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RISK ASSETS IN INSURED BANES

At your session yesterday, Chairman Harl discussed some im
portant aspects of risk assets as they affect this Corporation. He 

pointed out that there are 287 hanks that have risk assets of ten times 
or more their capital accounts. He emphasized that a decline of 10 

percent in the value of the risk assets of these hanks would completely 
wipe out their capital and lay the whole burden of their financial 
rehabilitation on the doorstep of EDIC. I want to take a brief look 

at the picture of the total.

At the beginning of this year "risk” assets of insured com

mercial banks were the highest on record. The $5^ billion held at 

that time represented a slight increase during 19^9> and a 58 percent 

increase since the end of the war. The $20 billion increase in risk 

assets since 19^5 took up most of the slack from the reduction in bank 
holdings of U. S. Government obligations during the same period, so 

that total assets remained about the same.
The most dramatic part of the Increase in risk assets occurred 

in real estate and consumer loans. Real estate loans have increased 
almost threefold since the end of the war, and at the beginning of this 

year amounted to over $11 billion. Consumer loans have increased even 

more sharply. A substantial proportion of the real estate loans are, 
of course, guaranteed under the E.H.A. and Y.A. programs. But we have 
no accurate information as to the amount of these loans held by com
mercial banks. After the June call, however, we shall be better able
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to assess our risk in these loans, for the call report -will have a 
supplement designed to give us more detail concerning real estate 

loans.
Just how good or bad risk assets are in the Division of 

Examination you know better than I. We in Research look at the 

breadth rather than the depth of the asset picture, and we can see 

that your work has been greatly enlarged by the growth in risk as

sets. Some of our most valuable tabulations on the quality of bank 

loans and other risk assets are obtained from your examination reports 

Our preliminary data covering 19^9 show about the same ratio of sub

standard loans in 19^9 as in I9U8. In 19^8 the appraised value of all 
loans of nonmember banks was only one-fifth as large as the total in 

national banks. However, the volume of substandard loans of nonmember 
banks was three-fifths that of national banks. The ratio of sub

standard loans to total loans was 2.9 percent in our banks compared 

with 1.1 percent in national banks and 1.2 percent in State member 
banks. In other words, nonmember banks have about three times the dol 

lar volume of substandard loans per $100 of total loans that national 

banks or State member banks have.
Just what might be responsible for these differences is an 

open field for conjecture. The fact that our banks are on the average 

smaller banks is no doubt a factor. It is often thought that smaller 

banks are more responsive to community needs; the personal equation 

enters more intimately into their operations. Very likely operators . 

of small banks do not take the precautions necessary to make their 

loans appear standard, that are taken by larger banks. Looking at it 

from the supervisory standpoint, it is possible that examiners from
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the different agencies differ in their application of examination 
standards. It is no news to you to "be told that FDIC examinations are 
regarded as rigorous. That, I fancy, is because the FDIC has, in view 
of its insurance liability, a more immediate concern for the soundness 

of banks.
When I was responsible for the management of a small state 

bank a year or so ago, I was always amazed how an examiner, who had 
spent only1 a few days out of the year in our bank, was able to ferret 
out and describe the most important developments in its condition. It 

seemed uncanny the way he could put his finger on the sore spots. As 

a result, examination reports intrigue me, and I have spent some time 

studying a few that were selected at random. I wish to make some 

comments concerning them.
In the first place, I think it is a big improvement to use 

descriptive words in the classification of loans in place of the Roman 

Numerals I, II, III, IV. Put yourself In the place of a Director who 
is busy with his own affairs and only sees an examination report once 

or twice a year. At best, he thumbs through it without realizing 

the import of the figures he sees in columns II, III, and IV. When 

I first went on the Board, even the Cashier, who was the chiex 

executive officer, did not seem to know what they meant.
'• ;!'4 ' ■■

After looking at several examination reports, it was ob

vious that a good deal Of the examiners' time was devoted to the 
note case, and to conferences with bank officials on problem loans.

I noticed that comments on loans listed for special mention almost 

always included specific recommendations for placing the loan on a 

sounder basis. But when it came to overdue loans, or classified loans,
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suggestions for remedial action are often lacking.
Now it is hard, and probably dangerous, to generalize, so 

I want to give you a few examples of what I have in mind. A report 
showed a loan to Blank Bros. Radio Company classified as "Doubtful”.
The comments included a condensed balance sheet of the radio company 

and stated that the company might be forced into bankruptcy because 

of an adverse court decision. Since this company was obviously in 
trouble, it was hard to see why the loan wasn't classified "Loss" 

rather than "Doubtful". Perhaps there was some indication as to how 
this loan might be worked out. Perhaps an income statement would show 

the company enjoyed good profits but the balance sheet was temporarily 

weak because of non-recurring court costs and the judgment against 

the company. I don't know, but I did feel that here was a case where 

the examiner could perform a real service by exploring possible lines 

of remedial action right on the spot with officials of the bank.

Next is a case of a substandard loan which is probably 
typical of many others. This installment loan to Blank Restaurant,
Inc. was three payments in arrears and classified as substandard. This 

loan was originally written several years earlier and had been renewed 
almost yearly at substantially the same amount. The loan was supported 

by chattel mortgages and assignment of capital stock in the corporation 

which controlled the liquor license. Apparently the business was in a 
good location and could be readily sold to liquidate the loan, but the 
bank would like to salvage something for other creditors to retain 

their good will.
I read into this case the fairly common situation of an

otherwise good business in the hands of weak or incompetent management.
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These cases can drag along in times of full employment but are vulner

able to adverse conditions.

In another case the bank was trying to dispose of a loan, had 

threatened foreclosure, but was understandably reluctant to press fore
closure proceedings. Perhaps there were ways to strengthen the present 

management. If the business was basically sound, perhaps management 

consultants, or an executive with demonstrated ability in this field 

could be employed on a part-time basis to put this enterprise on its 

feet.
Finally, I noticed an example of a substandard mortgage loan 

which I hope is an exceptional case. This substantial loan was sup
ported by a first lien on a hotel in a city far removed from the 

location of the bank. The most interesting feature of this loan was 
the fact that the underlying property had been reappraised recently 

to justify a new loan 100 percent larger than the earlier loan on the 
same property. Three-fourths of the current loan was classified 

substandard and one-fourth was classified doubtful. In his comments 
the examiner stated, "The practice of increasing loans on real estate 

on basis of inflated prices is dangerous.” I am sure all will agree 

that this is a most unhealthy situation. I frankly don’t know what 

could be done in this particular case, but I do know that careful con

sideration of possible remedial action by the examiner would be most 

welcome.
Comments on all important classified loans might well con

tain brief statements showing first, the causes of the current dif

ficulty, and second, possible lines for remedial action. This would 
help reviewers of examination reports in adding ’'meat” to the "bare bones
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of statistics on classified loans. And I daresay both the bank and 
the borrower would appreciate your best constructive efforts along 

these lines.
There is another part of the examination report which I 

should like to discuss.with you. That is Item 10 on page 13 which 

reads as follows: "if errors were noted in any Call or Earnings and 

Dividends Report requested and submitted since last examination, were 

supervisory agencies notified according to instructions and banks ad
vised of corrections?" Your manual or "black book" outlines the pro

cedure to be followed in checking condition and earnings reports.
This subject is of major importance to us. Far too many 

errors exist in call reports rendered by the reporting banks, thus 

causing unnecessary correspondence and work on the part of the re

spondents as well as on our staff in Washington. A year ago we cor
responded with 1,700, or 25 percent of the banks--this year we have 
had to write to 1,500 banks about reports submitted as of December 31, 

19*4-9. In addition, many adjustments are made in our offices without 

correspondence. I believe you will all agree with me that this situ

ation is deplorable.
We have attempted to educate the reporting banks during the 

past 15 years by sending out detailed instructions and by correspond

ing on the errors which are made. Although some progress has been 
made, we find it most difficult to obtain correction of errors through 

letters from Washington. It seems that there are numerous bankers 

who are not schooled in accounting, and apparently they do not read 
or digest the instructions and correspondence which are distributed.

We realize that people are not infallible.
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The solution to this problem rests almost entirely with you 

and your men in the field. With your support, the Division of Research 

and Statistics can be much more effective. Therefore we earnestly 

solicit your cooperation. We ask that you encourage your examiners to 

check both the report of condition and the report of earnings and divi

dends carefully and when errors occur have a thorough discussion with 

the officer responsible for the preparation of the reports.
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