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l. Introduction

In the 1980s, problems at depository ingtitutions stimulated an overhaul of banking legidlation
unprecedented since the Great Depression. The cornerstone of the new legidation was the Federal
Deposit Insurance Corporation Improvement Act of 1991 (FDICIA), which emphasized early
intervention by bank regulators. To achieve the act's primary goals of |east-cost resolution of
insured depository institutions and improved bank supervision, FDICIA hastwo key provisions,
early closure of failing institutions and early intervention, which requires supervisory intervention
in undercapitalized banks that becomes progressively more restrictive as a bank's capital declines.

For this early intervention, known as prompt corrective action (PCA), to have major
benefits compared to the supervisory intervention framework that existed at the time of PCA
legidation, PCA must produce supervisory intervention that either imposes more severe
restrictions on banks, intervenes earlier, or intervenes in problem banks that would otherwise be
missed. The pre-existing form of supervisory intervention we examine is the imposition of formal
regulatory actions (cease and desist orders and written agreements), the most severe supervisory
action short of closing the bank. Formal actions are legally binding contracts between bank
supervisors and bank management that detail changes required of the bank, with civil penalties
attached if the agreement is not carried out.

Considering the period immediately preceding the implementation of PCA legidation, we
find that formal regulatory actions tend to occur well before most banks become undercapitalized
according to PCA capital thresholds, and they include restrictions on bank behavior that tend to be
more comprehensive than those in the PCA provisions. Furthermore, to the extent that PCA-based
intervention would have occurred earlier or in abank that failed to receive aformal action, the
intervention is related more to the relative infrequency of bank examinations than to PCA
eliminating supervisory forbearance. In fact, any improvement in supervisory intervention is more
likely to come from the FDICIA requirements for more frequent examinations than from the PCA

legidation asimplemented by regulators.



These results indicate that PCA, asimplemented, has been substantially oversold®

Because it imposed an essentially nonbinding constraint on supervisory intervention, PCA
regulations would have had little effect on the timing of intervention in the most recent instance of
significant banking problemsin New England. Moreover, PCA, as currently implemented, is also
quite unlikely to bind regulators in future crises.

Thefirst section of the paper describes the data and methodology used in this study. The
second section investigates the determinants of the imposition of formal regulatory actions by bank
supervisors. The third section investigates the circumstances in which PCA-based intervention
would have filled the gaps in the existing formal action intervention framework. The final section

offers conclusions.

. Prompt Corrective Action under FDICIA
The prompt corrective action provisions contained in FDICIA emphasize regulatory initiatives to
limit the number and the costs of bank failures by intervening earlier in problem banks and by
encouraging banks to become better capitalized. However, PCA legidation was intended to
supplement rather than replace the existing supervisory intervention framework, in particular by
limiting examiner discretion and possible regulatory forbearance. The focus of PCA isto intervene
in banks after their capital ratios have fallen but well before they are likely to fail, so asto reduce
the threat to the deposit insurance fund.

FDICIA requiresthat bank regulators each quarter assign every bank to one of five

regulatory categories, based on its capital, with banks coming under progressively more severe
restrictions as they cross capital thresholds that place them in lower categories® Well-capitalized

institutions (leverage ratios of 5 percent or higher) are not restricted in any significant way, while
adequately capitalized institutions (leverage ratios of 4 percent or higher) need FDIC approval to
hold brokered deposits, a very modest restriction for most adequately capitalized institutions.



Thus, under PCA provisions, only when an institution becomes undercapitalized are significant
actions taken.

Undercapitalized banks (leverage ratios below 4 percent) must adopt a capital restoration
plan, suspend dividends and management fees, and restrict growth. Significantly undercapitalized
institutions (leverage ratios less than 3 percent) require recapitalization and face restrictions on
transactions with affiliates, interest rates paid, asset growth, deposits from correspondents, and
hiring or replacing management. Critically undercapitalized institutions (tangible equity to assets of
2 percent or less) face the early closure provisions of FDICIA 2

Prior to FDICIA, the bank supervision and examination process already provided an
opportunity for supervisorsto verify that a bank's practices and procedures were consistent with
safety and soundness criteria, and to take actions to correct the situation if they were not. Both
informal and formal regulatory actions could be used for early supervisory intervention, well
before a bank reached the point of failure.

Formal actions are intended to provide specific recommendations for actions to be taken by
banks to prevent further deterioration in their financial condition. These recommendations may
include improved management information systems, greater oversight of credit risks, and
improved reserving procedures. The mandatory provisions instituted against undercapitalized and
significantly undercapitalized banks under the PCA guidelines are similar to the conditions
commonly imposed on banks under formal regulatory actions[11].

Given that the formal regulatory action framework was already in place prior to PCA and
that the conditions imposed by the two procedures overlap substantialy, the contribution of PCA
to supplementing the existing role of formal regulatory actionsliesin intervening more "promptly,”

either by intervening earlier than would be the case with formal actions or by intervening in
problem banks that, for whatever reason, did not receive aformal action® To understand when

and why PCA regulations would impose a binding constraint on bank supervisors, we first



investigate the determinants of the imposition of formal actions and the extent to which such
impositions are related to the PCA capital ratio thresholds. For our purposes, we date the formal

action as occurring as of the date of the beginning of the examination that resulted in the formal
action.*
To determine what factorstrigger supervisory intervention in the form of aformal

regulatory action, we will estimate the following logistic model:

The dependent variable has avalue of one if regulators
| it = b0 + Blei,t—l + BZXZi,t—l + Vi,t
imposed aformal action on bank i in that quarter, and zero otherwise. The dependent variable

includes observations of banks that have not come under aformal action, as well as each
observation of banks coming under aformal action up to and including the quarter of imposition.
Because we are interested in the conditions that determine theimposition of aformal action, once a
bank has aformal action, its subsequent observations are dropped from the sample. Because the
imposition of formal actions is associated with examination quarters, the equations investigating
the determinants of formal actions are estimated using only those observations that represent exam
quarters, since the probability of receiving aformal action in anonexam quarter is zero.

We include as explanatory variables a vector of bank-specific factors (X1), each scaled by
assets, including the leverage ratio (K/A), loan loss reserves (LLR/A), loans 30 to 90 days past
due (PD30/A), nonperforming loans (NPL/A), defined as loans 90 days past due or nonaccruing,
other real estate owned (OREO/A), liquid assets (LIQ/A), brokered deposits (BRKDEP/A),
commercial and industrial loans (C&1/A), commercial real estate |loans (COMRE/A), and
construction loans (CONSTR/A). We also include avector of (0,1) dummy variables (X2) that
includes a dummy variable for banks with more than $300 million in assets LARGE), a dummy
variable for savings banks (SAVE), and a set of state and quarterly time dummies.

If examiners used only capital ratios to trigger intervention, asin the PCA guidelines, the

leverage ratio would be highly significant and each of the other bank-specific variables would be



insignificant. And if the continuous leverageratio variable is split into a set of dummy variables
for capital ranges, then only the dummy variables reflecting the range of leverage ratios below 4
percent should predict formal actions, to the extent the trigger is consistent with the PCA
thresholds.

Examiners make a decision on whether aformal action isrequired based on information
they obtain at an examination. The PCA criteria, on the other hand, are intended to be applied on
the basis of reported bank capital ratios, even in the absence of an exam. Thus, being applied each
quarter rather than only in exam quarters, PCA intervention has apotential timing advantage over
formal action intervention that could be quite substantial in cases where exams are relatively
infrequent. Thisis offset somewhat by the fact that call report data submitted between exams often
are less reliable than those immediately following an exam, particularly because banks tend to be
slow to recognize troubled loans and to add enough to loan loss reserves to fully reflect the risks
and problems in their portfolios [5; 6; 7; 8].

The data are a pooled time series, cross-section panel of balance sheet and income statement
data from bank call reports, supplemented with information on bank structure changes, bank
examinations, and formal regulatory actions. The sample includes quarterly observations on al
FDIC-insured commercial and savings banksin New England (defined as the First District of the
Federal Reserve System) for the period 1989:1 to 1992:1V. We begin the sample in 1989 because
only formal actions signed after the August 9 enactment of The Financia Institutions Reform,
Recovery, and Enforcement Act of 1989 are publicly available, with the associated exam dates
beginning in early 1989. The sample endsin December 1992 to coincide with the effective date of

the PCA regulations. The resulting panel includes 469 individual commercial and savings banks

and 1110 observations.®

[11.  Empirica Results



Table | provides the results of estimating equation 1. The first column is estimated with the
leverage ratio, a continuous variable, and the second column replaces the leverage ratio with a set
of dummy variablesfor leverage ratio ranges. In both specifications, the leverage ratio is highly
significant, consistent with the emphasis placed on capital ratiosin PCA. However, avariety of
other variables are highly significant determinants as well.

Loansthat are 30 to 90 days past due provide some indication of future problems with
credit risk in the loan portfolio. The coefficient on loans 30 to 90 days past due is positive and
significant in both specifications. The coefficient on OREOQ is positive and significant at the 1
percent level in both specifications, indicating that a higher value of OREO relative to assets
significantly increases the probability of receiving aformal action. Two measures of portfolio
concentration, C& | loans and commercial real estate loans, have positive coefficients that are
significant in both equations.

The estimated coefficient on loan loss reservesis significant only in the second equation,
and one might find its positive sign surprising. However, the positive effect is consistent with an
interpretation that, after controlling for portfolio concentrations in risky loan types and problem
loans, a high loan loss reserve reflects greater than normal problems with nonperforming loans.

Implicit in thisinterpretation is the assumption that banks have not reserved sufficiently for their
problem loans.®

The second column shows that the effect of the leverage ratio rises and then falls asthe
leverage ratio declines, with the maximum effect occurring at the 4 to 5 percent ("adequately
capitalized") range. Interestingly, banks considered well capitalized under PCA still have a
significant probability of receiving aformal action. The dummy variablesfor leverage ratios from

6 to 8 percent and from 5 to 6 percent each have coefficients that are positive and significant at the

1 percent level.”



Another interesting finding is that as the leverage ratio ranges fall below 4 percent, the
effect on the probability of receiving aformal action declines. In fact, for banks with a negative
leverage ratio, the coefficient is negative but insignificant. Thisis consistent with the need for
early closurerules, sinceit indicates that banks with very low capital are still operating without
formal regulatory actions. While this may reflect regulatory forbearance, it may also indicate that
examiners feel no need to impose formal actions on banks whose closure or acquisition by
affiliatesisimminent.

The bottom portion of Table | contains summary information. For the first equation, the
mean fitted probability for those observations with avalue of oneis nearly four times that for
observations with avalue of zero, and for the second equation, it is nearly five times that for
observations with avalue of zero. Thus, the equations do a very good job of distinguishing
between formal action quarters and non-formal action quarters. Based on athreshold value of
0.137, equal to the proportion of observations equal to one, only 15.1 percent of the observations

of an imposition of aformal action are missed in the first equation and only 14.5 percent in the
second equation.8 For observations equal to zero, only 20.7 and 16.9 percent are missed in the

first and second equations, respectively.

However, one could argue that interpreting all of these observations as missesisan
overstatement. For example, many of the "missed” predictions occur because the logit identifies a
bank as a problem bank before the bank actually receives aformal action. If abank hasahigh
fitted probability in quarters prior to receiving aformal action, each of these observations will be
identified as being incorrect. Y et, identifying problem banks earlier is obvioudy a strength rather
than aweakness of the equation. In this case, over one-quarter of the "misses" in each column (60
of 198 and 43 of 162, respectively) are instances of such early identification of banks that

eventually received formal actions.



For those banks crossing the PCA 3 percent and 4 percent leverage ratio thresholds during
the 1989:1 to 1992:1V period, Table Il provides evidence on the timing of a bank'sfirst crossing
the thresholds relative to its receiving aformal action. If abank crossed a PCA threshold during
this period and received aformal action, it isrecorded in the row reflecting the timing of the
imposition of the formal action relative to the quarter that it crossed the PCA threshold. Negative
numbersindicate that the formal action occurred before the leverage ratio threshold was crossed,
while positive numbersindicate that the formal action occurred after the threshold was crossed. If
only one or neither of these events occurred, or if the bank was already below the leverageratio
threshold at the beginning of 1989, the bank isincluded in the summary data at the bottom of the
table.

It is striking how few of the ingtitutions receiving formal actions are affected by the PCA
provisions, which are activated when a bank becomes classified as either undercapitalized (falls
below the 4 percent threshold) or significantly undercapitalized (3 percent threshold). The first
column shows that 45 banks received formal actions before being deemed undercapitalized, and
another 78 banks receiving formal actions remained above the threshold. 1n addition, three banks
that had fallen below the thresholds prior to 1989 each received aformal action, with one formal
action preceding the threshold crossing and the other two occurring after the crossing.

Because banks frequently are required to make a significant provision for loan losses as a
condition of the formal action, the imposition of the formal action likely accounts for many of the
21 banks crossing the PCA undercapitalized threshold in the quarter of the formal action. If these
banks that crossed the threshold in the same quarter as receiving aformal action are included, the
PCA guidelines would have had no effect on the timing of the supervisory intervention in 86
percent of the problem banks receiving formal actions. Even more striking, only 7 of the 169
banks receiving formal actions (including two that crossed prior to 1989) crossed the 3 percent

threshold that triggers the more severe PCA provisions before the imposition of formal actions,



with four of those crossing in the quarter prior to the formal action. Another 22 banks crossed in
the same quarter as the imposition of the formal action.

With respect to the 22 banks that crossed the PCA 4 percent threshold for which PCA
intervention would have been more prompt than the formal action intervention that occurred, 60
percent (13) received aformal action in the quarter following the crossing of the PCA 4 threshold,
with another eight receiving aformal action in the two subsequent quarters. In each instance, the
formal action was associated with the first exam following the crossing of the leverage ratio
threshold. The remaining bank appears to represent a case where PCA would have made a
substantial differencein the timing of the supervisory intervention. This bank did have an exam
following the threshold crossing, at which time supervisors chose not to impose aformal action.
However, one could view this as "no harm, no foul," since the bank did not fail.

Two of the three banks that entered our sample with leverage ratios below even the 3
percent threshold fall into the same category. They also were alowed to operate for sometime
after falling below the leverage ratio threshol ds without aformal action, even though they were
examined during the interim between the threshold crossing and the eventual imposition of aformal
action. One could argue that the delay in these two cases, as well asin the case described at the
end of the previous paragraph, represents the type of supervisory discretion that PCA was intended
to curb. However, it isdifficult to argue that supervisors were wrong to delay intervention in these
particular instances, insofar as none of the three banks failed and thus did not impose costs on the
deposit insurance fund. On the other hand, one could argue that earlier intervention might have

enabled the banks to recover sooner.

V.  Filling the Gaps with PCA

Banks with Subsequent Formal Actions

Table Il takes acloser look at the 22 banks (shown in Table 1) that crossed the 4 percent leverage

ratio threshold before receiving aformal action. Because formal actions are associated with
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examinations, Table Il focuses on two events, the last exam prior to crossing the 4 percent
leverage ratio threshold and the subsequent exam, in an attempt to understand why formal actions
were not imposed earlier on this set of banks. The table includes information on the timing of the
two exams relative to the threshold crossing, the leverage ratios at the exams, and, for those

observationsin our regression sample, the probability of receiving aformal action based on the
estimated equation in the first column of Table 12

The banks shown in Table I11 are ordered by the length of time that elapsed between the
exam prior to the 4 percent leverage ratio threshold crossing and that crossing. That period, on
average, wasin excess of one year, with ahigh of 11 quarters. It isinteresting that eventual failure
(indicated in the final column of the table) seemsto be correlated with the length of time since the
exam. Seven of the eight banks that crossed the leverage ratio threshold five or more quarters after
their prior exam failed. Only five of the 14 remaining banks eventually failed.

At the exam prior to crossing the 4 percent leverage ratio threshold, 18 of the 22 banks
were well capitalized (leverage ratios in excess of 5 percent), with the four exceptions having been
examined in one of the two quarters preceding the threshold crossing. Thus, based on capital
ratios alone, none of these banks would be deemed a problem bank.

Each of these 22 banks had an examination within three quarters of crossing the LR4
threshold. In five cases, the leverage ratio had risen above 4 percent by the time of the exam.
None of the 22 banks had predicted probabilities of receiving aformal action below 0.137, with an
average probability of 0.520. Inall but one instance, the banks received aformal action asa
consequence of the exam. The lone exception received aformal action at its next exam, four
quarters later, yet even with the delay did not fail.

For comparison purposes, the table also shows for each bank the out-of-sample predicted
probability of receiving aformal action at the quarter in which it crossed the LR4 threshold. While

the average probability is dightly lower than that for the exam subsequent to the crossing, each of
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the banks has a probability in excess of the 0.137 threshold, indicating that each was at thetime a
likely candidate to receive aformal action. This suggests that much of the timing advantage that
can be attributed to PCA may be due simply to the fact that PCA intervention can be based on

quarterly reported data, rather than only on examination data, which are less frequently available.

Banks That Did Not Receive a Formal Action

The 39 banks (Table I1) that crossed the undercapitalized threshold that triggers the first stage of
PCA intervention but never received aformal action (30 for the 3 percent leverage ratio threshold
that triggers the stronger PCA restrictions) are the instances where PCA has the greatest potential
impact for plugging the holes in supervisory intervention. These cases might be deemed "misses’
in terms of timely supervisory intervention, since regulators did not intervene with formal actions
despite the depleted capital at these banks.

Of the 39 banks, only five still operate as independent entities. Four of the five are
affiliates of large holding companies that could provide additional capital to their troubled
subsidiary. The one surviving bank not part of alarge holding company barely fell below 4
percent before improving its capital ratio. Another 15 banks were merged with affiliate banks,

most of which had, or would soon have, aformal regulatory action of their own. In each case, the
acquisition occurred, or the target bank recovered, soon after breaching the PCA threshol d©

Theremaining 19 banksfailed. Table |V presents data on these 19 banks concerning the
timing and conditions at the last two examinations prior to failure, aswell as at the time the banks
crossed the 4 percent leverage ratio threshold. The banks are ordered by the number of quarters
that elapsed between the bank's last examination and itslast call report. These banks tended to fall
soon after crossing the 4 percent leverage ratio threshold, on average filing only 2.53 subsequent
call reports. The elapsed time was even shorter between the last exam and the last call report filed,

averaging only 1.9 quarters.
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Fifteen of the 19 banks failed within four quarters of crossing the undercapitalized
threshold (filed three or fewer subsequent call reports). Of the remaining four banks, the two that
filed four subsequent call reports declined below the 4 percent threshold only for asingle quarter
before rising above the threshold and then falling permanently below the 4 percent ratio. The times
before failure from the final decline for these two banks were only two and three quarters,
respectively. Only two of the 19 banks failed more than a year after falling permanently below the
4 percent leverage ratio threshold.

The very short time span between crossing the threshold and failure may explain the
absence of formal actionsin many of these 19 instances. Delaysin the official closure of a bank
well after the closure decision has been made are not uncommon, while the FDIC attemptsto find a
bidder for the failed bank or at least for some portion of the bank. In addition, given the delay
between the identification of the problems and the actual signing of aformal action, aformal action
may well have been in process for many of these banks, with failure occurring before the formal
action was actually signed. Thus, an important question is whether bank examinations occurred
early enough to permit aformal action to be formulated and imposed before the bank ceased to
exist.

With respect to this timing issue, four of the 19 banks crossed the 4 percent threshold after
their last exam, four crossed in the same quarter as their last exam, and 11 crossed the threshold in
the period between the next to last and last exams. As of the next to last exam, none of the 19
banks had |everage ratios below the 5 percent threshold for well-capitalized banks. And, based on
the predicted probability calculated from the estimated equation (shown in column 3 of Table V),
only two of the 13 banks that were in the sample at that time had probabilities of receiving aformal
action greater than the 0.137 (the proportion of observations with aformal action). Thus, little
indication was given of problems at these banks at their next to last exam.

On the other hand, by the time of their last exam, on average nearly five quarters later, 14

of the 19 banks had leverage ratios below the 4 percent threshold and 17 of the 18 banksin the
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regression sample had predicted probabilities above the 0.137 threshold, with an average
probability of 0.651.1' The one exception was a bank whose capital ratio declined below the

threshold for asingle quarter as aresult of push-down accounting, before recovering to 8.61
percent in the subsequent quarter. The high capital ratio in this quarter accounts for the low
probability of receiving aformal action. However, when the bank's capital ratio declined
permanently below the 4 percent threshold in the next quarter, the predicted probability of its
receiving aformal action soared to 0.816. Thus, each of the 18 failed banksin our regression
sample was identified as having characteristics sufficient for receiving aformal action beforeits
failure. However, little time was left to formulate and impose formal actions before the banks

failed.

V. Conclusion

This paper has examined the circumstances of supervisory intervention during the New England
banking crisisimmediately prior to the effective date of FDICIA, which contained prompt
corrective action legidation intended to supplement the existing supervisory authority in an effort to
eliminate (or at least limit) regulatory forbearance. However, prior to the adoption of PCA,
regulators already were imposing formal actions on banks before their capital fell to levels
considered undercapitalized under PCA regulations. Thus, PCA, as currently implemented, can be
expected to have little effect in removing discretion from examiner intervention and in causing
examinersto act more promptly.

While the PCA regulations may fill afew gapsin supervisory intervention, it appearsto
have been oversold. Had PCA been in place during the last New England banking crisis, it
appearsthat it would have had little, if any, effect. Since it imposes an essentially nonbinding
constraint on bank supervisors, PCA isnot likely to play amajor role in preventing, or even

mitigating, the next banking crisis. Thus, if policymakers have taken comfort from the early
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intervention features of FDICIA, that confidence may be misplaced. However, had the capitd ratio
thresholds been set higher, as suggested by proponents of the legislation [1; 2] and as originally
considered by regulators [4], PCA would have been abinding constraint in many more instances.
On the other hand, one redeeming feature of FDICIA isthe legidation requiring more frequent
examinations. To the extent that leverage ratios are alagging indicator of bank financial health,
more frequent exams will tend to make reported leverage ratios more timely and more accurate
indicators of abank's financia health. In that sense, FDICIA may indeed contribute to earlier

identification of, and intervention in, problem banks.
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Table 1
Determinants of Formal Actions, New England Banks, 1989:1 to 1992:1V

K/A -.213%* -
4.40

6-8% K/A - 1.512**
2.90

4-5% K/A - 3.243**
5.55

2-3% K/A - 2.452**
3.48

0-1% K/A - .356
15

LLR/A .218 .302*
1.65 2.07

NPL/A .012 .002
22 03

LIQ/A -.001 .005
33

i

C&I/A .036* .031*
2.52 2.01

CONSTR/A .022 .012
66 32

SAVE -.067 -.020
23 06

Observations 1110 1110

Proportion of
observations=1 137 A37

Mean fitted probability
of observations=0 .099 .090

Predicted=1, actual=1 129 84.9 130 85.5

Predicted=0, actual=0 760 79.3 796 83.1



3 aCll equation alSO contalr
~ dtatistics are in parentheses.
* Significant at the 5 percent level.
** Sgnificant at the 1 percent level.



Table 2

g ters from Crossing of Leverage Ratio Thresholds until Formal Action, New England
s 1989:1 to 199 Vv

Number of Banks

PCA Leverage Ratio Threshold
Quarters until Formal Action 4 Percent 3 Percent

-6 1 3

-4 9 3

1
N

14 15

o

(Threshold Crossed) 21 22

N
(o2}
o

SN
o
o

Crossed Threshold, never received Formal Action 39 30

Remained above Threshold, never received Formal
Action 304 313

Below Threshold prior to 1989, never received Formal
Action 0 0

al nclllé%%s four banks that received formal actionsin 1988 and three banks that received formal actions
in
b Irécl udes one bank that received aformal action in 1987 and six banks that received formal actionsin

c Inci%%%s one bank that received aformal action in 1988 and one bank that received aformal action
in



Table 3

Characteristics of Banks Receiving a Formal Action after Crossing the 4 Percent Leverage Ratio Threshold

Exam Prior to Crossing LR4 Subsequent Exam
Bank | Quarters Leverage Probability | Quarters Leverage Proba Received Probabili-
Erll? %r to Ratio of FA SinceLR4 | Ratio bility FA ty of FA

[En

[

of FA

.556

I
@
le9)

-
Ul
w

N
[{e]
N
(o]
w

w
©
o

N [ N N
=

_<

o B

at LR4
Crossing

481

<
B

201

<
B

.283

<
B

.360

379

<
B

pd

.655

513

<
B

.616

<
B

223

453

491

aThis bank had an exam in the quarter it crossed LR4, as well as another exam in the subsequent quarter.
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Table 4
Cﬁ%racteristics of Failed Banks Not Receiving a Formal Action

Next to Last Exam Last Exam
Bank ) . ) . Quartersto
Quarters Since | Leverage | Probabili- Quarters Since | Leverage | Probabili- Last Call
Erxevlous Ratio ty of FA Erxewous Ratio ty of FA Report
am am

Average 55 7.66

2.54

=

Probabili
FA at L
Crossi

o
=
~
al
N

ol
NI =
N

o

5] 5 EN
e T

=] =
Ao w

N

N
-
-
o0

.095

»
©

(o3}

1.97 .651

NI

N

=
©

alast exam istaken asfirst of two examsin adjacent quarters, with the second exam treated as a

continuation of exam begun in prior quarter.

bFel] below 4 percent threshold for one quarter and then rose above the threshold before permanently

declining below the threshold.

CBank does not enter our regression sample because it was a de novo bank that had only a single exam
during itslife, with the exam occurring during one of its first eight quarters omitted from our sample.
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Footnotes
* The authorsthank Susan Bannon Ilrian Leo Hsu Tim Lin, and Anthony Storm
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Trfte PCA | |slat|on pre%wdedflve taI cat orles, but Ieft tothe regulatotrgltcrjlgr i

gglecr : I?:gnsr yr ao”é'r'?ér? %rgst Al @/atr o th goagthe(feﬁo tltt)nsorrnéllnonﬁt
8?. ?na?'pr %@ atr"{ﬁé RSP avagar eH'f‘n sy W%%%.taH Y, 2dopteg prany o the

y
%r at\ovrg aesegrqt&g&ajor ﬂ‘ecbgert] I?nl{)? en |>c/)rr1 e% uﬁ a?oresql dation [2]. Throughout this

f r%r%ﬁ?daset; $ Jﬂf%i:é%me?(ﬁs%‘?ta'éc |oﬁ"§‘p't%:] rtrt%{%‘h%s?;’s Jo*}r%;é?&? it 'F/"é"cé%“z
teh] hn%f%dﬂc 6%&0311 |t§ u?%n or%?l anksrnttheemacc Ulntﬁgsﬁaflze co&ntr(l:gg rahd
eerv(? (I)%na?td agju atlon |ncr a}feca?vpe emlf)ﬂgggmwahg Inn orna(fedqua?t eg'anﬁ‘n |taI

e dsare ovisons| term
-b C It OS we OCUSOI’I eratlotIQr Irst, I‘Igagasg

ev
ratlosarenotavallable orel 0. Oag he erro in New Eng land un erstud here

B RO N eI Arory tiore “'e?et'?r‘aen”tr? “Emr"ercﬂ SteTe R,

bindi ng constraJ nt on caort -constrained banks.

th con |t|on5| the two procedures d stantially, the conditions
mclud actions emuc morecor% e?udensrveﬂt %he R rovrsro/hsq

S P Ua A e haks T gy ﬁ‘%r“de rovide S é’”ﬁ.tgeﬂ‘r?éeré?%%ﬁg [ban
loss reserves, charging off classfi aseetsan attar ngspecmccapr ratios.

4. The standard practice of the FDIC isto date examinations WhICh are usually reported inthe
f"”“?* B 0”%?18%%%“? ) afatpéerr%om?r%?c o“r’t 0 ?Ot e haHd Fyqp' Ca'e?/ c§?°”s
(S SAS I a“fe'a/d?réﬁa e ISR Re bt ar Wn.wn e e oo an R8s the
?qﬂn& In Fénclr%ek ocCcur (9 scrgﬁn I[Sn hav%rt%lrjrrln \Ev aItC the exarahv Ir%rsultreaoronnteﬁs formafas

actlon ISinitiated, consrstentw practlce
5. Weomit thefirst @ ht uarters of call r ort data of de novo banks, because their ital

tion I lio n rs of problem | not yet reflect th
gragte?rgscs% éa‘?utlhy Chden ona[% indicators of problem loans) do not yet reflect the
6. Our findings are onsrstentwrththeem hasis by Jones and King [8] 0 emati
measurement I‘OI‘S(I:I”I both loan loss r@er\Pes and 6REO anéj thu gIJrL rl-,\port (S:%gtal rat(i:os
7. 0O I for banks wit h hi ital rat hel f t
e L P AR SR gl e retﬂ?&%ﬁ‘aeﬁon%srg%%vr{%%e‘?t@?'f%?or
arn to,make an ﬁccu ento erri&ancr ongstent wit
1on, ban SWI'[ aleverageratio exc ercent tetrme eyrecervedaformal
gc on aver 2m|II|on In assets, oo P ?( 53 m|II|on for bankswrthlever eratlos
30.millig or anks wit e\{(er e rati ety(v%end6
dgc ot rgtgiter%rs rO atorsmatln a“onérsr% err]tssgrr]n §I Gonk nathma% tlban C narc]:om ke
reven £P fe esrnt tormprove e alance P {HB r%bPem

anks at t expense of the healthy afiliates.
Rieure (o TR TRrsh 8fcfc'}r'ecﬂr°b'e”"aé S P S B S o TS ‘i'é’Kt ARYEL i

probabrlr >50 ercent predic ed— obablll <50 ercent However |ft epercentag
vatl to onelssu stahﬁ af cent oId
artlcu ropriate. ernatrve but atar |trary
aotual oportlon of vatlons equal to one.
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9.. The missing probabilities (here and in Table IV below) are for observations that require data
rior to our sa%gle eerbod or, IH af%N 8ase£ are gbservations.in th fllg's[ e|ght uarters of the
istence of a de novo bank, when the data are not representative of afully Operational bank.

10. Of these 15 banks, only one did not have a predicted probability of receiving aformal action
neredul TR R et M R Se
the next quarter befor B r?%a&cy red in the s?%uenél %%?r er. Presumably, for '[hISSB'[ of
S B O B o e T Co ey en
cagﬁgizegag REewith afo on 2 ’ y

filiate or by an affiliat rmal action.

11. Theonebank not in ther %ssion sample was a.de novo bank thgt epgr%elrt\év?gﬁ asig%eﬁve

r le w
examination In one of Its wst?é; t quarters of o eration, SIX quarters ure
quarters before it crossed the PCA 4 percent leverage ratio threshold.
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