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Commercial banks, especially small banks, have long sold par-
ticipations in loans they originated. Until the 1980s loan sales 
had been a very small fract ion of loan originations for almost 
all commercial banks in the United States, but during the past 
d e c a d e loan sa les h a v e inc reased d r a m a t i c a l l y ( Joseph G. 

Haubrich 1989). 
Changes in financial markets and in regulatory pressure are behind the 

increase in loan sales. One significant long-run trend has been the growth in 
the amount of information about a wide variety of loans. This informat ion 
a l lows loan sel lers and buyers to agree more readi ly on the fa i r va lue 
of loans. More recently, advances in legal cont rac t ing and new data-
processing technology have made it possible for large groups of loans to be 
pooled together and sold as a tradable security, a procedure called securiti-
zation. In addition, banks have increasingly made a number of large loans 
to support corporate restructurings, loans of amounts so large that holding 
the entire loan would have exceeded the risk tolerances of even the biggest 
U.S. banks. Besides these market developments, the key regulatory change 
promoting loan sales has been the implementation and progressive tighten-
ing of capital standards since the early 1980s. In turn, many banks have 
had to shrink their asset bases or increase their capital or both. 

Bank supervisors generally see loan sales as an acceptable method by 
which banks can reduce their total risk exposure to better match their exist-
ing capital levels. However, the implementation of a loan sales program 
can raise a number of potential supervisory questions related to a bank 's 
risk. For example, supervisors may be concerned that banks will sell their 
highest-quality assets and retain their weakest, with the result that the de-
cline in risk exposure will be less than proportionate to the decline in assets 
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(see Stuart I. Greenbaum and Anjan V. Thakor 1987). 
Supervisors also may anticipate that banks will be-
come too reliant on loan sales as a source of funding. 

This study focuses on one particular source of con-
cern to regulators—that a bank will not t ransfer all 
risk of loss when it sells a loan. This retained risk is 
known as recourse risk. Regulators fear that a bank 
will apparently reduce its capital needs by selling a 
loan while in fact these needs would be unchanged be-
cause the bank has provided the buyer full recourse 
should any problems emerge with the loan. Perhaps 
the greatest concern is that, although the sales contract 
will explicitly disavow any recourse, the seller will 
never theless provide it to maintain the inst i tut ion 's 
reputation in financial markets. Such provision of im-
plicit recourse troubles regulators because it impedes 
accurately estimating the selling banks ' risk. 

Most loan sales are in fact made without explicit 
recourse for the full amount of the credit losses be-
cause otherwise regulators would refuse to recognize 
these transactions as sales for regulatory accounting 
purposes . Recourse remains an issue, however , be-
cause, according to theory, sellers will provide the 
maximum recourse permitted in order to receive the 
highest selling price. 

There is clearly a direct increase in risk when re-
course is provided. However, this risk is offset some-
what as loan sales with recourse generate incentives 
for a bank to acquire lower-risk assets to sell and to 
hold in its por t fo l io . Exis t ing empir ica l ev idence , 
which sugges t s that these indirect risk r educ t ions 
would approximate the direct increase in risk result-
ing f rom selling loans with recourse, raises the ques-
t ion of whe the r the current approach of inc luding 
loan sales with recourse in risk-based capital regula-
tions is appropriate. The analysis below suggests that 
accuracy of treatment hinges on the extent to which 
the capital regulations capture the indirect effects of 
recourse sales. If none of the indirect reductions are 
cap tu red , then inc lud ing loan sales with r ecourse 
may be inappropriate. However, if the capital regula-
tions fully capture the indirect influences so that an 
accurate picture results, it is desirable to include the 
asset sales in the capital regulations so that the direct 
inc rease in r isk is taken into accoun t . This s tudy 
found that current r isk-based capital s tandards are 
likely to capture the risk reduct ions only partially. 
The current t reatment of loans sales with recourse, 
which includes them in capital requi rements , may 
therefore be just if ied as providing at least some de-
gree of protection to the Federal Deposit Insurance 
Corporation (FDIC). 

This s tudy also cons ide r s addi t iona l regula tory 
concerns raised by recourse risk, including account-
ing issues and limits on loans to a single borrower. 
Following a review of reasons for which banks sell 
loans and a discussion of the implications of recourse 
for bank risk, the article examines regulatory prob-
lems posed by recourse risk. The analysis suggests 
that no single answer satisfies questions about the ap-
propriate regulatory treatment of recourse risk. The 
regulations are structured to accomplish a variety of 
goals, and their complexity precludes a simple solu-
tion. However, most of the problems associated with 
recourse risk can be satisfactorily resolved in ways 
that achieve the various regulations' goals. 

Why Banks Sell Loans 

Analysts frequently point to deposit insurance sub-
sidies and capi ta l regula t ions to j u s t i fy bank loan 
sales. However, there are a number of other reasons a 
bank might want to sell its loans. This section reviews 
a variety of possible motivations. 

Limitations on Bank Branching. The U.S. bank-
ing system has long been f ragmented by state and 
f ede ra l l aws that res t r ic t in t ras ta te and in te rs ta te 
branching. Because this fragmentation has limited the 
size of individual banks, many institutions find them-
selves in the position of having opportunities to origi-
nate loans that would exceed the amount they can 
retain on their balance sheet given their own prudence 
and regulatory requirements that banks diversify their 
lending across customers.1 Banks do not want to deny 
loans to good customers, however, so small banks in 
particular have sold part of the loans (a process called 
using overlines) to their larger correspondent banks. 
The current legal restrictions also encourage banks to 
buy loans as a way of diversifying their loan portfo-
lios outside their geographic markets. 

The fragmentation of the U.S. banking system also 
has affected banks' ability to obtain deposits at below-
market rates. The situation that has resulted is an op-
portune environment for large banks to sell loans to 
smal le r banks , accord ing to George G. Pennacch i 
(1988). Pennacchi suggests that smaller banks ' lower 
average cost of funds combines with large banks ' su-
perior access to loans (arising from their presence in 
international financial centers) to create loan sales op-
portunities. These opportunities are limited, however, 
Pennacchi notes, because of a "moral-hazard" prob-
lem with loan monitoring. The moral-hazard problem 
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is that the originating bank has less of an incentive to 
monitor those loans it sells because it has less to lose 
if the loans default, in turn, the price the purchaser is 
wil l ing to pay fo r the loans is reduced . Pennacch i 
contends that one way to reduce the moral -hazard 
problem is for the selling banks to provide recourse 
on their loan sales. 

Although branching law restriction seems to explain 
the increase in loan sales, the fact that the trend is to-
ward relaxing the intrastate branching restrictions raises 
questions.2 These changes in state laws have reduced 
the pressure on banks to sell loans as a means of in-
creasing diversification and obtaining lower-cost fund-
ing of loans. However, loan-origination opportunities at 
money center banks—especially loans for corporate re-
structuring—have increased. This avenue, combined 
with continuing legal and financial limitations on mon-
ey center branching, may have created strong incentives 
for loan sales from large to small banks. 

Reserve Requirements. Christine Pavel and David 
Phillis (1987) suggest that reserve requirements—the 
percentage of deposi t s banking inst i tut ions are re-
quired to hold on reserve with the Fed—raise banks ' 
costs of funds and encourage loan sales. Al though 
their assessment may have been accurate in the late 
1980s, recent changes should reduce the importance 
of reserve requirements in the future. Reserve require-
ments on nonpersonal time deposits and Eurocurrency 
liabilities were eliminated on January 17, 1991. The 
only remaining ones are on transactions accounts, and, 
because of transactions accounts ' low interest elastici-
ty, banks do not rely on them to fund marginal loans. 

Securitization as a Superior Technology. Lowell 
L. Bryan (1988) and James A. Rosenthal and Juan M. 
O c a m p o (1988a) argue that securi t ized loans are a 
more efficient way of garnering earnings than loans 
that a bank originates and holds on its balance sheet. 
Secur i t iza t ion can a l low banks not only to reduce 
risks through diversification but also to reduce inter-
est rate risk and to add reviewers, credit guarantors, 
and poolers to the original analysis of the loan. The 
net result, these authors argue, is that the cost of a se-
curitized loan is, in general, significantly less than a 
loan retained on a bank's balance sheet. 

George G. Benston (forthcoming) agrees that secu-
ritization has some advantages but argues that Bryan 
(1988) and Rosenthal and Ocampo (1988a) overstate 
the case. Securitization can provide opportunities for 
greater asset diversification and interest rate risk re-
duction. However, securitization involves costly addi-
tional review of loans, and Benston points out that the 
gain in credit quality may not offset the extra costs. 

Benston also notes that securitization is unavoid-
ably subject to costs arising f rom adverse-selection 
and moral-hazard risk. In particular, he singles out the 
risk that the originating bank will sell loans of lower 
quality than the information supplied would lead the 
buyer to expect. Such problems have the potential to 
cause a total breakdown in the loan-sales market (in a 
manner similar to that observed in the used-car mar-
ket by George A. Akerlof 1970). Buyers will demand 
a discount in the selling price of the assets to compen-
sate for the risk that loans will be of lower quality 
than promised. This reaction would prompt sellers of 
the highest-quality assets to withdraw, in turn leading 
buyers to demand an even larger discount. The ulti-
mate result could be that the only loans that can be 
sold are the highest-risk ones. 

A d v e r s e - s e l e c t i o n and m o r a l - h a z a r d p r o b l e m s 
are likely to be small when the or iginator and the 
purchaser have substantially the same amount of in-
formation about the borrower. For example, securitiza-
tion has been proved viable for standardized consumer 
loans, such as home mortgages and credit-card receiv-
ables , because the de fau l t charac te r i s t i c s of large 
pools of specific types of consumer loans are fairly 
well known. However, securitization has not worked 
for smal l bus iness loans because eva lua t ing these 
loans depends on information available to the origi-
nating banks but not to a loan's purchaser. 

The problems of adverse selection and moral haz-
ard can be substantially reduced if the seller provides 
recourse. Bryan (1988, 88-89) suggests that the seller 
provide recourse for losses up to two or three times 
the normal credit losses for the type of loan being 
sold.3 The problem with this approach, according to 
Benston, is that it largely nullifies gains f rom selling 
the loans, except in the case of catastrophic losses. 
The seller loses most of the benefi ts of diversifica-
tion, and regulators will not reduce a bank 's capital 
requirements. 

Differences in Risk Aversion and Underinvest-
ment. Lawrence M. Benveniste and Allen N. Berger 
(1987) and Chris topher James (1988) provide more 
sophisticated versions of the argument that loan sales 
may reduce a bank's cost of funding. Benveniste and 
Berger 's analysis is based on the assumption that in-
vestors have varying degrees of risk aversion.4 If this 
assumption holds, funding a group of risky assets with 
a single class of liabilities is suboptimal. A bank can 
reduce its cost of funding by issuing low-risk securities 
to investors with high degrees of risk aversion and 
high-risk securities to those more tolerant of risk. Ben-
veniste and Berger show that loans sold with recourse 
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can provide a way of issuing low-risk securit ies to 
risk-averse investors and that uninsured liabilities can 
be obtained f rom investors with less risk aversion in 
order to fund marginal changes in those assets remain-
ing on the bank's balance sheet. 

James ' s (1988) analysis of loan sales with recourse 
is based on prior studies by Stewart C. Myers (1977) 
and René M. Stulz and Herb Johnson (1985). Myers 
suggests that the presence of risky debt may lead a 
firm to underinvest (in the sense that it may refuse to 
invest in a positive net-present-value project) because 
debtholders ' gains f r o m risk reduction may exceed 
those f rom undertaking the project. Stulz and Johnson 
show that collateralized debt may counteract the in-
centive to underinvest by allowing the f irm to sell a 
portion of the cash f lows associated with the new pro-
ject. More of the risk-reduction benefits are captured 
by the equityholders because collateralizing the debt 
reduces the interest rate required by the new bond-
holders . James notes that loans sold subject to re-
course agreements have cash flow properties similar 
to those of collateralized bonds and, hence, also tend 
to reduce the incentive to underinvest. 

Capital Costs. Rosenthal and Ocampo (1988b) al-
so suggest that funding a loan on the originator's bal-
ance shee t m a y be m o r e cos t ly b e c a u s e do ing so 
involves higher capital costs. These authors compare 
the direct costs of securitizing an asset with the costs 
of holding it on the balance sheet. However, Benston 
(forthcoming) notes a significant f law in their argu-
ment: namely, that they recognize an equity capital 
cost if the loan is funded on the balance sheet, but they 
do not recognize any capital cost to the originator if 
the loan is securitized, even though the originator pro-
vides l imited recourse . Thus , their analys is under-
states the capital cost of securitization by ignoring the 
effect of recourse risk on the existing debt- and equity-
holders of the originator. 

Although the Rosenthal and Ocampo argument on 
capital costs is f lawed, more sophisticated arguments 
also suggest that capital regulations encourage loan 
sales. Current regulations rely on a combination of a 
risk-based capital standard and a leverage standard. 
The risk-based standards incorporate the credit risk of 
on- and off-balance-sheet items, whereas the leverage 
standards set a minimum tier one capital-to-total-asset 
ratio.5 The risk-based guidelines and the leverage stan-
dards are defined in book-value rather than market-
value terms. 

Banks that find capital regulations binding can raise 
their capital ratios in three ways. They can (1) sell as-
sets having market values in excess of book values to 

increase book capital, (2) reduce assets, or (3) issue 
new capital. Mark J. Flannery (1989) notes that regu-
lators can force banks to recognize asset-value losses 
based on increased credit risk. However, historic cost 
accounting does not permit recognition of increases in 
the value of assets retained on a bank's books. Flan-
nery suggests that banks may use securitization to cap-
ture gains in the value of existing bank assets. Such 
sales would boost the seller's regulatory capital ratios 
even if the bank did not use securitization to shrink its 
asset base because the gains would cause an increase 
in accounting capital that would otherwise go unrec-
ognized in bank financial statements. 

Banks that cannot meet regulatory requi rements 
via gains f rom asset sales must either reduce assets or 
issue new capital. Loan sales provide a way of reduc-
ing assets at a cost that may be below that of issuing 
new capital for several reasons. First, capital require-
ments unambiguously increase costs to the extent that 
they reduce the FDIC subsidy. David H. Pyle (1985) 
suggests that all noncapital liabilities are insured for 
banks most likely to be engaged in off-balance-sheet 
activities. Thus, increasing the volume of loans sold 
with recourse would increase the value of the FDIC 
subsidy, whereas increasing capital would decrease 
the subsidy.6 Existing regulations prevent sales with 
explicit recourse f rom reducing a bank ' s capital re-
quirements, but banks may sell assets while retaining 
substantial risk by supplying some indirect form of 
credit backing or by providing verbal assurances that 
the seller will repurchase the loan if problems arise. 

Second, capital regulations that set minimum equity-
capital requirements may increase banks ' taxes and 
raise the cost of obtaining additional capital.7 Recent 
empirical ev idence f rom Jeff rey K. MacKie-Mason 
(1990) for nonfinancial corporations and f rom Myron 
S. Scholes, G. Peter Wilson, and Mark A. Wolfson 
(1990) suggests that corporate income taxes play an 
important role in f i rms ' financial decisions. 

Third, common stock issues have generally been 
associated with price declines for the issuing f i rms ' 
common stock when new issues are announced. Al-
though regulations do not explicitly mandate new is-
sues of common equity, their structure suggests that a 
significant part of any new capital should ultimately 
be obtained through a common stock issue. During 
the 1980s banks responded by sharply increasing their 
issuance of all types of capital instruments, including 
common stock.8 

Larry D. Wall and Pamela P. Peterson (1991) an-
a lyzed s tock marke t r e sponses to b a n k i n g f i r m s ' 
announcements of new security issues and found evi-
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dence that such announcements cause signif icantly 
negative abnormal returns. After conducting several 
tests they concluded that the hypothesis that best ex-
plains their results is the securities-overvaluation hy-
pothesis of Myers and Nicholas S. Maj lu f (1984) . 
This hypothesis suggests that a f i rm 's managers try 
to maximize the value of the existing common share-
holders ' claims. If the f i rm must issue new securi-
ties, it issues those that are most overvalued (or least 
u n d e r v a l u e d ) by the f i n a n c i a l ma rke t s . F inanc ia l 
markets recognize this incentive and interpret new 
co 'mmon s tock i ssues as a s ign that m a n a g e m e n t 
thinks that the residual claims on the f i rm's cash flow 
are overvalued and therefore reduces the f i rm's com-
mon stock value. If Myers and Ma j lu f ' s hypothesis is 
correct, the dynamics they describe may lead banks to 
reduce their assets instead of selling additional com-
mon stock. 

Although capital regulations may have encouraged 
banks to engage in loan sales, the regulations as writ-
ten do not permit a reduction in capital requirements 
for loans sold subject to recourse. The instructions for 
bank call reports require that loan sales should not be 
excluded from the balance sheet if the loans are "sold 
in transactions in which risk of loss or obligation for 
payment of principal or interest is retained by, or may 
fall back upon, the seller." Exceptions are granted for 
sale of loans in the Government National Mortgage 
Association, Federal National Mortgage Association, 
and Federal Home Loan Mortgage Corporation. Spe-
cial treatment is also provided to private certificates 
of participation in pools of residential mortgages, ac-
cord ing to T h o m a s R. B o e m i o and Gera ld A. Ed-
wards, Jr. (1989). Boemio and Edwards also note that 
banks have been allowed to sell loans that did not in-
volve recourse to the selling bank but did provide re-
course to a special pool funded by excess payments 
from the underlying asset pool. 

Empirical Evidence. The various theoretical stud-
ies of loan sales provide a wide variety of explana-
tions about why banks sell loans. The theories are not 
mutually exclusive. The issue of which ones have a 
significant explanatory power is an empirical question 
on which there is limited evidence. 

In one significant study Pavel and Phillis (1987) 
e x a m i n e loan sa les r epor ted by 13 ,763 b a n k s fo r 
1983, 1984, and 1985. The data are obtained f rom the 
Reports of Condition and Reports of Income filed by 
the banks with federal regulators. According to Pavel 
and Phillis these reports exclude loans sold with re-
course "or with the reporting bank's endorsement or 
guaran tee . " T h e results , which are consis tent wi th 

theory, suggest that banks with less diversified loan 
portfolios are more likely to sell loans than f irms with 
highly diversif ied portfol ios . Their study also f inds 
that large banks sell a greater dollar value of loans, 
which suggests that most loan sales do not involve 
small banks sel l ing loans to thei r co r r e sponden t s . 
Banks that are more efficient loan generators (those 
having low ratios of noninterest expense to the sum of 
loans retained and loans sold) are more likely to sell 
loans. Pavel and Phillis 's results also suggest that reg-
ulatory " taxes" in the form of reserve requirements 
and capital regulations encourage loan sales. 

Implications of Recourse for Bank Risk 

One view of recourse sales that is separate f rom 
the issue of capital requirements is that allowing such 
sales would permit banks to evade regulatory capital 
controls and thereby to increase FDIC subsidies.9 As 
regards the question of whether recourse risk should 
continue to be included in the calculation of capital 
requirements, if a large fraction of loan sales is moti-
vated by wanting to increase the FDIC subsidy, the 
impl ica t ion is that bank capital regula t ions should 
continue to include it. However, if providing recourse 
is not intended to exploit the FDIC and the combined 
direct and indirect consequences of recourse do not in 
fact increase bank risk, then the appropriateness of in-
cluding loans sold with recourse in a bank 's capital 
requirements needs further consideration. 

The argument that loan sales with recourse could 
be used to increase an FDIC subsidy for bank risk 
taking is straightforward: if loans sold with recourse 
are not included in the capital requirements , banks 
have a mechanism for taking on additional risk with-
out having to provide a commensu ra t e increase in 
their capital level. 

The counterargument to the FDIC exploitation hy-
pothesis is that the indirect impact of loan sales will 
substantially offset the direct increase in risk due to 
recourse. One indirect offset can be seen in James 's 
(1988) model of loan sales. To the extent that banks 
are selling low-risk loans that they would not other-
wise have acquired, the direct increase in risk may be 
minimal. 

A second indirect effect is that recourse sales tend to 
increase private-sector discipline of bank risk taking. 
Although Pyle (1985) has argued that all noncapital li-
abilities have been protected at large banks, such pro-
tec t ion is not g ran ted by law and d e p e n d s on the 
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FDIC ' s policies at the t ime a bank fails. Moreover, 
since Pyle made his comments in 1985 the FDIC has 
exposed nondeposit liabilityholders at large banks to 
losses. Thus, purchasers of loans with recourse provi-
sions probably are taking more risks than depositors 
with funds in excess of $100,000 in an account . In 
valuing the recourse agreement, purchasers will dis-
count it according to the selling bank's risk of failure 
unless they know with certainty that the FDIC will 
p ro tec t all n o n d e p o s i t c red i tors . 1 0 T h u s , a l t hough 
banks may be tempted to use loan sales with recourse 
as a mechanism for increasing FDIC subsidies, this 
temptat ion will be partially offset by knowing that 
prices attached to loan sales are an inverse function of 
the bank's condit ion." 

James (1988) provides indirect empirical evidence 
on what the effect of loans sales with recourse would 
be if recourse were not a factor in capital regulations. 
He uses r eg re s s ion ana ly s i s to test the impac t of 
banks' standby letters of credit (SLCs) on their certifi-
cate of deposit (CD) rates as an indicator of perceived 
credit risk, a safer bank being able to attract funds to 
CDs at lower rates.12 An SLC is a bank's promise to 
pay a third party in the event that a customer fails to 
repay a loan or defaul t s on some other obl igat ion. 
SLCs that back loans create the same credit risk that 
would have occurred had the bank originated the loans 
for its own balance sheet and then sold them with full 
recourse. Thus, while data on actual loan sales with re-
c o u r s e a re l i m i t e d , a n a l y s i s of S L C s p r o v i d e s a 
method of analyzing the effect of loan sales with full 
recourse. If sell ing loans with recourse increases a 
bank's risk, a statistically significant positive coeffi-
cient on S L C s wou ld be expec ted , indica t ing that 
banks with higher levels of SLCs (which are similar, 
in effect , to providing recourse) must pay more on 
their CDs to compensate CD holders for the greater 
risk. James finds that some risk variables, such as the 
banks' capital level, have significant coefficients with 
the correct sign, indicating that these factors are corre-
lated directly or inversely, as expected with higher CD 
rates; however, the coefficient on SLCs has the wrong 
sign (a higher vo lume of SLCs was associated with 
lower C D rates). Furthermore, this coefficient is statis-
tically ins ignif icant . This result sugges ts that loan 
sales with recourse are likely to have no significant 
impact on the seller 's risk exposure. 

G.D. Koppenhaver and Roger D. Stover (1991a) 
modeled the relat ionship be tween bank capital and 
SLC issuance as a simultaneous-equations problem in 
which changes in capital influence SLC issuance and 
vice versa. Using Granger causality tests (in which 

causality is inferred when one variable is correlated 
with another at an earlier period but the converse does 
not hold) they found a positive relationship between 
current SLC issuance and lagged capital but a negative 
relationship between current capital and lagged SLC 
issuance. They found a similar relationship between 
contemporaneous values of the two variables in a two-
stage least squares regression model. In further work 
Koppenhaver and Stover (1991b) added contempora-
neous measures of capital and SLC issuance to the 
Granger causality tests. They found that the contem-
poraneous relationship between the two variables was 
s i gn i f i c an t l y pos i t i ve but that the r e l a t i o n s h i p to 
lagged values was ins ignif icant . They suggest that 
banks were allocating capital to SLC issuance before 
risk-based standards were imposed and that the risk-
based guidelines could cause a decrease in issuance of 
SLCs and the market discipline that arises from them. 

/Regulatory Treatment of Risk 

The provision of recourse on loan sales can influ-
ence a bank 's market value and net income through 
its impact on credi t , interest rate, and fore ign ex-
change rate risk. (The implicat ions of recourse fo r 
banks ' liquidity are discussed in the box.) The analy-
sis below considers the way in which these risks are 
and should be regulated. The discussion begins with a 
conceptual review of how recourse risk would be ana-
lyzed in a comprehensive system if there were com-
ple te i n f o r m a t i o n a b o u t the d i s t r i bu t ion of bank 
returns. Unfortunately, the data required for the per-
fect r i sk-measurement system are not available, so 
regula tors have been required to address d i f fe ren t 
risks piecemeal . Thus , the chal lenge facing regula-
tors is f inding ways to incorporate recourse risk into 
existing and future risk-analysis systems. The consid-
eration of this problem first examines means of incor-
pora t ing recourse risk into the two m a j o r tools of 
credit-risk measurement and control: risk-based capi-
tal regulation and limits on loans to a single borrower. 
Following is an analysis of ways the interest rate and 
foreign exchange rate risk could be incorporated into 
the r isk-based capital guidel ines . The section con-
cludes with a review of possible responses to banks ' 
attempts to frustrate the regulatory goals by providing 
implicit rather than explicit recourse. 

Exis t ing A p p r o a c h to R e g u l a t i n g Bank Risk 
Taking. The appropriate regulatory treatment of loans 
sold with recourse depends on the goals of regulation. 
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Liquidity Risk 

A bank is subject to l iquidity risk when it sells loans 
with recourse in that it mus t f ind f u n d s to r epurchase the 
loans if the recourse provis ion is invoked . Howeve r , an 
even m o r e s igni f icant f o r m of l iquidi ty r isk arises if a 
bank sells loans for less than the desired maturi ty of the 
bor rower and the loan-sales marke t r e fuses to purchase 
the loan w h e n it is r enewed or "rol led o v e r " — a s , for ex-
ample , when a bank persuades a c o m m e r c i a l bor rower 
that wan t s two-year fund ing to accept four consecu t ive 
s ix-month loans in order to a c c o m m o d a t e the needs of 
the l o a n ' s u l t imate purchaser . Ano the r e x a m p l e of this 
s i tua t ion i n v o l v e s a b a n k ' s a g r e e m e n t to b e g i n ea r ly 
payment of the principal on securi t ized credit card loans 
if credit losses on the card por t fo l io exceed s o m e pre-
specif ied level . 

T h e p r o b l e m ar ises in these e x a m p l e s not b e c a u s e 
of the loan sale per se. T h e bank cou ld r e f u s e to roll 
ove r the co rpo ra t e loan or cou ld cut its c redi t card l ines 
as it passes th rough the loan r e p a y m e n t s . H o w e v e r , the 
bank m a y be unwi l l i ng to r e f u s e n e w loans to its cus -
t o m e r s , pa r t i cu l a r ly if t he se a re l o n g - t i m e c u s t o m e r s 
w h o d o o t h e r t y p e s of p r o f i t a b l e b u s i n e s s w i t h t h e 
bank . 

A bank that rolls over loans it cannot sell in the loan-
sales and securi t ized-credi t marke t s is exposed to credit 
r isk if the qual i ty of the bor rowers has deter iorated. T h e 
bank is also subject to the risk that it will be unable to 
f u n d addit ional loans without an unacceptab le deter iora-
tion in its l iquidity. O n e regula tory al ternat ive for deal-
i n g w i t h t h i s p r o b l e m w o u l d b e to i n c l u d e in t h e 
r isk-based capital r equ i rements any loan sales in which 
the b o r r o w e r ' s desi red matur i ty exceeds that of the loan 
sa les con t rac t . T h i s app roach m a y s ign i f i can t ly a f f e c t 

Two important objectives are protecting the real, or 
nonfinancial , portion of the economy f rom shocks to 
the financial sector and minimizing the FDIC's loss-
es. Bank regulators also generally seek to avoid influ-
encing the type and structure of bank loans as much 
as is possible in line with the first two goals.13 Often 
the three goals are not compat ib le , and regula tors 
must trade off greater progress toward one at the ex-
pense of another. 

If regulators knew the true probability distribution 
of a bank's future total returns given its existing port-
fol io, they could easi ly speci fy a m in imum capital 
level that would set a maximum on the probability of 
bankruptcy or expected FDIC losses arising f rom the 
bank 's failure. Having three different goals in mind 
would complicate the problem somewhat, but, if reg-
ulators both knew the true distribution of total returns 

the l o a n - s a l e s m a r k e t by p r e v e n t i n g t r a n s a c t i o n s — a s 
w h e n a bank cuts its lending to a bor rower if it canno t 
sell the loan. Ano the r d i f f icu l ty with such regula t ion is 
that regulators f requent ly would not k n o w the bo r row-
e r s ' desi red loan maturi ty . 

A l t e rna t ive ly , r egu la to r s cou ld a d d r e s s t he se prob-
l e m s by e s t a b l i s h i n g p r o c e d u r e s tha t w o u l d p r e v e n t 
b a n k s f r o m m a k i n g rep lacement loans to cove r matur -
ing loans they have sold if the latter have s ign i f ican t ly 
increased the b a n k ' s credi t r isk or have reduced l iquidi-
ty. For e x a m p l e , the regula tors could use ex pos t m o n i -
tor ing for b a n k s that exceed m i n i m u m safe ty s tandards 
and are not f u n d i n g a mater ia l amoun t of new loans to 
rep lace loan sales . In all o the r cases b a n k s could be re-
q u i r e d t o o b t a i n p r i o r r e g u l a t o r y a p p r o v a l f o r n e w 
loans . T h e key to m a k i n g this a l ternat ive work is that 
regu la tors would have to be p repared to en fo rce safe ty 
s tandards regard less of consequences for the bank and 
its bor rower . Str ict , ac ross - the-board e n f o r c e m e n t may 
appea r to be subopt imal in s o m e individual cases . H o w -
ever , a c a s e - b y - c a s e app roach wou ld invi te a b u s e s in 
the fo rm of b a n k s sel l ing shor t - te rm loans wi th the ex-
pecta t ion that regula tors wou ld a l low them to f u n d new 
loans if those could not be resold . M o r e o v e r , if regula-
tors re ta in credibi l i ty in their e n f o r c e m e n t the n u m b e r 
of ca se s r equ i r ing ac t ion shou ld b e smal l . It is l ikely 
that b a n k s and their bo r rower s wou ld qu ick ly learn that 
the b o r r o w e r s ' abili ty to obta in con t inu ing f u n d i n g a f te r 
thei r loans a re sold d e p e n d s on the s ta te of the loan-
sales marke t . W h e n b a n k s want to control fu tu re f u n d -
ing dec i s ions they do not sell loans , and bank bo r rower s 
will not pe rmi t loan sales that create a s igni f icant r isk 
that ear ly loan r epaymen t will be requi red . 

and could specify their trade-off function between the 
three goals, the problem could in fact be solved. Risk 
a s s o c i a t e d wi th se l l ing loans s u b j e c t to r ecou r se 
would only indirectly enter the problem through its 
effect on the distribution of total returns. 

The problem in regulating recourse risk is that in 
reality the true distribution of a bank 's future returns 
is not known. The historic return pattern for a limited 
set of assets can be determined most commonly by 
estimating the variances of returns associated with in-
dividual assets and the covariances of returns among 
assets. However , historic variances and covar iances 
may not be very accurate predictors of future values. 
Moreover , the use of historic values as proxies fo r 
expected future values is especially problematic when 
banks know more about the distribution of future as-
set re turns than the regulators do (a condi t ion that 
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should generally hold if a bank is competently man-
aged). Banks can deliberately avoid the intent of reg-
u l a t i on by o v e r i n v e s t i n g in a s se t s f o r w h i c h the 
historic data underestimate risk and underinvesting in 
assets for which the data overestimate the risk. 

In practice regulators split the types of risk into 
categories, such as credit risk, interest rate risk, and 
foreign exchange risk. They then proceed to simplify 
their analysis of the d i f ferent categories . Al though 
this approach makes the analys is easier, it ignores 
correlations among different types of risks. 

Risk-based capital standards take into account only 
the credit risk associated with an individual asset and 
ignore the correlation of credit losses among assets. 
Only in a crude fashion do bank regulations take cor-
relat ions into accoun t—by establ ishing that a bank 
may not lend more than 15 percent of its capital to 
any single borrower or group of related borrowers. 
Moreover , these standards use broad categories fo r 
c l a s s i f y i n g asse t s . F o r e x a m p l e , all n o n m o r t g a g e 
loans to private individuals and corporations carry the 
same risk weighting under the standards. 

Regula tors moni tor interest rate and fore ign ex-
change rate risk as well as a bank's liquidity. These 
risks are not explicitly captured by either capital stan-
dard but are included in a rough manner in the lever-
age standard. For example, the total leverage standard 
is a control for interest rate risk in that it would re-
quire a min imum capital level of a bank that invested 
solely in Treasury securities (which require no capital 
under the r isk-based standards) but which could be 
taking significant interest rate risk. 

Risk-Based Capital Guidelines. One concern re-
garding the current regulatory treatment of loan sales 
with recourse is raised by theoretical and empirical 
evidence suggesting that the combined direct and in-
direct risk changes would not necessarily materially 
increase the bank 's total risk exposure. Another con-
cern is that fo rc ing banks to carry the ent i re loan 
amount on their books, even though their maximum 
loss may be a fraction of that amount, could create in-
consistencies with other risk-based capital standards. 

Measuring the Impact of Recourse on Banks' Total 
Risk. One way in which loans could be sold with re-
c o u r s e wi thou t i nc reas ing a b a n k ' s r isk e x p o s u r e 
would be for the loans to be of such low risk that the 
bank would not o therwise have made the loans, as 
sugges ted by James (1988) . In this case the small 
amount of credit risk could be more than offset by the 
profitabili ty the loans contribute through the reduc-
tion in the bank's risk of failure. The risk-based capi-
tal standards are unlikely to capture this risk reduction 

fully because of the broadness of the asset risk cate-
gories. However , even if J ames ' s model explains a 
substantial port ion of bank loan sales, the case for 
lower ing the risk weight ing on loans sold with re-
course is weak. Other models of loan sales imply that a 
bank may sell loans with recourse to increase its risk 
exposure. Unfortunately, in view of the fact that all 
pr ivate-sector , nonmor tgage loans are given equal 
w e i g h t u n d e r the r i s k - b a s e d s t a n d a r d s , l o w - r i s k 
private-sector loan sales cannot be distinguished f rom 
high-risk loan sales in a manner consistent with other 
s tandards . 1 4 Moreover , many low-risk loans that a 
bank may choose to sell with recourse may also be 
profi table to make and sell without recourse. If so, 
regulations that discourage selling loans with recourse 
may not significantly reduce the volume of loan sales. 

A second way for banks to sell with recourse while 
not increasing their risk of failure would be to make 
of fse t t ing ad jus tmen t s in their other ba lance-shee t 
and off-balance-sheet items. That is, the FDIC risk-
subsidy increase because of recourse sales is at least 
par t ia l ly of fse t by loans ' lower sel l ing pr ices if a 
bank becomes riskier. A bank could offset any higher 
risk due to recourse by reducing the variability of re-
turns in the rest of its portfol io or by increasing its 
capital level. Risk-based capital guidelines are likely 
to capture at least partially the reductions in the vari-
ability of returns from the rest of the bank's portfolio, 
particularly given that the risk-based standards have 
built in an incentive for banks to reduce risk in ways 
the regulations can capture. For example, a bank that 
increases its holdings of Treasury securities and re-
duces its holdings of commercial loans as part of its 
decision to sell loans with recourse would experience 
a decrease in its risk-based capital requirements. 

The risk-based standards would not pick up all re-
ductions in variability, however, because some could 
grow out of portfolio changes involving shifts in as-
sets within the same risk-weighting category. For in-
stance, a bank ' s capital requirements would not be 
lowered if it increased its loans to AAA-rated corpo-
rations while decreasing its holdings of loans to high-
ly l eve raged t r ansac t ions . (This type of po r t fo l i o 
change is not easily incorporated in the weighting of 
loan sales with recourse , though. ) Regula tors a lso 
could not attribute shifts within asset risk categories 
to loan sales with recourse. Moreover, it would not be 
fair to recognize shifts in portfolio risk for banks that 
sell loans with recourse without doing the same for 
banks that do not sell loans. Because of these condi-
tions, a good case can be made for not amending the 
risk-based standards to take into account the potential 
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for banks that sell loans with recourse to reduce their 
remaining portfolio 's risk. 

A bank may also increase its capital level to offset 
the increased risk due to recourse. Because risk-based 
guidel ines already fu l ly capture changes in capital 
levels, there is no need to change the guidelines to re-
flect higher capital levels resulting f rom sale of loans 
with recourse. 

A third argument in favor of treating loan sales 
wi th r e c o u r s e d i f f e r e n t l y f r o m loans kep t on the 
books is that loans sold with recourse should reduce 
the FDIC payout if a bank were to fail. That is, if the 
bank fa i l s and the loan buyers try to exe rc i se re -
course , they will b e c o m e genera l c red i to rs of the 
failed bank and share the losses proportionately with 
other uninsured creditors, including the FDIC. The 
strengths of this argument depend on placing greater 
impor t ance on l imi t ing the F D I C ' s losses when a 
bank fails than on prevent ing bank fai lures. If pre-
venting failures is the dominant concern, the smaller 
losses to the FDIC may not seem an important benefit 
of loan sales with recourse. If protecting the FDIC is 
the principal goal, the risk sharing may be important. 
However , for the standards to be consistent, adjust-
ments to the capital standards would be necessary for 
all credit-risky off-balance-sheet i tems because th$y 
all involve some risk sharing. If capital standards are 
to be reduced when a private party shares the risk of 
fai lure with the FDIC, perhaps the r isk-based stan-
dards should be modified to include all nondeposit li-
abilities as a (secondary) element of capital.1"1 

Selling loans with recourse generates more direct 
risk than selling without recourse, but, as pointed out 
earlier, indirect offsets may render the total change in 
risk insignificant. However, the empirical f inding that 
recourse has no material impact on a bank 's total risk 
does not necessarily imply that risk-based standards 
should give loan sales with recourse a lower weight. 
Capital standards may already incorporate some risk 
reduction indirectly resulting f rom recourse sales, and 
measur ing the uncaptured risk reduct ion would be 
difficult, if not impossible. 

One could argue that loan sales may improve the 
banking sys tem's ef f ic iency and that pr ivate-sector 
discipline would limit a bank's risk taken on through 
sales with recourse . For example , Jayant R. Kale , 
Thomas H. Noe, and Stephen G. Timme (1990) found 
that initial bank announcements of plans to securitize 
loans generated positive abnormal returns for the sell-
ing banks ' shareholders. Moreover, the current struc-
ture of risk-based capital standards does not permit an 
accurate accounting for the ful l impact on a bank 's 

risk of loans sold wi th r ecour se , so the s t andards 
would inevitably be biased either for or against loan 
sales wi th recourse . T h e r e f o r e , to e n c o u r a g e loan 
sales the best approach would be to establish a lower 
weight on loan sales with recourse than on loans held 
in a bank's portfolio. 

Evidence regarding the results of biasing standards 
in f avor of loan sales p inpo in t s several p rob lems . 
First, there is little solid empirical evidence that loan 
sales generate economies of scope with bank's other 
activities.16 Indeed, Loretta J. Mester (1991) finds the 
opposi te—that loan sales generate d i seconomies of 

Existing capital regulations discourage 

loan sales with recourse by including the 

full value of such loans in banks' capital 

requirements. 

scope. Second, although loan sales with recourse gen-
erate some market discipl ine, theory does not give 
clear indications as to whether the additional market 
discipline would outweigh the deposit insurance sub-
sidy to bank risk taking. Third, the results of Kale, 
Noe, and T imme ' s (1990) study could be explained 
by a variety of hypotheses, not all of which imply a 
net social gain to secur i t iza t ion . For example , the 
stock market may view the loan sales as a way for 
banks to avoid an anticipated issue of new equity. In 
light of this research, keeping the current standards 
seems called for unless there is additional evidence 
that (1) the standards overestimate the net impact of 
loan sales with recourse on banks ' risk or (2) loan 
sales generate gains to society relative to loans funded 
by the originator. 

Potential Inconsistencies in the Risk-Based Stan-
dards. As alluded to above, risk-based standards con-
tain an inconsistency in the way loan sales with partial 
recourse are treated relative to loans with identical risk 
exposure held on the book. A bank that makes a loan 
sale with partial recourse is required to carry 100 per-
cent of the loan on its books if it retains a significant 
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risk of loss. For example, a bank would have to re-
tain the entire loan amount if it sells a loan with re-
course on the first 9 percent of the losses and the 
e x p e c t e d loss w a s 3 pe rcen t . H o w e v e r , the bank 
would need to include only the first 9 percent if the 
transaction were structured so that the borrower ob-
tained the same amount of funds through a subordi-
nated loan equal to 9 percent of the borrowing and a 
senior loan (a loan repaid be fo re the subord ina ted 
loans) equal to 91 percent of the borrowing and if the 
bank purchased the subordinated part without ever 
owning the senior loan. 

Unfortunately, this inconsistency is inherent in the 
r i s k - b a s e d s t a n d a r d s . Al l n o n m o r t g a g e l o a n s to 
private-sector borrowers carry the same risk weight-
ing regardless of the bor rower ' s riskiness or the se-
n io r i t y of t h e d e b t o b l i g a t i o n . T h e t h e o r e t i c a l l y 
correct approach to measuring a bank's risk accurate-
ly would be to use weightings that fully reflect the 
riskiness of each loan.17 Under this method, subordi-
nated debt to any given borrower would carry a high-
er r isk we igh t ing than senior debt f r o m the s ame 
borrower. However, this approach would not automat-
ically weight all subordinated debt more heavily than 
all senior debt because the subordinated debt of some 
borrowers is less risky than the senior debt of certain 
other borrowers . An accurate measurement sys tem 
would require evaluation of individual borrowers as 
well as of the seniority of the loan contract. Regula-
tors are reluctant to rate individual borrowers, though, 
because doing so could easily lead to politically moti-
vated credit rationing. 

Moreover, senior and subordinated debt are merely 
the two end points of a continuum of debt contracts 
having varying seniority. Any rules designed to favor 
senior debt over subordinated debt would encourage 
banks to design contracts that meet the formal require-
ments of senior debt but are, in fact, as risky as some 
junior issues by equally risky borrowers. Thus, a com-
pletely accurate risk rating system would require that 
regulators examine individual debt contracts to deter-
mine their seniority level. At this point the direct cost 
(that is, the financial cost to the regulatory system) of 
imposing comple te ly accurate r isk-based s tandards 
clearly would exceed any possible gain, and the long-
run indirect costs of such government micromanage-
ment of banks likely would be enormous. 

Regulators must choose between encouraging and 
discouraging loan sales with recourse relative to sub-
ordinated debt, assuming that some level of inconsis-
tency is unavoidable in the risk-based standards. The 
current policy takes the more conservative approach. 

Single-Borrower Lending Limit. The limit on a 
bank ' s loans to a single bor rower enforces at least 
some diversification of bank portfolios. If the recourse 
risk were ignored, loans sold with recourse could be 
used to avoid the intent of the single-borrower limits. 
Including recourse risk raises a question of how much 
of a loan sold with recourse should count against the 
limit. If the purchaser has recourse for the entire loan, 
it is clear that the entire loan should count. But what 
if the selling bank is liable for only a fraction of the 
loan—for example, 10 percent? The answer lies in the 
aim of the single-borrower lending limit, which is to 
enforce diversification by limiting a bank's maximum 
exposure to any single borrower. In this example the 
maximum exposure is 10 percent, and it fol lows that 
only 10 percent of the loan should count against its 
borrowing limit. 

Recourse for Interest Rate or Foreign Exchange 
Contingencies. Recourse agreements need not be re-
stricted to credit contingencies. Loan sales contracts 
can require the seller to repurchase assets based on 
interest rate or foreign exchange rate contingencies. 
These contingencies can be explicitly stated, or they 
can be implicit funct ions of interest or fore ign ex-
change rates, such as in contracts that make the re-
purchase cont ingent on the bor rower ' s prepayment 
pattern. T h e total leverage s tandards provide some 
controls on the m a x i m u m exposure to interest rate 
and foreign exchange rate risk by requiring a bank to 
hold some capital even if its credit risk is minimal. 
Any added interest rate or foreign exchange risk due 
to recourse could be partially captured by the lever-
age standards and thereby generate some additional 
capital requirements if the risk-based standards were 
not already binding. However, this approach to regu-
lat ing interest rate and fore ign exchange risk pro-
vides at best only a very crude measure of a bank 's 
risk exposure. 

An a l te rna t ive approach that takes greater cog-
nizance of those risks is suggested by Wall, John J. 
Pringle, and James E. McNulty (1990). They suggest 
that each bank set a maximum exposure level to inter-
est rate and foreign exchange rate risk, establish sys-
tems adequate to ensure that actual exposure does not 
exceed the internal guideline, and keep their exposure 
within their in ternal gu ide l ines . Regu la to r s would 
then create an interest rate and foreign exchange rate 
component to the risk-based capital standards and use 
banks ' internal guidelines in setting capital require-
ments. Recourse risk under this system could be treated 
like any other interest rate or foreign exchange rate 
option sold by the bank, such as the prepayment op-
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tion given to borrowers under f ixed-rate residential 
mortgage contracts. 

Implicit Recourse Arrangements. As mentioned 
earlier, one concern of regulators is that banks will 
sell loans under contracts explicitly disavowing any 
recourse but will provide verbal or implicit promises 
to repurchase the loan if problems arise. Banks may 
grant implicit recourse in order to maximize the price 
received on a loan sale. These agreements, which are 
generally honored in the interest of the seller 's reputa-
tion, increase future loan sale prices. Implicit recourse 
limits both regulatory and market discipline of bank 
risk taking. 

It is hard to m e a s u r e empi r i ca l ly the degree to 
which implicit recourse is involved in loan sales. A 
study by Gary Gorton and Pennacchi (1989) suggests 
that its use may be common enough that the selling 
bank 's rating significantly affects the rate of return 
loan buyers require. However, subsequent research by 
the same authors (1991) found that implicit recourse 
is not a significant factor in the loan-sales market for 
at least some of one bank's loan sales. Regardless of 
the s igni f icance of impl ic i t recourse to the overal l 
loan-sales market, implicit recourse could have a sig-
nificant effect on the riskiness of individual banks. 

Providing implicit recourse could be discouraged if 
regulators would take strong measures against banks 
that provide it. Banning all repurchases of loans sold 
without explicit recourse may not be necessary. Such 
a ban should in fact be avoided, if possible, to main-
tain liquidity in the loan-sales market. Rather, banks 
should not be allowed to repurchase loans that have 
exper ienced a s ignif icant decl ine in credit quali ty. 
This prohibition can be enforced after the fact for fi-
nancially strong banks that are not repurchasing a ma-
terial amoun t of loans. All other loan repurchases 
could require pr ior regulatory approval . Moreover , 
any bank discovered to have engaged in a pattern of 
providing implicit recourse on loans that have experi-
enced a significant decline in credit quality should be 
required to treat all outs tanding loan sales as sales 
with full recourse for the purposes of the risk-based 
standards and the limits on loans to a single borrower. 
While it could be costlier in some individual cases to 
enforce this policy strictly than to provide forbear-
ance, refraining f rom full enforcement of such regula-
tions would only encourage banks to sell additional 

loans with implicit recourse in the expectation that they 
will also receive forbearance if the need arises. The 
strict enforcement of limitations on implicit recourse 
would teach banks and their customers not to be par-
ties to loan sales with implicit recourse if the bank 
wishes to retain a relationship with the borrower. 

Conclusion 

In the past decade banks have s ign i f ican t ly in-
c reased their sales of loans . Theory sugges t s that 
banks would sell loans with recourse if permitted to 
do so by regulators. However, existing capital regula-
tions discourage loan sales with recourse by including 
the full value of such loans in banks ' capital require-
ments. By limiting possible solutions to moral-hazard 
and adverse-selection risks to loan purchasers, capital 
regulations probably hamper market development and 
reduce the prices banks receive for loans sold. 

This study reviews related literature and analyzes 
the impact of loan sales on banks ' riskiness. Findings 
indicate that the direct impact of loan sales is to in-
crease risk, but the direct results are at least partially 
offset by indirect effects. For example, some degree 
of market discipline would be exercised as purchasers 
of loans sold with recourse would be willing to pay 
less for weak banks ' loans sold with recourse than 
they would pay for loans sold by strong banks. More-
over, empirical evidence confirms that the net direct 
and indirect effect of loan sales with recourse is that 
risk may not be s igni f icant ly increased . Howeve r , 
risk-based capital standards may to some degree in-
corporate risk reduction resulting f rom market disci-
pline. As for the uncaptured risk reduction, there is as 
yet no evidence on whether it would exceed the direct 
increase in risk result ing f rom recourse.1 8 An addi-
tional issue is that, although there is some theoretical 
evidence about gains f rom loan sales, there is no clear 
empirical evidence that loan sales have produced any 
gains other than perhaps providing banks a way to de-
fe r new capi ta l issues . Fur ther ev idence about the 
gains f rom loan sales and about risk reduction arising 
f rom market discipline is needed before there would 
be reason to change the treatment of recourse risk un-
der risk-based capital standards. 
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Notes 

1. Regulators require that a bank 's maximum credit exposure 
to any one borrower, or group of related borrowers, not ex-
ceed 15 percent. 

2. Relaxation of interstate banking laws could increase re-
ported loan sales because loans sold to aff i l ia ted banks 
should be subject to far fewer moral-hazard problems. 

3. Loan buyers may also be protected by outside credit en-
hancements, such as guarantees purchased f rom insurance 
companies . However , outs ide credit enhancements only 
shi f t the adverse-se lec t ion and mora l -haza rd p rob lems 
f rom loan buyers to the providers of the credit enhance-
ments. 

4. Benveniste and Berger include deposit insurance in their 
formal model, but their general argument for the advantage 
of debt sales with recourse also could be made in environ-
ments without deposit insurance. 

5. Tier one capital consists of c o m m o n and perpetual pre-
ferred equity, paid-in-capital in excess of par, and retained 
earnings. 

6. Barham and Lefebvre (1990) have developed a model in 
which capital regulation is assumed to be a costly tax, and 
they have ana lyzed the op t imal con t rac t a s s u m i n g an 
asymmetr ic informat ion problem. Banks in their model 
have access to an ex ante loan-analysis technology that al-
lows them to separate "good" f rom "bad" loans but that an 
insurer of securitized loans can use to perform an ex post 
analysis of failed loans to determine their quality. Barham 
and Lefebvre suggest that the optimal contract would be 
one in which the bank forfeits its entire capital if it is found 
to have misrepresented the quality of the loan. Bank regu-
lators are unlikely to approve such draconian punishment. 

7. If true, the tax explanation for sales would be a contribut-
ing factor in all loan sales. However, taxes alone could not 
explain loan sales unless the seller of the loans were re-
quired by the regulators to hold more capital than would be 
held by the purchaser of the loans. 

8. Lehman Brothers (1990) reports that total capital issues in-
creased f rom less than $0.5 billion per year between 1976 
and 1981 to no less than $2.5 bill ion per year be tween 
1982 and 1989. Common stock issues totaled over $2 bil-
lion in three years: 1986, 1987, and 1989. 

9. Several of the theoretical models discussed provide both a 
ra t ionale for loan sales that is independent of ex is t ing 
safety and soundness regulations and a reason for loans to 
be sold with recourse that does not involve exploiting the 
government safety net. Moreover, the models that do not 
consider recourse also ignore moral-hazard and adverse-
selection risk. Had these risks been considered, the other 
models of loan sales would likely have found the provision 
of recourse to be an important element. 

10. An example of the effect iveness of market discipline on 
bank 's off-balance-sheet risk taking may be found in the 
interest rate swap market, where some banks that had been 
dealers are being effectively prevented f rom competing in 
parts of the swap market because of increases in the banks ' 
perceived risk of failure. 

11. See Boot and Thakor (1991) for an application of this ar-
gument to bank loan commitments. 

12. James (1988) and Pavel (1988) also look directly at the 
risk impl ica t ions of loan sales . H o w e v e r , P a v e l ' s data 
source on loan sales explicitly excludes loans sold with re-
course, and James ' s data appear to have the same limita-
tion. 

13. T h e s e are the three p r imary goa ls of bank safe ty and 
soundness regulation. Commercia l bank regulators have 
been assigned other responsibilities, such as consumer pro-
tection. This discussion focuses on the regulators ' safety 
and soundness responsibilities because recourse risk does 
not raise significant issues for other responsibilities. 

14. The risk-based standards could be modif ied to accord a 
lower weight to private-sector loans that satisfy some pre-
specified criteria. However , any simple criteria are likely 
to lead to significant inaccuracies. For example, standards 
based on conventional financial ratios will not yield accu-
rate risk measures across industries. Regulators could un-
doubtedly develop standards for different industries that 
would be far more accurate than the current system, even 
though the revised standards would still contain errors. The 
problem is that regulators could more easily be placed un-
der strong political pressure to manipulate more complicat-
ed s t anda rds to a l loca te c redi t to pol i t ica l ly p o w e r f u l 
industries. 

15. A case could also be made for including all noninsured lia-
bilities, including uninsured deposits. However , deposits 
that lack de jure insurance frequently receive 100 percent 
de facto coverage by the FDIC. Thus, uninsured deposits 
should not be included in the capital regulations unless the 
FDIC eliminates all coverage of uninsured deposits. 

16. Economies of scope exist when the cost of conducting two 
or more activities in the same firm is less than the total cost 
of conducting the activities in separate firms. 

17. The approach to measuring risk would be theoretically cor-
rect in the sense that the portfolio weightings accurately re-
flected the variance of individual loans. The ideal system 
would analyze the risk of the entire portfolio rather than 
the risk of individual assets, as noted above. 

18. The lack of empirical evidence may be due in part to the 
fact that the risk-based standards did not take effect until 
the end of 1990 and the full capital requirements will not 
be in place until the end of 1992. 

12 Economic Review September/October 1991 
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

September 1991



References 

Akerlof, George A. "The Market for 'Lemons ' : Quality Uncer-
tainty and the Market Mechanism." Quarterly Journal of 
Economics 84 (August 1970): 488-500. 

Barham, Vicky, and Olivier Lefebvre. "Bank Loans Securitiza-
tion with Asymmetric Information: A Principal-Agent So-
lution." Center for Operations Research and Econometrics, 
Université Catholique de Louvain, Discussion Paper Num-
ber 9072, November 1990. 

Benston, George G. "The Securitization of Credit: The Bene-
fits and Costs of Breaking Up the Bank." Journal of Ap-
plied Corporate Finance (forthcoming). 

Benveniste, Lawrence M., and Allen N. Berger. "Securit iza-
tion with Recourse: An Investment that Offers Uninsured 
Bank Depositors Sequential Cla ims." Journal of Banking 
and Finance 11 (September 1987): 403-24. 

Boemio, Thomas R., and Gerald A. Edwards, Jr. "Asset Secu-
ritization: A Supervisory Perspec t ive ." Federal Reserve 
Bulletin 75 (October 1989): 659-69. 

Boot, Arnoud W.A., and Anjan V. Thakor. "Off-Balance Sheet 
Liabi l i t ies , Deposi t Insurance and Capi ta l Regu la t ion . " 
Journal of Banking and Finance 15 (Sep tember 1991): 
825-46. 

Bryan, Lowell L. Breaking Up the Bank: Rethinking an Indus-
try under Siege. Homewood, 111.: Dow Jones-Irwin, 1988. 

Flannery , Mark J. "Capi ta l Regula t ion and Insured B a n k s ' 
Choice of Individual Loan Default Risks." Journal of Mon-
etary Economics 24 (September 1989): 235-58. 

Gorton, Gary, and George Pennacchi. "Are Loan Sales Really 
Off-Balance Sheet?" Journal of Accounting, Auditing and 
Finance 4 (Spring 1989): 125-45. 

. "Bank and Loan Sales: Marketing Non-Marketable As-
sets." Paper presented at the Western Finance Association 
meetings in Jackson Hole, Wyoming, 1991. 

Greenbaum, Stuart I., and Anjan V. Thakor. "Bank Funding 
Modes: Securitization versus Deposits." Journal of Bank-
ing and Finance 11 (September 1987): 379-401. 

Haubrich, Joseph G. " A n Overview of the Market for Loan 
Sales." Commercial Lending Review 4 (Spring 1989): 39-47. 

James, Christopher. "The Use of Loan Sales and Standby Let-
ters of Credit by Commercial Banks." Journal of Banking 
and Finance 22 (November 1988): 395-422. 

Kale, Jayant R., Thomas H. Noe, and Stephen G. Timme. "The 
Impact of Loan Sales and Securitization on Bank Share-
holder 's Wealth." Paper presented at the Financial Manage-
ment Association meetings in Orlando, Florida, 1990. 

Koppenhaver, G.D., and Roger D. Stover. "Standby Letters of 
Credit and Large Bank Capital: An Empirical Analysis ." 
Journal of Banking and Finance 15 (April 1991a): 315-27. 

. "Standby Letters of Credit and Bank Capital: Evidence 
of Market Discipline." Federal Reserve Bank of Chicago, 

Conference on Bank Structure and Competition, 1991b, 
forthcoming. 

L e h m a n Brothers . Financings by United States Banks and 
Bank Holding Companies since 1976. 7th ed. New York: 
Lehman Brothers, 1990. 

MacKie-Mason , Jef f rey K. "Do Taxes Af fec t Corporate Fi-
nancing Dec i s ions?" Journal of Finance 45 (December 
1990): 1471-93. 

Mester , Loretta J. "Tradi t ional and Nontraditional Banking: 
An Information-Theoretic Approach." Unpublished work-
ing paper, Federal Reserve Bank of Philadelphia, January 
1991. 

Myers , Stewart C. "Determinants of Corporate Borrowing." 
Journal of Financial Economics 5 (1977): 147-75. 

Myers, Stewart C., and Nicholas S. Majluf . "Corporate Financ-
ing and Investment Decisions When Finns Have Informa-
tion That Investors Do Not Have . " Journal of Financial 
Economics 13 (1984): 187-221. 

Pavel, Christine A. "Loan Sales Have Little Effect on Bank 
Risk." Federal Reserve Bank of Chicago Economic Review 
12 (March/April 1988): 23-31. 

Pavel, Christine, and David Phillis. "Why Commercial Banks 
Sell Loans: An Empirical Analysis." Federal Reserve Bank 
of Chicago Economic Review 11 (May/June 1987): 3-14. 

Pennacchi, George G. "Loan Sales and the Cost of Bank Capi-
tal." Journal of Finance 43 (June 1988): 375-96. 

Pyle, David H. "Discussion: 'Regulation of Off-Balance Sheet 
Banking. ' " In The Search for Financial Stability: The Past 
Fifty Years. San Francisco: Federal Reserve Bank of San 
Francisco, 1985. 

Rosenthal, James A., and Juan M. Ocampo. Securitization of 
Credit: Inside the New Technology of Finance. New York: 
John Wiley and Sons, Inc., 1988a. 

. "Analyzing the Economic Benefits of Securitized Cred-
it." Journal of Applied Corporate Finance 1 (Fall 1988b): 
32-44. 

Scholes, Myron S„ G. Peter Wilson, and Mark A. Wolfson. 
"Tax Planning, Regulatory Capital Planning, and Financial 
Reporting Strategy for Commercial Banks." Review of Fi-
nancial Studies 3, no. 4 (1990): 625-50. 

Stulz, René M„ and Herb Johnson. "An Analysis of Secured 
Debt." Journal of Financial Economics 14 (1985): 501-21. 

Wall, Larry D „ and Pamela P. Peterson. "Valuation Effects of 
New Capital Issues by Large Bank Holding Companies ." 
Journal of Financial Services Research 5 (March 1991): 
77-87. 

Wall , Larry D., John J. Pringle, and James E. McNulty. "Capi-
tal Requirements for Interest-Rate and Foreign-Exchange 
Hedges." Federal Reserve Bank of Atlanta Economic Re-
view 75 (May/June 1990): 14-28. 

Federal Reserve Bank of Atlanta Econ o in ic Revieu> 13 
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

September 1991


