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BACKGROUND

The Committeea on Banking, Finance and Urban Affairs is
currently considering legislation (H.R. 2094) which would reform
the process by which banking regulators handle troubled and
insolvent {nsured depository institutions. With the collapse of
tha gavings and loan indugtry estimated to coat the taxpayers §$500
biliion and bahk failures increasing, such reform is considered a
top priority. The process must ensure that insolvent institutivns
ara rasolved in & nanner which strictly results in the least
possikle cost to the insurance fund and the taxpayers.

There are twoe dimensions to implementing a least oacasat
resolution program. The first is the pre-failure or takeover
gtage, which is tha peried .prior to thae formal declaration or
insolvency and takeover by the requlator; the second is the post-
intervention stage, which involves the process of liquidating or
selling the institution and its assets. The least cost rasolution
program contained in H.R. 2094 alters the latter stage by revicing
the cost tast contained in the Fedaral Deposit Insurance Act to (1)
engure that all institutions are in faoct resolved in the least
coetly manner, (2) prevent the insurance ocoverage of uninsured
deposits, and (3) abolish the too-blg-to-fall daoctrine.

Tha pro~failure stage ia modified by curtalling oxcess
ragqulatory discretion to kaep open insolvent institutions long
beyond the point of viability. The program requires pronpt
regulatory action, as set forth in H.R. 2094, to proemete the
rahabilitation of a failing inatitution. But if the institution
becomas insolvent, then the regulator must act in a timely wanner
to place the institution in conmarvatorship or racaivership so that
additional losses are limited.

The uesliuu then arisea of the exsont te which the least cnoet
reselution program is oircumvented by the landing practices of the
Fadoral Resarve discount window. The disaount window serves an
important stabilizing funotion by satiefying the ahort tarm
liquidity needs of viabla depositery institutions. Under the
Fadaral Raeserve Act the discount window can be uged for seasonal,
sdjustent or extended credit neads. Our ahalyeis shows that when
a nonviablae or insolvent dapository institution recaives’ open-
ended extengions of credit at tha discount windov in orxder to

{ 1 iability, then the Federal
Resarva is “.“".“ggf?;'.‘i‘;," n%’%‘.'.‘.’;‘i%‘&":ﬁf dost of UltinateLy resoiving

the inotitution.

Sinoe digscount window loang are at least 1008 collataralized,
the Fadaral Rasarve assumesg no risk of loes and has no incentive

to shut the window and contain the insurance funds' losses. The
acllateral is (n the farm N1_K. Treasury nctes. other covernment
sacuritiaa, commercial loans and othayr aceets.
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The borrowed fundas can be used by the institution during the
pre-takeover paricd to allow uninsuraed depositors to withdraw their
funds. Tha insurance fund nust then absorb the loss that thage
account holders would have othaerwise been forcaed to share. 1In
addition, the delay in cloaing the institution causes operating
logces ta agcalate and {ncrcases logsgas from the decling in asset

values,

In order to batter understand the practice and pattern af
Faderal Resmerve discount windowv lending and its dmpact on the
regulatory treatment of insured depository institutions, the
Banking Committee requegted and racaeived from the Yederal Reserve
axtansive data on the scopa of discount window lending to insured

depository institutions.

BUMMARY

Thae Comnmittes raquested data on all insured depository
institutiong which borrowed funds from the digcount window from
Januayy 1, 1985 through May, 10, 1991. The {nformation wasg divided
into two groupa: Group 1 consisted of inetitutions which had baaen
placed into conservatorship or receiveyshlip, or raeceived assistance
undar Secticn 13(c) of tha Federal Daposit Insurance Act, and Group
2 conaistad of all other institutions. The requeated information
included a schedule of the type and amount of loans extended, the
CAMEYL ratings of each institution, and the amount and type of
caollateral taken. A copy of tha letter requesting the information
is attached as Exhibit A.

An analysis of the data supports the following findings:

i. 90% OF ALL IMSTITOTIONS WHICE RECEIVED HEXTEXDED'' CREDIT
SUBBYQUENTLY FAILED,.

2. TER FEDERAL RESBRAVR ROUTINELY EXTENDS CREDIT IO
INSTITUTIONS WITH A CAMBL & RATING.

3. A CANEL S RATED INGTITUTION WHICH BORROWAD FROX THE
DISCOUNT WINDOW REMAINBD OPBN FOR AX AVERAGE PERIOD OF
30 =~ 13 WOwTHS.

4 DORRONING FRON THR DIGCOUNT WINDOW INCREASHS DRAMATICALLY
A8 AN INSTITUTION'S FIUANCIAL CONDITION DRTRRIORATRS.

8, THE FEDERAL RESHRVR TAXNRS THE RIGHRST QUALITY A8537T8 OfF
TRE INATITUTION IM AN AMOUXT SUBRETANTIALLY IX BICERES OF
THE LOAM AKOUNT AS COLLATERAL.
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Group 1, the insured depository i{nstitutiocne which borrowaed
from the Aimcount vindow within three years of faillure, consisted
of S30 institutions. Group 2, all other institutiene which
borrowed for five or morae consecutive days, consisted of 2,460
institvtione. oOf the %30 Group 1 institutions, 87 (or 16%) had
assaets gre«tar than or equal ta $100 million, and 443 (or 04%) haa

aggeto less than 4100 million.

. The Federal Reserva catagorizes
discount window loans into three types: seasonal, adjustment, and
extanded, A Faderal Regarve dascoription of each one is attached
as Exhibit B, A summary of the use of each by tha failed

ingtitutiona follows:

- 320 (or 60t) of the Group 1 {nstitutions were borrowing
at the times of failura.

- 292 Group 1 institutions ware borrowing axtended credit
at the time of failure.

- 26 Group 1 institutions were borrowing adiustment c¢redit
at the time of railura.

- 2 Group 1 institutions wera borrowing ggasonal credit at
the time of fallura.

Extendcd Credit. The borrowing pattexns of Group 1
ingtitutions reveal cthat prior to fallure, wany insolvent
institutions will enter into a paried of continuous or intermittent
extanded oredit borrowing well bayond the short tarm periods viable
inetitutiona will need to borrow for liquidity purposes. The
outstanding amount incraaseg daily ag tha balance due is rolled
over with nav borrowings. 418 (14%) of tha 2990 institutions
studied received extended credit. 377, or 90t, of thesa 418
institutions subsequantly failed. Thus, the extendead oredit
offerad by the Pederal Reserve appears to operate in praotice as
& form of open assistance or forbhearanas.

CAMEL Ratingg. The term "CAMEL" repregents the following
performance standards: capital adaquacy, Assat quality, Xanagement,
Barninge and rniquidity. The ratings given to an lntt{tutlon range
from a high of 1 to &4 low of 3. A description of what each leval
of CAMEL rating represents as far as the health of an inatitution
is containaed in Exhibit ¢.

The reportad CAMEL ratings of Group 1 institutions at the time
of failure ware as follows!
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GAMEL S: 437 (82%)
4 s1 (1o0%)
3¢ 11 (2%)
1: 1 (0.2%)
not availablet 25 (4.9%)
Tota : S30Q

Tha length of time an institution with a CAMEL 5§ rating was
allowad to remain open ranged from less than a month to ag long as
56 monthe:

E

o -3 74
¢ - 6 53
7~-9 62
10 -~ 12 92
13 - 1% 58
16 - 18 37
19 - 21 28
22 -~ 24 16
25 - 27 2
28 - 30 5
i B R a
34 - 236 7
86 - 58 1

The averagé length of time that an institution with a CAMEL
S yating vas allowed to remain open was 10 - 12 months.

Amount of Cradit. Ragarding the amount of credit extended:

- 320 Croup 1 institutions had a total of £8.328 billion
in PFederal Resarve loans outstanding at the time of

failure. '

- £7.943 billion of thia credit was extended when the
institutions were operating with a CAMEL § rating.

~ According to one Federal Raserve Bank documant, the Banks
nermally receive notice of composite CAMEL 1, 2 and ) ratings with
a4 ¢ to 6 month lag from the time of axamination; however, compoaita
CAMEYL, 4 and § ratinge arae normally known with little lag tine as
& result of sinultancous holding company inspactions or
convarsations with regulators. Peak borrowing for all $30 Group
1 institutions in the three months prior to failure totaled $£1§,1

kdilion.
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v g (Summaries, See Appendix for detajiled
information)

- . With asaats of

First RepublicBank Dallas, N.A, (Dallam, TX)
$16,379,600,000, thia was the largest institution in Group 1. 1Its
borrowing from the discount window began on Narch 15, 1988, with
an extended credit loan in the amount of $2.6 billion. The locans
continuaed uninterrupted for 4 1/2 mci the until Pirat Republic was
cloged en July 29, 1988, Peak borrowing during this pericd vas
$3.278 billion and {tg last CAMEL rating wam & 3 on Septamber 30,
1986. Tha collateral taken was customar notas, and commercial and
industrisl loans with a book value of §6.4 billion and Federal
Ragerve cstimated "lendabla" value of $4.0 billion. Tha book valus
of the collataral represanted 39% of thae bank's ascets.

Bogston Trade Bank (Boston, MA). Boston Trade Bank waas a
mcdium-alizad {natitution with assets of $352.9 million, which
failed on May 3, 1991. It illustrates (s clacuie ucmanario of a
financially deteriorating institution which begins borrowing from
the discount window at theé same time the regulator gives it a CAMEL
S rating. The uninterruptad borrowing increases for five gtraight
months until it is finally clased with ocutatanding loang of §53.6
million, representing 15¢ of its assats,

Firgt State Bap ' . The majority of the
institutiona using the discount window to delay clogure vora sumall,
such as this one with agsets of $17.3 million. It operated at s
CAMEL 5 rating for two years and was borrowing extendad oredit from
the discount window every day during ita last 12 months of
operation.

BankK of New England (Bogton, MA). BNE wag the second largest
in Group 1 with assets of $13.9 billion whon it was doolared
insolvent on January ¢, 1991. Paak lending reached $2.263 billion
over a six month period before a plan of major assat salas and
borrowing from affilfateas was implemented €o replace discount
window borrowing. Also, the institution's liquidity position vas
41444 by Department of Traasury daoposits of tax raceipta.

« Lincoln
SLL had assets of $2,752,800,000 at the time of receivership and
vas responsible for an estimated $2 billion loss to the taxpayers.
Sinca thae institution was placed in conservatorship on April 14,
1989, rather than receivership (wvhich was done 4 montha later),
uninoured depositors werae allowad to withdraw their funds without
taking a loass. Federal Ragerve lcans as high as $98 million ovar
the four wmonth conaservatorship period facilitated thase
withdrawals.

~L2K1.
This {a ancther example of the discount window being used to keep
open insoclvant institutions. The bank obtainad uninterrupted
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credit for over one year with peak lending of $344 million, all the
while operating with a CAMEL % rating. The peak loan amount
represaented 23% of the bankas $1.6 billion in aamaets when it failed
on July 17, 1986.

« This bank recaived three
consecutive CAMEL $§ ratinge and was kept open for 17 monthae baefore
it was placed in receivership on February 17, 1989. Consecutive
discount window borrowing bagan with a 84 million extended loan on
Nay 12, 1988 and ended ten months later with a balance of §95.2
million, or 35% of the bank's $262.31 million in assets,

ATITACHNENTS

Exhinit A: Letter from Chairman Gaonzalez to Chalrman Craeenspan,
dated May 9, 1991,

Exhibit B: Overviow dascoription (excerpt) of tha typec of
credit aextended by the Pedaral Reserve, from Thg

Exhibit ¢: Dascription of CAMEL ratings.

Appendix: Detailed information from each casa study.

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



e’ 4 sl TOAL e oISl A Cuianlit ¢ =g Ova

STOER | s, BORTw CARA A [ SR TPy

AN S LNTLOKY WAAQ] ERA (A W Sacre

fa/ § vure weaiata U.S. HOUSE OF REPRESENTATIVES Tour s <o

o “IG A Lt .

Mm““"mmm COMMITTEE ON BANKING, FINANCE AND URBAN ASFAIRS o a'uu':“:""m““‘““....

THouAd & SRLAw : t6A € GLLMOA Goud

{EToAun Gowig HoaN Coromes ONE HUNDRED S$§COND CONGRESS whudommvR

L ] toaf Camsdells,

Prrivivpyresoin syl oy ORI 2120 RAYBUAN HOUSE GFFICE BUILDING Prgemiory iy yaang

SEON ¢ wEITY &, KAl LACHY MM G064, USRI

ATYY 4, RALL rw vomt e WASHINGTON, OC 10618 pory~Frr iyt
SOruAS §, sfuy. TOAL

AWM UAAL WARVLAMY 'm THOMAS. W fameq

SlrAr) £ whil, WA SACAA (1T

SANRE W :A?m. P LYWL

ol ey gl May 9, 1991

- QEvER, yTat

yr—frpmirian gy

:mu_wm

QAT L ACABRMAR, Wi YUK

The Honorable Alan Greenspan

Chairman
The Board of Governors of the Federal Reserve Systanm

20th and Constitution Avenue, N.¥%.
Waghington, D.C. 205351

Déear My, Chalrman:

We are writing te {ou regarding an issua of the utmost concern
and urgency to the Committea on Banking, Financa and Urban Affairs:
Federal Resarve lending ¢¢ insured depository institutiens.

As you will agree, this Committea and the Congress are
obligated to maintain the gafety and soundnegs of the banking
industry. We alsc have a fiscal responaibility to ensure that
inmolvaent inaured depasitory institutions ara regolved at the least
cost to both tha banking industry which pays premiums into the
inguranca funds and to the taxpayers who ¢uarantes the coveraga of
insured depcsits.

Federal Resarve loans to insured depository institutions have
a signiticant impact on both ¢f thesa goals. Rxtenalons of c¢redit
for liquidity needs, including overnight advances, are {mportant
to maintaining ¢he stability of the banking industry. Howaver,
when aredit is extended to a failing institution by the Fedaral
Reserve as the lendexr of last rasort, the insurance funds and tha

taxpayers foot the hill.

Thess Federal Raserve lcans, vhich bear interest, are made in
exchange for ,Lhu.ﬁ 100% collateral and priority creditor status,
Tha assats being held by the Fedaral Resarve as collateral are then
unavajlable to the {inatitution to meet ita obligations. This
inoreaces tha cost ¢of resolving the {natitution by deplating the
inotitutionts assets. Whan the inetitution im finally closaed, the
FODIC repays the Faderal Raseérva in cash before all other creditora,
and the ¥DIC than takes back from the Fedaral Reserve the
collataral that secured the redersl Resorve advances. Thus, those
Faderal Resarve loans increase the lossas %o the insuranca funds
and the taxpayers standing behind them, and allow insolvent
inatitutions to stay open long beyond the point of viability.
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In order for the Committee to both fulfill its ovarsight
responaibilities and legislate in these important areas, ve vaequaat
that you aubmit the following information to the Committes:

1. Regarding each insured depogitory institution that has
been placed in conservatorship or receivership, or
received assistanca under Saction 13(¢) of the Federal
Deposit Insurance Aot, during thae period ¢f 1985 to datae,
pleaase provide:

(A) A schedule indicating each tima the Fedarzl Rasarve
axtaended ocredit, directly o¢r indirectly, to tha
institution during the three yearx periocd praceding
the appointment of the conservator or receiver, or
thea provision of tha Section 13(c) asslstance; and
inglude in the =schedulas:

(L) the CAMEL rating of the institution at
the time the credit was extended:

(14) the type of credit extended, including
seasonal credits, adjustment credits, and
and emergency liquidity advances:

(11{4) tha amount of credit extended;
(iv) the length of the repayment period;

(v) the amount and type of collateral taken;
and

(vi) whether repayment was made on time, late
or not all, and specify whether in any
case an extension ¢of time or rollover
occured;

(B} ¢the date and total of the largest amount of Fedaral
Ragerve loans to the institution ocutatanding at any
one point in time; and

(C) tha anount of Fedaral Resd¢tve loans outatanding at
the time thae Iinstitution was placed {nto
conservatorship or raceivership, or received section
13(¢) amssistance; togather with the book valua and
astimated falr wmarket value (if known) of the
collataral taken for each outatanding loan.

2. Ragarding all other insured depository institutions
during the peried from 1988 to date that are not included
in the group dafined in (1) aboeve, plaeaagae provida:

Digitized for FRASER (A) the date(s), aggregate number and amount of loans
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exteanded to those institutions by the Fedeoral
Reserve during the past five years, for a perjod of
0 to 5 days, 6 to 15 days, 16 to 130 days, 31 te 60
days, and 61 days or longer;

(B} the name of each institution which received a 1oan,
directly or indirectly, from the Faderal Reserve for
a period of 5 days or longer; and include the type
and purposé of each such loau; and

(C) the current ectatus and CAMEL rating of each
institution describad in 2(B) above.

When compiling the information requasted includa *“conduit
locans® and, when compiling the {nformation raqueated i{in (2) abova,
exclude non-rollad over loans for a term of laess than five

consecutive days.

The Committee's caoncexrn over this issue has bedn heightened
by raports that the Federal Raserve, in & sesming replay ¢f its
landing of approximataly $500 millioen te an insolvent National Bank
of Washington, hag been extending ¢redit to WMadison National Bank
evan though the cfficers of the bank have publicly declared that
it {8 insclvent. Furthermore, we underatand that this has allowved
savoral large depositors of Madison National Bank ¢o immediately

withdraw their uninsured funds.

The Committee will mark up le¢islation very soon which c¢euld
affect the landing activities of the Federal Raserve, Therefora,
please davote sufficient rasourcas to ¢omplying with this requast
6o that we raceive a complete response by May 30, 1991, Should you
noad add{tionsl personnal, vea etand ready to ask tha Ceneral
Accounting Office to asasist yuu, If you have any questions
concerning this requeat, please contact the Banking Committee Star?

Director, Xalsay Meak, as soon as possible.

8incerely,
M Janu% Frank Annungioc
Chairman Chairman

Subconnittaeae on
Financial Institutions

Gerald D, i(leczk%
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WABHINGTON, D.G., June 11, 19931-~~Housu Banking Committaee Chairman Hanry
B. Gonzalor charged today that tha Pedaral Recerva has "expended billiohs of
dollars of public monies in backdoor bailouts of falling banks.™

Mr. Gonzalez said the Pederal Resaerve's loang had kept brain-dead
institutions open for cxtended periods, increasing losses for the Federal
Dgposit Insurance funds,

Mr. Gonzalez' comments waere basced on findinge of a Committee study of
discount window operations between January 1, 198%5 and May 1991.

The findinge included:

1. Ninaety percent of all institutions which received "axtended" credit
subgequontly failed.

2. The Pederal Reserve routinely extends oredit to institutions with «
CAMBL § rating--the lowest possiblae rating..

3. A CAMEL $ rated institution which borrowed from the discount window
remainad copen for an average pericd of 10-12 months.

4. Borrowing from the discount window increases dramatically as an
institution's financial condition deteriorates.

Tha gtudy reveulod that 530 institutions failed within three ycars of
borrowing from the Faderal Reserve. Some 320 banke ware borrowing at the
time of failure and had outstanding loans of $8.32% billion when thay waere

closed.
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Mr. Gonzalez said the Pederal Reserve's loans to terminally {11
institutions had allowad uninsured depositors to wilthdraw funds and had kept
bankas operating with bad management and rigky loan palicies.

“Thie {a a massive form of forbearance--granted in secret by the Federal
Reosarve~«=at & huge cost to the insurance funds and the taxpayers," tha
Banking Committee Chairman sajid. “We hear many complaints about the {lls of
monay brokers who move money into failing institutions, but their operations
pale besido the mega-buck operations of tha Federal Rasorve,"

Mr. Gonzaloz scaid it is impartant that controls be placed on the Federal
Regcerve's discount window operations if the Congress ie "seriaous about
limiting losses to the insurance fund, ending the too-big-to=fa&il policies,
and halting the costly practice of extendad forbearance for poorly run

banks."
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