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SNL Report: End of loss share may bring bank pain

Another "cliff" awaiting past acquirers?

 

By Nathan Stovall, Marshall Schraibman, and Tyler Hall, SNL Financial
staff writers

 

 

 

Is time ticking away for banks that were among the earliest users of FDIC's
"loss-sharing" resolution program?

 

Banks with government loss-share agreements that are nearing their expirations
could be forced to take elevated impairments soon and might find themselves
holding onto unwanted assets once their agreements with FDIC end.

 

Acquirers of failed banks have entered into loss-sharing agreements with FDIC in
roughly 66% of government-assisted deals this cycle, to limit the asset risk of
the transaction.

 

When a bank enters into a loss-share agreement, it accounts for potential
reimbursements from FDIC by recording an indemnification asset. That asset is
supposed to amortize over time, reducing as the bank receives reimbursements
from FDIC for actual incurred losses on covered assets, or if the expected cash
flows from covered assets improve notably.

 

Click here or on image for larger version.

 

Different banks, different avenues

Not all banks participating in failed-bank deals with loss share have taken the
same approach though, according to some auditors, bankers, and investors that
SNL interviewed. They say there was a variety of practice in the banking
industry, and some institutions might still have a large indemnification asset on
their books when loss-share agreements expire.

 

And if an indemnification asset still exists
when the agreement expires--which will
occur in 2013 and 2014 for the early
commercial loss-share agreements--banks
will be forced to record impairments that
will flow through their income statements.
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Auditors say some institutions calculated
losses over a 10-year or even a 12-year
schedule and used those schedules to
determine the value of their indemnification
assets. Such schedules do not match the
terms of the loss-share agreements, which
run five years for commercial assets and
10 years for consumer assets. Banks could
also find themselves hanging onto loans
they no longer want on their books without
the presence of loss share.

 

Some banks seem keenly aware of the
issue. State Bank Financial Corp., which has acquired 12 failed banks this cycle,
is highly focused on the fact that loss share will begin to expire on some of its
covered assets in just seven quarters.

 

Chairman and CEO Joe Evans said at the Sandler O'Neill East Coast Financial
Services Conference on Nov. 15 that the biggest looming risk at his company is
the end of loss share because its indemnification assets will need to be marked
at zero by the time that occurs.

 

"Everybody that has loss share is wrestling with this issue right now," Evans said
at the conference. "There's nothing inside our bank that is getting more attention
to make sure we collect every penny on loss share before it expires."

 

Click here or on image for larger version.

 

Banks could try to force losses and related write-downs in their indemnification
assets before loss share expires, but any institution trying to do so through a
bulk sale of covered assets likely will be disappointed. Distressed asset
investors, bankers, and advisers that SNL has spoken with have said they have
not seen a bulk sale of covered assets take place.

 

"You could only do it with permission from FDIC, and my guess is right now there
is very little will or inclination from FDIC to pursue bulk sales," DD&F Consulting
President Randy Dennis recently told SNL.

 

Blaise Bettendorf, executive vice-president and CFO of First Financial Holdings
Inc., which has entered into two failed-bank transactions, also expressed doubt
that bulk sales of covered assets could occur.

 

"I would tend to think that there would be a lot of pushback on bulk sales simply
because the cost to the fund would be exorbitant once they open the door to
that," Bettendorf told SNL in October.

 

Some investors and bankers have suggested that banks could avoid any pitfalls
by simply extending their loss-share agreements. BankUnited Inc.'s loss-share
agreement does allow for a two-year extension, but the transaction that created
that agreement certainly was one of a kind. State Bank's Evans told SNL that he
is not aware of any provision in the existing agreements that would allow for an
extension.

 

Edwin Hortman, Jr., president and CEO of Ameris Bancorp, which has acquired
10 failed banks this cycle, stated flatly at the Sandler conference that loss share
will not be extended.

 

"There will not, absolutely, be an extension of the loss-share agreements based
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"There will not, absolutely, be an extension of the loss-share agreements based
on what I've recently heard," Hortman said at the event. He noted that banks
that are not paying enough attention to the issue could find themselves
unpleasantly surprised.

 

"There's no reason for you to be naked at the end. None," Hortman said. "And
we're on target."

 

Implications of eclipsing protections

With the looming issue at hand, banks might soon have to take action or at least
pay greater attention to assets covered under loss share and their corresponding
indemnification assets since the early commercial loss-sharing agreements will
expire soon.

 

The amount of assets in question could be substantial because 66% of the 115
failed-bank deals in 2009 included loss-share agreements, covering more than
$100 billion in assets, according to SNL data.

 

If banks have large indemnification assets against those covered assets as the
loss-share agreements near their expiration dates, they might have to record
impairments even before the agreement actually terminates. The Financial
Accounting Standards Board offered some clarification on accounting for
indemnification assets in October, saying the amortization of indemnification
assets should be limited to the term of the loss-share agreement.

 

Some accounting professionals believe the clarification made clear that banks
should have fully written down their indemnification assets when their loss-share
agreements end. They believe that will cause banks to take steeper impairments
on their indemnification assets in the remaining time before their loss-share
agreements expire.

 

Importantly, if those impairments occur because banks believe that cash flows
beyond the expiration date of their loss-share agreement will be lower than
expected, then the institution likely will not receive any reimbursements from
FDIC.

 

How wide and deep could impact be?

Trying to determine whether banks have managed their indemnification assets
properly is quite difficult. Not only is there variety in practice in how banks
measured their indemnification assets, many banks were also repeat acquirers
of failed banks, making it impossible to isolate the indemnification assets tied to
early deals.

 

SNL did find 20 banks that acquired one failed bank in either 2008 or 2009, which
represented their only government-assisted deal of the cycle with a loss-share
agreement. When looking at the value of the indemnification assets of more than
$1 million against the loans and leases covered under their loss-sharing
agreements, there is a wide variety among those institutions, which reported a
range of 3.7% to 79.7% at the end of the third quarter, according to SNL data.

 

The performance of the covered loans at those institutions is also widely
divergent, with some institutions reporting as little as 3.1% of their covered loans
as past due or nonaccrual, while many others have seen close to 20% of their
covered loans fall to past-due or nonaccrual status.

 

Across the banking industry, delinquency rates of covered loans have remained
fairly stable over the last few years and have shown little sign of abating, with
past due and nonaccrual loans making up 21.16% of all loans covered under loss
share at the end of the third quarter, compared to 21.12% in the prior quarter
and 21.57% a year ago.

 

Advisers say any bank with a sizable book of delinquent loans covered under a
loss-share agreement should work its assets hard to make sure they have

marked their covered loans to their true value and squeezed all the value out of
their indemnification assets before their loss-share agreement expires.

 

This could be particularly important for banks that hold "balloon loans" covered
under loss share. Those loans might be performing today, but their collateral is
likely underwater since real estate prices have remained under pressure. Those
loans could accordingly face greater repayment risk when they mature and their
term might not end until after loss share expires.

 

Banks with large blocks of indemnification assets associated with early
commercial loss-share agreements could be wise to take action sooner rather
than later. Otherwise, they could face accelerated impairments in the near
future. They might also find themselves sitting on a block of loans that becomes
distressed after the loss share expires, leaving them with no protection from
FDIC.
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[This article was posted on November 30, 2012, on the website of ABA
Banking Journal, www.ababj.com, and is copyright 2012 by the
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