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Preface

or more than a decade, the number of savings and loans and savings
F banks in the United States has been declining. The primary cause of

this decline has been the financial failure of these thrift institutions.
Because the deposits at these thrifts were insured by the Federal Savings and
Loan Insurance Corporation, the federal government has borne the responsi-
bility for resolving these thrift failures. In 1989, the Bush Administration
proposed, and the Congress passed, legislation designed to deal with the thrift
crisis. The initial phase of the cleanup is near completion; its ultimate cost
will largely depend on how quickly and efficiently the remaining insolvent
thrifts are resolved and their assets are liquidated.

At the request of the House Committee on Banking, Finance and Urban
Affairs, the Congressional Budget Office (CBO) prepared this study of the
cleanup of the thrift crisis. The study examines the underlying causes of the
thrift crisis and the progress of the cleanup through the end of 1992, with
special attention given to the role of the Resolution Trust Corporation. It also
presents several options for improving the cleanup. In keeping with the man-
date of the Congressional Budget Office to provide nonpartisan analysis, the
study makes no recommendations.

Philip F. Bartholomew wrote this report under the supervision of Elliot
Schwartz and Jan Paul Acton. Emily Kolinski provided valuable research
assistance. = Mary Maginniss and Larry Mote made major contributions.
Many helpful comments and suggestions were received within CBO from
James Blum, Robert Dennis, Douglas Hamilton, Robert Hartman, Kim
Kowalewski, Thomas Lutton, Joyce Manchester, Marvin Phaup, Robin Seiler,
and Robert Sunshine. Several others provided valuable comments, including
James R. Barth, George G. Benston, Paul M. Horvitz, Edward J. Kane, George
G. Kaufman, Robert E. Litan, Kenneth E. Scott, David R. Solenberger, James
R. White, and Lawrence J. White.

Sherry Snyder edited the manuscript. Christian Spoor provided edi-
torial assistance. Donna Wood typed the many drafts, Michael Crider pre-
pared the drafts of the tables and figures, and Aaron Zeisler did the fact check-
ing. With the assistance of Martina Wojak-Piotrow, Kathryn Quattrone pre-
pared the study for publication.

Robert D. Reischauer
Director
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Summary

stitutions became insolvent and failed.

Because the Federal Savings and Loan
Insurance Corporation (FSLIC) insured de-
posits at these savings and loan associations
and savings banks, the federal government
handled their insolvency--a process referred
to as resolution. The size and scope of the ini-
tial problems in the thrift industry were not
recognized fully, however, and the situation
developed into what is now called the thrift
crigis.

D uring the 1980s, hundreds of thrift in-

The enormous number of failures and their
associated losses swamped the FSLIC and de-
pleted its funds. Although from 1980 through
1988 the FSLIC resolved 489 thrifts at a cost
of about $60 billion (on a present-value basis),
a lack of funds and ill-advised policy decisions
on the part of the Federal Home Loan Bank
Board, the primary federal regulator of thrifts,
delayed the closure and resolution of insolvent
thrifts. By 1988, thrifts that were resolved
had been insolvent an average of 42 months.
The Bush Administration and the Congress
responded in 1989 by creating a new structure
for supervising and resolving thrift institu-
tions.

In 1989, the Congress passed the Financial
Institutions Reform, Recovery, and Enforce-
ment Act (FIRREA), which revamped the fed-
eral regulation of thrift institutions and estab-
lished a temporary system to resolve the thrift
crisis. By 1993, 653 thrifts had been resolved
under this system at a present-value cost of
about $85 billion, and 81 more were in govern-

ment-controlled conservatorships. The Con-
gressional Budget Office estimates that these
conservatorships, plus additional projected
failures, will increase the present-value cost of
the thrift crisis by about $35 billion. Thus,
losses on failed institutions resolved after the
passage of FIRREA are estimated to cost
about $120 billion on a present-value basis.
Including the $60 billion needed to pay for
thrifts resolved before 1989, the thrift crisis
will cost about $180 billion--paid almost en-
tirely by taxpayers--although the value could
easily vary by $15 billion in either direction.

FIRREA established the Resolution Trust
Corporation (RTC) as a temporary agency
charged with primary responsibility for clean-
ing up the thrift industry. Its job is to deal
with failed thrifts transferred to its authority,
compensate their insured depositors, and dis-
pose of the thrifts' assets and liabilities--that
is, resolve them. FIRREA charged the RTC
with resolving failed thrift institutions that
had been insured by the FSLIC and placed
into RTC conservatorship or receivership be-
tween February 6, 1989, and August 9, 1992,
three years after the date FIRREA became
law. The Resolution Trust Corporation Refi-
nancing, Restructuring, and Improvement Act
of 1991 (RTCRRIA) extended this deadline to
September 30, 1993. FIRREA mandated the
RTC to conduct its operations so as to maxi-
mize recovery on assets it acquires, minimize
the impact of its activities on local markets,
make efficient use of its funds, minimize losses
incurred in resolving cases, and maximize
preservation of affordable housing. The RTC
was to cease operations on December 31, 1996,
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and to transfer the remaining agsets and lia-
bilities to the FSLIC Resolution Fund.

The 1989 act also set up a system for financ-
ing the cleanup and authorized $50 billion. In
March 1991, the Resolution Trust Corporation
Funding Act of 1991 appropriated an addi-
tional $30 billion. By summer 1991, the RTC's
funds had been nearly depleted, and the Ad-
ministration requested another $80 billion to
enable the RTC to continue the resolution pro-
cess. RTCRRIA, which the Congress passed in
December, appropriated $25 billion, stipulat-
ing that it was to be used for resolutions
through March 1992. Because the resolution
process requires several months of lead time
and because there had been such uncertainty
as to how much would be appropriated and
when, the RTC was able to commit only $6.7
billion of this added money. The lack of
further appropriations since RTCRRIA meant
that the RTC could resolve only 11 failed
thrifts during the last nine months of 1992.

Although the RTC is the primary agency
responsible for the thrift cleanup, it is not the
only player. FIRREA established a structure
to control the RTC's activities. Originally, the
RTC was managed by the board of directors of
the Federal Deposit Insurance Corporation
(FDIC), but its policies were promulgated by
the RTC Oversight Board, chaired by the
Secretary of the Treasury. Having, in effect,
two boards proved cumbersome, and in 1991
RTCRRIA made the RTC an independent ex-
ecutive branch agency with a newly consti-
tuted Thrift Depositor Protection Oversight
Board (still referred to as the Oversight Board
and still with the Secretary of the Treasury as
chairman). The Office of Thrift Supervision,
which replaced the Federal Home Loan Bank
Board as the primary federal regulator of
thrifts, is an agency of the Treasury Depart-
ment and is responsible for identifying and
transferring failed thrifts to the RTC.

The act also created other government en-
tities and authorized existing agencies to deal
with other aspects of the cleanup. The FSLIC
Resolution Fund, which is administered by the
FDIC, handles the remnants of pre-FIRREA

resolutions. The Savings Association Insur-
ance Fund (SAIF), also administered by the
FDIC, insures deposits at thrifts and is sched-
uled soon to take over the RTC's resolution
function. Other agencies involved in the
cleanup include the Resolution Funding Cor-
poration and the Federal Financing Bank,
which provide part of the funding.

Now more than three and a half years old,
the Resolution Trust Corporation has resolved
653 failed thrifts and controls 81 in conserva-
torships. By December 31, 1992, the RTC had
disposed of $330 billion in assels from the
thritts it had resolved, but it still controls
about $104 billion in the conservatorships and
receiverships formed for the resolutions. By
the end of 1992, the RTC had committed $85
billion to losses at the thrifts it had resolved.
This amount is only an estimate, however; the
actual figure depends on how much the RTC
ultimately recovers from the sale and collec-
tion of assets under its control.

The events that caused the thrift crisis were
complex. And it is an understatement to say
that the cleanup has been even more compli-
cated than the causes. Not surprisingly,
therefore, the issues that remain are multi-
farious and tangled. There are still no defini-
tive answers to several remaining questions
about the thrift cleanup: How much is left to
be finished? How much more money is re-
quired? How long will it take to finish? and
What can be done to reduce the cost? Al-
though these questions are reasonable, their
answers are not straightforward because the
answer to any one of the questions depends in
part on the answers to the other three.

Origins of the Thrift
Crisis

The thrift crisis has been enormous. At the
end of 1980, the thrift industry comprised
nearly 4,000 federally insured thrifts with
assets of about $604 billion. Even the most
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passimiglic forecasters would not have pro-
jected that by 1993 half of the industry would
have disappeared at such a high cost to tax-
payers.

Analysts of the thrift crisis have identified
its numerous causes. The rigid regulatory de-
gign of the thrift industry, which limited the
types of investments thrifts could make and
the rates they could pay on deposits, left the
industry extremely vulnerable to the high and
volatile interest rates of the late 1970s and
early 1980s. To be competitive, thrifts were
forced to pay higher rates on their deposits
than they could earn on their assets. The re-
sulting mismatch in the maturities of thrifts’
assets and liabilities almost wiped out the
market value of the industry's net worth.

Policymakers hoped that federal deregula-
tion of the thrift industry would enable it to
recover. But the timing of reform was poor,
and state deregulation, which occurred around
the same time, created an inconsistent regula-
tory environment. Moreover, it was a mistake
to grant more liberal investment powers to
undercapitalized institutions and relax other
regulations that fostered safety and soundness
in thrifts' operations. In this lax regulatory
environment, many owners, managers, and
directors of unhealthy thrifts speculated with
or plundered the funds of their institutions.
Federal regulators either were unaware of the
effects of these actions or chose to overlook
them. In any event, this regulatory forbear-
ance exacerbated the crisis by, in effect, en-
couraging thrifts to try to grow out of their
problems.

The policy of encouraging thrifts to grow
might not have been such a disaster had the
operators of thrifts used newly attracted in-
sured deposits to make prudent investments.
But without a real threat of closure or regula-
tory disciplinary action, and with the safety
net that federal deposit insurance provided,
failing thrifts had little to lose from under-
taking imprudent risk. To be sure, some
thrifts that failed did not make speculative in-

vestmentls or misbehave. They lost money be-
rauge they were unable to recover from their
condition at the beginning of the decade, they
were mismanaged, or they could not compete
with thrifts that were making speculative in-
vestments. But by the end of 1988, 18 percent
of thrifts, holding almost a quarter of the in-
dustry’s agsets, were insolvent on a book-value
basis.

Most experts agree that the existence of the
federal deposit insurance system and the way
in which regulators operated 1t were major
culprits in the thrift crisis. The failure of
government regulators to close failed thrifts in
a4 timely manner, for example, probably dou-
bled the cost to taxpayers.

Progress and
Performance of the RTC

The RTC got off to a slow start, resolving only
37 failed thrifts in 1989. This pace might be
expected of a newly created agency that em-
ployed more than 7,000 people and, in terms of
assets, overnight became the largest financial
institution in the world. By 1990 and 1991, it
was up to speed, resolving thrifts at the rate of
about 80 to 90 or more per quarter. The pace
of resolution and the commitment and avail-
ability of funds to cover the losses of resolved
thrifts, however, were highly erratic. In 1992,
as a result of funding shortfalls, the RTC was
able to resolve only 67 failed thrifts--56 of
them in the first quarter.

In addition to paying off insured depositors,
the RTC performs two major functions: resolv-
ing failed thrifts (that is, either selling insti-
tutions in whole or in part or liquidating
them), and disposing of the assets it retains
because it cannot transfer them in institu-
tional sales or because it must liquidate the
institution. A third important area of the
RTC's performance is its own management op-
erations.
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The Resolution Process

Following the long-standing tradition of the
FDIC and the FSLIC, the RTC has sought to
minirmize ita cost of resolving a failed thrift by
selling most or all of the institution to another
thrift or bank. The acquiring institution pur-
chases the assets of the failed thrift and as-
sumes its liabilities as long as the RTC pays
the acquirer an amount that makes the thrift
whole (that is, makes the value of the failed
thrift's assets equal to the value of its liabili-
ties). The acquirer is generally willing to ac-
cept less than the value of the liabilities (pri-
marily depositg) if the failed thrift has {ran-
chise value--the value of the acquired ingstitu-
tion as an ongoing concern, which includes ita
relationships with customers. Because the
value of these relationghips is lost when the
RT'C liquidates a failed thrift, the RTC seeks
an institutional acquirer to "purchase and as-
sume" the failed thrift. By law, the RTC can
resolve a thrift by selling it only if the cost as-
sociated with the purchase and assumption is
less than that of a liquidation.

The RTC has resolved most of the thrifts in
its caseload through purchase and assump-
tions, but few resolutions have involved the
sale of whole institutions, in which all of the
assets and liabilities are passed to acquirers.
Many failed thrifts held so many dubious as-
sets that the RTC could not negotiate a rea-
sonable price for their inclusion in an institu-
tional sale. Even partial purchase and as-
sumptions have been increasingly difficult to
negotiate. Furthermore, the estimated sav-
ings to the RTC from using purchase and as-
sumptions rather than liquidations has dimin-
ished. Thrifts have remained in conservator-
ship just over one year on average while the
RTC seeks a willing acquirer. Some failed
thrifts have remained in conservatorship far
longer.

Recognizing that the RTC was having diffi-
culty arranging institutional sales, the Office
of Thrift Supervision (OTS) introduced the Ac-
celerated Resolution Program (ARP). The
ARP is essentially an OTS resolution that by-
passes the conservatorship stage. The cost of

resolution, however, is paid for by the RTC. it
is still too early to judge the succeas of the
ARP, but the concept has merit. In early
1992, the OT'S proposed a variation of the pro-
gram--called the Early Resolution/Accelerated
Merger program--in which the OTS offers the
owners of thrifts that are likely to fail a fi-
nancial incentive to arrange their own sale.
This proposal has not been put in place.

Asset Disposition

The RTC has been criticized both for its
methods of disposing of assets and for its slow
progress in doing so. From its inception in
1989 through December 1992, the RTC took
control of 734 thrifts with assets valued at
about $396 billion. By December 31, 1992, the
RTC had disposed of all but $104 billion of
these assets. Of this amount, $40.2 billion was
in the 81 conservatorships still operating at
the end of 1992, and $63.4 billion was in the
receiverships formed for resolutions. About 51
percent of the assets the RTC controlled then
were in hard-to-sell real estate, construction
and development loans, nonperforming loans,
investments in subsidiaries, and other assets
whose disposition is likely to take a while.
But the RTC still retains high levels of cash,
investment securities, mortgage-backed as-
sets, and performing mortgages, which should
be relatively easy to dispose of quickly.

Under the assumption that assets lose value
more quickly in the hands of the government
than in the private sector, the RTC would like
to sell all of its assets as quickly as possible
and at the highest price possible. But the
sheer volume and the diversity of the assets it
controls probably preclude the RTC from us-
ing the most straightforward method--a huge
auction. The RTC therefore has resorted to a
variety of less straightforward techniques that
give the appearance of disposal or sale but are
really more of a transfer of assets, which
leaves the RTC exposed to financial loss.

To speed up disposgition, the RTC has offered
some noncash incentives such as providing fi-
nancing for asset sales. It has also securitized
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assets, placed assety on consignment, and used
vrivate contractors to manage the assets.
HSome of these practices give the appearance
that the RTC is disposing of asgsets, but be-
cause the RTC does not relinquish its respon-
gibilitics for the assets, these practices consti-
tute neither a sale nor disposition.

Any one of the methods the RTC has used to
transfer assets to the private sector may be a
second-best solution--that is, the best under
the circumstances but certainly less than
ideal. The RTC, however, has been very in-
consistent in its use of these methods, con-
stantly shifling emphasis from one technique
to another. The agency would benefit from
having a more consistent, focused approach to
asset disposition. Such an approach might
well include not only multiple methods of dis-
posing of assets but also criteria for deciding
when certain methods are preferved.

RTC’s Management Practices

Additional criticistn of the RTC rests with its
management practices. The agency was slow
to set up appropriate management informa-
tion systems. Potential acquirers of institu-
tions or specific assets were discouraged by
being unable to obtain necessary information
from the RTC in order to submit bids. The
institutions the RTC controls and the assets it
manages have lost value because the RTC
either lacks the resources or the incentives to
preserve value or minimize losses. The RTC
has been unable to develop fully systems to in-
ventory the assets or to prepare lists of assets
for sale. It has also been remiss in adequately
monitoring the many private contractors it
relies on.

Options for Completing
the Thrift Cleanup

Although fewer thrifts are expected to fail and
require resolution over the next five years

than have been closed and resolved in the last
four, it would be premature to judge the clean-
up finished. The RTC still has conservator-
ships to resolve, more open thriits to resolve,
and several hundred billion dollars of assets to
dispose of.

The Congressional Budget Office's latest es-
timates project that the resolution aspect of
the cleanup will continue through fiscal year
1998 and that asget disposition will then con-
tinue for several more years. If the Congress
appropriates funds in the spring of 1993 and
continues to make funding available, the
cleantp is projected to require about $43 bil-
lion in nominal dollars (or about $35 billion in
present-value terms). This projection assumes
that either the life of the RTC is extended or
its successor--the Savings Association Insur-
ance Fund--will be given sufficient resources
on a timely basis. An additional $7 billion
would be required to capitalize the SAIF so
that it can carry out its function as the insurer
of thrift deposits.

Several options are available for changing
the thrift cleanup. Some of them are related to
the general cleanup, and others relate specifi-
cally to RTC operations. Most of the options
for improving RTC operations could be applied
more generally to any agency that resolves
failed financial institutions or is responsible
for disposing of government-controlled assets.

General Options

Changes could be made to the funding, sched-
uling, and structure of the remainder of the
cleanup. There are several options for effect-
ing these changes.

The timing of the funding needed for the
cleanup is discretionary and in part depends
on the scheduling and structure of the remain-
der of that process. Since past delays in fund-
ing have added to the ultimate cost of the
cleanup, expediency is warranted. Delays in
closing failed institutions have been expensive
both to the taxpayer and to the economy as a
whole.
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The Savings Association Ingurance Fund ig
currently scheduled to take over the RTC's
resolution function in October 1993. If the
Congress does not extend that deadline, the
SAIF will have to finish the job the RTC
began. The transfer of personnel and other re-
sources from the RT'C to the SAIF could be digs-
ruptive and further delay the cleanup. To
avoid such a delay and the ensuing costs, the
Congress could extend the term of the R1C's
resolution function.

I'wo options would change the structure of
the cleanup and avoid foreseeable administra-
tive disruptions. Hirst, the RT'C could become
a permanent agency that would he respongible
for disposing of the assets of failed financial
institutions and settling residual claims
against government-controlled receiverships.
But it is not clear that this function warrants
a permanent separate agency, and its creation
may further add to the complexity of the gov-
ernment bureaucracy. Alternatively, the RTC
could be merged with the Federal Deposit In-
surance Corporation. Placing the RTC within
an agency that already resolves failed insti-
tutions and disposes of assets--albeit for
banks--may be the most efficient option. It
would also simplify the apportionment of
funding and obviate the current question of
scheduling the completion of the cleanup. But
this alternative would add to the FDIC's re-
sponsibilities and further complicate over-
sight of its activities.

Options for Improving
RTC Efficiency

Regardless of how the remainder of the clean-
up is funded, structured, or scheduled, experi-
ence with the thrift crisis suggests options for
changing the methods for resolving failed
thrifts and disposing of their assets. These op-
tions could improve the RTC's operations and
could apply as well to whichever agency be-
comes responsible for the cleanup.

There are four major areas for considering
options to lower the cost of the cleanup, three
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of whicki are in the pusvic 7 of the RTC--how il
resolves failed thrilin, how it disposes of as-
gets, and how it manages ita own operations.
The fourth is really up to the Oiiice o Thrift
Supervision--namely, managing the regula-
tion of the existing thrift industry and placing
insolvent thrifts into the RTC caseload s0 as to
avoid further losses.

Change the Way Failed Thrifts Are Re-
solved. Kxperience hag shown that delaying
the closure of thrifts that have failed in an
economic senge carries high costs. The OTS
has regponsibility for determining when trou-
bled thrifts should be placed in the RTC case-
load. Although rapidly placing more institu-
tions in the RTC's caseload would add a great-
er burden to its task, the speedy removal from
the private sector of thrifts that are judged to
be failures would benefit the operation of
healthy thrifts by removing competitors who
bid up the cost of doing business. Whether the
potential benefits from accelerating the pace
of closure would be outweighed by the addi-
tional costs of carrying the larger inventory of
assets that the RTC would suddenly acquire
depends on a number of factors. One of the
most important factors is how the RTC would
carry out its responsibilities for resolving in-
stitutions and selling assets.

The Resolution Trust Corporation currently
resolves each failure on an institution-by-
institution basis. This approach preserves the
legal entity that is being resolved, but it pre-
cludes potential benefits to be gained by com-
bining thrifts for sale in packages of multiple
institutions. Although these institutional
sales have higher administrative costs, they
may result in a higher net return because the
package would have a higher franchise value
than a single institution.

The cost of seeking institutional acquirers
for purchase and assumptions, however, may
be exceeding the savings such sales generate
over simply liquidating the failed thrift. If a
thrift is in such poor financial condition that
the OTS must transfer it to the RTC, simply
liquidating it may be cheaper than delaying
the resolution process further. Although insti-
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tutional sales are estimated to be on average 3
percent cheaper than liquidations, the cost of
waiting and searching for acquirers may not
justify continuing the practice.

Responsibility for resolving failed thrifts
could be divided between the OTS and the
RTC--with the OTS attempting institutional
sales and the RTC liquidating the institutions
it receives. Some troubled thrifts may have
some value as an ongoing concern. In these
cases, the OTS could use the Accelerated
Resolution Program and arrange a sale. If the
OTS cannot find a buyer for the institution, it
is unlikely that the RTC will be able to. The
Department of the Treasury could oversee the
funding of this arrangement using the exist-
ing cleanup structure.

Change the Way the RTC Disposes of As-
sets. The RTC retains a substantial amount
of assets in receiverships whether resolution
was handled with an institutional sale or a
liquidation. It must account for the proceeds
of these receiverships so that they can be cor-
rectly distributed among legal claimants
against the failed thrift. To improve its pro-
gram for disposing of assets, the RTC could
use a variety of sales techniques, repackage
assets for sale, change bidding practices, im-
prove the way it uses private-sector managers,
and scale back or eliminate the program for
securitizing pools of assets.

There are advantages and disadvantages to
strategies based either on retailing (selling in-
dividual or small parcels of assets) or whole-
saling (bulk sales). With an inventory the size
of the RTC's, it makes sense to use both.
Large bulk sales have lower average adminis-
trative costs than do sales of small parcels.
But retailing broadens the pool of prospective
buyers, and the resulting competition could
bid up prices. Although having the RTC pro-
vide buyers with financing only transforms an
RTC-controlled asset to an RTC-owned loan,
seller financing can further broaden the pool
of bidders and assist the RTC's retail sales.

Assets controlled by the RTC are of various
types and quality. The RTC therefore could

operate like a "junkyard" and sell assets "as
is" on a first-come, first-served basis. Alter-
natively, the RTC could repackage agsets into
bundles that collectively would be more at-
tractive than the separate pieces. Repackag-
ing can create bundles of similar or dissimilar
assets. Sales of bundles of assets with similar
characteristics permit both the RTC and buy-
ers to specialize and thus minimize informa-
tion costs. Such sales can be attractive to buy-
ers wishing to obtain diversified portfolios.

The RTC can use auctions in both retailing
and wholesaling in conjunction with buyer
incentives such as seller financing. Instead of
holding an auction in which bids are offered
and the highest is taken, however, the RTC
could try a "Dutch auction." Under this sys-
tem, the RTC would set an initially high price
for each asset and lower it until the asset was
sold. This pricing system could be used for
either standard auctions or a junkyard sale.

The RTC currently relies on private-sector
contractors both to manage and to sell some of
its assets. Many of its initial contracts were
strongly criticized by the General Accounting
Office and others. Although it has improved
its use of private contractors, the RTC needs to
set correctly the incentives for these contrac-
tors so that it obtains the most value from the
managed assets. It should base its payments
to contractors both on the volume and on the
sale price. Otherwise, contractors may dump
assets too quickly or manage assets without
regard to preserving their value.

The RTC has embarked on a major program
to securitize pools of assets it controls and to
sell securities that are collateralized by the
pools. Securitization is not really a sale: the
RTC retains a contingent liability by offering
certain guarantees of the value of the col-
lateral for the securitization. Securitization
has worked fairly well in financial markets.
By pooling assets that collateralize a particu-
lar security issue, the risks of any one asset
are spread across the pool. Securitization also
provides the issuer with cash for a pool of
assets it controls. For the RTC, securitization
has the added benefit of permitting it to claim
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that the securitized pool of assets has been
transferred to the private sector.

The method has two major problems in ad-
dition to the contingent liability that it creates
for the RTC. First, the RTC incurs a cost in
securitizing agsets that it could avoid by gell-
ing assets directly. Financial agents charge a
fee to underwrite the issuance of the security.
It is unclear whether this cost is higher or
lower than the cost for the R1'C to market the
asget directly. A second problent ig that not all
assets under RTC control can be securitized.
Although securitization has some advantages,
it is not clear that it should be the primary dis-
posal strategy.

Improve the RTC's Management Prac-
tices. The General Accounting Office has
been highly critical of all aspects of the RTC'y
management information systems. Further
improvements in thig important area are nec-
essary to achieve overall efficiency. Without
adequate systems to monitor assets, control
inventory, and manage private-sector contrac-
tors, the RTC cannot liope to dispose of ussets
etficiently.

The RTC could improve the computer sys-
tems it uses to monitor assets. This improve-
ment is necessary both for tracking the assets
of the huge number of receiverships and for
controlling inventory. Not having an ade-
quate system for handling inventory limits
the RTC's flexibility in how it disposes of
assets.

The RTC also needs to manage and monitor
better its contracting operations. Uniform
procedures are needed for evaluating the fi-

nancial and technical capabilities of contrac-
tors. Furthermore, the RTC needs to improve
the training of its contracting personnel.

Conclusion

The thrift crigis has been an unfortunate
episode in U.S. history. Although financial
markets were not subject to the panics that
ensued when thousands of banks and thrifts
failed during the 1930s, taxpayers have paid
an enormous price. A substantial portion of
this price was the fault of poor and mistimed
government policies and a major regulatory
failure.

The cleanup has been under way for more
than three years. Althoue’; tliere is more
work to be done, the end is in sight. The RTC
has resolved an enormous number of failed
thrifts and disposed of a substantial amount of
the aasets and liabilities that were in those
ingtitutions.

Although the RTC is still not moving as fast
or as efficiently as it might, some difficulties
are beyond its control. The lack of funding
since April 1992 has almost stopped the clean-
up. The economic recession, depressed real
estate values, and poor conditions in the thrift
and other financial industries in general have
not helped either. Some of the RTC's problems
are a result of the conflicting objectives estab-
lished by law or by its strategic plan; others
are within the power of the RTC to control and
improve.



Chapter One

Introduction

y now most people are familiar with
B the term "thrift crisis,” but few under-

stand very much about it, in particular
how the government is resolving it. The
1980s witnessed the failure of hundreds of
savings and loans and other savings institu-
tions whose deposits were insured by the now
defunct Federal Savings and Loan Insurance
Corporation (FSLIC). Because the FSLIC
guaranteed the deposits of these thrift insti-
tutions, the federal government dealt with
their insolvency.

Handling a failed thrift is a complex process
that has been further complicated by the vast
number of insolvencies and the enormous cost
of insuring deposits. Federal thrift regula-
tors--sometimes in conjunction with state reg-
ulators--are responsible for recognizing fail-
ure, closing the institution, and resolving it.
Put simply, resolution involves selling off a
failed institution's assets, guaranteeing the
deposits of insured customers, and settling all
other claims against the institution. Because
the claims against failed thrifts have substan-
tially exceeded the value of their assets, the
federal government has been stuck with an
enormous bill for the cost of the cleanup.l

The crisis has many dimensions. Funda-
mentally, the problems of adjusting to adverse
economic conditions, increased competition in

1. Although insured depositors are guaranteed 100 percent
of their qualifying deposits, the federal government,
which is responsible for that guarantee, must share in
the proceeds of asset sales with other creditors of the
failed thrift.

financial markets, and the contraction of the
thrift industry were turned into a crisis by the
performance of government decisionmakers
who only worsened an already bad situation.
Thus far, this crisis has resulted in the dis-
solution of more than 1,000 savings and loan
associations and savings banks.

The crisis was sparked by the initial finan-
cial collapse of hundreds of these thrift institu-
tions in the late 1970s and early 1980s when
interest rates skyrocketed and became highly
volatile. It was compounded when regulators
permitted insolvent and undercapitalized
thrifts to remain open and make many ques-
tionable and some highly speculative invest-
ments. Because deposits at thrifts were in-
sured by the FSLIC, most depositors were pro-
tected from loss when their savings and loan
collapsed. But the federal government, and by
extension the taxpayer, was not as fortunate;
the Congressional Budget Office (CBO) esti-
mates that the direct cost of the crisis (on a
present-value basis in 1990 dollars) will be
about $180 billion.

Unable to contain the spread of thrift fail-
ures, the federal government soon found itself
liable for most of the cost of paying off insured
depositors, as the FSLIC ran out of money and
the number of failures ballooned. The Con-
gress provided $10.8 billion as a stopgap mea-
sure in 1987, but that amount barely touched
the problem. In 1989, policymakers began to
recognize fully the dimensions of the crisis,
and the cleanup began in earnest with the pas-
sage of the Financial Institutions Reform,
Recovery, and Enforcement Act of 1989
(FIRREA).
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This study assesses how the thrift crisis is
being resolved--that is, how FIRREA has
worked. FIRREA, which is discussed in detail
in Chapter 3, established a framework to deal
with:

o the causes of the crisis, primarily through
reform of regulations governing the behav-
ior of thrifts and their regulators; and

o the cost of reimbursing depositors who had
insured accounts at institutions that no
longer had the money to pay them.

FIRREA set in motion a complicated and in-
terrelated set of activities that have resulted
through December 1992 in the closure or
resolution of 734 thrift institutions and the
expenditure of about $85 billion of appropri-
ated funds (excluding funds associated with
pre-FIRREA thrift resolutions and funds for
so-called working capital).

Three years after the FIRREA-mandated
thrift cleanup began, judgments differ about
how much remains to be done, how successful
the process has been, and what steps might be
taken to improve it. This study examines all
of these questions.

Where Does the Thrift
Industry Stand Now?

By several measures of financial health, the
thrift industry is in much better shape today
than it was in 1988.2 The industry has
slimmed down, firmed up, achieved profit-
ability, and improved its capitalization (the
ratio of capital to assets). Given the increasing

2. Thrifts include savings and loan institutions and some
savings banks. The term used to be applied loosely to
include all types of depository institutions that were not
commercial banks, Once the thrift crisis began to un-
fold, thrifts came to be defined as institutions whose de-
posits were insured by the FSLIC or its successor, the
Savings Association Insurance Fund. See Congressional
Budget Office, Reforming Federal Deposit Insurance
(September 1990).

competitiveness in financial markets, how-
ever, it is uncertain whether thrifts can re-
main viable in the long run.

At the end of September 1992, thrifts held
$816 billion in assets, less than two-thirds of
the nominal value of the industry's assets
three years earlier. This decline is in stark
contrast to the 1980-1988 period, when the
combined assets of the thrift industry steadily
increased, peaking at almost $1.4 trillion in
1988.

The number of institutions in the thrift
industry has shrunk by almost half since
1980, from nearly 4,000 institutions to fewer
than 2,000 at the end of September 1992. Well
over half of the 2,000 institutions that have
left the industry have done so at a cost to the
government, having been resolved either by
the FSLIC or, after FIRREA, by the Resolu-
tion Trust Corporation.

After four years of losses, the thrift industry
reported profits in 1991. The industry had
record profits during the first three quarters of
1992; net after-tax income exceeded $4 billion,
representing an average annual return of al-
most 0.7 percent of assets. Although this rate
of profitability is about the same as the rates
of the 1970s, two features of these earnings
are worrisome. First, these earnings were re-
alized during a period when the spread be-
tween the interest rates thrifts earned on as-
sets and paid for deposits was at record levels.
When this spread diminishes, as anticipated,
thrift profitability may decline. Second, non-
interest operating expense as a percentage of
assets has increased significantly over the
past several years, reaching 2.1 percent in
mid-1992. If this trend continues and interest
rate spreads diminish, the overall profitability
of thrifts will be squeezed. One optimistic note
about the thrifts' financial performance in
1992, however, is that many of them used the
unusually high profits to write off many of
their bad loans and investments.

Measured on a book-value basis, the indus-
try's capitalization has improved. Counting
only tangible capital--that is, excluding in-
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tangible "goodwill," which includes a firm's
reputation and relationships with suppliers
and customers--the industry reached its nadir
in 1984 (see Figure 1). Tangible capital
equaled 4.9 percent of assets at the end of 1991
and 5.9 percent by the end of September 1992.
On the basis of generally accepted accounting
principles (GAAP), which include goodwill as
part of an institution's capital, the industry's
capitalization ratio bottomed out in 1987 at
less than 3 percent. By the third quarter of
1992, the industry had improved its GAAP
capitalization ratio to about 6.7 percent.

Figure 1.
Ratio of Capital to Assets in the Thrift
Industry, 1980-1991

Percent

GAAP Capital

Tangible Capital

1980 1984 1988 1992

SOURCE: Congressional Budget Office based on data from
the Federal Home Loan Bank Board and the Office
of Thrift Supervision.

NOTES: GAAP capital is estimated for 1990. Tangible capital
excludes goodwill.

GAAP = generally accepted accounting principles.

The distribution of thrifts among various
levels of capitalization, as measured by book
values of tangible capital and assets, has dra-
matically improved since 1988. As of Septem-
ber 30, 1992, more than two-thirds of the
thrifts had a capitalization ratio greater than
6 percent, although these institutions held
only about one-third of the industry's assets.
About 96 percent of the industry's assets were

in institutions with tangible capital of more
than 3 percent of assets. The number of insti-
tutions with capital less than 3 percent of as-
sets had fallen to fewer than 100.

The improvements shown by these data
suggest that the thrift cleanup program has
had some success. Government regulators
have removed the most poorly capitalized in-
stitutions from the industry and have thereby
improved the chance that better-capitalized
and better-run institutions will survive. Part
of the improvements, however, have come
about for other reasons: real estate prices,
which have an important effect on the value of
thrifts' assets, are less of a cause for concern
than they once were; declining interest rates,
and the widening spread between borrowing
and lending rates that has accompanied them,
have improved short-run profits; the spread of
financial problems to banks, one of the thrifts'
chief competitors, has improved the relative
position of thrifts; and the ability of the mana-
gers and owners of some thrifts to adopt stra-
tegies such as downsizing and targeting niche
markets has improved their competitiveness
and survivability.

What Remains
to Be Done?

Perhaps the most important task facing those
charged with responsibility for resolving the
crisis is to ensure that the factors that helped
cause the initial collapse of the thrift industry
are held in check. As discussed in Chapter 2,
some of these factors are beyond anyone's con-
trol, but many others can be contained by
sound policies and actions by those who ad-
minister them.

One of the responsible agencies is the Office
of Thrift Supervision (OTS), whose job is to
regulate thrifts. Part of this job entails deter-
mining when thrifts are no longer solvent--
that is, when they can no longer service their
debts and pay their depositors. Prompt clo-
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sure of insolvent institutions can save the de-
posit insurance funds substantial amounts of
money.

When the OTS determines that a thrift
must be liquidated or sold to another firm
(that is, be resolved), it typically places it into
the care, or conservatorship, of the Resolution
Trust Corporation (RTC), which like the OTS
is an agency created by FIRREA. The role of
the RTC is to make sure that all of the thrift's
insured depositors are paid the amounts due
them and that the government recovers as
much of the value as possible from the thrift.
It does this in different ways. In a very few
cases, the RTC sells an institution whole:
depositors' balances are transferred to the
acquiring institution, and the RTC recoups
the amount that the institution was willing to
pay for the thrift. In most cases, the trans-
action is much less clean. As discussed in
Chapters 4 and 5, RTC resolutions can usually

be thought of as having two parts: the sale or
liquidation of the institution, and the disposal
of its assets. These transactions are extremely
complicated. How they are carried out will ul-
timately determine the final cost of resolving
the thrift crisis.

Given the recent improvement of the thrift
industry and declarations by the OTS that it is
close to completing the closure of troubled
thrifts, some experts are arguing that the RTC
should be allowed to complete its task without
further reform of the resolution process. But
even if most failed thrifts have been closed,
disposing of its inventory of assets and termi-
nating its hundreds of receiverships will prob-
ably take the RTC until the end of the decade.
Thus, options for improving the RTC's dis-
posal process could potentially yield cost sav-
ings. Several options for improving the effi-
ciency and effectiveness of the RTC are dis-
cussed in Chapter 6.
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Origins of the Thrift Crisis

of events and institutional structures

that, in retrospect, seem designed for
disaster. In 1980, however--before the indus-
try began to unravel--all seemed well. Thrift
institutions were performing their tradi-
tional role of accepting money for deposit in
accounts insured by the Federal Savings and
Loan Insurance Corporation and lending
funds for mortgages and other purposes. At
the end of 1980, the FSLIC insured the de-
posits of 3,993 thrift institutions with assets
of $604 billion.

T he thrift crisis grew out of a confluence

By the end of September 1992, the number
of thrifts had declined to 1,954, but the dollar
value of assets had grown to $816 billion.
Most of this consolidation came through gov-
ernment closure rather than voluntary merg-
er. More than 1,100 thrifts were resolved in
the 13 years from 1980 through 1992 (see
Table 1). They were resolved at a cumulative
nominal cost to the government of about $130
billion (estimated on a net present-value basis
at the time of resolution), or approximately
$134 billion in 1990 dollars.1

1. From 1980 through the third quarter of 1992, the num-
ber of thrifts shrank by 2,039. Of these, 1,142 were
closed and resolved at a cost to either the FSLIC or the
Resolution Trust Corporation, and 69 thrifts were op-
erating in RTC conservatorships awaiting resolution.
From 1980 through 1988, 333 failed thrifts left the in-
dustry through "supervisory mergers." Although they
left at no direct cost to the FSLIC, the Federal Home
Loan Bank Board incurred indirect expenses to arrange
the mergers.

One should not agsume that the balance (495 thrifts) left
the industry at no cost. From 1980 through the third
quarter of 1992, approximately 1,500 thrifts left through
mergers at no cost to the government, and about 700 en-
tered the industry. Because some mergers and new en-
trants later resulted in further mergers or government
closures, it is difficult to determine how many thrifts left
at no cost to the government.

Resolving a failed thrift generally takes
longer than one year. In any year, therefore,
the net losses associated with resolutions were
reported on an estimated present-value basis.
This estimate projected the net present value
of current and future outlays and receipts for
thrifts resolved that year. Because the esti-
mate was a present value of the FSLIC's cost
for that year's resolutions, the reported cost is
in that year's dollars but on a present-value
basis. A real comparison of the FSLIC's costs
in two or more years requires adjusting these
annual expenditures for differences in the
price level over the time period.

Causes of the Thrift
Crisis

A number of economists have evaluated the
causes of the thrift industry's woes.2 They at-
tribute it to at least eight factors:

1. Rigid institutional design of thrifts;

2. Increased competition in the financial
services industry;

3. High and volatile interest rates in the
late 1970s and early 1980s;

2. See, for example, James R. Barth, The Great Savings
and Loan Debacle (Washington, D.C.: American Enter-
prise Institute Press, 1991); R. Dan Brumbaugh, Jr.,
Thrifts Under Siege (Cambridge, Mass.: Ballinger Pub-
lishing Co., 1988); Edward J. Kane, The Gathering Crisis
in Federal Deposit Insurance (Cambridge: MIT Press,
1985); Edward J. Kane, The S&L Insurance Mess: How
Did It Happen? (Washington, D.C.: Urban Institute
Press, 1989); and Lawrence J. White, The S&L Debacle:
Public Policy Lessons for Bank and Thrift Regulation
(New York: Oxford University Press, 1991).
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4. Deregulation; Some of these factors were one-time events

o that are unlikely to be repeated, such as the

5. Moral hazard and the deposit insurance change in interest rate regimes in the late

system; 1970s and early 1980s, the legislated deregu-

6. Fraudulent practices; lation of the thrift industry, and changes in

) ’ tax law. Other factors, most notably the de-

7. Deterioration in credit quality (especially terioration in credit quality and, again, the

real estate assets); change in interest rates, reflect changing

macroeconomic conditions. These events also

8. Changesinthe tax law. may not be repeated. Certain factors, how-
Table 1.

Estimated Cost of the Thrift Crisis

Cost of Resolutiona

Number of Millions of Millions of
Thrifts Resolved Current Dollars 1990 Dollars
Year Yearly Cumulative Yearly Cumulative Yearly Cumulative
1980 1 1 166 166 264 264
1981 28 39 760 926 1,106 1,370
1982 63 102 806 1,732 1,104 2,474
1983 36 138 275 2,007 361 2,835
1984 22 160 743 2,750 935 3,770
1985 31 191 1,022 3,772 1,242 5,012
1986 46 237 3,066 6,838 3,654 8,666
1987 47 284 3,704 10,542 4,258 12,924
1988b 205 489 35,790 46,332 38,361 51,285
1989 37 526 4,899 51,232 5,164 56,449
1990 316 842 38,383 89,614 38,383 94,832
1991 232 1,074 33,833 123,447 32,429 127,261
1992 68 1,142 7,172 130,619 6,644 133,905
1993-1998¢ n.a. n.a. 51,000 181,619 41,700 175,605

SOURCE: Congressional Budget Office using data from the Federal Home Loan Bank Board, the Federal Savings and Loan Insurance

Corporation, and the Resolution Trust Corporation.

NOTE: n.a. = not available.

a.

b.

The estimated cost of resolution excludes any tax benefits that the FSLIC either sold to acquirers or retained. In 1988, the FSLIC
estimated these tax benefits to total about $5.6 billion.

At least two factors undermine attempts to score accurately the cost of resolving thrifts in 1988. First, the General Accounting
Office reported in 1990 that the FSLIC's present-value cost estimate of $31,790 million for the 205 FSLIC/Bank Board resolutions
{(which the Bank Board revised upward in July 1989 from the $31,180 million reported in January 1989) was underestimated by $2
billion to $4 billion. Second, the Bank Board was unable to complete before the end of the year 18 of the resolutions it initiated.
These uncompleted resolutions were unofficially called "stabilizations." As of December 31, 1988, the 18 stabilizations had assets
of $7,463 million and tangible net worth of negative $3,348 million, and were estimated to have a present-value resolution cost
of $6,838 million. The RTC resolved these stabilizations, but much of their cost was charged to the FSLIC Resolution Fund, which,
with the exception of stabilizations, is responsible for completing receiverships from resolutions done before 1989. Those costs
are not reported here for 1988 or subsequent years; the RTC reported resolution of the stabilizations when they were done, but
reported only that portion of the cost not charged to the FSLIC Resolution Fund. Current estimates for the FSLIC Resolution Fund
suggest a cumulative cost of $60 billion in 1990 dollars for pre-1989 resolutions and the 18 stabilizations, which could raise the
cost of 1988 resolutions by as much as $9 billion in 1988 dollars.

Projected. Underlying CBO's projections is the estimate that between 200 and 400 thrifts will be resolved at a cost to the RTC or
the Savings Association Insurance Fund during fiscal years 1993 through 1998. The number of projected thrift resolutions and
their costs ignore thrifts that were rechartered as banks after 1988 but whose deposits the SAIF insures. Costs to resolve any of
these so-called "OQakar thrifts" are initially charged to the Bank Insurance Fund and scored as BIF resolutions, but the costs are
subsequently reapportioned to the SAIF.
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ever, continue to operate and to affect the
choices that both thrifts and their regulators
make. These factors--primarily increased
competition, moral hazard, and, despite being
less rigid, the institutional design of thrifts--
are amenable to policy actions that could re-
strain the potential of these factors to prolong
the problems of the thrift industry.

Rigid Institutional Design

Before the 1980s, thrifts had a very rigid in-
stitutional design. Regulations enacted in the
1930s in response to the bank and thrift crises
of the Great Depression limited both the types
of investments thrifts could make and the way
they could attract funds to finance these in-
vestments. For example, regulations encour-
aged thrifts to provide housing finance. In so
doing, the regulations permitted and even en-
couraged thrifts to "borrow short and lend
long"; that is, thrifts made mortgages at fixed
interest rates for long periods of time, gen-
erally up to 20 to 30 years, and financed them
with deposits and other borrowings with far
shorter maturities that customers could with-
draw on demand or with as little as 30 days'
notice. No other industrial country's private-
sector depositories finance housing with such
risky financial instruments as fixed-rate,
long-term mortgages.3 Although this policy
fostered homebuilding in the postwar econo-
my, it also set the stage for the financial ca-
lamity of the 1980s.

Lending long and borrowing short made
thrifts especially sensitive to interest rate
risk--that is, the risk that short-term rates
would rise above long-term rates for extended
periods of time. If interest rates increased
above the average rate that mortgages in
thrift portfolios were yielding, then the higher
borrowing costs would cause thrifts to suffer
losses. Thrifts could charge higher interest
rates on new mortgages that they originated,

3. See, for example, John Lomax, "Housing Finance--An
International Perspective," Bank of England Quarterly
Bulletin, vol. 31, no. 1 (February 1991).

but in general the market repriced (changed
the interest rate of) their liabilities--deposits
and other borrowed funds--at the higher rate
far faster than thrifts could reprice their in-
vestments. If thrifts did not reprice liabilities
by increasing their offer rates on deposits, de-
positors would withdraw their funds--a pro-
cessreferred to as disintermediation.4

In the 1930s, the government adopted a
number of policies to protect thrifts from in-
terest rate risk and encourage the form of
housing finance described above. The Federal
Home Loan Banks offered loans to thrifts that
were members of the Federal Home Loan
Bank System. The Federal Home Loan Banks
collateralized these advances with mortgages
held by the thrifts. Because the advances en-
couraged more housing finance, the rates
charged were typically low relative to what
thrifts had to pay for deposits. In addition, the
Federal Home Loan Bank Board could use the
advances to provide liquidity to thrifts if in-
terest rates increased to such an extent that
depositors withdrew their money.

Another policy was to control the rate of
interest that commercial banks could pay on
deposits. The intent was to limit price com-
petition for deposits and thus make available
a supply of low-cost funds to banks. Under
Federal Reserve Regulation Q, commercial
banks were prohibited from paying interest on
demand deposits and were limited in the in-
terest rates they could pay on savings deposits
(deposits that pay interest but do not have a
fixed term of maturity) and time deposits (de-
posits that pay interest and have a fixed ma-
turity). These controls on interest rates bene-
fited thrifts by limiting their chief competi-
tors' ability to offer higher rates on deposits.

The Interest Rate Adjustment Act of 1966,
enacted in response to the first post-World
War II credit crunch, extended the regulation

4. Mare broadly, disintermediation occurs when savers di-
rectly invest their funds with borrowers rather than
place them with financial intermediaries. The term also
refers to funds being intermediated by financial institu-
tions other than depositories.
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of interest rates to thrifts. The ceilings were
structured so that thrifts had a slight advan-
tage over commercial banks in competing for
savings and time deposits.? Commercial
banks already enjoyed a competitive advan-
tage because they had a virtual monopoly on
offering demand deposits. Since banks and
thrifts in the 1960s were still the major com-
petitors for funds in the deposit-type market,
regulators assumed, or hoped, that limiting
competition for the funds would not disrupt
their supply.

Increased Competition

Controls on interest rates did not, however,
restrict the rates that nondepository financial
institutions offered. This competitive differ-
ence was not a problem for thrifts as long as
nondepositories controlled only a small share
of the financial services market. Regulations
adopted in the 1930s and in later years
strengthened the artificial separation already
existing among financial firms (depositories,
insurance firms, investment banks, and se-
curities dealers) and among different types of
depositories (commercial banks, thrifts, and
credit unions). The separation was estab-
lished by limiting the investment activities
and sources of funds of depositories and other
financial institutions. As long as the separa-
tion could be maintained, financial markets
remained stable. This separation, however,
was difficult to maintain because financial in-
stitutions developed new products that cir-
cumvented regulations.

During the 1970s, competition heightened
within the financial services industry. Cross-
competition came both from other types of de-
positories and from nondepository financial
institutions. For example, commercial banks
substantially expanded the marketing of con-
sumer lending products, including residential

5. Thrifts were permitted to offer slightly higher interest
rates to their depositors than were commercial banks.
Just before the phaseout of Regulation Q, this difference
was 25 basis points (that is, one-quarter of one per-
centage point) on savings deposits.

mortgages, that had been the domain of thrifts
and credit unions. Nondepository institutions
increased their share of the market for both
lending and deposit-type activities. In the
1970s, thrifts as well as credit unions and
money market mutual funds offered interest-
paying checking accounts that eroded the mo-
nopoly commercial banks had for these de-
posits. Competition was viewed as being so-
cially desirable insofar as the result was lower
consumer prices for financial services. The in-
creased competition, however, squeezed profit
margins and threatened the viability of some
types of financial institutions, particularly the
heavily regulated thrifts.

High and Volatile Interest Rates

Although the rigid institutional design and
increased competition would have caused
problems for thrifts in any case, it was the
changes in interest rates that triggered the
thrift crisis. The ceilings imposed by Regula-
tion Q permitted thrifts to compete effectively
for deposits as long as market interest rates
were stable and not far above the ceilings. Al-
though similar services offered by nondeposi-
tories jeopardized this stability, their develop-
ment did not cause serious problems until the
1970s. High inflation during that decade,
however, prompted the Federal Reserve to
conduct restrictive monetary policy, which led
to the high and volatile interest rates of the
late 1970s and early 1980s.

The interest rate fluctuations were a man-
ageable problem for institutions that were not
subject to rigid asset restrictions, such as com-
mercial banks, but they created substantial
problems for thrifts.6 Thrifts had total net
operating losses (those associated primarily
with adverse interest rate spreads) of $7.1 bil-
lion in 1981 and $8.8 billion in 1982. For the
two years combined, thrifts paid $15.9 billion
more for deposits, other borrowings, and op-

6. Commercial banks are restricted in the types of invest-
ments that they make, but most of their loans had a
short term.
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erating expenses than they were earning in
interest from their investments. In 1982, 85
percent of thrifts reported negative net in-
come, and two-thirds were considered to be in-
solvent when their assets and liabilities were
valued at market prices.

Deregulation

The Depository Institutions Deregulation and
Monetary Control Act of 1980 and the Garn-St
Germain Depository Institutions Act of 1982
changed the regulation and institutional de-
gign of thrifts in part to address the problems
of increasing competition and high and vola-
tile interest rates. In combination, the two
acts greatly deregulated thrifts, phasing out
interest rate ceilings on deposits and per-
mitting thrifts to engage in a wider variety of
investment activities. Several states also af-
forded their chartered thrifts more liberal in-
vestment options. The primary argument for
removing restrictions on investments was to
enable thrifts to diversify their investments
and thus reduce the overall level of their port-
folios' interest rate risk.

The deregulation in the early 1980s is com-
monly cited as a contributing cause of the
thrift crisis. The problem was not necessarily
deregulation itself, but its poor timing. Many
economists believe that the deregulation came
too late. To most economists, it was a neces-
sary and appropriate response to the apparent
problems of interest rate risk, and it fostered
fairer competition in financial services. The
problem was that the sharp rise in interest
rates in the late 1970s and early 1980s had re-
sulted in large declines in the value of long-
term, fixed-rate mortgages and had caused
most thrifts to become significantly under-
capitalized. This undercapitalization, which
was not recognized immediately by standard
book-value accounting measures, set the stage
for disaster as regulators allowed many im-

periled thrifts to continue in business un-
checked.

Moral Hazard and Deposit
Insurance

Had there not been a government-backed
system of deposit insurance, fewer depositors
would have invested their funds in under-
capitalized thrifts, and many of those thrifts
would have been forced to raise additional
capital or cease operations. Moreover, deposi-
tors who had unprotected deposits at a thrift
that became economically insolvent would
have had a strong incentive to withdraw their
funds, which would have forced the thrift to
close. But deposit insurance, another Depres-
sion-era law, removed the incentive for deposi-
tors to care about the financial health of their
thrift. The establishment of deposit insurance
in the 1930s guaranteed that, up to a specified
limit, depositors' funds were safe. If a thrift
failed, deposits covered by government deposit
insurance would be paid regardless of the risk-
iness of the institutions holding the deposit.

Deposit insurance was not a problem so long
as moral hazard was contained.” Moral haz-
ard is the incentive created by insurance that
induces those insured to undertake greater
risk than if they were uninsured; the insured
party has less of an incentive to protect itself
against risk if potential losses associated with
that risk are guaranteed by another party.
The U.S. system of deposit insurance ad-
dressed the risk of moral hazard through regu-
lation and prudential supervision aimed at
containing it.

Most economists agree that the thrift crisis
was exacerbated by problems directly associ-
ated with moral hazard.8 Thrifts had an in-

7. For afuller discussion of moral hazard, see, for example,
Congressional Budget Office, Reforming Federal Deposit
Insurance (September 1990).

8. James R. Barth and Philip F. Bartholomew, "The Thrift-
Industry Crisis: Revealed Weakness in the Federal De-
posit Insurance System,” in James R. Barth and R. Dan
Brumbaugh, Jr., eds.,The Reform of Federal Deposit
Insurance (New York: Harper Business, 1992); George

(Continued)
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centive to engage in increasingly risky activi-
ties as their net capital fell and they had less
to lose. Several studies have analyzed the be-
havior of thrifts with regard to changes in
their portfolio of investments and concluded
that these changes reflect the moral hazard
incentives.?

Moral hazard would have been a less seri-
ous problem if regulators had operated the
system as designed, but they did not ade-
quately manage the exit of thrifts from the
market. Mistakenly thinking that thrifts
could recover from what was viewed as a
temporary problem in the early 1980s, regula-
tors permitted thrifts that were insolvent--as
measured on almost any accounting stan-
dard--to remain open. Having been granted
this regulatory forbearance, many economi-
cally insolvent thrifts engaged in speculative
investments of various types, some of which
had first been permitted by deregulation in
the early 1980s. Some undercapitalized
thrifts did not make speculative investments,
but they did not have sufficient capital to
withstand sharp recessions in their market
areas.

In debating the establishment of deposit in-
surance in the 1930s, many opponents had ar-
gued that the moral hazard it would create
would cause depository institutions to fail.
Such a failure did not happen until other
causes of the thrift crisis, in particular the de-
cline in capitalization resulting from the
sharp rise in interest rates, created incentives

8. Continued

J. Benston and George G. Kaufman, "Understanding the
Savings-and-Loan Debacle," The Public Interest, vol. 99
(April 1990); Elijah Brewer III, "Full-Blown Crisis, Half-
Measure Cure," Economic Perspectives, Federal Reserve
Bank of Chicago (November/December 1989); R. Dan
Brumbaugh, Jr., and Andrew Carron, "Thrift Industry
Crisis: Causes and Solutions," Brookings Papers on Eco-
nomic Activity, no. 2 (1987); Kane, The Gathering Crisis
in Federal Deposit Insurance; Kane, The S&L Insurance
Mess: How Did It Happen?

9. See, for example, James R. Barth, Philip F. Bartholo-
mew, and David A. Whidbee, "How Damaging Was
Moral Hazard?" Federal Home Loan Bank Board Jour-
nal, vol. 18, no. 8 (August 1989); and Brewer, "Full-
Blown Crisis, Half-Measure Cure."

for owners and managers of thrifts to under-
take imprudent levels of risk.

Deposit insurance by itself need not have
led to a financial calamity. Had the regulators
been stricter in containing moral hazard, de-
posit insurance might have continued to pro-
mote stability in the thrift industry. In fact,
moral hazard and deposit insurance must be
cited as major culprits in the thrift crisis be-
cause regulators permitted undercapitalized
and insolvent thrifts to operate and because
deposit insurance severs the connection be-
tween an institution's risk and the price it
pays for funds.

Fraud

Much has been written about some egregious
cases of fraud in the thrift industry, but most
commentators regard fraud as symptomatic of
the moral hazard created by deposit insur-
ance.l0 Some thrift owners, directors, and
managers were merely negligent in pursuing
risky investment strategies that were made
easier by the federal and state deregulation of
investment powers, but many committed out-
right fraud.

After passage of the Financial Institutions
Reform, Recovery, and Enforcement Act of
1989, the full extent of fraud during the thrift
crisis became apparent. The Resolution Trust
Corporation estimated that fraud and abuse
contributed to the failure of 234 of the 677
thrifts investigated by the RTC as of Decem-
ber 31, 1991.11 As of that date, the RTC had
referred 747 cases of suspected criminal action
at 417 thrifts to the Department of Justice;

10. Several books detail anecdotes of fraud during the thrift
crisis. See Martin Lowy, High Rollers: Inside the Sav-
ings and Loan Debacle (New York: Praeger, 1991);
Martin Mayer, The Greatest-Ever Bank Robbery (New
York: Scribners, 1990); Paul Zane Pilzer, with Robert
Dietz, Other People's Money: The Inside Story of the S&L
Mess (New York: Simon and Schuster, 1989); Stephen
Pizzo, Mary Fricker, and Paul Muolo, Inside Job: The
Looting of America’s Savings and Loans (New York:
McGraw-Hill Publishing, 1989).

11. See Resolution Trust Corporation, "Report on the Prog-
ress of Investigations of Professional Conduct” (1992).
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others had referred an additional 1,295 cases
of suspected criminal action. Some of the more
egregious cases were publicly scrutinized, but
many cases could not be dealt with either be-
cause of a lack of resources or because the cost
of prosecution outweighed the expected civil
awards or criminal restitution. The General
Accounting Office (GAO) reported in 1992
that by the end of January 1992, the federal
government had collected only $365,000 out of
$84 million in court-ordered fines and repay-
ments in 55 major savings and loan convic-
tions. GAO also testified that no one in the
federal government is keeping track of how
much is collected.12

Even so, it is difficult to ascertain that fraud
was the primary cause of the failure of any
individual thrift. Most analysts of the thrift
crisis agree that although fraud may have
caused comparatively few failures, it contrib-
uted to the failures and was a significant fac-
tor in the total cost of the cleanup.13

Deterioration in Credit Quality

Whatever the cause--negligence, fraud, or
managerial incompetence--many thrifts made
poor investments in the 1980s. Following
federal and state deregulation in the early
1980s, thrifts were permitted to invest in
many assets in addition to traditional resi-
dential mortgages. Within prescribed limits,
they were permitted to make consumer and
commercial loans and to take equity positions

12. See the statement of Harold A. Valentine before the
Subcommittee on Consumer and Regulatory Affairs of
the Senate Committee on Banking, Housing, and Urban
Affairs, February 6, 1992.

13. See, for example, the statement of James R. Barth before
the House Committee on Banking, Finance and Urban
Affairs, April 11, 1990. In hia testimony, Barth argued
that the presence of fraud significantly contributed to
the cost of resolving thrifts, but that these costs were
only a small (10 percent) portion of the overall cost. His
testimony was based on an analysis of 1988 thrift
resolutions for which data on fraud were available, See
also James R. Barth, Philip F. Bartholomew, and Carol
J. Labich, "Moral Hazard and the Thrift Crisis: An Em-
pirical Analysis," Consumer Finance Law: Quarterly Re-
port, vol. 44, no. 1 (Winter 1990). Other commentators
have provided estimates of costs resulting from fraud
ranging from as little as 3 percent to as much as 25 per-
cent.

in some investments. These direct invest-
ments were generally limited to purchases of
residential or commercial properties.

Many of the losses on thrift investments--
both equity investments and traditional
loans--were caused by collapsing commodity
prices, basically energy prices, in the South-
west. Asthe economy in this region suffered a
recession, there was a substantial drop in resi-
dential and commercial property values,
which had boomed on speculation associated
with the high energy prices of the 1970s. The
drop in real estate values had two effects: it
ruined many of the direct investments that
thrifts had made in the region, and it reduced
the value of collateral held against many of
the thrifts' mortgages.

The reduction in the value of collateralized
assets in this way is referred to in banking
circles as a credit quality problem. Many
thrifts experienced this problem in the middle
to late 1980s. Because of its manifestation
during the mid-1980s--at about the same time
as interest rates declined and then stabilized--
many analysts have concluded that it repre-
sents a second stage of the thrift crisis (the
first stage being attributed to initial interest
rate changes and deregulation). In 19886,
thrifts' net non-operating losses--the account-
ing measure that reflects write-offs of bad
assets and is associated with credit quality
problems--exceeded $1 billion. In 1987 and
1988 combined, thrifts had net non-operating
losses of $19 billion. These losses on assets re-
sulted in negative net income of about $20 bil-
lion even though thrifts actually earned some
$3.7 billion in net operating income.

Although thrifts in the Southwest suffered
extensively, problems with credit quality were
not confined to that region.14 Many thrifts in-
vest their funds nationwide. Moreover, prob-

14, This point is illustrated by the distribution of thrift res-
olutions and their costs by state. Although Texas and
California are the states with the most thrift resolutions
and the highest resolution costs, Florida, Louisiana, Illi-
nois, Ohio, New Jersey, and New York also had a sub-
stantial number of failures and high costs. Data on the
distribution by state of thrift resolutions and resolution
costs are contained in Tables C-3 and C-4 in Appendix C.
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An organization becomes insolvent when its
net worth--assets minus liabilities--is negative.
Measuring when an institution becomes insol-
vent is a key aspect in determining when regu-
lators should close an insured depository (a
thrift or banking institution).

Economists prefer to measure insolvency on
the basis of the market value of assets and
liabilities. To determine these market values,
the economist recognizes all explicit and im-
plicit sources of value and claims associated
with an institution.

Accountants prefer to use book values
rather than market values to measure insol-
vency because many categories of assets and
liabilities are difficult to measure on a market
basis. Book values represent adjusted or unad-
justed historical values. Rules that dictate ac-
counting definitions or measurements are what
accountants refer to as generally accepted ac-
counting principles (GAAP).

Overlaying the question of whether to mea-
sure insolvency on a book- or market-value
basis is whether to count only tangible assets or
to include intangibles, such as goodwill. Mea-
suring assets on the basis of so-called tangible
accounting principles (TAP) means counting

Box 1.
Insolvency and How It Is Measured

only tangible property that can be accurately
appraised, such as cash, securities, and physi-
cal property. GAAP records both tangible and
intangible assets.

The most significant intangible asset insti-
tutions typically have is goodwill, which repre-
sents the value of a firm as an ongoing concern.
Elements of goodwill include the firm's favor-
able name and reputation and its existing rela-
tionships with both suppliers and customers.
Goodwill may be recorded on an institution's
balance sheet as an asset that reflects the im-
plicit value of these elements paid for by an ac-
quiring firm during a merger.

The accompanying figure shows the differ-
ences in accounting measures of thrift capital
as applied to the combined balance sheets of all
solvent thrifts in 1989. As shown, tangible net
worth (assets minus liabilities) is simply equal
to GAAP-reported net worth minus intangi-
bles. Also included in the figure is an account-
ing practice known as RAP (regulatory ac-
counting practice), a measure used by thrift
regulators that had the intended effect of allow-
ing institutions to count as capital more items
than GAAP allowed. These extra items in-
cluded subordinated debt, deferred and unrec-
ognized losses, and other accounting categories.

lems with credit quality have been and will
continue to be experienced in other regions.

Changes in the Tax Law

Another factor contributing to the credit
quality problems that affected thrifts nation-
ally was changes in tax law. Because these
changes represented an abrupt switch in
course and were not fully anticipated by real
estate markets or thrift lenders, a number of
analysts consider them to be an important ad-
ditional cause of the thrift crisis.

The Economic Recovery Tax Act of 1981 in-
creased both the tax benefits that applied to
the depreciation of real estate and the profit-
ability of investments in real estate. The Tax
Reform Act of 1986, however, reduced the de-
preciation benefits to individuals investing in
residential and commercial property, limited
the offsetting passive losses on existing and
prospective real estate investments (deprecia-
tion-related), and eliminated favorable capital
gains treatment. These 1986 changes in the
federal tax law adversely affected property
values and contributed to the credit quality
problem.
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Accounting Measures of Thrift Capital as of June 1989
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SOURCE: Congressional Budget Office using data from lames R. Barth, Philip F. Bartholomew, and David A. Whidbee, "Higher

Capital Requirements and the Restructuring of the Thrift Industry” (paper presented at the Annual Meeting of the
National Association of Business Economists, San Francisco, California, September 1989).

NOTES: Figure applies to thrifts that were solvent according to generally accepted accounting principles as of June 1989.

TAP = tangible accounting principles; GAAP = generally accepted accounting principles; RAP = regulatory accounting

practice.

a. Includes pledged deposits, qualifying certificates, appraised equity, unamortized deferred gains, gains or losses on futures
transactions, loan origination fees, accounting forbearances, and general valuation allowances.

The Response to
the Thrift Collapse
in the 1980s

Although the eight factors described above are
the major contributors to the collapse of the
thrift industry, the enormous size and scope of
that collapse probably stemmed primarily
from the failure of thrift regulators to respond
appropriately to the state of the industry and

the confluence of events during the 1980s.
Throughout that decade, thrift regulators en-
gaged in reactive policies that were in many
cases exactly the opposite of what, in retro-
spect, they should have done. To appreciate
both the task of cleaning up the thrift crisis
and the legislation enacted to prevent its re-
currence, it is important to review the inept
response of the regulatory system. Much of
this response was well intentioned but, with
the benefit of hindsight, can be judged a fail-
ure.
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Regulatory Failure During
the Thrift Crisis

Federal thrift regulators interpreted their
goals as being both to promote and to super-
vise the thrift industry. These two objectives
conflict if promoting the industry means re-
ducing prudential supervision. And super-
vision was lax. Regulators did not resolve
thrifts or force them to recapitalize when they
failed economically. These delays led to more
thrift failures and increased the ultimate cost
of resolving the crisis.

The principal manifestation of regulatory
laxity was the practice of forbearance, the dis-
cretionary practice of liberalizing or not en-
forcing an existing rule. In the 1980s, thrift
regulators elevated forbearance to a general
policy for the entire industry; they did not
close institutions when they became insol-
vent--that is, when their liabilities were great-
er than their assets. (See Box 1 on pages 12
and 13 for a fuller definition of insolvency and
how it is measured.) Regulators did not vio-
late statutes; rather, they interpreted those
statutes in the most liberal way possible,
thereby postponing the closing of insolvent
institutions.

The high and volatile interest rates of the
early 1980s threatened the economic viability
of almost the entire thrift industry. In 1980,
only 43 thrifts were allowed to remain operat-
ing while insolvent on a tangible accounting
basis--that is, excluding intangible assets such
as goodwill from the calculation (see Box 1).
For 1981 and 1982 combined, the thrift indus-
try reported aggregate net after-tax losses of
$8.7 billion. In 1982, approximately 85 per-
cent of all thrifts reported negative net in-
come, and the number of thrifts that reported
insolvency on a tangible accounting basis
swelled to 415. Many more were insolvent if
their interest rate risk was considered. Regu-
lators responded, albeit weakly, to this initial
portion of the collapse; the number of annual

thrift resolutions more than doubled between
1981 and 1982, from 28 to 63.

As described above, much of the initial
problem was attributed to the high and vola-
tile interest rates. In 1983, many experts ar-
gued that when interest rates declined, as
anticipated with the expected economic recov-
ery and the reduction in inflation, thrifts
would recover.15 Indeed, the industry experi-
enced positive net after-tax income for the
years 1983 through 1986. Moreover, net op-
erating income (that associated with interest
rate spreads) was only slightly negative for
the industry in 1983 and was positive and sub-
stantially improving for 1984 through 1985.

The combined effects of the statutory dereg-
ulation in the early 1980s and the slower in-
terest rates in the mid-1980s were expected to
take some time to improve the viability of the
thrift industry. Thus, some observers argued
that regulators should not necessarily close
troubled thrifts as quickly as strict accounting
measures of solvency would indicate. At first
they noted that financially troubled thrifts
would benefit from a reduction in interest
rates. Some did. Of the 112 thrifts that were
insolvent on a tangible accounting basis in
1981, 16 were restored to solvency in 1982. Of
the 415 thrifts that were tangibly insolvent in
1982, 51 were restored to solvency in 1983.

By the mid-1980s, thrift regulators had a
new argument--that troubled thrifts should
not be closed but rather be afforded the op-
portunity to "grow out of their problems." Of
course, the regulators did not anticipate the
sharp decline in energy prices. Even after it
occurred, they did not expect the collapse of
energy prices to affect the credit quality of
southwestern thrifts to the degree that it did.
Thrifts that had restored their interest rate

15. See Federal Home Loan Bank Board, Agenda for Reform
(1983).
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spreads now suffered from a reduction in their
asset values resulting from poor credit quali-

ty.

It may be unfair now to criticize regulators
for their hope in the 1980s that more favorable
conditions for interest rates and less restric-
tive controls on investment would prompt the
thrift industry's recovery. Nonetheless, regu-
lators ignored the problem of moral hazard
inherent in deposit insurance and did not ade-
quately monitor and supervise thrifts.

Moral hazard was, in theory, partially con-
tained by regulatory supervision and by capi-
tal requirements, which assured the govern-
ment that thrift owners had an equity stake at
risk if their institution suffered losses. Be-
cause of the policy of regulatory forbearance,
however, capital at thrifts shrank both in ab-
solute terms and in proportion to the assets
these thrifts controlled. In 1980, the thrift in-
dustry had a capital-to-asset ratio of approxi-
mately 5 percent--measured both on a tangi-
ble basis and according to generally accepted
accounting principles. By 1982, average capi-
talization fell to 3 percent on a GAAP basis for

the industry, or to 0.6 percent measured on a
tangible basis. Thus, many owners and mana-
gers had an inescapable incentive to "gamble
for resurrection"” by making risky invest-
ments. If their gambles succeeded, the owners
and managers benefited. If they failed, they
lost only a small amount or nothing if they
were already insolvent--the insurer would pay
off the depositors.

Thus, regulatory forbearance permitted the
further deterioration of capital ratios. By not
closing insolvent thrifts or by not forcing them
to recapitalize, the regulators exacerbated the
problem. The threat of moral hazard might
have been contained by intensified prudential
supervision, which includes monitoring thrifts
and enforcing regulations, but regulators ap-
pear to have been more concerned with per-
mitting thrifts the opportunity to recover.
Moreover, the deregulation of the early 1980s
was accompanied by less stringent super-
vision. Policymakers mistakenly believed
that thrifts needed less government super-
vision in order to exert their true entrepre-
neurial spirit. Forbearance therefore set the
stage for speculative investment and fraudu-

Figure 2.

Average Number of Months That Thrifts Were Tangibly

insolvent Before Resolution, 1980-1992
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SOURCE: Congressional Budget Office using data from the Federal Home Loan Bank Board and the Office of Thrift Supervision.

NOTE: Before 1989, thrifts were resolved when closed. After 1989, most thrifts were first placed in RTC-controlled conservatorships.
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lent practices, both of which added to the ulti-
mate cost of resolving failed thrifts.

Consequences of Delaying
Closure and Resolution

Thrifts were not closed in a timely fashion and
were allowed to remain open for progressively
longer periods. Thrifts resolved in 1980 had
been tangibly insolvent for an average of only

about five months. By 1988, however, re-
solved thrifts had been insolvent an average of
more than three years--some for as long as 10
years (see Figure 2 on page 15). On a market-
value basis, thrifts had been insolvent even
longer.

The increase in the average number of
months that thrifts had been tangibly insol-
vent before being resolved is evidence that
thrift regulators were delaying closure and
resolution. The delay in closure has continued

Figure 3.
Timing of Insolvency and Resolution, 1978-1991

When Resolved Thrifts Became Tangibly Insolvent, 1978-1990
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NOTE: Timing of insolvency and resolution was based on 1,130 thrifts that either were resolved during the 1980-1990 period or were

projected in June 1991 to be resolved in 1991.

a. Datanotavailable.
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since FIRREA was enacted, although the
average period that thrifts were insolvent
before being placed in conservatorship in 1989
through 1992 is somewhat shorter than that
for 1988.16 At the same time, with the ex-
ception of 1992, the average period from in-
solvency to resolution has increased. Delay in
closure since 1989 may be attributable more to
constraints placed on the RTC's resources
than to conscious decisions to let thrifts grow
out of their problems. These constraints af-
fected both the funding and the manpower
available to the RTC. As will be discussed in
Chapter 4, however, some policies pursued by
the Office of Thrift Supervision may have con-
tributed to further delays.

The timing of thrift closures would have
been different if thrifts that were resolved dur-
ing the period from 1980 through 1990 (and
those projected to be resolved in 1991) had
been closed when they became tangibly insol-

16. Calculations of the delay in closing failed thrifts since
FIRREA should account for the time a failed thrift spent
in conservatorship. Losses during conservatorship
presumably result from decisions made by managers and
owners before takeover. Although the average delay for
thrifts resolved by the RTC was three to four years when
measured from the time the thrift first became tangibly
insolvent until it was resolved, delay averaged two to
three years when measured until the time thrifts were
placed into conservatorship.

vent rather than when they were resolved (see
Figure 3). The collapse of the thrift industry
would have been unquestionably apparent in
1982 rather than late in the 1980s. Except for
1982, when the thrifts' books finally reflected
the adverse effects of the high and volatile
interest rates, the pace of closures would have
been smoother but at higher levels.

CBO estimates that the delay in closing
failed institutions roughly doubled the ulti-
mate cost of resolving them.17 Although it is
not clear that all costs of delay could have
been avoided, costs associated with moral haz-
ard could have been better contained if regu-
lators had closed failed thrifts earlier. Given
that more conservative book-value measures
of insolvency were available, such as those
obtained using GAAP or measuring capital on
a tangible basis, earlier closure and resolution
were possible.

17. See Congressional Budget Office, "The Cost of Forbear-
ance During the Thrift Crisis," CBO Staff Memorandum
(June 1991). This analysis examined thrifts that had
been resolved through 1990 and those projected to be
resolved in 1991. Recent analysis, which looked at all
thrifts that failed regulatory capital standards in 1979
and compared their projected cost of resolution with
actual costs of those of the group that ultimately failed,
confirmg CBO's analysis. See Ramon P. DeGennaro and
James B. Thomson, "Capital Forbearance and Thrifts:
An Ex Post Examination of Regulatory Gambling" (Fed-
eral Reserve Bank of Cleveland, 1992).






Chapter Three

Response to Regulatory
Failure: FIRREA

y the beginning of 1989, it was clear
B that action was needed to clean up the

thrift industry. The Federal Home
Loan Bank Board closed and resolved 205
thrifts in 1988--almost as many as were
closed during the previous eight years Hun-
dreds of thrifts were still reporting book-val-
ue insolvency, and private financial analysts
estimated that hundreds more were market-
value insolvent.! The Administration esti-
mated that $50 billion would be needed to
clean up the problem, in addition to the more
than $40 billion that the Federal Savings and
Loan Insurance Corporation had already
committed to dealing with failed thrifts.

On February 6, 1989, President Bush pro-
posed legislation to strengthen the regulation
and cleanup of the thrift industry and ordered
the Federal Deposit Insurance Corporation
(FDIC) to administer those thrifts already in
conservatorship until the proposed legislation
could be enacted. The Financial Institutions

Reform, Recovery, and Enforcement Act of
1989 became law on August 9, 1989.

FIRREA reformed numerous aspects of U.S.
statutes governing the operation and regula-
tion of financial institutions. Most relevant to
this analysis are three of FIRREA's provi-
sions. First, it established the purpose and ob-
jectives of the reform and in so doing set the
framework for subsequent regulations and

1. An overview of this juncture of the thrift crisis is con-
tained in the testimony of M. Danny Wall before the
Senate Committee on Banking, Housing, and Urban Af-
fairs, March 1, 1989.

policy decisions. Second, it created a new set
of agencies and procedures for cleaning up the
thrift industry. Third, FIRREA established
how the cleanup would be paid for.

Purpose and Objectives
of FIRREA

Title I of the Financial Institutions Reform,
Recovery, and Enforcement Act of 1989 estab-
lished 10 purposes of the legislation. In addi-
tion to creating the Resolution Trust Corpora-
tion as a temporary agency responsible for re-
solving failed thrifts, those objectives were to
promote affordable housing finance, improve
regulatory supervision, curtail risks to the
federal deposit insurance funds, promote the
independence of the FDIC, put the insurance
funds on a sound financial footing, establish
an Office of Thrift Supervision, provide funds
to deal with failed depositories, strengthen the
enforcement powers of federal regulators, and
strengthen penalties for fraud. (See Box 2 for
a review of some of the major regulatory re-
forms.)

None of the 10 stated purposes of the act,
however, established a strategy for resolving
the thrift crisis. Instead, that task was left to
two agencies that oversaw and administered
the RTC--the Federal Deposit Insurance Cor-
poration and the Oversight Board. Somewhat
ambiguously, but most relevant to this analy-
sis, FIRREA offered some guidance to the RTC
and those that promulgated the RTC's strate-
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gy. The act stated that the RTC was estab-
lished "to contain, manage, and resolve failed
savings associations."”

At the time it was enacted, FIRREA ap-
peared to straddle opposing views on both the
extent of the crisis and how it should be dealt
with. As will be shown in subsequent chap-

ters, how one views the crisis has important
implications for how one approaches its re-
solution and for the efficiency and effective-
ness of the resolution effort.

To some observers, the crisis was a tempo-
rary phenomenon, exacerbated by thrift regu-
lators. In 1989, these observers argued that

The Financial Institutions Reform, Recovery,
and Enforcement Act of 1989 (FIRREA) con-
tains major reforms of thrift regulation de-
signed to help prevent further costly failures.
It restricts the type and extent of activities in
which thrifts can engage. In general, thrifts
are prohibited from making any investment
that threatens the financial security of the Sav-
ings Association Insurance Fund. Insured
state-chartered thrifts are restricted to those
activities permitted to federally chartered in-
stitutions, If the state-chartered thrift is ade-
quately capitalized, however, the Federal De-
posit Insurance Corporation may permit great-
er activity as long as the activity does not pose
a threat to the deposit insurance fund.

Restrictions on Investment and Holdings.
FIRREA also restricts insured thrifts' invest-
ment in low-grade equity securities known as
junk bonds. Holdings of nonresidential and
commercial real estate loans are restricted to
an amount no greater than four times the
thrift's level of capital. FIRREA reduces the
amount a thrift may lend to a single borrower,
and it effectively tightens loan-to-value re-
quirements. The act also requires that a thrift
meet minimum capital requirements in order
to accept brokered deposits (that is, large de-
posits placed by brokers).

Stricter QTL Test. FIRREA tightens the
qualified thrift lender (QTL) test, which sets a
standard for advances made by the Federal
Home Loan Banks. Currently, for a thrift to
have access to such advances, 65 percent of its
assets must be in qualified investments, pri-
marily housing-related. Thrifts that fail to
meet the QTL test must become a commercial
bank or be limited to those activities permitted
national banks.

Box 2.
Major Regulatory Reforms

Tighter Capital Standards. A major reform
under FIRREA is the tightening of capital re-
quirements, which were restored only to 1979
levels. All federal regulators of depository in-
stitutions must adopt rules that are no less
stringent than those for national banks. The
current requirement is that primary capital
(which is equity), loan loss reserves, and some
convertible debt and preferred stock must be at
least 5.5 percent of total assets. In addition,
total capital (which is primary capital plus sub-
ordinated debt and the remaining preferred
stock) must be at least 6 percent of assets.

In compliance with the Basle Accord--an
international agreement on uniform capital re-
quirements for banks--risk-based capital re-
quirements are being phased in as well. These
capital rules require a bank to hold more capi-
tal if it invests in certain "risky" assets. In
1989, the Office of Thrift Supervision issued
regulations for thrifts' capital requirements
that are scheduled to be fully phased in by
1995. The ratio of tangible (that is, substantial
and appraisable) capital to tangible assets
must be no less than 3 percent, and the thrift
must comply with primary, total, and risk-
based capital requirements. Failure to meet
these requirements, or related phase-in qualifi-
cations, subjects a thrift to regulatory action by
the Office of Thrift Supervision.

More Funding for Affordable Housing.
FIRREA also expanded funding for affordable
housing. It requires each Federal Home Loan
Bank to subsidize the interest rate on advances
to member thrifts that offer long-term mort-
gages for affordable housing for people with
low and moderate income who are either
owner-occupants or renters.
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the thrift industry could best deal with its
problems by closing the 300 or so thrifts that
were clearly no longer viable financial enter-
prises, by introducing stronger regulatory su-
pervision, and by replenishing the insurance
fund's reserves. Most of the failing thrifts
could be dealt with or "resolved" by being sold
to or merged with stronger, surviving institu-
tions. If necessary, a thrift could be closed and
liquidated (its depositors paid off and its assets
sold), but such drastic steps would be rare.

To other observers, the crisis was more
deeply seated: the thrift industry was mori-
bund, a victim of overcapacity and lax regula-
tion. In 1989, these observers viewed the job
of the RTC as one of presiding over the con-
solidation and sharp contraction of the indus-
try. Resolving failed thrifts meant shutting
them down, paying off depositors, and selling
off their assets (that is, liquidating them). If
these steps were successful, some institutions
might survive, but they would be a very small
fraction of the industry.

Organizational Respon-
sibilities for Cleaning

Up the Thrift Industry

FIRREA created a complex bureaucratic
structure of federal agencies to accomplish the
act's various goals (see Appendix A for a de-
scription of these agencies). The act abolished
one set of federal thrift regulatory agencies
and replaced it with another. Table 2 shows
the various federal agencies according to func-
tion both before and under FIRREA. Because
some agencies and arrangements of the clean-
up process are temporary, the table also shows
the organization of agencies after the RTC
stops resolving failed thrifts at the end of fis-
cal year 1993.

The functions performed by the Federal
Home Loan Bank Board were split between
the Office of Thrift Supervision, which is an
agency of the Treasury Department created to

regulate and supervise thrifts, and the Fed-
eral Housing Finance Board, which is an inde-
pendent executive branch agency established
to administer the Federal Home Loan Bank
System.2

FIRREA also changed the administration of
the deposit insurance funds. The Federal
Savings and Loan Insurance Corporation was
replaced by the Savings Association Insurance
Fund. The SAIF does not become fully opera-
tional until 1993, when the RTC is scheduled
to complete its resolution function. The sepa-
rate insurance funds for banks and thrifts
were placed under the Federal Deposit Insur-
ance Corporation. FIRREA also renamed the
old fund for banks the Bank Insurance Fund.

The FSLIC Resolution Fund was created to
administer and dispose of the assets and lia-
bilities of thrift receiverships formed before
1989. The Resolution Trust Corporation as-
sumed those responsibilities beginning in
1989. The fund will take over any remaining
assets and liabilities from the RTC on January
1, 1997, and will administer the RTC's re-
maining receiverships. FIRREA also in-
structed the FDIC to liquidate the Federal As-
set Disposition Agency, which was chartered
by the Bank Board as a private entity to man-
age and dispose of some of the assets of failed
thrifts.

Office of Thrift Supervision

The OTS is the primary federal regulator of
nationally chartered thrifts and of state-
chartered thrifts that are insured by the Sav-
ings Association Insurance Fund. It estab-
lishes capital requirements, which must be no

2. FIRREA also severed the ties of the Federal Home Loan
Mortgage Corporation (Freddie Mac) from the Federal
Home Loan Bank Board. The Emergency Home Finance
Act of 1970 authorized the creation of Freddie Mac to
provide a secondary market for conventional home mort-
gages. Before FIRREA, Freddie Mac was owned by the
Federal Home Loan Bank System and its member thrift
institutions and was governed by members of the Fed-
eral Home Loan Bank Board. See Congressional Budget
Office, Controlling the Risks of Government-Sponsored
Enterprises (April 1991).
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Table 2.
Federal Institutions That Regulate and Finance Thrift Failures, Before and Since FIRREA
Function Before FIRREA Under FIRREA Post-RTCa

Regulate Thrift Industry

Insure Deposits at
Thrift Institutions

Resolve Failed Thrifts
and Administer
Receiverships

Dispose of Assets
from Failed Thrifts

Source of Funding

Regulate Federal Home
Loan Banks

Federal Home Loan
Bank Board

FSLIC

FSLIC, under direction
of FHLBB; from 2/6/89
to 8/9/89, FDIC

Federal Asset
Disposition Agency

Financing Corporation
(since 1987); FSLIC

Federal Home Loan
Bank Board

Office of Thrift
Supervision

Savings Association
Insurance Fund, under
direction of FDIC

Resolution Trust
Corporation, under
direction of Oversight
Boardb

FSLIC Resolution Fund
and RTC

REFCORP (off-budget);

general fund appropria-

tions; borrowing from
FFB; FHLB contributions

Federal Housing
Finance Board

Office of Thrift
Supervision

Savings Association
Insurance Fund, under
direction of FDIC

Savings Association
Insurance Fund, under
direction of FDIC

RTC until 1997; FSLIC
Resolution Fund
thereafter

SAIF premiums;
general fund¢

Federal Housing
Finance Board

SOURCE: Congressional Budget Office.

NOTE: FIRREA = Financial Institutions Reform, Recovery, and Enforcement Act of 1989; FSLIC = Federal Savings and Loan Insurance
Corporation; FDIC = Federal Deposit Insurance Corporation; REFCORP = Resolution Funding Corporation; FFB = Federal
Financing Bank; FHLB = Federal Home Loan Banks.

a. Post-RTC refers to the time after the Resolution Trust Corporation has stopped taking failed thrifts into conservatorships, cur-
rently scheduled for September 30, 1993. After this time and until December 31, 1996, the RTC continues to be responsible for re-
solving thrifts it controls in conservatorships and disposing of assets and liabilities it controls in receiverships.

b. Restructuredin 1991, it is now called the Thrift Depositor Protection Oversight Board.

<. The Savings Association Insurance Fund is intended to be self-financing after an initial capitalization paid by the Treasury from
general funds. Thereafter, general funds could be required if premiums cannot finance all required resolutions, but statutory

limitations would apply.

less severe than those for national banks, and
other operating guidelines and is responsible
for supervisory actions that discipline non-
compliant thrifts.3 For example, when an in-
stitution is not in compliance with minimum
capital standards, it must submit a business
plan that indicates how the thrift will restore
its capitalization. Until the OTS approves an

3. The OTS works with the state thrift regulatory authori-
ties who have legal responsibility for clesing state-
chartered thrifts that the SAIF insures.

acceptable plan, the thrift is subject to su-
pervisory actions such as removal of officers
and directors, suspension of dividends, and
limitations on growth. Such disciplinary ac-
tions are designed to minimize further losses
at the thrift.

The Office of Thrift Supervision determines
when a thrift has failed and either places the
thrift into an RTC-administered conservator-
ship or directly arranges an RTC-funded res-
olution without conservatorship. FIRREA
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established eight grounds for placing a failed
insured depository into conservatorship. In-
solvency is the primary one; other important
ones include operating in an unsafe and un-
sound manner and violating laws or orders to
cease and desist. Because of potential litiga-
tion from shareholders and other interested
parties that may contest any grounds for clo-
sure other than insolvency, the OTS has been
reluctant to use its power to take over failed
thrifts that are not book-value insolvent.4
Although the courts have upheld the OTS's
decision to close failed institutions for reasons
other than insolvency, the agency prefers to
rely on insolvency as the grounds for closure.

Resolution Trust Corporation

The RTC is the primary agency charged with
resolving the thrifts that the OTS has deemed
to have failed. FIRREA charged the RTC with
resolving failed thrift institutions that the
FSLIC had insured and that were placed into
RTC conservatorship or receivership between
February 6, 1989, and August 9, 1992--now
extended to September 30, 1993. The RTC
was to resolve failed thrifts so as to maximize
recovery of assets, minimize the impact of its
activities on local markets, efficiently use its
funds, minimize losses incurred in resolving
cases, and maximize preservation of afford-
able housing.

The resolution process is not straightfor-
ward. The RTC can either sell all or part of an
institution or liquidate the institution out-
right. Narrowly defined, resolution means
only that a decision is made about how to deal
with the institution and that funds are com-
mitted from the RTC. The RTC must still ad-
minister receiverships formed for every thrift

4. The Federal Deposit Insurance Corporation Improve-
ment Act of 1991 (FDICIA) required the OTS as of
December 19, 1992, to close thrifts within 90 days of
their tangible capital’s falling below 2 percent of their
tangible agseta. FDICIA, which made similar require-
ments for bank regulators, also required that super-
vigory actiona be taken if thrifts fell below higher thres-
holds of tangible capitalization.

that it deals with. Receiverships are part of
the asset (and liability) disposition process.
Chapters 4 and 5 discuss the resolution pro-
cess and the disposition of assets.

FIRREA made the Federal Deposit Insur-
ance Corporation the exclusive manager of the
RTC, with the FDIC's board of directors serv-
ing as the RTC's board. The chairman of the
FDIC's board was also the chairman of the
RTC and administered RTC operations. The
RTC has roughly 7,000 employees, many of
whom came from the now-abolished Federal
Home Loan Bank Board or the FSLIC.

The oversight of the RTC was cumbersome
under FIRREA. The board of directors of the
Federal Deposit Insurance Corporation ad-
ministered the RTC's operations, and the RTC
Oversight Board (discussed below) set strate-
gic policies. To streamline this arrangement,
the Resolution Trust Corporation Refinanc-
ing, Restructuring, and Improvement Act of
1991 (RTCRRIA) made the RTC an indepen-
dent agency within the executive branch. The
RTC is now headed by a chief executive officer
who is appointed by the President and con-
firmed by the Senate. This change, as well as
the restructuring of the Oversight Board, re-
moves the RTC from the FDIC's direct admin-
istration. Permanent employees of the RTC
are, however, employees of the FDIC on as-
signment to the RTC. The Oversight Board
still sets strategic policies.

Oversight Board

FIRREA created the RTC Oversight Board to
develop a strategic plan for the RTC and direct
its general policies. In extraordinary circum-
stances, the Oversight Board had the au-
thority to remove the FDIC as exclusive man-
ager of the RTC. Under FIRREA, the Over-
sight Board comprised the Secretary of the
Treasury, who served as chairman; the Secre-
tary of Housing and Urban Development
(HUD); the chairman of the Board of Gover-
nors of the Federal Reserve System; and two
people chosen by the President of the United
States and confirmed by the Senate.
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The structure of RTC oversight was widely
criticized. In addition to having an Oversight
Board, the RTC was directly administered by
the FDIC's board of directors, and its chief ex-
ecutive officer and board chairman was the
chairman of the FDIC. Many analysts felt
that the RTC was unnecessarily hampered by
having, in effect, two boards of directors.

As discussed above, the RTC Refinancing,
Restructuring, and Improvement Act of 1991
changed the structure of RTC oversight. The
RTC Oversight Board was renamed the Thrift
Depositor Protection Oversight Board (which
is still referred to as the Oversight Board), and
its membership was expanded from five to
seven. The Secretary of the Treasury is still
the chairman of the Oversight Board, but the
Secretary of HUD was removed. The director
of the Office of Thrift Supervision and the
chairman of the FDIC were added to the
board, as was the newly created position of
chief executive officer of the RTC.

On December 31, 1989, the Oversight Board
issued its strategic plan for the Resolution
Trust Corporation. Its mission statement,
which reflected language in FIRREA, had
three goals: maximize return and minimize
loss, minimize the impact on local real estate
and financial markets, and assure that hous-
ing remains available and affordable for
people with low and moderate income. The
plan defined objectives for resolving failed
thrifts and disposing of assets, the RTC's two
primary functions.

The plan established six objectives for case
resolution: operating conservatorships con-
servatively; giving priority to resolving the
"worst-case" thrifts (those that had high rates
of losses, including both operating losses and
loss of franchise value); selecting the least-cost
resolution method on a case-by-case basis; de-
veloping an open and fair bidding process for
gelling institutions; establishing computer
systems and recordkeeping for oversight and
public information; and, to the extent prac-
ticable and efficient, using private-sector en-
tities for the management and disposition of
institutions under RTC control.

The four objectives for asset disposition
were maximizing the net present value of re-
coveries using appropriate policies, proced-
ures, or guidelines; placing assets under pri-
vate control for management and disposition
to the extent practicable and efficient; mini-
mizing the impact of RTC transactions by ex-
peditiously disposing of assets at fair market
value while keeping market participants and
other interested parties informed; and fully
documenting activities relating to the man-
agement and disposition of assets.

Paying for the Cleanup

FIRREA established multiple sources of fund-
ing to pay for the cleanup. These sources are
closely linked to the uses to which the funds
will be put. The act authorized $50 billion in
funding for the initial phase of the cleanup,
based on the Administration's estimates of the
size of thrift losses (including an amount
needed to finish paying for losses incurred by
the FSLIC). The $50 billion was thought to
cover losses--that is, the difference between
the amount the government would need to
fulfill its guarantee for insured deposits and
the net amount it would recover from dispos-
ing of assets.5 Such appropriations are re-
ferred to as loss money.

But resolving an institution typically re-
quires more money than that needed just to
close the gap between liabilities and assets.
Some amount of funding, known as working
capital, usually is required to finance the clo-
sure, pay off depositors, and hold the institu-

5 If a failed thrift is liquidated, the RTC pays off the
insured depositors and shares in the proceeds of asset
sales (net of the costs for administering liquidation) with
uninsured depositors and other creditors. The difference
between what it pays and what it ultimately recovers is
the cost of resolution and is paid for with loss money.
Pure liquidation is not always used. Instead, the RTC
may pay 3omeone else to be responsible for the insured
deposits, or it may sell the institution to another de-
pository. If it sells the whole institution, the RTC pays
the acquirer an amount equal to the difference between
the total liabilities the acquirer assumes (which may in-
clude uninsured liabilities) and the assets it purchased.
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tion's assets until they can be disposed of.
FIRREA allowed the RTC to borrow this work-
ing capital from the Treasury (specifically, the
Federal Financing Bank) until it could repay
those funds from the proceeds of asset sales.

The complicated funding arrangement for
the RTC has led to some confusion. Some
people erroneously assume that speeding up
asset sales will reduce the RTC's appropria-
tion requirements; they think that the pro-
ceeds from selling the assets of resolved thrifts
could be used to finance the resolution of other
thrifts. That is not the case. The RTC uses
what it recovers from a thrift resolution and
receivership only to recover the portion of the
gross outlays--that is, the working capital--
that financed the acquisition of those assets in
the first place. The cash from recoveries mere-
ly repays the money the RTC borrowed for
working capital. But if asset sales yield more
than initially estimated, then estimated losses
would necessarily be reduced, freeing up some
resources to pay for other thrift resolutions.
The RTC still would need additional working
capital to pay for losses associated with subse-
quent resolutions, but its needs for appropria-
tions of loss money would be lessened.

RTC Uses and Sources of Funds

As of December 31, 1992, the RTC reported
that it had spent nearly $85 billion on losses at
thrift institutions. This amount represents
what the RTC has recorded as the accrued
charge for losses at thrifts it has resolved; it is
based on the present-value estimates the RTC
makes at resolution. This amount is lower
than the $86.8 billion appropriated by
FIRREA and the two separate acts passed in
1991, which is recorded on a cash basis. Total
RTC spending--including the losses, working
capital, interest paid to the Federal Financing
Bank, advances to conservatorships, and other
disbursements--equaled $203.6 billion, leav-
ing the RTC with a cash balance of $2.8 billion
(see Table 3).

Table 3.

The Resolution Trust Corporation’s Uses
and Sources of Funds, Inception Through
December 1992

Amount
(Billions
Type of Funds of dollars)
Uses
Resolutions
Losses 84.52
Working capital 105.9
Subtotal 190.4
Other
Interest paid to Federal Financing Bank 6.9
Advances to thrifts in conservatorshipb 6.8
Other disbursements (Net)c -0.5
Subtotal 132
Net Cash Available 2.8
Total 206.4
Sources
Government Authorizations
Initial authorization under FIRREA 50.1d
Funds from RTC Funding Act of 1991 30.0
Fundings from RTCRRIAe 6.7
Funds borrowed from the
Federal Financing Bank 37.2
Subtotal 124.0
Recoveries from Receiverships 82.4
Total 206.4

SOURCE: Congressional Budget Office using data from the
Resolution Trust Corporation.

a. The $84.459 billion the RTC reported as the amount of
loss money used to date is reported on an accrual basis.
It does not represent the amount of cash spent for
losses, which is lower.

b. Conservatorship balances are net principal balances out-
standing.

¢. Includes expenses paid on behalf of conservatorships
and other corporate disbursements, minus interest pay-
ments and expense reimbursements received from con-
servatorships and other sources.

d. The $50.1 billion reflects a Treasury appropriation of
$18.8 billion, assessments on the retained earnings of
the Federal Home Loan Banks of $1.2 billion, and funds
borrowed by the Resolution Funding Corporation
totaling $30.1 billion.

e. The RTC Refinancing, Restructuring, and Improvement
Act of 1991 (RTCRRIA) allowed the RTC to obligate as
much as $25 billion in funds for new resolutions through
March 31, 1991, The RTC later returned $18.3 billion to
the Treasury that had not been obligated by the March
31 deadline.
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FIRREA's authorization of $50 billion was
consistent with the view, discussed in Chapter
2, that the crisis was temporary and that most
institutions in the industry would survive.
The first $20 billion of the $50 billion authori-
zation was raised in September 1989: $1.2 bil-
lion came from assessments on the retained
earnings of the Federal Home Loan Banks,
and $18.8 billion from the Treasury Depart-
ment. The remaining $30 billion came from
funds borrowed by the Resolution Funding
Corporation (REFCORP) on behalf of the RTC.
FIRREA created REFCORP specifically to fi-
nance the thrift bailout off-budget.6

Although the RTC can take over as many
thrifts as required and operate them in con-
servatorship, it can resolve thrifts only if the
estimated cost of resolution does not exceed
the remaining loss money authorized by the
Congress. This constraint has slowed RTC
resolutions as appropriations have run out.

Realizing in 1991 that the RTC lacked suffi-
cient funds to pay for all of the institutions
that would need to be resolved, the Congress
appropriated additional funds. In March
1991, the RTC Funding Act provided $30 bil-
lion, and in December 1991 RTCRRIA pro-
vided an amount not to exceed $25 billion for
resolutions through March 1992. The RTC
had committed only $6.7 billion of the latter
appropriation by the end of March, and there-
fore the authority to use $18.3 billion expired.
Since March 1992, the RTC has had no addi-
tional appropriations and, as shown in Table
3, has used most of its available loss money.7?

6. According to FIRREA, the Federal Home Loan Banks
were to be assessed $1.375 billion against their retained
earnings during 1990 and 1991. These payments were to
decrease the principal of debt issued by REFCORP. In-
terest payments on REFCORP debt were to be paid in
part by assessments, not to exceed $300 million annual-
ly, on the Federal Home Loan Banks. Insofar as the
Treasury Department paid the remaining balance, the
interest payments on REFCORP debt made by the Fed-
eral Home Loan Banks were considered to be on-budget
and subject to the general constraints on the federal
deficit.

Although losses are covered by appropria-
tions to the RTC, much of the funding for the
portion of gross outlays that is expected to be
recovered--working capital--must be bor-
rowed. FIRREA provided authority to borrow
for working capital, subject to some limita-
tions. Interest on such borrowings is consid-

ered part of the loss money appropriated to the
RTC.

The RTC is somewhat constrained in its
ability to borrow working capital. Currently,
the RTC cannot issue obligations for working
capital in excess of its cash balance plus 85
percent of the fair market value of its other as-
sets. Despite the depletion of its appropria-
tions, the RTC has avoided having to borrow
up to the limit of its working capital from the
Federal Financing Bank. The RTC has been
able to manage its cash position well enough
so that the borrowing limits on working capi-
tal have not been the cause of delay in the
resolution process. Moreover, the RTC, or the
FDIC on behalf of the RTC, is authorized to
borrow up to $5 billion directly from the Trea-
sury. To date, it has not used this authority.

Through December 1992, the RTC had out-
standing borrowing from the Federal Financ-
ing Bank of about $37 billion. This borrowing,
plus about $82 billion available from recov-
eries from receiverships, provided sufficient fi-
nancing for working capital.

Budgetary Implications
of RTC Spending

The financing of the thrift cleanup has bud-
getary consequences, but the budgetary treat-
ment is almost as confusing as the funding
arrangement. The federal budget is reported
on a cash basis, and this practice has distorted
the timing of the recognition of expenses asso-

7. The RTC has operated with a positive cash balance--$4.5
billion as of September 30, 1992, of which it could use
only $2.3 billion for loss money. This cushion has per-
mitted the RTC to resolve a few institutions since March
31,1992, which was the cutoff for the December 1991 ap-
propriation.
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ciated with the thrift cleanup.8 If the federal
budget were instead on an accrual basis, then
losses associated with thrift failures would be
recorded as they happened. Being on a cash
basis, however, the budget reflects outlays
only when cash is spent. The budget therefore
reflects the cost of the thrift cleanup some
years after the costs have been incurred.

This characteristic of the federal budget has
led to the misconception that funding the
thrift cleanup is discretionary. As discussed
below, however, only the timing of the funding
is discretionary. If appropriations for the
cleanup are delayed--and the bill for costs in-
curred in prior years goes unpaid--the ulti-
mate cost of the cleanup increases.

RTC Appropriations Are Not Discretion-
ary. The guarantee the federal government
provides through deposit insurance commits it
to compensating depositors at failed thrifts up
to the coverage limit of $100,000 per account.
Because of this guarantee, the government ex-
pense was implicitly incurred at the time
thrifts failed in an economic sense. The RTC's
appropriations to resolve institutions merely
recognize the expenses already incurred.

In practice, the resolution of many failed
thrifts also results in the full compensation of
their uninsured creditors. The government
spending associated with this compensation
does not make it discretionary, because the
RTC is required to use the resolution method
that involves the least cost to the government
even if that method fully compensates unin-
sured parties.

The Timing of RTC Appropriations Is Dis-
cretionary. Unlike the funding for the clean-

8. See the following Congressional Budget Office publica-
tions; Budgetary Treatment of Deposit Insurance: A
Framework for Reform (May 1991); The Economic Effects
of the Savings & Loan Crisis (January 1992); and The
Economic and Budget Outlook: An Update (August
1991).

up, the timing of when funds are made avail-
able to the RTC is discretionary. The conse-
quence of not funding the cleanup in a timely
fashion, however, is that the cost is driven up.

Timing of Appropriations and
Consequences of Delay

The RTC can resolve institutions only if it has
the authority to commit loss money for resolu-
tions. It typically needs these funds to be
available three months before resolution. The
RTC has depleted its appropriation three
times during its brief history. The first two
times the Congress appropriated additional
funds, but only after a delay. Because these
appropriations came when the RTC was close
to depleting its spending authority, the pro-
cess of resolving thrifts was interrupted. The
RTC has been given no further appropriation
for loss money since passage of RTCRRIA in
December 1991.

Delays in appropriations are estimated to
have slowed the resolution process by about
six to seven months and, by the RTC's esti-
mates, to have cost between $1 billion and $2
billion. Administrative overhead costs for the
RTC accumulate at the rate of about several
hundred million dollars per year. Delay in the
resolution process increases the carrying cost
of maintaining assets in thrifts that have been
taken over but not yet resolved. Thrifts in
conservatorship continue to incur net operat-
ing expenses because their assets yield less
than their liabilities cost.

Allowing ailing institutions to stay in busi-
ness can also drive up the ultimate cost of res-
olution. Troubled thrifts that have not been
taken over can still make bad investment de-
cisions and deteriorate in value; they can
cause healthy thrifts to incur losses through
competition. The OTS has improved its super-
vision of troubled thrifts, but it cannot fully
contain losses in insolvent thrifts that con-
tinue to operate, even those that are in con-
servatorship.






Chapter Four

Resolving Failed Thrifts

institutions is a complicated process.

Through federal deposit insurance, the
government guarantees that deposits of
$100,000 or less per account will be paid in
full. If a thrift fails, the government either
pays depositors or transfers their accounts to
the institution that has acquired the failed
thrift. It then tries to recover as much of the
money it pays out as possible by selling the
thrift's assets. The government, however,
must share the proceeds of the sale of those
assets with the institution's uninsured credi-
tors.] The cost of resolution is the difference
between what the government pays out to de-
positors and other creditors and what it re-
ceives from net proceeds of the asset sale, plus
administrative expenses. In most cases, at
least some of the assets are sold long after de-
positors' claims are settled. Thus, for pur-
poses of discussion and analysis, the disposal
of remaining assets is treated separately, in
Chapter 5.

G overnment resolution of failed thrift

As discussed in Chapter 3, the Resolution
Trust Corporation is the primary agency
responsible for resolving failed thrifts. The
manner in which these resolutions are orches-
trated has a direct bearing on the final cost of
the thrift crisis. Through its operations, the
RTC may be able to lower the cost of the

1. The Resolution Trust Corporation stands as an equal
claimant with nonsubordinated creditors when the pro-
ceeds of a failed-thrift receivership are distributed. The
RTC stands ahead of subordinated creditors and share-
holders, but behind creditors whose loans to the thrift
were secured by an asset of the thrift.

cleanup by realizing higher values for the
thrifts that it is resolving. Or it may con-
tribute to raising the cost of the cleanup if it
operates inefficiently or pursues policies that
diminish the values that it recovers through
resolution.

The RTC's methods for resolving failed
thrifts are primarily a continuation of prac-
tices developed by the Federal Savings and
Loan Insurance Corporation (see Appendix B).
One of the important legacies of the FSLIC's
resolution practices is a preference for resolv-
ing an institution by selling it rather than
liquidating it. This chapter concludes, how-
ever, that the RTC's apparent preference for
institutional sales may no longer be war-
ranted by market conditions. The RTC has en-
countered difficulties in arranging such sales
and has had to resort to a higher proportion of
liquidations than did the FSLIC. Options to
change the RTC's resolution practices are ex-
amined in Chapter 6.

The Road to Resolution

When a thrift fails, it generally goes through
four stages before it is fully resolved--eco-
nomic failure, government conservatorship,
liquidation or sale, and termination of receiv-
ership. The stages of resolution described be-
low are somewhat oversimplified but nonethe-
less provide a useful overview of the process by
which government regulators resolve failed
thrifts. Not all thrifts formally pass through
each stage or do so in exactly the manner de-
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scribed. But in all cases there are fairly well-
identified actions in which failure is recog-
nized, insured deposits are paid, and legal
claims are settled. In the following discussion,
how a thrift slides from financial health to
economic failure is not as important as what
happens to the thrift after it has failed.

Economic Failure

A thrift fails when it becomes irrevocably in-
solvent. Economists usually interpret insol-
vency to mean that the market value of a
thrift's liabilities exceeds the market value of
its assets. The thrift, however, may appear to
be solvent on the basis of the reported book
value of its assets and may be able to continue
operating as long as its creditors do not insist
on immediate payment and the government
does not close it. A thrift that has sufficient
cash resources to cover depositors' with-
drawals can continue to try to attract more de-
posits and further invest its funds. But that
condition is usually temporary.

To be viewed as a viable enterprise, a thrift
must be expected to remain profitable. The
fact that a thrift can continue to operate while
being market-value insolvent means that it
has the potential to recover. Economic condi-
tions may improve and interest rates may
drop, increasing the value of some of the
thrift's assets. The Office of Thrift Super-
vision may decline to close the thrift for these
reasons and may prefer to take supervisory
actions, such as requiring a business plan for
recapitalization or issuing cease-and-desist or-
ders to stop unwarranted practices. These ac-
tions can limit the potential losses of the thrift
and possibly help it recover.

Most thrifts that are market-value insol-
vent, however, find it very difficult to recover.
If creditors perceive that the thrift is in trou-
ble, they will want higher interest rates for
funds, further hurting its ability to recover.
At the same time, owners and managers of the
market-value insolvent thrift have an incen-
tive to make risky investments with those
funds as long as regulators fail to intervene.

Although these gambles may pay off, they are
riskier than prudent financial institutions
typically undertake, and the thrift probably
will make itself worse off even if it refrains
from grossly negligent or fraudulent behavior.

Government Takeover:
Conservatorship

When an economically failed thrift is legally
declared to have failed, regulators take over
its operations and place it in a conservator-
ship. Either the OTS or the state regulatory
authority is responsible for declaring that a
thrift is insolvent or is operating in violation
of one or more of the conditions that require
closure.2 Some directors, officers, managers,
and other employees may be removed, but the
regulator typically permits the thrift to con-
tinue to conduct business--making collections
and honoring withdrawals. As long as its
value is not threatened, the thrift may be per-
mitted in a limited fashion to accept new de-
posits and borrow and invest funds. The ad-
ministrator of the conservatorship, usually
the RTC, is responsible for preserving as much
value in the thrift as possible.

During the conservatorship stage of the res-
olution process, the RTC conducts a thorough
audit of the thrift to certify that all reported
assets and liabilities exist and that all legal
paperwork associated with the thrift's ac-
counts and other holdings or borrowings is in
proper order. Known as a due-diligence audit,
this process is a very labor-intensive and time-
consuming task, complicated by the fact that
many failed thrifts have kept poor records.
For example, some thrifts have little or no
documentation--not even the application
form--for some mortgages that they hold.

2. As of December 19, 1992, the OTS is required to close
within 90 days any thrift whose tangible capital falls
below 2 percent of its tangible assets. This requirement
was a central provision of the Federal Deposit Insurance
Corporation Improvement Act, which was signed into
law in December 1991. FDICIA also required that bank
and thrift regulators take supervisory actions against
thrifts whose tangible capitalization ratioc was between 6
percent and the 2 percent cutoff.
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Due-diligence audits may involve a market-
value appraisal of assets. In many cases, the
RTC relies on experience with recovery rates
for various categories of assets that they had
disposed of previously or that they have mar-
ket information on. Estimates of the value of
a failed thrift's assets, therefore, are not neces-
sarily based on the particular assets held by
that thrift but rather on the types of assets it
held, and so are subject to considerable un-
certainty.

Resolution by Liquidation
or Sale

After a due-diligence audit has been per-
formed, the RTC estimates the cost of resolv-
ing the failed thrift either by liquidating it or
by selling the corporate entity with some or all
of its assets and liabilities. The RTC will re-
solve the institution by selling it if a single
buyer can be found who will acquire some or
all of the assets and liabilities at a cost to the
regulator that is lower than the estimated cost
to liquidate the thrift. If, after some time, a
buyer has not been found, the RTC liquidates
the institution and places its assets in a re-
ceivership to be sold piecemeal.

If the thrift is liquidated, the RTC pays off
insured depositors, and it and other creditors
share in the proceeds of the disposal of assets.
If the thrift institution is sold, then some or all
of its deposits and other liabilities are trans-
ferred to the acquiring thrift along with some
or all of its assets. It is usually at this point--
when a decision is made to sell or liquidate the
thrift--that the thrift is said to have been
resolved.

The terms 'resolve" and "resolution" are
not defined in law. Full resolution refers to
the total return of the assets and claims in the
institution to the private sector--or the act of
terminating a receivership--but the RTC con-
siders an institution resolved much sooner in
the process.3 According to the RTC, a thrift
has been resolved when the insurance aspect
of each resolution has been completed--that is,

when the government has satisfied the claims
of insured depositors by either paying the de-
positors the full amount of their insured de-
posits or transferring the deposits to a healthy
financial institution. Thus, most RTC resolu-
tions leave the RTC with assets to dispose of
and claims to settle--that is, much of the full
resolution is left to be completed later.

Receivership

At the time of RTC resolution, the old thrift
ceases to operate, but its legal entity is trans-
ferred to a receivership created to sell or other-
wise dispose of all remaining assets. In a re-
ceivership, the RTC reconciles all of the
thrift's legal and financial claims and com-
pletes the resolution process. The RTC de-
ducts from the gross proceeds the administra-
tive costs of the receivership and any awarded
legal claims. The remaining proceeds are then
used to pay off claims in the following order of
priority: creditors whose claims were secured
by assets of the failed thrift; the financial
claims of general creditors, including those of
the RTC; and the claims of subordinated credi-
tors, such as those representing subordinated
debt.4 Finally, stockholders share the remain-
ing proceeds, with preferred shareholders hav-
ing priority. The RTC, however, does not ex-
pect stockholders to recover anything from the
receiverships.

Completing the receiverships can take a
long time, historically averaging about seven
years. A receivership is not finished until the
courts order its termination.

3. Letter to Congressman Bruce F. Vento from Craig A.
Simmons, Director, Financial Institutions and Market
Issues, General Accounting Office, February 4, 1991.

4. Rather than give these secured claimants the collateral
that secured the claim, the RTC paya them the face value
of the claim. Although the RTC arguably could either
reduce its costa if the collateral is worth less than the
claim or reduce the amount of assets it must dispose of,
the RTC believes that it is simpler and less legally
entangling to pay off the secured claimants.
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Methods of Resolving
Failed Thrifts

Once the Office of Thrift Supervision has de-
termined that a thrift has failed, the thrift en-
ters the RTC caseload. The RTC must deter-
mine how to resolve the thrift--that is, how to
pay the depositors and other creditors and also
to obtain the highest value from the thrift's as-
sets and its intangible network of relation-
ships with customers and suppliers (its fran-
chise value) in order to offset the cost of those
payments. In addition, the OTS has devised
some methods of its own to help resolve thrifts
even before they fail.

RTC Methods of Resolution

Two general methods exist for resolving a
failed depository institution: the insurer may
liquidate the institution or sell it to another.
The specific methods the RTC employs in
resolving failed thrifts vary in complexity and
cost. A pure liquidation of a thrift is relatively
straightforward: depositors are paid their in-
sured amounts, and assets are sold (over time)
to pay for as much of those costs as possible;
the difference between costs and net recov-
eries to the RTC is the cost of resolution.5 An
institutional sale, or a merger, is a way of both
selling some of the thrift's assets and realizing
a somewhat higher value for the thrift by
transferring at least part of it to another insti-
tution at the same time that its deposits and
liabilities are being resolved. This method
preserves some of the thrift's franchise value.
The benefits of mergers are the higher values
that can be obtained; the cost, however, is that
many uninsured depositors and other credi-
tors are compensated much more than they
would be under a liquidation because some un-

5. Recoveries to the RTC are net of distributions made to
uninsured creditors who, unless they are subordinated
by the nature of their claim, share in the proceeds of the
receivership.

insured liabilities are transferred at full value
to the acquiring institution in the merger.

Liquidation. This is the most drastic resolu-
tion method. It immediately closes the thrift
and settles its depositors' accounts. There are
two types of liquidation: a pure liquidation,
also known as an insured deposit payout, and
an insured deposit transfer, or IDT. Both
types generally imply that uninsured deposi-
tors are not fully compensated, although some
uninsured deposits may be sold under the IDT,
thereby fully protecting the value of those de-
posits. As explained below, selling those de-
posits reduces the RTC's costs.

An insured deposit payout requires that the
RTC pay off insured depositors. In its role of
receiver, the RTC disposes of the assets and
shares the proceeds of the sold assets with un-
insured, unsecured creditors. This disposition
causes the RTC to lose all of the franchise
value that the thrift may have had. In addi-
tion, the RTC has to spend a considerable
amount of cash up front: disposing of the as-
sets can take a long time, yet depositors need
to be paid right away.

In contrast, an insured deposit transfer liq-
uidates the thrift but preserves the franchise
value associated with deposits. IDTs are a hy-
brid type of resolution, involving the auction-
ing of liabilities (generally only the insured
deposits); some assets, such as branch offices,
may be included. The RTC auctions these lia-
bilities to an acquirer who is willing to secure
existing customer (depositor) relationships.
The difference between the value of these de-
posits and what the RTC pays the acquirer is
called a premium.

To those unfamiliar with thrifts or with
banking in general, it can seem odd that an
acquirer may wish to assume someone else's
liabilities and pay a premium to do so. The
use here of the term premium should not be
confused with the insurance premiums thrifts
pay for deposit insurance. Paying a premium
in this case means that the acquirer of the
deposits is willing to accept a payout from the
RTC for those deposits that is less than the
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deposits' face value.6 Acquirers do this for two
reasons. First, these deposits may offer a low-
er interest rate than other sources of borrowed
money and thus represent a cheap source of
borrowing. Second, by acquiring deposits, the
acquirer also obtains the business associated
with the depositors. Because depositors also
borrow from the thrift and pay for other fi-
nancial services it offers, purchasing deposits
is regarded as purchasing a customer base--in
essence, an intangible asset. Of course, some
customers may withdraw their funds or close
their accounts after the acquisition, but ac-
quirers have found that they retain enough of
the old thrift's customers' accounts to make
the acquisition worthwhile.

The most desirable deposits are called core
deposits. These deposits are in accounts that
are typically small (less than $80,000) and not
very sensitive to price competition. Custom-
ers with core deposits are influenced in their
selection of a depository more by its location
and convenience than by the rates it offers.
These deposits are inexpensive (that is, they
offer a lower interest rate) relative to large de-
posit accounts or the acquirer's other borrow-
ings.

Institutional Sale. In a merger, or institu-
tional sale, the RTC resolves a failed thrift by
selling it to another institution. Most mergers
are accomplished through a technique known
as purchase and assumption (P&A).7 Under a
P&A, an acquiring institution (determined
through auction) purchases the assets of the
troubled institution and assumes its liabili-
ties. The RTC pays the acquirer of the failed
thrift for the difference in value between as-
sets purchased and liabilities assumed. This
method reduces the cost to the RTC because it

6. The Resolution Trust Corporation reported in April 1990
that it captured a premium of 0.83 percent on core de-
posits in 35 resolutions of insured deposit transfers.
Data on IDTs conducted by the Federal Savings and
Loan Insurance Corporation for the 1984-1988 period
show that the FSLIC captured & premium of between
zero percent and 30.17 percent.

7. Some of the mergers arranged by the Federal Home
Loan Bank Board had no explicit cost to the FSLIC.
These mergers were known as supervisory mergers.

captures the positive franchise value of the
troubled thrift.

Auctioning an institution, however, even in
part, can be time-consuming. Delays in find-
ing P&A acquirers allow the failed thrift--
even though it is operating in RTC conserva-
torship--to continue operating and thus incur
even greater losses. Some of the losses in-
curred by conservatorships are unavoidable.
For example, the RTC more closely scrutinizes
the books of conservatorships, and it forces
recognition of past losses that the failed
thrift's books did not accurately show. Other
losses are potentially avoidable. The RTC
purportedly does not permit the conservator-
ship to make new imprudent investments, but
it is unclear whether the RTC conservators
maintain the value of assets in the conserva-
torship's portfolio as well as if these assets
were privately owned. Other losses can occur
if the conservatorship is paying more for some
of its liabilities than it would if the RTC used
other funding alternatives. For example,
rather than use working capital available
from the Federal Financing Bank, the RTC
encouraged some conservatorships to use more
expensive brokered deposits.

As will be discussed later in this chapter,
the RTC used another potentially costly strat-
egy to facilitate P&As. The RTC supposedly
conducts a full due-diligence audit of the
thrift's books before putting the institution on
the auctioning block. Such an audit should in-
clude a full appraisal of the value of the failed
thrift's assets. But this is a time-consuming
and expensive procedure that can delay the
merger process. In order to cut short the time
needed to prepare the institution for sale, the
RTC permitted many acquirers to buy the
thrift and return any or all of the assets at a
later date--usually 6 to 18 months--at full book
value. One could argue that this arrange-
ment, known as a put option, was not costly to
the RTC: although the initial estimate of the
cost would be revised, reflecting the fact that
returned assets were worth less than the
amount in the P&A resolution deal, the RTC
would not have realized more for these assets
than they were truly worth. However, the
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acquirer of the institution has little incentive
to maintain assets that it might return to the
RTC. Thus, the offering of put options to facil-
itate P&As can potentially be more costly
than if the RTC had merely retained these
"puttable" assets in the first place.

The P&A method of mergers has many vari-
ations. The "whole bank" variation involves
the purchase of all assets and the assumption
of all liabilities. The "clean bank" variation
involves the purchase of only supposedly good
assets and the assumption of all liabilities.
Numerous other variations are possible.

OTS Methods of Resolution

The Office of Thrift Supervision has intro-
duced one resolution program and proposed
another to improve the efficiency of the resolu-
tion process by undertaking so-called early
resolutions. The Accelerated Resolution Pro-
gram (ARP) permits a troubled thrift to be
resolved voluntarily by the OTS without being
transferred to the RTC. These resolutions are
targeted toward thrifts that are undercapi-
talized but not book-value insolvent.8 Under
this program, the OTS sells a failed thrift with
financial assistance provided by the RTC.
Under the proposed Early Resolution/Assisted
Merger program, the OTS would arrange a
supervisory merger of a troubled thrift with-

8. The OTS has transferred to the RTC thrifts that were
book-value solvent at the time they were closed. This
transfer requires using other grounds for closure, such as
operating in an unsafe and unsound manner or suffering
a substantial dissipation of assets, but the closing of
thrifts that are book-value insolvent could be challenged
in the courts by owners, managers, and other interested
parties. The Federal Deposit Insurance Corporation Im-
provement Act of 1991 provided that federal regulators
of depositories must take action against critically under-
capitalized institutions. The act gave regulators strong
ammunition for taking supervisory and closure actions
against institutions that were solvent but undercapi-
talized. The provisions in FDICIA are referred to as
"early resolution” provisions because they require action
before book-value insolvency. Because many undercapi-
talized institutions are market-value insolvent, the now-
mandatory actions against them are not truly early.
Rather, such actions may be congidered to be taken earli-
er than they would have been in practice otherwise.

out federal financial assistance (see Chapter 6
for details of this proposed program).

First used with resolutions in January
1991, the ARP permits existing management
to continue to operate the troubled institution
until it is sold, but shareholders of the in-
stitution do not benefit from the sale. Both the
OTS and the RTC can market the institution
while it is still in the private sector and not
under RTC control. The RTC, however, must
provide the federal funds needed to complete
the sale. Closely supervised by the OTS, the
institution targeted for an ARP resolution is
highly restricted in its investment decisions
and presumably would not increase RTC
losses by making risky investments or by
making payments to shareholders, managers,
or directors. The OTS had conducted 26 ARP
resolutions through December 1992,

Assessing the Efficiency
of RTC Resolutions

Since its inception, the Resolution Trust Cor-
poration has resolved 653 thrifts (through
December 1992) at an estimated cost of about
$85 billion on a present-value basis. The suc-
cess of the RTC in dealing with these resolu-
tions is difficult to assess. The data suggest
that the RTC has encountered difficulties.
But many of the problems it faces are imposed
by market and political conditions and thus
cannot be ascribed to the efficiency or effec-
tiveness of the RTC operation itself. The high
costs of resolution and the inability of the RTC
to arrange the sale (purchase and assumption)
of whole institutions may be related more to
the quality of the thrifts being resolved than
to RTC resolution strategies; delays in fund-
ing caused by the political process also have
contributed to higher costs. Some of these
problems, however, may be self-imposed. For
example, the demonstrated preference for of-
fering a thrift for sale as an institution and
using the liquidation method only as a last re-
sort may increase costs.
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Status of the Resolution Process

The RTC got off to a slow start, resolving only
37 thrifts in 1989. Since then, and until April
1992, the RTC has accelerated its pace, resolv-
ing about 200 to 300 thrifts per year. By the
end of December 1992, the RTC had resolved
653 failed thrifts and still had 81 conserva-
torships. The 653 resolutions required com-
mitments of $85 billion, and the RTC again
faced a depletion of resources for resolving
failed thrifts.

Both the pace of resolution and the commit-
ment of funds to losses from the resolved
thrifts have been highly erratic and have de-
layed the completion of the cleanup (see Fig-
ure 4). Limits on the RTC's funding largely
account for the erratic pace. The RTC re-
quired additional funding beyond the initial
$50 billion by early 1991; depletion of a second
appropriation again slowed progress in the
fall. The third appropriation, in late 1991, fi-
nanced resolutions through March 1992, but
the RTC needs more funding to complete the
job.

One consequence of appropriating addi-
tional funds only after it is readily apparent
that the RTC has exhausted its resources is
that the resolution process has repeatedly
been delayed. The sales of failed thrifts or
their assets must be negotiated with some lead
time. If the RTC does not have funds available
for these sales, it cannot negotiate in good
faith or act quickly on pending cases.

In contrast, the number of conservatorships
the RTC operated at the end of any quarter
has, until the second quarter of 1991, stayed
roughly at about 200 cases (see Figure 4).
Most outside observers, however, think that
the number of thrifts that should be in con-
servatorship is higher than the number that
actually are.? Some analysts have argued
that the relatively stable number of conserva-

9. See, for example, Robert E. Litan, "Getting Out of the
Thrift Crisia, Now!" The Brookings Review, vol. 9, no. 1
(Winter 1990/1991).

torships operated by the RTC reflects manage-
ment of the caseload by the agencies involved
in the cleanup--that is, a purposeful control
over the number of thrifts entering the RTC's
caseload so as not to overburden it. During
the start-up phase of the RTC, such coordi-
nation--between the OTS, which decides
which and when institutions will be placed
into conservatorship, and the RTC, which
manages them--probably helped the fledgling
agency to allocate its resources more effi-
ciently. Continued management of the case-
load, however, may increase resolution costs
because it allows insolvent institutions to re-
main in private hands longer than necessary.
As was explained in Chapter 2, delay in re-
solving thrifts is costly.

Comparing the RTC
with the FSLIC

Because the RTC uses the same basic ap-
proach and techniques--purchase and assump-
tions, insured deposit transfers, and liquida-
tion payouts--in resolving thrifts as its prede-
cessor, the Federal Savings and Loan Insur-
ance Corporation, it is useful to make some
comparisons with the FSLIC's record. As dis-
cussed in Appendix B, one must be careful in
drawing firm conclusions from the comparison
because of differences in market conditions
and other factors. The comparison, however,
illustrates the scope of the RTC's task and
helps to identify which problems may prove
tractable.

The RTC has performed proportionately
fewer P&As than did the FSLIC and has re-
alized smaller savings (see Table 4).10 Be-
cause a P&A recoups some of an institution's
franchise value, the RTC prefers it to a liqui-
dation. About two-thirds of RTC resolutions
have been P&As, compared with 84 percent of
FSLIC resolutions.

10. Because the FSLIC had a shortage of cash resources, it
may have given undue preference to resolving failed
thrifts through institutional sales rather than liquida-
tions. In these institutional sales, the FSLIC offered
noncash incentives to many potential acquirers.
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Figure 4.
Number and Cost of Resolutions by the Resolution Trust Corporation,
and Its Caseload of Conservatorships, First Quarter 1989 Through First Quarter 1992
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a. No resolutions during this quarter.
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Table 4.

Resolutions by the Federal Savings and Loan Insurance Corporation

and the Resolution Trust Corporation

Thrifts Resolved

Cost of Resolution

Percentage Millions Percentage
Type of Resolution Number of Total of Dollars of Total
FSLIC Resolutions, 1980-1988
Liquidation 77 16 6,340a 15
Purchase and assumption 412 84 35,995a 85
Total 489 100 42,3353 100
RTC Resolutions, 1989
Through December 1992
Liquidationb 246 38 23,319 27
Purchase and assumption 407 62 61,938 73
Total 653 100 85,257 100

SOURCE: Congressional Budget Office using data from the Federal Home Loan Bank Board, the Office of Thrift Supervision, and the

Resolution Trust Corporation.

a. Costsreported are revised as of April 1989 and do not reflect subsequent revisions made by the General Accounting Office.

b. Reflects resolution of 158 failed thrifts through insured deposit transfers and 88 through payouts.

For a majority of thrift resolutions, there-
fore, the RTC is still able to achieve some sav-
ings by selling institutions. The amount of
savings estimated by the RTC for doing P& As
rather than liquidation payouts, however, is
lower than that reported by the FSLIC. Based
on RTC cost estimates made at the time of res-
olution, the 407 P&A resolutions completed
through the end of 1992 saved slightly more
than $3 billion because these institutions were
sold (through a P&A) rather than liquidated
(through a payout). The savings of $3 billion
represented a 5.1 percent savings for resolving
these institutions using a P&A rather than a
liquidation payout. Savings using an IDT
were much lower, but the RTC estimates that
its 158 IDTs have saved about $144 million, or
0.9 percent, compared with resolving those
thrifts through a liquidation payout.11 By not
using a liquidation payout on these 565 re-
solutions, therefore, the RTC estimates that it
saved about $3.2 billion, or 4.2 percent, of the

11. Although an IDT is classified as a liquidation technique,
it allows the RTC to capture some franchise value
through the transfer of core depoaita,

estimated cost of liquidating them with pay-
outs. These aggregate savings, however, are
lower than the 20 percent savings that the
FSLIC estimated for the 205 resolutions it per-
formed in 1988.12

Evidence of Declining
Franchise Value

There are several reasons why the RTC may
be performing fewer P&As and saving less

12. In 1988, the Federal Home Loan Bank Board and the
FSLIC resolved 205 failed thrifts at an estimated
present-value cost of about $32 billion. By law, the
FSLIC was required to provide an initial estimate of
what it would have cost to liquidate those thrifts. This
amount was reported to be about $40 billion on a
present-value basis. By resolving 179 of the thrifts
through P&As, therefore, the FSLIC saved about $8
billion, or 20 percent of the costs. The FSLIC's actual
cost savings, however, may be far lower than reported.
For example, the 179 P&As involved the transfer of $5.5
billion of tax benefits to either acquirers or the FSLIC,
As discussed in Appendix B, these tax benefits lowered
costs for the FSLIC but not the Treasury. If the cost
savings of the 179 P&As are lowered by the amount of
the tax benefits, then the estimated coat savings of P&As
over liquidation are only about 6 percent.



38 RESOLVING THE THRIFT CRISIS

April 1993

Figure 5.

Percentage of Liquidation Cost the Resolution Trust Corporation Saved
Using IDTs and P&As, Inception Through First Quarter 1992
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SOURCE: Congressional Budget Office using data from the Resolution Trust Corporation.

NOTES: In May 1991, the RTC revised upward its cost estimates of all resolutions. Although the cost of resolution increased 17 per-
cent on average, the RTC's analysis suggests that the liquidation cost of those same resolutions increased more. Thus, the
pre-1991 data may understate the true savings from using resolution methods other than a liquidation payout.

IDTs = insured deposit transfers; P&As = purchase and assumptions.

a. No P&As during this quarter.

than the FSLIC in the resolution process, and
some of them are associated with declining
franchise value. With the heightening of the
thrift crisis and the tighter regulations the
Financial Institutions Reform, Recovery, and
Enforcement Act imposed on thrifts in 1989,
the value of the thrift charter has declined
considerably.13 In addition, real estate mar-
kets have been severely depressed, and the
economy entered a recession in late 1990. For
reasons of their own, potential buyers--mostly
banks and other thrifts--may be less willing or
able to acquire thrifts. There are fewer
healthy thrifts left to acquire failed ones, and
other potential purchasers--commercial
banks--have been suffering from difficult eco-
nomic conditions and have been failing at
record rates since the mid-1980s.

13. In December 1989, some private analysts projected that
only a handful of then-operating thrifts could success-
fully continue their operations. Higher capital require-
ments, higher insurance premiums, greater restrictions
on activities, and a stiffer qualified thrift lender test
reduced the value of the thrift charter. See, for example,
Mark Wohar, "The Value of the Thrift Charter," Office of
Thrift Supervision Journal (December 1989).

Charter Value and Other Intangible Fran-
chise Values. Franchise value comes from a
number of sources, including the thrift charter
itself, having a specific network of branches,
name recognition and market presence, and
depositors' loyalty. When the RTC tries to sell
a failed thrift or arrange its merger, it tries to
recoup some, if not all, of these intangible val-
ues. Purchase and assumptions capture the
value of the thrift charter, its network of sup-
plier and customer relations, and its name; in-
sured deposit transfers capture the value of
core deposits--the accounts of loyal customers.

The amounts that institutional acquirers
are willing to pay for purchase and assump-
tions and insured deposit transfers declined
after 1990, as shown in Figure 5. For the 179
P&As conducted through December 1990, the
RTC claims it was able to save, on average, 6
percent of the projected cost of a liquidation, or
about $1.6 billion.14 (During the same period,

14. This calculation is subject to some error because savings
are based on the difference between the projected cost of
a liquidation and the P&A arranged.
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Figure 6.

Premiums the Resolution Trust Corporation Obtained at Resolution
as a Percentage of Core Deposits, Third Quarter 1989 Through First Quarter 1992
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SOURCE: Congressional Budget Office using data from the Resolution Trust Corporation.
NOTE: IDTs = insured deposit transfers; P&As = purchase and assumptions.

a. No P&As during this quarter.

122 IDTs resulted in savings of $74 million, or
less than 1 percent of the projected cost of lig-
uidation.) In 1991, however, the average sav-
ings from the 165 P& As fell to 3 percent.15

The value of core deposits has also fallen
substantially. In 1988, core deposits were esti-
mated to have saved the FSLIC between 7 per-
cent and 9 percent; IDTs were estimated to
have saved about 10 percent.16 These figures
were obtained by relating the savings of using
P&As or IDTs to the amount of core deposits
held by the failed thrift at resolution. Accord-
ing to the RTC estimates, savings related to
core deposits not only were lower than those
obtained by the FSLIC in 1988, but also have
declined since 1989. Savings related to core
deposits from P&A resolutions fell from about

15. In May 1991, the RTC revised upward its cost estimates
of all resolutions. Although the cost of resolution in-
creased 17 percent on average, the RTC's analysis sug-
gests that the liquidation cost of those same resolutions
increased more. Thus, the pre-1991 data illustrated in
Figure 5 may understate the true savings from using
resolution methods other than a liquidation payout.

16. See James R. Barth, Philip F. Bartholomew, and Peter J.
Elmer, "The Cost of Liquidating Versus Selling Failed
Thrift Institutions," Research Paper No. 89-02 (Office of
the Chief Economist, Office of Thrift Supervision,
November 1989).

4.5 percent at the beginning of the RTC's ten-
ure to 2 percent by 1992 (see Figure 6). The
value of core deposits in IDTs has averaged
about 0.7 percent.

Difficulty in Transferring Assets and Lia-
bilities. Even though a purchase and as-
sumption or an insured deposit transfer rids
the RTC of the bulk of a failed institution, the
amount of assets and liabilities that the RTC
is able to transfer in such resolutions appears
to be dwindling. The RTC transferred lower
percentages of assets in purchase and assump-
tions in 1991 than in 1990 (see Figure 7). One
explanation might be that unacquired assets
are difficult to value in the negotiated sale, or
the assets may be so bad that the acquirer is
unwilling to accept them at a price that yields
a net cost savings of the case to the RTC. In
other words, the RTC may be retaining more
assets because it has to if it wants to accom-
plish purchase and assumptions.

The RTC has been more successful in trans-
ferring liabilities (deposits) than assets in
resolutions. In P&As, the RTC has trans-
ferred roughly 80 percent of the liabilities of
failed institutions. The assets and liabilities
that the RTC fails to pass on to acquirers must
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Figure 7.

Transferred Assets as a Percentage of Total Assets of Purchase and Assumption Resolutions
by the Resolution Trust Corporation, Fourth Quarter 1989 Through First Quarter 1992
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SOURCE: Congressional Budget Office using data from the Resolution Trust Corporation.

be liquidated. The increasing amount of these
retained holdings and claims is evidence that
the pursuit of institutional sales may be less
rewarding than originally hoped.

Put Options. Recognizing the difficulties in
transferring assets in P&A transactions, the
RTC has incorporated put options in the nego-
tiated sales. These options allow acquirers to
return to the RTC certain assets after the sale.
The RTC repurchases these assets at full face
value (that is, the value when the asset sale
was originally contracted), and thus the pur-
chaser temporarily acquires them at no risk.

Originally, the RTC had a policy of not of-
fering asset puts in resolution deals. In March
1990, this policy was changed to quicken the
pace of resolution. Since then, the majority of
resolutions include put options with terms
ranging from 6 to 18 months. Offering put op-
tions benefits both the RTC and the acquirer;
the RTC could reduce its cost of appraising
and maintaining the assets subject to put op-
tions, and the acquirer could fully appraise the
assets while holding their title. Offering put
options has sped up the initially recorded reso-
lution and has increased the chances for an in-
stitutional sale.

Of the $69 billion of assets transferred at
the time that each of the 407 P&As and 158
IDTs was resolved, about 37 percent had been
returned to the RTC as of December 1992.
Table 5 shows the record of "putbacks" of sev-
eral categories of assets. Securities were the
least likely to be returned to the RTC. Mort-
gages, other loans, and other assets had about
a 50 percent chance of being returned to the
RTC after an institutional sale.

Offering put options actually delays the
completion of the full resolution, though not
the RTC's initial recording of it, until the term
of the put expires. This delay is acceptable as
long as executed puts do not add to the cost of
resolution. Arguably, the acquirer bears the
administration and maintenance costs of the
returnable asset during the time that it holds
title. But the ability of acquirers to return
assets to the RTC increases the uncertainty of
resolution costs and can disrupt planning for
asset disposition. Moreover, costs can grow.
For example, the acquirer may not fully main-
tain the value of the returned asset. Sixto 18
months is a considerable amount of time for an
asset to decline in value. The RTC could im-
pose value-maintenance conditions on asset
puts, but doing so would be extremely difficult
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because the RTC did not perform a due-dili-
gence appraisal before transfer. Although as-
set put options help to speed the start of the
resolution process, enhance the likelihood of
an institutional sale, and lower the cost of ap-
praising assets, the record of returns and the
high likelihood for additional losses makes the
practice questionable.

Implications for Strategy

It would be tempting to say that the decline in
franchise value and the diminished ability of
the RTC to transfer assets and liabilities was
because the RTC was resolving thrifts that
were in increasingly poorer condition. But
data on the rate of loss on assets, which has
held fairly constant, indicate that resolutions
in 1991 were not likely to be worse cases than
those resolved in 1990. A better explanation
is that the loss of franchise value simply
represents the lowered expectations for profit
in the thrift industry and, to some extent, for
banks, which can also purchase thrifts and
thrifts' deposits. That is, thrifts in general
were less attractive to purchasers in 1991
than they were in 1990--and much less attrac-
tive than they were in the 1980s.

This conclusion has some important impli-
cations for the RTC and the OTS in deciding
on a strategy for the last stages of the cleanup.

As the franchise value of thrifts diminishes,
smaller cost savings can be obtained from sell-
ing either institutions or their core deposits.
Since the RTC incurs search costs from look-
ing for buyers and carrying costs from holding
institutions in conservatorship, liquidating in-
stitutions immediately may be more cost-
effective than keeping them in conservator-
ship for extended periods of time.

Before the 1980s, both the Federal Savings
and Loan Insurance Corporation and the Fed-
eral Deposit Insurance Corporation were re-
solving only a very few failed thrifts and
banks each year. The most effective and least
costly resolution method was to find an ac-
quirer to take most or all of the failed insti-
tution's assets and liabilities. When only a
very small proportion of thrifts were failing, it
was relatively simple to find another thrift to
acquire most or all of the failed institution.

During the 1980s, the FSLIC continued to
use purchase and assumptions rather than
liquidations. As more thrifts became troubled,
however, fewer thrifts were healthy enough to
absorb failures even though the FSLIC paid
acquirers to take on the failed institution's
losses. The FSLIC, therefore, sought nonthrift
acquirers such as eligible commercial banks,
nondepositories, and syndicates of private in-
dividuals. Near the end of its tenure, the
FSLIC had very little cash and could not af-

Table 5.

Assets Returned to the Resolution Trust Corporation After an Institutional Sale,

Inception Through December 1992

Assets Returned

Gross Sales Assets Returned as a Percentage

Type of Asset (Thousands of dollars) (Thousands of dollars) of Gross Sales
Securities 20,928 489 23
Mortgages 40,103 19,122 47.7
Other Loans 6,437 3,097 48.1
Real Estate Owned 201 153 76.1
Other 1,344 801 59.6

Total 69,013 23,661 343

SOURCE: Congressional Budget Office using data from the Resolution Trust Corporation.
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ford to liquidate failed institutions; it resorted
to offering substantial and often questionable
noncash incentives to entice acquirers to pur-
chase failed thrifts (see Appendix B).

The RTC has continued the tradition of pre-
ferring the P&A resolution method and resol-
ving failed thrifts on an institution-by-insti-
tution basis. This preference for P&As is un-
derstandable because of the potential to ob-
tain franchise value from the transaction and
thus to lower costs. But, as pointed out above,
the RTC has not been as successful in arrang-
ing P&As as was the FSLIC. Moreover, the
P&As that the RTC has arranged have not
transferred as much of the assets or liabilities
to acquirers. By the end of 1990, the RTC had
been able to arrange only eight whole P&As,
in which all of the assets and liabilities were
passed to acquirers.

Delaying the disposition of assets and lia-
bilities, which would occur in a liquidation, in-
curs carrying costs that might have been
avoided. These carrying costs include the
RTC's general administrative expenses, ad-
ministrative costs associated directly with
continued operation of the failed thrift, and
management costs for properties directly
owned by the failed thrift. In a liquidation,
the quicker a failed thrift can be resolved and

its assets disposed of, the lower carrying costs
will be. These costs should be weighed against
the potential franchise value of the institution
if a P&A can be arranged.

The outlook for P&As is not entirely bleak.
Data on RTC auctions of thrifts suggest that
there is significant interest among potential
buyers, although prospective acquirers may be
seeking only thrifts with extensive branch
networks. In addition, recent legislative
changes, improvement in market conditions,
and a relative increase in the value of a thrift
charter compared with a commercial bank
charter have enhanced the long-term pros-
pects of the thrift industry in general. If the
RTC can distinguish between thrifts for which
an extensive market exists and those for
which there may be fewer buyers, it could de-
vise a more cost-effective strategy than it now
employs.

Data on attendance at auctions and the bids
submitted for failed institutions show no
abatement in bidders' interest in thrifts put up
for sale by the RTC (see Figure 8). After a
drop-off in attendance and bidders in the
second quarter of 1991, the average numbers
have shown a steady increase to levels more
similar to those in 1990.

Figure 8.

Attendance and Bidding at Auctions for Failed Thrifts, Inception of
the Resolution Trust Corporation Through First Quarter 1992
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Figure 9.

Number of Thrifts Receiving Bids, Inception of the Resolution Trust Corporation Through May 1992

Intensity of Bidding for Failed Thrifts
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SOURCE: Congressional Budget Office using data from the Resolution Trust Corporation.

The combination of sustained bidding inter-
est and lower cost savings from completed
sales suggests that prospective acquirers may
be seeking only certain types of institutions.
Figure 9 shows the bidding intensity for
thrifts resolved by the RTC through May
1992. Of those thrifts for which bids were
made, most either received a single bid or
more than four bids. Single bids were gen-

erally made for smaller institutions and mul-
tiple bids for larger institutions. This pattern
reflects the attraction of acquirers for failed
thrifts that had extensive operations. Thus,
greater targeting of such thrifts for sale,
combined with quicker liquidation of those
thrifts that are judged to retain less franchise
value, may prove to be an effective cost-
cutting strategy.






Chapter Five

Asset Disposition

thrifts, the assets of those institutions

pass through the control of the Resolu-
tion Trust Corporation. Some of these assets
are transferred to buyers of thrifts, who pur-
chase the institution (and part of its assets)
and assume some or all of its liabilities. But
most of the assets remain with the RTC. A
primary goal of the RTC is to sell or otherwise
transfer out of government hands all of these
remaining assets (plus any additional assets
from thrifts that are added to the RTC case-
load before October 1993). The RTC is sched-
uled to transfer the remaining assets it con-
trols in receivership to the FSLIC Resolution
Fund by the end of 1997.

3. s part of the process of resolving failed

The RTC faces the difficult task of realizing
the highest possible price for assets that
typically will not find buyers unless they are
sold at a discount. In addition, the Financial
Institutions Reform, Recovery, and Enforce-
ment Act of 1989 imposed numerous other
conditions on how assets were to be disposed
of, including preferences for low-income buy-
ers and concerns for local market conditions.
How the RTC handles these conflicting objec-
tives and external constraints will be an im-
portant factor in determining the final cost of
cleaning up the thrift industry. The more
money the RTC receives for the assets it sells,
the less the cleanup will cost.

Status of the RTC’s
Asset Disposition Process

From its inception through December 1992,
the RTC took control of 734 thrifts with assets

valued at takeover at about $396 billion. As of
December 31, 1992, it had sold or transferred
to private hands all but $104 billion of these
assets--about $40.2 billion in conservatorships
and $63.4 billion in receiverships. The RTC is
charged with the task of removing from its
balance sheet the remaining assets under its
control.

The RTC deals with the assets it controls in
several ways: collection of loans, direct and
indirect sales, and securitization. Many of the
loans in the portfolios of failed thrifts will be
paid off by the borrowers. As these loans are
collected--by either receiverships or conserva-
torships administered by the RTC--the cash
received can be used to retire the debts (that
is, reduce liabilities) of the failed institution.
Collection can take a long time, however, be-
cause many of the failed thrifts' loans were
long-term mortgages. Moreover, some of the
assets are uncollectible (for example, invest-
ments thrifts made in land or other property
must be sold rather than collected) or are not
fully collectible because borrowers have de-
faulted. To dispose of assets more quickly or to
recover whatever value the assets have, the
RTC can sell them to someone else, letting the
acquirer collect them or sell them again.

As an alternative to selling assets directly,
the RTC can contract with private-sector
agents to sell them. Such contracting does not
constitute either a sale or a disposal until the
contractor sells the assets, but it does repre-
sent a form of transferring assets to the pri-
vate sector.

The RTC has also adopted the financial
practice of pooling some assets and selling se-
curities collateralized by the pool to the pri-
vate sector. This practice--known as securiti-
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zation--is not truly a disposal or a sale, but it
also represents a transfer of RTC assets to the
private sector.

Measuring the RTC’s Progress
in Disposing of Assets

Tracking the Resolution Trust Corporation’s
progress in disposing of assets is complicated
by the fact that many of the assets have lost or
will lose value while under RTC control. For
example, RTC appraisals of the assets at sei-
zure or resolution are more realistic than the
values that were shown in the failed thrift's
books before takeover. Reductions in assets
because of markdowns do not reflect disposal
on the part of the RTC; rather, they result
from marking the failed thrift's books closer to
the assets’ market value.

Assets can also lose value if they are al-
lowed to deteriorate while in the RTC's hands.
But the extent to which an asset deteriorates
while under RTC control is difficult to ascer-
tain because the true value the asset had
when the RTC took control of it is unclear.
Reductions in assets because of deterioration
while under RTC control also do not reflect
disposal; rather, they reflect losses to the RTC.

Because the value of assets in the RTC's
control can change--more likely falling than
rising--measurement of the RTC's progress in
disposing of assets is imprecise. Lacking any
better measures, however, this analysis as-
sumes that the degree of markdowns and asset
deterioration remains constant over time.
Data for the 653 thrifts resolved by the RTC
through December 1992 show that their assets
were reduced from about $324 billion when
they were placed under RTC control to about
$216 billion at the time of resolution--a reduc-
tion of $108 billion, or one-third of the original
amount (see Figure 10).

The value of assets drops further when the
thrift is resolved, either as part of a purchase
and assumption or an insured deposit transfer.
Depending on how one counts assets that are
returned to the RTC (through putbacks), the

Figure 10.

Reduction of Assets of the 653 Thrifts
Resolved by the Resolution Trust Corporation
from Its Inception Through December 1992
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SOURCE: Congressional Budget Office using data from the
Resolution Trust Corporation.

resolution of a thrift transfers between 21 per-
cent and 33 percent of its assets on average;
the remainder stays with the RTC.1 The
higher figure is obtained by dividing the total
amount of assets the RTC transferred to ac-
quirers by the gross assets the RTC reported
for those institutions at the time of resolution.
But when the assets returned to the RTC after
resolution are netted out of the equation, the
percentage of assets successfully transferred is
much lower--about 21 percent.

Receiverships will ultimately dispose of all
remaining assets. By the end of December
1992, the receiverships for the 653 thrifts re-
solved by the RTC still held about $63 billion
of assets--that is, about 20 percent of the
stated value of the original holdings and about
29 percent of the assets held at the time of res-
olution. As of December 31, 1992, only 27 of
the RTC receiverships had been terminated.

The Pace of Disposal

Many observers have criticized the Resolution
Trust Corporation for not selling or otherwise
disposing of the assets it manages fast enough.

1. These figures are averages and include liquidation pay-
outs, which transfer no assets at the time of resolution.
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A substantial portion of retained assets in con-
servatorships and receiverships--12 percent,
or $12.4 billion--are in the hard-to-sell cate-
gory of directly owned real estate (see Table
8). Moreover, of the loans the RTC controls,
which total $56.2 billion, more than one-third
($19.2 billion) are delinquent. Nevertheless,
the RTC still retains high levels of cash,
investment securities, mortgage-backed as-
sets, and performing mortgages (those on
which timely payments are still being made)
that are relatively easier to dispose of. Al-
though the RTC has been able to dispose of the
majority of acquired assets within the first
three years, the final disposal of remaining
assets is expected to take an additional four to
seven years.

Table 6.
Financial Assets Held by the Resolution
Trust Corporation as of December 31, 1992

Amount
(Billions
Type of Asset of dollars)
Loans
Mortgages for one- to four-family units 16.2
Other mortgages 228
Construction and land 99
Other loans 7.3
Subtotal 56.2
Real Estate Owned 12.4
Cash and Investment Securities 13.1a
Mortgage-Backed Securities 45
Subsidiaries 6.9
Other Assets 10.5
Total 103.6

SOURCE: Congressional Budget Office using data from the
Resolution Trust Corporation.

a. Excludes $13.1 billion in cash, investments (including re-
stricted investments), and accounts receivable accumu-
lated by receiverships.

Measuring Loss Rates
on Assets

One way to assess the RTC's progress in dis-
posing of assets is to examine the rate of loss
on assets that pass through its control. As
with other measures of the RTC's efficiency
(discussed in Chapter 4), the loss rate on
assets may reflect the condition of the failed
thrifts or of the economy rather than simply
the RTC's effectiveness. This is particularly
the case when comparing the RTC's loss rates
with those of the Federal Savings and Loan
Insurance Corporation.

The average (mean) loss on assets--mea-
sured by dividing the present-value estimate
of the thrifts' costs of resolution by the level of
their assets--indicates the severity of losses in
the thrift industry. Changes in the average
loss rate over time come from two sources.
First, the quality of assets in the portfolios of
institutions in the RTC caseload may become
better or worse. Second, the efficiency of the
RTC's disposal activities may change--either
improving with experience or worsening be-
cause of desperation to sell at any price.

The quality of assets in the portfolio of
failed thrifts is subject to many factors, mak-
ing comparisons of asset loss rates over time
extraordinarily difficult. One factor affecting
the quality of assets, and hence loss rates, is
the Office of Thrift Supervision's policy of
encouraging thrifts to shrink their business as
one strategy for improving their financial con-
dition. If a thrift does this but still fails, more
than likely it will have sold off many of its
good assets, leaving only the bad ones for the
RTC to dispose of. This practice increases the
loss rate on assets because the level of the
thrift's loss (the numerator) stays about the
same, but the total value of its assets (the de-
nominator) declines. The same effect occurs as
the RTC disposes of better assets while a failed
thrift is still in conservatorship.
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The RTC has an average loss rate on its 653
thrift resolutions of about 39 percent. This
rate is calculated by dividing the estimated
cost of resolution by the gross assets the in-
stitution held at resolution as reported by the
RTC. The calculation is based on the RTC's
revised estimates of resolution cost issued in
March 1993. That loss rate is lower, however,
if measured using assets the failed thrifts re-
ported in the quarter before their takeover.
By that measure, and using the March 1993
estimate, the average loss rate falls to 25 per-
cent. The difference between the two mea-
sures reflects the amount of assets institutions
lose before resolution (that is, while they are
under RTC control). The correct measure of
the average loss rate on assets is probably
closer to the 25 percent than the 39 percent
figure because the smaller figure includes all
forms of asset shrinkage while institutions are
under RTC control.2

Using data for loss rates based on assets
held by thrifts in the quarter before resolution
also facilitates comparison between the RTC
and the FSLIC. By this comparison, the RTC
appears to be more successful than the FSLIC
at minimizing losses. During the 1986-1988
period, the FSLIC's average loss rate on the
broader measure of assets (that is, in the
quarter before resolution) was 30 percent in
resolved institutions, compared with the
RTC's experience of 25 percent (see Table C-1
in Appendix C). As discussed in Chapter 4,
the RTC has accomplished this even though it
appears to have been less successful than the
FSLIC in arranging institutional sales and in
obtaining savings from both purchase and as-
sumptions and insured deposit transfers.
Moreover, the actual loss rates the FSLIC ex-
perienced are probably higher than initially
reported--significantly higher, according to a
recent reevaluation by the General Ac-

2, The median loss rate on assets of resolved thrifts (that is,
the number that lies in the middle of the distribution) ig
higher than the average (mean) loss rate. The median
loss rate using gross assets at time of resolution is about
34 percent for the 653 resolved thrifts and about 22 per-
cent using assets in the quarter before takeover. These
losa rates are about 4 to 5 percentage points lower than
the mean rates, indicating that loss rates are higher on
average at larger institutions than at smaller ones.

counting Office.3 Because RTC loss rates are
also initial estimates and subject to future re-
vision, a final comparison of FSLIC and RTC
loss rates cannot yet be made.

Factors Affecting the
Disposal of Assets

Two key objectives of the RTC are to sell loans
at the highest possible net return to the gov-
ernment and to do so quickly. But these objec-
tives often conflict.4 The most obvious conflict
is between the speed of sale and the price re-
ceived. Sales can be made quickly if the price
is low, but that would lower the return. Try-
ing to sell at too high a price, in order to raise
the return, can delay the sale and have the un-
intended effect of lowering the return; because
the asset is held longer, the final price of an
asset may need to be discounted to attract
more buyers.

Three general factors hamper the RTC's
ability to overcome this conflict between speed
and price of sale: depressed real estate prices
and related problems, lack of sufficient mar-
ket power, and problems related to the cost
and management of information.

Depressed Real Estate Prices

One of the major problems facing the RTC is
that most of the assets it manages are real es-
tate or claims against real estate. Real estate
prices throughout the country currently are at
depressed levels, making it difficult for the
RTC to recoup much value from these proper-
ties. Moreover, some of this real estate (re-

3. See General Accounting Office, Thrift Resolutions:
FSLIC 1988 and 1989 Assistant Agreement Costs Subject
to Continuing Uncertainties, Report to Congress (August
1992).

4. See Congressional Budget Office, "The RTC's Loan Se-
curitization Process," CBO Staff Memorandum (July
1992).



CHAPTER FIVE

ASSET DISPOSITION 49

ferred to as real estate held or owned) is
among the worst on the market. Some
properties were obtained by failed thrifts di-
rectly through their own investments; others
were obtained through foreclosure on de-
faulted loans.5 Management of real estate
held is slightly different from that of loan as-
sets because the RTC is directly responsible
for managing the value of the property, add-
ing another layer of cost to the RTC's task. In
addition, the RTC may affect real estate prices
by the way in which it sells its holdings.
Dumping assets at below-market prices would
lower prices for all sellers.

Most of the mortgage loans in the RTC's as-
set portfolio are substandard in both perform-
ance (that is, timely repayment) and docu-
mentation. The failed thrifts that owned these
loans were generally in financial and mana-
gerial disarray. Not only did they make sub-
standard loans, but their documentation and
servicing of them received less than the close
attention and vigorous oversight necessary to
maintain the loans' value. In some cases, time
can improve the quality of substandard loans.
When substandard loans are put up for sale
quickly, acquirers offer lower bids to reflect
their uncertainties about the assets. Thus,
selling quickly probably lowers the return,
and slower sales could yield higher prices.

Rather than sell these loans, the RTC may
hold them in the conservatorship's asset port-
folio until resolution. As the loans are repaid,
that portion of the portfolio is liquidated. But
that takes time. If, as alleged, the RTC is
more inefficient than the private sector in ser-
vicing these loans, it should operate under the
principle of transferring ownership to the pri-
vate sector as speedily as possible. As will be
discussed below, one alternative to the RTC's
marketing these loans directly is for the RTC
to contract with the private sector to both
manage and dispose of these assets--that is,
consignments using the SAMDA (Standard

5. Given that the RTC controls such a high percentage of
delinquent loans in conservatorships and receiverships,
many of these loans will be transformed into repossessed
assets, thus increasing the RTC's level of real estate
owned.

Asset Management and Disposition Agree-
ment) contract. Another alternative, also dis-
cussed below, is to securitize these loans. The
securitization process allows the RTC to con-
tract a price for the asset before realization of
the asset's full true value, which is only
known once the loans have been repaid or
fully foreclosed.

Market Power

The RTC must pay attention to the competi-
tiveness of the potential purchasers of assets.
As a major holder of real estate and financial
assets, the RTC should be able to take ad-
vantage of its market position to sell at higher
prices, but it cannot exploit its position in the
market because the fact that the RTC must
sell its holdings is widely known. If the RTC
sold all of its assets to a single purchaser, then
speed of sale and final price would depend on
the RTC's bargaining power relative to that of
the single purchaser. As more purchasers en-
ter the market, the competition among poten-
tial bidders dilutes their bargaining power
relative to that of the RTC and improves the
RTC's sales price.

A disadvantage of such a retailing strate-
gy--that is, selling directly to a large number
of buyers--is that the costs that potential buy-
ers incur in preparing their bids can reduce
the value of their bids. Retailing can also add
to the RTC's administrative costs because it
may require more management information.
Thus, selling to a single purchaser or a limited
group of purchasers--wholesaling--has some
advantages despite the loss of market power.
Wholesaling of assets, for example, has the ad-
vantage of shifting information and adminis-
trative costs from the RTC to the wholesale
buyers. The RTC has used both retailing and
wholesaling strategies.

Information Costs

Before a sale can be made, the RTC must iden-
tify, appraise, inventory, and otherwise pre-
pare an asset so that it can be bought. This
process may require extensive legal work,
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especially in ensuring that the title and other
records associated with the asset are in order.

The large volume of assets in the RTC in-
ventory requires substantial costs associated
with performing a due-diligence audit and ap-
praising, inventorying, managing, and selling
the assets. An asset cannot be sold unless the
RTC verifies that the thrift held claim to the
asset and that all of the paperwork associated
with loans and investments of failed thrifts is
in order. The value of the asset must be ap-
praised so that the RTC can comply with
FIRREA's stipulation that the RTC obtain at
least 85 percent of the asset's fair market val-
ue in its resale. All of the assets must be in-
ventoried so that the RTC knows what it has
available for sale and can satisfy claims
against receiverships that control the assets.
The RTC must manage the cost of the asset
effectively in an effort to preserve its value for
resale. The RTC also incurs costs to market
the assets. Estimates of all of these costs are
very difficult to project, but most analysts
agree that they are substantial.

If there were perfect information about the
quality of assets under the RTC's control and
if bidding for these assets were perfectly com-
petitive, then the RTC could obtain prices for
these assets that approached their true pri-
vate-sector values. But neither of these con-
ditions is fully satisfied. The best the RTC can
do is to improve the quality of information on
the assets it manages, manage those assets as
effectively as possible, and sell them in a mar-
ket as competitive as possible. As will be dis-
cussed in the next chapter, the General Ac-
counting Office has been highly critical of the
RTC's management information systems.
Further improvements in this critical area are
necessary to improve overall efficiency.

RTC Programs for
Disposing of Assets

As one would expect, many of the assets that
end up in the RTC's hands are difficult to sell;

most of the good assets would have been trans-
ferred as part of a thrift resolution. Or, put
another way, having good resalable assets is
one element that makes a thrift worth buying.
Thus the RTC is, for the most part, left with
selling assets that nobody wanted. To do so, it
must heavily discount the asking price until it
finds a buyer willing to take the asset because
it is so cheap.6

After a thrift has been resolved, the RTC
uses three general methods for disposing of
the assets it manages:7

o Some assets are sold directly by RTC sales
centers through bulk sales, auctions, and
other methods.

o Some assets are assembled into special
portfolios that are marketed by private
contractors using SAMDAs.

o The RTC disposes of a substantial portion
of assets through its securitization pro-
gram.

Direct Sales

The RTC sells directly some of the assets it
controls. Most of these assets are financial
ones such as loans and securities--claims of
the thrift against borrowers that may or may
not be secured by collateral. Other assets are
physical property such as land or buildings.

6. Thia does not mean that the RTC causes a loss. The dis-
count of the price is based on the value of the asset re-
corded (or "booked™ by the thrift that made the in-
vestment. If markets operate well and there is free and
perfect information about what is being bought and sold,
then the price obtained by the RTC in an asset sale is the
current market value.

7. For a more complete description of RTC asset disposi-
tion, see General Accounting Office, Resolution Trust
Corporation: Asset Pooling and Marketing Practices Add
Millions to Contract Costs, Repart to Congressional Com-
mittees (October 1992). The RTC can also actively mar-
ket assets before resolution while the thrift is in con-
servatorship. The OTS can also encourage a troubled
thrift to sell off its assets before takeover.
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The RTC obtains appraisals of the value of
the physical property it controls and may sell
the property for as little as 85 percent of the
appraised value. Appraisals determine value
in numerous ways, but all appraisals are esti-
mates of the market value of the asset. For ex-
ample, appraisers can look at similar prop-
erties in the market that have recently been
sold and use their sales prices to value the
property being appraised. Alternatively, ap-
praisers can value a property by considering it
an investment that generates a positive cash
flow over time. By making assumptions about
expected cash flows, future interest rates, and
other variables, appraisers can determine a
value.

Selling financial assets requires a secon-
dary market. If the securities are standard-
ized, such as notes and bonds, and if there is a
mature market in which these securities are
traded, the RTC can readily sell them. If the
securities are in the form of loans, there may
or may not be a mature secondary market for
them. Performing mortgages (those that are
still being paid) have a mature secondary mar-
ket, but nonperforming (or delinquent) mort-
gages or consumer and commercial loans do
not. If a mature secondary market does not
exist, then potential buyers will want to scru-
tinize the credit quality of the loan. The legal
paperwork associated with the loan, the abili-
ty of the borrower to repay, the principal out-
standing, and the value of collateral backing
the loan are some of the factors that potential
buyers consider when making a bid.

Even after ascertaining that the credit
quality of a financial asset is sound, the buyer
may not offer full face value for the asset. If
the asset is earning a yield that is below mar-
ket interest rates for a similar asset with the
same time to maturity, then the seller must
lower the price of the security so that the asset
yields a market rate.

The RTC has been successful at selling
securities and some performing loans. As dis-
cussed above, however, much of the asset port-
folio that it controls is in the form of real es-
tate owned, substandard loans, or loans that

do not have a developed secondary market.
Some types of financial assets are sought by
companies that specialize in collecting non-
performing loans that may or may not be stan-
dardized. For example, retailers often sell
some of their loans to specialized collection
agencies to finance the purchase of goods.
These agencies require considerable informa-
tion on loans that they purchase in order to
place an accurate value on them.

To help the RTC broaden the market for its
assets, the RTC Oversight Board approved a
$7 billion pilot program for seller financing in
December 1990. About $2 billion of assets
were sold with RTC financing between March
1991 and November 1992. Seller financing is
a common retailing practice. For example,
many department stores offer their own plans
of revolving credit to their customers, and
automobile manufacturers offer their custom-
ers financing from a corporation that the
manufacturer owns. In the case of the RTC,
the aim of seller financing is to speed up the
disposal of assets and both widen and deepen
the market. More buyers can be found that
can afford the acquisition, and smaller ac-
quirers can be attracted because they would
need less cash up front.

A fundamental problem the RTC has with
seller financing is that it replaces an asset
from an RTC-controlled institution with an
asset that is a loan to the acquirer. The loan is
collateralized by the sold asset, but the value
of this collateral was questionable in the first
place. Financing sales in this way increases
the risk to the RTC and adds the cost and re-
quirements associated with retail sales financ-
ing because the RTC must perform credit
checks on acquirers and collect on the loans it
makes. Although these costs may be offset by
the gains from widening and deepening the
pool of potential buyers, which may yield
higher returns on asset sales, it is unclear that
the offset is profitable.

In addition to facilitating sales, seller fi-
nancing allows the seller to offer multiple
pricing of a single good. The buyer must con-
sider both the price of the good and the cost of
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financing the good through the seller. Buyers
can choose between immediate payment and
payment over time. The trade-off for the buy-
er is paying more cash at the time of sale
versus making smaller cash payments over a
period of time that sum to a greater amount
than an immediate full cash payment. Al-
though the seller receives less cash immedi-
ately for sales, it profits from offering the fi-
nancing. The seller also benefits from increas-
ing its volume of sales. There is a risk to the
seller in offering financing--as with anyone
who offers credit--that the customer will de-
fault.

Consignments Using SAMDAs

The RTC has employed private contractors to
dispose of assets using the Standard Asset
Management and Disposition Agreement es-
tablished by FIRREA. Using private contrac-
tors to dispose of assets can be more efficient
for the RTC than doing the job itself if the
agreement includes incentives for the private
contractors to lower their transaction and
carrying costs.

The SAMDA program was delayed in get-
ting started; the first SAMDA contract was
executed on August 30, 1990. Since then the
RTC has been adjusting the structure of the
SAMDA program to ensure responsible,
prompt, and efficient disposition of assets
through private contractors.

The RTC pays SAMDA contractors two
types of fees: a monthly fee for managing as-
sets, and a one-time disposition fee for each
asset sold. According to the General Account-
ing Office, management fees have averaged
about 1 percent of a portfolio's asset value per
year.8 Disposition fees have averaged about 2
percent of the asset's net selling price.

The classic problem with selling assets on

consignment is that the incentives for private

8. See General Accounting Office, Resolution Trust Corpo-
ration.

contractors must be structured in such a way
that they do not disadvantage returns on asset
sales. Paying contractors solely on the basis of
the volume of assets that they handle can
delay sales and gives contractors little incen-
tive to preserve the value of assets under their
control. This delay increases the carrying
costs of RTC-managed assets.

The SAMDA contract addresses this issue
by also compensating contractors on the basis
of the price obtained when the asset is sold.
Since SAMDA contractors obtain a percentage
of the selling price, they have an incentive to
seek higher prices for the assets they manage.
In part, contractors obtain higher prices by
maintaining the quality of assets that they
manage for the RTC.

The General Accounting Office has been cri-
tical of the RTC's management of SAMDA
contractors.? Much of its criticism focuses on
the poor quality of RTC management informa-
tion systems, which do not adequately monitor
SAMDA contractors and have led to the wrong
types of assets being placed under SAMDA
contracts. These contracts are especially use-
ful for assets that are difficult to sell, such as
nonperforming loans and real estate. It is not
clear that SAMDA contracts are necessary for
assets that are easier to sell, such as perform-
ing loans.

Securitization

Securitization allows the RTC to pool its hold-
ings of several mortgage loans into a single
financial asset. The packaged asset issold ina
so-called passthrough security issuance--that
is, the RTC passes through to the buyer of the
security the interest and principal payments
made on the mortgages in the package. In-
vestors who buy these packages receive a fixed
rate of interest and a return of principal as the
loans in the pool are repaid.

9. Ibid.
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Securitization is a common practice in fi-
nancial markets.10 Over the past decade, fi-
nancial markets have seen an increasing
switch between traditional lending and securi-
tization. Intraditional lending, the lender ori-
ginates the loan and holds the financial claim
against the borrower until the loan is fully re-
paid--that is, until maturity. In securitiza-
tion, the lender originates the loan and then
sells the financial claim to another financial
institution or to individuals. Successful se-
curitization typically requires a mature secon-
dary market. Securitization permits lenders
to lower their liquidity risk--that is, increase
their ability to convert assets into cash.

The recent phenomenon of securitization in
the United States encompasses two separate
developments. The first was the collection of
large numbers of illiquid loans, such as mort-
gages, into pools that collateralize the securi-
ties issued.1l Residential mortgages were
relatively easy to securitize because the mort-
gages were fairly standardized and because
government agencies that underwrote the se-
curitized issues enhanced the credit by guar-
anteeing payment of interest and principal to
the purchasers of the securities. The second
development was the securitization of other
types of financial claims such as consumer
loans--notably automobile loans and amounts
owed on credit cards. Securitization in this
area was slower to develop than securitization
of mortgages because the assets were less
standardized and because secondary markets
had to develop experience in judging the over-
all credit quality of the pools.

The development of securitization in the
private sector--albeit with government assis-
tance--reflects some of the obstacles for RTC

10, See Robert E. Litan, The Revolution in U.S. Finance
(Washington, D.C.; Brookings Institution, 1991).

11. This form of securitization was launched by three gov-
ernment entities that finance housing--the Government
National Mortgage Association, the Federal National
Mortgage Association, and the Federal Home Loan
Mortgage Corporation--in order to enhance the liquidity
of mortgage lending institutions. Increasing the lenders'
liquidity lowered the cost of residential mortgages and
the lenders’ liquidity risk.

securitization. Although many of the assets
under RTC control are readily securitized,
others are not. Securitization requires that a
mature secondary market exists for the securi-
ties issued, that the assets being securitized
are standardized, and that the pool is fairly
homogeneous (that is, similar types of assets
are placed into the pool). Securitization also
requires that the originator make arrange-
ments for servicing the loans (that is. collect-
ing payments of interest and principal and
dealing with or foreclosing on loans in de-
fault). This is a complicated process to which
the RTC has devoted considerable attention.

The RTC has treated securitization as if it
were equivalent to selling all of the loans in
the asset pool at a fixed price. Like sales fi-
nancing, however, securitization does not com-
pletely dispose of the asset, nor does it truly fix
the price.12 Rather, because the RTC retains
nearly all of the risk of repayment of interest
and principal, it effectively retains an equity
interest in the loans, and the final sales price
of those loans depends on how well they per-
form over time.

To raise the price of the passthrough securi-
ties and to assure a fast sale, the RTC retains
the risk of losses on the loans in the pool up to
a loss rate that could be expected during a
period like the Great Depression. This guar-
antee against loss has been estimated to be
between four and seven times conservative
estimates of expected losses. In anticipation of
some loss on the assets that it pools, the RTC
has established a reserve against the value of
assets it securitizes, although that reserve is
much less than the full amount needed to back
up the RTC's guarantee. If losses are in-
curred, they are charged to that reserve, and
the RTC realizes a correspondingly lower
amount than the securitization price initially
reflected. Losses exceeding the funds in re-
serve are absorbed by the RTC.

12. For a full discussion of the RTC securitization program,
see Congressional Budget Office, "The RTC's Loan Se-
curitization Process.”
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Despite these problems, securitization of-
fers several advantages to the RTC. First, it
permits the RTC to pool assets and spread the
risk of any single asset to the pool. Second, it
permits the RTC to dispose of assets quickly.
Although not strictly a sale, securitization en-
ables the RTC to dispose of its portfolio more
quickly than it could through individual asset
sales. Securitization also benefits the RTC by
expanding its pool of bidders. If the RTC cor-
rectly prices the pooled assets, securitization
may prove to be the best available strategy for
achieving its mandated objective of selling as-
sets quickly at the best price.

Nevertheless, because the securitization
program leaves the RTC with most of the risk
of loss on assets in the securitized pool, it is
less than the ideal strategy. Because the RTC
does not sell the asset but only a claim against

the income from a pool of assets, the RTC is
effectively borrowing funds through the sale of
securities using these pooled assets as collat-
eral for the loan. Such a collateralized loan
may not be the best strategy for disposing of
assets because the RTC can borrow from the
Federal Financing Bank at the Treasury bor-
rowing rate. Securitization is costly because
market rates on these securities are on the
order of 100 basis points (that is, 1 percentage
point) higher than rates of equal maturities on
Treasury borrowing.

Another problem with securitization is that
the RTC must decide how much of each type of
asset to include in the securitization program.
As with other decisions about allocating re-
sources, putting too many assets into the pro-
gram can lead to bottlenecks in the overall as-
set disposition process.



Chapter Six

Options for Improving
the Thrift Cleanup

were incurred before the Resolution

Trust Corporation was created. Those
losses cannot be avoided. They occurred
when thrifts took in deposits that were guar-
anteed by the federal government--often
promising high rates of interest on them--and
made loans and investments that ultimately
went sour.

M ost of the costs of the thrift cleanup

The RTC, however, has a key role in deter-
mining the final cost of the thrift crisis by both
helping to avoid further thrift failures and
maximizing the return to the public from sell-
ing the remains of thrifts that have already
failed. Several specific options for improving
the RTC's efficiency are discussed in this chap-
ter. Keepin mind, however, that although the
possible cost savings from implementing one
or more of these options are potentially mea-
surable in billions of dollars, they are small
relative to the total size of insured deposits at
the failed thrift institutions and to the total
costs of resolving those thrifts.

Improving the RTC's efficiency, however, is
not the only important policy issue concerning
the thrift cleanup. The RTC virtually ex-
hausted its appropriation in April 1992. Al-
though it is still taking on new conservator-
ships formed for failed thrifts seized by the
Office of Thrift Supervision, the RTC lacks the
appropriations needed to resolve them. In
1992, the RTC estimated that this delay in
funding increased its costs by about $200 mil-
lion to $250 million per quarter. The RTC,
moreover, is scheduled to cease taking failed

thrifts from the OTS in October 1993. It will
continue to resolve those institutions it con-
trols in conservatorship and to dispose of as-
sets and liabilities it controls in receivership,
but the Savings Association Insurance Fund
will inherit the responsibility for new thrift
resolutions.

These circumstances give rise to important
policy questions. How much money will be
needed to resolve the thrifts the RTC now con-
trols in conservatorship? How much addition-
al funding is required for thrifts that the OTS
plans to transfer before October 1993? If the
RTC ceases to take new failures after its term
expires, how many failed thrifts will the SAIF
have to resolve, and does the SAIF have the
resources to deal with this caseload? If the
SAIF's projected caseload is so large that its
resources are depleted before it has a chance to
become operational, does 1t make sense to ter-
minate the RTC as scheduled or to increase
the funding for the SAIF?

Answers to these policy questions hinge on
the fundamental question of how much of the
thrift crisis is left to be cleaned up. This ques-
tion continues to be debated. Uncertainty
about the solvency of currently undercapital-
ized thrifts and the future viability of the
thrift industry in general results in differing
views on the extent of the cleanup that re-
mains.

The first section of this chapter discusses
the strategic options available to policymak-
ers for completing the cleanup. The second
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section discusses specific options for improv-
ing the RTC's efficiency, thereby lowering the
cost of the cleanup and reducing the money
needed to finigsh the job. Although these op-
tions are directed toward RTC operations,
some may be appropriate for its successor's op-
erations.

Strategic Options for
Dealing with the
Remainder of the
Cleanup

One of the central policy decisions to be made
over the next year is whether the resolution
function of the RTC should be terminated in
October 1993, as scheduled. Alternatively, its
term could be extended again to allow the
RTC to finish the job it started and to permit
the SAIF to begin operations with a clean
slate, unburdened by the need to clean up the
remnants of the thrift crisis.

Projecting the Remaining
Cost of the Cleanup

A key element in this policy decision is to de-
termine how much of the thrift cleanup re-
mains to be completed. Making precise esti-
mates is difficult because of the uncertainties
about how many more resolutions will be
done, how much they will cost, and how long it
will take. The projections of the Congres-
sional Budget Office have differed from those
of the Department of the Treasury, which are
the official estimates offered by the Bush and
Clinton Administrations. In turn, some of the
Treasury's projections have differed from
those reported by the RTC or the OTS.

Bush Administration's Projections. In
May 1990, the Bush Administration projected
that between 800 and 1,000 thrifts would re-
quire resolution (this estimate included the
124 thrifts the RTC had resolved through May

1990, but not the 489 resolved by the Federal
Savings and Loan Insurance Corporation
since 1980). The cost of these resolutions was
given in 1989 dollars as ranging between $89
billion and $130 billion. This projected
range--which was $39 billion to $80 billion
higher than the Bush Administration esti-
mated when the Financial Institutions Re-
form, Recovery, and Enforcement Act was be-
ing drafted--did not change much. The Trea-
sury's opinion of where the true cost lay with-
in the range did change, however, and its bud-
get request for nominal dollars associated
with the projection also changed.l In October
1991, the Treasury requested $80 billion for
RTC appropriations in addition to the $80 bil-
lion that had already been appropriated. This
request was based on the Treasury's opinion
that the final cost of the cleanup would be
close to the high end of the range it reported in
May 1990.

In February and again in July 1992, the
Treasury repeated its May 1990 projection
range. In July 1992, it projected that an addi-
tional 236 thrifts would require resolution by
the RTC (in addition to the 652 resolutions
done through July 1992)--presumably by the
September 30, 1993, deadline for the RTC to
deal with new failures. The Treasury esti-
mated that an additional $55 billion budget
cost would be incurred to finish the resolu-
tions. In requesting this amount, the Trea-
sury assumed that the Congress would appro-
priate the unused balance of the $25 billion
appropriated in the Resolution Trust Corpora-
tion Refinancing, Restructuring, and Improve-
ment Act in December 1991 for resolutions
through March 1992.

There was some confusion about the Bush
Administration's projections during 1992.
The $71.8 billion the Treasury requested--$55
billion plus $16.8 billion the RTC had not used
from the RTCRRIA appropriation--seemed

1. The projected range of $89 billion to $130 billion was
stated in 1989 dollars and was on a present-value basis.
Since the RTC was expected to spend cash for resolutions
over several years, it needed a larger appropriation in
nominal dollars.
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very high if only 236 more thrifts were pro-
jected to require RTC resolution.2 Moreover,
the RTC and the OTS offered their own projec-
tions, which were different from the Trea-
sury's and were viewed by many as overly op-
timistic. Most of the confusion stemmed from
the fact that both the RTC and the OTS made
their projections using assumptions about the
caseload and timing of future resolutions that
were different from the Treasury's.

President Bush's January 1993 budget re-
lease did not reveal his Administration's last
estimate of the cost of the thrift cleanup. It
probably reflects losses at the lower end of the
Treasury's May 1990 projected range of $89
billion to $130 billion (in 1989 dollars).

Clinton Administration's Projections. In
March 1993, the Clinton Administration of-
fered its first projection of the cost of the clean-
up.3 Under the assumption that the RTC
would cease taking institutions for resolution
on September 30, 1993, the Treasury Depart-
ment made a point estimate for resolving the
remaining RTC caseload. That estimate,
which includes conservatorships the RTC ad-
ministers and thrifts that are expected to be
transferred to the RTC before October 1993,
was $19 billion. Adding this $19 billion to the
$85 billion the RTC had committed through
the end of 1992 brings RTC costs to $104 bil-
lion. The Treasury also made a point estimate
of $13 billion in losses for the SAIF through
1998. The Treasury included $2 billion in
losses for thrifts that could be resolved by
either the RTC or the SAIF but whose pro-
jected timing of seizure was too close to call.
The Treasury's point estimate for the entire
clean-up--fiscal years 1989 through 1998--is
$119 billion in nominal dollars.

2. Statement of Nicholas F. Brady before the House Com-
mittee on Banking, Finance and Urban Affairs, July 29,
1992.

3. Statement of Lloyd Bentsen, Chairman of the Thrift
Depositor Protection Oversight Board, before the House
Committee on Banking, Finance and Urban Affairs,
March 16, 1993.

Recognizing that point estimates are un-
certain, the Treasury also provided a likely
high estimate of the loss: $112 billion for the
RTC, $17 billion for the SAIF, and $3 billion
for either the RTC or the SAIF, for a total cost
of $132 billion. Based on this high estimate,
the Treasury requested $45 billion of addition-
al funds for the cleanup.

CBO's Projections. In January 1993, CBO
estimated that the cost of the thrift cleanup--
from the RTC's inception through fiscal year
1998--would be about $120 billion (in 1990
dollars) plus or minus $15 billion. On a com-
parable basis, this estimate is probably higher
than the point estimate reflected in the Bush
Administration's last projection, but it lies
within the range of that Administration's May
1990 estimate. The CBO estimate is only
slightly higher than the Clinton Administra-
tion's March 1993 estimate, but that March
estimate lies well within CBO's range.

CBO's projection assumes either that the
RTC's term will be extended or that the tran-
sition from the RTC to the SAIF will not be
costly. It also assumes that the RTC will re-
ceive funding in the spring of 1993. CBO fore-
sees nominal losses of $51 billion through fis-
cal year 1998. This estimate includes losses at
thrifts currently in conservatorships as well as
future closings. An estimated $8 billion in in-
surance premiums (paid to the SAIF) and re-
maining appropriations for losses can be used
to offset these nominal losses, leaving a gap of
$43 billion. Adding the $43 billion to the $85
billion committed to date yields a cost of $128
billion in nominal dollars. On a present-value
basis and in 1990 dollars, the estimated cost of
the 1989-1998 cleanup is $120 billion.

If the remaining cleanup is in the range
CBO projects, the caseload will be greater
than the RTC can handle before October 1993.
Cases not dealt with by the RTC will have to
be resolved by the SAIF. The SAIF currently
exists only on the books of the Federal Deposit
Insurance Corporation, which administers it;
the fund has minimal financial resources. Yet
the SAIF may need as much as $33 billion of
funding to deal with thrift resolutions (net of
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its projected premium income). Even with a
$33 billion appropriation, the SAIF will need
some capitalization.

The Financial Institutions Reform, Recov-
ery, and Enforcement Act of 1989 and sub-
sequent legislation anticipated that the SAIF
might need Treasury funding to build up suf-
ficient cash reserves and therefore authorized
two types of annual payments for this purpose.
One authorization provides for a payment
each year through 2000 equal to the difference
between $2 billion and the annual premium
assessments insured thrifts pay to the SAIF.
The second authorization provides for pay-
ments to maintain the SAIF's net worth ac-
cording to a designated schedule starting at $1
billion for the beginning of fiscal year 1993
and increasing to $8.8 billion for the begin-
ning of fiscal year 2000. CBO estimates that
the SAIF needs about $7 billion to be suffi-
ciently capitalized.

The Federal Deposit Insurance Corporation
has authority to borrow up to $30 billion to
allow the SAIF to finance insurance losses.
The SAIF, however, shares this line of credit
with the Bank Insurance Fund. The amount
of such borrowing is constrained by the legal
requirement that the FDIC and the Secretary
of the Treasury agree on a repayment sched-
ule. This schedule must show that income
from premium assessments will be sufficient
to pay both principal and interest on the loan.
Although the SAIF could use this borrowing
authority to resolve some thrift failures if
funding for the RTC and the SAIF is insuf-
ficient, the constraints on this authority make
it an infeasible source.

Extend the RTC’s Deadline or
Again Restructure the Cleanup

In March 1992, the RTC announced plans to
reduce staff substantially and to start closing
field offices. This announcement obviously
anticipated the September 30, 1993, deadline
and appears to have been made on the basis of
the more optimistic projections of the OTS and

the RTC with regard to the remaining costs of
the cleanup. When the term of the RTC's res-
olution function expires in October 1993, more
staff will be transferred back to the Federal
Deposit Insurance Corporation, from which
they were temporarily assigned. The FDIC,
which operates the SAIF, would presumably
use these and other staff resources to deal with
any remaining failed thrifts.

An alternative is to extend the RTC dead-
line. Having the RTC complete the cleanup
would avoid further complicating the already
confusing issue of funding. Furthermore, the
RTC could continue to use its experienced staff
in an administrative structure that is familiar
to its employees. Extending the deadline
could help avoid a costly delay in the resolu-
tion process. Extending the RTC's deadline is
unlikely to add further cost to the cleanup.
Even if the cleanup of failed thrifts is nearly
over, a short delay in winding down operations
would probably be less expensive than the po-
tentially high costs of transferring responsi-
bilities to the SAIF.

Another alternative is to merge the Resolu-
tion Trust Corporation with the Federal De-
posit Insurance Corporation by placing it un-
der the FDIC’s administration. This option
could avoid the administrative problems asso-
ciated with transferring the RTC's resolution
function to the Saving Association Insurance
Fund in October 1993 and the RTC's asset dis-
position function to the FSLIC Resolution
Fund in January 1997. Personnel and other
resources could be transferred from the RTC to
the FDIC without a merger, but disruptions
from reassigning personnel and equipment
could be minimized by having the FDIC ab-
sorb the RTC all at once. Personnel and equip-
ment could be distributed internally within
the FDIC (rather than shifted from one agency
to another) while the RTC continues to per-
form its functions.

The drawback of this option is that the
Clinton Administration would be less directly
involved with the thrift cleanup. The RTC
initially was under the FDIC’s administra-
tion, but its strategic policies were set by the
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Oversight Board. Although this arrangement
was cumbersome and inefficient, it provided
the Administration with some control and
oversight of the cleanup. But at this stage
such oversight and control may not be as
necessary as when the RTC was established.
Some policymakers may be concerned, how-
ever, about creating a single agency with such
extensive authority and responsibility with-
out direct oversight by the Administration.

Regardless of whether the RTC's term is ex-
tended, certain options are available for im-
proving the efficiency of its operations. If the
RTC's term is extended, these options could
save significant sums. If the RTC's term is not
extended, some of the options still would ap-
ply, and others might be appropriate for the
SAIF to carry out.

Options for Improving
the RTC’s Efficiency

Three general types of reforms of RTC opera-
tions are discussed below. Specific options for
changing RTC policies are suggested under
each of the three general types. These options
do not constitute all possible options, nor are
they presented in any order of preference.
Some of the options are contingent on the use
of other options. Many of them parallel re-
forms announced by Treasury Secretary Lloyd
Bentsen in conjunction with his March 1993
release of the Clinton Administration's esti-
mate of the final cost of the cleanup.4

A fourth and probably more significant set
of actions lies outside the RTC's purview and
therefore is not dealt with in detail here. Re-
sponsibility for these actions--namely, main-
taining the health of those thrifts that have
survived and promptly closing those that fail--
falls primarily to the Office of Thrift Super-
vision in its role as the primary regulator of

4. Statement of Lloyd Bentsen, March 16, 1993.

the thrift industry. The RTC, however, can
greatly affect the survivability of the remain-
ing thrifts by how well it handles its own
responsibility for resolving the failures. Some
of these interactive effects between thrift reso-
lutions and the viability of remaining thrifts
are touched on in the discussions below.

Three areas of the RTC's responsibilities
are potentially subject to improvement:

o The way it resolves failed thrifts. Options
presented below include accelerating the
pace of resolutions, combining RTC-con-
trolled thrifts for institutional sales, re-
quiring the RTC to liquidate failed thrifts
in its caseload, shifting responsibility for
some early resolutions to the OTS, and
lowering the cost of liabilities in RTC con-
servatorships.

o The way it disposes of assets. Options in-
clude repackaging assets for "junkyard
sale," changing the bidding process for as-
sets, relying more on private-sector man-
agement of assets, and eliminating RTC
financing of asset sales and securitization.

o The way it operates its own organization.
Options include improving the RTC's over-
sight of contracting operations and im-
proving its management information sys-
tems.

These options should be evaluated on the
basis of their ability to save taxpayers' money
while closing the books on the cleanup of the
thrift industry as quickly as possible. The ad-
vantages and disadvantages of each option are
discussed primarily on the basis of cost-
effectiveness, but other factors are mentioned
where appropriate.

The exact values of the benefits and costs
associated with each of the identified options
are difficult to ascertain. Even if they account
for only 1 percent of the total cost of thrift
losses, they would represent a substantial
sum. It is unclear whether some of the options
would result in net benefits, and although
implementing all of them may not be desirable
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or feasible, certain specific features of each op-
tion could be adopted on their own or in combi-
nation with other options. The underlying
strengths and weaknesses of the options,
moreover, further illustrate the difficulties en-
countered in trying to improve the operation
of the RTC. Several of the reform options
could be carried out administratively.

Change the Resolution Process

A radical change that the RTC could make
would be to alter the resolution process by
shifting the focus from sequential resolution of
institutions to a more aggregate approach.
The importance of changing the resolution
process may have diminished because the
RTC's caseload is now substantially smaller
than it was when the RTC commenced opera-
tions in 1989.

Several proposals for reform of the RTC's
resolution process were made before passage
of the Resolution Trust Corporation Refinanc-
ing, Restructuring, and Improvement Act of
1991.5 In particular, critics have been urging
that the RTC abandon its policy of resolving
failed thrifts on an institution-by-institution
basis. That policy favors institutional sales
over liquidations and was inherited from the
FSLIC and the FDIC, which were faced with
resolving a small number of failed institutions
each year.

Because the RTC is required to resolve
failed thrifts at the lowest cost, it has con-
tinued the FDIC and FSLIC practice of first
attempting an institutional sale through a
purchase and assumption, which typically
would be less costly than other methods. As
described earlier, the ability of the RTC to ar-
range a P&A rests with the value of a failed
institution as an ongoing concern. If the RTC
can capture a franchise value that is higher

5. See, for example, Task Force on the RTC, Report to the
Subcommittee on Financial Institutions Regulation
Superuvision and Insurance (March 11, 1991),

than its costs for seeking an acquirer, then net
resolution costs of an institutional sale would
be less than those of a liquidation.

The RTC has not been as successful as the
Federal Home Loan Bank Board and the
FSLIC appear to have been in recovering fran-
chise value when thrifts were resolved
through institutional sales.6 Even if the fran-
chise value captured by the FSLIC was over-
stated, evidence presented in Chapter 4 sup-
ports the claim that the benefits of institu-
tional sales relative to those of liquidations
are small on average.

Although the RTC has been able to attract a
higher average number of bidders, the bidders
seem to concentrate on larger institutions. Po-
tential buyers may be less able to profitably
absorb failed institutions unless the pur-
chased institution offers a sufficiently large
franchise value. The value of a thrift charter
radically diminished after passage of the Fi-
nancial Institutions Reform, Recovery, and
Enforcement Act of 1989, but it may be in-
creasing; commercial banks were not granted
some of the expanded branching and invest-
ment powers the Treasury proposed in 1991,
thus presenting an advantage for thrifts. But
the recent increase in value of the thrift char-
ter may not apply equally to all of the thrifts
the RTC controls. Bidders apparently recog-
nize certain economic advantages in obtaining
thrifts with large operations, but smaller in-
stitutions do not seem to garner as much in-
terest.

This pattern suggests rethinking the reso-
lution process. This process traditionally was
viewed as beginning at takeover and finishing
when receiverships were terminated. In the
post-FIRREA environment, the process has
been extended to include the supervisory

6. Franchise value may be low in an industry with excess
capacity, but one must be careful in comparing the RTC's
and the FSLIC's recovery of franchise value. As
mentioned earlier, the franchise value of FSLIC-resolved
thrifts may have been overstated because of poor esti-
mates of resolution costs and the inclusion in deals of
noncash incentives such as tax benefits.
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actions taken against troubled institutions
before takeover.?

Supervisory actions before takeover have
limited effectiveness in curing fundamental
problems, but they can curtail additional
losses or unfair distributions of the troubled
thrift's assets to managers, directors, and own-
ers.8 Recognition that the resolution process
actually starts when such intermediate super-
visory actions are taken, moreover, allows for
some restructuring of the resolution process.

Five options for changing the resolution
process are discussed below. The first option
focuses on the speed of takeover and resolu-
tion; the next three focus on the method of res-
olution; the last relates to conservatorships.
These options contain some common features.
Each addresses problems associated with in-
stitutional sales and the practice of institu-
tion-by-institution resolution.

Radically Accelerate the Pace of Resolu-
tions. One option, suggested in a proposal
known as "Total Clean Sweep," would sub-
stantially speed up the takeover of troubled
institutions and accelerate the pace of resolu-
tions.? Under this proposal, all thrifts identi-
fied as candidates for RT'C resolution would be
immediately taken over and their insured
liabilities (deposits) resolved. This provision
would limit the time that a troubled thrift is
left open. It would also permit the RTC to
focus on asset disposition rather than institu-
tional sales because, from an operational per-
spective, insurance actions that settle insur-
ance claims against resolved thrifts could be
settled fairly quickly, assuming the RTC had
sufficient cash resources.

7. The focus on supervisory actions taken before takeover
was enhanced by the new statutes for mandatory en-
forcement actions prescribed by the Federal Deposit In-
surance Corporation [mprovement Act of 1991. These
new rules for earlier closure require that regulators
more promptly close failed institutions and take correc-
tive actions before closure when the institution's book-
value capitalization falls below certain positive levels.
These corrective actiona could restore the troubled insti-
tution. [f they do not, they have the potential for limit-
ing losses to taxpayers or the insurance fund by curtail-
ing the ability of a troubled institution to incur further
losses.

"Total Clean Sweep" differs from the cur-
rent resolution process in that it would resolve
insured deposits first. In essence, the method
of resolution would be more similar to a liqui-
dation than a traditional P&A institutional
sale, although "Total Clean Sweep" incorpo-
rates some aspects of a P&A by permitting the
transfer of some liquid assets and branch
offices with deposit sales. This approach
would allow the RTC to offer acquirers incen-
tives to bid on the deposits of the closed thrift.

As proposed, the "Total Clean Sweep" ap-
proach precludes institutional sales. But it
would not necessarily require liquidation pay-
offs--rather, it emphasizes the use of insured
deposit transfers. The RTC could settle insur-
ance claims against seized institutions within
three months by auctioning off their insured
deposits to healthy institutions; if insured de-
posits could be sold in an IDT, the RTC would
pay off insured depositors. This approach
would effectively resolve most of the failed
thrift's liabilities. Assets and uninsured lia-
bilities would be resolved through liquidation
in a receivership. Proponents of this idea ar-
gue that although institutional sales seek to
capture an institution's franchise value, most
of any franchise value in a seized institution
rests with its core deposits.

"Total Clean Sweep" has some disadvan-
tages. First, the number of candidates for im-
mediate takeover is subject to debate and has
diminished since the idea was first proposed in
1990. Early closure rules in the Federal
Deposit Insurance Corporation Improvement
Act of 1991 define explicitly the point at which
takeover should occur. Though designed to
recognize that most thrifts are insolvent based
on market value before they are insolvent
based on book value, this rule probably would

8. Individuals obtained benefits from troubled institutions
that were ultimately resolved. Managers and directors
extracted inappropriately high salaries or other compen-
sation. Shareholders received dividend payments.
These payments were inappropriate, and for the most
part they were unrecoverable.

9. This proposal was suggested in Robert E. Litan, "Getting
Out of the Thrift Crisis, Now!" The Brookings Review,
vol. 9, no. 1 (Winter 1990/1991).
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exclude many thrifts that are market-value
insolvent but, through innovative accounting
techniques, are still in compliance with book-
value capitalization requirements. If this trig-
ger were used, the "sweep" would be only par-
tial--many insolvent institutions would es-
cape. Applying other rules for estimating
thrift failure, however, would be arbitrary and
hence contentious. Many rules would make
the mistake of identifying for closure some sol-
vent institutions that should be left open.

Opponents of "Total Clean Sweep" argue
that some institutions, even insolvent ones,
that would be seized under the proposal would
still have their franchise value and that part
of this value would be lost even if IDT liqui-
dation techniques were used. Some of the
franchise value in a thrift--for example, loan
sales and collection personnel--could be lost by
"Clean Sweep." Sales networks and existing
customer relationships clearly would be jeop-
ardized but not necessarily lost. The IDT's use
of bulk deposit sales that include existing
branch networks could preserve some of the
franchise value associated with the assets of
thrift operations.

Radically accelerating the pace of placing
failed thrifts into RTC control would increase
the RTC's caseload and cause additional costs
of carrying and resolving the enormous inven-
tory of assets that the RTC would suddenly ac-
quire.10 Nevertheless, if thrifts are going to
fail irrevocably, then their speedy removal
from the private sector would benefit the oper-
ation of healthy thrifts. There are high costs
associated with delaying the closure of thrifts
that have truly failed in an economic sense.
The potential benefits from accelerating the
pace of closure and the degree of acceleration
must be weighed against both the cost of add-
ing more assets to the RTC's inventory and the
cost of closing some institutions prematurely.

10. See, for example, the letter from Robert D. Reischauer,
Director of the Congressional Budget Office, to the
Honorable Bruce Vento, Chairman of the RTC Task
Force, December 11, 1990.

Although this option may have made sense
early in the resolution process, the time may
have passed for the drastic strategy of seizing
all troubled thrifts instantaneously. A signifi-
cant number of troubled thrifts have yet to be
resolved, but the remaining RTC resolutions
seem to be less difficult cases than those dealt
with already, and the danger of seizing solvent
thrifts and losing franchise value may out-
weigh the benefits of early closings on a large
scale. Even a modest degree of acceleration in
the pace of closure, however, may help to low-
er costs.

Repackage RTC-Controlled Thrifts for In-
stitutional Sales. The RTC currently re-
solves each failure on an institution-by-insti-
tution basis, a process that preserves the legal
entity that is being resolved, but virtually pre-
cludes any potential benefits that may be gov-
erned by repackaging thrifts in P&A resolu-
tions. The benefits from such institutional re-
packaging could arise because bidders may
prefer certain types of property or unique com-
binations of property that can best be assem-
bled by the RTC before being offered for bid.11

This option would encourage the RTC to
combine and repackage the assets and liabili-
ties of thrifts in its caseload into new thrifts.
Some of these new thrifts could then be sold--
and at prices potentially more attractive than
piecemeal sales would yield. If such repackag-
ing makes the assets and liabilities more val-
uable to prospective buyers, it would help
speed up the P&A process and lower the over-
all cost of resolution for the RTC.

Although this option would increase the
RTC's administrative costs, it may result in a
higher overall return. Not all of the assets
and liabilities of the thrifts targeted for this
practice need be included in the repackaged
new thrifts. Certain difficult assets or unat-
tractive liabilities could be left for the liquida-
tion and asset disposal process.

11. TIbid.
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In addition to the uncertainty over whether
the final total value of thrifts' assets would in-
crease, this option has two distinct disadvan-
tages. First, repackaging would make it diffi-
cult to determine that the resolution of each
thrift was accomplished in least-cost fashion.
Adoption of repackaging would require aban-
doning the least-cost test on an institution-by-
institution basis. Second, the paperwork as-
sociated with tracing each receivership and
correctly disposing of claims would increase
the administrative costs of resolving thrift in-
stitutions.

Require the RTC to Use Liquidations
Rather Than Purchase and Assumptions.
It may be advisable for the RTC to rethink its
policies on institutional sales. The costs of
seeking acquirers for institutional sales may
outweigh the benefits of avoiding liquidation.
Abandoning the use of P& As altogether, how-
ever, precludes the potential gains that might
be had from selling some institutions. The
RTC might benefit from discriminating ear-
lier in the resolution process and moving fast-
er to liquidate.

If the value of the thrift charter is indeed in-
creasing, or at least stabilizing, some troubled
thrifts not yet in the RTC's control may be
candidates for institutional sale regardless of
their size. The OTS could make this determi-
nation when it classifies the institution as
troubled, but before it transfers the institution
to the RTC. One action could be to require the
institution to arrange its own sale under OTS
oversight, similar to the current Accelerated
Resolution Program. Failure to find an ac-
quirer would mean that the thrift has no value
as an ongoing concern. With this determined,
the RTC would not need to waste money or ef-
fort in trying to sell it. The RTC could instead
concentrate only on liquidating the institu-
tion's assets and liabilities.

The major disadvantage to this proposal is
that it restricts the RTC to resolving thrifts
through liquidation and assumes no possible
cost reductions from institutional sales. An-
other disadvantage is that, like the ARP, it
gives additional responsibilities to the OTS

but imposes the costs on the RTC. Thus, re-
sponsibility for the costs of the program would
lie with the RTC, even though the RTC would
have no say in how these costs were incurred.

The potential financing and control prob-
lems of permitting the OTS to supervise merg-
ers could be addressed through explicit agree-
ments or legislation. Given the evidence of
poor prospects for institutional sales by the
RTC, permitting the OTS to supervise merg-
ers before institutions reach the RTC could re-
tain more of the benefit from any franchise
value that exists after the thrift has failed. To
limit cost, this option could be varied to pro-
hibit the OTS from committing government
assistance in supervised mergers. Such a re-
striction could hinder the prospects for super-
vised mergers, but acquirers would be left
with the distinct choice of buying the whole in-
stitution from the OTS in a clean merger or
buying parts of the institution from the RTC.

Shift Responsibilities for Some Early Res-
olutions to the OTS. This option would allow
the OTS to pursue its proposed Early Resolu-
tion/Assisted Merger program. This program,
announced in late 1991, was intended to deal
with troubled thrifts without having to resolve
them. Under this program, a troubled thrift
"voluntarily"” requests OTS assistance in seek-
ing a merger partner. The program is similar
to the OTS Accelerated Resolution Program,
the primary difference being that ARP candi-
dates are considered market-value insolvent
and thus will be closed by the OTS if a buyer
cannot be found. ER/AM candidates are near-
ing market-value insolvency but are not yet
candidates for OTS closure on the basis of sol-
vency alone.

When introduced, the ER/AM program
would not have involved any federal funding.
In early 1992, however, the OTS announced
that such early resolutions might require
some federal financial assistance. The OTS
argued that shareholders might object to the
thrift's board of directors selling out the insti-
tution at an unfairly low price. To avoid the
cost of litigation of shareholders suing the
board of directors or the OTS, the OTS sug-
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gested providing federal funds to buy out the
shareholders. Providing federal funds would
be controversial because it would raise the
prospect that federal funding could be used to
pay thrift shareholders rather than thrift de-
positors, as the law intends.

Even if federal financing were not required
for the ER/AM program, some potential pit-
falls would remain. The resulting merger of a
healthy and a troubled thrift would probably
reduce the capitalization of the surviving in-
stitution, as occurred many times with super-
visory mergers conducted by the Federal Sav-
ings and Loan Insurance Corporation and the
Federal Home Loan Bank Board.12 The OTS
claims that only healthy acquirers are permit-
ted to merge with a troubled thrift and that
the resulting institution must be sound in
order for the merger to be approved. This
claim can be verified only over time.

More Quickly Replace or Reprice the Lia-
bilities of RTC Conservatorships. FIRREA
provided the RTC with the authority to break
existing contracts that failed thrifts had en-
tered into. Using this authority, the RTC
could reduce costs by repricing the liabilities
of thrifts it controls in conservatorships. This
action would amount to borrowing money at
the government's lower interest rate and pay-
ing off creditors who deposited or lent funds to
thrifts at high interest rates. The RTC has
been reluctant to do this, in part because of the
anticipated effect on financial markets. Ini-
tially, a shortage of working capital con-
strained the RTC's ability to replace high-
priced insured deposits, but these constraints
have been eased. Furthermore, RTC borrow-
ing for working capital has not disrupted fi-
nancial markets. There does not now appear
to be any compelling argument for the RTC to
borrow--either directly or indirectly--from

12. The Bank Board used supervisory mergers to avoid clos-
ing failed thrifts at a cost to the FSLIC. It attracted
merger partners by allowing acquiring institutions to
oenerously depreciate any goodwill created by the merg-
er, which reduced the capitalization of the acquirer.
Many of these supervisory mergers later became part of
the FSLIC's or the RTC's caseload.

sources other than the lowest-cost, govern-
ment-backed offerings.

Change the Way the RTC
Disposes of Assets

Most analysts agree that the RTC must sell or
dispose of assets more quickly. Thus far, the
RTC has erred on the side of caution; it has
proceeded slowly and deliberately. To im-
prove its asset disposal program, the RTC
could consider the following options: repack-
aging assets, changing bidding procedures, re-
lying more on private-sector managers, elimi-
nating RTC financing of asset sales, and scal-
ing back or eliminating the securitization
program.

Even if the RTC is able to dispose of most of
a failed thrift through a P&A transaction or
most of the failed thrift's liabilities through an
IDT, the RTC retains a substantial amount of
assets in receiverships. The RTC must ac-
count for the proceeds of these receiverships so
that it can correctly distribute them among le-
gal claimants against the failed thrifts. The
collective assets of these receiverships, how-
ever, can be consolidated for bulk sales. Some
information costs could be passed from the
RTC to those who bid on these assets.

Repackage Assets: The Junkyard Pro-
posal. The RTC has a huge inventory of as-
sets to sell. It has preferred bulk sales in order
to expedite disposition and to force some ac-
quirers to take a mixture of good and bad as-
sets. But inventorying and appraising the as-
sets in its portfolio is a complex and costly pro-
cess. If the RTC could transfer some of these
information costs to acquirers, it could in-
crease its return from asset sales.13

13. This principle, however, led to many queationable prac-
tices that were associated with FSLIC deals (see Appen-
dix B). Many acquirers insisted on terms that were dis-
advantageous to the FSLIC. These terms included cover-
age of capital losses and yield maintenance agreements,
in which the FSLIC promised to compensate the buyer if
the return on the asset fell below a certain level within a
given period following the sale, Although the FSLIC
tranaferred information costs to acquirers, it retained
much of the risk of having misvalued the assets.
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The RTC could transfer information costs to
acquirers through open auctions. The keys to
success of such auctions are that the bidding is
not exclusive, there are a large number of bid-
ders, and parcels of assets are packaged so as
not to preclude potential buyers. One criti-
cism of the RTC is that some of its transac-
tions are so large that they shut out many
small potential bidders. The RTC could rely
on a few large bidders to purchase assets that
these acquirers will later sell to smaller buy-
ers, but such intermediation of sales reduces
returns to the RTC, making the RTC more like
a wholesaler than a retailer. The lower prices
obtained in wholesaling may be weighed
against the higher retailing costs the RTC in-
curs in assuring open, competitive auctions of
small parcels.

An alternative to bulk sales is the so-called
junkyard proposal.14 This option for asset
sales would structure the RTC like a vast
junkyard. Ifthe RTC could inventory and cat-
alog its substantial asset holdings, it could
open bidding for each small parcel to a wider
market of buyers. Owners of junkyards do not
typically hold large one-time auctions. Rath-
er, they accept bids for items on a first-come,
first-served basis. The junkyard owner has
some expectation for junk prices, but might be
willing to accept low initial prices to attract
more buyers. Having many buyers assures
competition for bidding on assets in the port-
folio.

The junkyard proposal has the disadvan-
tage that many good-quality assets will be
sold first. The RTC might not realize as much
on the sale of these assets as it would from
waiting for more acquirers, because early
shoppers would have less competition and be
able to purchase assets at lower prices. The
RTC could mitigate this problem by inven-
torying the junkyard to identify good assets
and then attaching high reservation prices--
the lowest price the seller will accept in an
auction. The reservation price can be lowered

14. See Edward J. Kane, "Principal-Agent Problem in S&L
Salvage," Journal of Finance, vol. 45, no. 3 (July 1991),

if generated sales fall below expectations.
Using this strategy, the RTC would manage
the trade-off between returns on assets and
the size and scope of the market of bidders.

Another disadvantage is that the RTC must
expend considerable effort inventorying assets
and setting reservation prices. The RTC
would also incur costs of marketing these as-
sets. The RTC presumably would incur these
efforts and costs anyway if it is efficiently re-
tailing its assets. The fact that the RTC has
been remiss in inventorying its assets dims
the prospects for the junkyard proposal. If the
RTC abandoned the policies of institutional
sales and institution-by-institution resolution,
it could devote more of its resources to this
critical function.

A final disadvantage is that the junkyard
proposal would result in profits for some spec-
ulative acquirers. This prospect, however,
seems unavoidable regardless of the disposi-
tion process used.

Change the Bidding Process for RTC As-
sets. Regardless of the actual bidding process,
the RTC would probably benefit from stan-
dardizing its techniques--either using the
same process for all assets or using the same
process for auctions of a particular type of as-
set. Standardization lowers uncertainty for
bidders and increases the openness of bidding.

If the RTC prefers to sell assets on a retail
rather than a wholesale basis, then it would
open the bidding process to many bidders,
both large and small. If the RTC prefers
wholesale sales--sacrificing higher asset
prices for faster transactions--then it would
probably find that potential bidders are gen-
erally limited to specialized and experienced
acquirers. The conditions FIRREA imposed
on the RTC for asset disposition seem to favor
retail sales. This means opening auctions to
as many bidders as possible and reducing the
size and scope of assets offered for sale.

Alternatively, wholesale sales of attractive-
ly packaged assets may be more profitable for
the RTC because limited numbers of large
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buyers might be more competitive. This ap-
parent paradox is partly explained by the na-
ture of information costs. If the RTC packages
a number of similar assets in its inventory, it
may be able to allow a potential buyer to spe-
cialize in that type of asset--especially secu-
rities, mortgage loans, and real estate hold-
ings. The RTC is already doing this with as-
sets such as hotels. By packaging like assets,
the RTC can potentially receive higher bids
from those acquirers specializing in holding or
selling the types of packaged assets. Although
this practice might exclude large numbers of
small bidders, the RTC may realize higher
prices on average.

A compromise policy would identify those
types of assets that lend themselves to few
large buyers and many small bidders. Further
compromise to employ this policy on a case-by-
case basis could be made, but having the RTC
decide selling policy on a case-by-case basis
would be costly. It might also exclude small
buyers from an open bidding process.

It seems reasonable for the RTC to make
clear its policies of the auctioning processes for
different types of assets. Information on auc-
tioned assets should be made available by the
RTC unless the sale is on an "as-is" basis. To
be effective the auction should be as open as
possible, with all potential bidders given equal
access.

The RTC may wish to raise the price until
only one bidder remains, as in a traditional
(English) auction, or it may wish to start with
a very high price and lower prices until a bid-
der appears, as in a Dutch auction.15 This lat-
ter auctioning technique can be effective if the
RTC has a definite reservation price in mind.
If the offered or called price elicits no bids, the
RTC can decide to withdraw the asset from
sale until more bidders are found. The Dutch
auction can also be used to obtain information
on how reasonable RTC price expectations are
without selling assets at highest bid prices.

15. For a discussion of different auction techniques, see, for
example, Congressional Budget Office, Auctioning
Radio Spectrum Licenses (March 1992).

Alternatively, the RTC could reject the high-
est bid in a traditional auction, but bidders
might be discouraged from making future bids
because bidding is a costly process for bidders
as well as for sellers.

Rely on Private-Sector Management of
Assets. Between August 1990 and November
1991, the RTC awarded 162 contracts to 112
private firms to manage and sell $31.5 billion
(book value) of assets.16 Most of these assets
were delinquent loans and real estate. The
RTC estimated that contractors will receive
about $548 million in fees for these services.

Expedient transfer of assets from the public
sector to the private sector theoretically can
benefit the RTC. Relying on private-sector re-
sources to manage assets or the disposition
process can lower the RTC's costs. As dis-
cussed in Chapter 5, however, there are some
problems with the way the RTC uses private
contractors. Compensation based on volume
rather than profit is a disincentive for efficient
management and sales.

But volume can be an effective basis for
compensating private contractors for perform-
ing due diligence, inventorying assets, and
settling legal claims. Even these contracts,
however, must be monitored to make certain
that they are cost-effective. Economies of
specialization may accrue to the RTC as it be-
comes more experienced in handling these
functions.

Profit is difficult to determine for the man-
agement and sale of assets. It is clear, how-
ever, that compensation for private contrac-
tors performing these functions should not be
based purely on volume or the length of time
that these assets are serviced. Private-sector
asset managers would be rewarded for man-
aging a greater amount of assets for a longer
period of time. Private contracting for auc-
tioning sales could inappropriately reward

16. See General Accounting Office, Resolution Trust Corpo-
ration: Asset Pooling and Marketing Practices Add Mil-
lions to Contract Costs, Report to Congressional Com-
mittees (October 1992).
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contractors for accepting low prices to move
more assets.

Projections of asset values could be used to
define the RTC's expectations for private con-
tractors. A technique that is commonly used
in the private sector for managing commis-
sioned sales is to offer incentives to contrac-
tors based on returns that meet or exceed ex-
pectations. Such projections are difficult to
make because asset values are not really de-
termined until the time of sale and because
the value of many of the assets the RTC con-
trols is so questionable. Information obtained
from auctioning contracts for asset manage-
ment and sales, however, enhances the ex-
perience of the RTC and assists it in appropri-
ately formulating expectations. The RTC has
more than three years of experience in manag-
ing and selling assets--both with its own sales
and those that private contractors have man-
aged for it. This experience should enable the
RTC to set its goals and properly structure in-
centives for private-sector contracting.

Eliminate RTC Financing of Asset Sales.
The benefits of having the RTC finance its as-
set sales are debatable, and only a small por-
tion of its sales has used this practice. Of the
$94 billion in assets the RTC sold between
March 1991 and November 1992, only about
$2 billion of those assets were sold with RTC
financing.

Although some benefits may be associated
with this practice, it also carries risks. Such
financing merely switches the asset held by
the RTC-controlled institution for another
asset--the loan to an acquirer to finance the
sale of the original asset. Although RTC fi-
nancing may attract more potential buyers to
the market, it is not clear that the RTC should
get into the business of lending. Financing
sales may speed up recorded transfers of assets
from the public to the private sector, butitis a
risky activity.

The economy's sluggish recovery from a re-
cession, however, provides a strong argument
for the RTC to continue financing its asset
sales. The slow recovery has made it difficult

for buyers to obtain private financing for real
estate and other assets. Sales without financ-
ing could seriously reduce the price the RTC
obtains for its assets. Given that the RTC can
borrow from the Federal Financing Bank at
minimal interest rates, it may be cost-effective
at this time to continue financing asset sales.
As general economic conditions and conditions
for obtaining private funding improve, the
RTC might phase out sales financing.

Even so, the RTC should be cautious about
financing its sales. Because its cost to offer
such financing is minimal, the RTC may be
unduly benefiting some purchasers of its prop-
erties. As long as the RTC offers financed
sales in an open and competitive environment,
these benefits will be spread among various
purchasers, although large purchasers could
receive a relatively big share of this benefit. It
is not clear that the benefits the federal bud-
get garners from the higher prices the RTC
obtains from selling its properties outweigh
the cost of subsidizing borrowing. In light of
current general economic conditions, however,
both the RTC and the pool of potential pur-
chasers may benefit from seller financing.

The risk that seller financing carries, of
course, is that if the borrower defaults, the
RTC must recover its collateralized property.
This process adds further costs to selling the
property again. One way to counter this risk
would be for the Congress or the Oversight
Board to prohibit the RTC from offering 100
percent financing and require the RTC to in-
sist on a significant down payment as a term
of the sale. The down payment creates an in-
centive for purchasers to pay off their loan.

Eliminate RTC Securitization. The RTC's
loan securitization program may speed up
asset disposal, but is it cost-effective? Because
the RTC retains risk in the assets it secu-
ritizes, the process of securitization represents
switching one RTC liability for another. As
discussed in Chapter 5, the RTC pools a set of
its assets and issues to investors securities
that are backed by these assets. The RTC does
not truly sell the asset; it sells a security col-
lateralized by the asset. Many of the assets
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securitized are pools of mortgages that are be-
ing repaid and will eventually be terminated.
Under securitization of these pooled mort-
gages, the proceeds of interest and principal
are paid to the holders of the securities.

Critics argue that the cost to the RTC of the
securitization program is higher than if the
RTC had terminated the mortgage itself and
financed the holding by borrowing from the
Federal Financing Bank (FFB). The RTC
counters that securitization has enabled it to
dispose of assets faster and at less cost.

A recent CBO analysis concludes that nei-
ther position is exactly correct.17 The RTC se-
curitization program represents a compromise
policy that better enables the RTC to achieve
its mandated objectives. Securitization by the
RTC produces a variety of financial instru-
ments that to varying degrees have character-
istics of both debt and equity. By retaining
most of the credit risk of default on the secu-
ritized mortgages, the transaction falls far
short of terminating the government's equity
interest in the loans. By transferring some
credit risk to investors, however, it cannot be
classified as a pure debt transaction. The RTC
retains an option to convert the transaction
into a pure sale by liquidating its residual in-
terest in the securitized pool of mortgages.

Viewed as a form of borrowing, securitiza-
tion is more costly than borrowing from the
FFB. But long-term borrowing from the FFB
to hold the mortgages until they are fully re-
paid is inconsistent with the agency's mandate
to dispose of assets. Viewed as a form of sale,
the RTC securitization program is no more
costly than alternative means of disposing of
the assets, but neither is it less expensive than
alternative methods, as the RTC contends.
The cost savings that, according to the RTC,
have come from using securitization depend
on how accurately the RTC estimated the
credit risk associated with the practice.

17. See Congressional Budget Office, "The RTC's Loan
Securitization Process," CBO Staff Memorandum (July
1992).

Securitization may be viewed as a tempo-
rary second-best solution to conflicting agency
goals. Under this view, RTC securitization 1s
appealing. Securitization moves the assets off
the government's books. It also gives the RTC
time to reestablish a track record for the per-
formance of the assets it securitizes. Having
such information would put the RTC in a
better position to conduct a complete sale later
because it would minimize market uncer-
tainty about the true value of the assets. The
RTC plans to liquidate its interest in the re-
serve funds it creates to support the securi-
tization.

Improve RTC Management

To say that the administrative structure of the
RTC created by FIRREA was cumbersome is
an understatement. RTCRRIA streamlined
some of this structure by making the RTC a
temporary, independent, executive branch
agency: the FDIC board of directors no longer
manages the RTC. The Thrift Depositor
Protection Oversight Board is still responsible
for general RTC policies, but administration of
the RTC is independent of other agencies.

Management of the RTC has been the sub-
ject of substantial criticism. The General Ac-
counting Office has been critical of the man-
agement systems the RTC uses to administer
its various functions. GAO reported that it
still cannot determine the financial position of
the RTC through December 31, 1990, because
of "internal control weaknesses in the [RTC's]
receivership operations, flaws in its method-
ology for estimating recoveries from the sale of
receivership assets, and its significant ex-
posure to losses from real estate and delin-
quent real estate backed loans for both re-
solved and unresolved institutions that ex-
isted in 1990."18 GAO, however, assessed the
RTC's financial position for 1991 and reported
that some management problems had been ad-

18. See General Accounting Office, Financial Audit: Reso-
{ution Trust Corporation's 1990 and 1991 Financial
Statements, Report to the Congress (June 1992), pp. 6-7.
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dressed, but that others continued to plague
the RTC.

Improve RTC Oversight of Contracting
Operations. GAO has been critical of the
RTC's oversight of its contracting systems.19
Although GAO acknowledged improvements
in those systems, it considers oversight of con-
tracts to be weak. Specifically, GAO con-
cluded that the RTC lacks systems to assure
that contracting officers appropriately moni-
tor contract operations and that the RTC is
obtaining the contract services it is paying for.

Since that report, the RTC has improved its
contracting system. It has issued a manual to
provide uniform guidance on contracting poli-
cies and procedures. It restructured its man-
agement of contracting functions. The RTC
also developed standard documents for solicit-
ing bids to assure that all Standard Asset
Management and Disposition Agreement con-
tractors were given uniform information on
pending contracts.

According to GAO, however, the RTC could
improve its contracting system further. Or-
ganizational changes in management that
were initiated require completion. The RTC
needs uniform procedures for evaluating the
financial and technical capabilities of its po-
tential contractors. Furthermore, the RTC
needs to improve the training of its contract-
ing personnel.

Such improvements may not yield huge cost
savings relative to the overall cost of the thrift
cleanup. The RTC's philosophy of placing
high reliance on outside contractors, however,
seems to warrant continued attention to this
critical area.

Improve the RTC's Management Informa-
tion Systems. Most of the options discussed
above for changing the RTC's resolution and
asset disposition process require better infor-
mation systems. Even though the RTC will

19. Statement of Charles A. Bowsher, Comptroller General
of the United States, before the Senate Committee on
Banking, Housing, and Urban Affairs, March 5, 1992.

incur some large costs for setting up such sys-
tems, returns on an investment in this critical
area appear to be justified. The expenditures,
moreover, are a very small portion of the over-
all cost of the cleanup.

GAO has not been satisfied with the RTC's
efforts to develop a management information
system. The RTC still does not have adequate
systems in place to support fully its function of
managing and selling assets.20 The RTC has
get up the Asset Manager System to monitor
SAMDA contracts, the Real Estate Owned
Management System to keep track of unsold
real estate controlled by the RTC, and the
Loans and Other Asset Inventory System to
track inventory. But none of these corporate-
wide systems, in GAO's opinion, provides the
benefits intended. Problems include unclear
or changing requirements, inaccurate and in-
complete data, poor response times, and com-
puter systems that are not easily used by com-
puter operators.

The RTC needs to have timely information
on the quantity of its assets. Knowing the
types of assets held and where they are located
would enable the RTC to tailor its marketing
strategies to attract large and small buyers,
national and regional buyers, and buyers who
can acquire assets that qualify as affordable
housing.

An improved inventory system need not in-
volve a full valuation of assets, but it could
facilitate classification of types of assets. The
RTC, therefore, could group assets for which it
wishes to let the auction set a value. Doing so
would lower information costs to the RTC by
transferring them to buyers. Not all assets
would be appropriately marketed this way,
but many of dubious value could be disposed of
at lower cost.

The RTC has been highly criticized for not
making clear what is available for sale. Some
critics have argued that only large potential
buyers can obtain sufficient information to

20. Ibid.
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offer appropriate bids, which excludes other
buyers from the RTC market and lowers bids.
Adequate inventorying of assets would facili-
tate the cataloging of items for sale, which
would attract more potential bidders and po-
tentially give the RTC higher prices.

Conclusion

The RTC is an enormous government agency
charged with a Herculean task. Under the cir-
cumstances, it has achieved reasonable pro-
gress, but it has been slow and often inef-
ficient. Some administrative changes could
increase efficiency, but the RTC--and tax-
payers--would probably benefit most from op-
tions that suggest strategic changes. Switch-
ing from resolving institutions one at a time to
repackaging them offers possible cost savings
on individual institutions or properties, al-
though the net benefits of carrying out this
option are not certain. In addition, it may be
less costly for the RTC to liquidate institu-
tions and repackage their assets and liabili-

ties for disposition than to seek acquirers that
may not exist. With the possible exception of
some institutions that have obvious franchise
value and whose merger could be arranged by
the OTS, forcing the RTC to liquidate rather
than sell institutions could help the RTC to
speed up resolutions and lower its costs.

Even if these strategic changes are not
adopted, the other changes discussed above
could improve the efficiency of the RTC. The
RTC could change its policies of asset dis-
position. Repackaging assets or conducting a
junkyard sale offer potential benefits, but
would require changes in RTC operations. In
addition, the RTC could improve its private
contracting for asset management and dis-
position so that private contractors have the
correct incentives to obtain the highest re-
turns on sales of RTC assets.

The RTC's term has already been extended
to September 30, 1993. According to CBO pro-
jections, its term could be extended until Octo-
ber 1998 before it runs out of thrifts to resolve.
Thus, the benefits of changing operating prac-
tices could still be realized.
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Appendix A

Players in the Thrift Cleanup

covery, and Enforcement Act of 1989

(FIRREA) created a structure for over-
seeing and financing the cleanup of the thrift
industry. It assigned new responsibilities to
existing agencies, abolished some agencies,
and created others. The Resolution Trust
Corporation Refinancing, Restructuring, and
Improvement Act of 1991 (RTCRRIA) further
changed this structure. Several other agen-
cies such as the Congressional Budget Office,
the General Accounting Office, and the Office
of Management and Budget play a role in the
cleanup by providing the Congress and the
President with analyses of the performance of
the operational agencies and with budget pro-
jections for financing the task.

T he Financial Institutions Reform, Re-

Department of the
Treasury

Established as an executive department by
the first session of Congress in 1789, the De-
partment of the Treasury manages the mone-
tary resources of the United States. During
the Civil War, the Office of the Comptroller of
the Currency was created as an agency of the
Treasury Department to charter and regulate
national banks.

FIRREA created the Office of Thrift Super-
vision, one of the agencies that succeeded the
Federal Home Loan Bank Board, to charter

and regulate institutions insured by the Sav-
ings Association Insurance Fund. With these
two agencies under its control, the Depart-
ment of the Treasury is responsible for regu-
lating the banks and thrifts that hold the ma-
jority of assets at U.S. depository institutions.
The Secretary of the Treasury, who is a mem-
ber of the President's cabinet, serves as chair-
man of the Oversight Board.

Federal Asset Disposition
Agency (FADA)

The Federal Home Loan Bank Board estab-
lished this agency in 1985 to manage and dis-
pose of large amounts of assets. Adminis-
tered by the Bank Board, the FADA was a pri-
vate entity that could pay private-sector sala-
ries and avoid the limitations imposed on fed-
eral personnel. Theoretically, the FADA
could carry out government functions and at-
tract specialized skills that required private-
sector salaries. The Bank Board never clari-
fied the FADA's specific mission; nor did it
make clear what the FADA's exact relation-
ship was to the liquidation division of the Fed-
eral Savings and Loan Insurance Corporation.
Although some analysts contend that the
FADA eventually became an effective man-
ager and disposer of assets, the agency was
highly controversial and the subject of intense
Congressional criticism. FIRREA instructed
the Federal Deposit Insurance Corporation to
liquidate the FADA, which it did in 1990.



74 RESOLVING THE THRIFT CRISIS

April 1993

Federal Deposit

Insurance Corporation
(FDIC)

Made permanent by the Banking Act of 1935,
the FDIC had operated as a temporary deposit
insurance fund since the beginning of 1934.
Originally, the FDIC operated a single deposit
insurance fund that protected deposits at com-
mercial banks that were nationally chartered,
members of the Federal Reserve System, or
state-chartered banks that chose to partici-
pate. The FDIC now also provides deposit in-
surance coverage to mutual savings banks.
Although it shares responsibility for regulat-
ing FDIC-insured banks with the Office of the
Comptroller of the Currency (the primary fed-
eral regulator of national banks), the Federal
Reserve (the primary federal regulator of
state-chartered commercial banks that are
members of the Federal Reserve System), and
state bank regulatory agencies, the FDIC is
the primary federal regulator responsible for
examination and supervision of state-char-
tered banks that are not members of the Fed-

eral Reserve System and of mutual savings
banks.

In early 1989, President Bush ordered the
FDIC to temporarily take over responsibility
from the beleaguered Federal Home Loan
Bank Board and the depleted Federal Savings
and Loan Insurance Corporation (FSLIC) for
managing government-seized thrifts. The
FDIC operated thrifts placed in its control by
the Bank Board in conservatorships until
FIRREA created the Resolution Trust Corpo-
ration (RTC) to administer conservatorships
and manage resolutions. FIRREA restruc-
tured the FDIC so that it would also sepa-
rately operate the newly established Savings
Association Insurance Fund, which insures
deposits at thrifts that were insured by the
FSLIC. (The original deposit insurance fund
the FDIC operated for banks was named the
Bank Insurance Fund by FIRREA.) The FDIC
also administers the FSLIC Resolution Fund.
Before RTCRRIA, the FDIC's board of direc-

tors also served as the RTC's board of direc-
tors, and the chairman of the FDIC was also
the chairman of the Resolution Trust Corpo-
ration.

Federal Financing Bank
(FFB)

Operated by the Department of the Treasury,
the FFB was created to ensure the coordina-
tion of federal and federally assisted borrow-
ings from the public and to ensure that such
borrowings are financed in a manner least dis-
ruptive to private financial markets and insti-
tutions. The FFB has been the vehicle
through which most federal agencies finance
their programs involving the sale or place-
ment of credit instruments.

Transactions by the FFB on behalf of a fed-
eral agency are treated as means of financing
the agency--that is, lending by the FFB to the
agency and borrowing by the agency from the
FFB. These transactions are not reflected di-
rectly in the government budget totals be-
cause borrowing and the repayment of borrow-
ing between federal agencies and the Treasury
are not budgetary transactions. Rather, the
budget authority and the outlays of the agen-
cy that are financed by such borrowing are re-
flected in particular agency accounts and,
hence, in the budget totals. The Resolution
Trust Corporation borrows working capital
from the FFB and repays the interest and
principal with the proceeds of asset dis-
position.

Federal Home Loan Bank
Board

Established by the Federal Home Loan Bank
Act of 1932, the Bank Board was created to
oversee the 12 Federal Home Loan Banks that
constitute the Federal Home Loan Bank Sys-
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tem. The primary purpose of this legislation
was to rescue the savings and home-financing
industry that failed during the Great Depres-
sion. The legislation authorized the Federal
Home Loan Banks to lend to thrifts that were
members of the system. The Bank Board,
comprising three members appointed by the
President with the advice and consent of the
U.S. Senate, had the dual tasks of promoting
the housing finance system and regulating the
thrifts that were the primary purveyors of
housing finance. Deposit insurance for thrift
institutions was provided through the Federal
Savings and Loan Insurance Corporation,
which operated under the aegis of the Bank
Board.

The Bank Board was responsible for the in-
appropriate and inadequate regulatory reac-
tion to the massive thrift failures that consti-
tuted the thrift crisis. Recognized losses at
failed thrift institutions depleted the FSLIC in
1987. FIRREA abolished the Bank Board and
replaced it with the Office of Thrift Super-
vision (to regulate thrifts) and the Federal
Housing Finance Board (to supervise the Fed-
eral Home Loan Banks and promulgate hous-
ing finance policies). FIRREA also abolished
the FSLIC, replacing it with the Savings Asso-
ciation Insurance Fund, which is adminis-
tered by the Federal Deposit Insurance Corpo-
ration.

Federal Home Loan
Banks

The 12 Federal Home Loan Banks, supervised
by the Federal Housing Finance Board since
FIRREA, make up the Federal Home Loan
Bank System. Originally created by the Fed-
eral Home Loan Bank Act of 1932, the Federal
Home Loan Banks are authorized to lend mon-
ey to thrifts on a secured basis. Using mort-
gages as collateral, thrifts and other members
may borrow Federal Home Loan Bank ad-
vances at below-market interest rates. Low-
rate Federal Home Loan Bank advances en-

couraged thrifts to offer more long-term, fixed-
rate mortgages than market conditions would
have permitted otherwise.

FIRREA created the qualified thrift lender
(QTL) test to establish requirements for access
to Federal Home Loan Bank advances. Cur-
rently, a member institution must have 65
percent of its loans in qualifying investments
to be eligible. Federal Home Loan Banks are
owned by their members, which include some
insurance companies. The boards of directors
of the district banks comprise individuals
elected by member institutions subject to the

approval of the Federal Housing Finance
Board.

Federal Housing Finance
Board (FHFB)

Established by FIRREA, the FHFB succeeded
the Federal Home Loan Bank Board in its role
as administrator of the Federal Home Loan
Bank System. The FHFB is an independent
executive branch agency that regulates the
Federal Home Loan Banks in their conduct of
policies that foster housing finance. The
FHFB promulgates policies for affordable
housing that make use of Federal Home Loan
Bank funds designated by FIRREA to support
these policies.

Federal Reserve System

The Federal Reserve was established in 1913
and comprises 12 district Federal Reserve
Banks that are governed by the seven-mem-
ber Board of Governors. Member banks of the
Federal Reserve System, which include na-
tionally chartered banks and some state-char-
tered banks, own the Federal Reserve Banks,
but control of the Federal Reserve rests with
the Board of Governors, whose members are
appointed by the President with the advice
and consent of the U.S. Senate.
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The Federal Reserve is responsible for the
monetary and credit policies of the United
States. It is the primary federal regulator that
supervises and examines member banks and
bank holding companies. In addition to pro-
viding liquidity to the banking system, the
Federal Reserve also operates the primary
systems for check clearing and wire transfers.
FIRREA named the chairman of the Board of
Governors as a member of the Resolution
Trust Corporation Oversight Board.

Federal Savings and
Loan Insurance

Corporation (FSLIC)

Created by the National Housing Act of 1934,
the FSLIC was the deposit insurance fund for
thrifts that operated under the aegis of the
Federal Home Loan Bank Board. As a result
of the unprecedented number of thrift failures
in the 1980s, the FSLIC depleted its cash re-
sources by 1987 and was forced to delay take-
overs and use questionable practices in resolv-
ing the thrifts that it did close (see Appendix
B). Although the Competitive Equality Bank-
ing Act of 1987 provided temporary funding,
the FSLIC was unable to resolve all of the in-
solvent thrifts it faced. FIRREA abolished the
FSLIC in 1989. Its receiverships were trans-
ferred to the FSLIC Resolution Fund, and a
new deposit insurance fund, the Savings Asso-
ciation Insurance Fund, was set up. Both
funds were administered by the Federal De-
posit Insurance Corporation.

Financing Corporation
(FICO)

Created by the Competitive Equality Banking
Act of 1987, FICO was chartered by the Feder-

al Home Loan Bank Board to borrow $10,825
million for the depleted Federal Savings and
Loan Insurance Corporation. FICO provided
funding to the FSLIC in exchange for non-
voting capital stock and capital certificates.
FICO was capitalized with the retained earn-
ings of the Federal Home Loan Banks; its
earnings on this capitalization, which came
from investments in deep-discount govern-
ment bonds, were used to repay the principal
of its bonds. Special insurance premiums as-
sessed on thrifts insured by the FSLIC were
diverted to pay the interest on FICO bonds.
The Resolution Trust Corporation Refinanc-
ing, Restructuring, and Improvement Act of
1991 terminated FICO's borrowing authority.

FSLIC Resolution Fund

Created by FIRREA, the FSLIC Resolution
Fund is administered by the Federal Deposit
Insurance Corporation. This fund is responsi-
ble for completing the resolution of receiver-
ships created by the Federal Home Loan Bank
Board and the Federal Savings and Loan In-
surance Corporation. In 1997, the Resolution
Trust Corporation is scheduled to transfer its
remaining receiverships to the fund, which
will be responsible for completing them.

Office of Thrift
Supervision (OTS)

Created by FIRREA, the OTS replaced the
Federal Home Loan Bank Board in its func-
tion as regulator of savings and loans and sav-
ings banks insured by the Savings Association
Insurance Fund. In this capacity it charters
new thrifts, sets capital standards and other
operating guidelines, and is responsible for
the prudential supervision and examination of
institutions insured by the SAIF.
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Operating as an agency of the Department
of the Treasury, the OTS is headed by a direc-
tor who is appointed by the President with the
advice and consent of the U.S. Senate. The di-
rector serves on the board of directors of the
Federal Deposit Insurance Corporation and,
since RTCRRIA, on the Thrift Depositor Pro-
tection Oversight Board. The OTS consoli-
dated the field offices of the thrift regulatory
function from the 12 Federal Home Loan
Banks to five regional offices. It is responsible
for transferring failed thrift institutions to the
control of the Resolution Trust Corporation.
In 1991, the OTS established the Accelerated
Resolution Program in which the OTS re-
solves a thrift without passing it on to the
RTC. Funding for these resolutions still
comes from the RTC, but the OTS administers
the resolutions.

Oversight Board

FIRREA created the Resolution Trust Corpo-
ration Oversight Board to oversee the strate-
gic operations of the RTC. Its five-member
board comprised the Secretary of the Trea-
sury, who served as chairman; the chairman of
the Federal Reserve; the Secretary of Housing
and Urban Development; and two other mem-
bers appointed by the President with the ad-
vice and consent of the U.S. Senate. Strategic
oversight of the RTC was the subject of sub-
stantial criticism because the RTC was also
administered by the board of directors of the
Federal Deposit Insurance Corporation. Most
analysts agree that having, in effect, two
boards of directors created difficulties for the
RTC's planning.

RTCRRIA restructured the Oversight
Board, which is now named the Thrift Deposi-
tor Protection Oversight Board, and expanded
the board from five to seven members. The
Secretary of the Treasury is still the chair-
man, and the chairman of the Federal Reserve
is still a member. The Secretary of Housing
and Urban Development was removed from
the board, and the director of the OTS and the

chairman of the FDIC were added. The newly
created position of chief executive officer of the
RTC was also added to the Oversight Board.
Other members are appointed by the Presi-
dent with the advice and consent of the U.S.
Senate. The streamlining of RTC oversight ef-
fected by RTCRRIA is expected to improve the
RTC's strategic planning.

Resolution Funding
Corporation (REFCORP)

FIRREA established REFCORP to finance the
Resolution Trust Corporation. It is a mixed-
ownership government corporation that is
subject to the oversight and direction of the
Oversight Board. The day-to-day operations
of REFCORP are under the management of a
three-member directorate comprising the di-
rector of the Office of Finance of the Federal
Home Loan Banks and two members selected
by the Oversight Board from among the presi-
dents of the Federal Home Loan Banks. Mem-
bers of the directorate serve without compen-
sation, and REFCORP is not permitted to
have any paid employees. Of the original $50
billion appropriated for the RTC, $30 billion
came from the periodic sale of private debt by
REFCORP. Some of the interest and all of the
principal of this debt is repaid by assessments
on thrifts and retained earnings of the Federal
Home Loan Banks, but most of the interest is
paid by the Department of the Treasury.

Resolution Trust
Corporation (RTC)

The RTC was established by FIRREA to take
over from the old thrift regulatory structure
the task of resolving institutions that had
failed during the thrift crisis. Staffed with
more than 7,000 employees, most of whom
came from the Federal Home Loan Bank
Board and the Federal Savings and Loan In-
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surance Corporation, the RTC, upon establish-
ment, became the largest financial institution
in the world.

Under FIRREA's schedule, the RTC would
have ceased taking failed thrifts from the Of-
fice of Thrift Supervision in August 1992,
These thrifts are operated in RTC-controlled
conservatorships until resolution is effected.
Upon resolution, receiverships are created to
resolve all financial and legal claims until ter-
minated by the courts. In 1997, the RTC is
scheduled to transfer to the FSLIC Resolution
Fund its remaining receiverships.

FIRREA did not appropriate sufficient
funds for the massive number of failed thrifts
that the RTC had to deal with. Although the
Resolution Trust Corporation Funding Act of
1991 provided additional funding of $30 bil-
lion, it became apparent in 1991 that the RTC
would need even more funding and that its
scheduled termination should be extended.
RTCRRIA provided an additional $25 billion
to be used for resolutions completed by March
31, 1992. The RTC, however, was able to com-
mit only $6.7 billion of this appropriation by
the deadline. Although no further funding
has been appropriated, the RTC has been able
to resolve a few failed thrifts by drawing on a
minimal amount of cash that remained in its
allocation for loss money.

RTCRRIA also extended the RTC's deadline
for taking over failed thrifts to the end of Sep-
tember 1993. At that time, the Savings As-
sociation Insurance Fund, which the Federal
Deposit Insurance Corporation administers,
will assume responsibility for resolving failed
thrifts. RTCRRIA also changed the manage-
ment structure of the RTC. Its employees

were designated FDIC employees assigned to
the RTC. The act created the position of chief
executive officer to replace the administrative
authority exercised by the FDIC's board of di-
rectors (the chairman of the FDIC had been
the chairman of the RTC). The Oversight
Board helps the RTC with its strategic plan-
ning.

Savings Association
Insurance Fund (SAIF)

Created by FIRREA, the SAIF replaced the
Federal Savings and Loan Insurance Corpora-
tion and was placed under the administration
of the Federal Deposit Insurance Corporation.
The FDIC operates the SAIF as an indepen-
dent deposit insurance fund for federally and
state-chartered savings and loans and stock-
held savings banks.

Beginning in 1993, all insured thrifts pay
assessment premiums to the SAIF, net of con-
tributions to the Financing Corporation. Cer-
tain banks that have acquired failed thrifts
(commonly known as Oakar thrifts) pay to the
SAIF a portion of their assessment that is
equal to the ratio of thrift deposits to bank de-
posits at the time of acquisition. The deposit
insurance premiums collected by the SAIF,
net of contributions to FICO, are used to pay
its nominal administrative expenses and the
cost of any failures of Oakar thrifts. When the
SAIF takes over the resolution of failed thrifts
from the Resolution Trust Corporation in
1993, it will use premium income to pay for
new thrift failures.



Appendix B

How the FSLIC
Resolved Failed Thrifts

Home Loan Bank Board and the Fed-

eral Savings and Loan Insurance Cor-
poration performed 333 supervisory mergers
and resolved 489 failed thrifts. Of the 489
thrift resolutions, only 77 were liquidations
and most of them were insured deposit trans-
fers. The 489 thrift resolutions were esti-
mated in 1989 to have a total present-value
cost of about $42 billion. Subsequent reesti-
mates suggest that the true costs of these res-
olutions, on a comparable present-value ba-
sis, are between $2 billion and $4 billion
higher.1

F rom 1980 through 1988, the Federal

To assess the current resolution process, it
is instructive to know how the Federal Home
Loan Bank Board and the FSLIC handled the
resolution of failed thrifts.2 The mechanics of
resolution were basically continued by the
Resolution Trust Corporation with some ex-

1. This reestimation is based on a GAO review of FSLIC
resolutions in 1988 (see General Accounting Office,
Thrift Resolutions: Estimated Costs of FSLIC's 1988 and
1989 Assistance Agreements Subject to Change (Septem-
ber 1990). That study concluded that the cash outlays of
the FSLIC Resolution Fund, which had taken over
FSLIC receiverships, would be $60 billion rather than
the $40 billion reported previously. Some of the thrift
resolutions GAO included in the study were actually
“stabilizations." In 1988, the Bank Board and the FSLIC
were unable to conclude the resolution of 18 failed
thrifta. The Bank Board referred to these incomplete
resolutions as stabilizations, but the term is unofficial.
These stabilizations had assets of about $7.5 billion and
were estimated in 1988 to have a present-value cost of
resolution of $6.8 billion. Some of the difference between
GAO's reestimate of $60 billion and the original esti-
mate of $40 billion was the cost of these stabilizations.
The Resolution Trust Corporation later resolved the
stabilizations, but for the most part they were paid for by
the FSLIC Resolution Fund. The remainder of the differ-
ence is reported on a cash outlay basis. [f, in 1988, the
FSLIC had used GAO's 1990 revised cash numbers to
estimate the present-value cost of thrifts resolved in
1988, it would have been $2 billion to $4 billion higher
than the FSLIC reported.

ceptions. For instance, the Bank Board and
the FSLIC did not rely on a conservatorship
process to control institutions before reso-
lution.

Certain techniques the Bank Board and the
FSLIC used to resolve institutions were con-
troversial, and many were questionable.
Faced with a shortage of cash, the FSLIC
offered many noncash incentives to acquirers
who would buy most or all of the failed insti-
tution, thus enabling the FSLIC to avoid re-
sorting to liquidation. The most questionable
practice was offering acquirers certain tax
benefits that resulted from losses at the failed
thrift. The "sale" of these tax benefits lowered
the FSLIC's costs, but reduced receipts to the
federal budget. The government's costs of
FSLIC resolutions, therefore, were not low-
ered by these incentives to purchase; they
were merely redistributed to other portions of
the federal budget.

The Bank Board and
FSLIC Resolution
Process

To start the resolution process, the Bank
Board would declare that a thrift had failed

2.  See, for example, James R. Barth, Philip F. Bartholo-
mew, and Peter J. Elmer, "The Cost of Liquidating
Versus Selling Failed Thrift Institutions,” Research
Paper No. 89-02 (Office of the Chief Economist, Office of
Thrift Supervision, November 1989); Roger C. Kormendi
and others, Crisis Resolution in the Thrift Industry
(Boston: Kluwer Academic Publishers, 1989); and
Lawrence J. White, The S&L Debacle: Public Policy
Lessons for Bank and Thrift Regulation (New York:
Oxford University Press, Inc., 1991).
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and would place it into FSLIC receivership.3
Failure was defined as book-value insolven-
cy.4 A thrift was insolvent if the value of its
liabilities exceeded the value of its assets. The
valuation was made on the basis of accounting
standards used by the regulator. Section
406(f) of the National Housing Act of 1934 em-
powered the FSLIC to use the method that
was least expensive for the insurance fund to
carry out its primary obligation of guarantee-
ing covered deposits.

There were alternatives, however, to simply
closing a failed thrift and liquidating its assets
and liabilities. The National Housing Act au-
thorized the FSLIC either to acquire the assets
and liabilities of a troubled thrift or to provide
loans or contributions, as long as the esti-
mated cost of doing so was lower than simply
liquidating the institution.

Supervisory-Assisted Mergers

With the authority provided by the National
Housing Act of 1934, the Bank Board ar-
ranged for some troubled thrifts to be acquired
by other, healthy thrifts without cost to the
FSLIC's insurance fund. (The administrative
costs the Bank Board or the FSLIC incurred
were not considered to be a contribution to the
thrift and were not counted as a cost of
resolution.) From 1980 through 1988, the
Bank Board arranged 333 of these so-called
supervisory-assisted mergers, most of which
were done in 1982.5

Many of the acquirers in these mergers
later failed because their capitalization was
weakened when they combined their assets

3. Because many of the thrifts the FSLIC insured were
state-chartered, the order for takeover came from the
state chartering authority. Although the states could
declare another receiver, arrangements among the Bank
Board, the FSLIC, and state thrift regulators generally
named the FSLIC as receiver and made the Bank Board
and the FSLIC responsible for resolution.

4. There were other grounds for the Bank Board to declare
that a thrift had failed, but they were never used. See
Congressional Budget Office, Reforming Federal Deposit
Insurance (September 1990).

and liabilities with those of the troubled
thrift.6 The extent of their undercapitaliza-
tion was not fully recognized because the
Bank Board granted them forbearance on
their capital standards. When the troubled in-
stitution was acquired, its assets were re-
valued on a market-value basis (that is, they
were marked to market), and many of its
losses were realized on the books. Acquirers
still paid more than the market value of the
assets because they felt that the troubled
thrift had intangible value as an ongoing con-
cern. Thigs so-called franchise value is not nor-
mally recorded on the books, but its value does
appear in mergers.

Under generally accepted accounting prin-
ciples (GAAP), if an acquirer pays more than
the book value of the acquired institution's net
worth, then it must show the difference as
goodwill. GAAP treats goodwill as a depre-
ciating intangible asset. The Bank Board
granted a forbearance on capital standards to
acquiring thrifts by allowing them to write off,
or depreciate, goodwill at a more generous
rate than GAAP would allow. The goodwill
created in these supervisory mergers is called
supervisory goodwill, but it is not distin-
guished as such in financial reports.

It is difficult to determine exactly how much
supervisory goodwill was created in these su-
pervisory mergers. Likewise, it is difficult to
determine the share of supervisory goodwill in
the approximately $7 billion in intangible as-
sets on the books of the thrift industry at the

5. The term "assisted" refers only to the government's help
in arranging the merger. The annual number of super-
visory-assisted mergers ig shown in Table C-2.

6. A thrift with $100 billion in assets and $90 billion in
liabilities has $10 billion in net worth (that is, capital).
Its capitalization, which is measured by the ratio of capi-
tal tu assets, i3 10 percent. If it purchases a thrift with
the same amount of assets but $99 billion in liabilities,
giving it $1 billion in capital and a 1 percent capitaliza-
tion ratio, then the resulting institution from the merger
has $200 billion in assets, $189 in liabilities, and $11 bil-
lion in capital. Although the total amount of capital at
the two institutions and their joint capitalization remain
the same, the resulting institution is less well capital-
ized, at 5.5 percent, than it was before the merger. The
reduction in the capitalization of acquiring institutions
depended on their size relative to that of the troubled
thrift and the relative capitalization of both thrifts.
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end of 1992. One way to estimate supervisory
goodwill is to look at year-end financial data of
the thrift industry between 1981 and 1982. At
the end of 1981, the industry had a GAAP
measure of capital of $27 billion. Tangible
capital was reported as $25 billion, total good-
will at that time thus amounted to about $2
billion. At the end of 1982, the industry re-
ported a GAAP measure of capital of $20 bil-
lion and a tangible measure of capital of $4
billion, which implies that at least $16 billion
of goodwill was created in 1982, Because 1982
had the highest number of supervisory merg-
ers, it 1s reasonable to conclude that much of
the $16 billion of goodwill was supervisory
goodwill. In that year, 184 supervisory-as-
sisted mergers were arranged (see Table C-2);
about 200 regular mergers also took place.

Open-Thrift Assistance

The Bank Board and the FSLIC also used
their authority to extend loans or make contri-
butions to troubled thrifts. This so-called
open-thrift assistance was made in the belief
that the troubled thrift could recover with
temporary financing or minimal assistance.
Outlays for contributions associated with
open-thrift assistance are difficult to discern,
however, because all of these thrifts were
eventually resolved and the cost of resolution
did not distinguish these contributions from
other costs.

The Management Consignment
Program and the Southwest
Plan

In early 1985, the Bank Board initiated the
Management Consignment Program (MCP).
This program was developed for insolvent
thrifts whose managers were considered un-
likely to comply with supervisory actions.
From 1985 through 1988, more than 100 insol-
vent thrifts were brought into the MCP. The
program's objective was to install a new set of
managers to operate the institution in such a
way as to reduce the FSLIC's ultimate costs.

Installing new management could involve ap-
pointing a conservator, placing the institution
into receivership, or creating a new, federally
chartered, mutually owned thrift that incor-
porated the insured liabilities and assets of
the old institution that were not potentially
harmful to the new institution.?

The MCP was a predecessor of the RTC's
congervatorship program, but outside man-
agers--ugually from other thrifts in the state
or region--were contiacted to run the institu-
tions. The original idea was that a thrift
would be in the MCP for only 90 days. The
first thrift that entered the MCP was resolved
three and a half years later. Managers of
thrifts in the MCP could only stem losses from
new investments; that they could rid the thrift
of its embedded bad assets and restore the
thrift to solvency would have been an un-
reasonable expectation. Managers were faced
with substantial ongoing operating losses.
These losses resulted in part because deposi-
tors, uncertain of the FSLIC's ability to make
good on its deposit insurance commitment,
asked for higher interest rates than they
would have received from solvent thrifts.

The Southwest Plan, announced by the
Bank Board in January 1988, introduced the
concept of combining several insolvent thrifts
into a single institution. It was established in
part to address the higher cost of funds that in-
solvent, unresolved thrifts were paying. Insol-
vent thrifts in Texas, for example, paid on av-
erage approximately 75 basis points, or three-
quarters of one percentage point, more for de-
posits than the national average.? The Bank
Board hoped that the Southwest Plan could
obtain some savings by reducing overhead
costs and that these repackaged thrifts might
be better prospects for purchase and assump-
tions than they would be as separate institu-
tions. By the end of 1988, the Bank Board had

7.  See Kormendi and others, Crisis Resolution in the Thrift
Industry, p. 23; and White, The S&L Debacle, pp. 134-
136.

8. This so-called "Texas premium" i8 measured based on
certificates of deposit of like maturities. See White, The
S&L Debacle.
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resolved 83 failed thrifts that had been com-
bined in 16 Southwest Plan institutions.

It is unclear whether the Southwest Plan
was successful, but analysis of the 1988 reso-
lutions suggests that the costs of resolving the
thrifts in that plan were not significantly
higher than those of other resolutions.? The
Southwest Plan generally is not viewed fa-
vorably by analysts, probably because it was
merely another tactic for delaying resolution.

Purchase and Assumption
and Liquidation

Once the Bank Board determined that a failed
thrift would be closed, there were still a num-
ber of ways to resolve it. As discussed in
Chapter 4, the FSLIC preferred to sell the
whole institution in a purchase and assump-
tion (P&A) rather than liquidate it in receiv-
ership. The theoretical preference for a P&A
rests with the notion that a thrift has some
value as an ongoing concern. This value is not
reflected on the books of the thrift; it rests
with the quality of the thrift's management,
the quality and extent of its customer relation-
ships, and other aspects of its business. The
FSLIC also realized that some nonthrift ac-
quirers valued the thrift charter because it af-
forded them the ability to enter the thrift busi-
ness. Acquiring an established thrift, albeit of
poor quality, could be less expensive than
starting one from scratch. Acquiring an estab-
lished thrift from the FSLIC, which was being
forced to dispose of it and was trying to avoid
its liquidation, could be arranged more cheap-
ly than acquiring a healthy thrift.

Deals arranged by the FSLIC to resolve a
failed thrift through purchase and assumption
have been the subject of extensive criticism.
The FSLIC had a shortage of cash--both for
loss money and working capital. Liquidations
were not only more expensive than P&As, but

9. See, for example, Barth, Bartholomew, and Elmer,"The
Cost of Liquidating Versug Selling Failed Thrift Insti-
tutions.”"

they also required more working capital. By
law the FSLIC was required to minimize
losses to the insurance fund when it resolved
failed thrifts. Since P&As were effected with
lower loss rates relative to assets than liquida-
tions, the Bank Board presumed that P&As
were preferred.

There are two problems with this presump-
tion. First, not all institutions can be resolved
more cheaply through a P&A than through
liquidation. Only those institutions with as-
sets whose book value is below their market
value or, as is more likely the case, have some
franchise value are good candidates for a
P&A. Second, there is a cost for seeking a
P&A acquirer. The FSLIC did not bear any di-
rect carrying costs for managing assets and
liabilities at failed institutions because they
were not closed until resolution. It did bear in-
direct carrying costs because failed thrifts con-
tinued to lose money either from further bad
investment decisions or from high operating
costs.10 It was also possible that the longer a
failed thrift waited for resolution, the more its
franchise value diminished; substantial unre-
solved financial difficulties at a thrift can
prompt good managers and staff to leave and
uncertain core depositors, even though in-
sured, to withdraw funds.

Faced with a shortage of cash and assuming
that P&As were a cheaper general resolution
strategy, the FSLIC gave too much emphasis
to preferring P& As over liquidations. The
deals negotiated in arranging P&As probably
were less favorable to the FSLIC than if it had
not had a cash shortage and had not been as
desperate to avoid liquidations. Since poten-
tial acquirers perceived that liquidation was
not a realistic alternative for the FSLIC, their

10. As mentioned earlier, failed thrifts that were not re-
solved tended to pay higher rates on deposits. See, for
example, James R. Barth, Philip F. Bartholomew, and
Carol J. Labich, "Moral Hazard and the Thrift Crisis: An
Empirical Analysis," Consumer Finance Law: Quarterly
Report, vol. 44, no. 1 (Winter 1990); and White, The S&L
Debacle. They may have paid higher rates because de-
positors were uncertain about the FSLIC's ability to
meet its deposit insurance obligations or because failed
thrifts resorted to high-priced borrowings to meet liquid-
ity needs.
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bargaining power was strengthened. The
FSLIC was successful in attracting bidders,
but the deals are difficult to analyze because
the negotiation process was highly compli-
cated and the bidding process was iterative.l!
Moreover, some deals involved a first round of
bidding to grant exclusive negotiation rights.
By granting exclusive negotiation rights, the
FSLIC increased the bargaining power of ac-
quirers who may have overpriced their initial
bid in order to eliminate the competition.

Noncash Incentives in
FSLIC Deals

Rather than being simple agreements as to
how much the FSLIC would pay to have an ac-
quirer purchase and assume the thrift, the
deals included others factors that are difficult
to value. The FSLIC offered noncash incen-
tives to acquirers of failed thrifts, including
coverage of capital losses, yield maintenance
agreements, and tax benefits.12 Loss coverage
and yield maintenance agreements were of-
fered because both the FSLIC and the acquirer
were uncertain about the true value of assets
included in the deal. Tax benefits were offered
as a price discount to the acquirer at no cost to
the FSLIC, even though they were recorded as
a cost to the Treasury.

Certain assets were sold in a P&A with a
provision for coverage of capital losses. If the
acquirer sold those assets at a price lower than
was stipulated in the deal with the FSLIC, the
FSLIC agreed to make up the difference. In
some deals with this provision, the FSLIC ne-
gotiated a loss-sharing arrangement to mini-
mize its exposure to future loss.

11. See, for example, Kormendi and others, Crisis Resolu-
tion in the Thrift Industry.

12. For a detailed description of these noncash incentives,
see, for example, Kormendi and others, Crisis Resolution
in the Thrift Industry, and White, The S&L Debacle.

Some assets that were currently yielding
little or no income were sold in the P&A with a
yield maintenance agreement--a guarantee to
the buyers that loans acquired in the P&A
would earn some minimal amount and that
the FSLIC would make up any difference. Be-
cause the FSLIC therefore shared in potential
unanticipated losses, this arrangement re-
duced the acquirer's incentive to maintain the
quality of the loan. The FSLIC also tried to
ensure that it did not undersell the thrift and
included in the deals provisions for it to share
in any unanticipated gains. It issued war-
rants that enabled it to purchase stock at a
prearranged price in the event that the ac-
quirer did better with the thrift than the nego-
tiated deal anticipated.

The FSLIC used call provisions on capital
loss coverage and yield maintenance agree-
ments. If, in the future, the FSLIC were to
have greater financial resources or feel that it
could dispose of assets better than the ac-
quirer, it could call the asset and reacquire it.

The FSLIC also used certain tax benefits to
attract acquirers. These tax benefits were in
the form of loss-carry-forward provisions. Be-
fore 1989, an acquirer could make full use of
these provisions to lower its tax liability. Al-
though this practice lowered the FSLIC's cost
of resolving thrifts, it merely transferred the
cost to the federal budget. In 1988, the FSLIC
estimated that the Treasury would lose $5.5
billion in forgone tax collections from re-
solved thrifts. The FSLIC sold about $2.7 bil-
lion of these benefits to acquirers.

Other terms of the P&A deals also are very
difficult to value. For example, as part of the
P&A the acquirer was granted certain regula-
tory forbearances. Relief was granted from su-
pervisory action for noncompliance with statu-
tory and regulatory provisions in cases in
which the bad assets or liabilities were the
cause of the noncompliance. These forbear-
ances commonly included relief from liquidity
requirements and capital standards (that is,
acquired bad assets were included in capital
despite their poor quality).
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Data on the Thrift Indl_lgtl‘y
and Thrift Failures, 1980-1992

his appendix contains information on the financial performance of the thrift industry and on

thrifts resolved by the Federal Savings and Loan Insurance Corporation and the Resolution

Trust Corporation. The data provide an overview of the thrift industry (Table C-1), a
history of thrift resolutions (Table C-2), a breakdown of the number of thrift resolutions by state
(Table C-3), and a breakdown of the estimated cost of resolutions by state (Table C-4).
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Table C-1.
Thrifts Insured by the Federal Savings and Loan Insurance Corporation and the Savings
Association Insurance Fund, 1980 Through the Third Quarter of 1992
1980 1981 1982 1983 1984 1985 1986
Assets and Net Worth (Billions of dollars)
Number of Institutions 3,993 3,751 3,287 3,146 3,136 3,246 3,220
Total Assets (RAP Basis)a 604 640 686 814 978 1,070 1,164
Net Worth (GAAP Basis)a 32 27 20 25 27 34 39
Tangible Net Worth 32 25 4 4 3 9 15
Income (Millions of dollars)
Net After-Tax Income 781 —4,631 —~4,142 1,945 1,022 3,728 131
Net Operating Income 790 -7,114 —8,761 ~46 990 3,601 4,562
Net Non-operating Income 398 964 3,041 2,567 796 2,215 --1,290
Taxes 407 -1,519 -1,578 576 764 2,087 3,141
Asset Portfolio (Percentage of total)
Home Mortgagest 66.5 65.0 56.3 49.8 449 42.4 38.9
Mortgage-Backed Securities 4.4 5.0 8.6 10.9 1.1 10.4 131
Mortgage Assets 709 70.0 64.9 60.7 56.0 52.8 52.0
Type of Institution
Stock Institutions
As a percentage of all institutions 200 21.0 23.0 24.0 30.0 33.0 37.0
As a percentage of total assets 27.0 29.0 30.0 40.0 52.0 56 0 62.0
Federally Chartered Institutions
As a percentage of all institutions 50.0 51.0 51.0 51.0 54.0 53.0 54.0
As a percentage of total assets 56.0 63.0 70.0 66.0 64.0 64.0 64.0
Ratio of Tangible Capital to Assets (Assets in billions of dollars)
Greater Than 6 Percent
Number of thrifts 1,701 1,171 787 661 643 806 972
Total assetsd 181 101 59 84 62 95 156
Between 3 Percent and 6 Percent
Number of thrifts 1,956 1,766 1,202 1,091 945 1,009 995
Total assetsd 379 348 190 222 227 259 316
Between 1.5 Percent and 3 Percent
Number of thrifts 230 524 592 569 526 460 354
Total assetsd 39 113 136 185 168 212 191
Between Zero Percent and 1.5 Percent
Number of thrifts 63 178 291 310 327 266 227
Total assetsd 4 50 81 88 153 135 144
Less Than Zero Percent
Number of thrifts 43 112 415 515 695 705 672
Total assetsd 0.4 29 220 234 336 335 324
Conservatorships (Assets in billions of dollars)
Number of Thrifts n.a. n.a. n.a. n.a. n.a n.a n.a.
Total Tangible Assets n.a. n.a. n.a. n.a. n.a. n.a n.a.
Resolutions (Assets in millions of dollars)e
Number of Thrifts 1 28 63 36 22 31 46
Total Assets 1,459 13,907 17,663 4,630 5,081 6,366 12,450
Estimated Present-Value Cost 166 760 806 275 743 1,026 3,066

SOURCE:  Congressional Budget Office using data from the Federal Home Loan Bank Board, the Office of Thrift Supervision, the
Resolution Trust Corporation, and Ferguson and Company. The format of this table is adapted from lames R. Barth, Philip
F.Bartholomew, and Carol J. Labich, “Moral Hazard and the Thrift Crisis: An Empirical Analysis," Consumer Finance Law

Quarterly Report, vol. 44, no. 1 (Winter 1990), p. 23.

NOTES: Data for 1988 are revised as of 12/89; data for 1989 through 1991 are revised as of 1/93; data for 1992 are preliminary.
Industry data for 1989 through 1992 do not include thaose thrifts in conservatorships at year-end (the thrifts included are

referred to as private-sector thrifts by the Office of Thrift Supervision). n.a. = notavailable.

a. RAP basis = measured using regulatory accounting practices established by the Federal Home Loan Bank Board through August 9,
1989, and the Office of Thrift Supervision thereafter; GAAP basis = measured using generally accepted accounting principles.
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Table C-1.
Continued

1987 1988 1989 1990 1991 1992:iii
Assets and Net Worth (Billions of dollars)
Number of Institutions 3,147 2,948 2,593 2,337 2,096 1,954
Total Assets (RAP Basis)a 1,251 1,351 1,112 994 876 816
Net Worth (GAAP Basis)a 34 46 47 50 52 55
Tangible Net Worth 9 23 36 38 43 48
Income (Millions of dollars)
Net After-Tax Income —7,779 —-12,057 —4,243 -2,018 2,133 4,049b
Net Operating Income 2,850 907 —4,742 —~2,010 3,341 5,462b
Net Non-operating Income -7.930 —11,012 1,443 1,001 1,106 661b
Taxes 2,699 1,952 943 1,098 2,364 2,223b
Asset Portfolio (Percentage of total)
Home Mortgagesc 37.8 38.6 42.9 44.4 46.7 47.2
Mortgage-Backed Securities 15.6 15.4 14.0 145 14.3 145
Mortgage Assets 53.4 54.0 56.9 58.9 61.0 61.7
Type of institution
Stock Institutions
As a percentage of all institutions 40.0 44.0 44.0 440 46.0 n.a.
As a percentage of total assets 70.0 74.0 75.0 75.0 78.0 n.a.
Federally Chartered Institutions
As a percentage of all institutions 56.0 58.0 60.0 64.0 65.0 n.a.
As a percentage of total assets 65.0 71.0 75.0 83.0 84.0 n.a.
Ratio of Tangible Capital to Assets (Assets in billions of dollars)
Greater Than 6 Percent
Number of thrifts 1,113 1,128 1,180 1,132 1,148 1,253
Total assetsd 188 196 206 195 227 298
Between 3 Percent and 6 Percent
Number of thrifts 891 852 813 837 763 624
Total assetsd 356 414 480 484 468 420
Between 1.5 Percent and 3 Percent
Number of thrifts 277 280 245 163 105 50
Total assetsd 196 240 206 154 104 69
Between Zero Percent and 1.5 Percent
Number of thrifts 194 157 120 101 47 17
Total assetsd 143 181 59 83 36 16
Less Than Zero Percent
Number of thrifts 672 531 239 109 33 10
Total assetsd 336 320 192 89 41 12
Conservatorships (Assets in billions of dollars)
Number of Thrifts n.a. n.a. 281 179 91 69
Total Tangible Assets n.a. n.a. 93 86 47 32
Resolutions (Assets in millions of dollars)e
Number of Thrifts 47 205 37 315 232 69f
Total Assets 10,664 101,242 10,808 94,248 75,947 35,339
Estimated Present-Value Cost 3,704 31,790 5914 37,302 34,506 6,715

b. Income numbers are cumulative through 1992:iii (that is, year to date).
Home mortgages exclude multifamily and nonresidential mortgages.

c.

d. Assets reported are on a tangible basis for 1980 through 1989 and on a RAP basis thereafter.

e. Datafor 1988 do not include 18 “stabilizations" that had assets of $7,463 million, tangible net worth of negative $3,348 million,
and an estimated present-value resolution cost of $6,838 million. Data for 1989 do not include seven resolutions by the Federal
Savings and Loan Insurance Corporation (reportedly at no cost to the FSLIC) and two resolutions by the Resolution Trust Cor-
poration (reportedly at no cost to the RTC). The data on the resolution costs reflect RTC revisions for 1989 and 1990 resolutions
(made in June 1991), but do not reflect revisions by the General Accounting Office for cost estimates of 1988 resolutions.

f.  Resolution data for 1992:iii are cumulative through September 30, 1992.
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Table C-2.
Attrition Among Institutions Insured by the Federal Savings and Loan Insurance Corporation,
1980-1992 (Assets and costs in millions of dollars)

Resolutions Requiring FSLIC or RTC Assistance
Mergers and Other Types

Liguidations of Assisted Resolutions

Total Total Total Total
Year Number Assets Cost Number Assets Cost
1980 0 0 0 1" 1,459 166
1981 1 89 30 27 13,818 730
1982 1 36 3 62 17,627 803
1983 5 262 60 31 4,368 215
1984 9 1,498 583 13 3,583 160
1985 8 1,752 549 23 4,614 477
1986 10 582 253 36 11,868 2,813
1987 17 3,045 2,276 30 7,619 1,428
1938 26 3,052 2,586 179 98,190 29,203
1989 30 2,202 1,533 7 8,606 4,380
1990 143 18,272 11,949 172 75,976 25,353
1991 67 17,156 9,625 165 58,791 24,881
1992 _b _.274 11 63 35,065 _6,644
Total 323 48,220 29,519 819 341,584 97,254

SOURCE:  Congressional Budget Office using data from the Federal Home Loan Bank Board and the Office of Thrift Supervision.
NOTES: Costs are estimated present-value costs of resolution.

Total assets after 1988 are based on gross assets reported by the Resolution Trust Corporation (RTQ).
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Table C-2.
Continued
Resolutions Requiring FSLIC or RTC Assistance Resolutions Requiring
No Assistance
All Assisted Resolutions Management
Total Total Consignment Supervisory

Year Number Assets Cost Casesd Mergers
1980 1 1,459 166 0 21
1981 28 13,907 760 0 54
1982 63 17,663 806 0 184
1983 36 4,630 275 0 34
1984 22 5,081 743 0 14
1985 31 6,366 1,026 23 10
1986 46 12,450 3,066 29 5
1987 47 10,664 3,704 25 5
1988 205 101,242 31,790 18b 6
1989 37 10,808¢ 5,914d 0 0
1990 315 94,248¢ 37,302d 0 0
1991 232 75,947¢ 34,5064 0 0
1992 _ 69 35,339¢ 6,715d _0 _0
Total 1,142 389,804 126,773 95 333

a. After 1988, thrifts were placed into an RTC conservatorship before resolution; before 1989 many thrifts were placed into a man-
agement consignment program.

b. Resolution of these institutions--called stabilizations by the Federal Home Loan Bank Board--was incomplete.

¢ Total assets are gross assets reported by the RTC at the time of resolution. For years 1989 through 1992, assets in the quarter
before takeover were $14,028 million, $142,008 million, $134,310 million, and $46,632 million, respectively.

d  Resolution costs for 1989 through 1992 were revised by the RTC as of March 1993.
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Table C-3.
Thrift Resolutions Conducted by the Federal Savings and Loan Insurance Corporation
and the Resolution Trust Corporation, by State, 1980-1992 '

State 1980 1981 1982 1983 1984 1985 1986
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Alaska
Arizona
Arkansas
California
Colorado
Connecticut
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District of Columbia
Florida
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Table C-3.
Continued

‘ State
State 1987 1988 1989 1990 1991 1992 Total
Alabama 1 1 1 4 2 1 1
Alaska 1 0 0 2 0 0 S
Arizona 2 2 2 10 5 1 24
Arkansas 0 0 0 5 3 1 9
California 5 18 6 28 15 6 90
Colorado 1 4 0 13 4 0 24
Connecticut 0 0 0 2 2 3 7
Delaware 0 0 0 0 0 0 0
District of Columbia 0 0 0 0 0 0 2
Florida 0 7 3 12 16 7 54
Georgia 0 1 1 5 3 4 19
Hawaii 0 0 0 0 0 0 2
Idaho 2 1 0 0 0 0 3
lllinois 3 15 1 31 11 4 30
Indiana 0 7 0 3 0 1 17
lowa 1 10 1 4 4 2 26
Kansas 1 1 2 15 3 0 26
Kentucky 0 3 0 1 2 0 1
Louisiana 9 1 6 21 20 1 78
Maine 0 0 0 2 2 0 6
Maryland 0 0 0 0 1 0 1
Massachusetts 1 0 0 3 4 2 14
Michigan 1 4 0 2 0 1 1
Minnesota 0 5 0 4 1 0 12
Mississippi 0 0 0 8 10 0 22
Missouri 2 0 0 10 1 3 26
Montana 0 1 0 0 0 0 3
Nebraska 1 0 1 7 0 0 9
Nevada 0 0 0 1 0 0 2
New Hampshire 0 0 0 0 1 0 1
New Jersey 2 3 0 3 20 3 38
New Mexico 0 1 0 6 4 1 17
New York 0 0 0 4 6 3 29
North Carolina 1 1 1 2 3 1 1
North Dakota 0 0 0 2 1 0 6
Ohio 2 5 0 4 10 2 39
Oklahoma 1 1 0 8 6 3 30
Oregon 2 S 0 2 0 0 11
Pennsylvania 0 0 3 1 6 2 17
Puerto Rico 0 0 0 1 0 0 4
Rhode Island 0 0 0 0 0 1 3
South Carolina 0 0 1 0 1 0 3
South Dakota 0 1 0 0 1 1 6
Tennessee 0 3 0 5 4 1 21
Texas 4 81 8 67 55 7 237
Utah 2 0 0 4 0 1 8
Vermont 0 0 0 0 0 0 0
Virginia 1 3 0 4 3 5 25
Washington 1 S 0 2 1 0 15
West Virginia 0 3 0 2 0 0 6
Wisconsin 0 0 0 2 0 1 4
Wyoming 0 _2 90 _3 1 0 _ 7
Total 47 205 37 315 232 69 1,142

SOQURCE:  Congressional Budget Office using data from the Federal Home Loan Bank Board and the Resolution Trust Corporation.
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Table C-4.

Estimated Cost of Resolutions Conducted by the Federal Savings and Loan Insurance
Corporation and the Resolution Trust Corporation, by State, 1980-1992 (In millions of dollars)
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Table C-4.
Continued
State

State 1987 1988 1989 1990 1991 1992 Total
Alabama 0 13 7 270 25 61 379
Alaska 2 0 0 220 0 0 229
Arizona 90 28 78 664 1,612 13 3,223
Arkansas 0 0 0 4,076 2,215 24 6,315
Catifornia 716 5,438 539 2,207 6,008 1,405 16,812
Colorado 0 585 0 1,303 484 0 2,429
Connecticut 0 0 0 45 40 66 151
Delaware 0 0 0 0 0 0 0
District of Columbia 0 0 0 0 0 0 65
Florida 0 1.325 701 2,321 2,436 1,491 9,054
Georgia 0 5 22 260 184 82 554
Hawaii 0 0 0 0 0 0 4
Idaho 121 2 0 0 0 0 123
Ilinois 173 1,502 35 830 421 81 3,577
Indiana 0 145 0 44 0 2 230
lowa 102 339 47 43 84 15 651
Kansas 20 20 93 1,512 91 0 1,755
Kentucky 0 84 0 3 48 0 253
Louisiana 540 177 349 874 827 a1 3,759
Maine 0 0 0 647 510 0 1,209
Maryland 0 0 0 0 16 0 16
Massachusetts 69 0 0 443 230 25 823
Michigan 14 175 0 44 0 2 275
Minnesota 0 205 0 1,028 4 0 1,333
Mississippi 0 0 0 417 232 0 661
Missouri 99 0 0 1,035 5 333 1,677
Montana 0 1 0 0 0 0 21
Nebraska 5 0 43 499 0 0 547
Nevada 0 0 0 22 0] 0 22
New Hampshire 0 0 0 0 23 0 23
New Jersey 56 230 0 70 2,651 187 3,251
New Mexico 0 80 0 443 1,575 39 2,153
New York 0 0 0 1,912 788 409 3,758
North Carolina 0 34 40 159 64 40 342
North Dakota 0 0 0 173 6 0 235
Ohio 22 541 0 287 260 5 1,499
Oklahoma a1 502 0 363 370 25 1,371
Oregon 27 362 0 267 0 0 823
Pennsylvania 0 0 988 443 1,664 144 3,261
Puerto Rico 0 0 0 365 0 0 457
Rhode Island 0 0 0 0 0 19 32
South Carolina 0 0 8 0 107 0 115
South Dakota 0 8 0 0 4 41 57
Tennessee 0 34 0 128 18 88 366
Texas 1,504 19,491 2,964 12,910 11,137 116 49,013
Utah 46 0 0 568 0 1 778
Vermont 0 0 0 0 0 0 0
Virginia 35 136 0 108 359 1,551 2,233
Washington 22 92 0 164 5 0 444
West Virginia 0 81 0 12 0 0 93
Wisconsin 0 0 0 84 0] 13 100
Wyoming 0 147 0 39 5 0 221
Total 3,704 31,790 5,914 37.302 34,506 6,715 126,773

SOURCE: Congressional Budget Office using data from the Federal Home Loan Bank Board and the Resolution Trust Corporation.
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