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THE fdic AND CREDITORS’ RIGHTS IN THE EVENT OF AN insured BANK FAILURE

January 26, 2009
This paper gives a general overview of the role of the Federal Deposit Insurance Corporation (the “FDIC”) in dealing with a distressed bank or thrift institution insured by the FDIC and in paying claims of creditors of a failed depository institution insured by the FDIC.  A short time ago this topic was most relevant to legal specialists and historians.  Now, in the midst of the greatest financial market crisis since the “Great Depression”, any individual or organization that interacts with a bank including depositors, borrowers, trust and custodial clients and all service providers need to be generally aware of the practical implications of a depositary institution failing.  After a brief introduction, this paper describes what depository institutions are insured by the FDIC, summarizes the different capacities in which the FDIC may act, gives an overview of the insolvency process, describes the special rights and powers that the FDIC has as receiver or conservator to deal with claims, sets forth the priority of payment on claims among different classes of creditors and provides an overview of how claims are presented to the FDIC.  It then describes special provisions applicable to so-called “qualified financial contracts”.
Introduction

We are in the wake of the closures of Washington Mutual Bank and IndyMac Bank, the first and third largest bank failures in U.S. history.  The U.S. Government has attempted to assist depository institutions through the current financial crisis in a number of ways.  Originally proposing the purchase of troubled assets from financial institutions in the Emergency Economic Stabilization Act of 2008, the U.S. Treasury quickly turned to a program of buying preferred stock in depository institutions and their holding companies.  To help alleviate liquidity issues among depository institutions, the FDIC has announced the Temporary Liquidity Guarantee Program.  Under this program the FDIC will guarantee new senior unsecured debt issued by certain institutions by June 30, 2009 and maturing by June 30, 2012 and fully insure non-interest-bearing transaction deposit accounts through December 31, 2009.
  Nevertheless, additional failures of insured depository institutions may be anticipated, drawing attention to the role and procedures of the FDIC for dealing with the failures of insured depository institutions.

The FDIC was created in response to the strain placed on the economy by the numerous bank failures of the Great Depression.  The FDIC was formed to administer and safeguard the deposit insurance fund and foster the public’s confidence in the U.S. financial system. The agency fulfills this role through regulation and insuring deposits in depository institutions. The FDIC’s purpose is to limit the effect on the financial system when a depository institution fails.
  In carrying out its agenda, the FDIC has expansive powers at its disposal.

DEPOSITORY INSTITUTIONS INSURED BY THE FDIC

The majority of depository institutions which comprise the U.S. banking system are insured by the FDIC. The FDIC provides insurance for customer deposits in banks, thrifts, savings and loan associations and industrial loan companies.
  The depository institutions insured by the FDIC may be chartered by state or federal agencies.  All federally chartered banks i.e. national banks and federal savings banks and savings and loan associations are required to be insured by the FDIC.  Many states require that the banks they incorporate become FDIC insured and all states permit and encourage their state incorporated banks to become FDIC insured.  Most state chartered banks become subject to FDIC oversight because they are required or they elect to receive the benefit of federal deposit insurance.

CAPACITIES OF THE FDIC

The FDIC may operate in different capacities to deal with an insured depository institution:

FDIC/Corporate.  In its corporate capacity, the FDIC insures deposits in depository institutions for the benefit of depositors.  The FDIC administers the deposit insurance funds and is funded by premiums paid by insured institutions for the deposit insurance coverage that it provides as well as proceeds from U.S. Treasury securities.
  The FDIC usually insures cash deposits up to $100,000.  However, this limit has been temporarily raised by recent legislation and regulatory action.  As part of the Temporary Liquidity Guarantee Program, non-interest-bearing transaction deposit accounts and certain low interest bearing NOW accounts will be fully insured through December 31, 2009.  The limit for all other deposits was raised to $250,000 through December 31, 2009 as part of the Emergency Economic Stabilization Act of 2008.  Other investment products offered by financial institutions, such as mutual funds, annuities, or securities, are not insured by the FDIC.
  For the purpose of providing insurance for cash deposits, single accounts with the same customer are combined, but a joint account for the customer and one or more other persons and certain trust accounts held by or for the benefit of a customer are considered as separate accounts.
  Additionally, the FDIC insures retirement accounts, including individual retirement accounts, for up to $250,000 per person.

FDIC/Receiver.  In its capacity as a receiver, the FDIC has the power to liquidate the assets of the failed depository institution and apportion the proceeds from the liquidation among creditors.
  The FDIC’s role is similar to that of a trustee in bankruptcy; the FDIC also “steps into the shoes” of the failed depository institution and takes on its rights, powers, and privileges.  After being appointed receiver, the FDIC is empowered to collect all debts and obligations owed to the depository institution.
 Provided that the FDIC’s actions are in accordance with its appointment, the FDIC may take any actions necessary to maintain or dispose of the assets of the failed depository institution.  In fact, in administering the assets and liabilities of the failed institution, the FDIC is not subject to court supervision, and its decisions are not reviewable except under limited circumstances.

FDIC/Conservator.  In many respects, the FDIC’s role as a conservator is not legally distinct from its role as receiver.  As conservator, the FDIC is granted many of the same powers that it has in its receivership capacity.  The FDIC also succeeds to the rights, powers, and privileges of the failed depository institution and may liquidate non-performing assets and avoid obligations.  However, as conservator, the FDIC’s purpose is to preserve the value of the depository institution and continue its operations.  Accordingly, when acting in its capacity as conservator, the FDIC’s powers in dealing with creditors are more limited.

Overview of The INSOLVENCY Process

The FDIC has a number of methods available in dealing with an insured depository institution that is in financial distress:

Open institution assistance.  In certain limited case circumstances, the FDIC may offer financial assistance to a failed or failing depository institution by assuming some or all of its liabilities, by providing an infusion of capital or by facilitating a merger with another depository institution.  This method is now very sparingly used but would have been employed in the announced FDIC-supported Citibank, N.A. acquisition of the banking operations of Wachovia which was then displaced by Wachovia’s non-assisted merger with Wells Fargo.

Purchase and assumption agreement.  The FDIC may arrange for another depository institution to purchase some or all of the assets of the depository institution and assume some or all of its liabilities.  The FDIC is not required to obtain the consent of a counterparty to an otherwise non-transferable contract in order to assign the contract.  When the purchase is partial, the remaining assets and liabilities are processed through the receivership, and any remaining amounts are paid to the appropriate creditor classes.  This was the method used in the Washington Mutual Bank receivership in which substantially all of Washington Mutual Bank’s assets were sold and all of its deposits assumed by JPMorgan Chase Bank, N.A.  

Deposit insurance national bank.  The FDIC may on its own create a new bank to assume the insured deposit liabilities of the failed depository institution and to furnish limited services for a period of up to two years following the assumption. The FDIC provides the new bank with sufficient capital to pay the insured deposits and to operate.

Bridge bank.  The FDIC may establish a bridge bank as a temporary device to stabilize the failed depository institution and preserve its going concern value while pursuing a purchase and assumption transaction or other alternatives.  A bridge bank will acquire the assets and assume some or all of the liabilities of the failed depository institution.  A bridge bank was employed to hold the assets and liabilities of IndyMac Bank as part of its conservatorship pending arrangements for a possible sale.
Liquidation.  The FDIC may, of course, always sell or otherwise liquidate the assets of a failed depository institution and apply the proceeds of the liquidation to the depository institution’s liabilities.  In a liquidation, a deposit customer is paid the amount of the customer’s deposit within the limit of the insurance coverage and the excess is treated as an uninsured deposit claim.

The FDIC is required to follow the “least cost rule” in selecting one or more of the methods described above.  Under that rule, the FDIC is required to utilize the least expensive method and must determine that the method is necessary to provide coverage for insured deposits.  The FDIC must consider multiple factors including the qualities of the failed depository institution and the costs associated with the method or methods under consideration.  The FDIC must also balance its roles as insurer and regulator in protecting the insurance funds and the financial system as a whole.  The FDIC may choose a method that does not meet the least costly measure if conforming to the “least cost rule” would pose “serious adverse effects on economic conditions or financial stability. 

Special rights and powers of the FDIC as Conservator and receiver

The FDIC has a number of special rights and powers when it acts as receiver or conservator.
Stay of judicial actions.  The FDIC as conservator or receiver may seek to stay any judicial action or proceeding to which a depository institution is or becomes a party for 90 days if the FDIC is acting as a receiver and 45 days if the FDIC is acting as conservator.
 The FDIC must make an application to the appropriate court to exercise this power. Furthermore, to facilitate the acquisition or the assumption of the loans of a failed depository institution, the FDIC may also request that any judicial action or proceeding be stayed for up to 60 days. 

Disaffirmance and repudiation.  The FDIC has the power to disaffirm or repudiate “any contract or lease” to which the failed institution was a party. The statute does not limit the types of leases that the FDIC may repudiate; leases of either real or personal property may be repudiated. The FDIC has administered this power broadly and has used it to repudiate contracts for services, real estate, financial instruments, including bonds, certificates of deposit, and letters of credit, 
 both executory and non-executory.
  In order to repudiate or disaffirm a contract or lease, the FDIC must first determine that the agreement is “burdensome” or would hinder its administration of the failed depository institution’s estate.
 The FDIC has been afforded wide discretion in making determinations regarding whether a contract or lease is burdensome.
  This discretion is augmented by the limitations, as described below, placed on the FDIC’s liability for repudiated contracts and leases.

A party’s damages for repudiation of a contract or lease are limited to actual direct compensatory damages determined as of the date of the FDIC’s appointment as receiver or conservator.
  Damages arising out of the repudiation of a lease are limited to the rent due and accrued under the lease before the later date on which 1) the repudiation notice is mailed or 2) the repudiation becomes effective.
  A literal reading of the statute does not provide a lessor of a repudiated lease with a right to damages for the rent that would have been due over the balance of the lease term.  Moreover, there is no definite period within which the FDIC must repudiate or disaffirm a contract or lease: the statute only states that the FDIC must take such action within a “reasonable period.”
Transfer.  The FDIC has the power to assign assets and liabilities including any contract or lease to a newly created bank, a bridge bank, or itself, in its corporate capacity.  When exercising this power, the FDIC is not required to seek any approval or consent with respect to the assignment or transfer. The FDIC may make the transfer regardless of any state law or contractual limitation that would otherwise prevent the transfer.

Enforcement.  The FDIC as receiver or conservator of a failed depository institution, has the power, in general, to enforce a contract entered into by the depository institution notwithstanding any “ipso facto” clause, i.e., a term of a contract allowing the other party the right to terminate, accelerate or exercise default or enforcement rights otherwise arising from the event of insolvency or the appointment of a receiver or conservator.

Avoidance powers.  The FDIC, in its capacity as receiver or conservator, may avoid any transfers made by the depository institution with the “actual intent” to hinder, delay or defraud the  depository institution, its creditors or any receiver or conservator of the depository institution, unless the transferee acted in good faith and took for value. The receiver or conservator has the power to avoid any such transfers made within 5 years of its appointment. 
  The FDIC does not have powers equivalent to that of a bankruptcy trustee to avoid preferences.  However, the FDIC can otherwise utilize avoiding powers available to creditors of the failed depository institution under state or other fraudulent transfer laws, such as under the Uniform Fraudulent Transfer Act.
  The FDIC’s right to recover will take priority over the avoidance rights of other creditors.
Written requirements. The FDIC may refuse to recognize agreements that do not meet the documentation requirements set forth in 12 USC § 1823(e).  According to the statute, the FDIC is not required to honor any agreement that “tends to diminish or defeat” its interest in any asset that it acquires, “either as security for a loan or by purchase or as receiver of any insured depository institution,” unless the agreement: 1) is in writing, 2) was executed contemporaneously by the depository institution and any counterparties with the acquisition of the asset, 3) was approved by the board of directors of the depository institution or its loan committee and was documented, and 4) has been an official record of the depository institution. 

The statute’s purported purpose is to allow a receiver to quickly determine the extent of the assets and liabilities in a failed depository institution’s estate to effect the orderly administration of the estate.  Certain transactions, including extensions of credit from a government agency and qualified financial contracts discussed below, are excepted from the contemporaneous execution requirement of the statute.

Holder in due course defenses.  The FDIC is entitled to the status of a “holder in due course” of  a negotiable instrument under applicable state law.  Accordingly, if the FDIC becomes the transferee of a negotiable instrument held by the failed depository institution, the FDIC acquires the negotiable instrument free of personal claims or defenses of the maker of the instrument.

PRIORITY OF PAYMENT OF CLAIMS OF CREDITORS

After an insured depository institution fails, creditors’ claims against the depository institution are prioritized.  Claims are generally divided into two categories, secured and unsecured.  Regardless of the method that the FDIC uses to address a failed depository institution, the FDIC’s maximum liability for any claim, whether secured or unsecured, is the amount that the claimant would have received if the estate had been liquidated.
  

The following is a summary of how various claims are prioritized when the FDIC acts as receiver or conservator.

Secured creditors. The FDIC will generally recognize a perfected security interest.  The FDIC will not seek to avoid any perfected security interest that meets the following conditions: 1) the security agreement was entered into in the ordinary course of business; 2) the secured obligation represents a bona fide and arm’s length transaction; 3) the secured creditor is not an insider or affiliate of the depositary institution; 4) the security interest was granted for adequate consideration; and 5) the security interest is evidenced in a writing that was approved by the board of directors of the depository institution or its loan committee, and remains an official record of the depository institution.

Secured claims are satisfied in full up to the value of the collateral.  If a secured creditor’s claim exceeds the value of the collateral, the deficiency will be treated as an unsecured claim.  If the collateral is liquidated and the proceeds are in excess of the secured creditor’s claim, the surplus becomes part of the receivership estate subject to the interests of any junior perfected secured creditors.  

Perfected secured creditors are granted additional protections by the FDIC.  The FDIC has stated that a perfected secured creditor of a failed institution would not be prevented from seeking redress in the event of a default.
  A perfected secured creditor can “liquidate the creditor’s properly pledged collateral by commercially reasonable ‘self-help’ methods, provided that no involvement of the receiver [is] required and that there was a default other than through an ipso facto provision in the contract.”
  However, a receiver may be able to avail itself of any provision of state law or other federal law allowing a temporary restraining order or injunction.

In jurisdictions in which a perfected secured creditor must seek judicial action to enforce a security interest (e.g., in the case of a judicial mortgage foreclosure), the prohibition on judicial intervention on assets of the receivership may temporarily delay the secured creditor’s ability to satisfy its claim out of the collateral. 
  Section 1821(d)(13)(c) states that a court may not issue an execution or attachment on the estate of a receiver.  Thus, even if a state court issues an order under state law permitting a secured creditor to enforce a security interest, the order may not be binding upon the FDIC.  A secured creditor may also seek expedited relief if it has a perfected security interest and irreparable injury will occur in the secured creditor following the routine claims process, as discussed below.

Federal and state taxes.  Tax claims secured by tax liens are considered to be secured claims.  Federal claims are treated as secured claims to the extent secured by a federal tax lien for which notice has been filed in the proper recording office.
  State taxes secured by state tax liens are paid from the assets covered by the lien after secured federal tax liens on those assets are satisfied.
Special deposits.  The term “special deposits” describes an arrangement whereby the title to cash deposits remains with the depositor and the depository institution acts as a mere bailee for the funds.  Without the use of the structure of a special deposit, the customer’s claim to the funds in the deposit account would be insured up to the limits of the insurance coverage, and the excess would be treated as a general unsecured claim.  By creating a special deposit, the deposit customer receives priority over general unsecured creditors and is generally paid in full. The following factors increase the likelihood of a finding that a special deposit exists:  1) the funds are separated from the custodian bank’s general assets, 2) interest does not accrue on the funds, 3) the funds cannot be transferred to third parties by check or other negotiable instrument of withdrawal and 4) the custodian bank acts as agent for the depositor and receives fees in that capacity.
  The determination of whether an arrangement is a special deposit is a matter of state law.

Securities held in custodial accounts. The FDIC does not insure funds invested in stocks, bonds, mutual funds, life insurance policies, annuities, or municipal securities, even if purchased from an insured depository institution.  If securities deposited in a custodial account at a depository institution are segregated and identified on the books of the depository institution as being beneficially owned by the customer, the securities are generally not subject to claims of creditors of the depository institution and are typically returned to the customer.

Unsecured claims including depositors’ claims.  After satisfying secured claims and any special deposits and after returning securities held in custody, the FDIC pays unsecured claims.  

Depositors’ claims are given priority over other general unsecured creditor claims.  In addition, by paying insured claims, the FDIC is subrogated to the rights of the depositors.  Accordingly, unsecured claims are paid in the following priority:  1) receivership expenses,
 2) deposit claims pari passu among depositors and the FDIC as subrogee, and 3) other general unsecured, unsubordinated claims.
  As a result of the priority for deposit claims and the treatment of the FDIC as the subrogee of depositors, other general unsecured creditors rarely receive a meaningful recovery.

Foreign depositors.  Claims of domestic uninsured deposits are preferred over the uninsured claims of foreign depositors.  The priority extended to domestic deposits does not extend to any deposit obligation of a U.S. depository institution that is “payable solely at a foreign branch or branches of a United States chartered bank.”

Subordinated debt and equity interests.  Only after all general unsecured claims are paid are payments made on subordinated debt.  Once all debt claims are paid, distributions are made on equity interests.

FDIC as Cross-Guarantee Creditor:  12 U.S.C. § 1815(e)(1)(A) allows the FDIC to assess any loss that it suffers, or any loss that it reasonably anticipates that it will suffer, from a failed insured depository institution against other depository institutions controlled by the same holding company. As a result of this provision, the FDIC’s claims take priority over obligations to shareholders of the depository institution against which the assessment is made and obligations to any affiliate of such depository institution.

Presentation of claims

After the FDIC is appointed as receiver for a failed institution, the FDIC will cause a notice to be published in local and often national newspapers that announces that the depository institution has failed and instructs claimants how claims are to be filed.  The FDIC will also provide creditors with individual notice by mail based on the institution’s internal records.
  All claimants, including litigants, must then file proofs of their claims with the FDIC by the deadline specified in the notice.  The receiver must allow or disallow a claim within 180 days following the date of filing of the claim.  If the receiver does not act within that period, the claim will be deemed to have been disallowed.  If a claim is disallowed, the creditor may institute legal action within 60 days of the claim being disallowed.
  A creditor with an allowed claim will receive a Receivership Certificate, and pro rata payments with other claims in the class of the same priority, depending on the availability of funds.

A prudent perfected secured creditor should submit a “protective” proof of claim to preserve its rights in the event of a deficiency.  In addition it is advisable for a perfected secured creditor to file a “protective” proof of claim if the claim is later challenged by the receiver.  If a secured creditor’s claim is determined to have been invalid and the creditor failed to file a proof of claim, the creditor would not be entitled to any recovery.  Indeed, the secured creditor may be liable for damages arising from the enforcement of its security interest securing the invalid claim. 

Treatment of Qualified financial Contracts

So-called “qualified financial contracts” that the depository institution has entered into are generally given special treatment when the FDIC acts as receiver or conservator.
Definition.  A “qualified financial contract” (a “QFC”) is defined as a securities contract, commodities contract, forward contract, repurchase agreement, or swap agreement as well as any other similar agreement that the FDIC determines to be a QFC.  The FDIC has the authority to designate an agreement as a QFC by “resolution, regulation, or order”.

Limits on the FDIC’s power.  The FDIC’s powers of repudiation and disaffirmance are somewhat limited with respect to QFCs.  The FDIC, regardless of the capacity in which it is acting, must either disaffirm or repudiate all QFCs between the failed depository institution and the same counterparty, or none.
  The FDIC may not, for example, “cherry pick” to retain favorable QFC’s, and to disaffirm unfavorable QFC’s, with the same counterparty.

As discussed above, the FDIC, whether acting as receiver or conservator, generally has the authority to avoid ipso facto clauses in agreements, i.e., clauses that permit termination, acceleration or the like merely because the depository institution is insolvent or the FDIC has been appointed as receiver or conservator.  However, when the FDIC is acting as a receiver, the FDIC may not avoid an ipso facto clause in a QFC.  A counterparty may take action to terminate, accelerate or the like in reliance upon an ipso facto clause in a QFC at any time after 5:00 p.m. (EST) following the date of the appointment of the receiver or after the counterparty receives notice that the QFC has been transferred by the FDIC.
  When the FDIC is acting as a conservator, the counterparty is generally not allowed to exercise termination, default and similar rights based upon ipso facto clauses, because exercising such rights could hinder the conservator’s ability to maintain the depository institution as a going concern.
Damages.  The FDIC is not permitted to repudiate a QFC without compensating the counterparty for the counterparty’s actual direct damages.  A counterparty is entitled to receive the normal and reasonable costs of cover or some other industry equivalent, calculated as of the date of repudiation or disaffirmance.
  However, a counterparty may not receive more than it would have received on liquidation of the depository institution’s assets.

Avoidance powers.  The FDIC is not permitted to avoid the transfer of an asset in relation to a QFC unless the transfer was made with fraudulent intent by the transferor.

Transfer.  The FDIC has the right to transfer QFCs.  But, in doing so, the FDIC must transfer to the same transferee all of the QFCs between the depository institution and the counterparty and its affiliates as well as any related claims by or against the institution.
  Even so, the FDIC may not transfer a claim that is subordinated to general unsecured creditors of the depository institution nor can a QFC be transferred to an institution organized under the laws of a foreign jurisdiction unless the counterparty’s contractual rights are enforceable to the same extent as if the transfer was to a domestic transferee. 

The period in which the FDIC must elect to transfer and provide notice varies depending on the capacity in which the FDIC is acting.  If appointed as a receiver, the FDIC must provide notice of the transfer by 5:00 p.m. (EST) of the business day following the appointment of the FDIC as receiver.
  A counterparty may then elect to terminate the QFC in reliance upon the ipso facto clause in the QFC.  However, if the FDIC is appointed as conservator, the FDIC must provide notice of transfer within one business day following the transfer itself. 
  
Other.  Any provision of a QFC that would permit a party to suspend payment obligations as a result of the insolvency of the depository institution or the appointment of a receiver or conservator is not enforceable under 12 U.S.C. § 1821(e)(8)(G).
  However, the provision allows for a limited suspension of payments or delivery under a QFC until the earlier of 1) the counterparty’s receipt of  notice of the transfer of the QFC, or 2) 5:00 p.m. (EST) of the business day following the appointment of the FDIC as receiver.
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