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Absmract

This study uses a two-factor market-model 1o estimate excess returns around 43 announcements of FSLIC-
assisted thrift mergers and 66 announcements of unassisted thrift mergers. These estimated excess returns are
then used 1o test hypotheses about asymetric-information and principal-agent problent in the thrift resolution
process as sources of value in these mergers. The results show that acquirers in assisted transactions earmned
positive and statistically significant excess returns of approximately 2 percent, whereas acquirers in unassisted
trunsactions earned excess returns that are not significantly different from zero; however, the excess returns in
the assisted mergers are quantitatively small. For the 43 assisted mergers, estimated excess returns imply
aggregate wealth transfers of only $13 milkion as compared with $2.3 billion in FSLIC assisiance that were
granted in these transactions. These findings suggest that the FSLIC-assisted transactions were reasonably well
structured and that the assistance granted did not result in large wealth transfers to acquirers of insolvent institu-
tions. Finally, the study provides evid that informational syt 1 incipal-agent problems in the thrift
resolution process were significant sources of excess returns for the acquirers receiving FSLIC assistance.

Faced with a serious shortage of funds during the late 1980s, the Federal Home Loan
Bank Board (FHLBB) attempted to maximize the number of troubled thrift institutions
that it resolved while minimizing the drain of liquid assets from the Federal Savings and
Loan Insurance Corporation (FSLIC) deposit insurance fund. To accomplish this goal,
the FHLBB disposed of thrifts through mergers, sales, and other assistance arrangements
that postponed actual payments from the FSLIC to acquirers, depositors, and others.!?

Al the end of 1988, the FHLBB accelerated its resolution efforts because the Tax
Reform Act of 1986 reduced valuable federal tax exemptions on assisted transactions by

The views reflected in this paper are those of the authors and do not necessarily represent policies of the Board
of Governors of the Federal Reserve System or the Federal Housing Finance Board. Helpful comments were
received from participants in the Finance Workshop at the University of North Carolinaat Chapel Hill, George
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and Lawrence J. White. i
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one half (effective January 1,1989). The FHLBB pledged more than $10 billion in FSLIC
assistance toward resolutions consummated in December 1988, and more than $30 billion
for all of 1988.

These accelerated resolution efforts led members of Congress and others (o question
whether the 1988 transactions were well structured or whether they offered excessive
returns to acquirers at the expense of taxpayers. This issue was the subject of studies both by
the General Accounting Office (1989) and the Mid-America Institute (1989). The Mid-
America study concluded that the “December Deals,” as the December 1988 resolutions
came to be known, did not appear to be significantly different in structure from thrift
resolutions that had preceded them; however, the study also reported evidence suggest-
ing that the FSLIC systematically had underestimated the costs of assisted resolutions.

The FSLIC had several reasons to underestimate these costs. During much of the
1980s, the FSLIC deposit insurance fund was insolvent ona market-value basis if both its
actual and contingent losses were fully recognized. Moreover, the FSLIC revealed that it
was insolvent in a GAAP basis when it released its 1986-1988 financial statements.

The difficulties associated with injecting new funds into the FSLIC provided thrift
regulators with incentives to defer resolutions of insolvent thrifts. As Kane (1989) indi-
cates, FHLBB officials also had incentives to avoid recognition of the true depth of the
FSLIC's funding problems: to avoid the political fallout of having to accept blame for
problems that developed “on their watch.” These incentives may have led the FSLIC to
underestimate the true present-value costs of assisted transactions in order {0 merge or
sell thrift institutions rather than liquidate them. As will be explained, mergers and sales
enabled the FSLIC to shift part of the resolution costs from the deposit insurance fund to
the Treasury and, ultimately, the taxpayer, whereas liquidations did not. Congress be-
came so concerned about the transactions consummated during 1988 that. in Section 501
of the Financial Institutions Reform, Recovery and Enforcement Act of 1989 (FIRREA),
it required the Resolution Trust Corporation (RTC) to review these transactions and.
where possible, 10 exercise contractual options that might reduce the ultimate costs of
assistance.”

This study explores the FHLBB's incentives to underestimate the costs of resolving
insolvent thrifts in order to shift these costs from the deposit insurance fund to the
taxpayer. Theoretically, the amount of assistance granted by the FHLBB to the acquirer
of an insolvent thrift should be just sufficient to enable the acquiring firm to carn normal
risk-adjusted returns on the acquired portfolio of assets and liabilities.* Shareholders of
firms engaging in assisted thrift mergers would realize returns no difterent from those
realized by shareholders of firms engaging in unassisted thrift mergers. However, if the
FHI.BB offered excessive assistance, then the sharcholders of the acquiring thrifi would
receive a wealth transfer in the transaction. For publicly traded thrift acquirers, one
should ohserve such wealth transfers as excess returns on the thrifts’ stock. Consequently,
event-study methodology is used to determine whether shareholders of acquiring firms
expected an increase in value as the result of FSLIC-assisted acquisitions.” To isolate
wealth transfers associated with FSLIC assistance from other sources of value, returns
from assisted mergers arranged by regulators are compared with returns from unassisted
mergers arranged voluntarily by the participating thrifts. Only acquisitions of thrifts by
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thrifts are examined to limit the possibility that any resulting gains could be attributed to
product-diversification benefits accruing to the acquiring firms.®

After estimating excess returns, hypotheses regarding two potential sources of share-
holder gains are tested. The first relates to agency conflicts between taxpayer-principals
and regulator-agents. The second relates to informational asymetries between thrift
regulators and potential acquirers of insolvent thrifts. Investigation of the cross-sectional
cxcess returns provides support for both the asymmetric-information and principal-agent
hypotheses.

The results show that acquirers in FSLIC-assisted transactions carned positive and
statistically significant excess returns whereas acquirers in assisted transactions earned
excessreturns that are notsignificantly different from zero; however, the excess retumnsin
assisted mergers are quantitatively small, suggesting that FSLIC assistance did not result
in large wealth transfers to acquirers of insolvent institutions.

The remainder of the paper discusses how principal-agent and asymmetric-
information problems within the Federal Home Loan Bank System might lead to excess
returns in assisted thrift mergers. The data and methodology to test for wealth effects in
assisted —as compared to unassisted—thrift mergers and to test the hypotheses about
potential sources of excess returns are then described, followed by a discussion of the
empirical results and a summary and conclusions.

1. Principal-agent and asymmetric information problems in the resolution process

Within the process by which the Federal Home Loan Bank System resolved troubled
institutions, there existed principal-agent and asymmetric-information problems that
might have biased the estimation of resolution costs downward and led to excessively
generous assistance packages. Two general hypotheses are proposed regarding the re-
sponse of financial markets to the announcements of assisted thrift mergers—the
principal-agent hypothesis and the asymmetric-information hypothesis.

1.1. The prncipal-agent hvpothesis

The principal-agent hypothesis posits that thrift regulators attempted to defer resolution
costs into the future and toshift as much of those costs as possible from the FSLIC depuosit
insurance fund to the Treasury, taxpayers, and others. Regulators faced incentives to act
in this manner to minimize the effect on their careers from the public outery and political
fallout thatwould accompany public recognition of the true cost of the thrift cleanup.” In
accordance with this hypothesis, the FSLIC may have biased downward the estimated
costs of sale or merger relative to those of liquidation. This bias would lead to the
resolution of troubled thrifts by merger or sale rather than by liquidation because the
FSLIC was mandated to choose the “least-cost™ method of resolution. Merger and sale
enabled the FSLIC to offer capital forbearance, tax benefits. and other off-balance sheet
compensation to acquirers—forms of compensation unavailable in a liquidation. Ligui-
dation also was a less-favored resolution alternative because it imposed the greatesi
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short-term drain on scarce liquid assets, political capital, and staff. Moreover, liguidations
tended to draw the loudest public criticism of FHLBB procedures and officials by Con-
gress, the press, and other parties.

Therefore, the FHLBB viewed the key to the resolution problem as being how to
structure assistance packages that encourage healthy thrifts or other potential acquir-
ers to purchase insolvent thrifts while minimizing the short-term drain on the deposit-
insurance fund and other scarce resources. The assistance packages that the FHLBB
devised to accomplish these dual goals usually Look the form of 1) explicit financial
assistance (in the form of cash or FSLIC notes) equal to the negative book-
value net-worth of the acquired institution(s), 2) guarantees to indemnify the
acquirer against future losses when specified problem asscts were sold, 3) guaranteed
vields on specified problem asscts, and 4) forbearance against meeting regulatory
capital standards.

Much of this assistance was open-ended and, therefore. difficult for the FSLIC tovalue
accurately. For example, assistance agreements specified the assets from which the ac-
quirer was protected against capital losses, but FSLIC's actual losses on Lhese assels
depended upon ex post disposition prices. Similarly, assistance agreements specified
indices for determining yield-subsidies, but FSLIC's actual subsidy payments depended
upon the ex post performance of both the covered assets and the specified indices. Finally,
during much of the period, the FSLIC did not explicitly consider the tax benefits
aceruing to the acquirer in estimating the total amount of assistance provided because
the agency was mandated by Congress to resolve institutions at the least cost to the
insurance fund, not to the government. These valuation problems enabled the FSLIC
t0 bias the resolution process against liquidations in favor of sales and mergers, and
may have resulted in combined FSLIC/taxpayer assistance greater than necessary Lo
induce an acquirer to take over a troubled firm. Lf such “excess” assistance were
provided, one should observe this wealth transfer as excess returns accruing to share-
holders of the acquirer.®

1.2. The asymmetric-information hypoiliesis

The asymmetric-information hypothesis posits that acquirers possessed information
about the value of target thrifts superior to that possessed by thrift regulators. Superior
information should enable acquirers to negotiate more assistance than needed to earn
normal, risk-adjusted returns, and result in positive excess returns accruing 1o the share-
holders of the acquirers.

Information asymmetrics may have arisen from the different manners in which regu-
lators and acquirers assessed the market-value of insolvent thrifts that the FHLBB was
seeking to resolve. Because of the large number of insolvent thrifts and the shortages of
staff and insurance funds, the FHLBB relied almost exclusively upon call report data and
the judgment of supervisory and examination staff to determine the market-value of an
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insolvent institution. Only in the most unusual cases did the FHLBB perform a due-
diligenee examination of a troubled institution.” Failure to perform an on-site and in-
depth analysis of the institution can be viewed as a form of job simplification, indicative of
a principal-agent problem.

In contrast to the FHLBB, the bidder almost always did perform and rely upon the
information obtained during a due-diligence. Hence, the buyer almost certainly had far
more accurate information about the underlying value of a troubled thrift’s assets and
liabilities than did the FHLBB. This informational asymmetry is expeeted to have re-
sulted in wealth transfers from the FSLIC or taxpayers to successful acquirers. Such
transfers should be particularly large for acquirers of thrifts that held substantial assets
(such as mortgage-backed securities and commercial real estate loans) that could be
valued far more accurately during on-site duc-diligence by prospective bidders than
during off-site analysis by FSLIC staff. Separatc tests of these hypotheses are presented
later in the paper.

2. Data, methodology, and results
2.1 Data

The data for this study consist of stock returns for acquiring thrifts, portfolio and struc-
ture data for acquiring and target thrifts, and resolution cost estimates for each assisted
acquisition. Daily stock-price returns for 68 publicly traded thrift acquirers listed on the
major exchanges or the national Over-the-Counter (OTC) Market were acquired from
Darta Resources, Inc., or SNL Securities for the period from July 1979 through January
1989. Portlolio data were obtained from the semi-annual and quarterly financial call
reports that each thrift was required to file with the FHLBB, while resolution cost data
were abtained from the FSLIC.

Of the 68 thrift acquirers in the sample, 32 different institutions engaged in 68 assisted
acquisitions on 43 different event dates, and 49 different institutions cngaged in 66
voluntary acquisitions on 66 different event dates. This is a substantially larger sample
than those used by previous researchers (Brickley and James, 1986; Barger, 1988; Kane
and Unal, 1988; and Balbicr, Judd, and Lindahl, 1992). Of the firms that engaged in
assisted transactions, 32 acquired only one thrift, six acquired two thrifts, four acquired
three thrifts, and one acquired four thrifts. No two firms making multiple acquisitions did
so on the same day. Thirteen of the firms with multiple acquisitions engaged in both
assisted and unassisted transactions. '

Table 1 provides summary information on these transactions by year. There do not
appear to be any important patterns over time between the assisted and voluntary acqui-
sitions, but the number of mergers in the sample increases significantly for 1985-1988,
reflecting the growing number of thrifts converting from mutual to stock organization.
The names of the acquiring and target firms that merged in the assisted transactions are
listed in Table 2.
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Table 1. Acyuisitions by Publicly Traded Stock Thrifts of Failed Thrifts (with FSLIC-Assistance) and of
Nonfailed Thrifts, 1980-1988

Number Acquisitions Number of Separate Event Dates
Voluntary Assisted Voluntary Assisted Total
Year Total Acquisitions Acquisitions Event Dates Event Dates Event Dates
1980 5 3 2 3 2 5
1981 9 1 8 1 4 5
1982 L] 8 1 8 1 9
1983 2 2 0 2 0 2
1984 5 2 3 2 3 5
1985 7 6 11 6 &b 12
1986 26 13 13 13 g 2
1987 28 21 7 21 59 26
1988 26 10 16 10 13 23
Total 127 a6 - 61 66 43 109

ATwo firms with three simultancous acguisitions eacly.

“One firm with three simultanenus acquisitions and one firm with four simultaneous acquisitions,
“Four firms with two simultaneous acquisitions each.
ITwo firms with two simultaneous seg
“One firm with two simultaneous acquisitions and one firm with three simultaneous acquisitions.

2.2, Methodology

The methodology to test hypotheses about the sources of excess returns involves two
steps. The first step is to determine whether thrifts engaging in FSLIC-assisted mergers
reaped positive excess returns and whether these returns were different from those
accruing to thrifts engaging involuntary, unassisted mergers. The second step s to test the
principal-agent and asymmetric-information hypotheses regarding the sources of poten-
tial excess returns in the assisted mergers.

2.2.1. Estimation of excess returns  In the first step, event-study methodology is used 1o
eslimate excess returns accruing o the sharcholders of thrift institutions acquiring other
thrifts.!" The event date is defined as the date that news of the acquisition first appeared
in The Wall Street Journal, the American Banker, or an FSLIC press release. For acquisi-
tion notices that appeared in more than one of these sources, the earliest date is used. For
24 of the 43 assisted mergers, no announcement appears in either The Wall Street Jowmal -
or the American Banker, so the date of the press release is used as the event date,

Once the FHLBB had sought bids for troubled institutions, it released no infarmation
about which firms had placed bids, or which was the likely winner, until after an assistance
agreement was signed with the winning bidder. Announcements of assisted acquisitions
often were not reported immediately (or at all) by the financial press, Le., the date of the
FSLIC press release preceded that of any announcement of the mergers in The Wall
Street Journal or the American Banker. More impeortant, initial announcements of



11

ASYMMETRIC-INFORMATION AND PRINCIPAL-AGENT PROBLEMS

HO PIopO (f

HO V%54 2w (€
HO uesoury (7 SERTIS
wt 1w i ERG oro HO waurulag (1 HOSUBLYY 01£L9800 €1

enduy (€

sl 18 (2 SRIGTIF

gL weLl 0TE PET— A taon (1 oA 0100068 b
SRIOTIE

(] F0°61 ~ 8L IS WIS [FI9P2] MON VIS 1D O1EET191 1
WHILLG

ot 9£°98 LUSL aSTH VIS PUEIS] 2POUH aumg pio OTEREORY ol
YRR

ThE— g€ 16'5LS S5 VIS A vosuEYY O1LL9800 6
FRISTIL

881 9161 £3001 581 Ay uaany s3uaRg LI 01859FLE §
TR0

81T 661 £R6Y vt VIV IS 98e9H VIS i 01290815 L

Vs e (¢

VIS Apnoag 188171

sTst T 0g'LrE i VRS WayInos (1 nosuRLILY 01LLIR00 9

TS vty vaog (¢
HOUMSUNIE AN

YIRS s (T : oot

LLO— 175 e ILe- VIS AMeuoi (1 apad A OITHLELL g
IRLLR

S6°T o BFEE 088 VIS AuARIIE A9H BPLIOL JO ULy 01£8e6z0 {4
18/1/9

)] L& 8T8 g VIS ALn2ag [kl uoaur 30 purTy O1L99PTS €
08619

1Zon €68 ceol 170 s A1) 1PWn(ED 18I ujoaur Jo pue] OLLY9FTS [
(8/61/€

8T el S6'8L q88°F1 TS umBUTISRAL MIAPEOIE orszetnl |

(suotpA §) (suoni §) 1500 s W s AP S Iy saedno) fuedwo) a1m(] A ON.
19jsuRLy sy S820K paambay Fupmboy (disny
[FILERY parewnsg 1R DANRINLUNTY

[ ——

LeauRIsISSY DTS Futsjoau] s1afap UL ¢ Ut 0anbay ayi o) safpdxe ], 10 DTS ) WOLf SISULIT MTaA 7 #9RL




Ui

Al

il

- WIS 1831 P (T L89IL
m 16t [ragd] £TECE ol VIS wepialg (| AIERS UOITUIYSEM (HET88LH
z LRIOTY
E Wi SEORT S6'LTT wi— YIRS [ERu) TRaD 01F6E061
M LBIOVE
: TR~ 0o 9o HEC - 00 Apnoag 181t uedIAURY 2210 (T9E86RE
= Fmquunedg ;g s (T 9RANZI0L
= 80— 0o’ /169 o8- POOMSUDARY SIAULIE (| apsdoayinog OT65T98EL
2 VRS sudad (2 ARG
& 80— QLT SPSh SR0— ueg sHuwes 1e1oc (1 omosuty], OT8TSE6R
a 98/CT/R
M wre- wi= CTR0T LT~ Opeualary SO O1LF910T
v URAIL
_“m._ L] R0TH Dasy R10T TS Alqennby wuazy O10L99LT
z simang
B fumoag wewnol (7
g o0y Aswoitopy G
< 17 11— oo STPOL REE— JovTwsd s (1 RIaED N1STF9t
= 986/
—nru._ SL0— ovel — 0L'RT we TS AU Hurg] (ERU2PRI] 0IvEetrL
Q o8/0EY
& om'T oo 6oz £TL P2 1811 UOTRUILSEA v FuEUlBDy QITrorLE
ul VIS EpuateH (7
2 VO Butppay 9RI0T/E
< e 6l TS0E BET JorpsA s (1 8L URILUNY BT :3mwawm
_ OR(TEM
uE_ orTt 000 60°EE GOT'ST SEEAA ST WA 1D [BlaUBUL] SNUERY 1S58
_.Rr_ SRI0ETT
ol £ RELTI ort ANwAg SUIND VOIS PO 0162089
S8t
bF'E - o'l se'ty L A PUepIN ueyodonapy 01806165
SRILAO]
6E1 0Ll £6T— THS s AaaUAy AU DISBTLER
(suoljiN §) (suonAl §) 150 (s fep W iniay saedwo)) Auedwio?y ae] uaag
Iasuer] uoNN|osY unpEz §5308] pannboy Fuunnbay Jesnsy
YIBIM PaAreWnsT aLR[IWND

‘ON

12

(pomanioa)20uISiSSY DTS FUAOAU] SISTIAN UL ¢ ! saainbay At o1 1afedye |10 18] 91 Woly sIajsurl ] PEIAY T AGRL



ASYMMETRIC-INFORMATION AND PRINCIPAL-AGENT PROBLEMS

-sasodimd uosuedwos 1] pauasasd a1e SIS0 UBENOSAT P3)

(OL6T) (19184 40 SIS 1830 211 SUISN [240] §0°() Y1 1€ 20Ul
157 1910w pasodaid v jo juawasunouur aignd 1SIY 21 J0 IR YT LG — 13N #4101

UAIS SEDPU] g

7—7pouad ay1 FULNp LIN131 F590XD SATBNLUNA ARP-XIS A1 PUE () — J 18 UONL7] rpden 1@y s dannboe ge jo 1anpoad 3y se paIRNOE A1P SIFJSUR YRy

TiEl OTHET maL
SRGTTI
61 68181 IR'SE 66— udLAUIY 010£99LT £
SYRE/TI
60— LERS Q9EL 1= IR 18T urijodosa 01506165 o
€6t 9rTl6 w0 fafea oo PUEIEQ) JO PHOA OILTEIRE It
g8/l
Lrd TE601 W T Ammny 1811 DUio QLOBERGY o
SSIUED
ISR 0e'g 1T81 w8 BUEEAWY OTF19€2 6
8IS
Bl S6TI 0TLE S0€ 007 10335 OLOLZOM0 s
saydoag (¢
uoBurgse (7 88/07/8
LE9 £EREL fralod 4E6TI BuigqrH 151 (1 uppodonap 01806165 i
R8/9T/8
st 687 s £l WamUON kg Loyt 014788€6 9¢
ST
9T e ELTR e &l wlsam D10L1886 &
SRTUL
LT T8 £4E01 Wl plagEIng Aaumog 0160192 ¥e
RYRE
210 st [Chd 8Lt uUL Fuparg 01575658 £
S//1elE
18— Le £F6L £E9— fajma N.L'H 4add) swop (10[69ET €
Taudnp (7 I e
LUTH 9D 1EIg wELnOp (1 [epRuBLL] ARy HEST 1€
[euRULL 18T (2
(1) $Fuang L
L0 EE €1TE £ [eaapay st (1 BUIRGEY 0LZOI0 e
LERUTI
1 vT oRL 1S Auno) auoog panun OTIRETTH 6T
(suoriA §) (SuonAL §) 1500 Iy saledwin)y Auedwioy AIR(T 0AAT oN
FETCTIANG VOIS ST pannhay Gurnbay sy
LHEET PAIRWNSH RENELITN] DALY

(Pannuoa) AIURISISSY D1 1S TUiAfoau] SIARIa] 1ML £ 3

aainbay 241 0] 124pdxe ] 10 ]S 2Y1 W01} SIBJSURLL YR ¢ J98L



14 REBFL A. COLE. ROBERT A, EISENBEIS AND JOSEPH A. MCKENZIE

acquisitions usually identificd the acquiring and target firms but did not include informa-
tion on the terms of the transaction or the amounts and types of assistance provided.!?
Hence, traders needed additional time to learn about this important information and
impound it into market returns. For these reasons, a six-trading-day event-window, from
day t— 1 through ¢ — 4. is used for analysis of both daily and cumulative excess returng. 3

Daily returns are calculated as the natural log of the price on day 0 divided by the
price on day — 1. with appropriate adjustments for dividends and stock splits. For infre-
quently traded stocks, the reparted prices, which were supplied by Data Resources, Inc.,
and SNL Securities, require the assumption that there were no implicit changes in price
during the intervening period since the previous trade. Thus, the returns arc assumed (o
be zero on days when there were no trades.'* This method of treating infrequent trading
assigns the total effect of a price change (and. hence, any change in excess return) to-the
day on which a trade oceurs.

To estimate cxcess returns, a two-factor (market and interest rate) ordinary-least-
squares regression model is used to provide firm-specific adjustments for risk. The S&P
500 index is used to proxy for the market and a constant-maturity seven-year Treasury-
note yield series published by the Federal Reserve Board to measure thrift exposure to
interest rates, which was a major source of risk for thrifts.!® The parameters of the
two-factor model are estimated over the 80 trading-day period from ¢ — 95 through 1 — 16,
where the event day of the acquisition is defined as days — 0. No adjustments are made to
control for possible multicollinearity between the market return and interest-rate yield, as
Giliberto (1985) has shown that orthogonalizing one of two collinear variables biases
t-tests for the significance of the orthogonalized variable toward the null hypothesis.
Finally, to correct for problems of infrequent trading mentioned above, the aggregate
cocfficients method of Dimson (1979) is employed, including both a contemporancous
return and a one-period lagged return for cach of the two factors.

Given this methodology, the firm-specific control-return is of the form:

Rii = Bo + BiRsesoos + BaRspson.i—1 + BaRyvome.r + BaRNowe, 11,
where

R, = the control return for thrift j during day ¢,

Rspspn, = the return on the &7 during day r,

Rinewes = the Treasury note return during day f,

B2 = estimated market-model parameters, i = 0,1.... 4

Dhaily excess returns for a given thriftj on day ¢ are defined as:

ER;, = the excess return for thrift j on day t. and
Rj; = the realized daily return for thrift j on day t.
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Individual excess returns ER;, are then aggregated to form a portfolio of daily excess
returns:

5
1
ER, = NZER;J,
2

where N is the number of firms in the portfolio for day ¢.
The cumulative excess returns are calculated as:

[
CER, = Y ER,
b=t
where t), begins and 1, ends the cumulation period. Test statistics for the significance of
daily excess and cumulative excess returns are those presented by Patell (1976).

2.2.2. Results of estimation of excessreturns  The estimated excess returns for the portfolio
of 43 FSLIC-assisted merger transactions appear in table 3. The daily excess returns are
positive on days t— | through 1+ 4, and are statistically significant on days¢—land 1 +1,
when returns of (.64 percent and 0..18 percent, respectively, are observed.'® The cumu-
lative excess returns are all positive, and are statistically significant on days 1+ 1 through
r+4.

These results provide evidence that, on average, positive excess returns accrued to the
acquirers following the announcements of FSLIC-assisted mergers, and that these re-
turns persisted for at least four trading days following the announcement. The cumulative
excess returns over the six-trading-day event window are 2.24 percent. This result is
consistent both with James and Wier (1987b), who report positive cxcess returns to
acquirers of failed banks, and with Balbier, Judd and Lindahl (1992), who report positive
excess returns to thrift and nonthrift acquirers of thrifts.

In terms of the individual cumulative excess returns, 28 firms in the sample have
positive returns, and five are statistically significant at the (.05 level; 15 have negative
returns, and none are statistically significant.!” This suggests that, for most of the firms,

Table 3. Cumulative Excess Retummns around 43 Announcements of FSLIC-Assisted Thrift Mergers®

Excess Test Crmulative Test
Event Return Statistic? Excess Statistic"
Day ER; for ER, Return CER; for CER,
=i 64+ 197 0.64
=0 0.17 009 a81¢ 1.46
t+] 0.18¢ 256 0.99¢ 2.67
2 12 134 L4 298
t+3 067 L72 1.784 343
4 0.47 165 224 381

“Excess Teturns are estimated using market-model methodology. Market-model parameters are estimated
using a two-factor {market and interest rate) ordinary-least-squares regression model over the preevent period,
t—95 to i — 16, where ¢ — ¢ is the date of the first public announcement of u proposed merger.

PTest statistics are those given in Patell (1976},

“Indicates significance at the (.05 level.

“Indicates significance at the 0.01 level.
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the effect of the announcement for shareholders was not very significant. This issue is
explored in more detail when the individual excess returns are examined.

To be confident that these excess returns are associated with FSLIC assistance, the
pattern of returns for thrifts that engaged in 66 unassisted acquisitions of healthier thrifts
also are examined. Once again, the portfolio excess returns are estimated using the
two-factor market model. The results of this estimation are presented in table 4.

For the unassisted mergers, a negative and significant return of —0.63 percent is
observed on day 7 — 1. which is offset by a return of .66 percent on day ¢ — (). None of the
cumulative excess returns over the six-day event window are statistically significant.'®
These results are consistent with other merger studies, which typically find zero or neg-
ative returns to the acquiring firm.'® Marck, Schleifer and Vishny (1990) offer both
agency and hubris as explanations for negative returns to acquirers.

Together. the results in tables 3 and 4 indicates that there are positive and statistically
significant cumulative excess returns for the acquirers of insolvent institutions, butnot for
acquirers of healthier thrifts. Figure 1 provides a graphic representation of the differences
in cumulative excess returns during the six-trading-day event window. This evidence
supports the hypothesis that the assisted resolutions brought about wealth rransfers from
the FSLIC or the taxpayer to the acquiring thrifts,

To compare estimated resolution costs, which are the FSLIC's calculations of the
present value of assistance, with the market’s assessment of the value of FSLIC assis-
tance, the FSLIC's resolution cost estimates are compared with the wealth transfers
implied by observed cumulative excess returns, Wealth transters are caleulated by mul-
tiplying cach acquirer’s stack price by the number of shares outstanding to obtain the
market capitalization. This market capitalization is then multiplied by the six-trading-day
cumulative excess return.) The results of this analysis appear in Table 2. If the FSLIC
provided the proper amount of assistance, then wealth transfers, on average, should be

Tuble 4; Cumulative Excess Returas around 66 Announcements of Voluntary, Unassisted Thrift Mergers®

Excess Test Cumulative Test
Event Return £ ch Escess Statistic™
Day ER, for ER, Return CER; for CER,
t—1 0.63 —2.16° -0.63
-0 0.66 23 0.03 013
1 0.00 om 012 010
1+2 0.41 D92 0.53 055
+3 014 1.28 .67 1.06
td o2 0.58 164 073

a[xcess returns are estimated using market-model methodology. Market-model parameters are estimated
using a two-factor (market and interest rate) ordinary-least-squares regression model over the pre-event period.
r— 95 tor— 16, where 1 — @ is the date of the first public announcement of a proposed merger.

bTest statistics are those given in Patell (1976).

*Indicates significance at the 0.05 level.
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25 LT

FSLIC-Assisted Mergers

05
Voluntary Mergers

05 -

t—1 ] i+ t+2 o8 1+4

1
Event Day

Figwre 1. *Cumulative excess returns for 43 announcementsof FSLIC-assisted mergers and 66 announcements
ofvoluntary, unassisted thrift mergers estimated using market-model methodology. Market-model parameters
are estimated using a two-factor (markel and interest rate) ordinary-least-squares regression mode! over the
pre-event period,  —95 toz— /6, where ! — fis the date of the first public announcement of 4 propased merger.

small. As the table shows, the implied wealth transfers associated with the 43 assisted
transactions aggregate to only $13.1 million, while the estimated resolution costs total
more than $2.3 billion.

The aggregate figures obscure the fact that, despite the assistance provided, the market
reacted negatively to 16 of the 43 assisted transactions (although the negative cumulative
excess returns are not statistically significant). The market viewed remaining 27 transac-
tions positively, and five of the positive cumnulative excess returns are statistically signifi-
cant, Total wealth transfers associated with these five mergers are $40 million, as com-
pared with approximately $13.1 million for the entire sample. Estimated excess returns
for the entire sample imply a wealth transfer of approximately two percent of the acquir-
crs’ aggregate market-value, or less than one percent of the aggregate resolution cost.

In contrast with public criticisms of the FSLIC-assisted transuctions. this evidence
suggests that the FSLIC structured these deals reasonably well. In addition, the fact that
the FSLIC provided somuch assistanee relative 10 the observed wealth transfers suggests
how seriously troubled the portfolios of these institutions really were. This latter point is
underscared by Curry, Cole and Blalock {1991), whe find that the FSLIC recognized a
loss of approximately one-third of book-value in its sales of thrift reccivership assets. The
RTC has reported similar loss rates on failed thrift assets that it has sold.
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2.3 Estimation of sources of value in assisted thrift mergers

Principal-agent and asymmetric-information hypotheses are offered as possible explana-
tions for the pattern of cumulative excess returns aceruing 10 acquirers in assisted trans-
actions. To test these hypotheses, the six-trading-day cumulative excess return for each
acquirer is regressed against a vector of explanatory variables designed to proxy for
principal-agent and asymmetric information problems in the thrift resolution process;
these variables are listed in table 5 with their means and standard errors, The regression
model estimated to test these hypotheses is:

CER; = BX; + 1

where
CER; = cumulative excess return from day [1— 7] through day [r+4] for firm j,
B = avector of parameter estimates for explanatory variables,

X; = avector of explanatory variables for firm j, and
j - o ) .
Ie a random disturbance term with zero mean and unit variance.

2.3.1. Principal-agent variables ~ Sixvariables are included to test whether benefits aceru-
ing to the acquirer resulted from principal-agent problems in the thrift resolution process.

2.3.1.1. Resolution costs to total assets. 1f the agency problem is solely one of measure-
ment crror, then the ratio of resolution cost to total assets should be positively related to
excess returns, as larger proportions of assistance entail greater uncertainty and greater
potential for valuation errors, given the incentives and process deficicncies within the
FSLIC. This would be true whether the error is a constant or nonlincar (increasing)
proportion of the assistance provided.

23.1.2. Resolution costs. If the measurement error is small, but the value of tax benefits
is not included in the calculation, then excess returns should depend only on the amount
of assistance and not on the size of the acquired firm. In such a casc, larger amounts of
assistance would translate into larger tax benefits and, hence, larger excess returns.

2.3.1.3. Acquirer's tangible net worth (o assets. During much of the period, it was com-
mon for the FHLBB to arrange for weak, but solvent thrifts 1o acquire insolvent thrifts,
even when the resulting institution would have negative tangible net worth. Asan induce-
ment, the FHLBB offered lorbearance against capital standards (and other forms of
assistance) to induce the solvent thrifts to assimilate their insolvent counterparts.” If
acquirers valued this capital forbearance but the FSLIC did not adequately factor this
value into its assistance estimates, then the tangible capital ratios of acquirers should be
inversely related to excess returns. Forbearance would be most valuable to aequirers with
the lowest capital ratios, and this value would diminish as the acquirer’s tangible capital
Tatio increases.
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Table 5. Hypothesized Sources of Value in 43 Thrift Mergers Involving FSLIC Assistance?

Standard  Predicted  Actual

Variable Mesn Error Sign Sign
Principal- Agmrf Variables
lution Cost: esti | present-value dollar 6216 16.66 Neaative Negative
uﬂslm the FSLIC Jmsmnm: far the target thrift (% Mil) (3 Mil)
Resolution Cost ro Assers: resolution cost divided by iz 0.02 Positive Positive
totil assets of the target thrift
Acquirer Tangible Net Worth to Assets: ratio of tan- 0.039 0.006 Negative Negative!
gible equity capital to total assets for the acg £
thrift
Interstate Mergers: dummy variable equal to 1if the 056 008 Positive Positive
transaction involved an interstate merger and
othepwise
1988 Deals; dummy variable equal to 1 if the trans- 030 o7 Positive Negative®
action was announced in 1988 and 0 otherwise
Gray Regime: dummy variable equal to | if the 0.49 0.08 Negative Negative®

Lransaction was negotiated during the regime of
former FHLBB Chairman Gray and 0 otherwise
Asymmeric-Information and Measurement-Error Variables

Morigage-Backed-Securities to Awsets: buok-value u[ 009 0z Positive Positive!!

mortgage-backed securitics divided by total assets"

Mar’l;t;am Barked Securities Dollar-Value Discount: 360 1.03 Negative Negatived
k lue discount from book-val i

for morigage-backed securities® i) tehtl)

Multifamily-Morigages fo Assets: book-value of mul- 0.03 0m Positive Negative!

tifarnily loans divided by total assets®

Nanvesidential Morigages fo Assérs hook-value of 0.08 0o Positive Positive!

nonresidential mortgages divided by rotal assetsP

Dependent Variable
CER: six-1 T\'ﬁdmg—dﬂj cumulative excess return on 219 1.09
the acquirer's publicly traded stock.

“The variables uppearing in the table are used to test hypotheses that asymmetric-information and principal-

agcnl [:mhicm'« explum cumulative excess returns to the announcements of thrift mergers involving FSLIC
dover the six-day event-window from — I tof + 4 wheres — ¢

is the date nt the first publm announcement of a proposed merger.

bPartfolio variables are those of the target thrift mstitutions.

“Indicates significance at the 0.05 level in the specification that provides the highest adjusted R-square,

YIndicates significance at the 0.01 level in the specification that provides the highest adjusted R-square

2.3.1.4. Interstate merger.  Since thrift regulations generally prohibited voluntary acqui-
sitions across state lines during most of the sample time period, geographic diversification
benefits were another potential source of value for a thrift acquiring an insolvent thrift
across state lines, A dummy variable is constructed to indicate whether the bidding and
target thrifts were located in different states.?? If interstate branching was valuable to
acquirers but was not factored adequately into the FSLIC's estimates of assistance, then
acquirers purchasing troubled thrifts located in different states should reap higher excess
returns than acquirers making intrastate purchases,
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23.7.5 1988deals. Totestspecifically whether 1988 deals both were tax-motivated and
perceived by shareholders as mare gencrous than previous deals, a dummy variable is
constructed to identify assisted mergers announced during 1988. A positive coefficient on
thisvariable provides evidence to support charges that 1988 transactions were more costly

to the ESLIC or the taxpaver than previous deals, after controlling for other factors.

23.1.6. Gray regime. To examine whether different chairmen of the FHLBB affected
the terms of the assisted transactions, a dummy variable is constructed to identify acqui-
sitions that were negotiated during the regime of former FHLBB Chairman Edwin
Gray, which covered May 1983 through June 1987. Gray maintained that he was more
stringent in his policies than were chairmen preceding or following him. In addition,
many in the Congress and the press have charged that Gray's successor, M. Danny
Wall, negotiated the most deceptive und costly transactions, including the Southwest
and Oklahoma plans, in which large numbers of thrifts were packaged and sold to
acquirers,.?

232 A4 tric-infe i iables Four portfolio variables are used to test
whether excess returns aceruing to the acquirers resulted from informational asymme-
tries in the thrift resolution process.

2.3.2.1. Mortgaged-backed securities to total assets. Because the FHLBR relied upon
off-site information to estimate asset values of target thrifts while acquirers developed
estimates based upon information collected during on-site due-diligence, assets that
could be valued more accurately on-site should be associated with higher excess returns.
This phenomenon should be most powerful for target thrifts with large portfolios of
mortgage-backed securities. Next to cash, they arc the most homogeneous, liquid. and
among the easiest of thrift asscts to value on-site. For this reason, the percentage of
mortgage-backed-securitics 1o total assets should serve as a proxy for this informational
asymmetry and should be positively related to excess returns.

2.3.2.2. Market value dollar discount on morigage-backed securities. FSLIC reliance
upon off-site information to value mortgage-backed securities may have resulted in the
overvaluation of these assets during times when contract rates on the mortgage-backed
securities held by thrifts were below market rates, as they often were during the sample
period. This would put downward pressure on the assistance provided and imply 2
negative relationship between the discount on mortgage-backed securities and excess
returns. To test for this phenomenon, an instrumental variable is constructed for the
discount to book value of mortgage-backed securities and include this variable in the
cross-sectional regressions. This estimate is

DISCOUNT ON MORTGAGE- _ MORTGAGE-BACKED _ MORTGAGE-BACKED SECURITIES
BACKED SECURITIES SECURITIES (1R

where R is the market interest rate as of the last call report date prior to announcemen
of the merger.
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2323 Nonresidential morigages to assets and multifamily mortgages to assets. Non-
residential and multifamily mortgages, which comprised the bulk of commercial real
estate loans made by thrifts, were the most difficult of a troubled thrift's assets to value.
As such, the informational advantage of the acquirer relative to the FSLIC should have
enabled the acquirer to bargain more effectively for assistance, and, if successtul, reap
excess returns.”! In addition, a large portion of the nonresidential mortgages held by
insolvent thrifts were nonperforming assets, and, as such, would be covered hy capital-
loss and yield-maintenance provisions of any assistance agreement. If the FSLIC did not
adequately value the tax benefits associated with such assistance, then these assets,
expressed as a portion of total assets, should be associated with positive excess returns,

2.4, Explanation. of Sources of Value

Results from the eross-sectional regression analysis of the six-trading-day cumulative
excess returns appear in table 6. These regressions provide strong evidence regarding
potential sources of excess returns, with seven statistically significant variables explaining
47 percent of the variability in excess returns. In addition to the results for the full
ten-variable equation shown on the last two lines in the table, the results of a forward
selection process also are reported to provide additional insights into the contribution
and relative importance of the explanatory variables. Each of the ten variables is entered
in a step-wise forward manner beginning with the most significant variable. The coeffi-
cients on the individual variables are robust as additional variables are added to the
equation. For each forward-stepwise specification, the adjusted-RZ, the Fstatistic for
joint significance of the explanatory variables, and the parameter estimate and standard
error for each regressor are reporied.

The first variable to enter into the model is the acquirer’s tangible net-worth-to-assets
ratio, a measure of capital forbcarance. The second and third variables entering the
model are the target’s ratio of mortgage-backed securitics to total assets and estimated
dollar-value discount on the target’s mortgage-backed securities portfolio. Each of these
three variables explains approximately 10 percent of the variability in excess returns, as
indicated by the adjusted R-square statistics of the first three specifications, and each is
significant at least at the 0.05 level.

The five-variable specification, which adds the multifamily and nonresidential mort-
gage variables to the three variables discussed above, produces the highest F-statistic: the
seven-variable specification, which adds dummy variables for Chairman Gray's regime
and 1988 deals to the five-variable equation, provides the highest adjusted R-square. The
variables in these latter specitications are individually significant at least at the 0.05 level,
and are jointly significant at least at the 0.005 level.

Inclusion of the three remaining cxplanatory variables—the estimated dollar-value
resolution cost, the ratio of resolution cost to the target’s total assets, and a dummy
variable signifying interstate mergers—does not improve the overall performance of the
model in terms of either the adjusted R-square or the F-statistic. None of these last three
variables are statistically significant in any specification tested.
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2.4.1. Tests of the Asymmetric-Information Hypothesis The last two columns of table 5
summarize the results regarding the tests of the principal-agent and asymmetric-
information hypotheses. With regard to the asymmetric-information hypothesis, these
results are surprisingly strong. Three of the four asymmetric-information variables have
the expected sign in each specification and all four are statistically significant at the 0.01
level in the specification that provides the highest adjusted R-square. (This specification
is shown in bold in table 6 for emphasis.)

As expected, the ratio of mortgage-backed securities to assets in the target thrift’s
portfolio is positive and the mortgage-backed-securities dollar-value discount measure is
negative. Both of these findings support the asymmetric information hypothesis regard-
ing the FSLIC's overreliance upon thrift call report and other off-site data in estimating
resolution costs.

Also as expected, the nonresidential-mortgage variable is positive. This provides addi-
tional support for the asymmetric information hypothesis, as nonresidential mortgages
were arguably the assets most difficult to value. To the extent that a large portion of the
target thrifts’ nonresidential mortgages were nonperforming, these results are consistent
with the principal-agent hypothesis that the FSLIC did not adequately account for the
value that accrued to acquirers from capital loss coverage and yield maintenance
agreements. >

Contrary to expectations, the multifamily mortgage variable is negative; however, this
may be attributable to the fact that multifamily properties provided attractive returns
during the sample period.”® Therefore, thesc assets would have been less likely to be
covered by capital-loss or yield-maintenance provisions. For the acquirer, this absence of
assistance would make valuation of multifamily mortages more risky than the valuation of
either mortgage-backed securities or nonperforming commercial real estate, even when
the acquirer had performed due-diligence. In addition, the acquirer would not reap the
monetary benefits associated with capital-loss coverage and yield maintenance.

2.4.2. Tests of the Principal-Agent Hypothesis Five of the six principal-agent variables
have the expected sign, and two of the five—the acquirer’s tangible net worth ratio and
the Gray regime dummy—are significant at least at the (.05 level in the specification that
provides the highest adjusted R-square. The sixth variable—a dummy for 1988 deals—is
jointly significant with the Gray regine dummy; however, the sign of 1988 deal variable is
negative, whereas it is positive under the principal-agent hypothesis.

The negative sign on the acquirer’s tangible net-worth ratio variable indicates that
acquirers with lower capital ratios reaped larger excess returns. This suggests that capital
forbearance was valuable to acquirers, that this value was inversely related to the
acquirer’s capital ratio, and that this value was not factored into FSLIC's estimates of
assistance costs.

The dummy variable signifying a transaction consummated during Chairman Gray's
tenure is consistently negative, and is jointly significant with the 1988 deal variable, which
also is consistently negative. This would appear to support Gray's assertion that the
FSLIC granted more generous assistance during the tenure of Chairmen preceding or
following him, with the exception of the 1988 deals: however, the majority of transactions
negotiated during M. Danny Wall's regime were announced during 1988,
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The coefficient on the 1988 deal variable implies that, contrary to Congressional fears,
the 1988 transactions do not appear to have been abusive; in fact, they provided acquirers
with lower than average excess returns, Hence, this result is at odds with charges that 1988
deals were more generous than earlicr transactions, consistent with the findings of the
1989 Mid-America Study.

As noted previously, each of the remaining three principal-agent variables—resolution
cost-to-assets, dollar-value resolution cost, and interstate merger dummy—has the hy-
pothesized sign but lacks statistical significance. Since the resolution cost-to-assets vari-
able is not significant, one cannot conclude that the FSLIC biased its cost estimates
downward. The lack of significance for the dollar-value resolution cost is at odds with
undervaluation of tax benefits as a source of value, although some of these benefits could
be showing up through the positive and statistically significant nonresidential mortgage
variable. Finally, the lack of significance of the dummy variable signifying an interstate
merger suggests that exemptions from regulatory prohibitions on interstate mergers did
not provide excess returns Lo acquirers.

To assess the overall contribution of the variables to the total estimated excess return,
cach coefficient is multiplied by its mean and express the result as a percentage of the
mean excess return. No particular variable stands out as more important than the others
except for the two mortgage-backed security variables, which were discussed previously.

4. Summary and conclusion

In this study, excess returns to shareholders of thrifts that engaged in FSLIC-assisted
mergers are compared with excess returns to shareholders of thrifts that engaged in
voluntary, unassisted mergers. The evidence shows that, on average, positive cumulative
excess returns appeared and persisted through the first week following announcements of
assisted mergers. In addition, the evidence shows that, on average, no ¢xcess returns
accrued to shareholders in unassisted transactions. Therefore, it is reasonable to
assert that the market reacted positively to the perceived value of the FSLIC assis-
tance provided to acquirers, which appears to have increased sharcholder returns by
approximately two percent of market value during the six-trading-day event window
surrounding the acquisition.

Additionally, the pattern of excess returns is consistent with the existence of a lag
between the time an assisted transaction is announced and the time that traders fully
impound the informational eflects of the proposed merger into the stock price of the
acquiring firm. While infrequent trading could generate this pattern of returns, the
Dimson procedure is used to correct for this possibility. It seems more likely that traders
needed additional time to learn important details about terms of the transactions.

While positive and statistically significant excess returns are found in FSLIC-assisted
transactions, the implied ex ante wealth transfers associated with these transactions are
surprisingly small. The aggregate gains to sharcholders of thrifts engaging in assisted
mergers are only about $13.1 million, or less than 1 percent of the $2.3 billion in aggregate
assistance provided. The fact that these transactions did not result in large excess returns
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{wealth transfers). despite the large amounts of assistance provided suggests the FSLIC
did a credible job in pricing the transactions. Rather, the large amounts of assistance
reflect the fact that these assets were carried at book values much higher than their
market-values or the value of the thrif(’s liabilities, and that investors had great uncer-
tainty about the value of these assets.

A cross-sectional analysis of the cumulative excess returns accruing to shareholders of
thrifts engaging in assisted transactions provides evidence on the sources of these wealth
transfers. The results of this cross-sectional analysis provide strong support for the
asymmetric-information hypothesis, and more limited support for the principal-agent
hypothesis, The positive relationships between excess returns and both mortgage-backed
securities and nonresidential mortgages of the target thrifts, each as a portion of total
assets, and the negative relationship between excess returns and the dollar discount on
the target thrift's morigage-backed securities each are consistent with the hypothesized
importance of informational asymmetries between the FSLIC and the acquirers of insol-
vent thrifts as a source of excess returns. Similarly, the positive relationship on the
regulatory forbearance variable, which was perhaps the most significant source of excess
returns, is consistent with the hypothesis that principal-agent problems in the thrift
resolution process are important sources of excess returns, Regulators were attempting to
defer resolution costs into the future by allowing thinly capitalized thrifts to undertake
assisted acquisitions of insolvent thrifts; however, many institutions resulting from these
mergers subsequently were placed into conservatorship or closed by the RTC at signifi-
cant additional cost to the taxpayer after the FSLIC insurance fund was exhausted.

Limited evidence is found to support former FHLBB Chairman Edwin Gray's asser-
tion that transactions negotiated under his leadership were better structured than those
negotiated during the tenure of other chairmen. Finally, no support is found for concerns
that the transactions consummated during 1988 under the direction of former FHLBB
Chairman M. Danny Wall were abusive relative to those preceding them. In fuct, 1988
deals negotiated under Wall’s leadership appear to have resulted in lower excess returns
than did the previous transactions; however, these may be a reflection of the uncertainty
regarding prospects for the thrift industry at the time of the acquisitions.

Notes

. See Kane (1989) for a discussion of incentives for this type of regulatory behavior,

The Competitive Equality Banking Act of 1987 (CEBA), which was originally intended to resolve the thrift

crisis, provided thrift regulators with only $10.8 billion in borrowing authority to deal with the hundreds of

then-insolvent institutions. This amount quickly proved inadequate for the task.

- As Kane (1990) indicates, the political pressures operated on the Resolution Trust Corporation (RTC), just
as they did on the FSLIC, ta slow down resolutions of insolvent thrift institutions and to defer recognition
of the true costs of the thrift crisis.

+. The exception would bewhere the bidding firin had monopsany power, then a positive wealth transfer could

oeeur, even if no confliels were operating within the FSLIC. Under such circumstances, the appropriate

decision for the FSLIC o have made would have been to balance the expected wealth-transfer costs to the
taxpayer against the expected losses associated with other resolution methods.
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Uninsuted creditors also may have carned excess returns, but such wealth transfers are not measured or
examined in this study.

. Balbier, Indd, and Lindahl (1991) examine acquisitions by both thrifts and nonthrifts and find statistically

significant excess returns on the order of two percent; however, they ure unable to rule out product-
diversification benefits as the source of these excess returns.
Horvitz and Lee { 1992) compare unassisted thrift acquisitions with assisted thrift acquisitions during the
period following the passage of FIRREA. These assisted transactions were negotiated by the RTC, which
assumed responsibility for thrift resolutions after the demise of the FHLBB. The authors find that excess
returns for RTC-assisted transuctions are significantly greater than excess relurns for unassisted fransac-
tions; however, none of the excess returns are significantly different from zero.
See Kune (1989, pp. 105-109, and 1990) and Cole (1990, 1993) for more in-depth discussions and evidence
of the principal-agent problems that existed within the FHLB Systemand the effects of these problems upan
the troubled thrift resolution process.
In theory, excess returns should elicitalarge numberof polential acquirerswho would bid away the “excess”
value of tax benefits. Hence, the size of the excess returns should be inversely related to the number of
bidders. James and Wier (1987a) report evidence supportive of this notion in their study of purchase and
assuenption auctions of failed banks: however, because of the nature of the FSLIC resolutions. in which
unique assistance agreements were pegotiated individually with each bidder, few bidders participated
beyond the initial stages of the resolution process. Additionally, the numbers of bidders for each institution
were not available for this study.
A due-diligence examination isanon-sitc and in-depth review of an institution’s assct and liability portfolios
performed to gather information about a potential acquisition target’s market value.,

1of diffe in

excess returns on the assisted as compared with unassisted acquisitions for these firms.

. See Patell {1976), Asquith, Bruner and Muliins (1983), and Brown and Warmer ( 1985 for details of the

event-study methodology.

For all but two of the assusted acquisitions, the first indication of the acquisition was the FHLBB's press
reloase identifying the successful bidder.

The periods both before day — { and after dayr+4 alsowercanulyzed None of the excess returns for these
additional days are statistically significant.

. Because data were not available on trading volume, it was nat possible to distinguish cases where teades did

not tuke place from cases where there were no changes in price.

. Whether one should usc a shorter rate is a reasonable question. Kane and Unal (1988) find that thrift

returns arc sensitive to long rates but not to short rates, so they usea 3hyenr Treasury-bond rate as a control
in their event study. This study uses the 7-year Treasury-nole rate to caleulate the interest-rate return in an
attempt to approximate the average maturity of thrift mortgages. Salomon Brothers Bond Market Roundup
reports that the average maturily of secondary-market pass-through securities (such as GNMAs, FHIMC
Participation Certificates, and FNMAS) is significantly less than ten years. Given that such securities
represent portfolios of home mortgages, the principal assets of thrifts, selection of a 7-vear maturity refurn
series should be an appropriate choice for an interest-rate control.

None of the excess returns are significant on days /— /3 through ¢ 2or days 1+4 through 1+ /5.

A total of 10 of the contemporancous coefficicnts on the interest yield factor are positive and 33 are
negative. For the lagged coefficients, 19 are pusitive and 24 are negative, However, only one of the lagged
positive coefficients and three of the contemparancous positive i i By p

three of the lagged negative coefficicats and eight of the contemporaneous negative coefficients are signif-
icant. Overall, these results tend to be more consistent with thase of Kane and Unal (1988) than with those
of researchers who find a positive relationship between interest rates and returns.

. 1n terms of the individual cumulative excess returns sround the anmouncements of unassisted mergers, 24

are negative, and only two of these are statistically nificant at the 0.05 level. The remaining 42 excess
returns are positive, and three of these are significant at the 0.05 level.
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19, See, for example, Dodd (1980}, Langetieg (1978), Malatesta (1983), Firth (1980), Eger (1983), Asquith
(1983}, Eckbo (1 9&3), and Dennis and McConnell (1986). However, the results presented here arc incon-
sistent with those James and Weir ( 19874), who report positive returns fo bidders in bank mergers,

I six cases, the FSLIC estimated the resolution costs to bee zero. This means that FHLB staff transferred

administration responsibility to FSLIC staff in Washington, but that FSLIC staff estimated that the insti-

Lution eould be resolved without financial assistance.

21. In practice, the FHLBB allowed the acquirer to record the negative net worth of the acquired institution as
goudwill. Regulatory accounting principles enabled the merged entity to count goodwill as regulatory
capital, and, thus, appear (o be solvent.

22. To account for the efféct of the loosening of interstate branching restrictions over time. the interstate
variable is interséted with a time-trend variable. Inclusion of this variable has no significant effect upon the
results, so it is excluded from the final specifications.

23. The vast majority of thrift mergers analyzed in this study were negoliated during the tenure of Chairmen
Gray and Wall. Dumnmy variables also were constructed to control for the regimes of Chairmen Janis and
Pratt. but these variables are not significant so they arc excluded from the final specifications.

24, Al the suggestion of a referee, the equations were Te mated including both direct investments 1o assets
and commercial loans 1o assets as additional explanatory variables because both types of asscts also are
difficult to value off-site. Neither variable is statistically significant, so they are excluded {rom the final
specifications.

2.

25. The statistical signifi of the nonresidential mortgage variabl ases in specifications including the
estimated resolution cost variable. This implics a positive rclationship berween the nonresidents-mortgage
and resolution-costvanahl ;indeed, th lati icient for th jubles is 0.50, significant at

the (.01 level. This suggests that FSLIC siaff could have used the nonresidential-mortgage variable as an
instrumental variable in estimating the amount of assistance.

6. McKenzie, Cole, and Brown (1991) and Cole and McKenzie (1993) report that multifamily mortgages
generally were the most profitable assets for a thrift to hold during the 1984-1988 period, regardiess of how
well capitalized the thrift might have been.

References

Asquith, . *Merger Bids, Uncertainty, and Stockholder Returns.” Jountal of Financial Economics 11 (April
1983) 51-84.

Asquith, P, R. Bruner, and D. Mullins. “The Gains to Bidding Firms from Merger.” Joumal of Financial
Ecanomies 11 (April 1983) 121-139.

Barger, P Riskand Return Changesof Stock Savingsand Loan Associations: A Switching Regression Analysis
of the 1078- 1984 Period Using & Two-Index Model.” Presented at the Financial Management Association
Annual Meetings (October 1988).

Ralbier, 5. D Judd, and F. Lindahl. “Regulation, Competition and Abnormal Returns in the Market for Failed
Thrifts.” Journal of Financial Economics 31 (February 1992) 107-131

Brickley, J., and C. James. “Access 0 Deposit Insurance, Insolvency Rules and the Stock Returns of Financial
Lstitutions.” Joinal of Financial Economics 16 (July 1986) 345-371.

Brown. S.. and J, Warner. “Using Daily Stock Returns: The Case of Event Studies.” Joumal of Financial
Economics 14 (March 1985) 3-32. .

Cule. R, “Agency Conflicts and Thrift Resolution Costs.” Working Paper No. 290, Financial Tndustry Studies
Department, Federal Reserve Bank of Dallas (July 1990).

Cole, R “When Are Thrifts Closed? An Ageney-Theoretic Model.” Jounul of Financial Services Research 7
(1993) 283-307.



28 REBEL A. COLE, ROBERT A. EISENBEIS AND JOSEPH A. MCKENZIE

Cole, R., and J. McKenzie. “Thrift Asset-Class Returns and the Efficient Diversification of Thrift Portfolios.”
Joumal of the American Real Estate-and Urban Economics Associution (1993) forthconming.

Curry, T, Cale, R., and J. Blalock. “Recoveries on Real Estate and the Relative Efficiency of Public versus
Private Munagement.” Jounal of the American Real Estate and Urban Economics Association 19 (Winter
1991), 495-515,

Dennis, D., and J. McConnell, “Corporate Mergers and Security Returns.” Joumal of Financial Economics 16
(June 1986) 143-187.

Dudd, . *Merger Proposals, M. Discretion and kholder Wealth.” Jownal of Financial Econom-
e & (June 1980) 10

Dimson, E. “Risk Measurement When Shares Are Subject to Infrequent Trading” Joumal of Financial
Economics 7 (1979) 197-226.

Fckbo, E. “Horizontal Mergers, Collusion, and Stockholder Wealth.” Journal of Financial Economics 11 (April
1983) 241-273.

Eger, C.*An Empirical Test of the Redistribution Effect in Pure Exchange Mergers.” Joumnal of Financial and
Quantitative Analysis |8 (December 1983) 547-572.

Firth, M. “Takeovers, Shareholder Returns, and the Theory of the Firm.” Quarterty Joumal of Economics 94
(March 1980 235-260.

General Accounting Office. Troubled Financtal Institutions: Solations to the Thrft Industry Problem. United
States General Accounting Office, Washington, D.C. (February 1989).

Giliberto, M. “Interest Rate Sensitivity in the Common Stocks of Financial Intermediaries: A Methodological
Note.” Joumal of Financial And Quantitative Analysis 20 (1985) 123-126.

Horvitz, P, and 1. Lee. “Abnormal Returns in Post-FIRREA Acquisitions of Failed Thrifts.” University of
Houston, mimeo (February 1992).

James, C., and P. Wier. “Returns to Acquirers and Competition in the Acyuisition Market: The Case of
Banking.” Journal of Political Econonty 95 (April 1987a) 355-370.

James, C.. and P. Wier. “An Analysis of FDIC Failed Bank Auctions.” Jouwmal of Monetary Economies 20 {July
1987b) 141-153.

Kane, E.,and H. Unal. “Change in Market Assessments of Deposit-Institution Riskiness," Joumal of Financial
Senvices Research | (January 1988) 207-229,

Kane, E. The S&L. Insurunce Mess: How Did It Happen? Washington, D.C.: The Urban Institute Press (1989).

Kane, E. “Principal-Agent Problems in S&L Salvage.” Jounal of Finance 45 (July 1990) 755-764.

Langetieg. T. “An Application of a Three-Factor Performance Index to Measure Stockholders Gains from
Mergers.” Journal of Financial Economics & {December 1978) 365-383.

Malatesta, P. “The Wealth Effect of Merger Activity and the Objective Functions of Merging Firms.” Jouwmal of
Financial Economics 11 (April 1983) 155-181.

McKenzie, J., R. Cole, and R, Brown. “Moral Hazard, Portfolio Allocation, and Asset Returns for Thrift
Institutions.™ Joumial of Financial Services Research 5 (March 1992) 315-340,

Mid-America Institute. “Crisis Resolution in the Thrift Industry: Beyond the December Deals,” Report of the
Mid America-Institute Task Force on the Thrift Crisis (March 1989).

Morck, R., A. Schicifer, and R. Vishny. “Do Managerial Objectives Drive Bad Acquisitions.” Journal of Finance
45 (March 1990) 31-48.

Patell, J. “Corporate Forecasts of Earnings per Sharc and Stock Price Behavior: Empirical Tests.” Jownual of
Aceounting Research ( Autumn 1976) 246-276,




	JFSR001s.jpg
	JFSR002s.jpg
	JFSR003s.jpg
	JFSR004s.jpg
	JFSR005s.jpg
	JFSR006s.jpg
	JFSR007s.jpg
	JFSR008s.jpg
	JFSR009s.jpg
	JFSR010s.jpg
	JFSR011s.jpg
	JFSR012s.jpg
	JFSR013s.jpg
	JFSR014s.jpg
	JFSR015s.jpg
	JFSR016s.jpg
	JFSR017s.jpg
	JFSR018s.jpg
	JFSR019s.jpg
	JFSR020s.jpg
	JFSR021s.jpg
	JFSR022s.jpg
	JFSR023s.jpg
	JFSR024s.jpg

