent 
losses, FDIC'S reserves in relation to deposits are at their lowest point in 
years and that more losses can be expected. FDIC officials have indicated 
that FDIC'S reserves are likely to decline in 1988, after which they expect 
the condition of the fund to improve. 

Our analysis of the outlook for FDIC suggests, however, that FDIC may 
have a difficult time maintaining adequate reserves over the next sev­
eral years. Even if FDIC'S view that its reserves will start to increase in 
1989 proves correct, insurance losses in the years 1990 through 1992 
would have to be extremely small in relation to experience over the past 
5 years if FDIC is to bring its reserves up to the existing legislative stand­
ard of 1.1 percent of insured deposits by 1992. (See app. II.) 

The way the F8LIC insolvency is handled may set a dangerous precedent 
for how the problems of insolvent and undercapitalized FDIC-insured 
banks are handled, thus weakening the regulatory process. An overrid­
ing policy choice that must be faced is whether to let bad regulatory 
practices in areas such as lack of enforcement of capital standards, clo­
sure policy, and the like become the standard for depository institutions, 
or whether to attempt to set a high standard for risk management that 
will eliminate the perpetuation of mistakes made in the past. 

In this regard, we are particularly concerned about the growth in the 
number of weakly capitalized commercial banks-banks with less than 
3 percent capital on a GAAP basis. (See table 3.1.) Many of these weakly 
capitalized banking institutions are operating under an explicit program 
of capital forbearance (Le., relaxation of enforcement of capital stan­
dards) in the hope that their plans for restoring capital to adequate 
levels will prove successful. n.1i 

nIn its January 10, 1989 comments on our draft report, FDIC said that there are currently 129 banks 
in its capital forbearance program and 31 banks that FDIC, as required by law, is allowing to defer 
losses on agricultural loans. FDIC noted that as of November 1988, 18 percent of the state banks 
admitted to its program have been closed or had their forbearance eliminated, while 10 percent 
improved or were merged with another institution. 

liUnder the risk-based capital guidelines that are being developed for banks, equity capital will have 
to be 4 percent of weighted assets, with weights based on credit risks of different asset categories. 
Total capital will have to be 8 percent. Banks are to achieve this goal by 1f1H2. 
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Table 3.1: Insolvent and Weak 
Commercial Banks: 1980 Through June 
30,1988 

Conclusion 

Chapter 3 
Why FSLIC's Problems Should Be Resolved as 
Soon as Possible 

Dollars in millions 
Number of 

insolvent 
Yeara banksb 

1980 1 
1981 2 
1982 5 
1983 14 
1984 8 
1985 25 
1986 58 
1987 66 
1988 
(June 30)d 80 

Assets in 
insolvent 

banks 
$17 

37 
179 

3,249 
250 

1,379 
2,588 
8,772 

25,129 

Source: FDIC's consolidated reports of condition and income. 
alnformation is as of December 31 for each year except 1988. 

bAn insolvent bank has negative GAAP capital. 

Number of 
weak banksc 

14 
21 
43 
74 
68 

110 
203 
250 

231 

cA weak bank has a GAAP capital to asset ratio between 0 and 3 percent. 

Assets in weak 
banks 
$1,669 
4,054 
4,235 
5,445 
7,098 
8,432 

19,235 
114,728 

92,864 

din its comment letter, FDIC said there were 90 insolvent banks as of mid-year 1988. FDIC's figure is 
higher than ours because FDIC has been able to update its data base for banks that completed their 
June 30 reports after FDIC provided us the computerized data. FDIC also noted in its comment letter 
that 70 of the 90 institutions were either closed or merged out of existence In the second half of 1988, 
gained solvency durillg the third quarter, or have assistance proposals currently pending. 

The message of this chapter is a simple one. It will be less expensive in 
the long run and better for the financial system as a whole if FSLIC can 
be restored to financial health as soon as possible. 

To restore FSLIC to a sound financial footing, which includes ensuring to 
the greatest extent possible that the mistakes of the past are not 
repeated, three sets of outcomes must be realized: 

• The manner in which insolvent thrift institutions are resolved must be 
changed. 

• Risks that are underwritten by the insurance funds must be better man­
aged than they have been in the past. 

• The money to fully resolve insolvent institutions must be provided. 

The manner in which we believe these outcomes can best be achieved is 
discussed in the next three chapters. The relationship of a merger of the 
funds to the efficacy of actions needed to achieve the outcomes is dis­
cussed in chapter 7. 
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Agency Conunents and 
Our Evaluation 

Chapter 3 
WIly FSLIC's Problems Should Be Resolved as 
Soon as Possible 

FDIC and NCVA provided comments relevant to this chapter. Both agreed 
that it was important to resolve insolvencies as soon as possible. FDIC 

also told us that there were 90 insolvent banks as of mid-year 1988 (ver­
sus our preliminary figure of 48 shown in the draft report), and FDIC 

also discussed actions taken on these institutions during the second half 
of 1988. FDIC said 70 of the 90 insolvent banks were either liquidated or 
merged out of existence, returned to solvency, or have assistance plans 
pending. FDIC noted that it anticipates that all of the remaining insolvent 
institutions will be closed, recapitalized, or otherwise resolved within 
the ensuing months. 

In response to FDIC'S comments we reviewed and revised our June 30, 
1988, statistics on insolvent and weak banks in table 3.1 (and table 11.3) 
and included an explanation of FDIC actions in a note to the tables.7 The 
revision results in a somewhat higher number of both insolvent and 
weak banks maintaining the validity of our concern that nearly 4 per­
cent of banking industry assets were in insolvent or weak banks as of 
June 30, 1988. (See app. II, table 11.3 for this computation.) 

In response to our concern about the number of weak banks, FDIC also 
provided data on its forbearance program explaining how it requires 
institutions to be both solvent and viable to qualify for the program and 
how institutions are removed from the program if they fail to adhere to 
their recapitalization plan. Because we have not recently evaluated 
FDIC'S forbearance program, we have no basis to question FDIC'S explana­
tion of program operations. We included FDIC'S statistics on forbearance 
activity in a footnote to our discussion of weak banks on page 49. 

7 As explained in the notes to table 3.1, figures in our data base still differ slightly from FDIC's 
because of information missing at the time FDIC provided us with the computerized data, but which 
was subsequently available to FDIC. 
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Chapt=e~r~4~ ____________________________________________________________________ __ 

Procedures for Resolving Insolvent Thrifts as 
Quickly as Possible 

Concerns Over FSLIC's 
Approach 

In the last chapter, we emphasized the importance of dealing with insol­
vent thrifts as quickly as possible. The costs and damage from moving 
slowly are too high. While FSLIC has dealt with a large number of insol­
vent institutions recently, we are concerned that FSLIC is trying to 
resolve cases through assisted merger agreements even when this is not 
the most appropriate solution. We also believe FSLIC needs to implement 
an alternative case resolution approach that allows it to quickly take 
control of insolvent institutions even before final resolutions are decided 
upon. 

The FSLIC strategy is to use assisted mergers as a means for resolving as 
many problem thrift cases as possible with the limited funds available. 
FSLIC'S July 1988 cash flow projection anticipated that about three­
fourths of its case resolution expenditures through fiscal year 1998 will 
be incurred in merger actions. In 1988, assisted mergers accounted for 
about 90 percent of the costs incurred in acting on problem cases. l 

FSLIC analyses show that mergers are often less costly than liquidations, 
and FHLBB officials believe mergers are not as disruptive to the market 
because creditors and depositors are less affected by a merger than by a 
liquidation. We agree that well-designed mergers can be an important 
part of a strategy for resolving insolvent thrifts. However,FSLIc's esti­
mates of its merger costs for many individual institutions are now 
approaching FSLIC'S estimated liquidation costs for those same institu­
tions. Also, lost tax revenues, uncertainties regarding the ultimate cost 
of mergers to the fund, and technical features of FSLIC'S cost analyses 
may distort the calculations by understating the cost of mergers to the 
government. 

The convergence of FSLIC'S estimated merger and liquidation costs is 
shown in table 4.1. For those institutions that were merged, this. table 
shows (1) the present value loss booked by FSLIC as a percent of total 
assets of the insolvent institutions that were merged and (2) FSLIC'S esti­
mated present value cost of liquidation as a percent of total assets of the 
same insolvent institutions.2 

lCosts are calculated on a present value basis. Merger costs include stablization cases which are simi­
lar to assisted mergers but require further case resolution action. 

2It should be noted that this table only deals with FSLIC merger actions (including 18 stabilization 
cases) and does not compare the estimated average cost of all FSLIC liquidations with the estimated 
average cost of all mergers. 
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Table 4.1: FSLlC Merger Actions: 
Average Estimated Merger Cost Booked 
by FSLlC and FSLlC's Average 
Estimated Cost of Liquidating Those 
Merged Thrifts (1985-1988) 

Chapter 4 
Procedures for Resolving Insolvent Thrifts as 
Quickly as Possible 

Year 
1985 
1986 
1987 
1988 (through September 30)C 

(Cost expressed as percent of the 
assets in cases acted on dur.ing the 

year)a 

Merger cost 
7.0% 
5.5 

27.6 
59.0 

Estimated 
Liquidated 

Cost 
19.4% 
9.5 

33.1 
66.4 

aAs noted in the text, in our opinion FSLlC's calculations on balance tend to understate the potential 
costs of merger to the federal government. 

bFigures are a weighted average computed by summing the total present dollar value of estimated 
liquidation costs (or estimated merger costs) for thrifts that were merged during the time period and 
dividing by total assets as shown on the thrifts' most recent financial statements prior to merger. 

clncludes stabilization actions. Excluding stabilizations, the percentages are 45.5% estimated merger 
costs and 54.9% for estimated liquidation cost. 

Source: Federal Home Loan Bank Board. 

Figure 4.1, based on the data in table 4.1, shows that estimated merger 
costs are approaching estimated liquidation costs. In 1988, for mergers 
conducted through September 30, FSLIC calculated that its merger agree­
ments would cost on average 89 percent as much as liquidating those 
institutions.:! 

:!Excluding stabilization actions, merger agreements were estimated to cost 83 percent as much as 
liquidating those institutions. 
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Note: This chart is based on percentages contained in table 4.1. 

When FSLIC is deciding how to resolve an insolvent thrift, it estimates on 
a present value basis how much it would cost to liquidate the thrift and 
compares it with the estimated cost of merging it, given the bides) on 
hand. There is a considerable element of uncertainty in both calcula­
tions. For example, when the decision is made, the actual market values 
of the thrift's assets are not known. There are some differences in the 
calculation of liquidation versus merger costs that, in our opinion, on 
balance tend to understate the potential costs of merger to the federal 
government. 

One of these considerations is tax losses. Profitable institutions acquire 
an unprofitable thrift in part because they can use certain losses in the 
acquired institutions to reduce their federal tax liability. In addition, 
FSLIC assistance is tax free for deals arranged by December 31, 1988. The 
overall tax benefits to the acquirer are reduced for resolution transac­
tions occurring after December 31, 1988. FSLIC generally reduces the 
amount of FSLIC assistance to take account of some or all of the 
acquirer's tax benefits. From FSLIC'S standpoint, it makes sense not to 
count the acquirer's tax benefits as a cos.t to FSLIC of the merger when 
comparing that cost with the cost of a liquidation. However, from the 
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point of view of the U.S. Treasury, all tax benefits including those used 
to reduce FSLIC'S cost of merger calculations, represent lost revenue and 
therefore a real cost to the government. 

Uncertainties associated with the merger agreements may also increase 
their cost as time goes on. For example, because of the capital loss and 
yield indemnification guarantees FSLIC has provided in recent mergers, it 
remains exposed to capital and operating losses on nonperforming assets 
in the merged institutions. Clearly, in a liquidation, FSLIC also is exposed 
to fluctuations in the value of nonperforming loans or their underlying 
collateral, but in that situation FSLIC maintains control of the liquidation 
process to maximize its return. In the case of assisted mergers in which 
nonperforming assets are transferred to the acquiring institution, FSLIC 
does not maintain the same degree of control over the liquidation of 
such assets. We question whether the yield maintenance and capital loss 
indemnification agreements offer sufficient assurance that the acquiring 
institution will behave in the best interest of FSLIC. 

In addition, some institutions being created by FSLIc-assisted mergers are 
the result of merging two or more insolvent thrifts to create a thrift that 
is thinly capitalized. In other cases, ownership capital contributed by 
outside private investors has been below the capital adequacy standard 
for the industry. FSLIC estimates the viability of a potential acquisition 
over the next 5 to 10 years on the basis of the business plan submitted 
and information in the bid proposal. The viability assessment takes into 
account FSLIC assistance that would be provided. FSLIC does not expect 
the acquiring institution to be profitable initially. FSLIC expects to see 
evidence that a movement toward profitability (i.e., a reduction in nega­
tive net income) can be anticipated over the ensuing 5- to lO-year 
period. 

We believe it is reasonable to expect that some of the resulting institu­
tions may require further assistance-or liquidation-in the future, 
unless they become truly profitable. Because of their larger size, the new 
thrifts may be even harder to deal with if failure does occur. This poten­
tial for additicnal assistance cost, which does not exist when liquidation 
is used, is not taken into account when comparing the costs of liquida­
tion and merger. 

Finally, technical factors also may make FSLIC'S deals less advantageous 
to the government. 
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• In estimating the present value cost of mergers and liquidations, FSLIC 
uses the FICO borrowing rate. If an adequate financing plan were availa­
ble, it would be more appropriate to use the lower Treasury borrowing 
rate. This adjustment would tend to increase the relative cost of 
mergers. 

• The costs of FSLIC'S merger agreements have been compared with the 
most costly liquidation alternative-outright liquidation of all institu­
tions included in the deals. With adequate funding, other alternatives 
for resolving the cases at lower cost to the government could be 
considered. 

The first transaction under FSLIC'S Southwest Plan, involving Coastal 
Savings, illustrates how small the difference between estimated merger 
and liquidation costs has been recently. The acquisition of four troubled 
thrifts by Coastal raised its assets from about $70 million to $540 mil­
lion. FSLIC estimated this acquisition would cost the fund $146 million. 
FSLIC estimated that this cost represented a savings of about 6 percent 
over the cost of a liquidation. However, FSLIC continues to bear the risk 
of less favorable outcomes if Coastal is unable to profitably manage its 
new assets and become a viable institution, independent of FSLIC 
assistance. 

In addition to cost consideration, we have concerns about many of the 
assisted merger agreements that FSLIC has used to act on cases in 1988. 

• The institutions resulting from the assisted mergers are heavily subsi­
dized by FSLIC, and they are competing with healthy nonassisted deposi­
tory institutions at a cost advantage. 

• FSLIC faces a huge task in effectively administering these complex 
agreements. 

We have begun work to assess in detail the merger and other resolutions 
of specific insolvent thrifts that have occurred. This work will examine 
the risks to FSLIC and any controls it plans to utilize. 

With the cost of mergers now approaching that of liquidation for many 
institutions, the desirability has increased for finding other ways to con­
trol costs. It would be unfortunate if the rate at which FSLIC is able to 
resolve cases continues to be largely dependent on FSLIC'S ability to exe­
cute merger arrangements such as those described above. 
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A key to expeditiously resolving cases, while at the same time minimiz­
ing FSLIC'S costs, is first to be sure there is enough money in the insur­
ance fund to take the most appropriate action. With the money 
available, a process could then be applied in which FSLIC moves as soon 
as possible to resolve insolvent institutions. We think that this can best 
be done by having the government take control of all insolvent institu­
tions. These institutions can then be adequately valued and liquidated or 
merged while additional economic cost is minimized. In accordance with 
the cost estimates discussed in chapter 2, we think it likely that case 
resolution decisions could be completed by the end of 1991. 

Under this arrangement, the government would place the thrifts into 
receivership whenever necessary, remove directors, replace manage­
ment, and sharply curtail the institutions' activities. The institutions 
would continue to provide certain services, but strictly as a convenience 
to their existing customers until such time as a decision is made to reha­
bilitate, merge, or liquidate them. Managers assigned to such institutions 
would concentrate on account servicing and evaluation of, and recovery 
on, assets. The institutions would shrink in size and be able to perform 
only specified functions to prevent risk taking, with all investment being 
restricted to government securities and other high-quality assets. 

One of the principal problems with FSLIC'S current approach to resolu­
tion is that, at the time mergers are accomplished, complete information 
on the financial condition of the institution is often not available. For 
this reason, FSLIC issues guarantees on broad asset categories to cover 
unknown losses. One of the advantages of FSLIC taking control is that it 
would allow time to make a better determination of what the losses in 
institutions might be, while not allowing management practices that per­
mitted the institutions' insolvency to continue. Under this arrangement, 
the reliability of the decisions to rehabilitate, merge, or liquidate institu­
tions, and the resulting cost estimates, would be more certain. 

The deposit insurance system already provides several mechanisms for 
the deposit insurance agencies to use in taking control of failed institu­
tions. One is in the thrift industry. For several years, FHLBB has placed 
selected thrifts into what it calls the Management Consignment Program 
(MCP). These thrifts have been placed into receivership or conservator­
ship and the boards of directors and management removed. It expects 
the new officials of the MCP to draw up business plans to keep the insti­
tutions from deteriorating further and, if possible, to rehabilitate them 
or make them more attractive to prospective purchasers. As of July 31, 
1988, a total of 83 institutions at one time or other had been assigned to 
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this program, and 56 were in the program at that date. Of the 27 MCP 

institutions that were no longer in the program, 17 were liquidated and 
10 were merged with or acquired by another institution. 

FDIC provides three methods for insurance fund control of failing or 
failed institutions. The least stringent of these is open bank assistance. 
In this approach, exemplified by the 1984 rescue of the Continental Illi­
nois National Bank and Trust Company, FDIC exacts changes in the com­
position of the board of directors and in top management in return for 
providing assistance. The Competitive Equality Banking Act of 1987 
authorized FDIC to establish another mechanism, termed bridge banks, 
under which an institution placed in receivership is given a temporary 
charter. In these instances, FDIC replaces directors and top management 
of the bank until the case is resolved. FDIC recently used a bridge bank in 
a Texas case. Finally, FDIC can also establish what are called Deposit 
Insurance National Banks (DINB). DINBS are used to keep failed banks 
open on a very restricted basis for up to 2 years until the institutions 
can be recapitalized and sold or liquidated on an orderly basis. 

Of the various mechanisms, the DINB mechanism seems most appropriate 
for dealing with many of the insolvent thrifts, although some of the DINB 

restrictions, such as the 2-year limit, may need to be modified. The other 
approaches are more open ended and allow what are essentially nation­
alized institutions to seek new deposits, make new loans, and otherwise 
compete in providing the full range of services authorized under their 
charters. Because the purpose of taking control of the insolvent thrifts is 
to reduce losses and provide for their optimum resolution, the approach 
selected should include tight restrictions on investments and on the 
interest rates that can be paid on deposits. 

Under an approach based on the DINB model, operating losses would con­
tinue but could be reduced. One reason the DINB approach could reduce 
operating losses is that premium interest rates to attract funds would be 
eliminated, as would expenses for advertising and marketing. Further­
more, some types of management expenses could be cut because there 
would be no need to attract or retain personnel skilled in making new 
loans or developing complex investment strategies. FSLIC would, how­
ever, have to be prepared to advance money for liquidity (or to arrange 
for such advances) if depositors withdraw funds quickly, 

An alternative approach would be to place all insolvent institutions into 
receivership in a single federally controlled holding arrangement that 
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would be supervised by a specially appointed board:' It would be clear 
that all institutions acted upon in this way had failed. Excessive risk 
taking and the accompanying losses would be eliminated. Furthermore, 
these institutions would no longer be competing with well capitalized 
thrifts and banking institutions in making loans or in offering premium 
interest rates on deposits. 

Seeking to resolve FSLIC'S problem cases by first taking control of a large 
number of institutions requires two principal tasks-deciding the true 
condition of each problem institution and overseeing either the liquida­
tion or acquisition of the institutions' assets. Accomplishing these tasks 
would increase demands on FSLIC'S and FHLBB'S resources. Although 
FHLBB has already initiated reorganization in some areas in response to 
increased demands, accomplishing these tasks expeditiously will no 
doubt require additional staff." In this regard, administering the merger 
deals that have already been completed will place heavy demands on 
FSLIC staff. 

An initial determination of which institutions should be placed into 
receivership and which should be handled by other means could be 
accomplished through mobilization of the resources that exist within the 
federal regulatory structure. To help make the necessary determina­
tions, FSLIC could arrange with FDIC, the Federal Reserve System, the 
Comptroller of the Currency, and state regulators to perform examina­
tion functions on a relatively short-term basis. A recent precedent for 
accomplishing this may be found in the cooperative response of the 
bank regulatory agencies in dealing with the 1985 crisis involving state­
chartered thrifts in Ohio. In that instance, determinations needed to be 
made quickly about which uninsured state-chartered thrifts would qual­
ify for FSLIC insurance coverage. 

The management of assets to be liquidated would probably require a 
dramatic increase in FSLIC personnel and other changes to its asset man­
agement structure. FSLIC'S current structure for dealing with assets 
places little reliance on federal employees to actually handle the assets. 

"A proposru along these lines was contained in The FSLIC Crisis: Principles and Issues-a Call to 
Action, prepcired by the American Bankers Association (Sept. 20, 1988). 

"For a description of the restructuring that has taken place in the Bank Board during 1988, see pages 
1-16 of the Statement of M. Danny Wall, Chairman of the Federal Home Loan Bank Board, before the 
Committee on Banking, Finance and Urban Affairs, U.S. House of Representatives, July 7, 1988. 
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As presently constituted, FSLIC is not in a position to immediately man­
age a dramatic increase in assets. When presented with the need to han­
dle additional assets a few years ago, FHLBB created the Federal Asset 
Disposition Association (FADA)j however, we recently found that its cre­
ation was not proper.1i 

If a major effort to quickly take control of insolvent thrifts were 
launched, FSLIC would immediately need additional asset management 
resources. If it is unable to fully resolve issues that have impeded its 
development of adequate resources using FSLIC employees, receivership 
personnel, and private-sector firms, FSLIC could consider use of FDIC'S 

asset management structure and personnel,7 FDIC is a much larger agency 
than FSLIC. FDIC has developed a flexible, decentralized structure for the 
in-house management of assets from failed institutions using temporary 
federal employees. While FDIC has a heavy asset management workload, 
it anticipates that its workload may decline in 1990. Even if the work­
load does not decline, FDIC'S more flexible structure would permit it to 
add temporary staff more easily than would FSLIC'S. FSLIC would have to 
retain enough control over the asset management process to meet its 
legal and fiduciary responsibilities. 

Although FSLIC might need to use FDIC'S structure and personnel only 
until it can develop its own system and resources, combining assets 
acquired from failed banks and thrifts for management and liquidation 
might provide some opportunity for the packaging of assets for sale and 
the pacing of sales that would improve the return to both FDIC and FSLIC. 

The deposit insurance funds could also take advantage of any economies 
of scale.H 

IiLetter to Sen. David Pryor, Chairman of the Subcommittee on Federal Services, Post Office, and Civil 
Service, Senate Committee on Governmental Affairs, (Sept. 6, 1988). 

i A recent precedent for contracting with FDIC for assistance exists within the Farm Credit System. In 
1988, the Farm Credit Administration contracted with FDIC for a:;sistance with respect to the closing 
of the Federal Land Bank of Jackson, Mississippi. 

HOur report entitled Failed Banks: FDIC's Asset Liquidation Operations (GAO/GGD-88-132, Sept. 28, 
1988), desctibes the FDIC policies and process. 
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One of the arguments for slowing down liquidation of insolvent thrifts 
or, alternatively, for allowing them to remain open, is that closing these 
institutions more rapidly means dumping substandard assets in already 
depressed markets. Such a massive sell-off, it is argued, would gain FSLIC 

little and would create rnore hardship by further lowering asset values 
in areas of the country Where markets. are already depressed. 

Moving quickly to take control of problem institutions does not necessa­
rily mean that assets would be sold too quickly. Under receiverships, 
nonperforming loans, distressed real estate, and other assets owned by 
liquidated thrifts are not sold immediately. The rate of asset liquidation 
within a receivership is calculated to maximize the discounted net 
return to the receivership and therefore liquidation officials have an 
interest in timing asset sales so as not to unduly depress prices. In the 
past, there has been a significant lag before disposal of the assets. In 
computing the estimated costs of liquidation and merger for a 5-year 
receivership, for example, FSLIC assumes a reduction of 30 percent per 
year in years 2 through 4 and 10 percent in year 5 for all problem 
assets. Furthermore, economic theory suggests that asset prices in 
depressed markets are likely to already incorporate expectations about 
the existence of a large overhang of assets in insolvent institutions that 
may come on the market. Therefore, FSLIC takeovers of insolvent institu­
tions would not necessarily depress markets. 

FSLIC'S plan to rely almost exclusively on assisted mergers to resolve 
insolvent thrifts ultimately ties the pace of case resolution to the availa­
bility of suitable acquirers. Of more fundamental importance, the 
unknown value of assets causes uncertainty over what FSLIC'S costs will 
ultimately be on the recent assisted mergers. Cost calculations also do 
not include the possibility that the institutions created by the mergers 
will require additional assistance. 

Alternative approaches are needed that allow FSLIC to take control of 
insolvent institutions as quickly as possible so it can reduce potential 
costs to the insurance fund by minimizing future losses and by eliminat­
ing the tendency for insolvent thrifts to pay higher interest rates than 
do solvent thrifts. FSLIC would also gain time to evaluate the true condi­
tion of the thrifts, make realistic estimates of the cost of liquidation or 
merger, and either negotiate with an acquirer or arrange for orderly liq­
uidation. One approach, the rapid deployment of a combined regulatory 
task force, which occurred during the Ohio savings and loan crisis, could 
help identify asset quality and other problems in insolvent institutions. 
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FSI~IC'S current asset management structure and resources, however, may 
not presently be equipped to deal immediately with the large amount of 
assets that could be acquired. One solution to this problem would be 
entering into an arrangement with FDIC for needed assistance. 

We recommend the following: 

• The government should promptly take control of insolvent thrifts, plac­
ing these institutions in a receivership arrangement when necessary 
until a decision to rehabilitate, merge, or liquidate them can be made on 
the basis of a careful study of their asset portfolios and the net cost of 
each approach. In the interim, supervisory and insurance officials 
should limit the operations of these institutions to investing in high­
grade securities, managing bad assets on the books, and accepting 
insured deposits from existing customers at market rates. 

• FHLBB should form a task force of regulators and insurance officials to 
assess the quality of assets in insolvent thrifts for purposes of deciding 
which thrifts should be rehabilitated, merged, or liquidated. 

• FSLIC should arrange with FDIC or other regulatory agencies for any 
required assistance. 

Agency Comments and 
Our Evaluation 

FHLBB and the Federal Reserve provided comments relevant to this 
chapter. 

FHLBB said that all of its actions attempt to minimize insurance fund 
costs. It stated that with more cash it could perform additionalliquida­
tione, but that assisted mergers are the preferred course of action 
because they take advantage of the values represented by core deposits 
and mortgage origination business. FHLBB also said that its current case 
resolution process is consistent with our recommendations, citing partic­
ularly regulations restricting growth and several MCP and stabilization 
actions. 

The FHLBB comments do not address our main point. We recognize that 
FHLBB has now adopted regulations controlling growth and other activi­
ties of insolvent institutions and that merger arrangements of some type 
often prove to be the best way to resolve cases. However, our main point 
is that the whole approach that the Bank Board has taken to resolving 
cases has been fundamentally flawed. 
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In recent years the federal goverrunent has been involved in several 
financial rescues of smaller magnitude than the FSLIC rescue. In 1984 we 
issued a report, based on the government's experience with Chrysler, 
New York City, and several other situations, containing guidelines about 
how such efforts should be structured.9 The guidelines underscore the 
importance of developing an adequate plan for financing, implementing, 
and overseeing these types of situations. 

The Bank Board's actions have not been consistent with these guide­
lines. The Bank Board began to close institutions and obligate the gov­
ernment to pay large amounts of money over the next 10 years without 
first implementing reforms or assuring that adequate sources of financ­
ing were available. As late as the summer and early fall of 1988 FHLBB 
presented information to Congress suggesting that it had the resources it 
needed. Furthermore, although its regulations concerning the activities 
of insolvent and weakly capitalized institutions have gotten much bet­
ter, it has not had the administrative capability to fully take control of 
all insolvent institutions or to fully assess alternative ways to resolving 
problem cases. 

In response to FHLBB'S comments, we expanded our explanation of con­
cerns about FSLIC case resolution deals. We recognize that FHLBB'S lack of 
money limited its options. 

FHLBB said that the extension by the government of full faith and credit 
to FSLIC notes and guarantees would reduce FSLIC'S resolution costs. In 
our view the government's full faith and credit is already pledged. 
Should FSLIC be unable to pay on the notes and guarantees the govern­
ment will be obligated to do so, although presently there is no source of 
funding designated for such payments by the government. To the extent 
Congress wishes to alleviate apparent uncertainty in the marketplace 
concerning the full faith and credit issue, it could enact legislation spe­
cifically pledging the government's faith and credit to FSLIC'S notes and 
guarantees. However, we believe any consideration of the status of FSLIC 
notes and guarantees should also consider appropriate controls over the 
use of such obligations. 

In its comments, the Federal Reserve said it recognizes the magnitude 
and complexity of the problems facing the thrift industry and is cer­
tainly willing to playa constructive and appropriate role in addressing 
the situation. After corroborating our description of its role in Ohio and 

flGuidelines for Rescuing Large Failing Firms and Minicipalities (GAO/GGD-84-34, March 29, 1984). 
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Maryland thrift crises, the Federal Reserve said it remains ready to pro­
vide an appropriate measure of assistance to other federal and state reg­
ulators, consistent with its available resources and responsibilities for 
promoting safe and sound conditions within the banking and financial 
system. 
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Basis for Concern 

To keep FSLIC'S current situation from being repeated in either FSLIC or 
FDIC, better risk management in the deposit insurance system is needed.' 
This requires bringing funding sources and exposure to risk into better 
balance so that the insurance funds will have enough money to pay for 
the losses they expect to incur. 

This chapter discusses immediate changes to risk management policies 
that are needed to protect the integrity of the deposit insurance system. 
We also discuss more far-reaching reforms to the deposit insurance sys­
tem that need not be implemented right away but which could, in the 
future, reduce the likelihood of unfunded insurance losses. 

Until the present decade, both banks and thrifts were protected from 
competitioTl by regulations limiting entry into the industry, the interest 
rates they cou~d pay, and the geographic areas in which they could 
operate. However, during the 1980s it became'clear that changes in the 
economy, in the technology associated with financial services, and in the 
number and types of services offered by financial institutions of all 
types rendered many of the regulations limiting competition ineffective 
or even counterproductive in protecting the safety and soundness of 
depository institutions. Many regulations have been relaxed and it is 
unrealistic to return to the segmented, highly regulated markets of the 
past. Looking to the future, therefore, we think risk management deci­
sions must be based on the assumption that risks facing the deposit 
insurance system are greater and more unpredictable than in previous 
decades when the deposit insurance system experienced few losses. 

Without better management over the exposure of the deposit insurance 
system to today's risks, the losses that the funds may have to under­
write are potentially enormous. The loss potential is amply demon­
strated by the number of insolvent institutions in the thrift industry, the 
heavy losses FSLIC has been experiencing, and by the fact that, in 1988 
(through September 30), FSLIC experienced loss ratios in excess of 100 
percent of the assets in at least eight of the institutions it acted on. 

There are three interrelated elements of successful risk management: 

• providing adequate funding sources to pay the bills because without 
funding, the credibility of other means of controlling losses to which the 
insurer is exposed becomes questionable; 

I Risk is defined as the possibility of financial loss. 
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• ensuring the adequacy of insured institutions' capital that serves as a 
buffer to protect the deposit insurance funds from losses; and 

• better managing exposure to losses through such things as more vigilant 
oversight and supervision and not permitting insolvent institutions to 
continue operating. 

In response to continuing losses in both FSLIC and FDIC, federal regulatory 
officials have taken steps that use each of these approaches in address­
ing risk management issues. 

• To raise funds, FHLBB has implemented a special premium and the $10.8 
billion recapitalization. 

• To provide a greater buffer for the insurance fund, regulators in both 
industries have also raised the amount of capital that is considered ade­
quate for regulatory purposes.2 

• To help control risks, FHLBB issued regulations to curtail both the growth 
of poorly capitalized thrifts and activities such as direct investments 
that are perceived to be particularly risky.3 

• In addition, supervisory staff of both the banking and thrift regulators 
have been increased and efforts have been made to improve the quan­
tity and quality of supervisory oversight, including examinations. 

These actions represent steps in the right direction. But much more 
needs to be done to ensure that the types of experiences associated with 
FSLIC'S insolvency do not occur again. 

There are two general approaches to achieving better control over risks 
borne by the deposit insurance system, One approach is to build on the 
current system, making improvements that will increase funding and 
reduce exposure to the risks that are insured under current arrange­
ments in both FSLIC and FDIC. The other approach is more far-reaching 
and involves changing the kinds of risks that deposit insurance 
underwrites. 

2Under CEBA, FHLBB must prescribe unifOlw accounting standards and capital requirements consis­
tent with those for commercial banks. 

:lIn 1983 and 1984, the thrift industry experienced significant deposit growth. This growth was also 
experienced by under-capitalized and insolvent institutions. For example, in 1983, deposits in GAAP­
insolvent thrifts grew at a rate of 14.5 percent, while the industry growth rate was 21 percent. 
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Building on the existing system of deposit insurance requires that 
changes be made to funding, capital requirements, and loss control poli­
cies to achieve a more satisfactory match between funding levels and 
risks underwritten by the funds. We believe that, at a minimum, six 
changes need to be made to provide reasonable assurance that FSLIC'S 
insolvency is not repeated in the future. 

These changes are 

• providing more flexibility in funding, 
• strengthening regulation and enforcement of capital adequacy, 
• providing greater independence and ability to deposit insurance officials 

to protect the integrity of the deposit insurance funds, 
• improving supervisory capability and related risk control 

infrastructure, 
• clarifying the responsibilities of holding companies for maintaining ade­

quate capital in their insured depository institutions, and 
• achieving consistency in the regulation of banks and thrifts where dif­

ferences can represent a material threat to the deposit insurance funds. 

Putting to one side the question of paying the bills on FSLIC'S current 
problem cases, deposit insurance funding arrangements for both FDIC 

and FSLIC need to chang~. The law does not permit FDIC to raise its premi­
ums above one-twelfth of 1 percent of domestic deposits, nor FSLIC to 
increase its premiums by more than the special premium now in effect. 
This inability to relate premiums to loss experience is an obvious 
limitation. 

To be effective in discouraging risk taking by insured institutions, the 
deposit insurance funds need to have sufficient reserves to take prompt 
action to resolve the case of any institution that fails either to maintain 
adequate capital or to refrain from engaging in unsafe and unsound 
practices. If the cost of deposit insurance has risen, directors of the 
deposit insurance funds should be able to increase premiums, just as 
occurs in private sector insurance, so that adequate levels of reserves 
can be maintained. Additional borrowing authority should also be pro­
vided to both FDIC and FSLIC to minimize the chance that the ability of 
the system to operate would be compromised by temporary liquidity 
problems. 
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To improve the buffer provided by capital in insured institutions, fed­
eral regulators of commercial banks are in the process of developing 
capital adequacy regulations that would reflect differences in the risk 
characteristics of assets held by individual institutions. These regula­
tions, developed in cooperation with regulatory officials in other 
nations, for the first time bring a direct link between risk and capital 
into the capital structure of commercial banks:' 

FHLBB has also proposed capital requirements that take into account dif­
ferences in the activities of insured thrifts. The variations in the capital 
requirements that are or are likely to be applicable in both FDIC- and 
FSLlc-insured institutions fall far short of true pricing of risk. However, 
a link between risk and capital requirements and encouragement of 
subordinated debt to help meet higher capital needs may reduce the 
incentive for institutions to take excessive risks.fj 

Capital requirements have to be enforced if they are to be effective in 
influencing the risk-taking behavior of the owners and managers of 
depository institutions. Therefore, another change that needs to be 
made to the existing system is to make it clear that institutions will be 
closed whenever their capital, as defined in capital adequacy regula­
tions, approaches zero. While this represents an improvement in the 
management of insurance fund risk, it will by no means eliminate insur­
ance fund losses. 

FDIC is experiencing average insurance losses of about 30 percent of 
assets on cases of banks under $500 million assets it had to resolve by 
liquidation or assisted merger. The basic reason for this seems to be that 
as reported levels of capital approach zero, real capital is well below 
that amount because managers of troubled firms are likely to have done 
everything possible to avoid or delay recognizing losses. The success of a 
closure policy in reducing insurance fund exposure to risk depends on 
the willingness of federal officials to monitor the condition of problem 
institutions closely and to close institutions promptly when their capital 
is gone . 

. IUnder existing alTangements, on a judgmental basis, regulators impose additional capital require­
ments on institutions deemed to be too risky. Ability to do this would continue under the new 
regulations. 

GSubordinated debt is debt whose claim on the assets of the institution if it should fail IS of lower 
priority than that of the deposit insurance funds and other general creditors. See appendix IV for 
additional discussion of the limitations of risk-based capital. 
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We are particularly concerned about the FHLBB'S willingness or ability to 
carry out a policy of promptly closing institutions. Most of FHLBB'S 
supervisory activities are carried out by employees of the Federal Home 
Loan banks, which are owned by the industry. Because of FHLBB'S 
responsibility for promoting the industry's role in housing finance, we 
also are concerned about whether closure policies for thrifts comparable 
to those provided for FDIc-insured banks can be achieved by FHLBB. 

Another important part of enforcing capital standards is applying sanc­
tions to institutions that are not insolvent but fail to maintain adequate 
capital. In 1987, the assets of 685 solvent but undercapitalized institu­
tions (GAAP capital between 0 and 3 percent of assets) in the commercial 
banking and thrift industry totaled about $370 billion. (See table 5.1.) 
Given that financial statements are not prepared on a market value 
basis, this number of poorly capitalized institutions is cause for concern. 
If the condition of a large proportion of these institutions should deterio­
rate substantially, insurance losses for FDIC as well as FSLIC will increase. 

As noted above, FHLBB, FDIC, and other bank regulatory officials recog­
nize the dangers posed by undercapitalized institutions and they have 
taken steps to improve the monitoring and supervision of such institu­
tions. To protect the deposit insurance funds, we believe these efforts 
need to be intensified and backed up with regulations and supervision 
that curb or forbid growth, nonconservative risk-taking strategies, and 
payment of above-market rates on insured deposits by undercapitalized 
institutions. Dividend payments and executive compensation are other 
areas in which more stringent controls on the practices followed by 
undercapitalized institutions may be needed. ti 

Institutions in the Commercial Banking Dollars in billions 
andThriftlndustrie~December31,1987 ~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~ 

Number of 
Industry institutions 
Commercial banking 

Thrifts 

Total 

Note: Institutions with net worth on a GAAP basis of 0 to 3 percent. 

Source: Tables 2.1 and 3.1. 

250 
435 
685 

Assets 
$115 

255 
$370 

IiIn curbing the growth of these weak institutions, FSLIC, the Federal Home Loan Bank System, 
FDIC, or the Federal Reserve System might have to be prepared to lend funds to institutions to 
replace funds withdrawn by market participants. This would be necessary if a sufficiently large 
number of depositors were no longer willing to place deposits in poorly capitalized institutions whose 
ability to offer above-market rates to attract deposits has been curtailed. 
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Under current arrangements for chartering, regulating, supervising, and 
insuring depository institutions, responsibility for trying to keep both 
FSLIC and FDIC from experiencing unfunded losses in effect is shared 
among a number of federal and state officials. However, to help ensure 
that FSLIC'S situation is not repeated, we believe deposit insurance offi­
cials need to have both a clear mandate and sufficient powers so that 
they can be held more accountable for protecting the integrity of the 
insurance funds they administer. The biggest problem now is FSLIC'S lack 
of independence. 

Because of our concerns over the ability of FHLBB to effectively regulate, 
oversee, and supervise the thrift industry while at the same time pro­
moting the industry's interests, we have doubts that the independence 
of FSLIC can be appreciably enhanced as long as it remains an integral 
part of the FHLBB, subject to its direction. For this reason, we believe 
that FSLIC should be disengaged from FHLBB and made independent simi­
lar to the organizational model that exists for FDIC and the banking 
industry regulators. 

One way to enable an independent FSLIC to better protect the insurance 
funds is to enable it to take steps to ensure that the kinds of risks being 
underwritten are reasonably consistent across federally and state­
chartered institutions. FSLIC currently insures some state-chartered insti­
tutions that have greater freedom to engage in certain risky activities 
than do federally chartered institutions. As a result, these state­
chartered institutions can often impose greater risks on FSLIC than can 
federally chartered thrifts. 

Many observers have pointed out that state-chartered institutions have 
served as a major source of innovation within the banking industry_ 
However, the disparity between the powers of federally and state­
chartered institutions that exposes the insurance funds to losses is hard 
to justify in a flat-rate deposit insurance system. If this disparity cannot 
be eliminated, and if all institutions are to be charged the same premi­
ums, then an independent FSLIC needs to be able to refuse to insure new 
state-chartered institutions whose powers are likely to generate risks 
substantially greater than those associated with federally chartered 
institutions. 

Similarly, an independent FSLIC needs to be able to cancel insurance cov­
erage expeditiously or to take other steps, such as increasing premiums, 
issuing cease and desist orders, or requiring increased levels of capital 
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for any class of institutions that exercises powers that can be demon­
strated to involve a material level of risk not found in federally 
chartered institutions. Similar powers are needed in situations involving 
individual undercapitalized federally or state-chartered institutions or 
other situations that threaten the fund. 

With sufficient powers to protect the fund for good cause shown-and 
with adequate resources to accomplish this-an independent FSLIC 

would be in a much better position than FSLIC is now in to impose disci­
pline in the thrift industry and to assure implementation and enforce­
ment of actions that have a material effect on deposit insurance 
finances. Such an arrangement involves the possibility of creating some 
friction between deposit insurance and other federal or state chartering 
and supervisory officials. However, in our view, this is a lesser evil than 
leaving an independent FSLIC in a situation in which it is unable to take 
the actions needed to protect the integrity of the fund. 

In carrying out its duties, an independent FSLIC will need to develop an 
adequate supervisory capability for both federally and state-chartered 
institutions. Because it will take time to acquire and train personnel to 
better monitor the industry condition and supervise problem cases, we 
believe an independent FSLIC should be able to enter into arrangements 
to draw, as needed, assistance from FDIC or other bank regulatory 
agencies. 

Although the major problems of insurance fund authority exist in FSLIC, 

we have some concern about FDIC as well. Several years ago, we 
observed that FDIC had experienced some difficulty in coordinating its 
activities with other federal and state authorities. Efforts such as joint 
examination of some problem national banks with acc appear to have 
improved the situation. At the present time it seems to be much less 
likely that information about a problem institution known to another 
regulator will be kept from FDIC, or that a chartering agency will keep 
institutions open that FDIC believes should be closed to keep insurance 
losses from mounting. Also, FDIC'S ability to act independently is evident 
in the notices of intent to cancel insurance that have been issued by 
FDIC.7 

7FDIC gave notice of its intent to cancel insurance to 12 of the 61 national banks that failed in 1987 
and 33 of the 123 state-chartered banks that also failed in that year. In all of these instances, charter­
ing officials revoked the charters of the institutions before the procedure to cancel insurance was 
completed. (In 1987, FSLIC did not issue any notices of its intent to cancel insurance.) 
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Nonetheless, some legal limitations on roIC'S authority remain. These 
limitations may be inconsistent with aA"f::~Hing the degree of indepen­
dence for FDIC that we believe is needed for an independent FSLIC. For 
example, FDIC officials say that the procedure for cancelling deposit 
insurance is a cumbersome one. FDIC cannot issue cease and desist orders 
to national or state member banks, nor can it refuse insurance to a new 
national bank chartered by occ or to a new state bank that becomes a 
member of the Federal Reserve System. 

It is now generally recognized that deregulation of financial services 
requires effective supervision to ensure that individual firms do not mis­
manage the opportunities to offer new services that deregulation makes 
possible. Although the Federal Home Loan Bank System and the banking 
regulatory agencies have taken steps to improve their supervisory capa­
bilities, the task remains unfinished. 

Within the private sector, both public accounting firms and appraisers 
of real property must also play key roles in assuring that depository 
institutions are not wittingly or unwittingly mismanaged.s In this 
regard, efforts to develop accounting, auditing, and reporting systems to 
allow regulators to assess the market value of institutions in deteriorat­
ing condition should be pursued vigorously. Deposit insurance and other 
federal regulatory officials should make every effort to hold those 
involved in the risk-control infrastructure accountable for their actions, 
and fedel'al and state law enforcement officials and prosecutors also 
have an important role to play.n 

S All thrifts and some commercial banks (those where stock is publicly held or traded) are required to 
have their financial statements audited by outside public accounting firms. Crucial elements of such 
audits involve evaluation of the internal controls of institutions and of the GAAP value of assets. We 
have reviewed efforts by FDIC and FSLIC to pursue monetary claims aga~t independent account­
ing firms in cases where the agencies believed the work the accounting firms performed was negli­
gent. See Bank Regulation: Information on Independent Public Accountant Audit[J of Financial 
Institutions (GAO/GGD-86-44FS, Apr. 21, 1986). 

Real estate appraisals are important for depository institutions because one measure of prudent lend­
ing is that loans not exceed a certain percen~age of the appraised value of real estate. Appraisals that 
are higher than market value can therefore lead to loans being made that will result in losses for the 
depository institution in the event that the loan goes into default. See Combatting Fraud, Abuse and 
Misconduct in the Nation's Financial Institutions: Current Federal Efforts are Inadequate, House 
Committee on Government Operations, U.S. House of Representatives (House Report 100-1088, Oct. 
13, 1988), especially pp. 41 to 43. 

flFor a discussion of law enforcement and other activities, see the report by the House Committee on 
Government Operations cited in footnote 8. 
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In recent years, the holding company structure has become a very com­
mon form of ownership for banks and thrifts. This structure allows a 
corporate organization to expand into a number of activities that are 
legally and economically separate from those of the insured bank or 
thrift. Proposals that would allow banking organizations to expand into 
securities or other nontraditional banking activities often require a hold­
ing company format. 

Existing laws are intended to ensure that the insured depository institu­
tions are not adversely affected by a holding company affiliate or by 
actions of the holding company itself. For example, restrictions exist 
regarding transfers of assets from banks to the holding company or its 
subsidiaries. An unresolved is::me that has a bearing on the integrity of 
the deposit insurance system is the degree of financial support that 
holding companies should be required to provide for failing bank or 
thrift subsidiaries. Although Federal Reserve System policy says that 
bank holding companies should serve as a source of strength for bank 
subsidiaries, the degree to which this policy is legally binding has been 
questioned. It is also not clear exactly how this policy would work with 
respect to such matters as limits to holding company liability. 

Those who oppose special financial responsibility rules for holding com­
panies say this will discourage needed investment in banking organiza­
tions. However, the existence of deposit insurance is also a recognition 
that banks and thrifts are special institutions, different from other busi­
nesses. No matter how tightly drawn the laws and regulations may be, 
there are subtle ways that a holding company can charge costs to a bank 
or attribute revenue to the holding company and this can affect the ulti­
mate profitability and soundness of the bank-and cause losses to the 
deposit insurance system. 

We believe that it is appropriate to consider rules concerning the finan­
cial support responsibilities of bank holding companies to help protect 
the deposit insurance system from losses in the future. To this end, the 
Federal Reserve System should draw up a specific proposal to accom­
plish this objective. 

Banks and thrifts are linked economically because they compete for the 
same deposit base and offer many of the same products. Therefore, dif­
ferences in capital requirements, closure rules, powers, privileges, taxes, 
holding company arrangements, deposit insurance premiums, or sanc­
tions for undercapitalized institutions can all translate into competitive 
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advantages for one or the other class of institutions. To the extent that 
the riskier class of institutions can attract insured funds more easily 
than can the less risky class, the overall exposure of the federal govern­
ment to deposit insurance losses is increased unless the premiums on the 
two industries can be adjusted properly. Any attempt to heavily regu­
late the affairs of one industry but not its competitors may thus prove 
counterproductive. 

We therefore think it is essential from both an equity point of view and 
from the point of view of protecting the government's financial interest 
that the industries insured by FDIC and FSLIC be comparably regulated as 
soon as possible in those matters that are material to deposit insurance 
risk. Closure rules, similar schemes of capital regulation, and sanctions 
on undercapitalized institutions could be equalized fairly quickly. How­
ever, eliminating all material differences between the two industries and 
between state-chartered and federally chartered institutions within each 
industry is likely to take considerably longer to resolve. 

In the last few years, a number of reform proposals that are more far­
reaching than those just enumerated have been advocated by represent­
atives of the industry and the regulatory and academic communities. 
Some of the problems that these reforms, discussed in more detail in 
appendix IV, are intended to cure are as follows: 

• There is no market discipline on the owners and managers of insured 
institutions. Insured deposits can always be attracted by offering higher 
rates. So long as the depositors can depend on deposit insurance for 
their money, they have little incentive to curb risky behavior by deposi­
tory institutions. 

• Deposit insurance to individual institutions is underpriced. 
• Risk underwriting by the deposit insurance system is extended because 

depository institutions or the holding companies that own them are 
diversifying their activities into more types of financial products. 10 

I (lOne of the most perplexing problems facing the deposit insurance system concerns the powers tihat 
are appropriate for institutions that have deposit insurance. Diversification into new product lines 
provides well-managed institutions with opportunities to earn higher profits, and therefore pay 
higher interest rates, without taking on excessive risk. On the other hand, permitting diversificatioIil 
into areas of potential risk allows poorly managed institutions to take on an inordinately high degree 
of risk-as recent experience in the thrift industry makes abundantly clear. Furthermore, diversifica­
tion increases the number of markets in which institutions operating with relatively low-cost insured 
deposits compete with those operating with funds raised from other sources. Thus, with diversifica­
tion, the reach of deposit insurance and the supervisory activities of financial institution regulators 
extends further into the economy. 
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• Large institutions that are considered too big to fail received favored 
treatment. 

One set of proposals to deal with these problems seeks to increase mar­
ket discipline on banks by requiring parties other than the deposit insur­
ance fund to experience losses if institutions fail. These proposals 
include modified payoffs,11 co-insurance, reduced deposit insurance lim­
its, and use of subordinated debt to meet higher capital requirements. 

Other proposals would price risk by charging risk-based insurance pre­
miums or by imposing risk-based capital requirements that would be 
intended, respectively, to fully compensate for, or fully buffer the insur­
ance fund from, insurance losses under normal economic conditions. Still 
another set of proposals would have the effect of forcing insured institu­
tions themselves to take steps to protect the insurance fund from losses. 
These latter proposals include closing institutions when the market 
value of an institution's capital hits zero, collateralizing deposits, or 
allowing insured deposits to be accepted only by what is termed a nar­
row bank-an entity required to invest only in certain low-risk assets. If 
these proposals for forcing insured institutions to take steps to protect 
the insurance fund proved to be successful in controlling risks borne by 
deposit insurers, we believe they would drastically reduce the cost of 
operating the deposit insurance system. 

Unfortunately, there are practical difficulties associated with all of 
these proposals. The responses of depositors, depository institutions, 
and credit markets to any of these reforms is difficult to predict but 
may have important long-run and potentially damaging consequences 
for the financial system. For example, the proposals to increase market 
discipline may introduce types of market instability that have been con­
sidered unacceptable in the past, and they also require that depositors 
and general creditors know a great deal more than they now know about 
the condition of banks and thrifts. 

Risk-based pricing of deposit insurance or capital, and closing institu­
tions when the market value of their capital hits zero, also demand that 
regulators know more about the current condition of thrifts and banks. 

1 1 Modified payouts are a procedure under which uninsured depositors and general creditors receive 
only their pro rata share of projected asset liquidation values when an institution is closed and 
arrangements are made to have its insured deposits insured by another institution. For a more 
detailed explanation of this proposal, see Federal Deposit Insurance Corporation, "Market Discipline 
and the Federal Deposit Insurance System," Deposit Insurance in a Changing Environment (Apr. 15, 
1983), p. III-5. 
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In addition, these proposals also require deposit insurers or regulatory 
officials to do things that are likely to prove politically difficult, such as 
sending out notices of huge insurance premium increases or closing insti­
tutions that are still solvent on a GAAP basis. 

The proposals for forcing institutions to make provisions for risk 
through collateralization of deposits or the establishment of a narrow 
banking subsidiary may affect the patterns of financial flows and inter­
est rates in the economy in ways that are difficult to anticipate. These 
options may also impair the banking sector's traditional and vital role of 
serving as a source of liquidity for firms throughout the economy, par­
ticularly during periods of financial difficulty. 

The complexity of the reform issues and our uncertainty regarding how 
best to ultimately reform the system leads to the conclusion that more 
far-reaching reforms must proceed with caution. In moving as quickly as 
possible to resolve the FSLIC situation, it makes the most sense to take 
those steps already outlined that build on the current system and that 
can be done within the existing concept of deposit insurance. With these 
changes in place, it may then be appropriate to experiment with more 
fundamental changes in the types of risk that the insurance fund under­
writes or in the pricing of risks. 

We think it possible, for example, that opportunities may evolve in the 
future to offer depository institutions options to operate under a differ­
ent deposit insurance arrangement. For example, a banking organization 
could be given the option of operating under the current system or, in 
return for agreeing to fully collateralize insured deposits or place all 
such deposits in a narrow bank, a banking organization could pay a 
much lower premium or be granted certain powers that otherwise would 
not be attainable. 

FSLIC'S present financial problems as well as recent FDIC losses show 
clearly that in today's financial environment, insuring about $2.5 trillion 
in deposits at banks and thrifts can carry great risk. While economic 
conditions have certainly played a role, the current 'Condition of FSLIC is 
also the result of other factors that can be changed-for example, 
enforcing capital adequacy standards. In making changes, the risk man­
agement policies for thrifts and banks should be considered together 
because the two types of institutions compete for the same deposit base 
and provide many of the same services. 
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Unless a better balance is achieved between funding arrangements and 
the risks being underwritten, insurance losses may continue to be very 
large. The potential threat is illustrated by the existence in December 
1987 of 685 undercapitalized thrifts and commercial banks with assets 
of about $370 billion that were not insolvent but that had less than 3 
percent GAAP capital. Further deterioration of these undercapitalized 
institutions could place great strain on the deposit insurance system. 

Current proposals for fundamentally reforming the nature of the 
deposit insurance system's risk underwriting activities offer the possi­
bility of correcting some of the problems with the existing arrangements 
and, in some cases, of reducing funding requirements. However, they 
could also have major effects on the financial flows in the economy, the 
structure of interest rates, and the stability of the financial system. 
Because of their potential drawbacks and because their implementation 
is not necessary to correct the most glaring problems that have bank­
rupted FSLIC, we believe it is not essential that fundamental reforms be 
implemented at the same time that action is taken to resolve the FSLIC 

problem. 

To help ensure that the situation that has befallen FSLIC is not repeated 
within the deposit insurance system, we recommend that Congress take 
the following steps: 

• disengage FSLIC from the Federal Home Loan Bank Board and create an 
independent insurance function for the thrift industry that has ade­
quate supervisory resources; 

• enhance the ability of both an independent FSLIC and FDIC to place strin­
gent controls on improperly operated and/or undercapitalized institu­
tions and to withdraw insurance from such institutions; 

• provide FDIC and FSLIC with the authority to raise assessments as needed 
to be able to meet future insurance costs, over and above whatever spe­
cial arrangements are worked out for solving FSLIC'S current crisis; and 

• direct the appropriate agencies to establish consistency in regulation 
and supervision of banks and thrifts in matters that have a material 
effect on the government's exposure to deposit insurance losses. 

We also recommend that FHLBB, FSLIC, and the bank regulatory agencies 

• strengthen capital adequacy requirements and their enforcement, 
• improve their supervisory capability, and 
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• undertake efforts to enhance the effectiveness of the related risk control 
infrastructure in the private sector. 

-
Agency Comments and 
Our Evaluation 

In addition, we recommend that the Board of Governors of the Federal 
Reserve System develop a specific proposal for clearly defining holding 
company financial responsibility for insured depository institutions. 

Finally, we recommend that Congress and the deposit insurance agen­
cies, in consultation with federal and state chartering agencies, pursue a 
more comprehensive reform agenda after FSLIC'S funding needs are met 
and the other recommendations implemented. This agenda should per­
mit some experimentation so that all institutions will not necessarily 
have to fit into the same approach. For example, institutions could be 
offered a choice of whether they wanted to collateralize deposits or 
place their insured deposits in a narrow bank in return for lower premi­
ums or enhanced powers. 

FHLBB, FDIC, and the Federal Reserve provided comments relevant to the 
content of this chapter. 

FHLBB disagreed with our recommendation to separate FSLIC from the 
Bank Board because it believes we failed to justify how such indepen­
dence improves regulatory oversight and supervision. FHLBB said even if 
FSLIC is managed independently of the Bank Board, it would have to 
coordinate with the Bank Board in much the same way as FDIC coordi­
nates with chartering agencies now. FHLBB believes that with separate 
agencies, the industry could play one agency against the other. FHLBB 

also said that if in promoting the industry it makes decisions that are 
biased, it would be critical to correct this bias regardless of the adminis­
trative status of FSLIC. Finally, FHLBB said that this particular recommen­
dation does not establish a structure, such as a reinsurance entity, that 
assures the current depository insurance system problems will not 
recur. 

We believe the failure of the Bank Board over the years to recognize and 
deal with the risk that insolvent institutions posed to FSLIC is sufficient 
justification for an independent insurance fund. We recognize that sepa­
rating the insurance function for thrifts similar to FDIC is not a perfect 
arrangement because, as we discuss on page 72, FDIC would also benefit 
from enhanced powers. Therefore, our recommendation to separate FSLIC 

from FHLBB is coupled with the need to provide the insurance function 
enough money and authority so it can act to protect itself. From this 

Page 78 GAO/GGD-89-47 Solutions to Thrift Problems 



Chapter 5 
Risk Management and Deposit 
Insurance Reform 

same perspective of the need for comprehensive action, the recommen­
dation to separate FSLIC from FHLBB in this chapter is one part of our set 
of recommendations that we believe will help to ensure that the current 
problems are not repeated. 

FDIC strongly supported our recommendations regarding deposit insur­
ance reform, noting that many of our recommendations agreed with 
those in its recent deposit insurance study. FDIC said the spirit of the 
reform proposals is to allow the federal deposit insurer to have more 
independence and to protect the integrity of its fund by functioning 
more like a private insurance company. 

The Federal Reserve agreed with our recommendations to improve 
financial oversight, describing in some detail its specific efforts to 
strengthen capital adequacy standards, enhance its supervisory capabil­
ity, and obtain better information about the market value of financial 
institutions. (See app. XI, p. 149.) We believe that the actions described 
by the Federal Reserve are steps in the right direction. 

The Federal Reserve said our recommendation to the Board of Gover­
nors for a specific proposal to clearly define holding company financial 
responsibility for insured depository institutions was not necessary. The 
Federal Reserve said its existing policy statement, although couched in 
terms of subsidiary banks, clearly affirms the Board's commitment to 
the principle that a bank holding company should serve as a source of 
strength to any insured depository institution subsidiary. 

While the Board's policy statement may have confirmed the Board's 
commitment to the "source of strength principle," the issue is far from 
resolved and, in our judgment, still requires a specific proposal. FDIC dis­
cussed this issue in detail in its study Deposit Insurance for the Nineties: 
Meeting the Challenge, (pp. 229-233). FDIC stated that the validity of the 
source of strength doctrine has not been tested in the courts, and in 
recent relevant cases the Federal Reserve has not obtained ajudicial 
determination. We are sympathetic to FDIC'S concern on this issue 
because the extent of holding companies' financial responsibilities has 
been an issue in recent FDIC assistance actions. 
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In chapter 2, we estimated that through 1998 FSLlC wlll need at least $85 
billion more than FSLlC anticipates it will have available. Of the $85 bil­
lion, $26 billion is required to help pay for actions taken in 1988, and 
$34 billion is needed for resolving the cases of the remaining insolvent 
institutions. The balance represents an allowance for the costs of unan­
ticipated failures between 1989 and 1998, for the payment of interest on 
funds borrowed to finance insurance losses, and for a reserve that will 
put FSLIC on a solid financial footing by 1998. 

Responsibility for the present conditio)'> of the industry and the signifi­
cant funding shortfall can be allocated co a number of parties. Those 
who abused thrift institutions and the deposit insurance system through 
disregard of prudent management standards or outright fraud bear spe­
cial responsibilities and should be made to pay as much as possible. 
However, a combination of adverse economic conditions, the unforeseen 
consequences of legislative changes in depository institutions regulation, 
weaknesses in federal and state systems for supervising thrifts, and 
changes in the tax code affecting commercial development have all con­
tributed as well. 

Furthermore, the owners of thrifts and their customers have aU benefit­
ted financially from the underpricing of deposit insurance for the level 
of risk regulators permitted. Looking ahead, all depository institutions, 
depositors, and the public at large have a stake in making sure that the 
deposit insurance system has the ability to perform its role in protecting 
deposits, stabilizing markets, and maintaining confidence in the Nation's 
banking system. 

Decisions about who should contribute to the funding solution and the 
amounts of their respective contrIbutions depend on assessments of abil­
ity to pay. But, more fundamentaHy, the decisions depend on judgments 
about what is fair. In our view, only Congress can appropriately make 
this value judgment. 

Potential sources of funding from within the thrift industry include 
insured thrift institutions, the Federal Home Loan banks, and acquirers 
of problem thrifts. 
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Insured Thrift Institutions Given the size of FSLIC'S cash shortfall and the condition of the thrift 
industry, it is not realistic to expect that the thrift industry will be able 
to pay all of FSLIC'S bills over the next decade. For example, the entire 
net income of the solvent portion of the industry in 1987 was 0.28 per­
cent of assets (28 basis points) or less than $3 billion. (Over the past 
decade in periods that have been profitable by historical standards, 
earnings for the solvent part of the industry averaged about 0.7 percent 
of assets. At the present time, this percentage applied to the assets of 
solvent thrifts would yield earnings of about $7 billion.) 

Thrift industry representatives point out that they are already contrib­
uting to paying FSLIC'S bills through the special premium, which FSLIC 

estimates will provide $19 billion in cash flow if it is continued through 
1998.' It has also been argued that 

• a potential conflict exists in requiring the industry to raise capital levels 
while shouldering a burden of additional premium payments; 

• imposing higher premium payments on insolvent institutions or those 
that are weakly capitalized would be self-defeating; 

• healthy thrifts had no way to prevent the activities by other institutions 
that have resulted in such high FSLIC losses; and 

• the deposit insurance premiums, which are the basis of industry financ­
ing, were never intended to cover 10sses"$.§,,W~fttJ-~ ~hose FSLIC now 
faces.2 

Although there are practical limits to how much the thrift industry can 
pay, it is not correct to assume that any increase in the deposit insur-
31l.Ce premium will automatically result in a dollar-for-dollar reduction 
in net income or capital. Deposit insurance is but one item of expense. In 
1987, the regular and special premiums of the industry accounted for 
about 1.6 percent of its total expenses. As with any unavoidable item of 
expense that increases in price, thrift institutions, all of which would 
face the same cost increase with respect to deposits, have choices within 
limits set by competitive market conditions about whether they charge 
more for loans; pay less for deposits; or reduce operating expenses 

, The chairman of FHLBB has indicated that the special premium may need to be kept in place for at 
least 30 years. 

2For example, see Statement of M. Danny Wall, October 5, 1988. 
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through branch closings, cutting salaries, reducing advertising, or by 
other means.3 

Other developments could also make it feasible for thrift institutions to 
pay more to FSLIC than seems apparent simply by looking at industry 
profitability. As noted earlier, the high rate of interest that many insol­
vent or undercapitalized thrifts have paid for deposits has a tendency to 
raise the costs of funds to other institutions. If FSLIC takes control of 
insolvent institutions, as we suggest, the cost of funds for many healthy 
institutions will be reduced. This decrease in the cost of funds would 
enhance the ability of institutions to make further insurance 
contributions. 

Furthermore, FSLIC'S financial problem itself may have resulted in the 
need for some or aU thrifts to pay higher rates than would otherwise be 
necessary to attract funds. The launching of an effort to rapidly deal 
with insolvent institutions and to restore FSLIC to health could, if suc­
cessful, reduce or eliminate any tendency for the industry's and FSLIC'S 
problems to increase the costs of funds to FSLlc-insured institutions. 

One way to seek to obtain more money from the thrift industry is to 
raise insurance premiums still further. As a guideline to amounts that 
could theoreticaEy be raised, we estimate that for each one basis point 
increase in deposit insurance rates for thrift institutions, as much as 
$1.5 billion could be raised over the next 10 years, using FSLIC'S assump­
tion that industry deposits grow by 7 percent per year. 

Each one basis point of premium increase would constitute less than 
one-tenth of 1 percent of the industry's expenses. Alternatively, 
expanding the base on which the current deposit insurance premium is 
levied to include aU liabilities could raise a maximum of $9.2 billion 
more over the next 10 years.4 

3It has been estimated that about half of the Nation's 85,000 bank and thrift branch offices are losing 
money because most branches are simply not big enough to make money in today's market character­
ized by low interest margins. (See a study by Booz, Allen & Hamilton cited in an unpublished paper by 
Bert Ely of Ely and Co.) 

4This estimate assumes that total liabilities also grow at an average annual rate of 7 percent. Broad­
ening the base to include total liabilities can be questioned because the system only insures deposits 
up to $100,000. However, domestic deposits over $100,000 already pay premiums and in practice 
uninsured depositors and general creditors generally have received de facto prot.ection. Uninsured 
liability holders also benefit from the stable market environment deposit insurance provides, and the 
superior claim on assets that some uninsured parties have increases the costs to the deposit insurer if 
the institution should fail. 
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The ability to collect higher premiums-as well as the $19 billion FSLIC 
has already projected for the existing special premium-depends on 
market forces over which thrifts and FSLIC have but limited control. The 
rates of interest paid by thrifts to depositors are set in competitive mar­
kets as are the rates of interest thrifts charge for loans. If thrifts 
attempt to recoup higher FSLIC insurance costs by reducing the rate of 
interest paid on deposits, these deposits may be withdrawn from the 
industry in favor of FDIc-insured deposits. This would reduce FSLIC'S 
deposit base and perhaps introduce liquidity problems for some institu­
tions. Similarly, if thrift institutions attempt to raise their loan rates, 
customers may seek loans elsewhere. Finally, in response to higher 
insurance rates, healthy thrift institutions themselves might seek FDIC 
insurance unless constrained from doing so as they currently are. 

The above discussion illuminates a dilemma associated with the decision 
about how much money to raise from the thrift industry. The desire to 
be fair and avoid the setting of a dangerous precedent dictates that 
thrifts be required to contribute to the financing shortfall. But, in fund­
ing the financing shortfall, it would be foolhardy to damage healthy, 
well-managed thrift institutions and/or further exacerbate FSLIC'S 
problems. 

One approach to obtaining a thrift industry contribution that we believe 
can overcome the difficult trade-off outlined above involves reorganiz­
ing an independent FSLIC to create two separate funds that can be termed 
"good company" and "bad company" funds. The good company fund 
would consist of the thrifts that initially meet a minimum standard of 
financial soundness--perhaps a GAAP capital level of at least 3 percent 
of assets.r. (See table 6.1.) The bad company fund would contain all insol­
vent and undercapitalized institutions, including all institutions placed 
in receivership as sugg{'sted in chapter 4. Institutions initially qualifying 
for the good company fund but not meeting industry minimum capital 
adequacy standards would be given a limited period of time to reach the 
adequate level. 

°Thc level of capital sufficient to initially qualify for the good company fund could be less than the 
regulatory minimum capital adequacy standard for the industry. 
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Institutions in a Good Company/Bad 
Company Reorganization of Fslic 

Financing of the Good Company 
and Bad Company Funds 

Cl1apter6 
Funding 

Composition of the good company 
fund: Thrifts with 3-percent or 
greater GAAP capital 

Composition of the bad company 
fund: Thrifts with less than 3-
percent GAAP capitala 

Totalsb 

Number 

2,207 (70%) 

940 (30%) 

3,147 (100%) 

Note:Based on information as of December 31, 1987. 
aFrom table 2.1. 

bColumns may not add due to rounding. 

Assets Total Deposits 

$856 (68%) $628 (67%) 

395 (32%) 305 (33%) 

$1,252 (100%) $933 (100%) 

The good company fund would be set up in accordance with the risk 
management policies described in chapter 5. That is, the fund, with a 
board of directors independent of FHLBB, would operate under revised 
policies regarding enforcement of capital adequacy guidelines, sanctions 
on undercapitalized institutions, closure of insolvent institutions, and 
enhanced powers for the insurance agency to protect the integrity of the 
good company fund. As a result of these different operating rules, insur­
ance losses in the good company fund could be expected to be quite low. 

The good company fund would need to be capitalized with sufficient 
reserves to place it on a solid financial footing. Arrangements would also 
have to be made to cover the insurance losses of the bad company fund, 
with as much financing as possible provided by the thrift industry. The 
following section shows how this could be done. 

Capitalization of the good company fund could be done in several ways. 
For example, it could be accomplished in a manner similar to the NCUSIF 
recapitalization in 1984. Under this arrangement, which is described in 
more detail in appendix VI, each institution insured by the good com­
pany fund would make a capital contribution to the good company fund 
equal to 1.0 percent of insured deposits. By investing this capital contri­
bution in government securities, the fund would earn interest income. 

In 1989, if the good company fund was comprised of the firms with GAAP 

capital of at least 3 percent, the initial one-time capital contribution 
would be about $8 billion. Ii As institutions grow, they would continue to 

(iIf desired to minimize the initial burden placed on insured institutions, the 1 percent contribution 
could be phased in over several years. However, a delay in making the capital contribution would 
reduce the interest income of the fund. 
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make capital contributions to maintain the 1 percent of insured deposits 
relationship. If deposits grow at the 7 -percent-per-year rate FSLIC 

projects, and all thrift industry deposits are in good company fund insti­
tutions by 1998, the balance in the capital contribution account at that 
time would be $18 billion. 7 

Institutions in the good company fund could continue to pay insurance 
premiums, but we assume that they would be no higher than the 
existing regular assessment of one-twelfth of 1 percent of deposits. 
Given the capital contribution noted above, the existing special assess­
ment could be eliminated. A working capital account (that also earns 
interest) within the good company insurance fund would be built up 
through accrual of interest on the asset cQntribution and through pre­
mium contributions. Insurance losses occurring in good company institu­
tions would be paid from the working capital account, as would all 
administrative expenses. When the level of the working capital fund 
plus the I-percent capital contribution reached a predetermined level 
(such as 1.3 percent of insured deposits), any excess money in the fund 
after expenses and other costs could, for a period of time (such as 
through 1998), be paid to the bad company fund to help pay the 
expenses of resolving the cases of insolvent thrifts. Thereafter, it could 
be rebated to good company thrifts, although arrangements would have 
to be made for interest payments on the remaining years of the 3D-year 
FICO bonds. 

An example of the financing of a good company FSLIC reorganization 
based upon the preceding discussion is summarized in table 6.2. Over the 
10-year period, premium income and interest on reserves would provide 
the good company fund with about $23 billion in revenue. After deduct­
ing estimated insurance losses between 1989 and 1998 (assumed in this 
example to be $5 billion), administrative expenses, and working capital 
reserves, about $10 billion would be available in this example for pay­
ment to the bad company fund. 

7The FHLBB currently has the authority to require insured thrifts to deposit 1 percent of their 
deposits with FSLIC to be used for liquidity purposes. FSLIC must pay interest on these deposits 
which amount to a loan to FSLIC. 
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Dollars in billions 

Revenues 

Premium income (8.3 basis points) 

Interest earnings on reservesa 

Total 

Uses of Funds 

Administrative expenses 

Assumption regarding insurance losses 

Build up of working capital reserves 

Total 

Amount that can be paid to the bad company fund to help resoive problem 
thrift cases 

$11.4 
11.5 
22.9 

2.4 
5.0 
5.3 

12.7 

10.2 

aReserve balances on which interest is earned result principally from capital contributions of 1 pp.rcent 
of insured deposits, which are not counted as fund revenues in this example. Interest is also earned on 
the buildup of working capital reserves. 

Under this reorganization, the finances of the bad company fund would 
be the same as FSLIC'S forecast through 1998 discussed in chapter 2, 
except for our higher estimate for resolving insolvent cases and for the 
removal of the revenues and expenses associated with the institutions 
moving to the good company fund. All obligations and liabilities 
incurred by FSLIC up to the date of the reorganization would remain the 
responsibility of the bad company fund. The most important impact of 
the reorganization is that most of the premium revenue FSLIC expected to 
have to resolve problem cases would no longer be available because 
healthy firms will have moved to the good company fund. A summary 
of the bad company finances is shown in table 6.3. 
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Dollars in billions 

Additional funds to pay for costs of cases acted on in 1988 

Additional expenses for resolving approximately 350 
remaining insolvent cases 

Loss of regular and special premium revenue as a result of 
institutions transferring to the good company fund 

Reduced administrative expense for the bad company fund 

Subtotal 

ContriQution from the good company fund to help pay bad 
company expenses 

Net additional amount needed from federal contribution or 
other sources 

Change in funds needed 
for the bad company fund 

compared to FSLIC's 1998 
cash flow estimate 

+ $26 

+34 

+ 29 
- 2 

+$87 

-10 

$77 

Note: Bad company finances are the same as the FHLBB's projection for FSLlC, discussed in chapter 2, 
modified by the following two considerations: 

(1) GAO's estimate of the cost to resolve and finance insurance losses presented in chapter 2. 

(2) A good company/bad company reorganization of FSLlC as contained in the example of tables 6.1 
and 6.2. 

The amounts shown in the table represent additions to or subtractions 
from FSLIC'S cash flow projection summarized in table 2.3. This projec­
tion includes payment of interest on FICO bonds through 1998. 

An estimate of reserves for the bad company fund has not been included 
because the institutions in this fund will either be closed or will eventu­
ally transfer to the good company fund (or perhaps to FDIC) by way of 
merger or rehabilitation. 

We estimate that the additional funds the bad company fund will need 
beyond what is included in FSLIC'S projection will come to $87 billion­
$26 billion unfunded costs of actions taken in 1988, $34 billion for 
action on other insolvent cases, plus $27 billion in revenues lost (net of 
savings in administrative expenses) due to the good company fund 
financing arrangements.s Of the $87 billion, $10 billion could be paid 
from a contribution from the good company fund. This leaves a deficit 

RThis $87 billion needed for the bad company fund is consistent with, but should be distinguished 
from, the overall $85 billion in additional funds for insurance expenses and reserves we estimate 
FSLIC will need. 
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of approximately $77 billion to be made up by a federal contribution or 
other sources.n 

This example of good company jbad company financing over the next 
decade generates $10 billion more revenue from the thrift industry in 
the form of contributions from insured institutions and interest on 
reserves than is the case with FSLIC'S July 7, 1988, cash flow projection. 10 

Although the amount of the capital contribution received by 1998 would 
be slightly less than the special premium that otherwise would be col­
lected, the capital contribution is paid in sooner and hence is able to earn 
interest that benefits the insurance fund. Nonetheless, the good com­
pany jbad company approach has the potential for not adversely affect­
ing the condition of the industry as much as continuing the special 
premium for up to 30 years or even increasing it. The reason for this is 
that if losses in the good company fund are low, interest on the contribu­
tions eventually would serve to reduce future insurance premiums. The 
success of the good company fund depends, however, on whether a more 

n A decision will also have to be made about how interest on the FICO recapitalization bonds will be 
paid after 1998. 

1 (JUnder this good company/bad company reorganization example, the total amount of money 
obtained from insured institutions and insurance fund reserves for the H-year period 1988 through 
1998 would amount to about $44 billion-the sum of the capital contribution, premiums, and interest 
on reserves as follows: 

Premium collections from all institutions in 1988 and from institu­
tions in good company and bad company funds in 1989 and subse-
quent years $14.4 

Interest on reserves in the good company fun.d 11.5 

Capital Contributions to establish and maintain reserves 17.8 
$43.7 

FSLIC's cash flow projection for the period 1988 through 1998 assumed about $34 billion would be 
obtained directly or indirectly from the industry from premiums and interest earnings on reserves. 
The amounts are as follows: 

Regular premiums 
Special premiums 
Interest on reserves 

$13.0 
19.4 
~ 
$33.6 

To simplify th.· comparison, both calculations assume that deposits wil! grow in the indu.stry at a rate 
of 7 percent pel' year, 
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rigorous approach to regulating and supervising the good co!Upany fund 
is able to keep insurance losses low. 1I 

Under this option, healthy thrifts that meet FDIC'S qualifying criteria 
should be allowed to choose to migrate to FDIC upon paying some combi­
nation of an exit fee and a capital contribution to FDIC. The total cost of 
the fee and contribution, after taking into account FDIC premium assess­
ments, should be equivalent to the cost of staying in the good company 
fund. One advantage of this approach is that as long as costs to healthy 
institutions were similar, the decision to migrate to FDIC versus migrat­
ing to the good company FSLIC fund would represent a market test of the 
value of a thrift industry charter and of the strength of thrift institu­
tions' belief in the need for continuation of a specialized housing lender 
industry. 

If a sufficiently large number of healthy thrifts migrate to FDIC either 
right away or after they have been able to bring their capital up to FDIC 
standards, the number of thrifts comprising the good company fund 
may not allow for enough risk diversification to provide a sound basis 
for a deposit insurance fund. If this occurs, it might be appropriate at 
that point to take steps to consider consolidating FDIC and the good com­
pany thrift fund since business decisions taken by individual thrifts 
would already have largely achieved that result. 

The 12 Federal Home Loan banks, which make up the System, are 
viewed in capital markets as having agency status, which makes it pos­
sible for them to raise money at favorable interest rates. They are an 
important source of funds for member institutions and are responsible 
for carrying out many important public functions, such as supervision 
of all federally chartered thrifts. 12 The banks are owned by the member 
thrift institutions. Each member institution is required to own stock in 
proportion to the level of the mortgage obligation holdings and the Sys­
tem advances it has received. In 1987, the banks, which have a com­
bined capital/asset ratio of 8.9 percent ($13.7 billion/$154 billion), 
earned a profit of more than $1.3 billion, which allowed them to pay 

I I If losses in the good company fund are higher than expected, interest earnings on reserves would be 
reduced and insured institutions would also be expected to contribute additional amounts to maintain 
their contribution at a level of 1 percent of insured deposits. 

12In 1987, the System raised $70.4 billion (much of it to refinance outstanding obligations) in consoli­
dated bonds and discount notes sold by the Office of Finance, the fiscal agent for the System. 
Advances to member thrift institutions at the end of 1987 totaled $116.8 billion. 
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cash and stock dividends of over $1 billion. The System played a role in 
the recent recapitalization of FSLIC by providing the funds to purchase 
zero coupon bonds used to back the payment of principal on the FICO 

bonds. 

It may be possible to find other ways to devote some or all of the Sys­
tem's capital and earnings to help solve FSLIC'S funding needs. Although 
the System represents one of the strongest -central credit facilities in the 
world, tapping a significant portion of its resources has the drawback of 
reducing the earnings or assets of the member thrifts that own stock in 
the banks. In other words, such steps would have effects similar to rais­
ing insurance l)remiums and could jeopardize the solvency of already 
weak thrifts and damage the competitiveness of healthy thrifts. 

One way to involve FHLBS would be to expand the existing $10.8 billion 
recapitalization program. If FHLBS purchases Treasury zero coupon 
bonds to make provision for the payment of principal on FICO bonds, the 
cost to FHLBS depends upon the maturity of the bonds. At a 9 percent 
Treasury rate of interest, the cost of a 30-year zero coupon bond is 
about 7.1 percent of the amount of the principal payment that will be 
due on a FICO bond in 30 years. Thus, for each $10 billion in 30-year 
bonds sold by FICO, the cost to FHLBS would be about $710 million. If 15-
year bonds at a 9 percent interest rate were used instead, the cost to 
FIILBS of the 15-year zero coupon bonds would be about 27 percent of the 
amount of the principal due in 15 years. Thus, for each $10 billion in 15-
year bonds issued by FICO, the cost to FHLBS would be about $2.7 billion. 

The problem with this approach to recapitalization is the payment of 
interest. In total, the interest payments far exceed the cost of FHLBS'S 
zero coupon bond purchase. If FICO issued $10 billion in bonds paying 10 
percent interest annually (the FICO rate has been about one full percent­
age point above the Treasury rate for comparable maturity), FSLIC or 
some other party would have to make annual interest payments of $1 
billion for the length of the maturity of the bonds. 

Quite apart from possibilities for paying for FSLIC'S losses, the System's 
borrowing power may be useful in advancing funds to FSLIC or to insured 
institutions to facilitate the resolution of problem cases. Funds for such 
advances could come from the System's own resources or from its abil­
ity to access a $4 billion credit line with Treasury. However, the interest 
costs on System borrowing will be higher than if the borrowing were 
accomplished directly from the Treasury. 
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FSLIC has authority to arrange mergers with virtually any type of insti­
tution willing to acquire a failing thrift. However, there are other con­
straints on the acquisition of thrifts which, if removed, might attract 
additional capital that could correspondingly reduce the amount of the 
$85 billion in funding that has to be raised from other sources. For 
example, under the provisions of the Bank Holding Company Act, banks 
or bank holding companies that acquire a thrift can only exercise thrift 
powers that are consistent with the more limited powers permitted for 
bank holding companies. Similarly, FHLBB generally has not allowed 
securities firms to acquire and use the full powers of the thrifts. 

Although we do not know how significant the potential contribution to 
FSLIC funding needs might be, there is little question that if the range of 
product powers were expanded to provide an inducement for banks and 
others to acquire failing thrifts, the prices paid for those thrifts would 
rise. However, efforts to consciously enhance the value of the thrift 
charter would be counter to the recommendation we made in chapter 5 
to reduce the differences between banks and thrifts. Moreover, major 
public policy issues on the uses that may be appropriately made of 
insured deposits have recently been debated by Congress. Until these 
issues are resolved, any relaxation of constraints on acquiring thrifts 
should be held in abeyance. 

We believe that the need to solve the FSLIC problem as quickly and 
cheaply as possible is of such great importance that federal funds 
should be used to the extent necessary to accomplish this. Government 
policies have in various direct and indirect ways contributed to the FSLIC 

problem and there is a public good aspect to deposit insurance and 
financial market stability. There is ample precedent for federal funding 
of economically depressed sectors and institutions. Also, using federal 
funds is preferable to other schemes meant to hide or put off the cost. 

However, federal participation should be conditioned on adoption of 
actions that change the way insolvent thrifts are currently resolved as 
well as actions that improve the quality and consistency of regulations 
to better manage risks and control losses in the future. Federal partici­
pation should also be conditioned on the existence of appropriate con­
trols over expenditures of funds to assure that the government's 
interests and those of taxpayers are protected. 

The amount of federal funding needed to pay insurance losses depends 
on decisions about the use of alternative sources of funding. The fewer 
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the other sources of funding, the greater the commitment of federal 
funds will need to be. For example, if a good company jbad company 
reorganization of FSLIC is done and financial flows such as those dis­
cussed earlier materialize, then the remaining cash shortfall that would 
need to be financed by the federal government would be about $77 bil­
lion (see table 6.3). 

There are two types of federal assistance that could be provided to help 
restore the deposit insurance system to financial soundness. The first is 
helping to meet the funding shortfall needed to cover insurance losses 
and restore FSLIC to financial health. Federal funds for this purpose 
could be provided directly to FSLlC by purchase of stock in FSLlC or by 
other proposed methods that are, practically speaking, no different than 
federal outlays. 

• The Federal Reserve System could bE.' imthorized to pay interest on the 
reserve accounts that thrifts and other depository institutions are 
required to keep at Federal Reserve banks, with the payment diverted to 
FSLIC until such time as the deposit insurance financing needs have been 
met. These payments would amount to about $3 billion per year. 

• The Federal Reserve could pay some or all of its operating profits, cur­
rently running about $17 billion per year, to FSLlC rather than to the 
Treasury. Profits would be about $3 billion less annually if the Federal 
Reserve were also paying interest on deposited reserves. 

Although we have not examined these suggestions in detail, we are con­
cerned that their basic purpose is principally to mask the degree of the 
federal government's financial commitment that is li!<ely to be involved 
in resolving the FSLlC situation. If these or other indirect measures for 
obtaining federal financing are adopted, they should be justified in their 
own right as sound policies, rather than as convenient financing 
expedients. 

A second type of federal assistance would be to provide a source of bor­
rowing so that FSLlC can move much more quickly to resolve problems. If 
the goal of acting to resolve all insolvent cases within 3 years is to be 
met, a high volume of short-term liquidity loans may also be needed to 
help with liquidations or to cover deposits withdrawn from institutions 
that have been taken over by FSLlC and are in the process of being 
closed. The Treasury can provide the cheapest, most flexible source of 
credit available. 
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To the extent that federal money is used, we recommend an on-budget 
approach that fully discloses the funding and outlays that are involved, 
even if this requires raising the Gramm-Rudman-Hollings deficit reduc­
tion targets. We also think that a restructured federal budget along the 
lines we have proposed elsewhere would better highlight the financing 
of FSLIC and similar business-like enterprises. '3 

To assure adequate controls of spending to protect the taxpayers' inter­
ests, we also believe it would be appropriate to create a special control 
board if federal funds are provided. This board, which should include 
the Secretary of the Treasury and possibly the Chairman of the Board of 
Governors of the Federal Reserve System, would be empowered to 
review spending plans before funds would be released. The board would 
continue to exist until all of the presently identified problem cases had 
been resolved. 

To restore FSLIC to financial health with a significantly smaller federal 
financial commitment than $75 to $80 billion, other sources of financing 
outside of the thrift industry will have to be considered. These sources 
include other depository institutions and depositors themselves. Because 
of their size, the banking industry or depositors are the only other likely 
industry sources that could make major contributions to financing the 
shortfall. 

Clearly, the FDIC-insured banking industry is not responsible for the 
problems of the thrift industry or its insurer. In fact, many believe that 
the banking industry has been significantly damaged due to the behav­
ior and regulation of the thrift industry. 

Furthermore, in past federal rescues of troubled individual institutions 
or economic sectors, no private sector funding has been obtained from 
anyone other than the assisted entity(s). For example, in the Chrysler 
Corporation rescue, Ford and General Motors did not provide funds. In 
the recent Farm Cn~dit rescue, funding was not obtained from its com­
mercial bank competitors. Nor did other cities contribute to the New 
York City rescue. In these and other cases, financing to resolve the prob­
lem came from the distressed entity and/or from general taxpayer reve­
nues on the grounds that the problem was national in scope, a solution 
was in the national interest, and general taxpayer financing distributed 

I:IFinancial Management. Issues, (GAO/OCG-89-7TR, Nov. 1988), pp.1O-12. 
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the financial burden most widely so that individual contributions were 
minimal. 

Nevertheless, in view of the fact that both industries offer the same 
deposit products in competition with one another, FDIc-insured banks 
stand to benefit from prompt resolution of the FSLIC problem. For this 
reason, a contribution from the banking industry may be worth consid­
ering. The erosion of confidence in thrift industry deposit offerings has 
resulted in increased rates, which many believe have increased the rates 
banks must pay to attract deposits. Furthermore, as already noted, 
changes in, and equalization of, risk management policies could signifi­
cantly enhance the ability of banks to compete for insured deposits. 
From the federal government's perspective, any contribution by the 
banking industry would reduce federal outlays needed to meet the fund­
ing shortfall. However, like the dilemma that exists for deciding on what 
the thrift industry can pay, if a contribution is sought from the banking 
industry it is essential that it not adversely affect the competitiveness or 
viability of FDIc-insured banks. 

We believe a banking industry contribution to financing resolution of the 
FSLIC problem should only be considered if the following conditions are 
met: 

• Significant steps are taken to equalize regulation of the two industries 
with regard to matters that have a material affect on deposit insurance 
risks: powers, capital requirements, closure rules, closure processes, the 
quality of supervision and oversight, and access to FHLBS advances to 
finance housing lending. 

• Appropriate controls are in place over how contributions to financing 
are spent. 

• Any thrift institutions that are resolved through merger or rehabilita­
tion must be adequately capitalized from their inception to eliminate the 
possibility that banks would have to compete with undercapitalized 
thrifts. 

These conditions represent changes that need to occur regardless of 
whether there is a contribution from FDIC-insured banks. They are 
important in their own right in restoring FSLIC to a solid financial foot­
ing, and ensuring that the mistakes of the past are not repeated. But, if a 
contributions were to be sought from FDIc-insured banks, the govern­
ment would also have a special responsibility for ensuring that bank 
contributions were as well spent as contributions by taxpayers. 
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As is the case with thrifts, we have not fully assessed the banking indus­
try's ability to make contributions to meeting the financing shortfall. As 
a guideline to amounts that could potentially be raised, we estimate that 
for each one basis point of premium levied on the domestic deposits of 
FDIc-insured banks, a total of $3.5 billion could be raised by 1988. 
Increasing the assessment base for banks to include all liabilities and 
charging the current one-twelfth of 1 percent deposit insurance pre­
mium could raise about $12.6 billion more through 1998 than what 
would be raised by charging a similar assessment against total deposits. 

Like thrifts, the amount of additional insurance expenses FDIc-insured 
banks can be expected to pay without damage to healthy institutions 
depends upon earnings, ability to shift insurance costs to customers, and 
ability to reduce other items of expense. It is important to note in this 
regard that if a contribution is sought from both banks and thrifts that 
roughly equalizes their costs of insurance, the ability to pass those costs 
on to customers and therefore their ability to effectively compete for 
deposits would also tend to be more equivalent. Larger commercial 
banks do, however, have the additional problem of overseas competition 
with foreign banks. 

Depositors benefit directly from deposit insurance and they already 
indirectly bear a portion of the costs of deposit insurance assessments in 
the rates of interest that they earn. Though they bear no responsibility 
for the excesses or mistakes of thrift institutions managers, they have 
benefitted from past insurance arrangements, and they will benefit from 
efforts to restore the system to health. For these reasons and because it 
has become all too obvious that rates charged for deposit insurance by 
FSLIC have been too low for the level of risk that regulators have permit­
ted, seeking contributions directly from depositors is another possibility. 

Although a fee would no doubt be initially levied on the institution, leg­
islation imposing the fee could specify that the charge had to be explic­
itly identified as a deduction from the rate of interest that otherwise 
would be paid on the account.14 Because of competitive considerations, a 
depositor fee would probably need to cover all depository institutions, 
and perhaps as well the deposit-like products of certain other institu­
tions. Levying a depositor fee only on thrifts would cause account bal­
ances to be transferred to banks or other institutions offering the same 

l.Jln practice, the ultimate incidence of the fee would be hard to detennine because institutions may 
reduce other costs to depositors to remain competitive. 
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or similar deposits. At a minimum, therefore, such a fee would have to 
be levied on banks, thrifts, and credit unions. Consideration could also 
be given to imposing a fee on checking-like money market funds offered 
by broker dealers that are close substitutes for deposits in depository 
institutions. 

A depositor fee levip.d across banks, thrifts, and credit unions has the 
potential for raising considerable sums of money. Each one basis point 
of fee could raise as much as $5.2 billion by the end of 1998. This means, 
for example, that a depositor fee of one-eighth of 1 percent (12.5 basis 
points) could provide about $65 billion through 1998. For each one basis 
point fee, the average depositor would pay about $1 per year in lost 
interest income (based on an average account balance of $9,500), while 
a depositor with a $100,000 account balance would pay $10 annually.ln 
Another $.5 billion might be obtained from each basis point levy on 
checking-like accounts offered by the securities industry. 

The principal attribute of using a broad-based depositor levy to fund the 
cash shortfall is that it would not compete with other budget priorities, 
while a solution funded with general revenues would. 

There are, however, drawbacks from trying to raise significant amounts 
of money in this way. There is a fairly strong positive relationship 
between income levels and account balances in depository institutions. 
However, in contrast to income tax rates which are progressive, a flat 
rate levy on depositors would tend to be regressive, i.e., lower-income 
depositors would pay a higher amount of tax relative to their income 
than would higher income depositors. This problem could be moderated 
by exempting deposits under a certain amount from additional charges, 
but this would reduce revenue potential. A second drawback is that, in a 
competitive environment, singling out deposits for a special fee is likely 
to encourage development of close substitutes for deposits that are able 
to avoid the fee. Such efforts, designed solely to get around the conse­
quences of a fee, do not necessarily contribute to the overall efficiency 
of the financial system. Also, depositors with higher income and account 
balances are most likely to be in a position to avoid charges by placing 
money in such nondeposit instruments. 

I r,The effective burden of the fee would change as interest rates changed. The lower interest rates 
fall, the greater the burden of a flat rate fee and therefore the greater the incentive to shift deposits 
to another type of institution. Reduction in interest earnings from the imposition of a depositor fee 
would also reduce depositor tax liabilities, to some extent resulting in a decrease in tax revenues to 
the government. 
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There is no way to determine precisely how much money FSLIC will ulti­
mately need. We estimate, however, that financing insurance expenses 
and adequate reserves will require at least $85 billion more than FSLIC 

projects that it will have available. 

Decisions about who should contribute to the resolution of the thrift 
industry crisis depend on assessments of ability to pay and cross indus­
try competitive consequences, and on judgments about what is fair. 
Judgments regarding what is fair are bound to differ, further complicat­
ing decisions about how funding a resolution of the thrift industry's 
problems should be accomplished. 

We have not made an assessment of the full extent of the thrift indus­
try's ability to pay more than the $34 billion in contributions through 
1998 (premiums plus interest on reserves) currently assumed in FSLIC'S 

projection. We believe, however, that to the extent possible, additional 
contributions from the thrift industry should be sought in a way that 
does not jeopardize the viability of healthy thrift institutions. 

In our view, a good way to accomplish this result is to reorganize FSLIC 

into separate good company and bad company funds. The good company 
fund would be financed through capital contributions and premium 
assessments. The bad company fund would be financed out of (1) FSLIC'S 

existing revenue sources (less the premiums that would have been paid 
by institutions moving to the good company fund), (2) payments by 
healthy thrifts to meet their mutual insurance responsibilities, and (3) 
contributions from the federal government and possibly other sources 
outside of the thrift industry. Well-capitalized thrifts that can meet 
FDIC'S requirements should also be given the option of joining FDIC at a 
cost equivalent to that incurred in joining the good company thrift fund. 

The arrangement cannot be expected to make a significant contribution 
to meeting the $85 billion cash shortfall. Unless contributions are sought 
from the banking industry and/or depositors, the government on behalf 
of taxpayers probably will have to provide $75 to $80 billion in funds. A 
contribution of this magnitude can be justified because the thrift prob­
lem is national in scope and government policies contributed signifi­
cantly to its occurrence. Whatever financing plan is settled on, it should 
provide the majority of funding within the next 3 years to enable insti­
tutions to be resolved quickly. 

While the banking industry bears no responsibility for the thrift indus­
try's problems, it stands to benefit from both their quick resolution and 
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the changes to regulations tb~t will improve risk management and 
equalize the basis for competition between the two industries. There­
fore, a contribution from FDIC-insured institutions or depositors of all 
insured institutions may, under some circumstances, be justified. But, 
the decision depends on value judgments that only Congress can make. 

We recommend that Congress take the following actions: 

• Adopt a funding plan that can provide at least $85 billion to pay for 
insurance losses and to restore FSLIC'S reserve. (Because of the uncer­
tainties associated with the condition of insolvent thrifts, the actual 
amount can later be increased or decreased based on experience.) 

o Seek funds from the thrift industry through creation of good company 
and bad company funds under an independent FSLIC. The good company 
fund reserves should be established through capital contributions by 
thrifts. 

o Allow well-capitalized thrifts the option of joining FDIC at a cost that is 
equivalent to joining the good company FSLIC fund. 

o Require thrifts joining the good company fund or FDIC to make equiva­
lent contributions to meeting the expenses of the bad company fund. 

o Authorize FSLIC to undertake short-term borrowing for liquidity pur­
poses to enable FSLIC to move as quickly as possible to resolve problem 
cases. 

• Recognize in budget totals any federal funding that may be provided. 
o Establish a special board to protect taxpayers' interest by overseeing 

the expenditures of any federal funds provided to resolve thrift cases 
over the next several years. 

Agency Comments and 
OUf Evaluation 

The Federal Reserve complimented our presentation of the funding 
options, agreeing that the issue is best decided by Congress. Treasury 
commented on a statement in our Conclusions section, where we said 
that a large taxpayer contribution "can be justified because the thrift 
problem is national in scope and government policies contributed signifi­
cantly to its occurrence." Treasury believed the statement was incom­
plete, citing numerous other contributing factors that it believed should 
be mentioned: high interest rates, technological innovations, commodity 
disinflation and an economic downturn in the Southwest, expanded 
state-authorized asset powers, imprudent thrift managers, and fraud. 
We agree with Treasury that these other factors contributed, and we 
discussed them at the beginning of the chapter and as applicable in our 
discussion of the rationale for contributions from industry sources. 
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Impact of Merger on 
Taking Control of 
Insolvent Thrifts 

In the preceding chapters we pointed out that three things need to be 
done to solve the problems associated with FSLIC'S insolvency and ensure 
that they are not repeated: (1) adopt new procedures to take control of 
insolvent institutions as soon as possible, (2) better manage the deposit 
insurance system's exposure to risk, and (3) provide enough money to 
resolve problem cases and establish adequate insurance fund reserves. 

A merger of the insurance funds alone cannot accomplish any of these 
objectives, although it could provide a stimulus for developing an appro­
priate plan of action. However, in view of the drawbacks associated 
with undertaking an immediate merger of the funds, we believe it makes 
more sense to accomplish the objectives set forth above by reorganizing 
FSLIC and other means. 

Before considering whether to merge the deposit insurance system, Con­
gress first should implement changes to establish comparable regulatory 
ground rules for banks and thrifts, ensure that banks and thrifts are 
financially sound, and decide whether there is a need for specialized 
housing finance institutions. After these actions have been accom­
plished, merger could then be considered as part of an overall effort to 
further assure the integrity of the deposit insurance system and to sim­
plify the regulatory structure for the depository institutions industry. 

In chapter 4, we concluded that FSLIC needed to take control of insolvent 
thrifts as soon as possible. Congress may, however, wish to further 
strengthen the administrative capability that applies to thrift deposit 
insurance by merging the administrative functions of FDIC and FSLIC. By 
merging the administrative functions, the combined resources of the two 
agencies-including FDIC'S greater in-house capability for managing the 
case resolutions process-could be used for deciding the true condition 
of problem cases, managing the case resolution process, and monitoring 
the complex merger agreements that have already been arranged. 

We also pointed out that merger of the funds is not necessary for achiev­
ing the resource gains and independent perspective that are needed to 
change the way problem thrift cases are resolved. FSLIC could draw on 
the personnel resources of FDIC or other federal regulatory agencies 
without merger, and independence could be achieved if FSLIC were reor­
ganized with its own independent board of directors. 

Risks and drawbacks associated with full merger of the insurance funds 
also make the non-merger or administrative merger alternative more 
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attractive at this time. For example, if the insurance funds are merged, 
there is a risk that overall confidence in the nation's banking system 
would be adversely affected because the public may assume that the 
thrift industry's problems are being transferred to the banking system. 
Also with a full merger, all of the pressures that have and will be associ­
ated with resolving thrift industry cases could be transferred to FDIC, at 
a time when it needs to devote attention to problems in the banking 
system. 

Another possible drawback is that full merger of the funds could be 
taken as a substitute for basic policy changes that need to be made. For 
example, existing forbearance policies need t(l be changed irrespective 
of whether the funds are merged. 

The risk·management improvements 'We discussed in chapter 5 to keep 
the FSUC situation from recurring involve changes in laws and regula­
tory practice. Many of these changes have little to do with the subject of 
merger per se. For example, Congress can legislate similar capital 
requirements for both industries and can set rules for both thrift and 
bank holding companies regarding obligations to support failing deposi­
tory subsidiaries. Also, FDIC and a reorganized, independent FSLIC could 
both be given powers to assert greater supervisory and regulatory con­
trol over undercapitalized and failing institutions. 

The contributions to risk management that merger of the insurance 
funds might be able to make fall into two areas: equalizing the treatment 
of thrifts and banks and speeding up the implementation of policy 
changes. However, in our view, satisfactory results can also be accom­
plished in these areas without merging the funds. 

As we have noted, banks and thrifts are linked economically through 
their competition for the same insured deposit base and provision of 
many of the same services. This means that risk management policies 
adopted by only one of the industries affect the competitive position of 
the other and may be counterproductive in controlling the overall risk 
exposure of the federal government. 

The most straightforward approach to resolving the differences in fed­
eral regulation and oversight would be to combine the entire federal reg­
ulatory apparatus for the banking and thrift industries, not just the 
insurance function. This would assure a common approach to federal 
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regulation of the two industries without the uncertainties and possible 
failures associated with coordination of regulation. 

To combine functions while making minimum changes to the existing 
regulatory structure, the chartering function for federal thrifts could be 
assigned to OCC, and FDIC could be given responsibility for supervising 
state-chartered thrifts. FDIC already supervises the state-chartered, non­
member commercial banks and state-chartered savings b.? ... J{s that it 
insures. Consolidation of the chartering and supervisior. functions 
should make it easier to eliminate all regulatory distinctions between 
federally chartered thrifts and banks within a set perivd of time. 

In combining functions, FHLBB need not necessarily be abolished, but it 
should no longer retain regulatory and supervisory responsibilities. 
Instead, it should concentrate exclusively on housing finance if this is 
considered necessary. Advances to institutions engaged principally in 
housing finance could then be made available to any qualifying deposi­
tory institutions including commercial banks. 

We favor efforts to resolve structural issues within the banking and 
thrift industries. However, we think some of these issues are similar to 
those discussed in chapter 5 concerning more far-reaching deposit insur­
ance reform. We are most concerned that debate over whether to consol­
idate the regulatory structure could delay efforts to fund FSLIC'S 
resolution costs and to improve risk management in the deposit insur­
ance system. 

It may take a considerable amount of time to reach a consensus about 
both the future of specialized housing lending institutions and what 
combination of powers now held by thrifts and banks will be appropri­
ate for insured depository institutions in the future. Furthermore, dif­
ferences in the regulation and supervision between federally and state­
chartered thrifts and banks would have to be worked out. Thus, while 
we support efforts to simplify the regulatory structure, they are not 
necessary to correct the most glaring problems which might cause FSLIC'S 
situation to be repeated. 

Rather than proceeding right away with a full merger of the funds, we 
think it makes more sense to reorganize FSLIC, make it ind(ependent of 
FHLBB, and charge it with establishing a fund for thrifts which is run as 
closely as possible to the one for FDIC-insured institutions with respect to 
certain essential matters. These essential matters include financial 
reporting standards, enforcement of capital rules, and sanctions on 
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poorly capitalized institutions. This approach would avoid the inherent 
problem associated with merger discussed above-namely, public per­
ception of risk to the banking industry if the funds were merged right 
away. When parity between the two funds has been achieved and ques­
tions about the appropriate structure of depository institutions have 
been resolved, giving consideration to full merger of the funds would be 
more appropriate. 

At the rate }''SLIC has been acting on cases, it will take some time before 
all insolvent and weak institutions can be resolved. It may therefore not 
be possible to credibly implement and enforce new rules, especially in 
areas such as capital adequacy and closure policy, so long as institutions 
that cannot comply with the rules are able to continue to operate within 
the same regulatory and insurance system. 

Full merger of the funds could help to accelerate implementation of new 
risk-management policies within the thrift industry as long as the 
merger decision is accompanied by changes in policy designed to isolate 
problem institutions from the rest of the industry as soon as possible. 
Isolation of problem thrifts can, however, be accomplished within the 
thrift industry itself if FSLIC were reorganized into good company and 
bad company funds independent of FHLBB as outlined in chapter 6. 

Some of these same results can also be accomplished if thrifts meeting 
FDIC standards are allowed to switch to FDIC. CEBA imposed a moratorium 
on switching which is now set to expire in August 1989. If switching 
were permitted, thrifts that meet FDIC'S standards could then switch to 
FDIC after meeting their mutual insurance responsibilities to FSLIC 
through payment of an exit fee or similar arrangements. If many institu­
tions switched, this would result in a de facto merger of the insurance 
funds for FDIC-insured banks and well-capitalized, viable thrifts . 

In chapter 6, we estimated what the order of magnitude for contribu­
tions to resolve the thrift industry problem might be if only the thrift 
industry and the federal government were involved in funding FSLIC'S 
cash shortfall. We said that, without a contribution by other financial 
services industry participants, the government could anticipate a contri­
bution of about $75 to $80 billion. We pointed out that under certain 
circumstances, a contribution from the banking industry or its deposi­
tors might be considered to reduce the funding that would have to be 
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supplied from general revenues of the government. However, this is a 
value judgment only Congress can make. 

The most obvious way that an insurance fund merger would help with 
meeting FSLIC's expenses would be to make FDIC'S reserves available for 
this purpose. However, commingling the revenues, expenses, and 
reserves of the two funds would only provide about $14 billion in FDIC 
reserves (based on FDIC'S estimate of reserves at the end of 1988) to help 
resolve the combined problems of FDIC and FSLIC. We believe that combin­
ing FSLIC and FDIC while leaving existing funding arrangements in place 
is not a realistic solution. To show the initial impact of combining the 
funds, we constructed a consolidated balance sheet for FDIC and FSLIC as 
of December 31, 1987. The results are shown in appendix VII. 

As of December 31, 1987, the comhined fund would have a reserve of 
less than $5 billion, or .17 percent of insured deposits.! Given the magni­
tude of the thrift industry's problem, the fund would be hopelessly 
weak. In addition, as explained more fully in appendix II, FDIC expects to 
suffer net losses in 1988. Thus, while a merger of existing fund financial 
resources could make additional funds available quickly to resolve thrift 
cases, it would be at the expense of a shortfall in funds needed for the 
banking industry. It would also run contrary to banks' general expecta­
tion that they had contributed money to FDIC for their own insurance 
needs. 

Another option is to increase FDIc-insured bank premiums to help meet 
the funding shortfall. While we are not rendering a judgement on the 
merits of the option, we note that one advantage of such a contribution 
would be that it would tend to mitigate the negative competitive impact 
of attempting to raise money strictly from healthy thrifts. 

If a financial contribution is sought from FDIC-insured banks, the case for 
merging the funds is strengthened due to the need to be sure that the 
money is well spent. However, merger is still not necessary. As we point 
out in chapter 6, controls that the federal government should put in 
place to assure that its interests are protected would provide the protec­
tion needed over expenditures of bank contributions. 

! Unaudited financial data for both FDIC and FSLIC for September 30, 1988, show that the combined 
fund would be technically insolvent. 
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By itself, merger of the deposit insurance funds would not address the 
problems associated with FSLIC'S insolvency. Indeed, combining the FDIC 
and FSLIC funds to gain access to FDIC'S reserves could weaken the entire 
deposit insurance system. FDIC'S resources, which are needed to deal 
with the banking system's problems, would be quickly depleted, leaving 
the deposit insurance system worse off than it is now because the fund 
insuring bank deposits would also be insolvent. 

If it provided t.he stimulus for carrying out the actions to resolve the 
FSLIC problem that we have discussed, a merger of the administrative 
aspects of the insurance funds could in that sense be helpful. But these 
actions can, for the most part, be accomplished without a merger 
through the creation of a new FSLIC that is independent and organized 
into good c()mpany and bad company funds that could draw on the per­
sonnel resources of FDIC or other federal agencies. 

The principal reason why alternatives to full merger should be sought is 
that merging the deposit insurance funds has some significa..."1t 
drawbacks. 

• Public confidence in the Nation's banking system could be adversely 
affected. 

• At least initially, attention could be diverted from problems within the 
banking industry and the pressures for action or inaction that have been 
directed toward FSLIC in its handling of the problem could be inappropri­
ately redirected to FDIC. 

• Fundamental decisions on regulatory structure and the continued use­
fulness of a specialized housing industry lender could be avoided or 
delayed causing a long-term cross subsidization within the fund of 
thrifts by banks. 

• If it were felt that fundamental regulatory structure changes had to 
accompany merger of the funds, a protracted debate could follow which 
would delay implementation of a program to deal with the thrift indus­
try problem. 

In our view, a full merger of the funds is technically possible, but we 
recommend against it at this time. Only when comparable risk manage­
ment policies are in place, when the viable portion of the industry is as 
financially sound as the banking industry, and when decisions have 
been made about the appropriate regulatory structure within which 
both thrifts and banks can compete on an equal footing would it be more 
appropriate to consider whether to merge the funds. 
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As an alternative way to provide the independent point of view and 
additional personnel resources and expertise needed both to identify 
and resolve problem thrift cases and to provide effective deposit insur­
ance for healthy thrifts, Congress should consider merging the adminis­
trative aspects of FDIC and FSLIC. 

FHLBB and NCUA commented explicitly on the issue of merging the fund. 
FHLBB concurred with the view that a simple merger of the insurance 
funds will not solve either the thrift or commercial bank problem. FHLBB 

said it was proposing a complete reform of the system, including some 
type of reinsurance mechanism, on the grounds that the current system 
has no provision to cover catastrophic losses. NCUA agreed that a merger 
01 deposit insurance funds was not required or advisable. 
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Thrift Industry's Condition 

Thrifts as Mortgage 
Lenders 

Interest-Rate Spread 
Problems of the Early 
1980s 

Public policy has supported the role of thrifts as primary lenders in the 
housing finance market. As a result of the problems experienced by the 
industry during the Great Depression, FHLBS was created by the Federal 
Home Loan Bank Act of 1932 to channel funds to thrifts to facilitate 
mortgage financing and thus promote home ownership. In addition to 
FHLBB, which charters federal thrift institutions and is responsible for all 
federal regulation of thrifts, FlILBS includes 12 district banks that bor­
row in capital markets and then lend funds to member thrift institutions 
in the form of collateralized bank advances. 

Thrifts have traditionally earned their profits through the funding of 
long-term mortgage assets with lower interest rate short-term deposits. 
Though mortgage assets continue to dominate thrifts' portfolios, as a 
percent of total assets, mortgages have declined from nearly 86 percent 
in 1977 to 70 percent in 1987. From 1966 until 1980, interest rates 
thrifts could pay on time and savings deposits were constrained by the 
Federal Reserve Board's Regulation Q. When market interest rates 
would rise above Regulation Q ceilings, thrifts would experience 
decreased deposit inflows and occasionally net deposit outflows. 

Until the early 1980s, the problems associated with disintermediation 
were not serious enough to severely impair thrift performance. How­
ever, the rapid rise of interest rates that began in 1980 prompted large 
deposit outflows from thrifts. 

These outflows forced thrifts to raise interest rates paid on deposits and 
to rely on market-rate FHLB advances which also increased thrifts' cost 
of funds dramatically. Because fixed-rate mortgages comprised about 80 
percent of thrift assets in 1980, it was difficult for thrifts to increase 
earnings on a large portion of their assets when interest rates increased. 
Consequently, in 1982, the thrift industry's cost of funds was over 11 
percent while the average return on mortgage holdings was under 11 
percent. The net interest margin (NIM) of the industry declined quickly 
and industry return on assets (ROA) reached a low of -.97 percent in June 
1982. 

The thrift industry experienced losses of $8.8 billion in 1981 and 1982 
combined. The result was a depletion of thrift industry capital and an 
alarming increase in thrift insolvencies. 
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The unprecedented deposit outflows experienced by thrifts in the early 
1980s caused Congress to act swiftly to deregulate interest rates paid on 
deposits. The Depository Institutions Deregulation and Monetary Con­
trol Act of 1980 (DIDMCA) provided for the phaseout of interest-rate ceil­
ings on thrift and bank deposits. DIDMCA also allowed thrifts to diversify 
their asset portfolios into areas that were previously the domain of com­
mercial banks. Further, in an effort to increase the interest rate sensitiv­
ity of thrift asset portfolios, FHLBB in 1981 authorized all federally 
chartered thrift institutions to make adjustable rate mortgages (ARM). 

However, the net worth position of thrifts continued to deteriorate. In 
1982, Congress passed the Garn-St Germain Depository Institutions Act. 
The act further expanded thrift asset powers in the areas of commercial 
and consumer lending. Although some institutions report large holdings 
of these assets, on average, thrifts have not taken advantage of these 
expanded powers. Commercial loans and consumer loans comp~ .sed only 
1.88 and 4.41 percent of total thrift assets, respectively, at midyear 
1987. 

In the period following enactment of the Garn-St Germain Act, the thrift 
industry experienced extremely rapid growth. Assets in the industry 
increased about 40 percent between 1982 and 1984, a rate of growth 
much greater than the rate of growth of GNP or the rate of growth of 
commercial banking assets. This growth was financed in part with 
deposits over $100,000 and repurchase agreements. The current prob­
lems of the industry may stem, at least in part, from this period of rapid 
growth because institutions were able to use the insured deposits to 
finance what proved to be high-risk ventures. 

Between January 1980 and December 1987, 331 FSLIc-insured institu­
tions were closed. I In addition, many other insolvent thrifts were permit­
ted to remain open. Only 21 operating FSLlc-insured institutions reported 
negative GAAP net worth as of June 1981. As of March 1988, this number 
had grown to 500 institutions. 

The response of FHLBB to the deteriorating condition of the industry was 
one of showing forbearance to capital deficient thrifts. Forbearance 
involves delaying the closure of thrifts by either augmenting the value 
of capital they report for regulatory purposes (based on Regulatory 
Accounting Principles [RAP]) or lowering the minimum capital require­
ments thrifts must meet in order to be permitted to continue to operate. 

I Closed institutions were liquidated or merged. 
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Forbearance through means of capital augmentation was first under­
taken in 1981. At that time, thrifts were permitted to begin to defer over 
time any losses incurred on the sale of selected assets and to count 
income capital certificates (Icc) in RAP net worth. 

In 1982, certificates similar to ICCS, known as net worth certificates 
(NWC), were authorized by the Garn-St Germain Act. Both NWCS and ICCS 
served to increase the RAP net worth of qualifying institutions to the reg­
ulatory minimum and thereby avoid a FSLIC takeover. 

Both the RAP and GAAP net worth of the industry continued to decline 
from 1980 until December 1984 but, due to the use of these capital aug­
mentation techniques, RAP net worth declined more slowly than GAAP. 
The other form of forbearance, that of lowering the capital requirements 
thrifts must meet, was first instituted in 1980 when the minimum RAP 

net worth requirement was lowered from 5 to 4 percent of assets. It was 
again lowered, to 3 percent, in 1982. In addition, FHLBB said in February 
1987 that it was unlikely to take administrative action to enforce mini­
mum capital requirements. 

During the period of declining net worth and of a growing number of 
insolvent thrifts, FSLIC found itself increasingly unable to deal with prob­
lem cases. After a record 252 resolutions in 1982, the number of thrift 
closures dropped to 102 in 1983 and to 41 in 1984. During the same 3 
years, the number of GAAP-insolvent institutions operating increased 
from 222 in 1982, to 281 in 1983, and then to 434 in 1984. Although 
FSLIC had reserves averaging $5.7 billion from 1982 through 1985, FHLBB 
estimated in 1985 that it would take $15.8 billion to close all GAAP-insol­
vent institutions. 

Partly as a result of the deteriorating condition of the insurance fund, 
FHLBB in 1985 began to place institutions in the Management Consign­
ment Program (MCP). The goal of MCP is to minimize the losses of FSLIC by 
taking control of those insolvent institutions that pose the greatest 
threat of future losses. When an institution is placed in the program, the 
board of directors and the management of the institution are replaced 
with new managers, usually from another thrift, who are chosen by 
FSLIC. In September 1987, GAO reported on the condition of the 45 institu­
tions in MCP as of year-end 1986.2 It was shown that these institutions 
still incurred great losses after they entered the program, reporting $ 2 
billion of losses between the end of the quarter during which they 

2Thrift Industry: The Management Consignment Program (GAO/GGD-87-1l5BR, September 1987), 
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entered MCP and year-end 1986. Their aggregate GAAP net worth declined 
from $-0.8 billion to $-3.49 billion over the same period. It is possible 
that the losses of these institutions could have been just as large or 
larger than they actually were had they not been put into MCP. 

In May 1987, we reported on the ability of institutions that were shown 
forbearance to return to health.3 In that report, the financial condition 
of the 222 thrifts that were insolvent at year-end 1982 were tracked 
through September 1986 to determine if, having been allowed to con­
tinue to operate, they attained a positive net worth position. Of the 222 
institutions, 77 were liquidated, merged, or reorganized during the 
period and 145 remained open on September 30, 1986. Of the 145 oper­
ating thrifts, 80 remained insolvent while 65 had attained a positive 
level of GAAP capital. Of the 65 which had regained solvency, only 25, or 
11 percent, of the original 222 had fully recovered.4 It should be noted 
however, that the institutions in this sample were initially insolvent due 
principally to interest rate rather then asset quality problems. 

We also examined the change in the condition of problem institutions in 
the thrift industry between the end of 1986 and 1987. These problem 
institutions were ones that were either GAAP insolvent as of December 
31,1986, or had lost money in 1986 and had less than 3 percent net 
worth. During 1987,47 institutions with assets of about $11 billion were 
liquidated or merged with FSLIC assistance. By December 31,1987,59 
institutions had recovered sufficiently to be either no longer insolvent or 
not losing money in 1987. This definition of recovery may not, however, 
provide a true measure of the economic condition of the institutions 
because it does not reflect an analysis of either the quality of the capital 
or of the net income of the institutions. Furthermore, during this period, 
an additional 197 institutions with assets of $126.7 billion (13 percent of 
the assets of those that were not defined as problem thrifts in 1986) 
entered the problem thrift category in 1987. (See table 1.1.) 

3Thrift Industry: Forbearance for Troubled Institutions 1982-1986 (GAO/GGD-87-78BR, May 1987). 

4Full recovery was defined as having a GAAP net worth to assets ratio of at least 3 percent and being 
profitable during the first 3 quarters of 1986. 
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Dollars in billions 
Category of institutions 
Weak in both 1986 and 1987 
Weak in 1986 to not weak in 1987 
Not weak in 1986 to weak in 1987 
Not weak in both 1986 and 1987 
Existed in 1986 and did not exist in 1987b 

Total 

Total assets in 1986 Number 
$137.3 458 

16.7 59 
126.7 197 
837.3 2,323 
47.3 183 

$1,165.3 3,220 

aWeak is defined as (1) was insolvent or (2) 0-3 percent net worth and lost money in 1987. 

blncludes institutions that failed, merged, or were acquired by another institution. Not all of these institu­
tions represent problem cases. 

As interest rates began declining in 1982, thrifts' interest-rate spread 
problems began to subside and overall profitability of the industry 
began to rise. Although nearly 7 percent of the industry remained insol­
vent, it appeared for a while that the industry was recovering. However, 
in early 1986, average ROA for the industry again began to decline. Since 
the fourth quarter of 1986, the industry as a whole has lost money in 
every quarter (through June 1988), except for the first quarter of 1987. 

It is important to note that although a significant portion of the industry 
is insolvent and deteriorating, many thrift institutions are adequately 
capitalized. At year-end 1987, there were 3,147 FSLlc-insured institu­
tions. Of these, 505 were insolvent on a GAAP basis, 435 had a GAAP capi­
tal to assets ratio of at least zero but less than 3 percent, 1,014 had a 
capital ratio between 3 and 6 percent, while the remaining 1,193 were 
adequately capitalized with a capital ratio of at least 6 percent. (See 
table I.2.) Nearly two-thirds of all thrifts made net profits during 1987. 
However, the $13.4 billion losses of the unprofitable thrifts outweighed 
the profits of the profitable thrifts which totaled $6.6 billion, resulting 
in a net loss of $6.8 billion for the industry in 1987. 
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Dollars in billions 

GAAP 
Number Percent Total Total net 

GAAP net worth of S&Ls of total assets deposits worth 
Less than -12% 182 5.8% $43.2 $49.3 (14.3) 
From -12 to-9 33 1.0 5.5 4.7 (0.6) 
From -9 to-6 61 1.9 23.0 19.6 (1.7) 
From -6 to-3 75 2.4 17.5 14.8 (0.7) 
From -3 to 0 154 4.9 51.1 40.4 (0.7) 
From 0 to 3 435 13.8 255.2 175.7 4.0 
From 3 to 6 1,014 32.2 555.9 398.7 25.0 
From 6 to 9 743 23.6 231.0 177.1 15.9 
From 9 to 12 290 9.2 38.6 31.6 3.9 
More than 12 160 5.1 30.7 20.9 6.0 
Total 3,147 100.0 $1,251.6 $932.7 $36.8 

Note: Numbers may not add to total due to rounding. 

The 577 problem thriftsn that we identified in chapter 2 (as of December 
31,1987) have a geographic concentration that suggests an underlying 
regional component to the problem. Ii 

Nearly 50 percent are concentrated in the Dallas and Topeka FHLB dis­
tricts. The Dallas district contains 205, or 36 percent, of these thrifts, 
and an additional 62, or 11 percent, are located in the Topeka district. 
Texas, Louisiana, and Oklahoma, three of the nine states that these two 
districts incorporate, have suffered particularly heavy losses due to the 
economic downturn in the agriculture, energy, and real estate sectors of 
the economy. The problem institutions located in these two districts 
account for 75 percent of the net losses experienced by problem thrifts 
during 1987 and account for 48 percent of the assets of problem thrifts.7 

r,We define a problem thrift as one that is either insolvent at year end 1987 or has a GAAP net worth 
as a percent of assets between 0 and 3 percent and has lost money throughout both 1986 and 1987. 
See tables 2.1 and 2.4. 

OSee page 2 of Danny Wall's testimony on May 26,1988 before the Senate Committee on Banking, 
Housing and Urban Affairs. Also see pp. 21-22 of his July 7,1988 testimony before the House Com­
mittee on Banking, Finance and Urban Affairs. 

7 The asset size of problem thrifts is also an important factor because insurance funds typically have a 
harder time resolving the problems of larger institutions. Of the $175.2 billion of the total assets in 
the 577 problem thrifts, 43 percent of the total assets are in 35 institutions with assets greater than 
$1 billion and 14 of these institutions are located in the Dallas FHLBB district. The average size of the 
150 commercial banks closed by FDIC in 1987 was approximately $40 million. 
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The greatest problem insolvent institutions currently face is poor asset 
quality. That is, these thrifts are currently holding assets that are not 
producing income or are worth less today than what they were when 
they were first acquir~d. Over the last decade, thrifts have expanded 
their asset portfolios mto areas beyond the single family mortgage loans 
traditionally originated and held by thrifts. Mortgages on one to four 
family dwelling units comprised 67.8 percent of thrift assets as of 
December 1980. By June 1987, this ratio had declined to 37.1 percent.s 

Thrifts have, however, acquired a significant volume of mortgage­
backed securities. Nonetheless, as already noted, thrift mortgage assets 
as a percent of total thrift assets has declined. But over the same period, 
the percent of thrifts' assets in acquisition and development loans as 
well as in nonmortgage assets, such as commercial and consumer loans, 
direct investments, liquid assets, intangible assets, repossessed assets, 
and investment securities, have increased. 

There has been considerable controversy surrounding thrift investment 
in some of these assets, especially direct investments. Believing that 
direct investments increase the cost to FSLIC of disposing of failed thrifts' 
assets, FHLBB passed a rule in March 1985 that limited thrift holdings of 
direct investments to the greater of 10 percent of an institution's assets 
or twice its regulatory net worth. In March 1987, the rule was revised 
and allowable direct investments holdings were more closely tied to 
thrift net worth levels. 

Some thrifts suffering from spread problems in the early 1980s were 
successful in working out their problems in the lower interest rate envi­
ronment of 1982 to 1986. However, if a policy of forbearance were now 
practiced in the hopes of encountering declining interest rates, it is 
unlikely that this would benefit thrifts whose current problem is bad 
assets. Further, it is unlikely that the problem assets of m~ny of these 
thrifts will increase in value though they may deteriorate further. 

Some studies have shown that failed institutions with asset quality 
problems stemming from direct investments are more expensive for 
FSLIC to resolve than failed thrifts which became troubled mainly due to 
interest rate spread problems. Estimates provided by FSLIC on its cost to 
resolve thrifts that required FSLIC assistance increased from an average 
of 7.3 and 4.2 percent of thrift assets resolved in 1981 and 1982, respec­
tively, to 41.1 percent for thrifts resolved in 1987. In other words, FSLIC 

RThough thrifts remain the dominant originators of long-term residential housing mortgages, their 
market share of originators has dropped from nearly 55 percent in 1976 to 47 percent in 1987. 
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lost an average of 41 cents on each dollar of assets of thrifts resolved in 
1987. 

In addition, the losses and resulting depletion of capital which occurred 
in the early 1980s may have produced an incentive for the management 
of capital-deficient thrifts to undertake greater risk to recoup their 
losses whether it be through reduced underwriting standards on loans, 
investing in areas in which they have little or no expertise, or investing 
in assets which are riskier in terms of the probability of loss but with a 
potentially large return should the venture be successful. Finally, other 
thrift analysts have pointed to relaxed examination and supervisory 
standards by the FHLBS as one of the factors contributing to the thrift 
industry's problems. 

Whatever the cause of the industry's current condition, there is little 
disagreement that the existing thrift problems will be expensive to 
resolve. In addition, the continuing losses of the insolvent and capital 
deficient thrifts pose an ever-increasing threat to the FSLIC fund. 
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Commercial Bank 
Condition 

Table 11.1: Condition of the Commercial 
Banking Industry (Ratios in Percentages) 

Condition of FDIC­
Insured Savings Banks 

Since the early 1980s, the financial condition and profitability of the 
commercial banking industry has been declining. Commonly cited rea­
sons for this deterioration include interest rate volatility, inflation and 
its aftermath, increased competition both internationally and within the 
United States, and problems in the energy and agriculture sectors of the 
economy and their resulting impact on the real estate sector in certain 
regions of the country. In addition, the debt servicing problems of cer­
tain less developed countries have adversely affected bank earnings. 
The problems of the banking industry have been manifested in record 
numbers of bank failures over the last several years and a substantial 
increase in FDIC costs of those failures. (See table 11.1.) 

Dollars in billions 

Return- Capital- Number of 
on- over- Allowance- Total commercial 

Year assets8 assetsb over-assetsC assetsd bankse 

1980 0.75% 5.79% 0.54% $1,856 14,435 
1981 0.73 5.83 0.56 2,029 14,414 
1982 0.68 5.87 0.61 2,194 14,452 
1983 0.64 5.99 0.66 2,342 14,465 
1984 0.63 6.15 0.74 2,509 14,482 
1985 0.67 6.20 0.85 2,731 14,405 
1986 0.60 6.21 0.97 2,941 14,198 
1987 0.12 6.04 1.64 3,001 13,700 

aReturn-on-assets = net income divided by year-end assets. 

bCapital-over-assets = year-end GAAP capital divided by year-end assets. 

cAliowance-over-assets = year-end reserves for bad loans and leases over year-end assets. 

dTotal assets at year-end in FDIC-insured commercial banks. 

eNumber of commercial banks insured by FDIC. 

FDIC-
assisted 
or failed 

banks 

11 
7 

34 
45 
79 

118 
144 
201 

Savings banks insured by FDIC operate similarly to thrifts that are 
insured by FSLIC. In 1987, they held $217 billion in assets compared to 
over $3,000 billion in commercial bank assets. Their main source of 
funding, time deposits, is used primarily to make mortgage loans. Cur­
rently, most of these savings banks are located in the Northeast and the 
bulk of them are in Massachusetts, New York, and Connecticut. 

As with thrifts and commercial banks, savings banks faced losses in the 
early 1980s due to mismatches between short-term deposit rates and 
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long-term mortgage rates. Since 1985, however, savings banks have been 
performing well in contrast to many FSLIC-insured thrifts. (See table 
II.2.) 

Dollars in billions 
Return- Capital-

on- over- Allowance- Total 
Year assetsa assetsb over-assetsC assetsd 

1982 -0.80% 5.36% 0.11% $155 

1983 -0.10 4.34 0.11 171 

1984 0.07 4.66 0.15 179 

1985 0.71 5.67 0.19 205 

1986 1.00 7.41 0.24 237 

1987 0.74 7.84 0.31 217 

aReturn-on-assets = net income divided by year-end assets. 

bCapital-over-assets = year-end GAAP capital divided by year-end assets. 

cAliowance-over-assets = year-end reserves for bad loans and leases over year-end assets. 

dTotal assets at year-end in FDIC-insured savings banks. 

eNumber of savings banks insured by FDIC. 

Number of 
savings 
bankse 

315 
294 

291 

392 
472 

462 

FDIC'S statute does not set forth a level of reserves that FDIC must main­
tain at all times. Statutory language does, however, set a minimum 
standard for reserves of 1.10 percent of insured deposits. 

FDIC'S reserve requirements are as follows: when reserves are less than 
1.10 percent of estimated insured deposits, the Board of Directors must 
increase the portion of assessment income (up to, but not to exceed 50 
percent) placed in reserves to maintain a reserve level no less than 1.10 
percent. Once reserves exceed 1.25 percent of estimated insured depos­
its, the Board may reduce the portion of assessments reserved but not 
below the point where reserves would become less than 1.25 percent of 
estimated insured deposits. If the ratio of reserves to estimated insured 
deposits exceeds 1.40 percent, the Board must reduce the portion of 
assessment income reserved to the point where reserves will not exceed 
1.40 percent of estimated insured deposits. The provisions for FDIC 
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reserves are similar to the statutory provisions concerning FSLIC and 
NCUSIF reserves. l 

FDIC reserves increased from $11 billion at the end of 1980 to almost $18 
billion at the end of 1985 and remained at about that level during 1986 
and 1987. However, the ratio of insurance fund reserves to insured 
deposits declined from 1.24 percent at the end of 1981 to 1.10 percent at 
the end of 1987, the lowest ratio in FDIC'S history. 

In the fall of 1988, FDIC anticipated its reserves would fall by about $3 
billion in 1988, with a level of reserves at the end of the year of approxi­
mately $15 billion. FDIC officials indicate that the level of reserves would 
then increase by about $500 million in 1989. After 1989, FDIC anticipated 
that the number of bank failures will become less of a problem. 

In December 1987, there were 66 insolvent banks which held a combined 
total of $8.8 billion in assets, more than triple that of the year before. 
Most of the open insolvent banks were located in the Southwest. There 
has also been a substantial increase in weak institutions in which capital 
is more than or equal to 0 percent of assets but less than 3 percent. In 
1987 there were 250 institutions in this category with assets of about 
$115 billion. Although preliminary data show that the number of insol­
vent and weak institutions declined somewhat in 1988, 3.72 percent of 
commercial bank assets on June 30,1988, were in insolvent or weak 
institutions. (See table II.3.) 

1 FSUC's reserves have two components, primary and secondary. The primary reserves are from the 
regular assessments and the secondary from the special assessment established by Congress in 1962. 
Congress scheduled a payback of the secondary reserve to be put into effect when the total reserves 
exceeded 1.25 percent of total deposits. Congress SUSpended the payback because reserves fell below 
that minimum. 

The Federal Credit Union Act amendments to the Omnibus Deficit Reduction Act of 1984 (P.L. 98-
369) required insured credit unions to deposit, beginning in January 1985, an amount equal to 1 
percent of their insured shares as of December 31, 1984. The law authorized NCUA to determine a 
normal operating level for fund reserves, which NCUA has set at 1.3 percent of insured shares-the 
maximum level prescribed in the act. The NCUSIF recapitalization is explained in appendix VI. 

Page 116 GAO/GGD-89-47 Solutions to Thrift Problems 



Appendix II 
Condition of Conunercial Banks and Saving 
Banks and tile Outlook fN FDIC 

Table 11.3: Growth in Insolvent and Weak Commercial Banks Insured by FDIC 
Dollars in billions 

Year 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988c 

Our Assessment of 
FDIC's Resources 

Number of 
insolventa 

banks 
1 
2 

5 
14 
8 

25 

58 
66 
80 

Ratio of 
Combined combined 

Number of assets in assets to 
Assets in Number of insolvent insolvent total 
insolvent weakb Assets in and weak and weak industry 

banks banks weak banks banks banks assets 
$0.017 14 $1.669 15 $1.686 0.09% 
0.037 21 4.054 23 4.091 0.20 
0.179 43 4.235 48 4.414 0.20 
3.249 74 5.445 88 8.694 0.37 

0.25 68 7.098 76 7.348 0.29 
1.379 110 8.432 135 9.811 0.36 
2.588 203 19.235 261 21.823 0.74 
8.772 250 114.728 316 123.500 4.12 

25.129 231 92.864 311 117.993 3.86 

Source: FDIC's consolidated reports of condition and income. 

alnformation is as of December 31 for each year except 1988. 

bAn insolvent bank has negative GAAP capital. 

CA weak bank has a GAAP capital to asset ratio between 0 and 3 percent. 

din its comment letter, FDIC said there were 90 insolvent banks as of mid-year 1988. FDIC's figure is 
higher than ours because FDIC has been able to update its data base for banks that completed their 
June 30 reports after FDIC provided us the computerized data. FDIC also noted in its comment letter 
that 70 of the 90 institutions were either closed or merged out of existence in the second half of 1988, 
gained solvency during the third quarter, or have assistance proposals currently pending. 

The existence of 66 GAAP insolvent and 250 low net worth banks with 
combined assets of $123.5 billion at year-end 1987 make it particularly 
difficult to assess the extent of the potential demand on FDIC'S resources 
over the next 10 years. Another problem associated with projecting 
future losses for FDIC is that, as discussed previously in the report, the 
information contained in call reports may not provide a reliable picture 
of the condition of institutions. For example, in a report filed with the 
Federal Reserve by First RepublicBank Corporation 3 months before 
First RepublicBank first received FDIC assistance, the Corporation's bal­
ance sheet showed primary capital for regulatory purposes of about 7.6 
percent of assets. Shortly thereafter, FDIC estimated initial outlays of $4 
billion to arrange the acquisition of First RepublicBank by NCNB 
National Bank. The net cost to FDIC has not yet been determined but it is 
expected to be between $2 billion and $3 billion. 
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FDIC has not prepared an extended forecast for the period through 1998 
that corresponds to that provided by FSLIC which we discussed in chap­
ter 2. We have therefore concentrated on the outlook for FDIC over the 
next several years. Although we do not know what level of loss FDIC will 
experience, we believe FDIC will have difficulty in restorLYlg its reserves 
to a level of 1.1 percent of insured deposits by 1992. 

If FDIC'S estimates about insurance losses for 1988 and 1989 that were 
mentioned above prove to be accurate, the reserve at the end of 1989 
would be about $15.5 billion. If insured deposits in FDIc-insured institu­
tions were to increase at a rate of about 7 percent per year-the same 
assumption FSLIC has used for its deposits-reserves at the end of 1989 
would be .81 percent of insured deposits. This percentage is significantly 
below the 1.1 percent standard. 

We have no basis for estimating FDIC'S insurance losses beyond 1989. We 
have, however, considered the implications of trying to restore the FDIC 
reserve back to 1.1 percent of insured deposits by 1992, assuming that 
the level of reserves at the end of 1989 is the $15.5 bHlion anticipated 
by FDIC. 

If FDIC deposits increase at about 7 percent per year, insured deposits in 
FDIc-insured institutions will be an estimated $2.3 trillion by 1992. The 
level of reserves needed to make a 1.1 percent reserves standard in that 
year would be $25.8 billion-$10.3 billion more than the $15.5 billion 
level FDIC officials anticipate for 1989. To obtain $10.3 billion for 
reserves, FDIC would have to devote virtually all of the premium and 
interest income that would be available to it in 1990,1991, and 1992 to 
building up reserves. (See table IIA.) 

Under the assumption set forth in the preceding paragraph, if FDIC is to 
achieve the 1.1 percent reserve level by 1992, the amount of money 
available to pay insurance losses in the years 1990, 1991, and 1992 
would have to be less than the $.6 billion shown in table IIA. The reason 
for this is that insurance losses would reduce interest earnings on fund 
reserves. Such a low level of insurance losses in the 1990 to 1992 period 
seems highly unrealistic in view of the number of inadequately capital­
ized banks, recent insurance losses, and uncertainties that exist in the 
economy. For the 5 years 1983 to 1987, insurance expenses on a deposit 
base smaller than that which will exist in 1990 averaged $1.9 billion per 
year. 
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Dollars in billions 

Funds available 

Estimated premium and other income in 1990, 1991, and 1992, except 
income on investments 

Estimated income on investments in 1990, 1991, and 1992 assuming no 
insurance losses in that perioda 

Total funds available 

Uses of Funds 
Estimated administrative and other miscellaneous expenses 1990, 1991, and 

1992 

Additions to reserves 

Total use of funds 

Funds available in excess of those needed to restore reserves to a level of 
1.1 percent of insured deposits 

$7.0 

4.7 
11.7 

.8 

10.3 

11.1 

0.6 

Note: The table assumes: (i) the level of FDIC reserves in 1989 is $15.5 billion (.81 of insured deposits); 
(2) deposits and insured deposits increase from 1987 through 1992 at a rate of 7.2 percent per year; and 
(3) the level of reserves needed in 19[;2 to achieve a standard of 1.1 percent of deposits is $25.8 billion. 
alnsurance losses would reduce the interest income available because interest income would be lost on 
funds paid out in insurance losses. 
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Why Depository Institutions Have Incentives to 
hupose Risks on the Funds 

Inadequate Funding 
and Performance 

Flat Rate Premiums 

A fundamental source of risk for deposit insurance agencies is moral 
hazard-the incentive for an insured institution to impose risks on the 
insurance fund. It arises because an insured party has less incentive to 
curtail risky behavior that can generate losses if the losses are covered, 
at least in part, by the insurer. Typically, moral hazard problems in pri­
vate insurance arrangements are handled through deductibles and 
through constraints on the activities of the insured. In the case of 
deposit insurance, stockholder's equity may be viewed as the deductible, 
and federal and state supervision and regulation to promote safe and 
sound operations represent the analogous constraints on behavior. 

The moral hazard problem associated with deposit insurance is particu­
larly acute in the case of a near-insolvent or insolvent institution 
because such a firm has little or no capital of .its own at risk. Moreover, 
managers of such an institution know that they will be removed if the 
chartering agency closes the institution. In such cases, the management 
and owners have the incentive to "bet the bank" by investing in assets 
with potentially large but highly variable rates of return. If the gamble 
pays off, the bank or thrift may return to solvency and management 
positions will be secure. If the gamble fails, most or all of the losses 
resulting from the gamble accrue to the deposit insurance fund. 

Any insurance system should be structured to minimize the risk posed to 
the insurer by moral hazard. The deposit insurance funds attempt to 
achieve this through capital requirements and through supervision and 
regulation. However, a combination of factors, discussed below, have 
made the current approach inadequate. As a result, the deposit insur­
ance funds, particularly the FSLIC fund, face current and future losses 
due to moral hazard. 

The moral hazard problem encountered by a deposit insurance fund is 
aggravated by inadequate funding and capital forbearance. An insur­
ance fund with inadequate funding, such as FSLIC, cannot resolve its cur­
rent caseload in a timely fashion, thereby leaving institutions open with 
little or no capital. When left open, these institutions have the greatest 
incentive to gamble since it is the insurance fund's money rather than 
the owners' depleted capital that is most at risk. 

Currently, risk is priced implicitly by increased supervision and over­
sight of problem institutions. However, this implicit cost for risk-bearing 
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occurs with a lag and is assessed after the fact. The moral hazard prob­
lem with flat-rate premiums then, is that banks do not bear the full 
social cost of their risk-taking. In principle, the solution to this problem 
is to set the premiums charged commensurate with the anticipated risk 
of loss that the institution poses to the insurer. l 

When a depository institution fails, only deposit accounts up to the 
insurance limit are guaranteed. In practice however, full coverage has 
usually been extended to all depositors and creditors, particularly of 
larger banks. Such de facto 100 percent coverage diminishes the incen­
tive of uninsured depositors and creditors to monitor institutions' risk­
taking. Therefore, market-induced incentives to curtail risk-taking have 
been dampened. 

Minimizing moral hazard requires closing institutions prior to, or at the 
point of economic insolvency, in order for the deductible feature of 
deposit insurance to work. Lack of market-value data makes this partic­
ularly difficult to accomplish. Without sufficient information, regulators 
may inadvertently leave open an institution without any capital. These 
institutions pose the greatest moral hazard risk to the insurance funds. 

As noted above, regulation and supervision are the principal tools used 
by the deposit insurance agencies and other federal and state agencies to 
control moral hazard. Many observers, including ourselves, have com­
mented on FHLBB'S as well as other bank regulators' lack of resources 
necessary to carry out required oversight. This situation worsens the 
moral hazard problem. 

1 If the premium is set according to the risk of loss an institution poses to its deposit insurer, the 
institution internalizes the cost of its risk-bearing. In practice, however, risk-based pricing can be 
difficult to implement. See the discussion in appendix IV. The objectives of protecting the fund from 
risk through risk-based premiums can also be accomplished by risk-baQ~d capital requirements for 
insured institutions. This is also discussed in appendix IV. 
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Modified Payouts, Co­
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Limits, and Use of 
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Meet Higher Capital 
Requirements 

In the last few years a number of proposals for reform of the deposit 
insurance system have been advocated by representatives of the indus­
try, regulatory, and academic communities. These reforms have been 
designed to solve a number of problems with the existing deposit insur­
ance system. The following are some of the problems cited. 

• The methods typically employed in disposing of a failed institution limit 
the market discipline imposed by uninsured depositors and creditors 
because their probability of loss is sharply curtailed. As a result, both 
insured and uninsured deposits can always be obtained by offering 
higher rates on deposits. 

• Deposit insurance is underpriced. 
• Risk underwriting by the deposit insurance system is extended because 

depository institutions or the holding companies that own them are 
diversifying their activities into more types of financial products.' 

• Large institutions that are considered too big to fail receive favored 
treatment. 

A discussion of some of the reform proposals that have been made 
follows. 

To deal with lack of market discipline on insured institutions' risk-y 
activities, several proposals have been advanced to require that parties 
other than the deposit insurance fund bear losses if institutions fail. 
There are several proposals to accomplish this. For example, deposit 
insurance coverage could be scaled back to some lower amount such as 
$40,000; a deductible of, say, 10 percent of deposits over $20,000 could 
be imposed; or insurance could cover only principal at the beginning of a 
stated period and not accumulated interest. By such measures, deposi­
tors could no longer with impunity send their money to the bank or 
thrift that advertises the highest rates. A problem with these 
approaches, however, is that depositors may be unable to determine the 
true condition of the insured institution. This problem is more likely to 
be experienced by depositors than by investors. Therefore, requiring 
institutions to make increasing use of subordinated debt, which in most 
instances would be supplied by knowledgeable investors, represents a 
particularly attractive way of increasing market discipline. 

'See footnote 10 of chapter 5, p. 74. 
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The credibility of plans for cutting back insurance coverage or making 
use of subordinated debt depends upon the certainty with which unin­
sured depositors or bond holders will actually lose money if institutions 
fail. To strengthen this credibility, as well as to alleviate equity issues 
associated with the "too-big-to-fail" problem, proposals have been made 
to eliminate de facto insurance for uninsured depositors and general 
creditors by requiring the deposit insurance funds, to use what is termed 
a modified payout if institutions are merged rather than liquidated. 
Under this approach, if an institution fails, FDIC or FSLIC would immedi­
ately pay all insured depositors in full. The agency would, however, 
advance to uninsured depositors and general creditors the present value 
of their estimated share of the value of the assets, an amount that could 
easily be less than 50 cents on the dollar. 

This proposal, like the ones for reduced insurance coverage, suffers 
from the problem of how uninsured depositors are to know about the 
condition of their bank. Concerns have also been expressed that these 
sorts of proposals could destabilize the banking system because at the 
first hint of problems (which may not actually exist), uninsured deposi­
tors may run from the bank. This concern is particularly important 
because the largest banks in the country fund their activities with large 
amounts of uninsured deposits. Runs on large banks could lead to runs 
on other banks. Those suggesting the modified payout and the other pro­
posals that would increase depositor discipline counter that with 
enlightened monetary policy, it is unlikely that the failure of one bank 
would lead to a disastrous contraction of the U.S. banking system. 

Under the current system, each insurer charges its institutions a flat 
premium rate per dollar of deposits. As a result, there is no explicit price 
put on the riskiness of individual institutions. This encourages risk tak­
ing and creates inequities because prudently managed institutions subsi­
dize those posing a greater risk to the insurance fund. Additionally, 
banks and thrifts each face uniform capital requirements, regardless of 
the risk inherent in their portfolios. FHLBB is phasing in new capital stan­
dards that contain adjustments for interest rate risk exposure and the 
bank regulators are completing new capital guidelines that are based on 
credit risk. 

Currently, risk is priced implicitly by increased supervision and over­
sight of problem institutions. However, this implicit cost for risk bearing 
occurs with a lag and is assessed after the outcome of risk taking has 
occurred. In principle, the solution to this problem is to set the premiums 
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charged so that they reflect the expected loss to the insurer inherent in 
the asset portfolio selected; that is, when the risk is undertaken, not 
when the outcome is learned.2 

There are two ways to price the risk to the deposit insurer: adjusting the 
insurance premium charged or adjusting the capitalization level required 
based on the prospective riskiness of each institution's portfolio. 

A risk-based premium adjusts the premium charged each institution to 
reflect the expected loss to the insurer from the institution's risk taking. 
Pricing according to risk has been advocated as a means of forcing an 
institution to realize a greater proportion of the cost of its risk taking, 
thereby reducing the moral hazard problem. This approach has received 
considerable attention and has generated a number of specific reform 
proposals.3 

The first problem in setting a risk-based premium is determining what 
measure(s) to use in judging risk. Three general approaches have been 
discussed. The first estimates risk from either the portfolio mix and/or 
capital base of an institution. The second utilizes a put-option model to 
calculate the expected value of the institution. The third uses call report 
data on the balance sheet and earnings, possibly in conjunction with 
examiner CAMEL ratings.4,n Premiums may be set on an institution-by­
institution basis or institutions may be grouped into risk groups with 
each group charged the same premium rate. While the former is more 
desirable theoretically, the latter is more easily implemented. 

The advantages to risk-based premiums include reducing the subsidy 
provided to relatively risky institutions at the expense of more pru­
dently managed ones. Moreover, proper pricing of risks forces banks 

2By setting the premium according to the expected risk of loss an institution poses to its deposit 
insurer, the institution is forced to internalize the cost of its risk bearing. 

:lSee Arthur J. Murton, "A Survey of the Issues and the Literature Concerning Risk-Related Deposit 
Insurance," in Federal Deposit Insurance Corporation Banking and Economic Review, September/ 
October 1986, pp. 11-20, for an overview of this literature. See Eric Hirschorn, . ')eveloping a Propo­
sal for Risk-Related Deposit Insurance," pp. 3-10, in the same issue for a discussion of the FDIC 
proposal for risk-based pricing. 

4CAMEL ratings are judgments made by examiners on a 1-5 point scale. Ratings are given for each of 
five areas plus an overall rating. The five areas examined are capital adequacy, asset quality, man­
agement, earnings, and liquidity. 

nThe FDIC proposal utilizes this approach to measuring risk, using call report data and CAMEL rat­
ings. See "Developing a Proposal for Risk-Related Deposit Insurance." 
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and thrifts to recognize the true cost of their risk taking, thereby alter­
ing the incentive to undertake such activity. Properly priced, premiums 
also should produce income sufficient to offset expected future losses. 
However, a number of problems exist in implementing such a proposal. 

o First, it is important that risk be measured at the time a risk is under­
taken, not when the outcome is known. Furthermore, assessing 
increased premiums after an institution has begun to show losses result­
ing from risk taking may be counterproductive. The point of risk-based 
pricing is to have each institution pay a premium commensurate with 
the expected loss its behavior implies for the insurance fund. Ideally, 
risk-based premiums should be designed to deter excessive risk taking, 
not pun~sh it. 

o Second, at the time the risk is undertaken, measures of risk are not 
directly available and proxy measures such as CAMEL ratings may be 
available only with a lag. Further, risk is not a static condition but 
rather may continually change. The data problems are most severe for 
the put-option model. It is also argued that use of GAMEL ratings may 
adversely affect the process of conducting bank exams because the use 
made of the rating may influence the objectivity of the examination. 

o Third, the differences in premiums charged must be significantly large 
to reflect differences in risk. In practice, especially given the monopoly 
nature of federal deposit insurance, a political problem may arise if very 
large bills are sent to various insured institutions by a federal agency. 

Rather than pricing risk directly through the premium charged, capital 
requirements may be adjusted according to the level of risk undertaken 
since capital serves as the cushion against losses. By increasing capital 
requirements as the possibility of loss increases, the protection of the 
insurance fund is maintained. Alternatively, uniform capital standards 
can be maintained but the required levels increased. Further, capital 
reporting could be required on a market value basis or the elements of 
capital could be modified. For example, loan loss allowances could be 
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reduced as a component of capital or unlimited amounts of subordinated 
debt could be included.1i 

Risk-based capital proposals have some advantages over risk-based pre­
miums. First, potentially large amounts of money do not have to be paid 
to the insurance fund as would be the case with a risk-based premium. 
In addition, risk-based capital proposals introduce an element of actual 
market pricing because capital (including subordinated debt) must be 
raised in competitive capital markets. In these markets, institutions per­
ceived by investors to be more risky will have to pay more to obtain a 
given amount of capital. 

Risk-based capital also, however, has some of the same problems as risk­
based premiums. Prospective risk is hard to measure and there are ques­
tions as to whether the political environment within which deposit 
insurance is administered will permit capital requirements for individ­
ual institutions to be varied enough to really account for actual differ­
ences in riskiness. 

Risk-based capital also has several drawbacks compared to risk-based 
premiums. Insurance premiums are likely to be able to be adjusted much 
more frequently than capital requirements, and it may take more time 
for an institution to come into compliance with a higher capital require­
ment. Also, capital requirements are generally set by the primary super­
visory agency, whereas the deposit insurance funds could set risk-based 
insurance premiums. 

liThe FDIC, the OCC, and the Federal Reserve Board have developed ajoint risk-based capital propo­
sal developed in col\iunction with representatives from the central banks and supervisory agencies 
from 12 major industrial countries. (The countries include the United States, Belgium, Canada, 
France, Germany, Italy, Japan, the Netherlands, Sweden, the United Kingdom, Switzerland, and Lux­
embourg.) Each of the U.S. agencies issued its own specific set of proposed guidelines, but the frame­
work for each is the same. 

This framework consists of two types of capital, core and supplemental, which summed must be at 
least 8 percent of risk-weighted assets by 1992. Core capital, which must be at least 4 percent of risk­
weighted assets, consists primarily of common stock and retained earnings. Supplemental capital 
could include loan loss reserves, preferred stock, and subordinated debt, subject to limitations. Sup­
plemental capital counted toward the total capital requirement cannot exceed core capital. Asset cate­
gories and off-balance-sheet items are assigned weights from zero to one based principally on their 
credit risk. 

A major objective of this proposal is to include off-balance-sheet risk in the capital standard. This and 
similar proposals reduce the risk to the insurer by establishing a capital cushion that increases with 
risk, including that posed by off-balance-sheet items. Assigning different weights to asset categories 
recognizes differences in credit risk across asset types and reduces disincentives to holding liquid, 
low-risk assets. 
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There are several additional criticisms of the risk-based capital 
proposals. 

• First, capital is measured using a historical basis rather than at market 
value. 

• Second, the weights assigned are ad hoc and do not necessarily reflect 
risk differences across categories, and they do not allow for possibly 
substantial risk differences across assets within a category. 

• Third, they do not account adequately for interest-rate risk or for the 
risk-reducing benefits of asset diversification. 

• Fourth, proposals that would adjust capital according to risk in the 
United States by more than that done in other countries could weaken 
the competitiveness of U.S. banks. 

Risk-based premiums and .capital proposals attempt to prospectively put 
a price on risk taking. As indicated, there are a number of significant 
limitations to actually achieving this result. However, another set of 
proposals designed to limit the insurer's risk may have the same 
intended effect of making institutions bear the cost of risk taking with­
out the problems associated with federal officials having to make spe­
cific decisions about insurance premiums or capital levels. These include 

• closure at zero market value, 
• collateralizing deposits, and 
• significantly limiting the uses made of insured deposits. 

Currently, FDIC and FSLIC each use their own definition of regulatory cap­
ital in setting capital standards, granting capital forbearance, and mak­
ing closure decisions. In recent years, these measures may have 
drastically overstated the true economic value of depository institu­
tions, particularly undercapitalized and insolvent institutions. If insured 
institutions were closed when their economic value was zero, the deposit 
insurance agencies could liquidate them and suffer little or no loss. In 
addition, if this were to occur, the deposit insurer would not have to 
maintain a large amount of reserves to underwrite risks taken by the 
insurance fund. 

Critics argue that determining the economic value of institutions 
through so-called "mark-to-market" accounting is not feasible because 
certain assets of banks and thrifts do not have the strong secondary 
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markets necessary to determine current market values. Advocates 
argue, however, that while there are difficulties in implementing mark­
to-market accounting, close approximations for regulatory purposes can 
usually be made. Such adjustments, while imperfect, improve upon the 
GAAP and RAP standards employed today.7 Under a mark-to-market sys­
tem of accounting, any institution whose market value fell below the 
minimum level would become subject to close regulatory oversight and 
perhaps certain restrictions. If the institution failed to recapitalize itself 

, or find a merger partner within a short period of time, or if deteriora­
tion continued so that the institution's economic capital declined below a 
stipulated positive level, the institution would then be closed or merged 
with another institution. 

Requiring that institutions collateralize deposits is another approach 
that would impose more of the costs of risk taking on the institution. All 
insured deposits would have to be collateralized with assets of quality . 
acceptable to the deposit insurance agency. Virtually any kind of asset 
could serve as collateral but the amount of collateral required would 
increase with the credit risk or interest-rate risk of the assets used. If 
the bank failed, the deposit insurance agency would take possession of 
the collateral whose value would be sufficient to pay the claims of 
insured depositors. The principal administrative problem for the deposit 
insurance agencies would therefore be looking after the value of 
collateral. 

A precedent for collateralization exists within FHLBS. Savings institu­
tions that are members of FHLBS must post collateral for all advances 
obtained from a Federal Home Loan bank. These advances totaled 
$116.3 on December 31,1987, and constituted about 10 percent of the 
liabilities of FSLlc-insured institutions. Federal Home Loan banks have 
never experienced a loss on an advance despite all of the problems that 
have beset their member institutions. 

'Besides improving the information available to regulators, mark-to-market accounting would benefit 
banks and thrifts by helping them to focus on the true economic consequences of their decisions. In 
particular, it should help them focus on their sectoral diversification and their interest-rate risk expo­
sure. Problems arising from such exposures would no longer be hidden. This information would 
remove a large amount of uncertainty from valuation of institutions. 
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A similar but more restrictive alternative to collateralizing deposits is 
the so-called "narrow bank" model.8 The objective of narrow banking is 
to separate insured deposit taking from lending, thereby removing the 
ability to invest insured deposits in risky assets. Deposits in a narrow 
bank generally could only be invested in liquid, safe securities such as 
U.S. Treasury bills or other short-term marketable securities of high 
quality. Other activities of banking organizations would have to be 
financed by other means. The principal risk to deposited funds under 
this framework is that of fraud. 

The concept of a narrow bank could be modified to include certain types 
of home-mortgage loan origination and financing activities that have 
low credit risk. However, in this case (or in the case of investments in 
longer term government securities) the deposit insurance premium could 
be adjusted to account for interest-rate and credit risk, and capital could 
be marked to market. 

The potential that these proposals have for transferring much of the 
cost of risk taking to those who take the risks and for running a deposit 
insurance system at a lower cost makes them especially promising.!) 
However, they have possible drawbacks that need to be considered. 

The first of these possible drawbacks is that these proposals may tend 
to reduce the role of depository institutions in providing longer term 
credit, especially credit at rates of interest that are fixed or that are not 
fully adjustable to changes in market interest rates. If deposits were col­
lateralized, there may be a disincentive to engage in long-term lending if 

8Narrow banking is not a new idea but it has received renewed attention in recent years from advo­
cates such as Robert Litan and James Tobin. See, for example, Robert E. Litan, What Should Banks 
Do?, The Brookings Institution, 1987. Also see James Tobin, "The Case for Preserving Regulatory 
Distinctions," in Restructuring the Financial System, a symposium sponsored by the Federal Reserve 
Bank of Kansas City, Jackson Hole, Wyoming, August 20-22, 1987, (pp. 167-183). Litan advocates 
narrow banking as a quid pro quo for expanding bank powers but Tobin advocates the model simply 
on its own merits. A narrow bank proposal such as Litan's would allow financial institutions to diver­
sify into any financial or nonfmancial product line only if they separate deposit taking from lending. 
The narrow bank affiliate of the financial institution would accept insured deposits but would not 
make loans. Deposited funds would be invested only in liquid, safe securities. Banks not wishing to 
expand into activities beyond those currently allowed under the Bank Holding Company Act would 
continue to operate as they do today with the same deposit insurance. Banks under a certain size 
could be exempted from the necessity of forming a narrow bank affiliate in order to expand their 
activities under the premise that only large bank failures pose a problem to the insurance fund. 

9Premiums would still be needed because institutions would still be susceptible to fraud, the insur­
ance fund might make mistal<es in estimating the condition of institutions, or relevant market values 
could change too rapidly for the insurance funds to take action. In addition, the insurance funds 
would still need funds to meet their own liquidity needs. However, in total, these demands would be 
far less than those now associated with bank or thrift failures. 
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the amount of collateral required for a given level of deposits rises as 
the term to maturity of the collateral rises. Under a mark-to-market 
accounting regime, reluctance to engage in certain forms of longer term 
lending can be expected because the economic value of such loans is 
more sensitive to interest-rate fluctuations and changes in economic con­
ditions than is the case with shorter term loans. Narrow banking would 
prohibit any expansion of credit funded by insured deposits beyond that 
which is very short term and of the highest quality. 

Under the mark-to-market, collateralization, and narrow bank options, 
we would expect that banking organizations could still engage in inter­
mediate or long-term lending. But we would also expect a significant 
reduction, if not complete elimination, in the use of insured bank depos­
its in funding such loans. Insured institutions would have greater incen­
tives to make variable-rate loans, sell loans in the secondary market, 
and hedge risks with futures and options. 

There is nothing inherently wrong with these incentives in that they 
would tend to make the insured institutions safer and therefore tend to 
reduce insurance fund losses. However, as a result of these changes, 
some alterations in the institutional arrangements for extending and 
financing credit can also be expected. For example, the traditional risk­
taking role of banks-both with respect to interest-rate and credit 
risks-on balance would be reduced. Other sources of credit, such as 
pension funds, life insurance companies, and other intermediaries, may, 
however, be able to take over some of the long-term credit financing role 
now played by banks. Furthermore, revenues that banks would earn on 
insured deposits would be reduced to varying degrees because they 
would be invested in lower risk assets. In general, in financial markets 
rates of return are positively related to risk. Therefore, rates of interest 
paid on insured deposits would also be expected to decline. Because of 
the uncertainty that we have about how disruptive the changes might 
be to the credit allocation process, we believe that great care would have 
to be exercised in implementing anyone of these deposit insurance 
reform alternatives. 

A second, more important drawback of this group of reform proposals is 
that they may significantly impair the liquidity provision function of 
banks. This function has proven to be very important during periods of 
market turbulence-the last of which occurred during the market crash 
of 1987 when banks roughly doubled their lending to securities firms. 
This lending, buttressed by actions of the Federal Reserve, proved cru­
cial in enabling securities firms to meet their obligations. If banks had 
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not been able to lend at all, as would occur under the narrow bank pro­
posal, or if collateralization requirements inhibited their ability to do so, 
the only remaining source of liquidity might have to be some form of 
direct Federal Reserve lending to nonbank firms. 

There are practical difficulties associated with each of the reform pro­
posals discussed in this appendix. The responses of depositors, deposi­
tory institutions, and credit markets to any of these reforms is difficult 
to fully forecast. Nonetheless, each proposal offers solutions to at least 
some of the problems yv-ith our current system and each is worthy of 
serious consideration. 
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This appendix describes the effects a merger would have on the admin­
istrative matters pertaining to the operations of the insurance funds and 
identifies areas in which decisions must be made if a merger occurs. 

FDIC and FSLIC present two models of the deposit insurance function. FDIC 

is more independent in its structure and operations. This type of "arms 
length" model of insurance requires coordination with federal and state 
regulatory and chartering authorities to be effective. FDIC appears to 
have been reasonably successful in working out such arrangements with 
oce and the Federal Reserve. For state-chartered nonmember banks, FDIC 

has been aided by its role as the federal regulator and supervisor which 
enables it to have more direct control over these institutions. 

In contrast, FSLIC is not independent but is governed by FHLBB. FHLBB, 
which is charged with promoting the availability of funds for home 
ownership, regulates the thrift industry and promotes the industry in its 
role as specialized housing lender. Federal Home Loan Bank personnel 
monitor institutions and attempt to resolve problems. Authority and 
control for all areas of FSLIC'S operations rests with FHLBB. 

FDIC has a sizable staff of its own employees working in Washington and 
in regional offices throughout the country. Staff needed for liquidation 
activity are hired on a temporary basis to assist permanent staff. FSUC 

has a staff level of about 1/8 the size of FDIC; FHLBB performs the over­
head functions and the Home Loan Banks handle the field work. In addi­
tion, FSUC contracts out more of its receivership operations than does 
FDIC. 

Table V.l shows the relative sizes of FSUC and FDIC staff and operating 
expenses. 
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Table V.1: Comparative Statistics on Size 
of FDIC and FSLlC Dollars in millions 

-------------------------------------------~FD~I~C----~F~S~LI~C 

Executive Structure of 
the Agency 

Corporate Full Time Staff Equivalents" 3,266 383 
Total Corporate Personnel Compensation (FY 1987) $105.7 $13.5 
Corporate Administrative/Operating Expenses" $200.8 $25.3b 

Full Time Staff Involved in Liquidating Assets as of 2-29-88 4,072 850 
Total Fxpense for Liquidation Operations CY 1987 $401 $228 
Book Value of Assets Managed/LiquidatedC $12,274d $5,6888 

"Fiscal year 87 actual figures from fiscal year 1988 budget submission. 

bFSLlC paid FHLBB $24,084 of this amou;-;t for providing certain services and facilities. 

CThe definitions of value used by the two agencies may not be comparable. 

dFigure as of December 31, 1987. 

eFigure is the sum of April 19, 1988, corporate FSLlC assets ($156) and February 29, 1988, FSLlC as a 
receiver assets ($5,532). 

For purposes of the discussion in this appendix, we assume that merger 
of the deposit insurance funds would involve removing insurance 
authority from FHLBB but that chartering and primary supervisory 
authority for the thrift industry could remain with FHLBB. This could 
result in a relationship between the new insurance fund and FHLBB that 
would be comparable to FDIC'S relationr-hips with OCC, the Federal 
Reserve, or FHLBB itself with respect to some savings banks. For pur­
poses of our discussion in this appendix, we will assume that FSLIC is 
either combined with FDIC or the two funds are combined in a new 
agency which would be formed around FDIC. 

The sections that follow briefly discuss the following topics associated 
with a merger of FSLIC and FDIC: 

• Executive structure of the agency. 
• Powers of the insurance fund. 
• Monitoring and examinations. 

FDIC is governed by a board of three appointees. One is the Comptroller 
of the Currency. One of the other two serves as chairman. Terms uf 
office are 5 years for the Comptroller and 6 years for the other appoin­
tees. No more than two of the directors can belong to the same political 
party. 
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If the funds are merged, decisions need to be made about the composi­
tion of the governing board. The current FDIC board could be expanded 
to provide representation for the Chairman of FHLBB. Alternatively, acc 
could be dropped from the board or the board could be left unchanged 
because national banks have more assets than any other single group of 
depository institutions. If the board were too big, it might prove to be 
unwieldy. 

In chapter 5, we pointed out the importance of improving the manage­
ment of the deposit insurance system's exposure to risk. In keeping with 
that discussion, if the deposit insurance funds are merged, the new 
entity needs to have sufficient powers and resources to be held account­
able for the financial integrity of the fund. 

The combined fund therefore needs to be able to 

• acljust insurance premiums; 
• deny insurance coverage or charge higher premiums to institutions 

engaged in activities that entail inordinate risk to the fund; and 
• take actions, including expeditious termination of insurance, to enforce 

capital adequacy standards. 

If the funds are merged, banks and thrifts, which could then receive 
comparable treatment in the insurance system, might still be subject to 
differing supervisory and regulatory systems that could put one indus­
try at a competitive disadvantage with the other. Comparable standards 
on matters that are material to insurance fund losses are important to 
ensure that a fair balance be maintained between banks and thrifts with 
respect to premium levels, capital standards, allowable activities, and 
regulatory jsupervisory rigor and to ensure that risks are adequately 
managed. 

Insurance funds can obtain data on institutions from financial reports 
submitted by the institution (off-site monitoring), by direct on-site 
examinations of the institution, or by reviewing examination reports 
made by bank supervisory agencies. Both FDIC- and FSLIc-insured institu­
tions are required to file quarterly reports (call reports) with their prin­
cipal federal supervisory agency. The content of the call reports for 
banks and thrifts are not identical. A merged fund needs the power to 
ensure that it has data sufficient to make comparable judgments about 
the condition of both banks and thrifts. 
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Currently, both FDIC and FHLBB evaluate the capital adequacy, asset 
quality, management, earnings, and liquidity of banks and thrifts by 
combining off-site monitoring with data provided by examinations. FDIC 

may also examine banks that the other regulators have indicated have 
problems in the course of regular examination. Examination frequency 
is based on the institution's last CAMEL rating. With a merger of the 
funds, the insurance agency would need at least the same power to 
examine potential problem thrifts that it has with respect to national or 
state member banks. 
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The NCUSIF 
Recapitalization 

Our report discusses a good company/bad company merger of FSLIC and 
FDIC. We envision that recapitalization of the good company fund would 
be similar to the NCUSIF recapitalization under the Federal Credit Union 
Act amendment to the Omnibus Deficit Reductions Act of 1984 (Public 
Law 98-369). This appendix explains the key provisions of the NCUSIF 

arrangement and discusses briefly how the NCUSIF plan has worked thus 
far. 

During the 1970s NCUSIF was funded primarily by annual premium 
assessments. from which it had built capital and reserves to 0.3 percent 
of insured shares in 1979-a level below the 1 percent level prescribed 
in the Federal Credit Union Act. Beginning in the late 1970s, NCUSIF 

faced financial problems because economic fluctuations, poor invest­
ments, and stiffer competition had caused a number of credit unions to 
fail. Reserve levels feU and remained below 0.3 percent through 1983 in 
spite of a special premium assessment which increased assessment 
income by 67 percent in 1982 and by 100 percent in 1983. 

The Federal Credit Union Act amendment to the Omnibus Deficit Reduc­
tion Act of 1984 provided that a credit union applying for federal insur­
ance would vay and maintain a deposit of 1 percent of the value of 
insured shares (deposits) with the insurance fund. The act also provided 
that the normal operating level for NCUSIF reserves would be determined 
by the NCUA Board. The Board has thus far set it at the maximum level 
prescribed in the act-l.3 percent of insured deposits. The act also pro­
vided that credit unions would pay annual premiums of 1/12 of 1 per­
cent if required by the NCUA Board to maintain the normal operating 
level after payment of insurance expenses. If reserves exceed the nor­
mal operating level, the Board could waive the subsequent insurance 
premium, rebate the previous premium, or distribute the excess amount 
to the credit unions as a dividend. 

The NCUSIF plan had two key features. First, the I-percent deposit is car­
ried on each credit union's books as an asset and is fully refundable to 
the institution if insurance coverage is terminated, other insurance cov­
erage is obtained, or if NCUSIF operations are transferred from NCUA. The 
deposit is not refunded if the institution is liquidated due to insolvency 
or bankruptcy. Like any asset, the deposit can be carried at full value so 
long as its value is not materially impaired. Therefore, so long as the 
insurance fund is not experiencing losses so large that it must use the 1-
percent deposit to pay expenses, the cost to the credit unions of financ­
ing the insurance fund is equal to the net effect of the following items: 
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foregone income that could have been earned by investing the I-percent 
deposit in other ways, the premiums avoided, and any dividend rebated 
by the insurance fund. 

The second key feature of the NCUSIF plan is that the contribution by the 
credit unions was considered a revenue item for the fund and a revenue 
item for federal budget purposes primarily because all NCUSIF funds are 
maintained in an account with Treasury. Thus, when NCUSIF was recapi­
talized, the initial deposit resulted in a credit of $844 million l which was 
treated as revenue, thereby reducing the federal deficit and offsetting 
the deficit-increasing effect of expenditures on case resolutions. 

The NCUSIF recapitalization seems to have worked well. NCUSIF reached 
its target operating level in the first year while simultaneously acting to 
resolve problem cases. The credit unions have not had to pay an annual 
insurance premium since the recapitalization-avoiding $387 million in 
premiums over the 1985-1988 period. (A I-year waiver equals about an 
8.3 percent dividend on the credit unions' I-percent contribution.) The 
credit unions' investment in NCUSIF has not been at risk, so credit unions 
have been able to carry their contribution as a fully valued investment 
asset. From a federal budget perspective, NCUSIF recapitalization 
increased the government's net receipts ever $800 million in 1985 a.."'1d 
about $100 million in 1986. 

'The credit union actual payment was $760 million. The remainder of the $844 million represented 
the value of the premium waiver and a dividend for 1985 which were credited as part of the capital 
contribution. 
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FEDERAL DEPOSIT INSURANCE CORPORATION AND 
FEDERAL SAVINGS AND LOAN INSURANCE CORPORATION 
STATEMENTS OF FINANCIAL POSITION 
DECEMBER 31, 1987 
($ thousands) 

Assets 

Cash 
Investment in U.S. treasury obs 
Interest receivable on: 

Int rec on invest & oth assets 
Int rec on lns to receivers 
Int rec on oth ln$ to insured inst 

Certs, notes & oth rec from insured inst: 
Income capital certificates 
Net worth certificates 
Other 

Net rec from assistance to insured inst 
RE mrtg lns oth assets in proc liq 
Collateralized lns to insured inst 
Other loans to insured instititions 

Net rec from failures of insured inst: 
Subrogated accounts from receivers 
Collateral advances from receivers 
Loans to receivers 

Other assets 
Other 
Ins premiums and accts receivables 
Contributions subject to repayment 
Property and buildings 

Total assets 

Liabilities and insurance fund reserves 

Accounts payable, accrued liab & other 
Assistance to failed or insured inst: 

Liab incurred assist insured inst 
Liab incurred fails of insured inst 
Note pay & oth liab to insured inst 
Accr int on nts pay to insured inst 
Notes payable to FHLBanks 
Posble loss under exist asst agrmnts 

Estimated loss from corp litigation 
Estimated liability for unresolved cases 

Total liabilities 

FDIC 

$18,499 
16,098,874 

464,292 

557,638 
1,664,515 

3,549,268 

73,438 

FSLIC FDIC+FSLIC 

$12,415 $30,914 
3,357,173 19,456,047 

1,000 465,292 
3,767 3,767 

10,533 10,533 

656,742 656,742 
225,025 225,025 

557,638 
1,664,515 

173,437 173,437 
900,000 900,000 
214,181 214,181 

3,549,268 
3,988,495 3,988,495 

814,047 814,047 
113,573 113,573 

19,00"9 19,009 
506 506 

18,544 18,544 
73,438 

$22,426,524 $10,508,447 $32,934,971 

$1,296,488 

2,623,472 
204,122 

600 

$102,230 

4,947,463 
99,905 

900,000 
749,069 

17,400,000 

$1,398,718 

2,623,472 
204,122 

4,947,463 
99,905 

900,000 
749,069 

600 
17,400,000 

$4,124,682 $24,198,667 $28,323,349 
======================================= 

Insurance fund reserves 
Capital stock 
Capital certificates 
Primary reserve 

Total reserves 

Total liabilities and reserves 
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$129,500 
1,070,500 

$18,301,842 (14,890,220) 

$129,500 
1,070,500 
3,411,622 

$18,301,842 ($13,690,220) $4,611,622 

$22,426,524 $10,508,447 $32,934,971 
======================================= 
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FEDERAL DEPOSIT INSURANCE CORPORATION AND 
FEDERAL SAVINGS AND LOAN INSURANCE CORPORATION 
CONSOLIDATED STATEMENT OF INCOME AND EXPENSE AND RESERVES 
FOR THE YEAR ENDED DECEMBER 31, 1987 
($ thousands) 

INCO~lE 

Insurance premiums 
Special assessment premiums 

Gross assessments 
Provision for assessment credits 

FDIC 

$1,697,208 
o 

1,697,208 
1,250 

Net assessments 1,695,958 

Interest on investments 1,534,937 
Other interest income: 

Interest on collateralized advances 
Interest on advances to insured inst 
Int on oth lns to insured inst 
Int on collat lns to insured inst 
Int mrtg lns oth assets in proc liq 
Interest on NWC's & ICC's 

Other income: 
Gain on transfer of insured account 
Gain on sale of assets 
Other 84,922 

Total income $3,315,817 

EXPENSES 

Insurance settlement: 
Ins setlmnt & admin exp for FSLIC 
Merger assistance losses & expense 
Nonrecoverable insurance expenses 

Administrative expenses 
Interest expense: 

Int on notes payable to FHLBanks 
Int notes payable to insured inst 

Provision for possible future losses on: 
Subrogated accounts from receivers 
Collateral advances from receivers 

RE mortg lns & oth asts in proc liquid 
Loans to receivers 
Income capital certificates 
Assistance agreements 
Estimated losses for unresolved cases 
Other 

$20,256 
47,732 

202,381 

2,996,923 

FSLIC 

$734,021 
1,119,582 

1,853,603 
o 

1,853,603 

112,552 

8,814 
47,051 
28,010 

101,240 
17,159 
60,607 

31,710 
32,299 

102,084 

$2,395,129 

$192,593 

25,604 

78,928 
237,789 

1,623,060 
145,313 
106,943 

24,225 
281,793 

1,334,730 
6,900,000 

FDICtFSLIC 

$2,431,229 
1,119,582 

3,550,811 
1,250 

3,549,561 

1,647,489 

8,814 
47,051 
28,010 

101,240 
17,159 
60,607 

31,710 
32,299 

187,006 

$5,710,946 

$192,593 
20,256 
47,732 

227,985 

78,928 
237,789 

1,623,.060 
145,313 
106,943 

24,225 
281,793 

1,334,730 
6,900,000 
2,996,923 

Total expenses $3,267,292 $10,950,978 $14,218,270 

Net income (loss) from operations 

Primary reserve at beginning of year 
Secondary reserve adjustments 
Capital stock 
Capital certificates 

Reserves at end of year 
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$48,525 ($8,555,849) ($8,507,324) 

18,253,317 (6,332,891) 
(1,480) 

129,500 
1,070,500 

11,920,426 
(1,480) 

129,500 
1,070,500 

$18,301,842 ($13,690,220) $4,611,622 
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Federal Home Loan Bank Board 

Mr. Richard Fogel 
Assistant Comptroller General 

for programming 
Government Accounting Office 
441 G Street, N.W. 
Room 3853 
Washington, D.C. 20548 

Dear Mr. Fogel: 

~ 1700 G Stroot.N.W. 
~ Wllhlngton. D.C. 20552 

IIIII 
Fodoral Homo lOin Blnk System 
Federal Home lOin Mortglge Corporation 

Feder.1 Savings and lOin Insurlnce Corporation 

January 19, 1989 

The Federal Home Loan Bank Board has completed its 
review of your report "Troubled Financial Institutions: 
Solutions to the Thrift Industry Problem." The most 
immediate issue identified in the report is the need for more 
funds to resolve all insolvent thrifts. We certainly concur 
with this recommendation. However, other issues raised in 
the report appear to be inadequately addressed or already 
consistent with current policy. The accompanying document 
lists the major issues, with the report's recommendation as 
well as our comment. 

We appreciate 
this report. 
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the opportunity to review and comment on 

tinm.lY, ,~~ 
M. b.n~.~~ 
Ch i rD!A1: 

~;L~~ 
R';9lrZ'~art~ 
BOjtd Member 

~ Board Member 
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Federal Home Loan Bank Board 

Comments 
on 

"Troubled Financial Institutions: Solutions 
to the Thrift Industry Problem" 

U.S. General Accounting Office 

I. Issue - FSLIC Funding 

Recommendation 

GAO recommends that FSLIC be provided with more funds 
to resolve troubled thrifts. It believes that at 
least $85 billion more than FSLIC anticipates 
receiving over the next ten years will be required. 
GAO does not provide a recommendation regarding 
exactly where the funds are to be obtained. 

Comments 

The Bank Board concurs with the view that FSLIC will 
require more funds than are anticipated over the next 
ten years. Indeed, this has already been publicly 
stated and is reflected in cash-flow projections 
showing a need to extend the special assessment for 
at least 30 years. However, it has also been noted 
that such an extension is not realistic since it 
places thrifts at a competitive disadvantage 
vis-a-vis other financial service firms. 

Since the cost of resolving remaining problem cases 
is currently under reassessment, it is premature to 
comment directly on the $85 billion figure. However, 
the GAO figure does not appear to be strictly a 
present-value estimate and includes $20 billion for 
reestablishing a reserve for the FSLIC. More 
importantly, as GAO correctly points out, "there is 
no way to determine precisely how much money FSLIC 
will ultimately need" (p. 144). To demonstrate this 
point, the recent changes in the tax treatment of 
FSLIC assistance may well raise the cost of resolving 
troubled thrifts. As a result, any cost estimates 
based upon simple experience factors are likely to 
underestimate FSLIC's costs to the extent this 
important determinant of resolution costs is not 
fully accounted for. 
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Related to the funding issue is the treatment of 
FSLIC notes and guarantees. The extension of full 
faith and credit to these obligations would certainly 
reduce the costs imposed upon the FSLIC to resolve 
insolvent thrifts. 

II. Issue - Merger of FSLIC and FDIC 

RecolDJllendation 

GAO recommends against a merger of the insurance 
funds on the grounds that such a merger "cannot solve 
the FSLIC problem" (p.7). \ 

comments 

The Bank Board concurs with the view that a simple 
merger of the insurance funds will not solve either 
the thrift or commercial bank problems. For this 
reason the Bank Board is proposing a complete reform 
of federal deposit insurance on the grounds that as 
it currently exists there is no provision for 
covering catastrophic losses (i.e., losses that swamp 
the reserves of an insurance fund). Establishment of 
a reinsurance-type entity, would be one way to deal 
with the problem and be sure that no depository 
insurance fund be put into the same situation as the 
FSLIC has been in the last few years. 

III. Issue - FSLIC Case Resolution Process 

RecolDJllendation 

GAO criticizes the current case resolution process 
and recommends that it be changed. Instead of 
focusing on assisted mergers, it is recommended that 
insolvent institutions be temporarily placed in a 
receivership. In the interim, the risk-taking 
activities of these institutions should be contained 
and due diligence performed so as to enable one to 
determine the most appropriate disposal action. 

COlDJllents 

The Bank Board believes this criticism and 
recommendation overlooks the fact that if the FSLIC 
were provided with more funds immediately--as the GAO 
recommends--the preferred course of action would 
indeed be assisted mergers to take advantage of a 
thrifts on-going value as reflected, for example, in 
its core deposits or mortgage-originations business. 
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However, at the margin, more cash would facilitate 
some additional liquidations. But with more funds 
there would simply be no need to adopt an interi~ 
strategy. Beyond this, it should be emphasized that 
all FSLIC's actions attempt to minimize the cost to 
the insurance fund. Liquidations, assisted mergers, 
MCPs and stabilizations are collectively designed to 
control risk-taking and provide proper incentives to 
reduce the ultimate cost to the FSLIC for resolving 
insolvent thrifts. Of course, FSLIC has been 
constrained by the resources--both human and 
monetary--available to it. It must also follow 
procedures established by law and regulation. 

Experience also indicates that temporary 
rec8iverships do not really resolve problems. Tight 
supervision and careful monitoring of assisted 
mergers is a far more preferable strategy. 

In any event, GAO's criticism of the case resolution 
process is not supported by any factual information. 
This is perhaps not surprising since the report 
admits that GAO has just "begun work to assess in 
detail the merger and other resolutions of specific 
insolvent thrifts that have occurred" (p.7B). More 
importantly, the recommendation itself is entirely 
consistent with the current FSLIC case resolution 
process and Bank Board policies--such as growth 
limitations and asset restrictions--designed to 
control risk-taking activities. Recently, moreover, 
the Bank Board proposed a new minimum capital 
regulation and early intervention rule that will 
protect the FSLIC from future losses. In addition to 
ongoing examinations at insolvent thrifts, MCPs and 
stabilizations specifically permit due diligence so 
as to determine the least costly disposal action. 
More specifically, the recent actions involving 
Silverado and several thrifts in Oklahoma appear to 
be exactly the type of transactions being recommended 
by GAO. Performing due diligence before taking 
action would only slow the resolution process when 
the need to act is now. 

IV. Is~ue - Restructuring the FSLIC 

Recommendation 

GAO recommends that FSLIC "be reorganized under 
independent management [i.e., removed from the 
jurisdiction of the FHLBBJ so that it consists of two 
parts: a 'good company' fund for thrifts that are 
healthy or can become so in a reasonable period of 
time, and a 'bad company' fund for those institutions 
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that need to be rehabilitated, merged or liquidated" 
(p.5). Furthermore, "healthy thrifts that meet 
FDIC's capital adequacy criteria should be offered a 
choice of joining the FDIC or the good company fund" 
(p. 5). 

In recommending a management structure similar to the 
bank regulators, GAO fails to justify the need for a 
separate chartering authority and insuring authority 
and how such independence improves \ regulatory 
oversight and supervision. More generally, even if 
FSLIC is managed independently of the Bank Board, it 
would have to operate in cooperation with them and 
also with state chartering agencies, as the FDIC must 
operate with the OCC, the Federal Reserve Board, and 
the state banking agencies. If th~ Bank Board 
"promotes" the thrift industry and thereby makes 
decisions that are biased, it would seem to be 
critical to correct this bias, regardless of the 
administrative status of FSLIC. Besides, with 
separate agencies the industry would be in a position 
to play one agency against the other. 

Lastly, this particular recommendation does not 
actually establish a structure, such as a reinsurance 
entity, that assures the current depository insurance 
system problems will not recur. 
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• 
FEDERAL DEPOSIT INSURANCE CORPORATION, Washington, DC 20429 

OFFICE OF THE CHAIRMAN 

January 10, 1989 

Mr. Richard L. Fogel 
Assistant Comptroller General 
United States General Accounting Office 
Washington, D.C. 20548 

Dear Mr. Fogel: 

commend you on the GAO's excellent study, Troubled Financial Institu­
tions: Solutions to the Thrift Industry Problem. Resolving the problems 
facing the savings and loan industry and the FSLIC is of the utmost importance 
in preserving the integrity of the federal deposit insurance system and 
to the financial system generally. Your study is a comprehensive and very 
valuable contribution to this important debate. 

The FDIC is in broad agreement with the findings of your study, and 
strongly supports your recommendations regarding deposit insurance reform. 
Many of your deposit insurance reform proposals are recommended in our own 
study, Deposit Insurance for the Nineties: Meeting the Challenge. The 
spi rit of these reforms is to allow the federa 1 deposit insurer to have 
more independence and to protect the i ntegri ty of its fund by functi oni ng 
more like a private insurance company. 

We generally agree wi th your estimate of the cost of reso 1 vi ng the 
S&L industry's problems. However, there is one point made in your discussion 
of cost estimates that we believe should be clarified. In recent bank fail­
ures, the FDIC has lost on average about 30 percent of assets in resolving 
bank failures under $500 million in assets. The average loss in resolving 
banks over $500 mill ion in assets, however, has been about 10 percent of 
assets. Overall, the asset-wei ghted average loss rate is about 13 percent 
of assets. While it may be appropriate to use the 30 percent figure in 
estimating S&L failure costs, it is not accurate to refer to it as "the 
cost to the FDIC of handling bank failures." 

We also agree with your conclusions that the size of the problem is 
well beyond FSLIC's available resources, and that it is important to resolve 
the insolvencies as soon as possible. In this regard, we would like to 
emphasi ze that the reso 1 uti on process shoul d be structured in a way that 
is consistent with the appropriate incentives. For example, because it 
is against human nature for people to put themselves out of a job, we oppose 
the creation of a new, limited-life liquidation agency. 
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As a final comment, your study notes that 48 insolvent banks and 210 
solvent banks with GAAP capital of less than three percent were in operation 
as of the end of the second qua rter of 1988. Actua 11 y, there were 90 GAAP­
insolvent banks open at mid-year 1988, but 70 of these institutions were 
closed or merged out of existence during the second half of the year, gained 
solvency during the third quarter, or have assistance proposals currently 
pending. Please be assured the FDIC monitors these institutions closely 
and works closely with chartering authorities to encourage prompt resolution 
of fail ing institutions. We anticipate that all of the remaining insolvent 
banks will be closed, recapitalized, or otherwise resolved within the ensuing 
months. 

We also would like to point out that only two of,the remaining 20 insol­
vent banks are under the primary supervision of the FDIC. None of the insol­
vent institutions are participants in our capital forbearance progrdm. The 
FDIC will not admit any bank into its forbearance program that is insol­
vent or does not have a reasonable plan for restoring capital to safe levels. 
Once admitted, banks are closely monitored and are promptly eliminated from 
the program if they fail to adhere to their recapitalization plan. As of 
the end of November, 1988, 18 percent of the state banks admi tted to our 
capital forbearance program have been closed or otherwise taken off forbear­
ance for failure to perform satisfactorily. Fortunately, another 10 percent 
have either improved or merged with healthier institutions to get off forbear­
ance. Currently, there are 129 banks in FDIC's forbearance program. As 
required by law, the FDIC also allows 31 banks to defer losses on agricultural 
loans. Again, however, essentially the same standards are applied, in that 
the institution must be both solvent and viable. 

Once again, congratulations on having produced a well-reasoned and 
important document. 
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Sincerely, 

f~:Jj~~ 
L. William Seidman 
Chairman 
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DEPARTMENT OF THE TREASURY 
WASHINGTON 

ASSISTANT SECRETARY 

January 26, 1989 

Dear Mr. Fogel: 

We have reviewed your December 1988 draft of a proposed GAO 
report entitled, "Troubled Financial Institutions: solutions to 
the Thrift Industry Problem". We appreciate your invitation to 
comment on the draft. 

Treasury is presently studying the problems in the thrift 
industry and will shortly be issuing recommendations on ways to 
finance the continued resolution of troubled institutions and to 
prevent the recurrence of current industry problems. As a 
result, we are not in a position to discuss the sUbstance of 
your report. 

However, we would like to comment on a statement made on 
page 145 of the study that a large taxpayer contribution ($75 to 
$80 billion) "-- can be justified because the thrift problem is 
national in scope and government policies contributed 
significantly to its occurrence." 

We believe your statement is incomplete, and that numerous 
factors have contributed to the crisis in the thrift industry 
including, but not limited to: (1) a period of high interest 
rates during the early 1980's, which drastically reduced the 
industry's aggregate capital; (2) technological innovations which 
made possible the securitization of mortgage loans and thus 
increased competition, reducing the interest spreads and profit 
margins of thrifts; (3) commodity disinflation and an economic 
downturn in the Southwest; (4) expanded state-authorized asset 
powers which permitted state-chartered thrifts to make 
investments Congress has felt are too risky for federally-insured 
institutions; (5) imprudent thrift managers; and (6) fraud. 

Mr. Richard L. Fogel 
Assistant comptroller General 
General Government Division 
General Accounting Office 
Washington, D.C. 20548 
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SOARD OF GOVERNORS 
OF THE 

FEDERAL RESERVE SYSTEM 
WASHINGTON, O. C. 20551 

January 9, 1989 

Mr. Richard L. Fogel 
Assistant comptroiler General 
United states General Accounting Office 
Washington, D.C. 20548 

WILLIAM TAYLOR 
STAFF DIRECTOR 
DIVISION OF BANKING 
SUPERVISION AND REGULATION 

I am writing in response to your request of 
December 9, 1988 for the Board's comment on your draft 
report, "Troubled Financial Institutions: solutions to the 
Thrift Industry Problem". Your report provides useful 
insights into a complex problem with potentially 
far-reaching implications for the domestic financial 
industry. As you note, the range of alternative solutions 
to the problems of the thrift industry involves value 
judgments that are best decided by the Congress. Your 
report, however, helps to identify the relevant issues and 
possible solutions and should advance the debate on this 
matter. 

The report contains several recommendations that 
have implications for Federal Reserve policies and 
resources. The first recommendation calls on the Federal 
Reserve to develop a specific proposal fer clearly defining 
holding company financial responsibility for insured 
depository institutions. As you know, in April 1987, the 
Board reiterated its longstanding policy that holding 
companies should act us sou~ces of strength to their 
subsidiary banks. 

A key element of this policy is that a bank 
holding company should "stand ready to use available 
resources to provide adequate capital ftJ.llds to its 
subsidiary banks during periods of financial stress or 
adversity and should maintain the financial flexibility and 
capital-raising capacity to obtain additional resources for 
assisting its subsidiary banks "While this policy is 
couched in terms of subsidiary banks, the Board believes 
that it is equally re.lev.::.r!t in defining a bank holding 
company's responsibility to any affiliated thrift 
institution. We believe that this policy statement clearly 
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affirms the Board's commitment to the principle that a bank 
holding company should serve as a source of strength to any 
insured depository institution subsidiary. 

A second recommendation in your report is that the 
Federal savings and Loan Insurance Corporation request help 
from the federal banking agencies in examining certain 
savings and loan institutions on a short-term basis. The 
Federal Reserve recognizes the magnitude and complexity of 
the problems facing the thrift industry and is certainly 
willing to play a constructive and appropriate role in 
addressing the situation. As noted in your report, in 1985 
the Federal Reserve worked closely with examination and 
supervisory personnel from the Federal Home Loan Bank Board 
and state examination departments to monitor conCiitions and 
assess problems in non-Federally insured thrift institutions 
during the Ohio and Maryland thrift crises. The Federal 
Reserve remains ready to provide an appropriate measure of 
assistance to other Federal and state regulators, consistent 
with our available resources and our responsibilities for 
promoting safe and sound conditions within the banking and 
financial system. 

The report further indicates that the financial 
institution regulatory agencies should strengthen their 
capital adequacy standards and their supervisory capability, 
and that they should obtain better information about the 
market values of financial institutions. The Federal 
Reserve whole-heartedly supports these recommendations. As 
you know, the Federal Reserve and the other federal bank 
regulatory agencies. in cooperation with authorities abroad, 
have recently taken steps to strengthen capital standards by 
adopting new capital standards that relate an institution's 
capital requirements directly to the estimated risks it 
undertakes. The Board's specific standards relate to bank 
holding companies and state member banks and will go into 
effect n6~t month. Oth€r olsments of the standard, such as 
factoring interest rate risk into the measure, are still 
being developed and should lead to further improvement in 
the capital adequacy of U.s. banking organizations. 

The Federal Reserve has also emphasized capital 
adequacy in reviewing bank dividend policies an~ in 
evaluating plans to undertake significant expansion. In 
this regard, the Board has required banking organizations 
undertaking significant growth or expansion to operate with 
capital positions well above supervisory minimums and has 
generally not permitted institutions to reduce their 
financial strength in order: to fund expansion proposals. 
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Within the last several years, the System has also 
strengthened its examination staff, increased the frequency 
of on-site examinations and certain supervisory reporting, 
and improved its techniques for communicating with bank 
boards of directors. The Federal Reserve has also augmented 
the resources devoted to carrying out supervisory enforcement 
actions and to training examiners and other supervisory 
personnel. As part of its planning process, the System will 
continue to evaluate the adequacy of its supervisory 
resources and policies and will modify them as conditions 
warrant. 

During the last several years, the Federal Reserve, 
in conjunction with the other federal banking agencies, has 
also reaffirmed its policy that bank real estate loans 
should be supported by up-to-date appraisals that 
realistically reflect current market values. The banking 
agencies, under the auspices of the Federal Financial 
Institutions Examination Council, have also strengthened 
their policies regarding appropriate securities investment 
and trading activities of commercial banks. It has been a 
long standing policy of the agencies to require banks to 
segregate the securities they hold for trading purposes from 
their other assets and that they mark those securities to 
market at least quarterly. The banking agencies also 
require that the market values of investment (i.e., 
nontrading) account securities be reported on a quarterly 
basis. 

With regard to the question of market value 
information for loans and other bank assets, it should be 
noted that the Financial Accounting Standards Board is 
currently addressing the appropriateness of market value 
reporting in connection with its financial instruments 
project. The Federal Reserve has provided comments on 
FASB's draft proposals on this subject and will continue to 
~lOrk with FASB on the deuelopm.r!nt of any related accounting 
standards. 

I believe this information is responsive to your 
request for comments on your report. Please let me know if 
we can be of any further assistance. 
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~~ 
iti~ --- NATIONAL CREDIT UNION ADMINISTRATION 

·o .... ~,.'".J WASHINGTON, D.C. 20456 

January 4, 1989 

OFFICE OF THE CHAIRMAN 

Richard L. Fogel 
Assistant Comptroller General 
United States 
General Accounting Office 
washington, D. C. 20548 

Dear Mr. Fogel: 

I agree with the basic facts outlined in your report entitled, 
Troubled Financial Institutions: solutions to the Thrift Industry 
problem. Your key points that the merger of deposit insurance 
funds is not required or advisable, that substantial funding must 
be provided and that quick action needs to be taken parallels our 
own research for resolving this massive problem in the S&L 
industry. 

In addition, I appreciate the extremely favorable comments about 
the National Credit Union Share Insurance Fund and the credit 
union system. Credit unions have a long history of working 
cooperatively to deal with both their problems and their 
successes. 

Thank you for this opportunity to comment. 

Sincerely, 

lIP01VA ~ \}, AA .. ~ 
RoclR W. JEIJ..N I -
Chairman 
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Failed Banks: FDIC'S Asset Liquidation Operations (GAOjGGD-88-132, Sept. 
28,1988). 

Budget Issues: Information on FDIC and FSLIC Notes Payable (GAO/ 
AFMD-88-71FS, Aug. 5, 1988). 

Commercial Banking: Trends in Performance From December 1976 
Through June 1987 (GAO/GGD-88-106BR, July 28, 1988). 

Financial Audit: Federal Deposit Insurance Corporation's 1987 and 1986 
Financial Statements (GAO/AFMD-88-43, Apr. 22, 1988). 

Bank Powers: Issues Related to Repeal of the Glass-Steagall Act (GAO/ 
GGD-88-37, Jan. 22, 1988). 

Deposit Insurance: Analysis of Reform Proposals (GAO/GGD-86-32, 32a, 32b, 
Sept. 30, 1936). 

Financial Audit: Federal Savings and Loan Corporation's 1987 and 1986 
Financial Statements (GAO/GGD-88-67, Aug. 24, 1988). 

Thrift Industry: Trends in Thrift Industry Performance: December 1977 
Through June 1987 (GAO/GGD-88-87BR, May 17, 1988). 

Thrift Industry: Federal Horne Loan Bank Board Advances Program 
(GAO/GGD-88-46BR, Mar. 9, 1988). 

Thrift Industry: Forbearance for Troubled Institutions 1982-1986 (GAO/ 

GGD-87-78BR, May 6, 1987). 

Thrift Industry: The Management Consignment Program (GAOjGGD-87-
115BR, Sept. 10, 1987). 

Thrift Industry: The Treasury jHome Loan Bank Board Plan for FSLIC 

Recapitalization (GAO/GGD-87-46BR, Mar. 3, 1987). 

Thrift Industry: Cost to FSLIC of Delaying Action on Insolvent Savings 
Institutions (GAO/GGD-86-122BR, Sept. 9, 1986). 
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"Resolving the Savings and Loan Crisis," (GAO-T-GGD-89-4, Feb. 2, 1989). 

"Resolving the Savings and Loan Crisis)" (GAO-T-GGD-89-3, January 26, 
1989). 

"Failed Financial Institutions: Reasons, Costs, Remedies and Unresolved 
Issues," (GAO-T-AFMD-89-1, Jan. 13, 1989). 

"Budgetary Implications of the Savings and Loan Crisis," (GAO/T­

AFMD-88-19, Oct. 5, 1988). 

"Safeguards that Need to Accompany Changes to Glass-Steagall Laws," 
(GAO/T-GGD-88-51, Sept. 13, 1988). 

"The Federal Savings and Loan Insurance Corporation's Use of Notes 
and Assistance Guarantees," (GAO/T-AFMD-88-17, Sept. 8,1988). 

"The Federal Savings and Loan Insurance Corporation-Current Finan­
cial Condition and Outlook," (GAO/T-AFMD-88-12, May 19, 1988). 

Guidelines for Rescuing Large Failing Firms and Municipalities (GAO/ 

GGD-84-34, Mar. 29, 1984). 
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Karen R. Wiseman, Evaluator 
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