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Abstract

Finance students today live in the midst of an erows financial crisis. Institutions both
large and small are failing or being rescued thhoggvernment intervention. This environment
presents a host of learning opportunities for udtrs as well as students. This paper discusses
financial autopsies as a form of experiential leagrutilizing data on actual “real world” banks
that have failed. The paper provides a frameworkrefy a student can systematically analyze
data to determine the reason or reasons for baokeaThis stimulates student interest in the
subject as well as honing their critical thinkirglls.
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“In finance, as in pathology, we can learn moaarfifailure than from success”
Stephen A. Ross - Sloan School, MIT

Introduction

Banks are again expiring at a rapid pace...over 9@0(ks failed during the Depression
Era of the 1930’s including about 4,000 banks a@@@ savings and loan associations in 1933
alone. During the Banking and S&L crisis in th&eld980’s hundreds of banks and financial
institutions succumbed. In the current crisis éasing numbers of banks are closing. As of
October 3, 2009, a total of 98 U.S. banks havedai{Bloomberg, 2009) The Federal Deposit
Insurance Corporation (hereafter FDIC) “problemlbbst” currently contains 416 banks that
are 4 or 5 rated (on the 5 point CAMEL rating sgstas of 06/30/09 compared with 305 the
previous quarter. Total assets of these problemidare $299.8 billion. At year-end 2008, the
average return on assets for the U.S. banking induss -.67 with an average industry return
on equity of -7.02% (FDIC, 2009)

What is the “cause of death” for individual bankslavhat can we learn that might
prevent future bank failures? The current globaaificial crisis has raised student interest in
evaluating the performance of financial instituspaspecially commercial banks and bank
holding companies. The regulated nature of thest&utions permits students free access to
current detailed data on bank performance. Comiadrenk performance data is collected
uniformly and consistently by the FDIC. Analystsideust the accuracy of banking information
submitted to federal banking agencies because Wan&sstiff fines for submitting inaccurate
data. Data is likewise timely with updates avaiabithin 50 days of the end of each quarter.

This paper describes the use of a financial autopslyscover the root causes of bank
failure. The causes of failure in the present emunent are frequently associated with
catastrophic events related to credit quality pFoid linked with residential and commercial real
estate lending activities. Sometimes this is relaedeclining home prices. This may be
aggravated by deterioration of the economy as dendnad rising unemployment. At other times
the culprit lies within real estate developmennkwé#hat default when builders are no longer able
to sell their properties. Other failures may beoagged with commercial and industrial loan
borrowers or small business borrowers adversegctdtli by the economic decline. Recently
banks have begun to experience losses from cradit student loan and consumer loan
defaults.(FDIC, 2009)

For some institutions, the problem is not loan die$a but a loss of liquidity as banks are
unable to tap traditional sources of funding. lasel counterparty risk has frozen traditional
short-term funding sources. This in turn has cikétpiidity pressures on some financial
institutions.

Students find that conducting of a financial aujops a failed bank allows them to
develop and apply their analytical skills to a tre@arld” case. They relish the challenge of being
a financial sleuth as they sift through data qudrjequarter to trace the decline of a bank’s
performance. In the end they are forced to reaatnalusion as to the major causes of the
demise of an institution.

This paper utilizes as an illustration, Douglassidveal Bank, a minority owned bank in
Kansas City, Missouri, that failed in January, 2@@&ediately prior to the early stages of the
financial crisis. This period is contemporaneouthuhe financial problems at Bear Stearns.
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Douglass National illustrates a bank with chronf@iailties associated with increased
competition in its geographic market associateth wie Community Reinvestment and Fair
Lending acts. Local banks, as well as large natiorganizations like Bank of America,
aggressively pursued the best customers of Douljlassnal. Loan quality deteriorated, profits
fell and capital became severely eroded, eventilediging to the failure of the institution. The
developing patterns in performance can be quickiyiified in the preliminary analysis.

The initial financial autopsy uses data availabidine at the FDIC website. While year-
end data is available back to the early 1990'srtqua data is available for the most recent
years. It is possible to easily and quickly idgnpeer institutions for easy comparison of key
performance measures. The initial analysis focosese regulatory CAMEL rating variables:
capital adequacy, asset quality, management, emaind liquidity. Supplementary measures
including measures of overhead such as the effigieatio are also investigated. From this
initial diagnostic screening, the next phase fosusemore specific possible causes of failure
using the Uniform Bank Performance Report (UBPRadieom the Federal Financial
Institutions Examination Council (FFIEC). This daléows students to “drill down” further to
obtain more details about asset quality, liquidityg cost. Similar analyses can also be conducted
at the bank holding company level using both FD#fadas well as Bank Holding Company
Performance Report (BHCPR) data from the FFIE@stiations of the financial performance
data for Douglass National will be included.

The students are then required to present thempaytfindings at a coroner’s inquest
type hearing. There they must defend their conshssbefore their peers as well as their
instructor. (A sample assignment will also be ided in an appendix)

Financial Autopsies as Experiential Learning Tools

Financial autopsy, the systematic ex post factonexation of financial data to determine
the cause(s) of the failure of a financial instdat is an application of experiential learning
theory. Kolb (1984) defines learning as “the precebereby knowledge is created through the
transformation of experience.” Kolb and Kolb (20@bserve “Many students enter higher
education conditioned by their previous educati@xgleriences to be passive recipients of what
they are taught. Making space for students to takerol of and responsibility for their learning
can greatly enhance their ability to learn fromélperience.” Remarking about graduate
education, Glenn Hubbard, dean of the businessoéspeaking at an AACSB dean’s
conference (2007), said “experiential learning rew hallmark in MBA programs across the
country.”

This paper offers an experiential framework foafigial autopsy analysis. The National
Research Council in a report on the new sciendeanhing observes “effective learning requires
not only factual knowledge, but the organizatiorhafse facts and ideas in a conceptual
framework and the ability to retrieve knowledge &pplication and transfer to different
contexts.” (Kolb and Kolb, 2005). Holcomb et. @009) explain the use of heuristics in
experiential learning in entrepreneurial settingse conceptual framework developed in this
paper is conducive to developing such heuristics.
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Learning Objectives

This financial autopsy application is developeduse in an undergraduate course in
commercial bank management within the BBA Finarm&centration. It is also used in a similar
course, Management of Financial Intermediarieshiwithe MBA Finance concentration. The
graduate students are not only older but typicalny students have experience in banking or
financial institutions. More time, attention ancdp&anation is usually required for undergraduate
students.

The learning objectives for the financial autopsgreise are to:

1. Explorebanks as complex and integrated systems managleainbgn beings and subject to
dynamic competitive shocks.

2. Equipstudents with a systematic approach to analyzamd [performance using publicly
available data.

3. Investigatethe causal links between management actions aaddial consequences.

4. Combinenatural student curiosity with problem-solvinglkskto better understand why
institutions fail.

Background

This illustrative financial autopsy is conducted@ouglass National Bank, founded in
1983 in Kansas City, Kansas, with 3 locations mklansas City MO/KS Metropolitan Area, the
26" largest in the U.S. with a population in 2008 ppeoximately 2 million. Douglass National
Bank is an African American-owned minority bank.cacding to the Federal Reserve, there are
currently 123 minority owned banks in the U.S., sisting of 34 African American, 43 Asian
American, 17 Hispanic, 15 Native American and I#eominority owned institutions. (Federal
Reserve, 2009)

Minority owned banks have received special attentip Federal banking regulators
including the Federal Reserve, FDIC and the Officthe Comptroller of the Currency (OCC).
In addition, the U.S. Treasury created the MinoBank Deposit Program (MBDP) to invest idle
funds of U.S. agencies as deposits in minority ahinstitutions.

Academic interest in minority bank performance ddtack to Brimmer’s seminal study
in theJournal of FinancgBrimmer,1971) Other studies include Boorman amégt’'s study of
minority bank start-ups (1974), Bates and Hesu@issussion of minority lending programs
(1977) and Bates and Bradford’s study of portfkehavior of black-owned banks (1980) along
with Boorman and Kwast’s (1974) study of start-uiponity banks. and Garner’s (1984)
minority bank managerial and performance analysismons (1996) examines the evolution of
black-owned banks from the 1880'’s to the 1990'siy¢Hand De Lurgio (2003) provide more
recent comparative minority bank performance datluding African American, Asian,

Hispanic and Native American owned banks..

Minority owned banks have been affected by chaimgé&gderal banking regulations,
especially the revisions to the Community ReinvestiAct in 1989 contained within the
Financial Institutions Reform, Recovery and Enfoneat Act (FIRREA). With increased
emphasis on servicing low-to-moderate income custentraditional non-minority banks
developed a keen interest in minority customersiséquently, minority banks lost many of
their best and most profitable customers.
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Douglass National Bank was rescued in 1991 thr@mimfusion of capital. One million
was supplied by the FDIC and another $2 milliomfrine Hall Family Foundation (related to
Hallmark Cards, a Kansas City based company). Wasin the midst of the banking and
savings and loan crisis in the late 1980’s andyeE8D0’s. Multiple changes in leadership ensued
although the focus on serving a predominately nitipaommunity remained.

Conducting A Financial Autopsy

The financial autopsy as developed in this papmrsists of five steps: 1) gathering the
essential data 2) a preliminary screening anaB)sike “drill-down” 4) reconciling the findings
and 5) the “cause of death”. These steps are stgluand provide an orderly framework
resembling a heuristic.

Step 1: Gathering the essential data

Banking data from the FDIC is almost ideal for rastor and student use. It is current
(the latest is as recent as two months or lessgsatole anywhere from the Internet, easy to
retrieve and use, comprehensive (including evenklaad bank holding company in the U.S.,
either quarterly or annually or both, back to ta€ye1990’s, accurate (under penalty of hefty
fines) and best of all---free!

Data is accessed using the Statistics on Depoditstigutions (SDI) interface available
on the FDIC website at:

Once within the SDI area, it is possible to reteielata on individual banks or bank
holding companies. The initial screen allows thalent to input up to four columns of
information. The user can search for a bank usitiger the name (or location) of the bank or by
using the FDIC certificate number (if known). Exitib shows Douglass National Bank (FDIC
Certificate #24660) for December 31, 2007 (the dsa available prior to the bank’s failure in
January 2008). In column two, a standard peer gi®aplected from the drop-down menu. The
“all commercial banks less than $100 million inets% category was used for peer comparisons
although many other standardized peer groups aiéable. In addition, it is possible to create
custom peer groups. Column 3 contains data for ssdNational Bank for December 31,
2005. Time periods can be quickly adjusted usidgo@-down menu. Column 4 contains
standardized peer data for December 31, 2005. Bygihg time periods, comparative data for
multiple periods for both the bank and the peeugrean be easily and quickly assembled. Once
the desired columns are populated, just hit thiewelNext” button. In the case of Douglass
National it is necessary to go back to Decembe8@4 to discover data that displays similar
performance with peer institutions.
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Exhibit 1
SDI Input Screen—Create or Modify Reports
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This produces a Confirmation Screen as in Exhibitits screen allows “report
selection” by the user. Here one can select theetkBnancial data including detailed items
from both the income and balance sheets. An eslbeaseful report is “Performance and
Condition Ratios” which provides the analyst witetanmary of pre-calculated financial ratios

for the bank along with peer comparisons. Afteesihg this desired variables, again hit the
yellow “Next” button.
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Exhibit 2
Confirmation Report

The confirmation screen confirms the dates andyoaites that have been selected. It also
allows the user to select a variety of differemtares from a drop-down menu. For convenience
in the initial screening process the “Performanog @ondition Ratios” report is selected. This
report provides bank performance ratios, inclugiegr values, for a variety of commonly using
bank performance measures including earnings, gasdty, capital and efficiency.
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Exhibit 3
Sample Performance Ratio Report

Step 2: Preliminary Screening Analysis

An initial task in a financial autopsy is to iddgtlikely indicators that may explain the
failure of the institution. The CAMEL rating systamed by federal and state banking regulators
is a convenient starting point. The CAMEL acronyiamsls for key elements of overall bank
performance: capital adequacy, asset quality, ne@magt, earnings and liquidity. Table 1
presents proxy variables for each of the CAMEL afales for Douglass National Bank for the
periods December 31, 2004 through the end of 2B@7ast period before Douglass National
failed on January 25, 2008. While institutions tadgl; like Douglass National, are either
liquidated or merged with a healthy institutiorg thata for periods prior to failure remain in the
FDIC database. This permits financial autopsidseteconducted.
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Preliminary CAMEL Variables—Douglass National Bank

Douglass
YEOQ7

Peer
YEO7

Douglass
YEOQ6

Peer
YEO6

Douglass
YEO4

Peer
YEO4

Capital

adequacy
Capital asset

ratio

Tier 1 capital
risk based ratio

2.25%

3.56%

13.37%

18.77%

3.43%

5.33%

12.73%

18.44%

7.93%

10.41%

11.52%

16.82%

Asset guality
Non-current

loan to loan
ratio
Charge-off ratio

20.66%

2.48%

1.18%

0.25%

17.12%

3.19%

0.95%

0.19%

0.80%

0.23%

0.95%

0.27%

Management
Efficiency ratio

157.25%

74.15%

123.37%

71.59%

75.43%

69.60%

Earnings
Return on asset

Return on
equity

s -2.19%

-87.08%

0.80%

5.88%

-5.05%

-81.89%

0.94%

7.32%

0.87%

11.33%

0.98%

8.39%

Liquidity
Loan to deposit

55.15%

ratio

75.33%

69.34%

74.07%

83.76%

712.67%

Several observations can be made based on datbia T:

capital adequacy, while below peer banks in 2004eriously deficient in 2006 and
2007. This is symptomatic of other serious problems
asset quality as approximatedgn-current loans to loandoans more than 90 days
past due) and charge-offs, is seriously deficidon-performing loans in 2007 exceed
20% and the charge-off ratio of almost 2.5% exceedss by a factor of 10 times.
theefficiency ratig a measure of overhead expenditures and a proxydaagement

skills, substantially exceeded 100% in 2006 and/afimpared with about 70% for peers

during the same period. These overhead expensessativdrained bank profits.
theloan to deposit ratiserves as a proxy for both loan demand and liqui¢h

declining loan to deposit ratio indicates fallimguh volume which is a key driver of bank

profits)

earnings, as measured by bogturn on assets (ROAndreturn on equity (ROE)ere
substantially negative at the end of both 200620@¥, symptomatic of declining loan
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volume, deteriorating asset quality and soaringluee@d costs. This in turn depleted
equity capital and created a danger of insolvencydar-end 2007.

While these factors may substantially explain thigcal condition of Douglass National
Bank, it is possible to investigate these areaatern in greater detail. Interested students as
well as instructors can also find added insightieyving the chartbooks contained in the
Quarterly Banking Profile produced by the FDIC.
(http://www?2.fdic.gov/gbp/gbpSelect.asp?menultem=ERP

Step 3: The “Drill-Down” Process

The Uniform Bank Performance Reports (UBPR) pemwiéstigators to access data on
individual bank performance. There are also repamtbank holding company organizations.
Both are available through the Federal Financistititions Examination Council (FFIEC)
website athttp://www?2.fdic.gov/ubpr/UbprReport/SearchEnginef&ult.asprhe data come
from the Reports of Condition and Income submitiggommercial banks to the FDIC. These
have been converted into a series of reports anyd@lance sheet composition, income, capital,
asset quality, liquidity, interest rate risk andaaiety of other topics. Peer data are also
calculated using pre-determined peer group dediméti In many instances this data provides
additional insights into bank performance beyoraséhavailable through the preliminary FDIC
data discussed earlier. Ideally students will He &textend their knowledge about a particular
bank through examining the UBPR data. Exhibit@vaes an example of available reports.

Exhibit 4
Available Reports--- Uniform Bank Performance Rép@QUBPR)
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Exhibit 5 provides a sample UBPR report for Douglstional Bank including peer
group comparisons. The student can peruse thesdsemd quickly identify areas where
Douglass National’'s performance differs substalytialth peer institutions. In addition, the
UBPR has a default setting that automatically poeducomparisons for the past five years.
There is also an option that permits customizadioimme periods. This makes it easy to compare
changes in bank performance over time.

Exhibit 5
Sample UBPR Report---Douglass National Bank

Step 4: Reconciling the Findings

Table 2 summarizes Douglass National Bank dat2@66 and 2007. These two years
show significant deterioration in bank performarféer example, both asset and loan growth
rates fell drastically in 2006 and 2007. Tier pita fell even more dramatically with annual
declines of 62% and 52% in 2006 and 2007. The kaliterally depleting capital at a
dangerous rate that outpaced the decline in ag3#tsr things equal, capital adequacy normally
improves with declining asset growth. In the calsBauglass, declining profits and deteriorating
asset quality combined to erode capital at an edhgrapid pace---one from which ank
management found it impossible to recover.
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High overhead expense, especially high personmereses contributed to the decline in
profitability. The bank also relied heavy on “juniloeposits in excess of $100,000. Because the
deposits were above FDIC deposit insurance premitiraank was forced to pay higher
interest rates which tend to squeeze profit marginsank may be forced to offset these higher
deposit costs by taking on riskier loans whichumtmay decrease asset quality and eventually
increase non-performing loans and charge-offs.

Lending activities hastened the demise of Doughegsonal. Past due loans of more than
90 days were not confined just to real estate 3ot extended to commercial and industrial as
well as consumer loans. In addition, the bank habde than 5 times the quantity of mortgage
backed securities compared with peers. The probiemsescuritized markets aggravated the
banks other problems.

Table 2
UBPR Supplementary Data—Douglass National Bank

Variable Douglass Peer Douglass Peer
YEQ7 YEQ7 YEO6 YEQ6

Asset growth rate -22.81% 4.76% -33.63% 6.59%

Net loan and lease -38.02% 7.74% -31.56% 7.50%

growth rate

Tier 1 capital growth -52.44% | 4.85% -62.48% 7.09%

rate

Overhead expense to | 6.55% 3.57% 5.43% 3.58%

average assets

Avg. personnel expense 68.00 50.92 63.52 49.42

per employee ($000)

Time deposits >100K tq 22.56% 14.68% 19.51% 12.859

avg. assets

Real estate loans 90 | 23.08% 1.04% 18.29% 0.80¢

days past due

Commercial and 14.65% 0.89% 17.47% 0.759

industrial loans 90 days

past due

Loans to individuals 90 4.82% 0.14% 2.88% 0.119

days past due

Pass through mortgage| 62.82% 11.81% 55.1% 10.67%

backed securities

Step 5: Verdict: The “Cause of Death”?

Douglass National Bank appears to have failed tscatipoor decisions by the CEO and
the Board of Directors. The CEO left in 2005 assuft of improprieties and was not replaced
prior to the failure of the bank in January 2008riBg this time the bank’s financial condition
deteriorated badly.
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Douglass National Bank operates in the highly cditipe Kansas City banking market.
Based on the Herfindahl Hirschman Index, a measunearket concentration used by the U.S.
Department of Justice, the Federal Trade Commissiointhe Federal Reserve System in
evaluating antitrust actions and horizontal mergees Kansas City market is the most
competitive banking market in the United Statesaddition, the Community Reinvestment Act
amendments in 1989 created an incentive for norentynbanks to compete aggressively in
markets for low-to-moderate income customers.

The bank suffered from poor lending decisions theluded both residential and
commercial real estate loans, commercial and imdligdans and consumer loans. They also
invested in mortgage backed securities which sefférom broad declines in value in the past
few years. To compound problems the bank has largehead expenses compared with peer
banks. The result of poor lending decisions ankl tdecontrol of overhead expenses was
plunging earnings and severely impaired capitais Tihturn made it difficult to attract new
management or additional capital from investorswhsd of the bank’s difficulties spread,
deposits and loan customers became more difficdtttact and retain. In the end, losses
became impossible to control and capital becamessiple to obtain. The regulators had no
choice but to seize the bank. The bank failed owdgy 25, 2008. The bank reopened at the
beginning of the following week as a branch of Nevleans based Liberty Bank and Trust
Company.

Exhibit 6
Sample Classroom Exercise

Conducting a Bank Autopsy

This is an alternative option from the traditionabterm bank consultant project. In this
project you are to select a US bank that has failétD08 or 2009. The list of failed banks can be
found at: http://www.fdic.gov/bank/individual/fadébanklist.html.

Select a bank from the list and seek approval fiteennstructor to avoid duplication. Gather
data from the FDIC SDI facility as well as the FEIEIBPR site. Collect data far enough back
that you have information for the healthy periotpto developing problems.

Ascertain the preliminary “cause of death” usinglbperformance ratios and peer
comparisons. Once you've identified the principalpems, use additional data from the FDIC
and FFIEC to either support or deny the originadling. Chapters 5 and 6 in Rose and Hudgins
should be helpful in the analysis.

Deteriorating capital is usually symptomatic ofartiproblems. Pay particular attention to
asset quality problems including undue concentnatif credit. Asset/liability management
problems by contribute to interest rate risk. Latkdequate cost controls may be an issue.
Inadequate growth especially in a recession andsskee reliance on short-term borrowing
and/or volatile liabilities may point to problen@ther special problems such as material fraud
may also be a contributing factor.

Once you understand the causes of the failure gould analyze what actions might
have been taken sooner that could have prevergetbtlapse. Summarize what banks should
focus on in the future to avoid failures of othienitar banks.

The presentation supported by PowerPoint shoukippeoximately 25 minutes and must include
everyone on the team. Reserve 20-25 minutes fouskson and question and answer.
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