
The Bank Credit “Crumble”
by Ronald Johnson

The role played by cutbacks in commercial loan supply in 
the U.S. economic downturn in 1990 remains a matter of 
considerable contention. Most observers acknowledge 
that the recession contributed to a contraction in the 
demand for business credit. They also recognize that the 
recession’s adverse effect on corporate creditworthiness 
could alone explain some tightening of bank credit condi
tions last year.1 Issues still unresolved, however, are 
whether and to what extent the 1990 cutbacks in commer
cial loans reflected not merely lower demand and consis
tent application of credit standards but also reductions of 
credit availability to borrowers of a given quality.2

A contraction in the supply of commercial loans can 
result from a traditional cred it crunch, a nonprice 
rationing of credit for broad classes of borrowers; a 
cred it crumble, a deflation in asset prices; or a broad- 
based shortage of bank capital. In 1990, the latter two 
forces were at work.

Factors that trad itionally set the stage for credit 
crunches were absent in 1990. Heightened monetary 
restraint and a run-up in market interest rates, the

1The Federal Reserve’s periodic Senior Loan Officers Opinion Survey 
indicates that banks tightened lending conditions through 1990 and 
continued into 1991. Some argue that this tightening was long 
overdue because the credit quality of U.S. corporations had, as 
Henry Kaufman notes, "deteriorated throughout the just-ended 
business expansion” in an unprecedented fashion. See Henry 
Kaufman, “The Great Debt Overload Will Keep the Recovery 
Feeble,” Fortune, December 31, 1990, p. 23.

2See, for example, Whether A "Credit Crunch" Exists in the New
England or National Economy, Hearing before the Subcommittee on
General Oversight and Investigations of the House Committee on 
Banking, Finance and Urban Affairs, 101st Cong., 2d sess. 
(Washington D.C.: GPO, 1990).

catalysts in previous crunches, did not materialize last 
year.3 Moreover, banks did not experience d is in ter
mediation, because Regulation Q interest rate ceilings 
on saving accounts in banks and thrift institutions had 
been abolished in 1986.

By contrast, there is considerable evidence of the 
effects of a credit crumble in the U.S. commercial loan 
market in 1990. Credit crumbles when a decline in the 
value or quality of significant classes of bank loans or 
investments leads to a reduction in either the w illing
ness or the capacity of banks to expand their lending.4 
As a result, firms of a given credit quality find their 
access to bank credit restricted. A 1990 credit crumble 
was in large part brought on by the drop in asset values 
and cash flows in commercial real estate, especially in 
the Northeast and Southwest, and by the collapse in 
leveraged buyouts.

Banks operating at low capital levels and those hold
ing sizable amounts of troubled assets may have faced 
a shortage of capital to support asset growth, including 
commercial loans, in 1990. As a result, banks with weak 
capital may have reduced credit to borrowers of a given 
creditworthiness. Note that a low ratio of capital to

3For a stimulating and insightful discussion of credit crunches in the 
post-World War II era, see Albert Wojnilower, “The Central Role of 
Credit Crunches in Recent Financial History,” Brookings Papers on 
Economic Activity, 1980: 2, pp. 277-326.

4The concept of a credit crumble orignates with Irving Fisher’s debt- 
deflation mechanism. See Irving Fisher, "The Debt Deflation Theory 
of Great Depressions,” Econometrica, 1 (October 1933), pp.337-57. 
See also Ben Bernanke, “ Nonmonetary Effects of the Financial 
Crisis in Propagation of the Great Depression,” American Economic 
Review, March 1983, pp. 257-76.
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assets can be the result of a previous policy of de liber
ate leveraging, unexpected problem s with asset quality, 
or both. A downturn in the econom y may expose the 
risks of low cap ita liza tion, which can show up in the risk 
prem ium attached to uninsured bank liab ilities.

Any credit crum ble and bank capital shortage in 1990 
could only have been made worse by depressed bank 
share prices that rendered equity issuance v irtua lly  
im possib le. Thus, banks w ith troubled assets or inade
quate capita l may have been com pelled to downsize 
the ir balance shee ts— including retrenching the ir busi
ness le n d in g — in o rd e r to s ta b iliz e  th e ir  f in a n c ia l 
condition.

This a rtic le  investigates the im portance of the credit 
crum ble and bank capita l shortfa lls  in the contraction in 
com m ercia l loan supply in 1990. Particular attention is 
given to the link between the strength of bank balance 
sheets and the recent slowdown in com m ercial and

Chart 1

Growth in U.S. Commercial Loans
Four-Quarter Growth Rate

Percent

1989 1990

Source: Federal Financial Institutions Examination Council, Reports 
of Condition.

Notes: Total commercial lending excludes international banking 
facilities. In the fourth quarter of 1990, it includes commercial and 
industrial loans from all commercial banking institutions of 
$659 billion, loans from overseas branches of U.S.-owned banks of 
about $23 billion, and loans from overseas branches of foreign 
banks in the United States of roughly $2 billion. Commercial loans 
to U.S. addressees represent a subset of total commercial lending. 
Thus, for example, the fourth-quarter 1990 total is equal to total 
commercial lending minus loans to foreign addressees of $9 billion 
and banker’s acceptances of $10 billion.

industria l loans to com pan ies in the U nited S tates 
booked by banks in the United S tates.5 The analysis 
reveals that the uneven pattern across banks in the 
slowdown in com m ercia l lending grow th can be only 
partly explained by the relative strengths and w eak
nesses in regional econom ic activity. A fu lle r exp lana
tion of the varia tion  in rates of c red it extension  to 
businesses takes account of the financia l strength of 
ind ividual banks w ith in regions.

The a rtic le  shows tha t banks w ith  weak ba lance 
sheets accounted for all of the cutback in com m ercia l 
lending from U.S.-owned banks in 1990. In the aggre
gate, only those U.S.-owned banks w ith weak balance 
sheets reduced the ir business lending, w hile those w ith 
strong balance sheets continued to lend. This pattern 
held true across geographic regions of weak and strong 
econom ic activ ity  and across categories of bank size.

5These loans include commercial loans to U.S. addressees from 
U.S.-owned banks in the United States and their overseas branches 
and from foreign bank subsidiaries, foreign branches and agencies, 
Edge Act and Agreement Corporations, and New York State foreign 
investment corporations.

Chart 2

Growth in Commercial Loans from U.S.-owned Banks
Four-Quarter Growth Rate

Percent

Source: Federal Financial Institutions Examination Council, Reports 
of Condition.

Note: Sample consists of loans to U.S. addressees.

*  Commercial loans to U.S. addressees in the fourth quarter of 1990 
break down as follows: total from U.S.-owned banks, 71 percent 
($473 billion); from U.S.-owned banks in the United States,
68 percent ($450 billion); and from overseas branches of 
U.S.-owned banks, 3 percent ($23 billion).
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Com m ercia l loan grow th  in 1990
The recent w eakness in the econom y has undoubtedly 
had a depressing effect on the demand for business 
cred it and on corporate credit quality. If the decline in 
com m ercia l loan growth were attributable entire ly to 
fa lling loan dem and and consistent application of credit 
s tandards at the onset of the recession, then pa rticu 
larly weak loan growth at a bank should largely reflect a 
pa rticu la rly  weak regional economy. But if the decline 
also stem s from cutbacks in the supply of loans to 
businessess, then weak loan growth at a bank would 
also be close ly related to the strength of bank balance 
sheets.

A ll com m erc ia l loans
The growth in total com m ercia l and industria l (C&l) 
loans from com m ercia l banks to firms in the United 
States slowed from 5.2 percent in 1989, on a fourth

Chart 3

Growth in Commercial Loans from 
Foreign-owned Banks
Four-Quarter Growth Rate

Percent

Japanese-owned banks

Total foreiqn-owned banks

U.K.-owned banks

foreign-owned banks 
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1990

Source: Federal Financial Institutions Examination Council, 
Reports of Condition.

Note: Sample consists of loans to U.S. addressees and includes 
foreign bank subsidiaries in the United States and foreign 
branches and agencies as well as Edge Act and Agreement 
Corporations and New York State foreign investment 
corporations.

*  Commercial loans to U.S. addressees in the fourth quarter of 
1990 break down as follows: total from foreign-owned banks,
29 percent ($191 billion); from Japanese-owned banks,
17 percent ($111 billion); from U.K.-owned banks, 2 percent 
($13 billion); and from other foreign-owned banks, 10 percent 
($67 billion).

Chart 4

Growth in Commercial Loans from Foreign Banking 
Institutions in the United States
Four-Quarter Growth Rate

Percent 
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Source: Federal Financial Institutions Examination Council,
Reports of Condition.

Notes: The data on Japanese and U.K. bank subsidiaries in the 
United States are adjusted for the Japanese takeover of 
U.K.-owned Union Bank in the fourth quarter of 1988. Foreign 
branches and agencies include Edge Act and Agreement 
Corporations and New York State foreign investment 
corporations.
Commercial loans to U.S. addressees in the fourth quarter of 
1990 break down as follows: total from foreign bank subsidiaries,
9 percent ($60 billion); from Japanese bank subsidiaries,
3 percent ($19 billion); from U.K. bank subsidiaries, 1 percent 
($10 billion); and from other foreign bank subsidiaries, 5 percent 
($32 billion).

Commercial loans to U.S. addressees in the fourth quarter of 
1990 break down as follows: total from branches and agencies, 
19.6 percent ($131 billion); from Japanese branches and 
agencies, 13.8 percent ($92 billion); from U.K. branches and 
agencies, 0.5 percent ($3 billion); and from other foreign branches 
and agencies, 5.3 percent ($35 billion).
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quarte r-to -fourth  quarte r basis, to 1.2 percent in 1990 
(C hart 1).6 It is quite in teresting, however, that U.S.- 
owned banks as a group have been w ithdraw ing from 
business lend ing , w hile  fo re ign-ow ned banks in the 
United States as a group have continued to lend.

C om m ercia l loans at U .S .-ow ned banks 
Total outstanding com m ercia l loans from U.S.-owned 
banks in the United States and their overseas branches 
(71 percent of C&l loans to U.S. firms) declined slightly in

6C&I loans from commercial banks to firms in the United States 
totaled $665 billion in the fourth quarter of 1990. This figure was 
obtained by summing 1) $659 billion of C &l loans booked at U. S. 
commercial banking institutions (although the Federal Reserve 
Statistical Release H.8 (510) Series estimates this aggregate at 
$651 billion based on the weekly reporting banks), 2) $23 billion of 
loans from overseas branches of U.S.-owned banks, and 3) about 
$2 billion of loans from overseas branches of U.S.-chartered foreign 
banks in the United States; and then subtracting $9 billion of loans 
to foreign addressees and $10 billion of banker’s acceptances.

1990 after rising a lm ost 4 percent in 1989, on a fourth 
quarte r-to -fourth  quarte r basis (C hart 2). U .S.-owned 
banks excluding overseas branches (68 percent of C&l 
loans to U.S. firm s) reduced the ir ou tstand ing  loans 
alm ost 1 percent in 1990 on a fou rth -qua rte r to fourth - 
quarter basis, w hile continued, though uneven, growth 
in lending from overseas branches of U.S. banks offset 
the decline in stateside lending only slightly.

C om m ercia l loans at fo re ign -ow ned  banks  
As U.S.-owned banks retrenched the ir business lend
ing, foreign-owned banks (29 percent of C&l loans to 
U.S. firms) as a group continued to lend, a lbe it at a 
somewhat slower pace. As C hart 3 ind icates, com m er
cial loans from fore ign-ow ned banks rose about 6 per
cent in 1990, down from the a lm ost 10 percent growth

Chart 5

Growth in Commercial Loans from U.S.-owned Banks 
by Bank Size
Four-Quarter Growth Rate

Percent
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Source: Federal Financial Institutions Examination Council,
Reports of Condition.

Notes: Sample consists of loans to U.S. addressees. Large banks 
have assets of $1 billion or more, small banks have assets 
between $300 million and $1 billion, and very small banks have 
assets of less than $300 million.

*  Commercial loans to U.S. addressees in the fourth quarter of 1990 
break down as follows: from large banks, 54 percent ($356 billion); 
from small banks, 6 percent ($41 billion); and from very small 
banks, 11 percent ($76 billion).

Table 1

Growth in C om m ercia l Lend ing  and 
Em ploym ent by Federal Reserve D is tr ic t 
in 1990-iV

Commercial Lending Growth 
(Percent)

Employment Growth 
(Estimated 1990 Percent 

in Parentheses) Decline Rise
Weak employment districts
Boston 
New York 
Philadelphia

Moderate employment district
Chicago 
Richmond 
Atlanta 
St. Louis 
Dallas

Strong employment districts
Cleveland 
Minneapolis 
San Francisco 
Kansas City

3.1
3.4
1.9
2.7

5.1
0.0

Sources: Bureau of Labor Statistics; Federal Financial Institu
tions Examination Council, Reports of Condition.
Notes: The commercial lending sample consists of loans to U.S. 
addressees from U.S.-owned banks. Districts are ranked by 
employment growth from the weakest to the strongest. District 
employment growth is the weighted average of state employ
ment growth rates. For states that are split by district lines, 
statewide employment growth contributes to the average of two 
districts, with weights reflecting the population distributions. In 
1990, on a fourth quarter-to-fourth quarter basis, weak employ
ment districts posted negative growth, moderate employment 
districts posted between 0 and 1.5 percent growth, and strong 
employment districts posted growth in excess of 1.5 percent.

■■ ■ . . ■
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rate posted in 1989. In particu la r, Japanese-ow ned 
banks (17 percent of C&l loans to U.S. firms) increased 
the ir business loans by more than 14.5 percent in 1990. 
U .K .-ow ned banks and o ther fo re ign-ow ned banks, 
however, have been reducing the ir lending to U.S. busi
nesses since 1989.

W ithin the category of foreign-owned banks in the 
United States, however, there are some clear d is tinc
tions in lending growth between foreign-owned bank 
subsid ia ries and the branches and agencies of foreign 
banks (C hart 4). Most strikingly, subsid iaries of foreign 
banks as a group have sharply reduced the ir com m er
cial lending growth, w hile branches and agencies of 
foreign banks as a group have slowed loan growth only 
slightly. This fact is not surpris ing, however, given that 
the balance sheets of foreign bank subsid iaries, espe
c ia lly  w ith regard to the proportion of real estate loans, 
resem ble the balance sheets of U .S.-owned banks.

The pa tte rn  of co m m e rc ia l lend ing  grow th  from  
branches and agencies of foreign banks was also quite 
uneven in 1990. Japanese branches and agencies 
slowed com m ercia l loan growth only slightly, recording 
a still high 19 percent growth rate for 1990. Branches 
and agencies of the United Kingdom and other foreign 
countries, however, had been reducing the ir U.S busi
ness loan exposures at least since early 1989.

Sum m ary
Com m ercia l loans to firm s in the United States showed 
an across-the-board slowdown in 1990. On its face, this 
finding appears consisten t w ith the view that in 1990 
o n ly  re ce ss io n -in d u ce d  e ffe c ts  on bus iness  c red it

demand and on corporate credit qua lity  m attered. If th is 
view is correct, however, it is hard to understand why 
U.S.-owned banks, in aggregate, cut back the ir bus i
ness lending in the United S tates last year, w hile  fo r
e ign-ow ned banks— p a rticu la rly  Japanese  branches 
and agencies— increased the ir lending and thus the ir 
share of the U.S. com m ercia l loan m arket.

Com m ercial loan re trenchm ent and reg iona l 
econom ic a c tiv ity
This section provides some perspective on the re la tion
ship between com m ercia l loan retrenchm ent by U.S.- 
owned banks and regional econom ic activity. This re la 
tionship can be observed when banks are grouped by 
size and by Federal R eserve d is tr ic t. A lthough  the 
measures used are not precise, they ind icate  that bus i
ness loan retrenchm ent by U .S .-owned banks was not 
solely concentrated in weak econom ic regions.

Growth in com m ercia l loans extended by U .S .-ow ned 
banks decelerated th roughout 1990, regardless of the 
size of the bank (C hart 5). S m all-sca le  banks (encom 
passing “small banks” and “ very sm all banks” ), w ith less 
than $1 billion in assets, reduced the ir ou tstand ing  com 
mercial loans last year. Large banks, w ith more than $1 
billion in assets, recorded only a very m odest increase 
in the ir business lending in 1990.

Growth in com m ercia l lending by sm all-sca le  banks 
may have a particu la rly  close re la tionship  w ith eco
nomic activ ity  in a given region. One reason is that 
loans by sm all-sca le  banks are more geograph ica lly  
concentrated. Moreover, large banks often tie  up a por
tion of the ir business-lend ing capacity  in the form  of

Table 2

Real Estate Loan Q ua lity  Ratios by Bank Size 
and by Regional Em ploym ent Growth

Real Estate Loan Quality Ratio 
(Real Estate Ratio in Percent; Commercial Loans as of 1990-IV in Parentheses)

Bank Classification High-Quality Portfolio Low-Quality Portfolio Total

Weak employment districts 
Small banks 
Large banks

9 ($2.5 billion) 
11 ($18.7 billion)

90 ($2.9 billion) 
86 ($111.0 billion)

53 ($5.4 billion) 
75 ($129.7 billion)

Moderate and strong 
employment districts
Small banks 
Large banks

10 ($17.3 billion) 
13 ($109.4 billion)

57 ($4.4 billion) 
56 ($93.6 billion)

20 ($21.7 billion) 
33 ($203.0 billion)

:

Sources: Federal Financial Institutions Examination Council, Reports of Condition.
Notes: Sample consists of U.S.-owned banks. In 1990, on a fourth quarter-to-fourth quarter basis, weak employment districts posted negative 
growth, and moderate and strong employment districts posted zero-to-positive growth. Small banks have assets between $300 million and $1 
billion, and large banks have assets of $1 billion or more. Low-quality portfolios have a ratio of nonaccrual plus delinquent real estate loans to 
tier 1 capital that exceeds 25 percent.
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loan com m itm ents in support of com m ercial paper. In 
contrast, business lending by sm all-scale banks may be 
targeted more d irectly at the working capita l needs of 
local businesses and thus may show a greater sensi
tiv ity  to the fo rtunes of the local or regional economy.

Evidence of the re lationship between the current eco

Chart 6

Growth in Commercial Loans from Small 
U.S.-owned Banks by Real Estate Loan Quality
Four-Quarter Growth Rate
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Source: Federal Financial Institutions Examination Council, 
Reports of Condition.
Notes: Sample consists of loans to U.S. addressees from banks 
with assets between $300 million and $1 billion. Low-quality 
portfolios have a ratio of nonaccrual plus delinquent real estate 
loans to tier 1 capital that exceeds 25 percent.

nomic slowdown and the decline in com m ercia l lending 
by Federal Reserve d is tric t can be pieced toge ther by 
exam ining em ploym ent growth in d iffe ren t parts of the 
country. Using em ploym ent growth as a m easure of 
regional econom ic activity, one finds that the shrinkage 
in com m ercial loans outstanding in 1990 was not con
centrated so le ly in the regions that posted the w eakest 
econom ic activ ity  (Table 1). To be sure, all three of the

Chart 7

Growth in Commercial Loans from Large 
U.S.-owned Banks by Real Estate Loan Quality
Four-Quarter Growth Rate
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Source: Federal Financial Institutions Examination Council, 
Reports of Condition.
Notes: Sample consists of loans to U.S. addressees from banks 
with assets of $1 billion or more. Low-quality portfolios have a 
ratio of nonaccrual plus delinquent real estate loans to tier 1 
capital that exceeds 25 percent.
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Federal Reserve d is tric ts  showing job losses in 1990 
(Boston, New York, and Philadelphia) also reported 
shrinkage in com m ercia l loans outstanding in 1990 on a 
fourth  quarte r-to -fourth  quarter basis. At the same time,

Table 3

Change in C om m ercia l Lending Growth from  
1989 to  1990 and Real Estate Loan Q uality

Change in Commercial Loan Growth 
(Percentage Points)

High-Quality 
Bank Classification Portfolios

Low-Quality
Portfolios

Weak employment districts
Small banks -14 .7  
Large banks -0 .1

-14 .7
-11 .8

Moderate and strong 
employment districts

Small banks -1 .6  
Large banks -0 .4

-2 .5
-1 .1

Source: Federal Financial Institutions Examination Council, 
Reports of Condition.
Notes: Table shows change in the four-quarter growth rate of 
commercial lending from the fourth quarter of 1989 to the fourth 
quarter of 1990. Sample consists of U.S.-owned banks. In 1990, 
on a fourth quarter-to-fourth quarter basis, weak employment 
districts posted negative growth, and moderate and strong 
employment districts posted zero-to-positive growth. Small 
banks have assets between $300 million and $1 billion. Large 
banks have assets of $1 billion or more. Low-quality portfolios 
have a ratio of nonaccrual plus delinquent real estate loans to 
tier 1 capital that exceeds 25 percent.

however, three other d is tric ts  posting job gains last year 
(C leveland, D allas, and M inneapo lis ) a lso recorded 
contractions in com m ercia l loans outstanding.

Com m ercia l lend ing  g row th  and bank balance 
sheet cha rac te ris tics
This section exam ines the link between the strength of 
bank balance sheets and com m ercia l loan grow th to 
measure the effect of a credit crum ble and bank capita l 
shortfa lls  on the ab ility  of banks in 1990 to make com 
mercial loans. The strength of a bank’s balance sheet is 
measured in three ways: 1) the qua lity  of the bank ’s real 
estate portfo lio  at end-1990, 2) the bank’s cap ita l ratio 
at end-1990, and 3) the s tab ility  of the bank’s S tandard 
and Poor’s bond rating in 19907 

To isolate the effect of supply cutbacks, it is neces
sary to control for the downward sh ift in the dem and for 
business credit. Unfortunately, a stra igh tfo rw ard  way to 
control for demand sh ifts  is only available for the first 
two measures of the strength of bank balance sheets 
(the quality of the bank ’s real estate portfo lio  and the 
bank’s capita l ratio). In both cases, banks are sorted by 
the condition of the ir regional econom ies and by the ir 
size. Banks in weak d is tr ic ts— d is tric ts  w ith negative

7The commercial loan sample size for both the real estate loan 
quality ratio and the bank capital ratio is $27.1 billion for small 
banks and $332.7 billion for large banks in the fourth quarter of 
1990. These samples represent 67 percent (94 percent) of all C&l 
loans to U.S. firms from small (large) U.S.-owned bank in the fourth 
quarter of 1990. In the case of Standard and Poor’s bond ratings, 
the sample consists of fifty-one bank holding companies with 
commercial loans of $313 billion in the fourth quarter of 1990, 
representing 47 percent of C&l loans to U.S. firms.

Table 4

Bank C apita l Ratios by Bank Size 
and by Regional Em ploym ent Growth

(Capital Ratio in Percent
Bank Capital Ratio 

; Commercial Loans as of 1990-IV in Parentheses)
Bank Classification Well-Capitalized Banks Low-Capital Banks Total

Weak employment districts 
Small banks 
Large banks

12 ($4.5 billion) 
10 ($71.6 billion)

7 ($0.9 billion) 
7 ($58.1 billion)

11 ($5.4 billion) 
9 ($129.7 billion)

Moderate and strong 
employment districts

Small banks 
Large banks

15 ($20.9 billion) 
10 ($149.5 billion)

7 ($0.8 billion) 
7 ($53.5 billion)

15 ($21.7 billion) 
9 ($203.0 billion)

Source: Federal Financial Institutions Examination Council, Reports of Condition.
Notes: Sample consists of U.S.-owned banks. In 1990, on a fourth quarter-to-fourth quarter basis, weak employment districts posted negative 
growth, and moderate and strong employment districts posted zero-to-positive growth. Small banks have assets between $300 million and $1 
billion, and large banks have assets of $1 billion or more. Capital is measured on a risk-weighted basis. Low-capital banks have less than the 8 
percent capital that is required as of December 31, 1992.
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em ploym ent growth on a 1990 fourth quarter-to-fourth  
quarte r basis— form one group; banks in m oderate-to- 
strong d is tric ts— dis tric ts  w ith zero to positive em ploy
ment grow th— form another. The analysis is performed 
in term s of the growth in com m ercial loans and the 
change  in com m ercia l lending growth from 1989 to 1990 
to check for the robustness of the findings. A more 
fo rm a l te s t of the  ro b u s tn e ss  of the fin d in g s  tha t 
em ploys the analysis of variance procedure is also 
presented in the appendix.

Banks’ rea l estate loan qua lity  and lend ing  to 
business
The real estate loan qua lity  ratio is introduced to cap

ture, at least in part, the e ffect of the cred it crum ble on 
the com m ercial lending capacity  of banks. This ratio is 
obta ined by d iv id ing  nonaccru ing  real es ta te  loans 
(those for which in terest is recorded only as received) 
plus de linquent real estate loans by tie r 1 cap ita l.8 The 
sam ple is then sorted into banks w ith real estate loan 
quality ratios above 25 percent and banks w ith ratios 
below 25 percent. Note that w ith in the category of 
banks with troubled real estate portfo lios, problem  prop
erty loans bulk much larger in relation to capita l at

®Tier 1 capital tor bank holding companies includes common equity, 
minority interests in equity accounts of consolidated subsidiaries, 
and qualifying perpetual preferred stock. Perpetual preferred stock 
is limited to 25 percent of tier 1 capital.

Chart 8

Growth in Commercial Loans from Small 
U.S.-owned Banks by Bank Capital
Four-Quarter Growth Rate
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Reports of Condition.

Notes: Sample consists of loans to U.S. addressees from banks 
with assets between $300 million and $1 billion. A capital 
requirement of 8 percent becomes effective on 
December 31,1992.

Chart 9

Growth in Commercial Loans from Large 
U.S.-owned Banks by Bank Capital
Four-Quarter Growth Rate 

Percent

Moderate and Strong Employment Districts

Low-capital banks
Commercial loans as of the fourth quarter 

of 1990 = $53.5 billion

Q1 Q2 Q3 
1989

Q4 Q1 Q2 Q3 
1990

Q4

Source: Federal Financial Institutions Examination Council, 
Reports of Condition.

Notes: Sample consists of loans to U.S. addressees from banks 
with assets of $1 billion or more. A capital requirement of 
8 percent becomes effective on December 31, 1992.
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those banks located in d is tric ts  with weak em ploym ent 
g row th than at the banks in d is tric ts  w ith s tronger 
growth (Table 2). Further, note that the do llar share of 
large bank com m ercia l loans extended by large banks 
w ith serious real estate loan problem s far exceeds the 
share of small bank com m ercia l loans extended by 
small banks w ith serious real estate loan problems.

The effect of a credit crum ble on the U.S. com m ercial 
loan m arket in 1990 is qu ite  clear. C hart 6, which 
groups small banks by the quality of the ir real estate 
portfo lios, shows that in both weak and moderate-to- 
strong d is tric ts , com m ercia l lending by small banks with 
h igh-qua lity  real estate portfo lios has been growing 
faster than the lending by small banks w ith low-quality 
portfo lios. Sim ilarly, C hart 7, which groups large banks 
by the qua lity  of the ir real estate portfo lios, dem on
strates that in m oderate-to-strong d istricts, com m ercial 
lending by large banks with h igh-quality portfo lios has 
been grow ing faster than the lending by large banks 
w ith low -quality portfo lios. Table 3 provides evidence of 
the change in com m ercia l lending growth: it shows that, 
except for sm all banks in weak d istricts, banks with low- 
qua lity  portfo lios slowed the growth of the ir com m ercial 
loans to a greater extent than did banks with high- 
qua lity  portfo lios.

Table 5

Change in C om m ercia l Lending Growth from  
1989 to  1990 and Bank Capital

Change in Commercial Loan Growth 
(Percentage Points)

Bank Classification
Well-Capitalized

Banks
Low-Capital

Banks

Weak employment districts 
Small banks 
Large banks

Moderate and strong 
employment districts

Small banks 
Large banks

10.5
2.3

-1 .4
- 1.6

•31.8
-25.9

8.3
1.9

Source: Federal Financial Institutions Examination Council, 
Reports of Condition.
Notes: Chart shows change in the four-quarter growth rate of 
commercial lending from the fourth quarter of 1989 to the fourth 
quarter of 1990. Sample consists of U.S.-owned banks. In 1990 
on a fourth quarter-to-fourth quarter basis, weak employment 
districts posted negative growth, and moderate and strong 
employment d istricts posted zero-to-positive growth. Small 
banks have assets between $300 million and $1 billion. Large 
banks have assets of $1 billion or more. Capital is measured on 
a risk-weighted basis. Low-capital banks have less than the 8 
percent capital that is required as of December 31, 1992.

Banks’ cap ita liza tion  and lend ing  to business  
Bank capita l is measured as the ratio of shareholders ’ 
equ ity  and ce rta in  long-te rm  debt to r isk -ad jus ted  
assets. Note tha t w e ll-cap ita lized  sm all banks have 
higher capita l ratios than large banks regardless of the 
condition of the ir regional econom ies and that low- 
capital banks account for a much sm alle r proportion  of 
small bank com m ercia l loans (Table 4).

In general, bank capita l shortfa lls  appear to have 
constra ined com m ercia l lending growth in 1990. In weak 
em ploym ent d istricts, small banks w ith low capita l have 
cut back the ir lending by much more than banks w ith 
capita l levels exceeding 8 percent (C hart 8). In moder- 
a te-to -strong em ploym ent d is tric ts , low -cap ita l sm all 
banks have reduced the ir loans, w hile w e ll-cap ita lized  
small banks have continued to increase lending.

Before 1990, large banks w ith low capita l had been 
increasing th e ir com m erc ia l loans fas te r than large 
banks with high capita l in the weak em ploym ent d is 
tric ts but, s tarting in 1990, they began to slow  the ir loan

Chart 10

Growth in Commercial Loans from Bank Holding 
Companies by Stability of Standard and Poor’s 
Bond Rating
Four-Quarter Growth Rate 
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Sources: Federal Financial Institutions Examination Council, 
Reports of Condition; Standard and Poor’s Corporation, Bank 
Compustat.
Notes: Sample includes fifty-one bank holding companies 
assigned Standard and Poor’s bond ratings for 1990. Thirty-six 
bank holding companies had downgraded ratings and fifteen had 
stable or upgraded ratings.
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growth sharply, and by the fourth quarter of 1990 they 
were actua lly shrinking the ir business loans (C hart 9). 
As in the case of large banks grouped by the quality of 
the ir real estate portfo lios, the lending behavior of low- 
capita l and w e ll-cap ita lized  banks in the m oderate-to- 
strong em ploym ent d is tric ts  is similar. For the weak and 
m oderate-to-strong d is tric ts  taken together, there was 
v ir tu a lly  no grow th in com m ercia l lend ing by large 
banks w ith low capita l, w hile loans from w ell-capita lized 
large banks increased by more than 3 percent. More
over, w ith the exception of large banks in moderate-to- 
strong em ploym ent d is tric ts , banks w ith  low capita l 
slowed the ir com m ercia l loan growth more than banks 
w ith high capita l (Table 5).

Bank d e b t ra tings and lend ing  to business  
Pressure on banks from the money and capita l markets 
is measured by w hether a bank’s debt was downgraded 
by Standard and Poor’s in 1990. Grouping bank holding 
com panies by the s tab ility  of the ir Standard and Poor’s 
ratings in 1990 confirm s the previous finding that the 
qua lity  of bank portfo lios is linked to the decline in 
business credit. C hart 10 shows that downgraded banks 
for the m ost part have been reducing the ir business 
loans. The weight of the evidence is particu la rly  strong 
for banks that ended 1990 rated AA (Table 6). In add i
tion, note that banks rated A or above w ith stable or 
upgraded ratings have continued to show positive com 
m ercial loan growth.

Sum m ary and co nc lus io ns
In 1990, the pattern of the slowdown in U.S. com m ercial

Table 6

G rowth in C om m ercia l Lending from  Bank 
H old ing  Com panies in 1990 by S tab ility  of 
S tandard and Poor’s Bond Rating

Bond Rating

Growth in Commercial Loans in 1990 
(Percent)

Stable or Upgraded 
Downgraded in 1990 in 1990'

AAA 5.2
AA -7 .0 3.4
A 6.5 4.0
BBB -5 .3 -4 .8
Non-investment grade -9 .7
Total -0 .3 2.0

Sources: Standard and Poor’s, Bank Compustat; Federal Finan
cial Institutions Examination Council, Reports of Condition.

Notes: Sample consists of loans to U.S. addressees. Thirty-six 
bank holding companies had their ratings downgraded one or 
more steps in 1990. Fifteen bank holding companies had rating 
upgrades or stable ratings in 1990.

lending growth across banks was quite uneven. Never
theless, despite the inconsistency in com m ercia l loan 
extensions last year, certa in  c lear-cut trends em erged. 
For example, in aggregate, U .S .-owned banks reduced 
the ir business loans, w hile fore ign-ow ned banks con
tinued to extend business cred it at a re lative ly fast pace.

Even among U.S.-owned banks, only ce rta in  groups 
of banks have cut back on the ir business loans. When 
U .S.-owned banks are grouped by size, only banks w ith 
assets under $1 b illion posted reductions in business 
credit. When U .S.-owned banks are grouped by Federal 
Reserve d is tric t, only six d is tric ts  (Boston, Dallas, P h il
ad e lph ia , M in n e a p o lis , C le ve la n d , and New York), 
accounting for 32 percent of C&l loans to U.S. firm s, 
posted declines in the ir 1990 com m ercia l lending.

The a rtic le ’s main conclusion is that both a cutback in 
the supply of loans and the e ffects of the current eco
nomic slump contributed im portan tly  to the uneven pat
tern across U .S .-ow ned banks in the extens ion  of 
com m ercial loans in 1990. As is typ ica l during reces
sions, the demand for business cred it waned and the

Table 7

Growth o f C om m ercia l Lend ing  in 1990 
by U.S.-owned Banks
(Percent)

Bank
Characteristics

Weak Employment 
Districts

Moderate and Strong 
Employment Districts

Real estate loan 
quality ratio
High-quality 3.4 5.2

Small banks -5 .9 3.3
Large banks 4.7 5.5

Low-quality -1 .1 2.0
Small banks -11.1 -5 .0
Large banks -0 .8 2.4

Bank capital ratio
Weil-capitalized 3.4 3.2

Small banks -5 .3 2.1
Large banks 4.2 3.3

Low-capital -5 .0 5.7
Small banks -2 2 .7 -1 2 .8
Large banks -4 .7 6.1

Source: Federal Financial Institutions Examination Council, 
Reports of Condition.
Notes: Sample consists of U.S.-owned banks. In 1990, on a 
fourth quarter-to-fourth quarter basis, weak employment dis
tricts posted negative growth, and moderate and strong employ
ment districts posted zero-to-positive growth. Small banks have 
assets between $300 million and $1 billion. Large banks have 
assets of $1 billion or more. Low-quality portfolios have a ratio of 
nonaccrual plus delinquent real estate loans to tier 1 capital that 
exceeds 25 percent. Capital is measured on a risk-weighted 
basis. Low-capital banks have less than the 8 percent capital 
that is required as of December 31, 1992.
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riskiness of borrowers’ projects and overall financial 
conditions increased. The effect of the recession on the 
U.S. commercial loan market last year is quite clear. For 
example, as Table 7 shows, the growth of commercial 
loans from banks in weak employment districts was 
generally much lower than the growth in commercial 
lending from banks in strong employment districts.

A falloff in the supply of business loans occurred last 
year as banks with weakened balance sheets restricted 
lending. The evidence is most striking for large banks in 
weak employment districts and small banks in moder- 
a te-to -strong em ploym ent d is tric ts . In both cases, 
banks with weak balance sheets reduced their out
standing commercial loans, while banks with strong 
balance sheets increased their outstanding loans.

In the case of small banks in weak employment d is
tricts and large banks in moderate-to-strong employ
ment districts, commercial lending by those banks with 
weak balance sheets has more closely resembled the 
pattern of lending by banks with strong balance sheets. 
Nonetheless, with the exception of low-capital large 
banks in m oderate-to-strong employm ent d is tric ts , 
banks with weak balance sheets posted lower growth in 
commercial loans on a fourth-quarter 1990 basis than

did banks with strong balance sheets.
It appears that the contraction in commercial loan 

supply in 1990 was precipitated by both a credit crumble 
and bank capital shortfalls. The evidence suggests that 
the credit crumble, as measured by bank exposure to 
bad real estate, was the more important of the two 
factors last year. Banks with the lowest lending growth 
in 1990 on average had greater exposure to bad real 
estate loans on a fourth quarter-to-fourth quarter basis. 
The article also indicates that the effects of both the 
credit crumble and the bank capital shortages are most 
pronounced in weak economic conditions.

On balance, therefore, the evidence is consistent with 
the view that both recession-related factors and dim in
ished lending capacity at certain banks were at work in 
the U.S. commercial loan market in 1990. Recession- 
related factors included a decline in the demand for 
loans because of weak economic conditions and a tigh t
ening of credit stemming from the application of cus
tomary standards of creditworthiness to borrowers 
whose financial condition had deteriorated from the 
recession. In addition, diminished bank lending capac
ity reduced the supply of credit from certain classes of 
banks to borrowers of a given credit quality.
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Appendix: A Test of the Significance of Bank Balance Sheet Effects

The findings reported in the text on the contraction of 
commercial loan supply in 1990 were obtained by group
ing banks by particular balance sheet characteristics and 
then examining each group’s 1990 commercial lending 
growth. Although these findings offer evidence that the 
group of banks with weak balance sheets have on bal
ance retrenched their commercial loans while the group 
of banks with strong balance sheets have on balance 
continued to lend, it is not evident that the identified 
differences in bank lending behavior are significant. To 
address this issue, a formal test of the statistical signifi
cance of the article’s findings is made.

This section examines whether the differences 
observed in 1990 commercial lending growth between 
banks with contrasting balance sheet characteristics are 
indicative of actual differences. The procedure employed 
is generally known as the analysis of variance and 
involves a comparison of the weighted-average fourth- 
quarter 1990 growth of commercial lending from banks 
grouped by economic region, size, and the strength of 
their balance sheets. The procedure uses the F-statistic

as a summary measure to test whether the estimated 
group averages are distinct. The analysis determines 
whether the estimated test statistic, which is designed to 
compare the 1990 commercial lending behavior of banks 
whose balance sheets are weak with that of banks whose 
balance sheets are strong, is significant. A significant F- 
statistic indicates that there was a meaningful difference 
in the lending behavior of banks grouped by the strength 
of their balance sheets in 1990.

The estimated F-statistics and their associated confi
dence levels are shown in the table. For the most part, 
the identified differences in the lending behavior of banks 
grouped by their balance sheet characteristics are signif
icant. Oddly enough, insignificant test statistics are 
found only in the case of comparisons of commercial 
lending growth by bank capital ratio. For both small 
banks in weak employment districts and large banks in 
moderate-to-strong employment districts, the estimated 
test sta tistics comparing comm ercial lending are 
insignificant.

Sum m ary o f Test Results Com paring Com m ercial Lending Growth fo r  Banks w ith  
D iffe ren t Balance Sheet C haracte ris tics

Bank Classification

Real Estate Loan Quality Ratio
Degrees of Freedom 

(Numerator, Denominator) F-Statistic
Confidence Level 

(Percent)
Weak employment districts

Small banks 267, 83 1.9 99
Large banks 78, 144 2.2 99

Moderate and strong
employment districts

Small banks 34, 36 23.0 99
Large banks 53, 32 4.0 99

Bank Capital Ratio
Degrees of Freedom Confidence Level

Bank Classification (Numerator, Denominator) F-Statistic (Percent)
Weak employment districts

Small banks 334, 15 1.8 83
Large banks 34, 188 2.8 99

Moderate and strong
employment districts

Small banks 61, 9 4.5 97
Large banks 67, 18 1.9 86

Sources: Federal Financial Institutions Examination Council, Reports of Condition.
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