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Abstract

More than 100 savings and loans are currently involved in supervisory goodwill litigation against the federal

government, with total claims approaching fifty billion dollars. These claims arise from a provision in the 1989
Financial Institutions Reform Recovery and Enforcement Act (FIRREA) that phased out the use of supervisory goodwill

to satisfy bank capital requirements. California-based savings and loans such as Glendale Federal and California
Federal sought damage awards of two billion dollars each. This paper uses a standard event-sudy analyssframenork
to estimate the abnormal returnsto litigation interestsissued by California Federal. Unlike equity sharesin publicly-
traded firms, the value of these litigation interests is determined solely by the damage award in the California Federal

supervisory goodwill litigation. California Federal’s secondary litigation interests, which represent aresidual claim
on the damage award, exhibit statistically significant abnormal returnsin response to seven announcements affecting
the expected final damage award in the litigation.

Introduction

"The federal government should be able to change requirements when they have proven to be disastrous and
contrary to the public interest. The contracts between the federal government and savings and |oan owners when they
acquired failing institutionsin the early 1980's are not contractswrittenin stone.” (Rep. Rostenkowski, 135 Congressional
Record 12077 (1989))

“Inits present form, FIRREA would abrogate written agreements made by the U.S. government to thrifts that
acquired failing institutions by changing the rulesin the middle of the game.” (Rep. Ackerman, 135 Congressiona Record
12145, (1989))

Nearly everyoneisfamiliar with the term “savings and loan crisis’ asalabel for the widespread failure of thrift
institutions in the United States during the 1980's. The estimated cost of the savings and loan debacle to the federal
government now stands at approximately $165 billion, but this figure might substantially understate the final cost dueto
ongoing litigation between over 120 thrifts and the federal government. The potential cost of this supervisory goodwill
litigation to the federal government could reach $50 billion. (Stephen Labaton, p. 1) Thelitigation stems from provisions
in 1980's mergers between healthy and failing and thrifts, whereby acquiring thrifts could treat the difference betweenthe
purchase price paid for the failing thrift and its value as supervisory goodwill. Treating the difference between purchase
price and value as goodwill, an intangibl e asset to be amortized over 35-40 years is common under purchase accounting.
In the case of mergers between healthy and insolvent thriftsin the 1980's, however, the Federal Home L oan Bank Board
(FHLBB) and Federal Savings and Loan Insurance Corporation (FSLIC) allowed acquiring thrifts to use supervisory
goodwill to satisfy regulatory capital requirements. Subsequently, the 1989 passage of FIRREA required the rapid phasing
out of supervisory goodwill as regulatory capital.

The removal of supervisory goodwill as allowable bank capital left many institutions in violation of capital
compliance. Some institutions sold off assets, retrenched lending and issued securities to raise the necessary bank
capital. Many institutions were unable to meet the new capital requirements, and were seized by regulators Eventhrifts
who survived the removal of supervisory goodwill often shrank in response to asset sales, and subsequently faced
higher borrowing costs. At thetime FIRREA was passed in 1989, almost one-third of the capital in the savings and loan
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industry was supervisory goodwill. (Glendale Federal Bank v. United States, 43 Fed. Cl. 390 (1999))

Many savings and loans had explicit supervisory assistance agreements with the government that allowed for
the use of supervisory goodwill as regulatory capital. Citingthe phasing out of supervisory goodwill under FIRREA asa
breach of contract, several savings and loans brought suit against the United Statesin the Federal Court of Claims. The
bellwether supervisory goodwill case was the Winstar case, originaly filed in 1990. Over the next six years, the Winstar
case moved through the federal court system to the Supreme Court. In a7-2 decisionissued on July 1, 1996, the Supreme
Court ruled that the passage of FIRREA violated earlier contractual obligationsenteredinto by the FHLBB and the FSLIC.
The Supreme Court ruling served as the precedent for the subsequent wave of supervisory goodwill lawsuits, many of
which still await court dates.

This paper explores the wealth effects of litigation announcements pertaining to California Federal Bank’s
supervisory goodwill litigation claims. California Federal issued two litigation interest securities whose value is
determined by the final damage award in the supervisory goodwill litigation, which allows for the accurate calculation of
the wealth effect of litigation-related news. Focusing on the litigation interests removes theinfluence of both firm-spedific
and industry-specific events unrelated to the litigation. By studying the litigation interests of only one firm, we can
accurately measure the change in sharehol der wealth caused by case-specific announcements. Applying the event-study
analysis methodology to thelitigation interests of a particular firm represents a substantial improvement over previous
portfolio approaches to measuring the effects of supervisory goodwill litigation. Litigation eventsresulting in substantial
revisions of the damage award generate significant abnormal returns, particularly for California Federal’s secondary
litigation interests, which represent residual claims on the damage award. For events such asthe judge’ s damage awards
in the Glendale and California Federal cases, the change in shareholder wealth is less than the changes predicted by
theory. Thisanomaly may be explained by the substantial uncertainty surrounding the timing and final damage award in
the case.

Economic Background

The savings and loan crisis resulted from acute and sustained spread compression between interest rates on
assets and the thrifts’ costs of funds.' Savings and loans held as their primary assets long-term, fixed-rate mortgages
issued when inflation rates were low. Unanticipated increasesin inflation triggered rising interest rates, which increased
the cost of attracting deposits. When short-term deposit rates rose above interest rates on |ong-term mortgages savings
and loansincurred losses. The General Accounting Office estimated that more than 435 thrifts failed between 1981 and
19832 (GAO (1987), p. 12)

In response to mounting losses at savings and loans, regulators eased restrictions on lending and deregul ated
interest rates paid to depositors under the Depository Institutions Deregulation and Monetary Control Act of 1980. At
the same time, capital requirements were lowered. The FHLBB lowered the capital reserve requirement from fiveto four
percent of assetsin November 1980, followed by a subsequent drop to three percent in January 1982. The FHLBB further
allowed savings and loans to calculate capital compliance using newly developed Regulatory Accounting Principles
(RAP) in place of Generally Accepted Accounting Principles (GAAP). Regulatory Accounting Principles authorized the
use of various accounting gimmicks that either treated potential liabilities as assets or double-counted assetsin an effort
to meet capital requirements? By 1984, the differencein reported net worth in the savingsin loan industry due solely to
the adoption of RAP stood at close to $9 billion, which meant that the capital cushion of savings and loans was
overstated by nearly $9 hillion. (GAO (1989), p. 108)

The FSLIC did not act to close failing savings and loans because it lacked the resources necessary to close all
thrifts that were insolvent under GAAP. In 1985, the total reserves of the FSL 1 C were goproximately $4.55 hillion, whereas
the cost of resolving failed thrifts exceeded $15.8 billion. (GAO (1989), p. 108) To defer the costs of resolving failed thrifts,
regulatory agencies such as FHLBB and FSLIC encouraged healthy thrifts to acquire insolvent ones. Asaninducement,
regulators agreed to allow the supervisory goodwill created in these mergers to be counted as capital for regulatory
purposes.



To acquire failed institutions with negative net worth, healthy savings and loans clearly required consideration.
Supervisory goodwill allowed thriftsto acquire long-lived regulatory capital. By acquiring supervisory goodwill, savings
and loans could expand their asset base through |oan creation that would not have been possible had real capital been
used to satisfy regulatory requirements. Acquiring savings and |oans recognized that supervisory mergers proposed by
regulators made sense only if the acquiring institution received supervisory goodwill as capital. In many cases, the
acquiring savings and loan would have had substantial negative net worth in the absence of supervisory goodwill.
Another attractive feature of supervisory mergers was that savings and loans were permitted to acquire savings and
loansin other states, a merger which would have violated interstate branch banking restrictions at the time.

By 1989, nearly adecade of regulatory forbearance had |eft the FSLIC with ashortfall of more than $85 million. In
August 1989, Congress took action to re-regul ate the savings and loan industry by passing FIRREA. For thriftsinvolved
in the supervisory mergers of the 1980's, the most important FIRREA provision was the requirement to “maintain core
capital in an amount not less than 3 percent of the savings association’ stotal assets and defined core capital to exclude
unidentified intangible assets such as goodwill.” (Office of Thrift Supervision, p. 38) Thehill did include atransition rule
permitting thrifts to count “qualifying supervisory goodwill” toward half of the core capital requirement, but this
allowance was phased out by 1995.*

L egal Background of the California Federal Case

In February 1982, California Federa acquired the following Georgia- and Florida-based insolvent thriftsthrough
supervisory mergers: Peach State, United, Guaranty, and First Sylvania. These transactions were subsequently referred
to asthe Southeast merger. California Federal assumed $305 million in net liabilities from the Southeast merger, which it
recorded as supervisory goodwill. The supervisory goodwill acquired in thistransaction was to be amortized over a 35-
year period.

In September 1982, California Federal acquired Brentwood Savings and Loan through another supervisory
goodwill merger. Under the Brentwood merger, California Federal assumed $315 millioninnet liabilities, dl of whichit was
allowed to record as supervisory goodwill to be amortized over 35 years. Prior to the consummation of the Brentwood
merger, California Federal specifically requested approval from FHLBB to amortize supervisory goodwill resulting fromthe
merger using the straight-line method over the useful life of 35 years. InOctober 1982, Cdliforniareceived approval from
FHLBB to amortize the acquired supervisory goodwill over the 35-year period. (California Federal Bankv. United Sates,
39 Fed. Cl. 753 (1997))

At the time FIRREA was passed in 1989, California Federal had approximately $390 million in unamortized
supervisory goodwill remaining. The Office of Thrift Supervision ordered California Federal to phase out supervisory
goodwill in five steps between December 1989 and January 1995. Under the original agreement between FHLBB and
California Federal, the goodwill would not have been eliminated until 2017. To maintain capital compliance, California
Federal sold off assets and shrank in size. New capital was raised through arestructuring in 1992, a convertible stock
offering in 1993, and rights offering in 1994. (California Federal Bank v. United States, 43 Fed Cl. 445 (1999), p. 16)
These transactions raised more than $400 million in capital to replace the $390 million in supervisory goodwill. 1n 1992,
Cdlifornia Federal filed a breach of contract suit against the government, claiming that the 1989 passage of FIRREA
breached earlier agreements reached between the savings and loan and government regulators in the context of
promoting supervisory mergers. California Federal sought damages under three separate theories of contract breach:
restitution, reliance and expectations. Court records indicate that Cdifornia Federa sought up to $1600 million in damages
under restitution. California Federal argued that it was entitled to receive the money that the FSLIC saved from not
having to liquidate failed thrifts as well asthe investment income the FSLI1C earned on the fundsit retained. In addition,
California Federal sought up to $725 million in damages under the reliance theory of contract breach, also known as
“wounded bank damages.” The removal of supervisory goodwill weakened the thrift and frustrated its lending. In
particular, California Federal had to reduce itslending, faced higher deposit insurance premiums and was forced to pay
higher interest rates to attract depositors. Finally, California Federal sought up to $1640 million in expectancy or lost
profits damages. (Chamberlain and Destino, p. 1) In the damages phase of the supervisory goodwill litigation, the trial
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judge could award damages based on any or all of the above theories of damages.

In a1997 Court of Federal Claims decision, Judge Loren Smith found that a contract between regulators and
California Federal regarding the treatment of supervisory goodwill as regulatory capital existed, and that the government’s
subsequent actions were inconsistent with this contract. (California Federal Bank v. United States, 39 Fed. Cl. 753
(1997), p. 4) After thefederal government’ s appeal of this decision was denied, the case proceeded to the damages phase,
with Judge Robert A. Hodges of the Federal Claims Court presiding. Hodges' first ruling, on November 12, 1998, exduded
damages arguments based on lost profits because the consequences of allowing supervisory goodwill over 35 yearswere
deemed speculative and vague. (California Federal Bank v. United States, 43 Fed Cl. 445 (1999), p. 4) By disalowing
damages based on lost profits, California Federal’ s potential damage award fell by over $1.6 billion. On November 25,
1998, Judge Hodges issued a clarification of his November 12 decision, stating that he would hear lost profits arguments
based on the costs associated with replacing supervisory goodwill.

After final argumentsin the California Federd trial, Judge Loren Smith announced a $909.8 million damage award
inthe Glendale Federal case on April 9, 1999. Litigation interestsin the Glendale Federal decision were spun off through
the issuance of a litigation tracking warrant, whose payments were in-kind (in shares of Golden State Bancorp stock)
based on the damage award, which was valued at between $1.2 billion and $1.9 billion. The two supervisory goodwill
cases, however, differed along several dimensions. Glendale had more supervisory goodwill outstanding at the time
FIRREA was passed, and had better documentation as to the terms of its supervisory goodwill contract, including
regulators= estimates of the value of its supervisory mergersto the FSLIC. The Glendale decision signaled that “ best-
case scenario” damage awards were unlikely.

On April 16, 1999, Judge Robert Hodges issued adecision in the California Federal case. Stating that Cdifomia
Federal had failed to provide evidence that the government’ s breach of contract was the cause of wounded bank damages
and essentially dismissing the restitution theory of damages, Hodges limited his damage award to the transactions costs
associated with raising the $400 million of new capital to replace supervisory goodwill. Thetotal damage award of $23.353
million fell considerably below even the most conservative estimates of $700 million. Reportsin the popular pressleading
up to the decision frequently cited $1.6 hillion as the expected award. Although California Federal immediately
announced its decision to appeal the decision, the market value of litigation interests based on California Federal=s
damage award plummeted in the wake of thisannouncement. Shares of the secondary litigation interest, which had traded
as high as $30 per sharein early 1998, were trading for seventy-five cents at the end of 1999.

Previous Studies of Supervisory Goodwill Litigation

Thereisan extensive literature investigating the wealth effects of regulatory changesin the thrift and banking
industry, from the passage of the Depository Institutions Deregulation and Monetary Control Act in 1980 to the
implementation of FIRREA in 1989. None of these studies, however, address the impact of FIRREA on firmswho held
supervisory goodwill.

Bierman et al. provide a detailed study of the effects of both FIRREA and the 1996 Winstar decision on thrifts
with supervisory goodwill claims. To investigate the wealth effect of FIRREA, the authors define three groups of savings
and loans: publicly-traded savings and loans that possessed supervisory goodwill and failed after the passage of
FIRREA; publicly-traded savings and | oans that possessed supervisory goodwill and survived after FIRREA' s passage;
and publicly-traded savings and loans that did not hold supervisory goodwill claims at the time FIRREA was passed.
Calculating the mean abnormal return for each group over three legislative events signaling a tightening of capital
standards prior to FIRREA' s passage, the authors find no evidence of statistically significant negative abnormal returns
for the supervisory goodwill thrifts. (Biermanet al., p. 79) These findings support previous work such as Cornett and
Tehranian (1994) suggesting that the increased capital requirements under FIRREA led to positive wealth effects for
savings and loans.

The event-study analysis of supervisory goodwill litigation between the passage of FIRREA and the July 1996
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Winstar decision conducted in Bierman et al. is more closely related to the event-study analysis contained in this paper.
The authorsidentify seven litigation events ranging from Glendale Federa’ sinitial supervisory goodwill suitin July 1990
to the Supreme Court’ s Winstar decision in July 1996. Using agroup of publicly-traded supervisory goodwill savings
and loans and a control group of publicly-traded savings and |oans without supervisory goodwill claims, the authors
construct mean abnormal returns for each of these groups using a single-index market model. The event window used
spans two-days, including the event date and the prior day. The authorsfind that both the January 19, 1996 decision by
the Supreme Court to hear the Winstar case and the July 1, 1996 decision ruling in favor of the supervisory goodwill
savings and loans generated mean abnormal returns of roughly +5 percent. In each case, these abnormal returns were
statistically significant and differed from the zero abnormal return on the control group of hon-supervisory goodwill firms.
(Biermanet al., p. 76)

While Bierman et al.’ s study isinformative, it does not address the issue of the effect of common-issuelitigaion
announcements (which affect all firms involved in the supervisory goodwill litigation) versus case-specific litigation
announcements. In addition, the Bierman et al. study cannot provide estimates of the extent to which the market
efficiently values litigation news because it does not contain separate litigation interests and does not have information
on the magnitude of damages sought.

This paper updates and extends the earlier analysis of Bierman et al. to explore the wealth effects of litigation
decisionsthat affect the expected final damage award in the California Federal case. By including only litigetion interests,
the abnormal returns estimates calculated in this paper are not corrupted by non-litigation events that move the share
price of savings and loans and bank holding companies.

Litigation Recovery Participation I nterests

Because the subsequent empirical analysis exploits the issuance and subsequent stock market listing of two
classes of litigation interests issued by California Federal, the relevant institutional detail surrounding these securitiesis
provided below.

California Federal filed aregistration statement with the Office of Thrift Supervision on March 14, 1995 to issue
goodwill participation certificates to its existing sharehol ders at the rate of one certificate for every 10 shares of common
stock. A total of 5.076 million certificates were issued to shareholders, and these certificates were transferable. Each
certificate represented aclaim equal to five millionths of one percent of the cash payment associated with the final damage
award from California Federal=s supervisory goodwill litigation. In the aggregate, the claims were entitled to 25.38 percent
of the final damage award, net of litigation management fees and accrued tax liabilities®



Applying present discounted cash flow valuation to these certificates yields the following estimate of certificate value:

PV = 0.00000005 - SO x [

[ 1-04-0.0025]- A-y, - SAL-LC |
O-[1+r]¥ '
[0.5975. A-6 - $2,325,000- $60,000,000 |
5,076,000 [ 1.25]°
A= cash payment ( final damagesaward ) ,
0.0025 - A= incentive fee for litigation management team ,
0.4- A=taxliability ,
SAL= Annual salaries and pension benefits for litigation mngmtteam ,
= $2,325,000 ,
LC=total litigation costs, assumed = $60,000,000 |,
Y.«= Lengthof litigation in years, assumed = 6 years ,

= 0.00000005 - 5,076,000 x ,Where:

y, = Yearstoreceipt of damageaward,assumed= 2 ,
r = discount rate, assumed = 0.25
SO = certificates outstanding,= 5,076,000 .

The figures for the litigation management team'’s incentive fee and annual salary and benefits package were
collected from 10-K and 10-Q reports filed by Golden State Bancorp, First Nationwide and California Federal.
Assumptions regarding tax liability, length of litigation, and total litigation costs are derived from company reports, court
documents and research reports prepared by Jefferies & Company, abroker-dealer institution that makes amarket in
supervisory goodwill certificates. ’

At thetimethelitigation certificates were issued, California Federal CEO Edwin Harshfield explained the novel
issuance of this “tracking stock” as a mechanism by which the market could value the bank’s claim against the
government. (Peter Sinton, p. 1) Given the magnitude of California Federal’ s claim in the supervisory goodwill litigation,
the failure to factor litigation claimsinto valuations seems implausible, but bank anaystsindicatethat litigation claimsare
not factored into valuation cal culations because their outcomes are considered too uncertain. (Scott Stuart, p. 1)

On November 19, 1996, California Federal’ s litigation recovery participation interests were listed on NASDAQ
under the ticker symbol CALGZ, where they have sincetraded. With daily price quotes for the CALGZ certificates, we
observe the market’s valuation of the claims against California Federal’s supervisory goodwill litigation against the
federal government. With afloat of 5.076 million shares, however, the market for these certificates is rather thin, and
average daily trading volumes on non-event days are low. (cf. Table 2 below)

Several months later, First Nationwide Holdings announced its planned acquisition of CaliforniaFederal. Aspart
of the merger agreement approved by California Federal shareholders on December 16, 1996, California Federal issued a
second supervisory goodwill certificate to shareholders, referred to as a secondary contingent litigation recovery



participation interest. Each of these certificates entitled the holder to twenty millionths of one percent of the secondary
recovery payment, an amount equal to the sixty percent of the cash payment less litigation feesand tax liabilities (Smilar
tothe original certificates) less the amount of the award to the original certificate holders (CALGZ) less afixed amount of
$125,000,000. These secondary litigation interests represented a residual claim against the final damage award in the
CaliforniaFederal case, with the potential of exceeding the payout to the primary litigation interests for sufficiently large
awards

Applying similar valuation techniques to those described above yields the following estimate of thevalue of a
secondary litigation interest:

[ 1-0.4-0.0025] - A-y, - SAL-LC-CGZ- $125,000,000]
SO-[1+r]” ’
[0.5975- A-6- $2,325,000 - $60,000,000 - CGZ -$125,000,000] where
5,080,000 [ 1.25]7 '
A= cash payment ( final damagesaward ) ,
0.0025- A= incentive fee for litigation management team ,
0.4- A=taxliability ,
SAL= Annual salaries and pension benefits for litigation mngmt.team ,
= $2,325,000 ,
LC=total litigation costs, assumed = $60,000,000 |,
CGZ= payment to primary litigation interest certificate- holders ,
Yo« = Lengthof litigation in years,assumed = 6 years |,

PV =0.0000002 - SO- O.6X[

= 0.6096 x

y, = Yearstoreceipt of damageaward,assumed= 2 ,
r = discount rate,assumed=0.25 ,
SO= certificates outstanding,= 5,080,000 .

Under these assumptions, the final damage award in the California Federal case would have to exceed $405
million before holders of the secondary litigation interests received any payment. The design of the secondary litigation
interests, however, returns a higher proportion of each additional dollar of damage award to shareholders. For damage
awards above $758 million, the payout per certificate is greater for secondary litigation interests than the original
certificates

Similar to the CALGZ certificates, the secondary litigation interestswerelisted on NASDAQ on January 13, 1997
under the ticker symbol CALGL. Since there is little difference in the size of the float for each security, the CALGL
securities are characterized by the same small average daily trading volumes on non-event dates. Figurel bdow grgphs
the per-share valuation of both the CALGZ and CALGL securities for awide range of final damage awards.



Figure 1 Valuation of California Federal Litigation I nterests
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As Figure 1indicates, the secondary litigation interests (CALGL) are more sensitive to variation in the damages
awarded. For an award of approximately $758 million, the per-share valuation of each litigation interest isroughly $12.13.
Although the secondary litigation interests (CALGL) do not generate positive payouts for awards under $400 million, the
CALGL certificates offer considerable option value, generating substantial payouts for large damage awards.

Data and Empirical M ethodology

Daily price and volume information from January 13, 1997 to May 21, 1999 were collected from the Center for
Research in Securities Prices (CRSP) and Commodity Systems, International. The datais divided into two intervals:the
estimation window, which spans 217 trading days from January 14, 1997 to November 18, 1997, and a subsequent
ei ghteen-month window which spans 376 trading days from November 19, 1997 to May 20, 1999. The latter window
contains eight event-days on which the market received information concerning California Federal’ s supervisory goodwill
litigation against the federal government. Table 1 below describes each of these events, aswell asthe predicted effect on
the value of each litigation interest. Given the weak monotonicity of the value of each litigation interest in the magnitude
of the damage award, we expect events to impact each security with the same sign.



TABLE1

Litigation Eventsin California Federal Case

Event
Number

Event Date

Event Description

Predicted Effect on
Share-Prices

December 22, 1997
[Day 22 infigures]

July 16, 1998
[Day 164 infigures]

October 9, 1998
[Day 223 in figures]

October 30, 1998
[Day 238 infigures]

November 12, 1998
[Day 247 in figures]

November 25, 1998
[Day 256 in figures]

April 12, 1999
[Day 348 in figures]

April 19, 1999
[Day 353 infigures]

U.S. Federa Claims Court Judge Loren
Smith issues decision on cross-cutting
issues in supervisory goodwill case.
Finds government liable for damagesin
supervisory goodwill case of California
Federal.

Appeals Court issues summary judgment
on liability for California Federal’s
damages claim. Caseisscheduled for
trial.

Cadlifornia Federal’ s damages theories and
size of claims are released by the Federal
Court of Claims.

Appropriation in 1999 federal budget
provides federal fundsto settle
supervisory goodwill claims or pay court-
ordered damages is approved by
Congress. Asaresult, damage awards
will not be drawn from the deposit
insurance fund.

Announcement that Judge Hodges
rejected California Federal’ s expectancy
theory of damages as particularly
speculative.

Judge Hodges amends his Nov. 12 ruling;
allows California Federa to introduce
replacement costs of funds as aform of
expectancy damages.

First day of trading after U.S. Federal
Claims Court Judge Loren A. Smith orders
government to pay Glendal e Federal
$908.9 billion in damagesin its
supervisory goodwill claim

First day of trading after Judge Hodges
awards Cdifornia Federal $23 millioninits
supervisory goodwill litigation against

Positive: Litigation can
advance to damages phase,
although government can
appeal ruling.

Positive: Formal order issued
to advance litigation to
damages phase. No further
appeal possible.

Positive; Damages sought by
CaFed are higher than
expected; analysts upgrade
ratings on CalFed securities
from “accumulate” to “Buy.”

Positive: Damage awards will
not be capped by the amount
of deposit insurance funds.

Negative: CalFed sought as
much as $1.64 hillion in
expectancy damages.

Positive: CalFed can recover
capital replacement costs,
which partly reverses 11-12
ruling.

Negative: Cases differ in
particulars, but analysts
forecasted a$1.2 billion
damage award for Glendale.

Negative: Analysts forecasted
aminimum award of $700
million.




the government.
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Figure 2 below plotsthe raw daily closing price for both the primary litigation interests (CALGZ) and the secondary
litigation interests (CALGL) across the event window. Not surprisingly, wefind that fluctuationsin the residua claim on
the damage award C the CALGL litigation interests C are much more pronounced than fluctuations in the market valuation
of the primary litigation interests.

Figure2 Daily Closing Prices, California Federal Litigation Interests
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Thedaily closing price for the secondary litigation interests (CALGL) lies above the price plot for the primary
litigation interests (CALGZ) at the beginning of the event window, but falls significantly below the CALGZ saiesinApil
1999. Thevertical linesin thefigure represent the eight litigation events. Notice the substantial price decreases for each
of the litigation certificates on the dates of negative events. Day 247 (November 12, 1998), when Judge Hodgesdismissd
CaliforniaFederal’ s expectancy, thereby reducing the expected damage award; Day 348 (April 12, 1999), thefirst day of
trading after the Glendale decision; and Day 353 (April 19, 1999), thefirst day of trading after the decision in the Califomia
Federal case.

Table 2 below presents summary statistics on daily return and trading volume for the California Federal
Litigation interests. Comparing the twenty-four event days C the eight event days and the days before and after each
event C to the non-event days in the estimation window, there is no significant difference in daily return, but trading
volumeis approximately ten times as great on events days. The CALGL interests exhibit larger daily returns and heavier
trading volume on event dates, consistent with the payout structure for these secondary litigation interests. Although
difficult to see in Figure 2, the litigation interests track each other more closely during the event dates. The simple
correlation of daily returns for CALGZ and CALGL is+0.9669 on the twenty-four event days versus+0.1886 on non-event
days. Daily return and trading volume for Golden State Bancorp, the bank holding company of which California Federal is
asubsidiary, isincluded as a control.
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TABLE 2
Average Daily Return and Trading Volumein Event Window:
California Federal Contingent Litigation Recovery Interest and Golden State Bancor p
(N =358 trading days)

Trading Daysin Eight Three-Day Trading Days Outside Eight
Event Windows (N =24) Event Windows (N =334)
Security Average Daily Average Daily Average Daily Average Daily
Return Trading Volume Return Trading Volume
('std. dev.) ('std. dev.) ('std. dev.) ('std. dev.)
Primary Litigation Recovery -0.0331 112,063 -0.0022 18,278
Interests (CALGZ) (0.1553) (257,732) (0.0241) (40,044)
Secondary Litigation Recovery -0.0544 210,063 -0.0020 17,401
Interests (CALGL ) (0.1724) (458,700) (0.0243) (45,254)
Golden State Bancorp ( GSB ) 0.0114 600,358 -0.0016 545,263
(0.0475) (494,092 (0.0341) (412,168)

To measure the abnormal returns associated with the litigation events, a single-index model of daily returnsfor
each of the California Federal litigation interestsis estimated as follows:

r=a+b-r,+eq ,where
t indexestrading days intheestimation window ,
ri,= daily returnonlitigation interest i ,
Im:= daily returnon S& P 500index |,
g isarandomerror term .

Parameter estimates of 4and arecovered from the above specification (estimated over the estimation window) are used to
construct measures of the daily abnormal return, AR, , for both the CALGZ and CALGL litigation interests over the event

window:

Constructing abnormal returns for the event window from parameter estimates derived from a pre-event window
estimation period removes the concern that the estimated parameters might exhibit instability if estimated across events.
The variance of the estimated abnormal returniis:



- € 1 [rm-ral’

Var =sixplt—+—m—ml
CAR =S X e 5 5 Var (1)
U = lengthof theestimation period ,

= meanreturnon S& P500index .

,where

(e Y ey @]

If the length of the estimation period U is sufficiently large and market returns do not deviate significantly from the mean,
then the contribution of estimation error to the variance of abnormal returnsissmall.® (MacKinlay, p. 21, Sdinger, p. 40)
Nonethel ess, parameter estimation error introduces serial correlation in the estimated abnormal returns.

To calculate the cumulative abnormal return CAR for an interval of length T that includes the event-day, we
simply sum the estimated ARs over the event window. For example, if we define athree-day event window that includes
the day prior to an event, the day of the event, and the day after the event, then the cumulative abnormal returnis simply
the sum of the three daily abnormal returns. Suppose we define the first day of an event window of length T as day O.
Assuming continuous compounding, Salinger (pp. 40-41) demonstrates that the estimated cumulative abnormal return
over these T periodsis:
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The variance of thisT-period cumulative abnormal return is given by:
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The above expression for the variance of the estimated cumulative abnormal return highlights the fact that the
contribution of parameter estimation error isincreasing as the length of the window surrounding the events T increases
relative to the length of the estimation period U.”

For each of the eight events, event-date abnormal returns and three-day cumulative abnormal returns B where

the event window includesthe day prior to the event, the event date, and the day after the event B are estimated for both
the CALGZ and CALGL litigation interests. Statistical significanceis determined by:

A

Event - dateabnormal return: L‘A :
JVar ( AR)
Three- day event window : CABT ,whereT=3 .
WVar ( CaR, )

Expanding the event-window to include the day after the event controls for uncertainty asto the timing of the
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litigation announcements on the event day, particularly for the December 22, 1997 and July 16, 1998 events, where it was
not possible to determine whether the announcement occurred after the close of trading on theevent day. Expandingthe
event-window backward to include the day prior to the litigation event allows the abnormal return to pick-up discrete
movementsin price on dates the litigation outcomes were (expected to be) announced after the market had closed. These
pre-announcement price movements are most noticeablefor the April 12, 1999 and April 19, 1999 decisionsin the Glendale
and California Federal supervisory goodwill cases.

By construction, the value of the secondary litigation interests (CALGL) is highly responsive to events that
reveal asignificant upward or downward revision in the expected damage. Asaresult, we expect the secondary litigation
interests to be characterized by much larger abnormal returns on these event-days.

Table 3below reports the estimated event-day abnormal returns and three-day cumulative abnormal returnsfor
the aforementioned events. Of particular interest are Events 4, 5, 7 and 8. Each of these eventsis characterized by the
release of material information B either unexpected or forecasted with considerable uncertainty B that leads to a
significant revision or updating of the expected return.
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TABLE 3

Abnormal Return Egtimatesfor Event-Day and Three-Day Event Window:

California Federal Contingent Primary and Secondary L itigation Recovery Interests

Event Number, Date and Description

Primary Litigation Recovery
Interests (CALGZ)

Secondary Litigation Recovery
Interests (CALGL)

Event Day

3-Day Event
Window

Event Day

3-Day Event
Window

1. December 22, 1997 [Date 22]
Crosscutting issues decision: Summary
judgment for CalFed, government liable
for damages in supervisory goodwill case

2. July 16, 1998 [Date 164]

Summary judgment review: Earlier
decision regarding government liability
for damagesin CalFed case is upheld.

3. October 9, 1998 [Date 223]
Announcement of damages sought:
CalFed releases theories of damages
under contract breach & damages sought

4. October 30, 1998 [Date 238]
Congressional appropriation: Congress
authorizes payment of damage awardsin
supervisory goodwill cases; damages not
drawn from bank insurance fund

5. November 12, 1998 [Date 247]
Expectancy damages ruling: CalFed's
expectancy theory of damages rejected as
Aoverly speculative@

6. November 25, 1998 [Date 256]
Partial reversal of 11-12 ruling: CalFed
allowed to present reliance damges.

7. April 12, 1999 [Date 348]

Glendale decision: Damages award of
$908.9 million in bel lwether Glendale
Federal case, |ess than expected

8. April 19, 1999 [Date 353]

California Federal decision: Damages
award of $23.353 million; more than $500
million less than expected

+0.0125

+0.0152

-0.0236

+0.1105**

-0.0421

+0.01%4

-0.0649

-0.7140***

+0.1072

+0.0077

-0.0206

+0.1415

-0.1399

+0.0236

-0.1822*

-0.6992***

+0.0137

-0.0199

-0.0159

+0.0713***

-0.0843***

+0.0021

-0.1669***

-0.7533***

+0.1123*

-0.0268

-0.0803**

+0.1077%**

-0.3289***

-0.0058

-0.3213***

-0.8229***

* = Significant at 10 percent level; ** = Significant at 5 percent level; *** = Significant at 1 percent level
For 3-day event window, return is cumul ative abnormal return for day prior to event, event day, day after event
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Event 4, on October 30, 1998, concerns the announcement of a Congressional appropriation to fund damage
awards associ ated with the supervisory goodwill litigation. Prior to this appropriation, the federal government intended
to pay damage awards incurred from the supervisory goodwill litigation out of the Savings Association Insurance Fund.
With more than $30 billion of supervisory goodwill claims pending against the government, the Savings Association
Insurance Fund would not have been able to finance compl ete payment of the government’ sliabilities, and thrifts feared
that any shortfall would be financed through increases in deposit insurance premiums*®

Judge Hodges' November 12 ruling excluded California Federal from presenting lost profits arguments, deeming
such arguments vague and speculative.”* Other Claims Court judges had previously allowed damages arguments based
on lost profits, so the ruling was unanticipated. Nearly half of the damages sought by California Federal were based on
lost profits, so the exclusion of these arguments substantially decreased the value of the secondary litigation interests.
Over the three-day event window, the cumulative abnormal return figure reported in Table 3 for the CALGL securities
represents a declinein wealth of approximately $34.251 million.

The April 12, 1999 event was Judge L oren Smith’ s decision in the Glenda e case, in which he ordered thefedera
government to pay Glendale $908.948 million. The overlap between the Glendale and California Federal casesisunclear:
the particulars of the Glendale case differed from those of the California Federal case, and each case was heard be a
different judge. Judge Smith, who was presiding over the Glendal e case, had established areputation for siding with the
plaintiffs. Nonetheless, the damage award in the Glendal e case suggested that a substantial damage awardfor Cdiformia
Federal was unlikely. Both the event-day and three-day abnormal returns for CALGL reported in Table3 indicatethat the
Glendal e decision precipitated a substantial downward revision in the expected damage award in the California Federd
case. From April 8,1999 to April 15, 1999, the closing price of the CALGZ litigation interests fell from $11.31 per shareto
$8.88 per share, while the CALGL secondary litigation interests fell from $11.63 per share to $7.00 per share.”®

The fina event is the announcement of Judge Hodges' decision in the California Federal decision after the
markets had closed on Friday, April 16, 1999. Hence, thefirst day of trading after the announcement was Monday, April
19, 1999. In opposition to the expected award amount of $1.64 billion commonly reported in the press and even the more
conservative award forecast of $700 million by analysts, Judge Hodges awarded only $23.353 million for the transactions
costs California Federal incurred in replacing $390 million of unamortized supervisory goodwill with new capital.
(California Federal Bank v. United States, 43 Fed Cl. 445, pp. 15-17.) The event-day abnormal returns for both the
primary and secondary litigation interests were large, negative and statistically significant. The event-day lossinstock
market wealth implied by these abnormal return estimates is $32.166 million for the primary litigation interests (CALGZ)
and $26.787 million for the secondary litigation interests (CALGL).™ The cumulative abnormal return estimatesfromthe
three-day event window suggest an even larger negative wealth effect. On April 20, 1999, the CALGZ certificates closed
at $2.50 per share, while the secondary CALGL certificates closed at $1.59 per share. Figure 3 below plotsthecumulaive
abnormal returnsfor each of the California Federal litigation interests over the event window. Thisgraph provides further
evidence of the greater sensitivity of the CALGL certificates to events that signal a decrease in the expected payout,
particularly for the Glendale and California Federal decisionsin April 1999.
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Figure 3 Cumulative Abnormal Returns, California Federal Litigation I nterests
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Since a conservative estimate of the value of the secondary CALGL certificates indicates that these sharesare
worthless for awards less than $400 million, it is puzzling why the value of CALGL certificates did not fall to zero in the
wake of the damage award. Judge Hodges' award decision differed significantly from previous decisions by Judge Smith
in the Glendale Federal Case and Judge Miller in the earlier Statesman Holdings case, both of which involved supervisory
goodwill claims. This departure from other Federal Claims Court judges decisions in similar cases suggests that
California Federal might receive alarger award upon appeal. It seemsimplausible, however, to expect that an appeals
award would be sufficiently large to render the CALGL certificates valuable. An alternative explanation is that the
thinness of the market B exemplified by the low daily trading volumes B makes it difficult for investors to extract
information from daily price and volume quotes. Institutional investors constitute 71 percent of California Federal
litigation interest owners, so this explanation does not seem particularly satisfying. (Chamberlain and Destino, p. 1)
Another possible explanation lies in the observation that investors gradually incorporate information into their
valuations. Recent papers by Boardman et al. (1997) on the impact of regulatory changes on firm valuations and Ellison
and Mullin (1997) on theimpact of announcement of health care policy reforms on pharmaceutical companies suggest that
explicitly modeling the gradual incorporation of information can yield superior estimates of cumulative abnorma returns.
Given therapidity with which the market valuation of the litigation interests adjusted to litigation events, this explanation
also failsto receive empirical support.”> The most plausible explanation for the seeming under-reaction of thesecondary
litigation interests is the scope of uncertainty surrounding both the timing and magnitude of the award. After the
CaliforniaFederal decision on April 19, 1999, both the federal government and California Federal filed appeal motions. If
the award were to be reviewed by an appellate court, the case could be remanded to Judge Hodges or another judge.
Court records and comments by the partiesinvolved in thelitigation suggest that afinal decision in the case might not be
rendered before 2001. Compounding these dimensions of uncertainty makesit difficult to conclude that changesin the
valuation of the secondary litigation interests violates a semi -strong form of market efficiency.
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In contrast, the primary litigation interests exhibit seeming overreactiontothe April 19, 1999 decision. Using the
valuation model for the primary litigation interests outlined above and assuming a final award of $350 million, the
predicted valuation of a CALGZ certificate is $4.35 rather than the $2.50 closing pricefor the certificate observed on April
20, 1999. Uncertainties asto the final amount of the award and the timing of the award payment can explain some of the
discounting of the award amount, but the potential overreaction of the primary intereststo the award in the California
Federal case, coupled with the seeming under-reaction of the secondary intereststo the April 19, 1999 damage award is
difficult to reconcile. If investors find the option value of the CALGL litigation interests for large damage awards
attractive, this could explain the observed price differentials between the litigation interests.

The results reported in Table 3 above are robust across a variety of alternative specifications. The
contemporaneous correlation of the abnormal returnsis a potential problem, but addressing this problem using of a
portfolio approach would prohibit the estimation of the differential response of the primary and secondary litigation
intereststo events. A superior approach is to estimate the single-index market model using feasible Generalized Least
Squares (GLS), which controls for both the contemporaneous correlation of abnormal returns and the intertemporal
correlation introduced by estimation error. (Michael Salinger, pp. 43-44) Abnormal retums calculated using GLS did not
differ substantialy from the OL S estimates reported above. These results are not surprising, as several previous papers
on event-study methodology have found that “methodol ogies based on the OLS market model and using standard
parametric tests are well-specified under avariety of conditions.” (Steven J. Brown and Jerold B. Warner (1985), p. 25,
MacKinlay, pp. 36-38)

Since the California Federal litigation interests are thinly traded, one remaining problem which future empiricd
work should address is the bias introduced by non-synchronous trading. Non-synchronoustrading leadsto estimates of
afrom the market model that are biased and inconsistent. For securities traded at low frequencies, thereis a downward
bias in estimates of &from the market model. (Steven J. Brown and Jerold B. Warner (1985), p. 25) A correction procedure
outlined by Scholes and Williams can be implemented to correct for the bias introduced by asynchronous trading.

Conclusion

This paper estimates changes in stockholder wealth in response to events related to California Federal’s
supervisory goodwill litigation against the federal government. Existing studies of the effects of litigation on stockholder
wealth B including previous studies of the wealth effects arising from earlier supervisory goodwill litigation B are
frequently confounded by the inability to separately identify the component of daily abnormal returns generated solely
by the litigation-related events, even when control portfolios are used.’® Analysts claim that litigation outcomes are too
uncertain to be incorporated into firmvaluation models, yet changes in analysts' recommendations often occur
contemporaneously with litigation-related events. Litigation events affecting publicly-traded firms can generate
significant abnormal returns, but deriving accurate estimates of these wealth effectsis notoriously difficult.

Using a unique set of publicly-traded litigation interests whose valueis determined solely by the magnitude of
damages awarded, this paper presents an event-study analysis of theimpact of litigation announcements on sharehol der
wealth. The estimated effects of the litigation are free of biases introduced by contemporaneous news unrelated to the
litigation outcomes.” Moreover, the structure of the California Federal litigation interests provides an opportunity to
investigate the effect of litigation announcements on securities with differential sensitivities to case-specific litigation
news. Eventsthat lead to substantial revisions of the expected litigation award lead to significant abnormal returnsfor
the secondary litigation interests, and these awards are quickly incorporated into the market’s valuation of these
securities. While uncertainties regarding the amount and timing of the final damage award in the California Federal case
make it difficult to dismiss deviations of the price of litigation interests from fundamental values as evidence against
market efficiency, the study suggests that the secondary litigation interests might be better viewed as options. Further
study of the abnormal returns of tracking stocks related to supervisory goodwill claimsiswarranted, particularly interests
with larger trading volumes.
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Endnotes

1. Cooper (1990) and Pressman (1989) provide accessible overviews of the savings and loan crisis. More detailed
accounts can be found in Kaufman (1990) and White (1991).

2. Hence, excessive risk-taking by thrifts and the ensuing credit risk it entailed did not play arolein the origins of the
savings and loan crisis.

3. Under RAP, thrifts were permitted to defer losses from the sale of assets with bel ow-market yields, useincome capita
certificates in place of real capital, and exclude from liabilities in net worth calculations contra-asset accounts such as
loans-in-process and deferred fees and credits. RAP also permitted the inclusion of net worth certificates as net worth.

4. Theexact criteriafor determining “qualifying supervisory goodwill” was not clearly defined. Biermanet al. notethat
qualifying supervisory goodwill exceeds the total amount of supervisory goodwill in the industry, but are also unable to
determine the magnitude of the difference. (Biermanet al., p. 71)

5. On February 3, 1983, California Federal announced that it had acquired Family Savings and Loan Association, a
Nevada-based thrift with $96 million in assets. The Federal Home Loan Bank Board reported that the transaction was an
unassisted supervisory merger, meaning that the takeover was not aided by the Federal Savings and Loan Insurance
Corporation.

6. The exact magnitude of the tax liability was uncertain, but the registration statement indicated that any income tax
liability of California Federal incurred by California Federal as aresult of receiving a final damage award C net of any
income tax benefit from distributing the payment C would be deducted from the amount distributed to certificate holders.
Analysts covering the California Federal securities estimated the tax liability as 40 percent of the cash payment.

7. The estimates of litigation costsin this paper exceed those found in the research reports from Jefferies, but are closely-
aligned with reported litigation costsin the Glendal e Federal supervisory goodwill litigation case. Moreover, theuse of a
25 percent discount rate to capture the considerabl e uncertainty regarding the ultimate damage award exceeds discount
rates of 15-20 percent used by Jefferies. Several research reports released by Jefferies clearly state that the valuation
methods used are “ admittedly aggressive,” and also fail to account for known litigation management costs outlined in
annual reports. (Charlotte A. Chamberlain and Donald D. Destino, p. 1)

8. For estimation windows of 200 trading days or larger, the contribution of sampling error approaches zero. (Brown and
Warner, pp. 7-8)

9. SeeMacKinlay (p. 21) for amore conventional derivation of this variance measure.

10. The October 30, 1998 appropriation was not entirely positive news, asit also authorized unlimited spending by the
federal government to finance its defensein the suits.

11. Judge Hodges conceded that the federal government knew that breaching the agreement to allow supervisory
goodwill as regulatory capital would cause the plaintiff (California Federal) to adjust its capital ratio, but argued the
government could not foresee the effect of this adjustment on the firm”s profits, particularly given the considerable
volatility inthe industry at the time. (California Federal Bank v. United States, 43 Fed Cl. 445 (1999))

12. Thischangein stock market wealth (or, equivalently, stock market capitalization) is cal culated by taking the abnormal
return of -0.3289 and multiplying by the market capitalization of the CALGZ securities on November 10, $104.140 million, or
$20.50 price per certificate multiplied by 5.080 million shares.



13. Jefferies & Co., a market-maker in supervisory goodwill litigation interests, lowered its average expected award
amount from $1640 million to $700 million in the wake of the Glendale decision.

14. Sincethe Glendale decision had triggered amuch larger drop in the valuation of the secondary litigation interests, the
wealth effect of the California Federa decision is smaller for the secondary litigation interests because the market
capitalization of the secondary litigation interests (CALGL) was approximately $9.5 million less than the market
capitalization of the CALGZ certificates.

15. One example of gradua incorporation of information, or more generally, imperfect information, is secondary
information, such as anewspaper article on acourt ruling several days after its occurrence. The CaliforniaFederal case
provides several examples of the release of secondary information, including secondary citations of both the December
22,1997 and July 16, 1998 rulings regarding government liability for damages. A New York Times articledated November
22, 1998 provided a detailed description of the California Federal litigation interests, along with the Glendale Federal
litigation tracking warrants and the Coast Federal litigation participation certificates. (Labaton, p. 1) None of these
secondary information rel eases generated significant abnormal returns, although the New York Times article coincided
with the three-day event window surrounding Judge Hodges” November 25, 1998 reversal of his earlier decision
regarding expectancy theories of damages.

16. The effectiveness of control portfolios can be limited by the inability of the control portfolio to replicate the
characteristics of firmsin the test portfolio. In the supervisory goodwill litigation, most of the publicly-traded firms
holding claims in the litigation are the largest publicly-traded thrifts (in terms of market capitalization) and tend to be
disproportionately located on the west coast.

17. For example, event studies of an earlier supervisory goodwill case, the 1996 Supreme Court decision in the Winstar

case, are convoluted by awave of merger activity in the estimation period leading up to the July 1, 1996 decision, and by
the decision in the related Wells Fargo case shortly thereafter.
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