


Fed lending practices have emphasized anecdo-
tal evidence from a few bank failure cases,
particularly the failures of the Bank of New
England and the Madison National Bank.* This
article, in contrast, examines whether the record
of Ted lending to many failed banks supports
the arguments of the critics.

The evidence in this study indicates that loans
from the Fed to many of the failed banks in
their last year were concentrated near the time
of failure and were allocated to the banks with
the greatest liquidity needs. The evidence does
not support the argument that Federal Reserve
lending to troubled banks increased the losses
of the FDIC.

FEDERAL RESEBRVE POLICY ORN

LENDING 70 TROUBLED BANKS
PRIOE TO FDICEA

Prior to passage of FDICIA in 1991, the Feder-
al Reserve had a long-standing policy of not
lending to nonviable institutions, except when
such lending would facilitate an orderly resolu-
tion of institutions. Lending to facilitate orderly
resohations had been undertaken in cooperation
with the institutions’ supervisors and with the
deposit insurance authorities. Under this policy,
the Federal Reserve loaned to some troubled
banks for extended pericds of time. Two of the
large banks that received Fed credit for extended

+See Schwartz {1992), Todd (1992) and comments by
policymakers in Rehm (1891). For hearings on the failures
of these banks, see U.S. House of Representatives (1991a,
1991b).
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periods of time were the Franklin National Bank,
in 1974, and the Continental Hlinois National
Bank, in 1984 .3

In response to public criticismn that the Feder-
al Reserve had subsidized the Franklin National
Bank, the Fed amended its lending regulations
to establish a new, higher special discount rate
for protracted emergency assistance to particu-
lar banks. Figure 1 indicates that such emergen-
cy assistance—which has been called extended
credit since 1980—at times has been the
predominant form of discount window lending.
Prior to passage of FDICIA late in 1991, there
were no legal constraints on the size or dura-
tion of Federal Reserve lending to troubled
banks.

THE DEBATE OVER LENDING TO
TROUBLED BANKS

The Issues

Public discussion that led to passage of limits
in FDICIA on the authority of the Federal Reserve
to lend to troubled banks involved two issues.
The first issue, philosophical in nature, involved
the proper purpose for lending. Walker Todd
(1988, 1991, 1992), a major contributor to this
debate, has asserted that the proper role for the
discount window is to lend for short periods of
time to solvent banks that are temporarily illi-
quid. Todd has described Federal Reserve lend-
ing to troubled banks for extended periods of
time as the substitution of credit from the Fed-
eral Reserve for capital of the banks, which he
considered inappropriate use of the discount
window.

The second issue involved the implications of
Federal Reserve lending practices for BIF losses.
‘This second issue appears to have been more
important to Congress than the philosophical is-
sues raised by Todd, because BIF losses may af-
fect the budget of the federal government. For
that reason, this article focuses on the second
issue in the debate, the implications of Fed lend-
ing practices for BIF.

Critics of Fed lending practices cited two rea-
sons why lending to troubled banks may have

increased BIF losses. First, credit from the Fed-
eral Reserve may have given the borrowers ex-
tra time to assume additional risk. Banks may
have increased risk through rapid growth of
their assets, in desperate gambles to regain
financial strength, or through actions to benefit
shareholders, such as paying dividends.

'The second argument involved reductions in
borrowers’ uninsured deposits. Deposits often
decline when the public becomes aware of a
bank’s troubles, but deposits in denominations
above the insurance limit of $100,000 per ac-
count tend to fall more rapidly than tfully in-
sured deposits. Credit from the Fed may have
allowed the borrowers to remain in operation
while funding relatively rapid declines in their
uninsured deposits. Without credit from the
Fed, these banks may have been unable to fund
deposit withdrawals some time prior to their
failure dates. Chartering agencies might have
closed these banks earlier, when their unin-
sured deposit liabilities were larger, if the Fed
had not made its credit available.

Implications of declines in uninsured deposits
for the losses to BIF in bank failure cases de-
pend on the methods used by the FDIC to
resolve these failures.® The simplest method is
liquidation, in which the failed bank is closed
and the FDIC pays insured depositors in full.
The FDIC over time pays the uninsured deposi-
tors a fraction of their deposits, which depends
on the value of the failed bank's assets. If the
value of the assets is less than the value of the
labilities, the FDIC and the uninsured deposi-
tors share as losses the gap between the value
of assets and liabilities. A decline in uninsured
deposits raises the cost to BIF if a case is resolved
through liquidation, since a decline in uninsured
deposits forces the FDIC to absorb mare of the
shortfall of the value of assets below liabilities.

In cases resolved through transfer of insured
deposits, banks bid for the deposit accounts of a
failed bank iIn denominations below the insur-
ance limit. The winning bidder assumes the in-
sured deposit accounts of the failed bank, and
the FDIC makes a cash payment to the winning
bidder equal to the deposits, minus the premi-

5For a view on the history of Federal Reserve discount win-
dow lending, see Schwartz (1992). Thrift institutions have
had access to credit from the discount window since 1980,
under provisions of the Monetary Control Act. This paper
focuses on lending to commercial banks. For convenience,
all depository institutions are cafled banks.

#See the appendix to Gilbert (1992} for an analysis of the
distribution of losses between the FDIC and uninsured
depositors under alternative methods of resolving bank
fajlure cases.
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um paid by the winning bidder.” The cost of a
resolution arranged as a transfer of insured
deposits tends to be lower than what the cost
woutld have been under liquidation by the
amount of the premium, net of administrative
costs of arranging the resolution. The FDIC
shares with the uninsured depositors any losses
from resolving the failed bank. Declines in unin-
sured deposits have the same implications for
BIF losses under liquidation and transfer of in-
sured deposits.

During the years covered by this study,
1985-90, the FDIC resolved most bank failure
cases through a third method called purchase
and assumption (P&A}. In a case resolved through
P&A, the bank with the winning bid assumes all
of the deposit liabilities of the failed bank and
purchases some of its assets. The cash payment
from the FDIC to the winning bidder equals all
deposit Habilities {insured and uninsured}, minus
the value of assets purchased by the winning
bidder, minus the premium. The FDIC does not
share any of the losses with uninsured deposi-
tors in cases resolved through P&A, since the
winning bidder assumes all of the deposit liabili-
ties. Even in cases resolved through P&A,
however, declines in uninsured deposits may
increase BIF losses. In some cases, resolution
costs might have been lower if the failed banks
had been closed prior to the declines in unin-
sured deposits and resolved through liquidation
or transfer of insured deposits.

The Evidenoe

The staff of the House Banking Committee is-
sued a report in 1991 that summarized patterns
in Federal Reserve lending to insured depository
institutions from January 1, 1985, through May
10, 1991. The report concluded:

1. Ninety percent of all institutions that received
extended credit during this period subse-
quently failed.

2. The Federal Reserve routinely extended credit
to institutions with CAMEL ratings of 5 by

their supervisory agencies {the rating that
indicates imminent danger of failure).®

3. Borrowers that failed remained open for
10-12 months on average after being rated
CAMEL 35 by their supervisory agencies. The
report implies that the banks would not have
stayed open that long after being rated CAMEL
5 without Federal Reserve credit.

4. Borrowings increased dramatically as the con-
dition of institutions deteriorated.

5. The Federal Reserve took the highest quality
assets as collateral when banks borrowed, in
amounts substantially in excess of the loan
amounts.

6. Of the 530 failed institutions that borrowed
from the Federal Reserve in the three-year
period prior to their failure, 320 were bor-
rowing at the time of their failure, with $8.3
billion in discount window credit outstanding.

This paper investigates the implications of these
conclusions for BIF losses,

BOBRROWINGS BY A SAMPLE OF
FAILED BANKSE

This section presents information on Federal
Reserve lending 1o a sample of banks that failed
from 1985-30. The number of bank faitures per
vear was relatively large during that period.
Including these years yields a large sample of
failed banks. The sample ends in 1990 to avoid
failures in periods in which Federal Reserve
lending to troubled banks was influenced by the
provisions in FDICIA. Since the content of
FDICIA was discussed and debated throughout
most of 1991, the sample ends with the failures
in 1980. Note in Figure 1 that extended credit
borrowings were relatively low throughout 1991
and have been zero or relatively small since late
1991, when FDICIA was enacted.

The sample is restricted to failed banks that
reported their deposits to the Federal Reserve

"Winning bidders in cases resolved through transfer of in-
sured deposits often purchase some of the assets of the
failed banks.

8When government supervisors examine a bank, they give it
ratings from 1 {(the best) to 5 (the worst) on five aspects of
its operations: Capital adeguacy, Asset quality, Manage-
ment, Earnings and Liguidity (CAMEL., for short). In addi-
tion, supervisors assign a composite CAMEL rating from 1
o 5, based on the ratings for these five components,
Banks with composite ratings of 4 or 5 are classified as

problem banks and subjected to relatively close supervi-
sion. Banks rated composite CAMEL 5 are in such poor
condition that their supervisors consider them to be in
imminent danger of failing.
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Figure 1
Total and Extended Credit Borrowings
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each week in their last year, because the analy-
sis involves deposit data in their last year. This
restriction affects the size distribution of the
bhanks in the sample. Relatively small banks
report their deposit Habilities and vault cash

for one week in a quarter, and their required
reserves are set at the same level for a quarter
based on their reports. The maximum asset size
of the guarterly reporters was changed over the
years 1985-90.

Restricting the sample to those that reported
deposit data to the Fed in each of their last 52
weeks reduces a potential sample of 870 failed
banks to 318. Figure 2 presents the size distri-
bution of the banks in the sample, based on
their total assets as of failure date. Restricting
the sample to banks that reported their deposits
weekly for their last 52 weeks eliminates the
very small banks. None of the banks in the sam-
ple had total assets below $10 million, and only
19 of the 318 banks had total assets below $20
million as of their failure date.

Results derived from this sample of 318 banks
may not apply for smaller banks. In several
ways, however, the observations on borrowings

in the report of the House Banking Committee
are similar to the patterns of borrowings by
banks in this study. Also, among the 870 banks
in the broader sample, ratios of BIF loss to total
assets are not related systematically 1o asset
size, and the distributions of banks by reschs-
tion methods are similar for the larger and
smaller samples of banks.

Table 1 presents the distribution of the 318
banks in the sample by year of failure and bor-
rowings in their last 52 weeks. Failures of the
banks occurred fairly uniformly over the 1985-
90 period. About 58 percent of these banks bor-
rowed in at least one of their last 52 weeks.
Borrowings tended to be concentrated in the
weeks just prior to failure. Of the 185 banks
that borrowed in their last 52 weeks, 154 (83.2
percent} borrowed in at least one of their last
13 weeks. For the 318 banks as a group, about
54 percent of the total dollar amount of bor-
rowings in their last 52 weeks occurred in their
last 13 weeks. This observation confirms the
conclusion in the report by the staff of the
House Banking Commitftee that borrowings in-
creased as the condition of the banks deteri-
orated.

JANUARY/FEBRUARY 1894




Figure 2

Distribution of Banks in the Sample by Total Assets as of Failure Date
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Conclusions of the staff report of the House
Banking Committee leave the impression that
many failed banks borrowed for long periods
prior to their failure. For instance, the observa-
tion that borrowers remained in operation 10 to
12 months on average as CAMEL-5 rated banks
leaves the impression that credit from the dis-
count window was essential for keeping the
borrowers in operation during their last 10 to
12 months. This study indicates, in contrast,
that only a small minority of the banks bor-
rowed for at least half of their last year. Only
28 of the 318 banks (8.8 percent) horrowed in
at least 26 of their last 52 weeks.® The discount
window may have become less accommodating
to troubled banks in 1983-90; only four of the
94 banks that failed in those years borrowed in
halt or more of their last 52 weeks.

The sample of failed banks is distributed very
unevenly across Federal Reserve Districts, with

88 percent of the banks located in Districts 8,
10, 11 and 12 (Table 2). These Districts also ac-
count for most of the banks that borrowed in
their last 52 weeks. The banks that borrowed in
half or more of their Jast 52 weeks were con-

centrated in Districts 10 (Kansas City) and 11
{Dallas), which may reflect differences in Reserve
Bank lending practices. While the 12 districts
follow the same general policies on lending, the
staff of the district Reserve Banks have some
freedom to follow different lending practices.

Banks in the sample also differ substantially
by the amount of their borrowings relative to
the size of their total deposits. For most of the
hanks that borrowed from the Fed in their last
vear, average borrowings were small relative to
their average total deposits. Over their last 52
weeks, for instance, 85 percent of the failed
banks either didn't borrow from the Fed or
their borrowings were less than 1 percent of

The extreme cases in this sample invoived two banks in
the Kansas City District that borrowed almost continuously
for about two years and then failed.
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their average total deposits {Table 3}. In con-
trast, borrowings were large relative to total
deposits at a few of the banks. Borrowings of
three banks exceeded 10 percent of their total
deposits over their last 52 weeks. Ratios of bor-
rowings to total deposits tended to be higher
over the last 13 weeks than over longer periods
prior to failure dates, since borrowings tended
to rise and deposits decline as banks approached
their failure dates. For instance, borrowings of
15 banks exceeded 10 percent of their total
deposits over their last 13 weeks.

IMPLICATIONS OF BORBOWINGS
FOR THE BANK INSURBANCE
FUND

Direct Comparisons of BIF Loss
HRafios

Analysis of the effects of Federal Reserve
lending to troubled banks on the losses of BIF
begins with comparisons in Table 4 of BIF losses
associated with the failed banks that borrowed
from the Federal Reserve and those that did not
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borrow in their last year. The mean BIF loss ra-
tios in Table 4 for banks that did and did not
borrow from the Fed in their last year are not
adjusted for differences among the banks, other
than borrowings, that might explain differences
in BIF loss ratios, such as the condition of banks
prior to horrowing or regional effects.

Mean BIF loss ratios are about 5 percentage
points higher among the failed banks that hor-
rowed from the Federal Reserve in their last
year, and differences in the mean loss ratios are
highly significant. The high t-statistics for differ-
ences in mean BIF loss ratios indicate that there
is only a very small chance that the BIF loss ra-
tios of the berrowers and nonborrowers were
drawn from the same distribution.

The association hetween borrowings and BIF
loss ratios in Table 4 does not necessarily indi-
cate that Fed lending practices caused higher
BIF losses. Perhaps the banks that borrowed
from the Fed in their last vear would have had
higher BIF loss ratios than the other banks if
the Fed had not loaned to them. Two observa-
tions raise doubts about the argument that
loans by the Fed caused the higher BIF loss ra-
tios among the horrowers. First, borrowings of
most banks were concentrated near the time of
their failure dates, long after they had assumed
the risk that led to their failure. Second, if Fed-
eral Reserve lending caused the higher BIF loss

ratios among the borrowers, we would expect
the banks that borrowed the most relative to
their deposit size 10 have the highest BIF loss
ratios. This is not the case. Figures 3 and 4
present information on the association between
BIF loss ratios and ratios of borrowings to
deposits among the banks that borrowed in
their last year. Measuring borrowings over the
last 13 weeks (Figure 3) and the last 52 weeks
(Figure 4), there does not appear to be a posi-
tive association between BIF loss ratios and bor-
rowings ratios.

The remainder of this section attempts to de-
termine whether Fed lending practices caused
the higher BIF loss ratios among the borrowers
by investigating whether evidence supports the
agsumptions that underlie such a direction of
causality.

Did Federal Reserve Credit Help
Keep Problem Banks Open?

Credit from the Fed may have allowed the
borrowers to remain open longer as troubled
banks than the nonborrowers. Supported by
Fed credit, the borrowers may have assumed
additional risk just prior to their failure, result-
ing in larger losses to BIF when they failed. The
report by the staff of the House Banking Com-
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mittee emphasized such a link between borrow-
ings and BIF losses. One of the key conclusions
was that the failed banks which borrowed from
the Federal Reserve in their last three years re-
mained open on average about 10 to 12 months
after supervisors rated them as CAMEL 5. The
report implies that these banks would have
been closed earlier if the Federal Reserve had
not provided credit.

There are two problems with such an infer-
ence, First, the report does not indicate when
in their last three years these banks borrowed
from the Federal Reserve. Suppose a bank bor-
rowed for one day three years prior to its failure
and was rated CAMEL 5 one year prior to
failure. This case would be included among the
observations supporting the inference that Fed:
eral Reserve credit helped some CAMEL 5 banks
stay open for relatively long periods.

A second problem is a lack of comparison to
the length of time that nonborrowers were rated
CAMEL 5 prior to their failure dates. Table 5
provides such a comparison. The sample of 318

failed banks is divided into two groups: those
that borrowed from the Federal Reserve in

their last 13 weeks and those that did not. Bor-
rowings are observed over the Jast 13 weeks be-
cause any banks kept open only through access
to Federal Reserve credit would be borrowing
from the Fed near the time of their failure. Ta-
ble 5 presents the distributions of these banks
by the length of time they were rated CAMEL 4
or 5, and rated CAMEL 35, prior to their failure.
Banks rated CAMEL 4 or 5 are classified as
problem hanks. It is relevant to know whether
Federal Reserve credit helped banks rated
CAMEL 4 or 5 remain in operation for relatively
long periods prior to their failure, in addition to
analysis that focuses exclusively on CAMEL
5-rated banks.

The distributions of banks by the number of
months they were rated CAMEL 4 or 5 prior to
their failure are almost identical for the borrow-
ers and nonborrowers, The median number of
months between the time the banks were rated
problem banks and their failure was 20.5 months
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Figure 3
Relationship Between Borrowings Ratios and BIF Loss
Ratios Among Banks that Borrowed: Last 13 Weeks
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Figure 4
Relationship Between Borrowings Ratios and BIF Loss
Ratios Among Banks that Borrowed: Last 52 Weeks
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The banks that borrowed in their last 13
weeks tended to be rated CAMEL 5 somewhat
longer than the nonborrowers. The median
period the banks were rated CAMEL 5 prior to
failure was 9.5 months for borrowers, com-
pared to seven months for the nonborrowers.

Access 1o credit from the discount window,
however, does not appear to have been the onty

factor determining how long the borrowers and
nonborrowers rated CAMEL 5 remained in
operation. If access to Fed credit had been the
only factor, all of the borrowers would have
been rated CAMEL 5 for relatively long periods
prior to their failure, and all of the nonborrow-
ers rated CAMEL 5 for relatively short periods.
This was not the case. Periods that both bor-
rowers and nonhorrowers were rated CAMEL 5
ranged from less than one month to three years
or more. About 20 percent of the borrowers
were closed within two months of the time

19The median is used, instead of the mean, because the few
failed banks that remained open for long periods as
problem banks could distort comparisons of means. For
instance, among the 154 borrowers, three banks were rated
CAMEL 4 or 5 for over 60 months prior to failure; among
the 164 nonborrowers, four banks were rated CAMEL 4 or
5 for over 60 months.
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when their supervisors rated them CAMEL 5,
whereas many of the nonborrowers remained
in operation rated CAMEL 5 for much longer
periods.

Suppaose Table 5 is interpreted as indicating
that access to credit from the Federal Reserve
allowed borrowers to remain in operation slight-
ly longer as CAMEL 5-rated banks. What would
this imply for losses to BIF? The idea that trou-
bled hanks should be closed promptly to keep
them from taking actions that expose BIF to
larger losses is based on the assumption that
supervisors have been ineffective in preventing
troubled banks from taking such actions. This
author, however, has found evidence that super-
visors have been effective in constraining the
behavior of most of the troubled banks under
their jurisdiction.

Some of the evidence reveals the behavior of
banks while their capital ratios were below re-
quired levels or while supervisors rated them as
problem banks. Supervisors attempt to limit as-
set growth, dividends and loans to officers and
directors of the banks {the insiders) of under-
capitalized and problem banks. Gilbert (1991)
reported that large majorities of the banks that
operated in 1985-89 for four or more consecu-
tive quarters with capital ratios below the mini-
mum capital requirement in effect at the time
reduced their assets, refrained from paying divi-
dends and had lower insider loans while under-
capitalized. Gilbert (1992) found that the banks
undercapitalized the longest prior to failure had
the fastest declines in their total assets in their
last year, and the group of banks undercapital-
ized the longest prior to their failure had the
smallest percentage paying dividends in their
last vear. Gilbert (1993) found that banks reduced
the growth rates of their assets and reduced
their dividends when supervisors downgraded
them to problem status.

Another study tests directly the assoeciation
between the length of time prior to their failure
that banks operated with capital ratios below
the minimum required level and the losses to
the deposit insurance fund resulting from their
failures. Gilbert (1992) found no association be-
tween losses to the deposit insurance fund and
the length of time banks were undercapitalized
prior to their failure. Thus, if Federal Reserve
lending practices allowed some CAMEL 5-rated
banks to remain in operation slightly longer
than others, it is not clear that those lending
practices had any etffect on BIF losses.

Behavior of the Banks That
Borrowed

Conclusions about the behavior of most trou-
bled banks may not apply to those that bor-
rowed from the Fed near the time of their
failure. Since these banks were privileged to
have access to credit from the discount window
near the time of thejr failure, they may have
had other privileges not available to all troubled
banks.

The articles cited above indicate that troubled
banks subject to relatively close supervision
tended to reduce their assets and refrain from
paying dividends. Table 6 examines the deposit
growth and dividends of borrowers and nonbor-
rowers that were rated CAMEL 4 or 5 one vear
prior to their failure. Of these 238 banks, 96
did not borrow from the Fed in their last year,
and the remaining 142 banks borrowed at least
once in their last year. The 142 borrowers are
divided into several groups, based on their aver-
age borrowings over their last year as a percen-
tage of average total deposits over their last
vear. For each of the groups in Table 6, based
on their borrowings ratios, the mean of the per-
centage change in total deposits in their last
yvear was negative. The borrowers tended to
have more rapid declines in total deposits in
their last year than the nonborrowers, and
those that borrowed more relative to the size of
their total deposits tended to have faster rates
of decline in total deposits than the banks with
lower borrowings ratios. These observations are
consistent with the view that the banks that
borrowed most relative to their deposits had
the greatest liquidity needs.

About 15.5 percent of the banks rated CAMEL
4 or 5 in their last year paid dividends in their
last year, and this percentage was about the
same for the borrowers and nonborrowers.
Dividends as a percentage of total assets, how-
ever, were smaller among the borrowers that
paid dividends in their last year (mean of 0.29
percent} than among the nonborrowers that
paid dividends in their last year (mean of 0.45
percent}. Based on deposit growth and divi-
dends, supervision of the problem banks that
borrowed in their last vear appears to have
been at least as strict as the supervision of
problem banks that did not borrow from the
Fed.
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Bid Borrowers Have Larger
Declines in Uninsured Deposiis?

One of the arguments that Fed lending prac-
tices raised BIF losses rests on the assumption
that uninsured deposits declined more rapidly
at borrowing banks than at nonborrowing
banks. Table 7 indicates that for the banks that
borrowed in their last vear, the mean of the
percentage change in large denomination time
deposits over their last 52 weeks (negative 34.3
percent} was significantly different from the
mean percentage change in other deposits
(negative 9.6 percent). Large denomination time
deposits of the banks that borrowed from the
Fed in their last 26 weeks also declined more
rapidly on average than their other deposits
over their last 26 weeks (negative 26.2 percent
compared to negative 8.6 percent).

This pattern of more rapid declines in large
denomination time deposits than in other
deposits at borrowing banks, however, is almost

identical to the record for the banks that did
not borrow from the Federal Reserve in their
last year.? Credit from the Federal Reserve
does not appear to have facilitated more rapid
declines in large denomination time deposits at
the banks that borrowed from the Fed. These
observations fail to support one of the argu-
ments linking access to credit from the discount
window and BIF losses: that declines in unin-
sured deposits near the time of failure were
more rapid for borrowers than nonborrowers.

Federal Z io
T sy 1 imraifesd
¥ Promoting Orderl;

i

Resolution of a failed bank through methods
other than liquidation takes some time for the
FDIC to arrange. The FDIC has to prepare a
package of assets and liabilities for bidders to

Hinstructions for reporting deposits call for classifying
brokered deposits in denominations of $100,000 or less as
smali denomination time deposits.

12The t-statistics for differences between the mean growth
rates of large denomination deposits al the borrowers and

nonborrowers, measured over their 1ast 26 weeks and over
their last 52 weeks, are less than 0.2,
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examine, allow them time fo assess its value,
and arrange for transfer of the assets and liabil-
ities to the winning bidder. Resolutions arranged
as P&A tend to be less expensive to the FDIC
than other types of resolutions.” Lending by
the Federal Reserve may have allowed some
banks to remain open while the FDIC worked to
minimize resolufion costs.

One form of evidence that Federal Reserve
lending facilitated orderly resolutions would be
a lower percentage of liquidations among the
banks that borrowed from the Federal Reserve

near the time of their failure. Table 8 indicates
that the percentages of banks resolved by each
of the three methods were about the same for
the banks that borrowed in their last 13 weeks
and those that did not.** These observations do
not support the argument that Federal Reserve
lending near the time of failure facilitated reso-
lutions through methods other than liquidation.

Liquidations of failed banks might have been
more common without Federal Reserve credit to
troubled hanks, since borrowers had more
rapid declines in their total deposits in their last

135ee Gilbert {1992).

14Results are similar to those in Table 8 if the division be-
tween the two groups of banks is based on borrowings in
the 26 weeks ending in failure.
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year than nonborrowers (Table 7). Without
credit from the Federal Reserve, rapid deposit
declines might have forced the FDIC to liquidate
more banks. This argument, however, does not
provide a strong defense for Federal Reserve
lending to troubled banks, since the FDIC has
authority to use its resources to keep troubled
banks open until it can determine the least cost-
ly method of resolution. Options available to the
FDIC include lending to troubled banks, inject-
ing capital through open bank assistance, and
operating failed banks as bridge banks while
they search for buyers, as in the case of the
Bank of New England.

CONCLUSIONS

About 60 percent of the sample of banks that
failed in 1985-90 borrowed from the Federal
Reserve in their last 52 weeks. In addition, loss-
es of the Bank Insurance Fund were larger
among the banks that borrowed from the Fed-
eral Reserve in their last year. The combination
of these observations could be interpreted as
evidence that the Federal Reserve engaged in a
major operation of sustaining the life of trou-
bled banks that eventually failed, and that the
Federal Reserve increased BIF losses substantial-
Iy by lending to many banks near the time of
their failure.

This evidence, however, does not necessarily
prove that Fed lending practices caused the
higher BIF loss ratios of the borrowers. Perhaps
the Fed made loans to banks which would have
had relatively high BIF loss ratios with or without

Fed loans. This article investigates whether evi-
dence supports the arguments that Fed lending
caused larger BIF losses.

One argument is that Fed credit extended the
life of the borrowers, giving troubled banks
with little to lose additional time to assume risk.
Borrowers were rated CAMEL 5 by government
supervisors (in imminent danger of failing)
slightly longer prior to their failure than the
nonbhorrowers. Additional evidence, however,
indicates that the borrowers tended to have
faster declines in total deposits and tended to
pay smaller dividends than the nonborrowers in
their last year. These observations on deposit
growth and dividends are consistent with the
view that the banks which borrowed from the
Fed in their last year were under strict supervi-
sion appropriate for troubled banks.

The evidence does not support the argument
that horrowers had relatively rapid declines in
their uninsured deposits near the time of their
failure, which would have raised the cost of
resolution through methods other than pur-
chase and assumption. Large denomination time
deposits declined at about the same rates on
average for borrowers and nonborrowers over
their last 26-to-52 weeks.

It is possible 1o make an argument that, in
many cases, Federal Reserve lending to failed
banks helped limit BIF losses. In most cases,
borrowings were concentrated in a few weeks
just prior to failure. These loans may have al-
lowed the banks to remain in operation, fund-
ing deposit withdrawals, while the FDIC worked
to arrange resoclutions less costly to BIF than
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liquidations. Evidence on resolution methods in
the bank failure cases, however, does not sup-
port this interpretation. Percentages of failed
bank cases resolved through purchase and as-
sumption, transfer of insured deposits to other
banks and liquidation were ahout the same for
borrowers and other failed banks.

Overall, the evidence does not support the ar-
gument that Federal Reserve lending to failed
banks affected the costs of bank failures to BIF.
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