Chapter 5
“‘Handling ‘Bank_‘Fatlufcg

An important consideration in setting up the FDIC was the
establishment of an agency that, in addition to providing deposit
insurance, would handle bank failures and liquidate failed bank
assets in an orderly, inexpensive and nondisruptive manner.
These latter functions have played an important role in the
FDIC’s 50-year history.

Procedures Used in Handling
Failures — Early Years

The Banking Act of 1933 authorized the FDIC to pay up to
$2,500 to depositors in insured banks that failed. The only pro-
cedure to be used to pay depositors was a Deposit Insurance
National Bank (DINB), a new national bank chartered without
any capitalization and with limited life and powers. Twenty-four
insured banks were placed into receivership and their deposits
were paid off through a DINB by the FDIC during the period of
the temporary insurance plan, January 1, 1934 to August 23,
1935.

The 1935 Act gave the FDIC authority to pay off depositors
directly or through an existing bank, and once that additional
authority was granted, the FDIC ceased using the DINB for the
next 29 years. During the past 20 years, the FDIC has used a
DINB five times, the last occasion being the failure, in 1982, of
Penn Square Bank, N.A., in Oklahoma City. The DINB essen-
tially provides a vehicle for a slow and orderly payout, and its
use in recent years has been confined to situations where only
limited banking services were available in the community or
where, as in the case of Penn Square, a regular payoff would
have been substantially delayed. '

In addition to broadening the ways in which a payoff could be
effected, the 1935 Act gave the FDIC the authority to make
loans, purchase assets and provide guarantees to facilitate a
merger or acquisition. This authority had been sought by the
FDIC because of its concern that many of the banks that had
been granted insurance might not survive, and paying off in-
sured depositors in these banks would be too expensive. In ad-
dition, most banking observers felt that there were too many
banks in operation and that it would be desirable if the FDIC
could facilitate an orderly reductlon in their number through

increased mergers.
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Between 1935 and 1966, the procedure used by the FDIC to
merge out failing banks did not actually involve a pre-merger
closing or the establishment of a receivership. Acquiring banks
assumed all the deposits of a failing bank and an equivalent
amount of assets. In early assumption transactions, the FDIC
determined the volume of sound assets of the failing bank and
made a demand loan for an amount equal to the difference be-
tween deposits and sound assets, the loan being collateralized
by the remaining assets. The FDIC would demand payment and
foreclose on the remaining assets. Thus, the acquiring bank ob-
tained cash and sound assets equal to assumed deposit liabili-
ties. The FDIC would liquidate the acquired assets and repay
itself for its cash advance from these proceeds. If collections
exceeded the FDIC’s advance plus interest, excess collections
went to stockholders of the merged-out bank.

After several years in which loans were used to effect as-
sumption transactions, it became apparent that certain legal
problems that complicated the transaction (these related to bank
borrowing limits and collateral foreclosure procedures) could be
avoided if, instead of lending to the failing bank, the FDIC
purchased assets from it. Consequently, direct purchase of as-
sets became the standard procedure for facilitating a merger and
the same general result was accomplished.

Beginning in 1935, the FDIC had two options in handling
bank failures: payoffs or assumptions. When banks were paid
off, depositors received direct payments from the FDIC up to
the insurance limit. Uninsured depositors had a claim on the
receivership for the uninsured portion of their deposits along
with the claims of other general creditors, including the FDIC,
which stood in the place of the insured depositors that it had
paid.' In these transactions uninsured depositors frequently did
not receive the full amount of their deposits, and even when
they did, there typically were long delays resulting in some loss
through foregone interest. In assumption transactions, uninsured
as well as fully insured depositors received all of their funds in
the form of deposits in the acquiring bank. Once the FDIC be-
gan using the assumption transaction, it appears that the de-
cision on which procedure to be used depended primarily on
whether a potential, interested acquirer existed. Most payoffs
occurred in states that did not permit branching so that an ac-
quisition could not be easily effected.

ﬁlrh'receiverships prior to August 1935, the FDIC was a preferred creditor
and was paid prior to uninsured depositors.
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It should be kept in mind that throughout its history the FDIC
has not had the authority to close banks. That has rested with
the Comptroller of the Currency in the case of national banks
and with the state banking authorities in the case of state-
chartered banks. Generally, the FDIC has worked closely with
the primary supervisor in disposing of failing banks.

FDIC as Receiver

Prior to 1934, national bank liquidations were supervised by
the Comptroller of the Currency, who had authority to appoint
the receiver and had a permanent staff of bank liquidation spe-
cialists. Liquidations of state banks varied considerably from
state to state and before 1900 were most often handled under the
provisions for general business insolvencies. By 1933, most
state banking authorities had at least some control over state
bank liquidations.? The increased incidence of national bank
failures from 1921 through 1932 created a shortage of experi-
enced receivers. Complaints were heard that receiverships, both
national and state, had been ‘“doled out as political ‘plums’, the
recipients of which attempt to make as much commission as
possible, and to keep the job going as long as possible.” There
were also conflicting concerns that depositors had to wait too
long to recover their funds and that liquidators were causing
undue hardship in the community by dumping acquired assets.
When the FDIC was established, insured depositors could
receive their funds more quickly without requiring rapid asset
liquidation.

When a national bank is closed, the FDIC is automatically
appointed receiver by. the Comptroller of the Currency. When
an insured state bank is closed, a receiver is appointed accord-
ing to state law. In 1934, 30 states had provisions by which the
FDIC could be appointed receiver but, in practice, most often it
was not. In the first 63 state bank liquidations, the FDIC was
named receiver only seven times. Today, however, it is the
exception when the FDIC is not appointed.

Before the FDIC can pay off insured depositors certain tasks
must be performed. These include: posting and balancing indi-
vidual deposit accounts up to the day of closing; computing and

*Cyril B. Upham and Edwin Lamke, Closed and Distressed Banks—A Study
in Public Administration (Washington, D. C.: The. Brookings Institution,
1934), p. 30.

Ibid., p. 62.
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