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Risk Assessment: Results of an
International Survey of Deposit Insurers

by Jane E Cobumn and John P O’Keefe*

The success of the financial safety net that a
country provides for its financial system is ulti-
mately indistinguishable from the ability of gov-
ernment authorities to manage the risks to the
safety net.] To do their job well, risk managers
need information on the risk exposures of the
financial institutions that are covered by the safety
net, and they also need procedures for limiting
their own risk exposure.

To learn more about how other countries address
these and other important needs of a financial
safety net, in January 2000 the Federal Deposit
Insurance Corporation (FDIC) surveyed 73 for-
eign deposit insurance organizations in 64 loca-
tions (some locations have more than one deposit
insurer). All the organizations had specific deposit
insurance schemes. The survey consisted of 65
multiple-choice and essay questions not only on

risk assessment but also on failure-resolution
methods, asset liquidation and the role of the
receiver, and funds availability. As of June 2000,
37 insurers in 34 locations had responded.?

This is the second in a three-part series on the

17

2003, VowwmE 15, No. 1



FDIC Banking Review

Japan, the Netherlands, Spain, the United King-
dom—hold 62 percent of the world’s banking assets
and encompass 41 percent of the world’s gross
domestic product and 15.5 percent of the world’s
population. Comparable figures for the United
States are 17.2 percent of the world’s banking assets,
28.8 percent of the world’s gross domestic product,
and 4.6 percent of the world’s population. Borrow-
ing terms from the International Monetary Fund, we
categorize the locations of the respondents as
“advanced economies,” “developing economies,” or
“economies in transition,” but we combine the two
categories of “developing economies” and
“economies in transition” into one.4

In any business, potential creditors and equity
shareholders cannot make sound investment deci-
sions without accurate and timely information on
the condition of, and risks to, the relevant busi-
ness entities. This need for information creates
incentives for the business entities to prepare and
make public financial statements regularly. The
availability and use of such information are neces-
sary for markets to allocate financial resources effi-
ciently; such allocation makes possible the market
discipline that rewards good management and
punishes bad management.

In banking, however, when countries extend a
safety net to creditors of financial institutions, the
information needs of some creditors are greatly
reduced. More specifically, insured depositors,
who make up the vast majority of the creditors of
most insured banks and thrifts in the United
States, have little incentive to monitor the risks of
insured depositories (henceforth, “banks”).> But
this need for information is not eliminated.
Rather, it is transferred to the deposit insurer,
which stands in place of insured depositors among
banks’ creditors when banks fail.0

Regardless of how countries organize their finan-
cial system safety nets, therefore, it is clear that
the government agencies responsible for managing
the safety net need accurate and timely informa-
tion on the condition of, and risks to, the financial
institutions to which the safety net extends. That
information can come from on-site inspections of
banks and off-site analyses of the financial state-
ments that banks make available to government
authorities and the public.” In addition, the
responsible agencies must be able to place the
information on banks in its proper economic and
political context. Thus, they require information
about the markets (local, national, and interna-
tional economic conditions) in which banks oper-
ate and about the legislative and other political
developments affecting the environment in which
banks compete. All the information about banks,
their markets, and their competitive environment
enables risk managers to take the next step in the
process of assessing banks’ financial health, which
is to forecast bank failures. Finally, the responsible
government agencies must also be concerned with
limiting the deposit insurer’s own risk exposure—
for example, by terminating deposit insurance or
by closing failed and failing banks. (As mentioned
above, closing failed or failing banks is discussed in
the first article in the series, and the availability of
resources when losses are unavoidable is the sub-
ject of the next article.)

Accordingly, the risk-assessment section of the
survey asked whether the deposit insurance organ-
ization has access to examination and accounting
information about banks, how information about
economic trends is used, whether legislative or
other political developments are monitored,
whether the health of insured depository insti-
tutions is assessed and whether bank failures are
forecasted, and whether deposit insurance is

4 Table 1 lists the survey respondents in their respective cateiand soundness, pricing deposit insurance, and managing the insurance fun
5 Should a bank fail, insured depositors typically receive full cThose and other additional duties are not discussed in this article.

their insured deposits from the FDIC within one to two busine Countering these demands for financial disclosure is banks’ need to shiel
ever, they still face the risk of having to re-deposit their funds ;helr proprietary |nformathn from competitors an(_j to protect any proprietar)
offer lower interest rates or charge higher service costs or doinformation that they require their customers to disclose. In addition, the

6 To the extent that the deposit insurer (or another governmeicosts and burdens of providing information limit the extent to which it is fea
other “safety-net” duties aside from meeting insured depositorsible to disclose information to financial markets and government authoritie:
might have additional needs for information. The additional d7 Research on U.S. banks suggests that bank safety-and-soundness exam
additional needs for information include selecting failure-resoltions (discussed below) provide some important auditing functions that priv:
acting as receiver and liquidator of failed banks, supervising ksector auditors do not seem to provide; see Dahl, Hanweck, and O’Keefe (1
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revocable. Survey results for each of those topics
are presented below, preceded in each case by a
discussion of important issues and an outline of
the FDIC’s practice.

Information on Banks’ Condition and Riskiness

In the United States, information on banks’ condi-
tion and riskiness comes from two sources: on-site
examinations and off-site analysis of banks’ finan-
cial statements (accounting information).

Access to Examination Information

The purpose of examining banks in the United
States is to assess an institution’s overall financial
condition, review management practices and poli-
cies, monitor adherence with banking laws and
regulations, review internal control systems, iden-
tify risks, and uncover fraud or insider abuse. The
FDIC’s safety-and-soundness examinations consist
of three-parts: pre-examination planning, on-site
examination, and completion of the report of
examination. Pre-examination planning takes
place off-site at the field office, where the examin-
er-in-charge completes an analysis and review of
the institution, contacts the institution for finan-
cial records, and develops an examination work
plan. During this stage, the examiner-in-charge
decides on areas that need special attention and
on the work that will be done first; these decisions
will make for an efficient and orderly examination.
The examiner-in-charge also notifies the institu-
tion of the date when the examination team will
be visiting the bank, typically within the next two
weeks. This interval allows the institution enough
time to respond to any pre-examination requests
for information.

Once the examination team enters the institution,
the examiners concentrate on the institution’s
asset quality, financial condition, and operations.
The examination team also evaluates the institu-
tion's adherence to banking laws and regulations,
the adequacy of the institution’s internal controls
and procedures, and the capability of management

reporting systems to provide reliable and accurate
data.

In 2001, the FDIC employed 1,500 safety-and-
soundness examiners to examine 2,640 banks on a
schedule mandated by the Federal Deposit Insur-
ance Act: healthy, small institutions (those with a
composite examination rating of 1 or 2 and less
than $250 million in assets) must be examined
every 18 months, and all larger institutions, as
well as those small institutions whose composite
examination rating is 3, 4, or 5, must be examined
every 12 months.8 The FDIC conducts examina-
tions of all the banks for which it is the primary
regulator, that is, FDIC-insured state-chartered
banks that are not members of the Federal
Reserve System. In most cases involving well-
managed institutions, however, the FDIC alter-
nates examinations with the respective state
authorities and has entered into agreements with
the state banking departments governing the man-
ner in which examination responsibilities are

shared.

For institutions of which the FDIC is the primary
regulator, therefore, the FDIC determines first-
hand if they are in the “problem” category. For
institutions whose primary regulator is another
agency—that is, for national banks, state-char-
tered banks that are members of the Federal
Reserve System, and savings associations—the
FDIC relies on the examinations conducted by
other regulators to determine a bank’s overall con-
dition and the risks posed to the deposit insurance
fund.? The FDIC is in close contact with the
other regulatory agencies and is constantly aware

8 All federal and state bank examiners use a rating system that focuses on
sixcomponents of the on-site examination findings: capital adequacy, asset
quality, management, earnings, liquidity, and sensitivity to market risk. Eac
of those components is rated. At the end of the examination, the overall cc
dition of the institution is evaluatemp@itdrating from 1 to 5 is

determined. An institution performing well above average receives a compi
ite rating of 1 (the best rating), and an institution in severe financial difficul-
ties with a strong probability of failure within 12 months receives a composi
rating of 5 (the worst rating).

9 Garcia ((2001), 51) states that a deposit insurance agency “should be abl
to request the [relevant] supervisor to undertake a special examination of a
insured financial institution that [the deposit insurance agency] feels may be
in financial difficulties. Whether [the deposit insurance agency] staff shoulo
be able to participate in onsite inspections would vary from country to coun
try.”
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of their examination activities. Through its case
manager program, the FDIC monitors non-FDIC-
supervised banks, and the case managers are
responsible for sharing information with other reg-
ulators. Thus, whether by direct examination or
by monitoring and sharing information, the FDIC
compiles information, including examination
reports, on all insured banks. Interagency agree-
ments and statements of policy encourage the
process of sharing information. In 1997, the FDIC
issued a policy statement that outlines a program
for sharing examination findings and establishes
guidelines for resolving differences in examination
findings between federal regulators.

In addition, the FDIC has special backup exami-
nation authority for the institutions of which it is
not the primary regulator, and in early 2002 the
federal banking regulators agreed to a process for
determining when the FDIC would use its backup
examination authority. Its backup activities gener-
ally take the form of participation in the examina-
tions conducted by the primary federal regulator
or the state authority, or attendance at meetings
where the findings of an examination are dis-
cussed. The FDIC’s participation in such activi-
ties usually involves assessing the potential risk
the particular institution may pose to the deposit
insurance fund.

The report of examination—the third part of the
examination process—factually presents the
bank’s condition, identifies problems, provides
management with suggestions and recommenda-
tions, and discloses the examination ratings. The
report of examination, in other words, documents
the results of the examination and the basis on
which the composite rating was determined. This
report is a confidential document shared only with
the institution’s senior management and board of
directors, and its contents can be disclosed only
with the FDIC’s authorization.

Of the 37 deposit insurers that responded to the
survey, 19 answered “Yes” to the following ques-
tion: On a regular basis, do you collect or have
access to the report of examination from individual
insured depository institutions? (See Table 2.) Of
the 19 replying yes, 10 were in advanced

economies and 9 were in developing economies
and economies in transition. Only 2 of the 19
receive less than the full report of examination.

Access to Accounting Information

Demirgiic-Kunt and Kane, offering advice to
countries that are considering adopting deposit
insurance systems, write that “. . . upgrading
accounting and disclosure rules so that accurate
information reaches the markets in a timely fash-
ion [exempliflies] the kinds of institution reforms
that improve incentive structures and limit excess
risk-taking.”10 To the extent that bank creditors
are not covered by deposit insurance and therefore
seek to exert market discipline, accurate disclosure
of financial information can serve to control
excessive risk taking by banks. Besides uninsured
bank creditors, the deposit insurer that stands in
the place of insured creditors also relies on accu-
rate financial disclosure to manage the insurance
system and limit risks to that system.

U.S. banks are required to file reports of income
and condition with their primary federal bank reg-
ulator on a quarterly basis. These reports contain
detailed balance-sheet and income-statement
information, as well as a great deal of supporting
financial information. The financial reports are
available to the public 75 days after the end of
each quarter.ll Net income, equity capital, and
problem loans are readily ascertainable from these
required quarterly reports, as are numerous finan-
cial statistics for individual banks and aggregate
values. The FDIC publishes a summary of the
quarterly financial results for FDIC-insured com-
mercial banks and savings institutions in its Quar-
terly Banking Profile, each issue of which includes
aggregate data on condition and income and on
performance and condition ratios. The FDIC
makes extensive use of these data in pre-examina-
tion planning, off-site monitoring programs, assess-
ments of an institution’s capital adequacy and
financial strength, and economic research.

10 pemirgKunt and Kane (2001), 25.

11 Some reported information is made available only to bank regulators and

not publicly disclosed.

21

2003, VowwmE 15, No. 1






FDIC Banking Review

The data are also publicly available at the FDIC’s
Web site through two products: Institution Direc-
tory and Statistics on Depository Institutions. The
Institution Directory provides a comprehensive
financial profile of each FDIC-insured bank, and
the Statistics on Depository Institutions provide
detailed financial reports that enable the user to
analyze the banking industry. The user can create
reports containing customized peer groups of
FDIC-insured banks and bank holding companies.
Demographic data are available, along with an
institution’s most-recent quarterly financial state-
ment and performance ratios.

Most insurers that responded to the survey regu-
larly receive balance-sheet and income data from
banks. Of the 37 respondents to the following
survey question, 27 replied “Yes”: On a regular
basis, do you collect or have access to regularly report-
ed balance-sheet and income data from individual
insured depository institutions? (See Table 3.) Of
those replying yes, 13 were in advanced economies
and 14 were in developing economies and
economies in transition.

Effective March 31, 1997, generally accepted
accounting principles (GAAP) were adopted as
the reporting basis for the balance sheet, income
statement, and supporting schedules for U.S.
banks. According to Garcia, “Internationally
accepted accounting and auditing standards will
facilitate realistic loan valuations and empower
market discipline.”12 Of the 26 respondents to
the following survey question, 21 answered “Yes”:
Do these data [balance sheet, etc.] meet international-
ly accepted accounting standards? (See Table 4.) Of
the 21 that answered yes to the question, 10 oper-
ate in advanced economies and 11 in developing
economies and economies in transition. 13

The survey also queried deposit insurers about

their ability to determine net income, equity capi-
tal, and troubled loans. The FDIC is able to

LGarcia (2001), 19.

Bsignificant differences exist between U.S. generally accepte

determine these values for all FDIC-insured banks
on a quarterly basis, and most foreign deposit
insurers are able to determine them as well. Of
the 26 respondents to the following survey ques-
tion, 23 answered “Yes”: Do these data allow you to
accurately determine the insured depository institu-
tion’s net income? (See Table 5.) Of the 23 that
answered yes, 10 operate in advanced economies
and 13 in developing economies and economies in
transition. Of the 26 respondents to the following
survey question, 24 answered “Yes”: Do these data
allow you to calculate an accurate level of the insured
depository institution’s equity capital or surplus? (See
Table 6.) Of the 24 that answered yes, 10 operate
in advanced economies and 14 in developing
economies and economies in transition. Of the 25
respondents to the following survey question, 18
answered “Yes”: Do these data include the amount
of the insured depository institution’s troubled or past-
due loans? (See Table 7.) Of the 18 that answered
yes, 8 operate in advanced economies and 10 in
developing economies and economies in transi-
tion.

Information on the Economic and Political
Contexts

Obtaining accurate and timely information on
banks is the first step for risk assessment. The sec-
ond step is understanding that information in the
economic and political contexts of bank opera-
tions. The goal, of course, is to use that informa-
tion in a systematic way that permits one to assess
the health of insured depository institutions.

Analysis of Local, National, and International
Economic Trends

The nonfinancial and financial segments of the
economy are interdependent. On the one hand,
consumers and businesses—the nonfinancial seg-
ments—tely on financial intermediaries and direct
credit markets to finance expenditures; financial

ermedlarles support the payments system; and a
&1 accountin PP pay Y

standards and internationally accepted accounting standards.Stghé l@@@@&lﬁ‘-ﬁse in the cost of credit or in the

ties and Exchange Commission requires financial statements sty
pared in accordance with international accounting standards t be

with the U.S. GAAP.

{@dofﬁnonmg of credit can adversely affect
econci ?
mancial condition of consumers and business-
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es, as can a serious disruption of the payments sys-
tem. On the other hand, national and regional
economic recessions and declines in sectors of the
economy (for example, agriculture, real estate, or
other commodity or service markets) can nega-
tively affect the financial segment by impairing
borrowers’ ability to repay loans, thus causing
lenders’ financial condition to deteriorate. Similar
concerns apply to international markets, given the
importance of foreign trade and finance to sectors
of the domestic economy. For these reasons,
deposit insurers might have an interest in moni-
toring local, national, and international economic
trends. Moreover, deposit insurers might be inter-
ested in how those trends could affect banks.

In 1995, the FDIC took steps to more actively
address market trends and emerging risks before
they become problems for banks.!4 From the
unique perspective of the deposit insurer, the
FDIC began to analyze more closely the risks to
the deposit insurance fund and translated this
analysis into guidance for examiners and bankers.
Developing a dynamic approach that combined
traditional examination methods and new initia-
tives, the FDIC sought to (1) identify major prob-
lems, national or regional, that might threaten the
viability of the bank insurance fund, and (2) miti-
gate the adverse effects that future events might
have on the financial health of banks.

The FDIC continues to assess local, national, and
international economic trends to determine their
implications for banks and for the deposit insur-
ance fund. The FDIC identifies and monitors
existing and emerging risks and translates this
information into specific and useful guidance for
its examination workforce. The FDIC’s analysts
work closely with examiners, providing compre-
hensive regional economic data and analyses to
help them assess emerging risk exposures for indi-
vidual banks and groups of banks.

The FDIC also employs subject-matter experts

who collect and analyze data and monitor eco-
nomic and financial risks. These subject-matter

14FDIC (1995), 31.

experts study many areas, including the global
economy and country exposures, the domestic
economy, industry sectors, capital markets, under-
writing standards, and commercial real estate.
This information is published in numerous reports
and surveys that are available to bankers, the pub-
lic, and government oversight groups.

The majority of the deposit insurers surveyed do
not regularly assess local, national, and interna-
tional economic trends. Of the 37 respondents to
the following question, 14 answered “Yes”: Do you
regularly assess local, national, and international eco-
nomic trends to determine their implications for
nsured depository institutions? (See Table 8.) Of
the 14 that answered yes, 6 operate in advanced
economies and 8 in developing economies and
economies in transition.

Analysis of Legislative and Other Political
Dewvelopments

The legal and political environment in which
banks operate can influence their financial condi-
tion indirectly and directly. In the United States,
changes in federal and state laws in areas that
have a direct influence on consumers and busi-
nesses can affect banks indirectly. For example, a
change in federal tax law on real estate invest-
ments in 1986 was one factor that contributed to
the decline in real estate markets in the late
1980s, and this decline in turn contributed to the
subsequent failures of banks with large loan con-
centrations in commercial real estate develop-
ment.1> Alternatively, regulation of banking
activities is often used as a direct means of pro-
moting the health and stability of the banking
industry. For example, regulatory capital require-
ments are defined in terms of minimum capitaliza-
tion standards for safe and sound banks, and
banks that are not safe and sound have higher
capital requirements.

The FDIC’s Office of Legislative Affairs interacts
with Congress and publishes a weekly report

I5EDIC (1997), 1:140-41.
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ate in developing economies and economies in
transition.

Procedures to Limit the Insurer’s Risk Exposure:
Terminating Deposit Insurance

Once potential failures are forecast, the question
becomes whether the government authorities
charged with managing the financial safety net
can take active measures to limit the risks to
which these failures will expose them. The pri-
mary means of preventing failures is to use bank
regulation and supervision to promote safe and
sound banking practices, but when those measures
fail to rein in unsafe or unsound practices, more
severe action is needed. Although such actions
can take many forms, Garcia recommends
“[giving] the supervisor a system of prompt reme-
dial actions.”?!

The most serious remedial action available to the
FDIC is to terminate deposit insurance. Because
deposit insurance is so important to a bank’s abili-
ty to attract deposits, termination of deposit insur-
ance can effectively lead to a bank’s closing. A
proposal to terminate deposit insurance can be
used as a remedial measure—a final attempt to
encourage a bank’s management to improve its
financial condition and alter its banking practices,
especially if bank management has previously not
cooperated with supervisory officials. If the bank
is unable to improve its financial condition, how-
ever, terminating deposit insurance can reduce
failure-resolution costs.

Deposit insurance can be terminated in two ways:
involuntarily (the FDIC initiates it) and voluntari-
ly (the bank initiates it). The standard for invol-
untary termination of deposit insurance is high
and involves either unsafe and unsound banking
conditions or practices or violations of laws or reg-
ulations (for example, crimes of money laundering,
engaging in monetary transactions in property
derived from specific unlawful activities, and

2l Garcia (2001), 11.

structuring transactions to evade reporting
requirements). Involuntary termination of deposit
insurance does not occur if (1) the financial insti-
tution will be closed within the next 90 days, (2)
open-bank assistance is possible, or (3) the finan-
cial institution is actively seeking new capital.

Initially, the FDIC will notify the bank’s primary
regulator (and send a copy to the bank) of the
facts and circumstances underlying the proposed
termination and the specific corrective actions
needed, and will state that corrections must occur
in the next 30 days. If the bank does not correct
the problems, the FDIC issues a notice of intent to
terminate insured status. The notice gives the
reasons for terminating insurance and lists a hear-
ing date, which is usually within 120 days of the
notice, although the applicable statute allows for a
hearing date within 30 days of the notice.

If the bank contests the notice, an administrative
law judge will hear the case (hearings are open to
the public) and will decide whether the FDIC may
proceed to terminate insurance. However, this
decision is a recommendation, not a final ruling.
The administrative law judge is not involved in
the case after this hearing.

When terminating deposit insurance, the FDIC
may issue a temporary order suspending insurance,
usually within 10 days of the vote of the FDIC
Board of Directors to terminate insurance. Tem-
porary suspension of insurance addresses certain
emergency situations that cannot wait for a formal
hearing date, and an expedited hearing takes place
as soon as possible. In these situations the FDIC
must have evidence of either abnormal risk of loss
or damage to the insurance fund. The temporary
suspension order reduces the risk that the insur-
ance fund will suffer losses while the procedures
for a permanent order are being followed.

Banks have a right to judicial review of enforce-
ment actions in the court of appeals. Unless the
court of appeals or the FDIC Board of Directors
changes the enforcement action, the FDIC will
pursue its termination of deposit insurance. The
FDIC will notify depositors that their deposits will

31
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remain insured for a certain period between six
months and two years (the FDIC Board usually
selects two years).

When a bank is notified that its deposit insurance
will be terminated, the bank may ask to enter into
two agreements with the FDIC—a settlement
agreement and a procedure agreement. The set-
tlement agreement states that if changes do not
occur within a short, fixed period, the bank agrees
to the termination order and waives its legal right
to challenge the action. The procedure agree-
ment clearly defines the changes referred to in the
settlement agreement and the way in which
depositors will be notified if insurance is terminat-

ed.

The FDIC is the only U.S. bank regulator with the
authority to terminate federal deposit insurance.
It uses this authority sparingly and, with respect to
unsafe and unsound banking conditions or prac-
tices, only when a bank is unable to correct its
financial problems. Garcia states that “the super-
visor or the [deposit insurance agency] will have
strong powers to deal in a strict manner with non-
viable banks, terminate the interests of sharehold-
ers, and impose ‘haircuts’ on uninsured depositors
and unsecured creditors.”22 The FDIC’s authority
to terminate deposit insurance is quite different
from the authority of the deposit insurers that
responded to the survey. Few deposit insurers out-
side the United States have the authority to
revoke deposit insurance in cases in which an
insured depository institution is operating in an
unsafe and unsound manner. Of the 36 deposit

insurers that responded to the following survey
question, 11 answered “Yes”: Does the deposit
nsurer have the authority to revoke deposit insurance
in cases where an insured depository institution is
operating in an unsafe and unsound manner? (See
Table 12.) Of the 11 that answered yes, 7 operate
in advanced economies and 4 in developing
economies and economies in transition; only 2 of
the respondents—both in advanced economies—
had ever used this authority.

Summary

The results of the survey indicate both similarities
and differences between foreign deposit insurers
and the FDIC. The similarities begin with access
to information: one-half of the foreign deposit
insurers that responded to the survey have access
to reports of examination, and three-quarters reg-
ularly receive reported balance-sheet and income
data. These financial data meet internationally
accepted accounting standards; and most of the
respondents are able to determine net income,
equity capital, and troubled loans. Overwhelm-
ingly the respondents follow legislative and other
political developments. As a result, more than 50
percent of the respondents are able to assess the
financial health of banks.

The differences mainly involve how information is
used in risk assessment. Most deposit insurers
that responded to the survey do not forecast
potential bank failures nor do they follow econom-
ic trends. In addition, most respondents do not
have the authority to terminate deposit insurance.

22 Garcia (2001), 53. “Haircuts” is generally defined as full or partial losses

on uninsured deposits when a bank fails.
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