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Why commercial banks sell loans
An empirical analysis

Christine Pavel and David Phillis

Banks are increasingly selling Ioans either insurance ﬁrem ({1

Af however, asset sales
outrrrnrht throu%h articipatjons ang syndi- are ‘orlmar y influence

ctgltother factors, such

cations, or th “securitization.”1 Loan & | urdrt an B/ersrfr lon, then erhaps
fales are not a new henomenon. Commercial asset sales” should be enc ura ed In order to
oan 8artrcrr{tatrons and overlines are gurte |mprove esoun ness of the b an ing system.

commaon there IS some evidence that om- the authors’ knowledge no e Erycal
merclial Ioan sales are mcreasrn n'sales haS been

5% 1984, or theﬂretrcal work on bank
commercra banks sold ro% 48 brIIron of ublished to date. ~ However, other fee-
loans. B y loan sales by commercial banks enerating, off-halance-sheet activities ofbanks
Jum nearly 75 percent tg $258 hillion. Sales ave heer studied. For example, Giddy (1985
of other t¥ es ofloans are also picking.up. The arques that capital reﬂurre ents ericourag
market ort ae backel seourrtres has banks to engage.in off-balance-sheet bankrn
mus roomed r[n é‘,oo lllion In ustry (F Em nrcgl ork in this area Is rat er mrte
1981 to. a$2 trr lon in ustrg/ In 1985.2In" a Ko o ver 19?6 estlmat odes e
drtron in the last year or So, the mar et for ter ne te ke fors II]VO ve In 4 an
“securitized” consumer installment Ioans haé decisjon e In lpan commi ens
been exp andrn Packages of autq oan an standb Ietters fo edit, an coAnmerCIa etters

f It cahr receivables dre mcreasrrgg%y ein P Credit t at such decisions are re-
t|r Bart mvestors for ex- ? ) ban qua |t reﬂu ator A dtaxes espe-

e.only about $1 billion of aufo loans were cra Iy eserve Tequ reme ts), customer
secBrrfrzedybut In 1986, 810 bqtjron were sold J
under this method.3 In this paper, we find that regulatory
Stevera reastons for asset Islales ha\tre Eeetn auxtesahlgaﬁ aSn c'B“m"étattb ermaraactn%ér éoarr]r sates
se set sales may allow a hank to
r r;grdn | BT il gy vy e i o o8
menscarareuremens eorrsur
ance premiums quo aéset sa]es may ?a%P fe ansf B commercial %%)éﬁs The nsts
?ap mana (ement % ane a ban ﬂ scusses h% Qeorg Ind asset Csa
Iquidity an drversrr |cat|on rP Ber at cusg second ap t "re | H%HS regtenetrara ik
te tS 0 expllarn Wn%é)&n sse loars Xes“ Wouldl sre“) assets t rou(b Lﬂ fh ome-

g”&wothgt Ian m?)'[ﬂ%“%h [ﬁr%]ew |0an5 times durm? a year, or NEever. %ey?ﬂurtﬁ

%re r}dl Iar“arpnaolunn of ?oansmt at tb gatr?Lmvlvrtﬁ grr%noﬂrr)]rtes%n S?Sasetr;todegttog emlmarnwtoglfdozgn

annua Fina l fth section discusses conclusions
%rvnhg forces behind asset sales are and"policy Implications.

imp ortant or the re uatron of e osrtory |n
strtutrons For ex%m ple, if th e av Id anc A theory of loan sales
? ator taxes |stedr|vrng rce behin
sef' sales. then SH ta)(?]s” m eset too h| h There are éeveral reasor] i/\/ x a commer-
thus "possioly “driving high duality loang off cial ban woul want_ fo sel| loans. bank
bank book In that case, re ato taxes may want toater the. diversific atron of its loan
grse ord er portfolio, selling certain types of loans in order

shou ét % wered, rather than r
{0 retuce the mcen“\ﬁe% for hank? '[O Se th Iq Christine Pavel is an economist at the Federal Reserve
quality loans, or regulators shou concen rate
on both asset combgsmon and aset qualty by . D DT, AN coonomist &t
risk-adjusting capital requirements and deposit tional Bank and Trust Company of Chicago.
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to buy or originate other types of assets. Dia- Thrs implies th IS more ensive
mondy( )%hows that ba)r/rrk managers would funding rsourcet qdlegt I% tax-
want to drversrfy their portfolros In order to re- ation rmﬁ les that f rcrng banks to hoI more
duce their moriitqrin %sts and to avoid the ca ital than would be démanded of an unreg

wrath of d|3ﬂptfomte areholders bank ted rntermedrar drrves up the cost of fu

may. also sell loans in order to fun d oth er a loan th roug a hank. roreater

P ions of Its ortfolro rather than] f g ca ital re urrem nt, the greater the funding

ract mare retail deposits or purchase funds, 153 vzi

In addition, a pank ‘may sell loans because It annerv (1987). identifies gni)ther link

has a comgﬂatrve advanta ? in bookrng cer- between o(ag al ' re ﬂ rremegts and loan sales.
0ans and, thergfore, can Use loan As a capital ratio declings it becomes

tamt es
? f/d) und originations of srmrlar loans, poi sul%]ect to mcreasrng surveillance and fings it-
sibly ach revrng economies of scale. A ban Su éect f0 an “increasing number of re-
may aIso sell loans to avoid; re?ulatory taxes strictions. ~ These represent”another type of

Recently, a Lot of Werga has bieen given requlatory fax. But, unlike the other re(IruIa
to the arqument that loan Sales areares onse fory faxes, it Is not cleartat this one creales a

to burdefsome requlatory taxes. u- unding disadvantage. Flanner ues
ment Is tHat banksg nave %comparadrvea vg b r% lators forcge banks to vr/ht own ad
tage In or] matrng ans, but a disadvantage In loa swﬂ)e apprecratrnTghassets must be carrjed

renousing |oans—k ef ﬂ at thejr book value IS as ect an clas-
their books.” This disagvantage stems romt sif catron lprod(tirces an es mate of tu
regulatorv Aaxes éhat hanks must pay in the valu % erstlates What hs tru avar anle
ederal deposit rn rance premiums, E isor future losses.” The only \qag OJ
r;te)r\e/gone Interest f om ho |n required re- anks to correct thrs understatement ‘an vor

5, and man ﬁtory cagt) requirements the Increased re uahory scrutrn |s to real |ze
that exceed those t e maintained In the capital gain nteassetst ave af
the abSFnce of regulation. clated. This means, that ban swrt owc

at wou

Al insured “commercial banks are subject ratios or hrﬁh net charge-of sou ht {0 be ore
0 the three r%)ulatora/ taxes] Banerust nay ikely to sell loans than those wrhhrgh capital

flat premiuni_hased on their total omestrc ratios and low net charge-offs.
deposrts to_the Fegeral Deposit Insurance Cor- . Inreturn for abiding by these regulatigns,
poration FDIC) for de 0SIt |nsurance. In the ? ay mg these taxes, a bank™ receives
Bast ag rtion "of v\)oremrum Was rebated deral deposit’ insurance and, access to the
ut in 1984 the rebate gs redu ed and in 1985 -e eral Reserve’s discount window. These two
the re bate was susPen e anks must aIso advantages, esPecrall deposit msurance allow

da certarn cPo tion of their eposifs on re- the an to attract d gosl)sata ower rate than
serve atteFe This portion eends on the would otherwise epssr

iven the risks that
(ype and maturity composition o] each bank’s Brs taking. - HoweVer, for E1ow risk Fctrvrtres
eposrts No rnterest I paid on these reserves, this lower"rate may no be suffrcrenty low t0

Banks also must hold a certain amount compensate the bank for any funding disag-

of capital_against all of its assets. Currentl vanta ecreat by the re uIao taxes It will
trs r? a fIatg?evv with no reg ard for risk. f/n then acedj f/ a com%etrtrv disadvantage
other words, a

an 10 a start ug comg L}/ a arnst other frnancral Intermediaries rn fund-
eurvalent 10 cas ora U.S. Treasury sec rtv %ow -risk_loans. 1T this Is the case, lak
rom acagrta adequac stan\d\bomt P can reduce its regulator fax burden d

fe?t market, 1., In"a Wworld with no taxation, assets wrthout recourse.s Such asset) e pro
Information” costs or transactions coFés an vide a undrng source that_Is not subject to de-
combrnatron of ebt an equrt shoy 5 Posrt Insurdnce %emrumls< or reserve
0od as a]ney J Mod liani ang Mrler equirements. Aso y shrinkjng the balance
959). world, however, is not per ect sheet, asset sales allow a bank to reduce its
Therefore a firm’s canrtal structure does ma caprtal re urrement
ter u}rns t0 equ ty holders are. taxah reced]rn% argument IS, correct,
whereas the return 'to debt holders is treated banks Ehould sell lity low-risk assets
as an expense and therefore tax-deductible. since the “after- tax return on these assets
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would be lower than that of nskrer aSsets,
Koehn and Santomero (1980g have shown that
%n Increase in ¢ Prtal requiréments mag cause
anks to “reshuf Ie the” com osrtron f their
balance heet favgr of riskier assets,
Flannery (198/ argues that, under the current
re ulator)- s sterp banks have a compfrratrv
anta er drﬁ oans, of a particular ”f
cat%g rn a crent arket, wou
ogysuc loans. T 1S, owever would nft
Precu ¢ banks from orrgrrhatrng and then se

g éher %Pes %J\na]nusa i ese é)ther Ioa§

Ioans In FIannerysmodeI as funding costs
Increase, requlated ‘hanks will have 3 ¢ mPar-
ative advan age In hoIdrnr% a smaller se
loans, and they will originate and sell a larger
et of | oans Includrpg perhaps some that are
read1y their bog

he effect of reserve reriurrements on
bagk strateg can be seen by looking at the
Federal Regrve S stemsme bersnip exgen
ence of the I te 1970s. At thaf time, &s int resJ
rates ros% e foregone earnings oH require
reserves hecame significant.6 As the cost of
membership increaséd, the decline in member-
shrg accelerated?The decline In membership

was averted passage of the Depository In-
strtutrofn @ u lation and Monetarg Control
Act o 1980 (DIDMCA). Required reserves
were lowered: nonmembers were allowed aCcCess

to services from Reserv anks a d reserve re-
qturrements Were exten e % eﬁ]osrtory In-
tutions 8 19 ads ¥v A
DIDMCA reduced the tax bure ho
reriurred [RSErVes e?aus% wer banks avet
nold r?serves t levels which ex ee%ﬁ
Rg ncest woul norma rA
Fecderal Resérve S stemsceann ba nce
option and correfspo dent passt
r ngements have further lowered the cost 0
holdling reserves. In addition, declines In in-
terest rates since late 1982 have further reduced
the buyrden of reserve requirements, Thus, re-
quired reserves would l&e expected to have a
smaller impact on a bank’s decision to sell loans
than, the other two reﬂulator taxes—capital
requirements and deposit msurance premiyms.
Not oply have requlatory taxes. placed
banks aéadrsa vantag ﬁgarns ot er fIH ancial
Intermediaries, but they have also placed them
at a disadvantage relative to the commercial
aper market. “Judd (1979) arqueq that the
rowth in the commercial paper market during

?der%AS%%arve Bank of Chicago

of

the 1970s “occurred largely at the expense of
money center banks” who lend prrmanl to
aruqn rhor{)orate horrowers. str (&
dt competrtron provrde to arge hank

Lom the commerci ﬁ g er marhet continued
t roug 1984, an Imates that such com-
petition has cauaed the nskrness ot tfanks om-
Ingrggle dand Industrial loan portfolio to have

Loan sales, therefcire can be viewed as an
attemﬁ commercia ban 0 compﬁte -
ectiv thteco ercla gPer market or
Investment %rae wholesale borrowers.  Ac-
cording to the Federal Reserve Systems Feb-
ruar 1986 Senior  Loan Officer Prnéon
r” ,.60 large panks had Erroxgnate ?

'in domestrc commercial and Ind strra
loans artrc atlons and Ssales outstandrng
ear-end 3%7 ercent of which were t0 in-
estment ow IS,

Thu%J commercrﬁ banks Jnaé/ sell Ioans
for several reasons 0 as part of
Eherr asset an Irabrlrt ma agement Also
anks may sell | oaﬁs to"avaid r gulator% faxes.

W loans In qrder to become
more e Investment banks, In effect, under-
wntrn]q 0ans byt not w%rehou ing them.

he question of why banks ave begn in-
creasin therr sales of assets recgnw still re-
marnB nanswere ere are._however, .fwo
g?ssr eexP anatrons] f]rst the comPosrtron

requlatoty taxes has shifted away from re
serve requifements toward capita re |re
[n%n‘ es rve re urren]ents are hase
labiljties, wereas aprt requirements are
ase on assets.  Second, advances, In technol-
hfrve made It | ess co tly for banks to
ord requ

at%g faxes an e a vanta ge o
the other nefits or asset Sales ~an
securitization.

To sell or not to sell

A bank can sell loans all of the time,
?ometrmes O NeVer, To determine the drrvrnq
orces behind loan sales we estimated two Io%
models tr[) Predrct the ProbabrlrtY that a bank
woul e rst mode eftrmates the
Ero abr ity t at a bank will seII oans either
omeﬁrmes or all the |gre and te secon
model estimates the proba ||t that a han
that seIIs Ioans erI do so all tetrme A logit
model Is basica IX a_choice model that assumes
that an Individual, in this case a bank, I faced



Table 1
Variables in logit and tobit models

Regulatory taxes Expected sign
RESERVES = reserve requirements for the last reporting period in 1984 / total assets* positive
at year-end 1984**
PRMCAP = primary capital ratio for year-end 1984 negative
BIND55 = 1 if prmcap is less than 5.5%; zero if prmcap is greater than 5.5% positive

BIND557 = 1 if prmcap is between 5.5% and 7”~?zero is prmcap is less than 5.5%
greater than 7% positive

PREMIUM = total domestic deposits / total insured deposits
at year-end 1984 positive

Diversification

LNINDEX = (L} + ... + L}q)I1000 where L{is the loan to asset ratio for loan type positive
i at year-end 1984

Funding / Liquidity

LNGROW = total loans at year-end 1984 / total loans at year-end 1983 positive
Loan quality
NCHRGOFF = Loan charge-offs less recoveries / total loans at year-end 1984 ?

Comparative advantage

NINTEXP = noninterest expense during 1984 / total loans at year-end 1984 negative
+ loans sold during 1984

Control variables
ASSETS = total assets at year-end 1984 in billions of dollars positive

MULTI = 1 if bank is a member of a multibank holding company; 0 otherwise positive

Dependent variable
SOLD = total loans sold in 1985 / assets at year-end 1984 (for Tobit)

‘Total assets include foreign and domestic assets.
"Data on required reserves were unavailable for 3,338 banks. Therefore, an OLS regression model was estimated

with required reserves as the dependent variable and total deposits as the independent variable, using data for the
10,425 banks in which data on required reserves were available. The model's R2 was 97%.

Wrt or mor(ee aIteJnatives and] th?]t the on Schedyle L 8fbthe Report of ond<itiﬁrglzt

sc orce IS pen ent upon the charac- “Loa S orr |n te he reportrn t
terrstrcso te an een rtici ated o0 ers
he data this stud are sdrveX |s tem exc the ortrons 0 rlsthadt
data or 13763 ans rom the Reports of Co ave nret |ne tereportrn NKS an
dition afnd epo so ncome for 1983, 198 and 0ans so wrt recourse “or with terere)ortrn%
1985 Ied g rate re ator banksendorsement gr duaranﬁee t 8
a enc an rom eRe Transac onsA- ? loan sales repPrte also exclude one-to-fqur
ts Ot er De srts an of De- am| nX res) entra mortgages and consumer in-
cem er 24 198 |Ied wrth t eFedera Reserve stall ent 0ans.9
qén reserves was the onl¥ arrable calcu- We assume that each awk considers its
ah from data coptajned atter report, Posrtron at the beginning, 0 ear ormu-
The dependent variable is from the memo item ates a strategy, and carrres it ou during the
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Table 2
Description of sample

Nonsellers Sometimes-sellers Always-sellers

Mean Min Max Mean Min Max Mean Min Max
RESERVES .004 0 .054 .005 0 .041 .007 0 .036
PRMCAP .097 0 483 .089 .018 .364 .085 .005 347
BIND55 .013 0 1 .022 0 1 .040 0 1
BIND557 .107 0 1 .158 0 1 219 0 1
PREMIUM 1.141 1 67.690 1.670 1 3.028 1.221 1 6.139
LNINDEX .941 .001 4901 1.150 015  4.242 1.273 .013 4,776
LNGROW 1.181 397 83.571 1.252 .212 38.988 1.253 430  19.003
NCHRGOFF .009 -.050 220 .010 -.056 222 .010 -.055 147
NINTEXP .069 .008 1.960 .060 .010 333 .051 .002 .258
ASSETS* 64 1 4626 84 2 11760 521 1 120054
MULTI 151 0 1 .287 0 1 .356 0 1
SOLD 0 0 0 .027 0 1.345 122 .001 4.568

*In millions of dollars.

)iear. Thus, the dependent vari lile I5 as of
985, but the Independent variables are for
year-end 1984, j.e., the ver beﬁ;mmng of 1985.
. The sample of 13,763 bartks was first
vided mi? two ca_te%orl s—oellers and Nonse
ers. ) Sellers consists of 8,190 tfanks that so
oans dyring 1985, and Nonsellers consists
ganks that (%Id not sel& loans during 1985
Sellers were further_broken down intg “Loa
merchants,” those 3,214 institutions that so
oans during every quarter of 1985, and “Part-

MULT] _controls for. multibank holdln\% com-
pany affiliation. This latter variable Was In-
cluded because banks often sell or Ioartlmpate
loans to their affiliates within a ho dlng com-
pan){ structure. It is important to control for
asset size because of overlines. If the coefficient
of ASSETS Is negative, then overlines are
Brobably a major factor in loan sales; i.e., small
anks <ell. porfions of loans that exceed thelr
legal lending limits. However, if overlines are

So

O S

y not important and banks are selling loans for
ggﬁs \(limidnogrsbnly %nee 4&706 osre”t?]rrseet%tar%glrg other rgasons,, then the coefficient of ASSETS
of 1985 Loan ‘merchants can be viewed as should be positive. A positive sign on ASSETS

may also Indicate the importance of sophisti-
cated bank management,

In general, the hlther a bank’s regulatorY
tax burden, the more likely that bank s to sell
loans. Thus, if a bank has a hl?h reserve re-
quirement relative to assets, that bank would
be more likely to sell loans than a bank with a

hose hanks. that are in the business of selling
0ans, 1.., “investment bankers. _
Each model is sfpecmed as a function of
the potential reasons, for selllnfg assets;  regula-
tory taxes, diversification, funding/liquidity,
and comparative advantage. Table 1 lists the
variables along with the expected signs of the

parameter estimates, and Table 2 describes the
sample according to these variables. Two con-
trol variables were also included. The variaple
ASSETS controls for size, and the variable

lower reserve requirement. 1fa bank’s primary
capital ratio is low relative to that required by
its requlator, then it is more likely to sell loans
since doing o would raise its capital ratio.

... Federal Reserve Bank of Chicago 7
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Table 3
Multivariate logit models

Prob(Seller)
Parameter

estimates T-Statistics
Intercept 0.175 1.191
RESERVES 17.824"* 4.023
PRMCAP -5.383"* -6.405
BIND55 0.268* 1.744
BIND557 0.77 1.243
PREMIUM 0.246" 2.288
LNINDEX 0.556*** 15.089
LNGROW 0.071" 2.295
NCHRGOFF 4.543*" 3.605
NINTEXP -9.890*** -12.279
ASSETS 0.352*** 3.999
MULTI 0.706" 14.917
Correct rate 65.5%
False-positive rate 32.8%
False-negative rate 39.1%

‘Significant at the 10-percent level.
"Significant at the 5-percent level.

‘"Significant at the 1-percent levej.

Three measures for the capital_require-
ment tax were inclyded in the model. The first,
PRMCAP, s S|mﬁl_y the ?Vrlmary capital rado.
The second and third, BIND55 and BIND557,
are _dummy  variables that measure the
bindingness of the capital constraints, BINDS5
takes on a value of one if a bank’s primary
fapltql rado is less than 5.5 percent, the re?u-
afory’ minimum;_otherwise, it takes on a value
of zero. BIND557 takes on'a value of one when
a bank’s primary capital_ratio is_hetween 55
percent and 7 percent. This variable was in-
cluded to capture, situations in which a hank
may be ap,proachln?_the 5.5 percent level or,
Iven the riskiness of its partfolio, is advised b

e_re?ulators, upon examination, to hold more
capital than the 5,5-percent minimum. Banks
with primary capital rados below 5.5 percent

8
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Prob(Always-seller)
Parameter

estimates T-Statistics
-0.633*** -3.447
-2.145 -0.412
1.137 0.944
0.567*** 3.404
0.218*** 3.046
0.684*** 5.753
0.133*** 3.067
-0.040 -1.222
-1.159 -0.723
-18.141*** -13.918
0.647*** 7.086
0.145*** 2.732

65.1%
33.9%
35.0%

would_ be expected to have a higher probability
of selling loans than those with' rados between
5.5 percent and [ percent, which In turn have
a higher probability of selling loans than those
withcapital ratios Qreater than 7 percent, In
a similar vein, we would expect that g hank
with high net charge-offs would sell adaitional
!:%an%alm order to maintain its exisdng level of
Ital,
P Finally, if a bank pays a higher premium
for deposit ‘insurance per dollar 0f insured de-
E)osns, then it would be more likely to_sell loans
han a hank that paid a lower [[)remlum._ We
assume that the 1985 Continental. Illinois ex-
Perlence has not rendered all dEéJOSItS implicidy
nsured, Baer and Brewer (1986) present evi-
dence that large depositors do not act as if in-
surance Implicidy covers all deposits. ~ They

Economic Perspectives



found, as did Hannan and Hanwick ((11986) Table 4

that the market for Iarge certificates of deposit Relative impact of variables*
dotes enalize risky banks by demanding higher one _n the logit models hange)
returns. - -
As mentioned earller diversification and
funding needs would ?so be expected to influ- prob(seller)  Prob(Always-seller)
encea bank’s loan sales act|V|ty The greater ( percentage points :
anksdemand for loans, |e the fft eris 0 R
ortrolio 1 ?\d’ 'the moL {y a RESERVES 230
quld be to ell oas If banks use [oan SRMCAP 556 -
?aes t% f(rease diversit 'f tion, the Iessdlveril '
led a 15, the more i t at ank woud PREMIUM 3.76 3.97
be to sell loans. Thus, the va iable LNINDE
which takes on greater values for lower degrees HNINDEX 742 1.90
ofd{versmcatlon would be expected to have a LNGROW 174 ~
ositive sign
d Interpretation of the model’s diversifica- NCHRGOFF 163
tion measure is complicated by the fact that the NINTEXP 936 .
level of djveysification may be' the result 0f|0ﬁ
sales. made In a previous period. That s, the ASSETS 14.94 3791
refatiqnshi betwee dlver3|f|cTtlon and lOF
sales In 1 may Qe the result of, loan sales
Urlng %r Infer retatltfn of tp ~'Dummy variables, BIND55, BIND557 and MULTI are not
variable eannot e made withqut analyzing t included.
efrect .of oan sales on diversifi ﬁatlon THis is “Variable ot statistically significant in the model

done |n th section on logit results
Final 3’ oan sales would be expected to bility of selllng loans would rise by more than
be. temperéd by loan” quality and ‘a bank’s 1 percentage points,
ability to serV|c loans. The Tesults in Table(f Show that undi-
versified banks are more likely to ?ell oansb nut
The logit results this does not mean hat lo n S es are hein
used to make the bank more diversified, ver

Weetlmated tw odeIs |n all of the the 1984-85 enod Jtowever the Iev
variables s | | ter- ver5|f|cat|0n ncrease for Sellers, wh |e |t re
mines the prVY) Itn ta ban Wouﬁ matned out the same for Nopsellers, Thys

ﬂ con eermm s the oro % |m[p les t %t an ﬁales m& eased the diversifi-

||t ﬁ t a Se?Fer woul foans nt) £ac on of nks that sold loans during 1985
dua ter o teyear The results are shown_in see Table 5

3. Ten of the 11 variables in the first In addition (50 di ershftcatton a hank’s

mo eI are significant at at least the 10-percent re ulatory tax urden alsp has a large impact

level, and edch of these 10 have th robability of selling loans.™ A one-
evel, ﬂan each of these 10 have the expected stan dard) d)ew x %

sign. atio mcrease in the averaIge
According to this model, the avera% bank’s deposit insurance premium per dollar
bank has & 611 percent prohability of sell d oftnsured deposits or a one- standard deviation

loans. A bank’s size, it raflo_of noninteres decrease in | é{)nmary captta ratio would In-
ﬁ ense tf [oans, and its IeveLofdlversm anon Crease Its prob bility 0f selling loans by about
e the lar estlmgact 0N a han sgroba Ity 4percentage pomts I the avera e banksre
fbemga eller (see Table 4). [f the average guned reserves  increase ?/ one stan ard-
bank Were “one standard  deviation larger, it eviation, It Woud Increase its probapility of
would have a probability of seIItn loanis_that seIItngrloans by on¥23 ercentage p0|nts
s pearly 15 p rcentage points higher. . Simi- mpact of a bank’s deposit insurance
larly, 1f’the averag ? nk’s ratlog noninterest Premlum per doIIar of insured deposits implies
exgense to loans Or i ts(]evel of |vet3|f|catbon hat. banks, that are subﬂect to more market
decreases by one standard deviation, Its proba discipline (i.e., banks with more uninsured de-
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posnsa are. more_likely to sell Ioan% As % -
cussed earlier, Baer and Brewer found that
uninsured depositors do Penaltze risky banks
by demandln higner retutns

The second”™ model |dentI|f|es Ehe faitors
which determine whether a seller will be a loan

merchant—sellln loans In all four quarters of

ar-fime vendor. As shown In Ta-
seve of the 11 variables In this model
re S|gn| ficant fi\t the I-percent level.
ther four variables were not statistically S|g
nn‘lcant at the 10'-percent level.2
The average Seller has a 40.4 percent
Probablltty of selling loans in every quarter
roulghout the year, and size, blndlnﬂ capital
constraints and noninterest ex%ense ave the
Iarg?st |mPact on a SeIIer?] rpro abilit of seII
Ing'loans In each uartert oughout the year,
1€, of acting lik “Investment hanker.”
Deposit miurance premlums and diversification
have smaller impacts. It the average Seller’s
asset sjze Increases ?y one-standard-teviation,
its probability of selling loans in every quarter

Table 5
Diversification and net charge-offs
1984 vs. 1985

Diversification

(LNINDEX) Net charge-offs
(eevrerrrenens percentage points.............. )
Sellers
1984 1.198 .010
1985 1.181 .016
T-statistic 1.771* -16.500**
Nonsellers
1984 0.941 0.009
1985 0.948 0.012
T-statistic -0.665 -8.535**
Loan merchants
1984 1.273 0.010
1985 1.245 0.016
T-statistic 1.805* -11.481

Part-time vendors

1984 1.150 0.010
1985 1.139 0.016
T-statistic 0.943 - 12.012%*

'Significant at the 10-percent level.

"Significant at the 1-percent level.
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throughout the year would mcrease bg almost
38 pe centags tt)omts and if its ratio 6f nonin-
terest expense to loans Increases by one stan-
dard dewetttlon Its probatblllty would deAcrease
ore than 9 percentage” poin one-
sPand (? deV|at|onp|ncrease In gSe ?ersde osit
Lnfuran% ﬂrem ums would increase Its p oba
Ity of se |ng 0ans In eveyquarter
é ercentgg oints, an one- st
lation cr? se In-a Sell ers level o v%r
sn‘lcadon would increase 1ts probability
nearngercentae points,
ott\ mogiels, capital, vanablis play. r]
important role. An Increase in a bank’s capita
rado or a decre S? in It r]ft char eoffi\ oth
reduce its probability of selling loans. A ope-
stanaard-d V|at|%n decre e In"a Tbanlk 5 ca pital
[)atto Bncreasest groba ||t¥) sell r}g 0ans
about 4 Percnae ints. one-
standard-deviat %n |ncreas “ ne charge -0ffs
mcreassf go ability of se mF 0ans Dy one
% g prcentae 0|r]ts If the average
kh ap nmary capital ratio 9reater th
ercent I have a 60./ percent Eroba
ofsell oans but a similar_bank with
mary capital ratio less than 5.5 percent
wou have %669 ercent Probablllt A typ-
ical bank with a capital ratlo between 5.5 per-
c?gta nit 7 percent would have a 62.5 percent
%lm)iarl If the t Pfal hank that sells
oans ad a rtmary capital ratio trtreater than
Percent If would have a 39.0 percen Proba
of se Ilng 0ans In every guarter t

ou

out T ear uta3|m|arb nk with a nmg\%
caplta atio less th %n 55 percent wo dhae
percent prooabil |t>P A typical Seller

W|th ac |taI ratlo hetween 5.5 Hercent and 7
g? ﬁa have a 44.3 Perce B%abl Ity
% oans |n every %ua ter thro % out the
year ese results suggest that the decision to
T loans may e motlvatf hy a desire to re-
alize unreco ntzed capita %alns not a desire
to av0| er und| g CoSts created hy the
doub etaxa lon of e(aUIt% Income.
Whether qr not a bank Is a member of a
muIttbank holding company Is aso an Impor-
“t factor |n etermi |n |ts babll% of
selling loans. The averag n
t0 a muItlbg nk_ holding c?mpan has a]
ercent pro abtltty of selling oans, while a
l(a}q gn that 1s not a me[nber of a multi-
olding comPany has only a 56.9 percent

probablllty Multibank holding company af-
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filiation, while still important, is less |mportant
|n determining whether or not a_Seller sells
oans throughout a year than It is in determip-
\g/whethe or noﬁ bank s a Seller. An oth-
Ise average Seller with multi ank affrlradon
as a4 eroent pro% ility of se ling lo ns
throug outte ear while one with outmutr
Bank aforlratron nltly a 39.3 percent proba-
Ility of year- roun selfing.

How much to sell

A bank is not only faced with the decision
of whether or not [0 seI loans, ut It also must
decide how much, if any, to sell. In order to
understand the un éterlyrn factor |n this deﬁ
sion, we estrmae a or mo usin
same data used for the ogrt modesand ased
n the same vari Fles in the logit mo%e\s Tp

oendent variable In the tobit model is t
o lar amount of lo ans sold in 1985 asagercent
o assets at year-end 1984. A tobit model Is a
Jpe 0 reg ession model in which the depen-
nt variable 1s limited or constrarn ]%14
eresuIts are gresente |nTa e 6. Ten
fhe tivarra es ar ﬂgnr ficant aé east at the
10 Eercent level and the estimated effects are
con Istent Wrth the logit results The mode
"n t the avera é) nk in ourgample
5 oanse uaI percent of Its as
sets or § mrIIron Noprnterest exge S a5 a
Eercer]t of loans, diversl hcat,on and bindi n%
apita constrarnt avet aB itrm pact 0
proportrono anstata nk sells annu-
X Bestandar deviation decrease |nte
av r k’s noninterest expe se ratro w
aII e IS \d con tant w ease t
groportron o oanst at it wou near
percentgg oints, and a ones
deviation, decre ST in. that ban S Ieve
versification would increase te amount o
Ioans that it would sell by 0.8 percentage

poins,
pical bank with a b|nd|n ca
ﬁonstrarny wogd %ef Iex ectt%d to se gat nﬁ) |
er proportion of loans than one withqut a
br%drn IOcoFr)rstrarnt T e average hank with a
rrmar% capital ratio less than 5.5 ercent
e expected to seII Ioanse %al to 1 %er
cent of Its assets while a srmrar ank wi
primary caprtal ratio greater than 7 percent
would “be exgected to sell | oans equal to 54
ercent of IS assets. g/ hank whose
rimary capital ratio is bétween 5.5 percent
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Table 6
Multivariate tobit model

Parameter
estimates  T-statistics

Impact of a one
STD change

(percent points)

Intercept -0.060"" -7.097
RESERVES 0.962"' 3.488 0.25
PRMCAP 0.022 0.339
BIND55 0.032" 3.259
BIND557 0.015"™ 3.488
PREMIUM 0.019" 5.675 0.61
LNINDEX 0.059"" 23.194 1.80
LNGROW 0.005"™ 3.700 0.25
NCHRGOFF 0.208" 2.209 0.15
NINTEXP -1.074™ -16.847 -1.74
ASSETS 0.002'" 3.288 0.19
MULTI 0.044"' 13.226
Sigma 0.150"™ 123.770

"Significant at the 5-percent level.

""Significant at the 1-percent level.

and 7 percent would sell loans equal to 6.1
percent of IS assets.

Multibank holding company affiliadon is
also an important determinant of the amount
of loans that a bank sells. "I the average hank
belongs to a multibank hoIdrng comgan It
would be_expected to sell loan3 equal to 7.2
percent of its assets, or $12.8 million of loans;
whereas, a similar bank that had no multibank
holding company ties would be expected to sell
onl¥5percent or $8.9 million. hrs Su ests
that a srgnrfrcant portion of loans sales m
attributable to loan transfers from one ban to
another within the same holding company.

A separate tobit model was estimated for
the 100 largest banks in oyr sample. All but
three of thése hanks sold oans 1n 1985,
shown in Table 7, only three of the eleven
variables are srgnrfrcant at at least the
10-percent level, ~These variables measure a
bank’s comparative advantage in. making_ and
servicing loans, Its asset size, ‘and its depoSit in-
surance”premium.  Of these three variables
asset size has the fargest impact on the amount
of loans that a large bank sells, followed by

7



Table 7 requirements do have a 3|?nificant impact on

Multivariate tobit model: Ioan sales with deposit |n1§ ance premiums be-
Top 100 banks by asset size temore |mP ortant factor. How?ver this
(i does not Indicate that Jogn sales are a
Parameter Impact of a one result. of forcing banks to shift_from cheap
estimates  T-statistics STD change depOSItS tO ? XPens Ve Ca Ital B
(percent points) V equ X U
Even tor ta es do e co
plereept 0,029 ne r|1k|er bSQ'é? ttrc])r%a thosytsl\e/eoﬁn?gc tons o
RESERVES  1.070 0.445 f) Jg)un nes Lo n sales allow banks t
PRMCAP 0.336 0.159 flt from whna '[hEt do bGSt—OI’I {ﬂate an
] ) erwce oan —ra er than warehquse them an
BINDSS 0.023 0.335 oan es a o anks to dlver ?y ?Pell’ ortfo-
BINDS57 0.003 0.065 oS, which WI imp rovet esa |nd V|dua
PREMIUM  0.088*" 3275 2.65 banks. Asubstantla ortion of Ban aniags
NNDEX 0017 0490 are gomg to Investors outside of t
| ' anklng Xﬁtem According.to Salem (1 W]855)
LNGROW 0.027 1342 orelg S an r”)nban nag stors purc
et e
NINTEXP  -2.962"*  -2.876 -3.97 the s %tg/ afnt?]e ankm sstem asawH)e
ASSETS 0.003"* 4.208 4.93 Se ma qeme actors Seem tO a}/
MULT] 0.024%" 1003 a domlnant [0 anks’ ?ﬁsmns 0 se’
_ ' ' 0ans. Twenty-three percent o ?mmerma
?ar“o&gﬁébta%he'”vﬁitr “ ba“eée i tae”.?
comparative advanfa orl Inating and ser-
* Significant at the 5-percent level. vIcing Joans as we‘ %s thelr ze |eg evef of
" ’Significant at the 1-percent level. fO hIStlcatIOﬂ Ore Im Ortaqt than r
atory tax?f In t e|r ecisions. to SFIIoans
noninterest expense and then deposit insurance 15, especially true for fe 100 Targest bﬁ
premium. Ther ore evenl reu tory taxes Were elimi-
Bat Qan saes should remain an important
Conclusions and policy implications. an aC IVIy

Our _ analysis |n(1|cates that regul IOP\

BlE%YkS Sg" important role IP explaining. whic 1Securitization involves the pooling and repacking

loans. But, regulation Is not the sole
drivin force Hor i I'[ the SUOI]RESI A b;nks Sgslt%args into securities, Whlcﬁ are then sold to in-

ComrP rative aavantage | Orl% atln? Ser-

vicing loans, as meag re e ratfo of non “Martgage-Exchange Proposal is studied,” Wall
mi)ereq?(t expeB %50 oa? naz nqe Imgact on étmheﬁaﬂn%\f February 26, f986 p 6.

'S probani |t of selling loa s and 1t has 3 Robert Geiger, Moodys Investor Service, tele-
the largest Im act termlnlng amount phone conversation with author, January 5, 1987,
0 Ioang ban (Y\l | sell. (ﬁuo the R/lnd kSanmoln%?rotgers IOProls ecltg%for Financial
nee {0 |ver5| the size of bank are arkets in ecember

also importan 4 EDIC rebates were actually credits against the
EPﬁe l’esults indicate that blanks are |||i \X following year’s assessments for insurance coverage.
tO start selling loap)s when C%plta ratios are 0 5 If a bank sells an asset with recourse, then gener-

V\f] en ch ? e-0T11S ar? (P Ew ?FS to ally the regulators require that the asset remain on
e the resu ofa requlato o|| t forces the bank’s books for computing capital adeguacy

anks to ppre |at|ng a Sets |n r er to and that the proceeds from the sale be treated as a
rmg re UF&IO{ easure of equw Wlt deposit and, therefore, reservable. See Pavel (1986).
the '[F&J e of the irm.." The re uator 6 “Statements to Congress,” Feceral Resenve Bulletin,
faxes, epOSI'[ Insurance premlums an reserve February 1979, p. 115
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7The 66th Annual Report of the Board of Gover-
nors of the Federal Reserve System, 1979, p. 253.

81n Fen.er_al, a logit model is based on the cumula-
ve logistic p[OBflbl“ty function and is specified as

= 11 + e).PLis thie probabllltg that bank, will
sell loans; €is the base of the natural logarithms;
an L is equal to)e.og(P,/I —[*), which is equal to

T where A] “are the characteristics of
bank,. For more information, see Maddala (1983).

9 Loans sales reported on Schedule L also exclude
renewals or rollovers of loans previously sold by the
reportln% hank provided that no new funds were
advanced and loans sold under agreements to re-
purchase.

10 A sample of 14,362 banks that file Reports of
Condition and Income for 1984 and 1985 were re-
duced to 13,763 by excluding those banks that
failed to report important data items or were closed
or merged with another institution during 1985.

1 When tested against the sample, this model was
correct 66 percent of the time, and had a false-
positive rate of 33 percent and a false-negative rate
of 39 percent.

2 This model, when tested against the sample, was
correct 65 percent of the time, and had a false-
positive rate of 34 percent and a false-negative rate
of 35 percent.

13 See Amemiya (1973) and Tobin (1958).

14 Another way to estimate a model with a trun-
cated dependent variable is using Heckman’s two-
step estimator. This technique produced results
similar to the Tobit analysis.

15 Since our data set only looks at banks at a single
point in time, it is not well suited for examining the
effects of year-to-year changes in minimum capital
requirements.
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Tax reform looks low risk for economy

Thomas A. Gittings

The Tax Overhaul Bill of 1986 is the most tene] law could have on bustnesswvest fe
comf)rehenswe restructuring of federal Income as been especially true In analysis of |
tax law in the East 40 years. This il cha_n%es dustries that have received Investment tax
Jt ﬁ rat%s de %Ct'ons exem th credits,
credlts that a

ect individuals and busi- hile we consider it Ytrtuall |mposﬁg
nesses t was. designed fo De “revenue to re |ct what the eventual net effects wi
neutral:” that 1s, it was ntended netther t0 In- del 5|mu ttens sug ft th gt any nega-
Crease nor to cut he tax recelpts of the federal t|ve e ects will we are un-
overn rht Ratner, the ur 0e Was, to shi able 0 regect the 035|b|I|ty ofa significant
ome of t (s uden |nd|V|g uals to posmve Jesponse.
USInesses, an

Imbal- This Ea er looks at some possmle effects

to reduce metkumeesS a}rqte s " h d A
0 of the ne awon e economy by studyin e
at the net eﬁse%t 1[tects othhe tax ¢ anges on%shta‘ rh

ances created by varjous
tem. It as enesttmateé)

over the next five I)rears will be to raise busmes? the econom Numefous simulations of thts
faxes by SI20 bifljon and to reduce persona model ||nd|cgte that aﬁy ne%ahve effefct on out-
mcome taxes b¥ a like amount gut will be quite smﬁ umber o, scenartos
ax rate for |nd|V|duaIs will_ be re run, and show that mo? st posmve a (J St-
wered from 50 percent 10 t percent by 1988, ments_in_the econom cou more fhan offset
hou h some portion o h| h mc?mes will be the losses In our wo se scenarto " whic
su Jec eg 10 a ar?'lnta ate of 33 percent, |tsefturnd§ out not to ? at bad. These off-
Most individuals will fall in a fower tax bracket setttng adjustments could Include an increase
ercent. ehre were a numPet of other the su plg/ of labor due to the Iow%rmgef?f
éust ents and changes, particularly in the |nd|v|dua tax rates, an Increase In t
ar atgp uctb%ns ( Income. C|encg N investments \)/b atnesses and a re-
lion @ersons who fi f1je a feq duction In corporate divid
eral |mcome tax, about three OTI of four will
Pag ower talxs For individua tthe average Specification of the model
uctton will be about 0 tg)ereent of thelr faxes.
businesses the b The trick in building an economjc maodel

eimtnatlon the mvestmgrgestta)? carre ?t > e T h ﬂ h
is to make It complex_ enoug attere IS a
Eremathon a? wances, have heen f %t aCek reasonahle a proxfr)natton to the ea economy,
omewnat and a minimum taX W| ect Cer et simple GROU h that the model Seconomc
a\m COI' 0rat|0ns Partlal Settlngr these nteractPonS C éersto d. Alth ou n h
C anges Sa eduction in the top tax Tate for model uses orﬁ %Out 80 en variables, It
corporations o 46 fercent o 4Rercent captures Mmary ta the re atlonshtps I an econ-
Glven such major ch %n es a df the ny- omy that areaffected by changes in tax rates.
mETOUS other rOVISIO S Oft tax re orm, It IS As 1S the case Wlth any mode| of this type fhe

natural to wonder hat will be the n ariables are hig each Varia Ie

mosut‘%ttt’”‘t%“ts'”oﬁe ad i tﬁ‘ i‘ matlon. For ¢ aahfetgg IabtJ ?82"”&5‘“% it
n X r, capital, ou

fected, what wﬁr he the eventual e? Y rices, and Intere tprates are eacﬁ represeh)ted

|nvestment OUtpUt Inerest rates, em oyment gy a Smgr]e Va”abfe or measure.
and other measures of economic performance? o model is hased on standard assump-
Attempts to answer this question, In the form  igng op MACroeconomics anrt} as %een “tune
ﬂf Uesses, gu ches, esttmateg and predictions to ap Pnroxmate the magnltu es of the U. S,
nave | ?noodeths e popular and' busingss press I econbimy. It consists 0F some basic economic

MUCIP] of this Covera%e has been somewhat Thomas A. Gittings is senior economist at the Federal Re-
negative and has emphasized the adverse effects serve Bank of Chicago.
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definitions and acco]yntrng identifies, an as-
sumntion about the financing and Investment
decisions of businesses, and spefrfrcatron of
some of the factors that crrtrcally affect |nterest
rates and dividend yields. The equatr ns and
vanables of the model are ljsted in the
PE srmula%ons start from arhrnrtr porn&

of equilibrium: the tax rates are then ¢ ang
fo reercJ the basic shifts of the n w tax |

hig leads to a new Iong run e urr num _
oelrsbased on the 1979 zP g rrn
Felastein, Jerry Green, an hshrns

Output Ts assum?d to g uced R
combining the Inputs of capital an r T
gro uctio oc ss IS SUC ttm o lin
ach |nput eas t0 a dou % out ut
Workers'. receive. a real Wge rat that repre-
sents therr marginal contribUtion to output.

g sources of income for housenolds in
this model include wages received by labor,
Interest earned on corgorate nonds, and drvr
dends paid by busrness This ncome Is used
t0 pay persona mcome taxes to buy. output for
consumption, and t% 0. savrns All
%avrngs a lise u addrtrona orﬁorate
ondS. Indivi ua s are proportiohal to
Persona Income Elus caprtal garn In_equi-
|br|um personal avrngis equa the growth rate
of teeonomy multiplied teon}tstandrnﬁ
stock 0 ons Caprt gains equat orowt
rate multiplied by the e%urt% value of busi-
nesses.  Equity is de ined as the difference he-
tween the value of the existing capital and the
amount of bonds outstandtn?

The Federal Reserve is assumed to con-
duct monetary po ICY 50 as to maintain a con-
stant price level, that is, there is no Inflation in
this model. This is an assumption that mope-
tary policy will not try to “take up the slack.”
For a discussion of | |ssues assocrated with a mqre
actrve monetarP/ olicy and the resulting in-
1agtron see Felfdstein, “Green, and Sheshinski

usrne?s source of fupds mclu%e revenue
from the sale of output plus new bonds that
have been issued. These tunds are used to pay
waﬁes Interest_payments, drvrdegds and 8or
porate taxes. The remaining funas are Used to
gurchase output for investment in additional
I replacement capital,
Taxahle pro ,ts eﬂoal recerPts from_out-
gué sold minu aowa e deductions.  These
uctions Inclyde wages, Interest Ea ments,
and a depreciation allowance. For simplicity,
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the deprecratron allowance is assumed fo eﬂual
aﬁ:tua dep recratron In balanced growth. where
“ere 5. no flation. ~ Corporate income

profit”) taxes are a fraction o taxanle profits
mrnus any Investment tax credits.

Businesses are eﬁsumed fo select a debt-
capjtal ratio_ that wi mlnrmhze their cost of
ca |ta As is the custom in_theqries of corPo

nsance this cosé of ca{o ital 1s an after- é
rate 0 return net of deprec atron In balance

rowth eﬂur libriym, the ra%ro of qross mveﬁt
ent to the existing stock of ca |ta equals. the
rate of growth Hlus the rate Of dep r cratron
Under these con itions, mrnrmrzrngt e cost of
caplital IS equivalent to assumrrt% t usrnesses
Invest so as'to maximize their [evel o oug ut.1

Ir] the apsence of an investment tax re%rt
or acce erated rates of taxable dePr ciation, t
cost of capital is a simple weighted average of
the after- ﬁx rates, of returhn on bonds a‘s on
e urt etwer htts Iarett e debht- %a pifa ratro

capital ratio, respective
rate of reﬂrrnyon %e%t IS tﬁe Interest ray te,

:purE A s G

after Pax return. on equrtP/ IS the gross rate of
return divided by one” minus the corporate in-
come tax rate.

TPere are two factors thﬁt are assumep to
affect the rate of interest In the absence o |n
flation. First, as corooratrons acqurrea |lg
debt ratio,_they must pay a higher real rate g
Interest. Thrs risk adjustment factor makes |t
Possrble for the o gtrmal Investment decision to
fnroellﬁglena combination of both debt and equity

Thge second factor that can influence the
real rate of interest Is the personal income tax
rate. Households are assumed to be the sector
%hat is willing to gnd mone%/ f0_businesses b

uying corpgrate bonds. Indivi uas are In-

terested in therr after-tax rates, o return on
bonds and e cy When the |n |Y| (al Income
tax rate Is re uced, a proportion uction In
the rate of Inerest ca generate the same
after-tax rate of return, The djvidend yield on
otntz is also posrtrvely linked to the “income

?te final s hfrcatron of the model is a
brief escrrotron te overnment sector, The
8overnmen ecerves taxes from individuals and
usinesses. All af this Bevenue IS spent on prn]r
chasing output for public consumptjon.
government'is assumed to have no existing debt

Economic Perspectives



and never to run a deficit. These srmﬁlr in bonds is set at 5 percent. The 8ross return on
assumptions fo?us the analgsrs on thee ecs 0 rtrurt equals the drvrdend leld plus the rate
revenue neutra taﬁ% v\]gesand eliminate the owth of e \ert er ent anced
need to disting etween Interest rates on gro th, accrue c §|t ains er ua 3 er

government an private debt ent of equity. tax 1 fes on interest,
dends, and &ccrued capital gains are assumed
Estimation of the model to be the same.

The [government |n|daII nr]aurchases 10
Before using the model to, simulate the percent of fotal output umber approxi-
effects of a change In. tax rates, it I necessary mates the percent of GNP that 1S collected bP/
to establish the Bquations ?f the Htodel and {0 the federal overnmenft from gerfona and co
Blmate or %peCI va s for each of the vari- porate profit taxes If one excludes the net
? eequatroirs and param- Frnrngs of the Federal Reserve System. 1t is

ters, 0 te model. - Th vY section ghdy higher than the §-9 percent of GNP
”eﬂ(}’ describes how  these arrab gs were se- h at S federal overnment urchases of %oods
ecte 0 to approximate te U. 5. economy — and sevices, he srzeo e edera govern-
ment would be significant| rg er If we |n

GTOSS Natioal PVO%UCt in_the nrt?g cluded all transfer payments.) . State and local

gllﬂtes Was a%nroxrmately 4 tri I|on (or $4,0 governm ttaxsan ex endrtures are netted

lon) In The Value of oufpu
model)was set equal to 4,000 and aI‘ dollar ut orsu sume rnlt]o coo\n runrpnetrlr(tmexpendrtures

mﬂ?nrtudes can bg ggggfpfﬁfd a be'ng n 15 ercent or 60 rn |a 5. raised” by corpo-

ois Of current rC€ INGEX 1S te rofit taxes. The remaining 85 pércent or

|trany equaf one and remains consta t give r621%40prs colﬁected from ersonaPrncoFrne taxes.
Because on rnt resting question

s TS M IR i il B

The investment tax credit rate is assumed

Ivestment numbets have J{ﬁ%ﬁleescttr%dent{)a%pa to e%uaq 6 percent. |n 185, s rate s 10

uipment

Proxrmate nonresrdentral frxe
r nonr srdentral

action of the overa economy f r0
mept i oet equal 1 C(Pem,%n t,%n“’tgt il g tuctues,  The b percent rat ggproxrmates

ercent for most producer du
sinvest- ROk autog g 2ero e

it Ita

the wel verage of these rates, where the
F f)four}a prde étece'rcuear gfrgrgrsgtrttr' Caja Werghtsgare the Ergoportrons of otal norrest
differelce betiieen 108s investment and ge.  dential fixed investment. !
reciation, represents net rnvgstment Thrﬁe Given  fhese initial - conditions,  the
Eercen[ of {0 ra| 0 tpl’}t IS usf to Increase t equatlons of the model can be used to’deter-

mine the corresponding corporate and rsonal
onresrd ”“%a%%%ed ro 'Eﬁ te of the econ- fax rates, the peoe |c?enspot the lo(?guc lon
50 assum o e ercent per function, and the cBeffrcrentf that link the in-
ﬁqen the equ| ibrium %aprtal S’utput ratio terest rate to the debt-capital rado.2
must equal to one Once the model has been completel
he(ﬁlbt eqw atlfo is '”'Ea”g set equal specified, It is possible to srmtr]late the effects of
nonfin r

0 0,6. Thrs atlo inancial cqrporadon a change In taX structure. The Investment tax

th Unit (5 States rose from 0.4 1n' the .3 credif s efiminated and the corporate profrt tax
1960 t f uctuate between 0.6 and 0.8 In. t rate 1S reduced so as to, raise an additional $20
1930s. The corresponding debt-capital ratio rs In corporate taxes. Given the new fax ftruc
0.375, ture, business calculates the new optimal mix

The dividend. vield on equity is assumed of debt and equity_ financing and adjusts the
to be 3 percent renrtraWy ann{q thgliln erest rate for capital stoc agcor%mgly ’ )
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Equations of the Simulation Model

d=yK*LP
1.0= &+ P
Q=C+1+G
dQ
W= SL
Tr=TH{WL + RB + \JE+ XK)
rK=a- WL- RB- 5K

(e (e

1={5 + X)K
S=

V=g s (1-0)(ij]+ X)I(L-TK)-Z(d + X

=0

dd C v
lk ~s=n

R—(Po+ pirgyi —Ti)

A= <Aoli - * 1)
g=tk+tl

Initial Conditions

d= 4000 [= 480
5K = 360 9= 0375
\p= 0.03 £= 0.06

)
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Variables

Bonds
Err]urty
(Gross’Investment

Lanor employed

Real output
k Corporate taxes

Inal wage rate

ro uction function coefficients
Debt-capital rado
Investment tax credit rate
Tax rate for corporate mcome
Margrna{{ tax rg e for ?rsona income

~ <O T —[TI100

o
<

Dividen on coefricient
ggsax Margrena p(ﬂ guct of capital

t]e individual tax rate |s lowered ntrI
ersona income taxes ave heen reduce
A reduction o persona ncome taxes ro
0woud represent owenng gersona
tax rates ya out6 ercent on averq
% ssive  Income ﬁe
chan e |n the aver qﬁ tax rates erI eneral
not e the same as p [gern e
Inal tax rates. It.is gifficult’to 1denti What

e reFevant margrna ax rates are or

r
model ea#g It wou be a dollar- wer hter?
average of djftere ttax ers magrnalr ome
fax r es ere ts wo >pro

tiona e re atrve s e taxpayers’

savrngs érs (*hrs rate hat IS Irn ed to rnterest

rates an IY)I e
ark estrmate the change in
mar%rnal tax rate IS ﬁssumed tﬂ be apout 12
perc nt, or twice the change In t eaverape tax
ates.  The marginal IHCO etax rate_for" Ind
vr uaIs Is assumed to decline from 32 percent
28 percent.

Simulation results

To demons%ra ihe sensitivity of this
model, a series of simy atrons were Tun using
gr fferent as ia ﬁ]trons agou the respon%e of la-
or sup e divideng policie cprpo-
ratrons an 'the ma?nrtu es of margina

rates. These factors ortant bec use the

el
can determine whether t g tax_changes evert/
tually will increase or decrease the level of real
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consumption
Governmen
Ca Erta stoc
Cost of capital
Interest rate
I Persona ttaxes o
K orate taxable income
Ratg fa precratron
Growth rate of labor
po,p| Interest rate e uatron coefficients

erage tax rate for personal Income
D\rlvrrggnd yre[d on qu?ty

8QJsL  Marginal product of labor

<00~ =+ D=0 O

="

output To provide a range of possible effects,
foy cases Wer?rrssltmsjrlr%teldatron labor and real
ﬂtt'dae“sd Ieldsdaerelarhetd o, Le, e &
y
Rerso atj t%x/ rates an busrResseﬁ take the ﬁt
new o r orate taxes.  This simulation
gan ecofn ered a “worst case” scenario srncg
It allows or no, osrﬁrve [eSpONSes In output an
maximizes business psses
A second simulation is run to determine
how much the quantr of labor supp]hed would
eed {0 mcrease] arrhtar stant level
p& put, 1., how m p a labor response
wou be necessary tq offset ﬁegrt on usrnes
eexrstence of & substantial [abor sup sz side
effect has yet to be emﬁnstrated &tax
aﬁes on ges mcreasetereturn for wor rn?
This ch an should motrvate some
n( ess thme IH ersurg ? mor t| e n
wor Onteot er hand, a lowering of per-
sonal taxes wrlrncrease mcome? With higher
INCOMES some eople might gre er to workle
and_spend more time in_leisure. Empirica
studies by Hausman (1985 ) have not been able
to resolve this mbrtn;urg
The third scerario has businesses. passing
on some of the additional taxes fo their stock-
holders by reducing dividend yields. This is
essentially’ one way businesses could try to pass
the Increéased taxes back to individuals. " To
grovr%e a benchmark, drvrgend ields pre low-
red by an amount such that thie Tevel of real
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output is unchanged in equilibrium. . In the
other simulations, “after-tax dividend yields are
assumed to be constant.

e final simulation adjusts the pro-
ductron functron bg increasing’ the scale pa-
rameter.  Some. pe ne exp ect that businesses
will be more effrcren In their investment decl-
sions and with the new tax structure and thus
additions to the capital stock could be more
groductrve This could lead fo a hrpher level

f output for a prven quanttrt A y of abé)r tem
3 _reference point,“the production
Punctron IS shifted so as tg marntarnpthe Initial

e OfOUtgmlts of these simulations are shown
rn Tame 1aong Wltfst he rnrtra? condrtrons

rnorate and personal rncome tax rates a]vfe
%8 y an amount that would shift
exactIy brIIron In taxes from Individuals to

corporatiops If the quantity of Ialﬁor remains
unchanged. Whenever there isa ¢ an?e In la-
bor supplied, the_new. tax rates might not be
revenue neutral. This is the case in the last two
simulations where the net effect is to Mse
slrﬁhtly more or sIrghtIy Iess than the

(Morj in taxes. The model does not trry
Identity the short run adjustment paths for the
drffererkt variables,

The most strrkrng feature of these simu-
lations s their relagive uniformity. The ex-
pected, long-run effects of the ‘tax changes
appear to be quite small under all of the simu-
lations. ~ Even In the case where labor and
after tax dividend r(relds are constant, the de-
cline in real output 1s only slighdy over one-
fourth_of one percent.

Except for the quantity of labor and the
production function scale parameter, the results
of the second and fourth simulations are iden-
tical, This result is due to_ the gartrcular ﬁro
duction, function that is used in these
simulations, This production function assumes
that a constant fraction of output is always paid
to workers, There would be_small differences
between these simulations if an  alternative
production function Is used.3

Real outPut can Increase if one uses a
combination, of supply-side effects, some shift-
g In the. incidence”of corporate taxes, and
upward shifts In the Productron functron The
Potentral Increase rs mited only Y how large
hese etfects might be. For examﬁe an aIter-
native simulation was run where the 12 percent
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decrease in marginal income tax rates results in
a 3.6 percent inicrease in labor. This response
IS consistent with _ the empirical studies
(Killingswaorth [01981]) that find a large and
positivé linkage hetween labor supply and per-
sonal tax rates. The corresponding increase in
real output 1s apProxrmateIY 3.3 percent,

For_each simulation, the dept- equrtK and
debt-capital ratios are lowered due to the re-
duction'in corporate income tax rates. With a
lower rate, the deductibility of Interest pay-
ments, is worth less.  Qn the_other hand, a
lowering of the deht-capital ratig is assumed i rn
this model to lead to a reduction In interest
ates. Inte{est rates, are reduFed further by the
owerrn of marginal personal income tax fates.
The reduction, in Interest rabes varies hetween
55 and 70 basis paints (100 basis points equals
one percentage point).

Given the accyracy of economic dafa in
eneraI and the ability "of economists tq 1den-
rg uses and conse uences rn articular
these rn rn S strong suggestt at the net ef-
fects of the chan% sm y be very difficult to
estimate In the coming. years. The “noise” and
rrrePduI r movements rn moFt economﬁ: data
could erfectively mask_an ong run ¢ anges
In his 1985 Richard T ly lecture, Herbert
Stein described  this_ general " problem.
Macroeconomists can fee|” confident in war-
time, because n wartime they deal with Jarge
numbers—large enough 1o override the norse n
the data and"the condrtronalrt)( of the ana%srs
We may not predict very well econseque ces
of the difference hetween federal spendin
20 or 25 percent of GNP, or of a deficit of 0r
3 percent of GNP, But we can give a useful, if
rough, estimate of the conseguences of raisin
federal s endrng from 10 to 50 percent of GN
or of raising thé deficit from 3to 25 percent of

The overall size of the effects appears to
be relatively insensitive to the estimation of the
model.  A’large number_of alternative simu-
lations were rn using different values of the
parameters.  For example, the initial dbt
equrt}/ ratio was varied from 0.4 to 0.8. . Like-
wise the other initial conditions were varied by
plausible amounts.  The results were qu Ite
similiar to_the numbers reported in Table 1
The model, at least, p&edrcts very modest net
effects when there, s a $20 billion"shift in taxes
within a $4,000 billion economy.
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Table 1
Simulation results

| 1l 1 v

Initial Constant Increased Decreased Production

Variables values labor labor yields function
Capital 4000.0 3926.0 3937.8 4000.0 3937.8
Labor 4000.0 4000.0 4012.1 4000.0 4000.0
Output 4000.0 3988.0 4000.0 4000.0 4000.0
Consumption 3120.0 3116.9 3126.3 3120.2 3126.3
Investment 480.0 471.1 472.5 480.0 472.5
Government 400.0 400.0 401.2 399.8 401.2
Corporate Taxes 60.0 80.0 80.2 79.2 80.2
Income Taxes 340.0 320.0 321.0 320.6 321.0
Debt 1500.0 1390.0 1394.2 1374.9 1394.2
Equity 2500.0 2536.0 2543.7 2625.1 2543.7
Debt-Equity Ratio 60.00% 54.81% 54.81% 52.38% 54.81%
Debt-Capital Ratio 37.50% 35.40% 35.40% 34.37% 35.40%
Interest Rate 5.00% 4.45% 4.45% 4.30% 4.45%
Yields 3.00% 2.83% 2.83% 2.58% 2.83%
Interest 75.0 61.8 62.0 59.3 62.0
Dividends 75.0 71.9 721 67.7 72.1
Capital Gains 75.0 76.1 76.3 78.8 76.3
Investment Tax Credit 6.00% 0.00% 0.00% 0.00% 0.00%
Profits Tax Rate 42.29% 35.10% 35.10% 35.10% 35.10%
Income Tax Rate 9.50% 9.00% 9.00% 9.00% 9.00%
Marginal Income

Tax Rate 32.00% 28.00% 28.00% 28.00% 28.00%
Gross Cost of Capital 16.12% 16.38% 16.38% 16.13% 16.38%
Before Tax Profits 210.0 227.9 228.6 225.7 228.6
Production Function

Parameter 1.000 1.000 1.000 1.000 1.0025
Conclusion t this tine, it i glfﬁcult to determine

I umerous S|mu

hat the net effec
In the coming byears the taxPayers of the thons 0 the moée resented In tni
United States will” be adjusting .t "the many Fe dict that, W neqative | pacé on
changes of the 1986 tax reform ill. At the |n- OUtht will be |te sm tea3|
dividual level these chan es could he substan- ”] ?an Oriset d com Ination
fial.  Businesses” that benefitted from gtr'ef{] lﬁt{st aactors eTahne”t]nggesefﬁCntO{S CS%%S'
Investment tax credits will carefuIIy reevaluate oflaborg ppteh alrowen F Png

adjust their wark efforts and savings strategies estment by business. and 2 o uctlon
! . welt nd gendys it

s0as to maximize their expected welfare.

As these decisions arpe carried out in the the ||r\1/<|:rea 8 ,ﬁstg’ygg”esstgs Sttrcﬁ esrss SO\%Ew
marketFIace some new jobs will be created and Con3|dger it vrtua |mpos % e 1o pre C
others lost. “Some types of goods and services att e eventua net focts W||I e, our
will grow while others will decline. . Collecuvely S|mu lations sugﬂget that an %tllve ef?ects
these"decisions and adjustments will determine |kei:)“) and \ve are un% etore ect
the overall level of economic activity. e possibility of a significant positive respo Se.
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Crosscurrents in 1986 bank performance

George Gregorash, Eileen Maloney, and Don Wilson

U.S, bankrng reqistered Jower grofrtaer Onhé four Rercent % banks exgenenced |osses

Ity In %96 as the in ustry wit stgf qot er That number rose to Ight percent In
X}a ear/g/ an Josses.  Problem loans, 1982 and to 1/ gercent in 1
eanwhile, halte therr recent relative decline. The dram t(c mcrease |n the number of
This somewha |sap£omt|ng news comes unprofitable % ‘2 [or that matter thg
despjte a fifth consecyti gvear of eco- recor number of ban far ures, wh |c rea%: e]
rH)mrc eﬁgansron and It fuels the a[% ments of a Rost depression hrgh of 138 in 1 ﬂ
those. w su%tlresta ong- term dec ern UsS. s the particular degree of stress on smafler
?an ing. oser ook “at th %varret y of er nks,
ormance acr?ss the industry, however, reveas Profrtabrlrt declmes were .indeed most
a more complex picture. promrnent |n the smaller bank size group s |n
d they have been the stee%es 0}/%
Many faces: Banking across the nation |a$t fIVE eardz he aﬂ]i ate ANKS
with ass sun er $10 ndrop?ed 13 basts
OveraII U.S. bank profitability ras mea- gorns romO Sgercent In 1985 to .02 er
sure ag re ate return op assets, or ROA ent | ?( [(C nt of US C
e esuming the deg Ine it beaa mercial anks, (11,298 ban are or eow
%80 an bnet mtergr in 1985 $100 m|I lon in assets Srm arré n KS with
gHrehl) The detlipe (igs\égg B\}qnmp f assets between $100 million and %1 oilljon saw

ef provisions. for loan rc [0S thelr profitabilit drmrnrsh as the|r186 return
n/)m% ggrcent 0 assetsain 1985 toO 76 per-on assets t?r0§)5p% to 0./0 percent rom 0.82
cent In 1986. Ot er revenue and expense percent In

omponents were either stable reIat ve t0 195 Together these two ? S comR Ase 97
as In net Interest ma%{ns Where (YO tile Riaent 0 Us. commerc I anksla the

rnterest rates Qﬁ ilet) or, contrnue the old one third. of the. U.S. commercia bankm

Inexorable upward creep (as in fee revenue an Sﬁstegt tri |on in assets. . The remalnm
over ea 00Sts). an S mana e the her $2 trillion In as-
Siron re |o aI dispar tres were in evi- Sets, arder b Ster a mu
dn (Se echned relative 1o mor mo est ﬁro |tabrg %dec e, at Qu ht
% hree Fe eserve Districts, mast fundamental hatyre o A USIness Irnsan
nod cea the Da as and Kansas Citv Di earnrn%s sources IS in rapl transrtron 3A%8
trrct? )()arrr]ks servrgg the energg and aé/rrcu? ae 86 return on assets Tor tnis 8
tura ecchn?mrs monstrated . continuin gF %ercent a mere 2 basis points
sress lle there was modest |mProvemen OWt a 8
é)rofrta ility over 1985 in the gthe Drstrrct Ess Of Size, man banks en&/
ROA’s” still comgare unfavorahl ¥ with ?ne bUf 90ﬂ|“9 ch ESOWC
per ormance measures tg)rror years 0 areas rom Sequrities port%rf sales were use% exten
other than the eastern seaboard.” The west and srver elping ster TOVISIOH attered

ank re s Ahsent the. otor ars the
8?,%}% eg‘mﬁﬁé‘é”;)“et?ont?anégphrh,|£h§ngeake‘ trenlé 0 % ?( gro Itability rg ecrded ess [0-
pesen continued fo'earn at rates far  Dust (See Tabl

below their pr VIOUS norms. In 1985 SCh bOnd lﬁalns were  most
% eC ne In ROA’s |nc|ude({ many Common amon small agrlc tural hanks, co-
anks s (e 1equen distribution iflustrates anl Ing_ith Jrrgssured ore earnings of ihﬁ
ee F| ure Althou B the pre ominant anks. “The hon galns Were even more sizable
vl U% ?1500'? n 15986k rgf ﬁmedthlo gtercem George Gregorash is the manager of Banking Industry
rTOhue u/mber 0?‘\/[\),2{1 Sa%s?n em(l)ﬂe II?]% 3 (r)r%/e Studies, Supefvision and Re?ulatton Department, Federal
Reserve Bank of Chicago. Eifeen Maloney and Don Wilson

to 2741 or approxrmatelygzo perXent O?% are senor NAUstry analysts - the unit
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Figure 1 Table 2

Return on assets—all U.S. commercial banks Return on assets—
net of security gains (losses)
(weighted U.S. averages)

percent of average assets

1979 1982 1984 1985 1986

All U.S. 77 .69 .64 .63 .50
Federal Reserve Districts
Boston 1 .69 72 .84 .79 .79
New York 2 .53 .58 .60 .63 .56
Philadelphia 3 .74 .75 .94 1.03 .97
Cleveland 4 .96 .75 .84 .85 .78
Richmond 5 91 .85 .94 91 .84
Atlanta 6 1.00 .93 .95 .89 72
Chicago 7 77 .57 .32 .65 .65
St. Louis 8 .99 .87 .85 .81 .80
Minneapolis 9 .98 .88 .89 .79 .32
Kansas City 10 111 1.00 .62 .30 .08
1979 1980 1981 1982 1983 1984 1985 1986 Dallas 11 101 1.03 65 41 (.56)
San Francisco 12 71 42 .40 .27 .28

and widespread in 1986. . Because this is, the
Secon\g rﬁ)ecutlve year in Walcf] gains from Percentaqe of Igans classmed asn nﬁperforrpr

nvesment pariolios have Tigured. prominen 1960 Totalled 2.8 percent, unchange
In aggregatl ¥) ar to year mcgme V |ances t y 985 ha tm% the |mprovement in t IS measure
anl

futurg availability of these gains comes |nt0 that began |
question See bo?l on securmeg sales). of nonsa, rarrlltmouqﬂ)atrqe a%%egat% Pg{gﬁptaq

¢ earnings variances Indicate, asset
quality con5|derat|(9ns continted_to domlnate ]]%%63 i L\J/rapr?lsm ?alcr?orYper% AL
latve benk _perfoynance, The  en ar%ed 9ures f] Paters) " ReS e g,smc
: 3R VV] ftura? ns 3[1

weakness Agfﬂregate 1986 Ioan char? the agricu owed some f ns of

alled S16 billion” or 0.92 percent of yearend
0ans versys S13 billion oro%l percent |}/n 1985, 'mj)t Wgsr?err]g onj]?ree ,Stt erede%%ﬁlynued Qgcea

hus contlnum% the consecutive annual esca- atlons |n nonber orml

3“0“5 begunl ear also ma ? %e advent of sig-
ugh loan”charge offs abounded in nlflcant S Teform legislation. It has bee

1986, erospectlve asset ‘quality measures_re-

mained flat relative to yearend 1985. The

Figure 2
Return on assets—by number of banks

Table 1 number of banks
Return on assets
(weighted U.S. averages)

1979 1982 1984 1985 1986

All U.S. 77 .69 .64 .69 .64
Federal Reserve Districts

Boston 1 .69 72 .85 .84 .90
New York 2 .53 .58 .61 .69 .69
Philadelphia 3 .74 .75 .92 1.03 1.03
Cleveland 4 .96 .75 .83 .94 .94
Richmond 5 91 .85 .92 97 .99
Atlanta 6 1.00 .93 .92 .92 .83
Chicago 7 77 .57 .29 .70 .76
St. Louis 8 .99 .87 .84 .85 .90
Minneapolis 9 .98 .88 .88 .82 .81
Kansas City 10 1.11 1.00 .62 .40 27
Dallas 11 1.01 1.03 .66 .52 (36)
San Francisco 12 71 .42 .39 .32 .36
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Table 3
Nonperforming assets/total loans

1982 1984 1985 1986

All U.S. 3.4 3.0 2.8 2.8
Federal Reserve Districts
Boston 1 2.8 2.1 1.9 1.4
New York 2 2.5 3.4 2.9 2.9
Philadelphia 3 3.8 1.8 1.6 15
Cleveland 4 3.3 2.4 2.2 2.0
Richmond 5 2.2 1.4 1.2 11
Atlanta 6 2.6 21 2.0 2.0
Chicago 7 4.3 2.8 2.7 2.1
St. Louis 8 2.9 2.5 2.5 2.2
Minneapolis 9 3.3 3.2 3.9 3.5
Kansas City 10 2.9 3.7 4.4 4.4
Dallas 11 3.2 3.1 3.7 5.3
San Francisco 12 4.9 4.3 3.6 3.5

s%gested that the implications of higher effec-
Betaxatlon on banks n 1987 g ave gIVF{t
H S Incentives to accelﬁrate 0an Writs-offs
moye more quesHona re |ts into non-
gerformmgvst tus, ]JS waul %Te]rate the
tiarent ea enlnP credit uah easures.
emPlrlca Hgﬁort of this contentlo
|seus| e there 1 eV| ce that tax_reform af-
fected _demand for b usmes? loans_late In the
year See box on the tax reform spike).

%slttve note in 1986 ba
ance was the cont] Inued [ncrease In
0SS, reserves Ana Ysts glew reserve bull mg

gosltlve because t1n |cate thaf reporte
arnings |s ou prose Ve oan 0SS ex ec-
tﬁtlons er financial capita mch ses

%U%%u%]eﬁetg?rYSessugrO? \\yengcr)(/mrlemalnguq(ﬁlvgn

Figure 3
Nonperforming assets/primary capital—1986
(all U.S. banks)

number of banks

percent
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an‘ffif;%k

the stress reflected in bank earnln s nd asset
quate/ It IS not surp rtsmg that a 8 enum
ber of banks continue to emonstrate |mga|re
caaltaltzatlon (See Fi ure?? %%e at ai
talization of U.S. commercial h saftua
Increased jn 1986, however. This was large
a result of modefst asset growth and continlie
external capl al mar]cm S at the lar fger banks
%aratm cyclical variation om struc
tural ¢ an% Ifficult business. The yn-
recedené economlc voIat|I v% of the Iast five
ears adas to the difficulty when consid erln%
pank_performance.. This €arly survey or 198
aanklng results points to no Clear_evidence of
?term Industry-wide decline. The datg do
cerfainly expose sectoral imbalances that place
reat S ess on some banks and in that sense
glear reflect the 1mpact of a lengthy but
opSided economic expansion.

A middle view: Midwestern banking

, (ka erformance |n the Seventh District
mirrored that of the bank |n% Industry as a
whole Profits were pres%ured 0y ahove norma
loan loss, provisions. Problem | an eVﬁS while
moderati % remained siub om % h|s
torical standards.. Sizable gains ontes %
mvestment securttles were used to offset hig

rovision levi
P t\ﬁit unj Is<e the overall Us. t%lcture the
fmagela erformance of hanks In the Chicago

eserve DIStHCt Was one fo naves'
B ave-nots” as the earnmg Industria
rose while agrlcultural anks temam
elow previoyS norms. Industrial hanks
% ?(unt foL sllsqhtlg/ more than one-half the
nks In t vénth District, so aggregate
D|str|ct trends, based on welghted averages,
have shown modest but steady fmprovement in
the Iast ]‘lve ears,
ver 2,500 commercial banks, the
Chlca 0 Dlstrlct ﬁ/t which consists of portions of
I |n0|s I d|a ichigan, Wlsc?nsm and ?]II
of lowa) ast e ‘largest number of banks in t
country, makm up over 8Percent of US.
banks.” This |s lar eI[y a resut of state Iegls
lation which has | recentl %/ severely
stricted branch banking in District states
vearend 1986 Seventh District banks heId
ercentho fU.S. bank g aSSets,
The rate of return on Seventh District
assets In 19?6 continued an |mgrovmg trena
gains on sales of Investment securities booste
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Fewer securities rabbits left in portfolio hats

The decllgmsq interest rate environ- During 1986, U.S. banks relied upon
ment the Unite akes as ex grlenced n income from the ‘sales of investment  ac-
the last three years has result In S[gnI-- count securities for more than a fifth of
Isce%ﬂtntlas eoCI%OQ Inot e“(\)/aaue rg(leatlon then” rﬁpg”e" return on assets F?hr ag%-

cultural banks as a group, more than
can act as a or f en re? rves E’ X Percent of their repoﬂed FEQOA came from
his source, as opposed to 1985, when onl

10 2 CUShion aganst pote
decll s '” 0 eratl agPPpr 'pta&) Ity Ean about a third came from this ‘source &Se)e/

a6 (i Market ppiecition 1 oster
. Table A). In analyzing the likely future
gtﬂg,{ftgﬁ?gg‘eg% i now ;yse i e;] et performa)nce o anie the amout of s

curities gains already _taken must be

curlges orrtoec?grﬂgynemto Of the on J weweg |ng the contextyof appreciation re-

sua y enFS on lternative invest-  maining in the portfolio. I other words,

ents cur ently avai %etote anJZ and  how_likely is it that banks will be able to

ow much, pressure t %e firm 1 under tocontinue fo pull income “rabbits” out of
meet specific performance measures. their portfolio “hats?”

Table A
Comparative performance measures
(weighted averages)
(all figures in percentages)

Net ROA
Return on assets (net of Nonperforming
(ROA) Security gains security gains) loans/Total loans

Data for 1986 1985 1986 1985 1986 1985 1986 1985
All US.

commercial banks .63 .68 14 .06 .50 .63 2.8 2.8
Federal Reserve District:

Boston .90 .84 11 .05 .79 .79 14 1.9

New York .70 .69 13 .06 .56 .63 2.9 2.9

Philadelphia 1.06 1.04 .06 .00 1.00 1.04 15 15

Cleveland .94 .94 .16 .08 .78 .85 2.0 2.2

Richmond .99 97 15 .06 .84 91 11 1.2

Atlanta .83 .89 ﬂ .03 72 .86 2.0 2.2

Chicago .76 .70 . .05 .65 .65 21 2.7

St. Louis .90 .84 .10 .04 .80 .80 2.2 2.5

Minneapolis 81 .81 48 .03 .32 .79 3.5 3.9

Kansas City .22 40 .18 ﬂ) .04 .30 4.5 4.4

Dallas -.37 51 .20 . -.57 40 5.4 3.7

San Francisco .36 .32 .08 .05 .28 .27 35 3.6
Sector.

Midwest-agricultural* .29 .33 .22 13 .07 .20 51 5.5

Non-agricultural 72 71 17 .05 .55 .66 2.6 3.0

‘Includes those areas served by the Chicago, St. Louis, Minneapolis, and Kansas City Federal Reserve Banks.
NOTE: All percentages are based on year-end assets or loans. Columns may not add due to rounding.
SOURCE: Year-end 1986 reports of condition and income filed by all U.S. commercial banks.
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~Schedule B of the_ Report OTI Condg
Pon Bre ents an app rﬁxrma lon of the
erence between market and bo k values
of mvestment securities for a pank. Aver-
%mg this_remainingappreciation. across
Danks rovrdefameans of estimatin the
curren avar but as e unre
earnrng wh |c are potentially ua e as
a buffer agiarqst futur earnrngs drf iculties.
\A)/trscacuaron nks, on an un-
erg hted average, had an available pretax
OOY%t tocg%rn(r# ssets, as of yearend 1986.
The %?Fect on {the agrrcu[}1 %lr an&s 1S
even.more pronounced, with t
the mdustfr il having an unvver%
average o0 108 ercent of assets In Unre-
alize securrtx
Singe the agrrcult af sector of the
bankrnri Industry a ? ole has een eX-
erienc ng financia stress in the. ast few
ears, the fact that th %y have significant
emainin earnrngs dden rnte securr
tres ortrolios, shorhd be oo News.
ner rzatron OWeVET, Ignores srgnr
rcant e(rences N basic profitability

amongv
hen all banksI are drvrded R
ecrle? ccording to levels of net R
so-called net o eratrn |nc me) a differ-
nt story emerges. %B emon-
strates, the banks that are In t e}owest 10
rcent roup of operating performance
ecile 1) have only.0.22 percent averaog
Eprecra ion remar rn In't err\}) lr[)ci S,
comRare to 166 Percent available to
the highest 10 ercen Wup (decile 10()
We can reasonably Infer from these da
that poor Performrn, banks have been dthe
most 3/ B dip Into ‘hidden
reserves” f their securities ortfo \os In
order to raise reported Income levels.

reported earnings. The effect of securities gains
or losses on ROA levels in the past has Teen

%Irgrb e—one or two hasis pornts of ROA. In

1985, by contrast, securities gains accounted for
six_Dasis points of the 0.79 percent Drstrrct
ROA.4 In 1986, securities r};arns 6)rovr ed
hasis points or 14 percent of the (.85 percent
ROA (See Figure 49
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s from securities gaings of

IS sector of

These bar}ks therefore, have the Ieast
a ounft remainin dpprecratron
other actor Investig such as di er
ences In loan- t% asset ratios_or P?rtfolro
matur|t¥1 distribution, — satisfactorily —ex-
Parns this, drfference in remaining portfo-
0 appreciation.

Table B
Remaining portfolio appreciation
as percentage of average assets
(unweighted averages by groups)

1986 1985 1984

All U.S. .79 40 -.18
Agricultural 1.08 .66 .04
Non-agricultural .73 .35 -.23

By decile of net ROA
1 (lowest 10%) 22 13 -.24

.38 .23 18
3 47 .30 23
4 59 .27 22
5 67 .35 20
6 .78 36 -.20
7 .88 43 -.17
8 98 53 -.13
9 1.23 59  -.16
10 (highest 10%) 1.66 .80 -.09

This analysjs suggests that the
weal<er bankrnq trrms %}]oud he partic-
uIargsensrtrve? increases In . ar et
Interest rates f rates were to rise, g
cushion of security aﬁprecratron woul

erode. For ant%s wit st[]onrgi; ﬁeratrn
Per ormance, Suffi |ent cyshion stil exis
oa Sor aIarﬂ% ecling In mar etvalues
of securrtres with some cushion left qver

Absent fuyrther rnterﬁst rate  declines,
poqrer per ormrng banks face a mr])re re-

carlous positjon, and are more he
ex osedpto the fuﬁ H?etrn # economig
[]0 ces now that their h den reserves”
ave been at least partially spent,

Don Wilson

Net of these gains, District return on as-
sets was 0.73 percent in 1986, unchanged from
1985, In fact, for the fast two years, return
rates, net of?arns have actually declined from
previous levels registered in 1983 and 1984,

An analysis of earnings components indi-
cates some improvement in 1986 as net reve-
nues (net interest margin plus noninterest
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Figure 4

Return on assets—Seventh District
i)ercent of average assets

"7 with securities gains (losses)
net of securities gains (losses)

1982 1983 1984 1985 1986

NOTE: See footnote 4.
mcome %reased and overheao expenses re-
gr le while provisions for foan |0sses
eclined. Net Interest mar%ms remained flat
at373 ercent for 1986, retl ctrno n Lact that
oan demand was weak for mos ¥)ear
As an offset to rgr}mcome ban stH)e een
concentratrng t eh ﬁf rts on fee or off-palance
sheet Incomeé, which has grown swi 3/ rom
0.98 to 104 percent o average assets dn
counts for the rise In 1980 net revenues ( See
Figure

A ou%h 1986 overhead levels stabilized,
overhea}d COSts have also been trendin up-
wards for the Bast several years, eatin
rofits. Compounding the pressure qn ea nrnqs
rom. rising overhead “costs ‘are provision levels
reourredt strengt en oan loss res%rves Pro-

VISIONS rose more sharpy In 1935 than In pre-
VIOUS Vears, as a re Ht of contrnupw seﬁtoral
}r]vea]nss in partso e District. Altiou
nigt 5198e6r o rr])vrsrons for loan losses moderate
Base on the chanlges seen in the compo-
nents ofte Income stream, Seventh 8 trrct
Et rftrn securities arns sn7 ould have
een ht)ga r for p ut, a wrt securities
oarn nks have also een ut In tax credits
0 offset current Income losses aga revrpus
ears 0 As The percentae banks utiliz-
0. tax credits hafs Dq %rn e 1983 from 1?8
to 176 ercent of District banks. However, for
ban s 10sing money In consecutrve years, ' the

mount of ‘tax loss cayry-backs .is declinin
8 as the number o{ tax credits are erimq
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Figure 5
Earnings analysis—Seventh District

percent of average assets

net revenue
overhead
provision

1982 1983 1984 1985 1986

NOTE: See footnote 4.

nated the ap%r ate tax rate er(! reflect the
asenceocer That is Indeed wha ﬂ[er
ened in 1986 and account or the sma

an expected rise nh 8A pr her net
revenue$ Eable pver ead costs §n eTr

visions for loan losses. AteB #uts(trnt oInto
% gtaxahre tax

come on a fax equivalent
account earpings that are not
rates paid betiveen 1985 and 1986 Increased
from (.36 to 0.47 percent 0f average assets for
the District,

Despite the use of tax credits_and 9arns
n the s%es of securities, 313 or 12.2 p cent

Seven District hanks lost mopey n 96

ri e event Drstrrc th perc(er}
Ioa}nscasr led as nonper ormrnq ecline rom
g 3.06.percent In 1982 0 17/ g[)
In 1986 (See Figure 6). On an |ndrvr Ual
basis, thes eres lts weére mixed but, |n general,
asset’ qua rty trens showed continued Im-
provemen our%; nonper ormrng assets de-
e (p neargr e third I 1986, tecane
res % from Both fundamental 1m roveme
an recognrtron of oan losses rather th
the _effects retuctturrtrhs un er

FASB15, whrc?t was negllro e for the S eventh
District’ Sﬁb ¢ loan oases for thg

Istrict rrcaﬁ standaras, decline
rom 884 E?erc nt oHoans in 1985 to 0§8 per-
cent in 1986
The percent of prrmar plrtal enfum
pered by nonper orm ets has . decli

aS
rom the roughy per[?ent evel registered In
1983, Between 1985 and 1986, nonperforming
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How tax reform skewed the statistics

After remarnrn% fairly constant ter banks asman oftherrlarge customers
throu%hout the vear, t etotaI assets of rushed to com eemahor purchases under
banki 9 industry showed a 48 percent - the old Taw’s more generous deprecration
crease from Seg emner 30 to DecemberBl scheclules.  These customers were unable
arend flurry ofactrvr 3 to |ssue commercra aper mancm%

986. Thi

glects unop gng Increases in loan de urc enou andrt turned to their han
as evid eche X the short term mte st ors ort ter th” e financing. If ban
rate Anar ets. ftersen mg most 0 tg asset growth Is en r {0 |ts component
fourth quarter o 6 hovering aroun

categ ries, It Is cear t at } N customer
the six percent mark the fed #r as rate sect [ accounts for mos rowt
mcreas on_the last two d az e ear ?ure B demonstrates A at ned SIg-
fs Ctic as 250 er%ent ahove ear er lev- |cant 9rowt occur{ dn t e categC

imb rnggoa]s perc(ent on floans to commercra an rndustna Us-
December t %%nreA This adyance Eo ers. In fact, ter ostlr]g ecIrnrng

represented mare fhan teexpecte sea- alances through e first thrée quarter
sonal mcreﬁse n(] the fed funds rate. For fl?86 C&I loans Prew by 4.9 percentin
example the fed funds rat wenta rgs the fourth quarter afone
% ercent on Decemper 3
ut th at rom a hase 0 aroun 8 per- Figure B
cen The |ate rgnu D In rates at the eﬂd Quarterly C&I loan growth

986 m Icate 1asu den srt]rre In t percent change from previous quarter
emand or bank nancrn It Was. ex-
?rtrn Bressure on t e normal channels of

supply

Figure A

Fed funds rate

percent

The trmr(qg of the loan sur%e indi-
cates a strong desir

ers tO 0 Le b[y U LhSt?ore

gearen as can esee?rnst?t%anh the 5

a more |scnm|nat|ng time gcale The
W Fieé)orts of Assets and L Iabjlities
e nation’s ar est hanks thos
The caus s of the sgrg rn loan de-  over 4 billion In assets as of 12

mand must e | erred “from  Severa show that most ftejumg In C&I
sources. . Anecd vidence sugoeste demand occurred in the [ast two to three
that usingss’ rus eat 1987 Iaw weeks of the year (See Figure C). Com-
can es rove gttoan deman arnson WIth. previous years’ " stafistics

tﬂ\ere ore, the S[t erm Interest rates Ehows trtat this 11 percent Increase Is not
IS Was' particy ar true for money cen-  a normal seasonal pattern.
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Figure C . somewhat artificially high for 1986, the
Weekly C&l loan growth, prior to yearend measures th? sel vesymls ate the true Pe
percent change from previous week forman e 0 t e an mg in us(s
?rtlce as used average assets rmuq the
ou[] uarter, as repOrted In Sche e
eport 0 Condltlon as the F
}nator or performance ratjos. While, s
lqure felps to mltlgate the effeiet of the
loan spike, It does not eliminate alf impact.

Figure D
Weekly growth of loans to financial
institutions, prior to yearend

percent change from previous week

Unfortunately, weekly data is avail-
abIe onI % Eh ¥ar est lyan(L Because
smaller banks WI often turn t? thelr up-
stream corretsdpon ents to meet unqu re-
mrements ort term um S 1N Toan
emand, the level fthe aﬂ banks’
ndi g to other financia hstltuh?ns
ould show an |ncrease | Cte sm? ler
gpr s also g &erlggceld tax- rslv(e)nS Otﬁn
week to we?'L Increases |ﬂ %e han oans

to financial institutions were extremely To_estimate the ma?hltude of thls

large In the last two we so{te year. understatgment somg Sim assu
.measures Of perrormance relg fions need {0 be made. Inasmuch as the

u on com inatlons of balance sheet an eve of C&l Ioans at large banks had been

come statement numbers, Balance sheet m eat 1102 [cent over t eJun? 30
num eri represent a snapshot of the fir flm| alance, until the ast three weeks of the
hnanma condition at a |ven t|me whe ear, the actu% assets aval abIe for
the Income fstatement nu are t ammsdurm the quarter woulg ?
e p ercent o\ver tht6

Pélon 0 actwtg over t e ngt Oft r0XI atel gd
EGFO It IS ther fOfe”fOSSI £ t at t re Usmé/t assumpt}mn t €d $USI

alance sheet numbers may not b era 0 natl
?entatdve of the [Pnanma 0sition o?pthe ui ear 1 6would he S to 4 a5|s
r“ uring the full eamd ngs cycle. Gen- omts gher than Indicated if only
erally, na sts are o[)ce as um? agl earend balances were used,
this ‘probl elther ecause ofa ack Of¢ urie the effect of the Ioan stlke
hett% norm flon, or bec uset eP/ believe on individual bank meﬁsures of 88
ance sheet’ does close eIpres J mance will vary with the mq(gmt
reality. ~ Historically, this has ovide earend act|V|t for each Use of
reasonabl good assessments 0 ? imple rat| }/SIS t etermine er
marr]ce. ut,"1986 was an unusual year for anoeo eol t% rr]a%/ cause
performance, ea Ing concu|0n3| specia ators suc

Since the denominators of such per- s this loan spike, are not considered.
torman?e measures as return o ?ssets and
nonperforming loans to total loans are Don Wilson
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Figure 6
Nonperforming assets/loans—Seventh District

percent of loans

NOTE; See footnote 4.

loans to primary caoltal moved from 16.8 to
120 percent, reflecting hoth improved asset
quality and a sfable primary capital base run-
ning at a prowmately 76 ercent of total as-
Sets (‘See qure 7). All banks however, are not
affected to the same de ree by non erformin
assets. - At yearend 27, 0r 1 ercent 0
banks in the Seventh Dlstrlct had nonperform
|nﬁ assets that exceeded thew grlmarp{ aiolta
2, 0r 3.2 percent, of Seventh District
banks had over 50 percent of their capital en-
cumbered by nonperformmg 85SetS.
As.a fesult of the economlc diversity in
the reﬂlon gertormance levels differed Sub-
stantially among Seventh District states. ROA

Figure 7
Nonperforming assets/primary capital—
Seventh District

percent of primary capital

NOTE: See footnote 4.
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rates varied strikingly by two factors. The first
factor 1S t?te deg reeggf d}el endence on securities
galns to au%ment mcome In general, each
tate’s returi on assets compared” favorably to
those reported for 1985. However, as Figure 8
llustrates, return rates net of securities” gains
have fallen from, or remained af, their “1985
levels, “Mllinois, as the exception, Is more heav-
|Iy infl uenced by larger banks which, on aver-
ar%; ad strofiger ~increases In noninterest
Income for 1986,

The second factor to influence overall re-
turn rates 1s the _dependence on the state’s eco-
nomic base The degree of stress In the
agricultural sector, for éxample, IS reflected In
the state of lowa, whose Return on Assets net
of securities gains, has declined from 0.97 per-
cent In 1982t 0.08 loercent in 1986,

More telling still was the number of banks
reportlng |osses i the D|str|ct states See Fig-

ure 9). “The states influenced by a%rlcu ture
Iowa and to more limited de P %ree 0|s have
had the greatest numbero nks W|th 0SSES |n
recent years.  However, on %/ percent of
[llinois anks |ost mone 986 versus 267
Percento Iowa anks, |s can e contrasted
o 10 and 4 percent of Illinois, and_lowa banks,
respectively, rePortm Josses in 1962 Desplte
the use of secunes alns a[td tax cre Jts éhg
number of lowa banks that lost moneg
Increased. However the rate of increase in

the

Figure 8
Net return on assets—
Seventh District by state

percent of average assets

NOTE: See footnote 4.
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Figure 9 lowa is particularly |mpressrve even thou%h

ganks with net losses— the state’s primar caprta ratio does exceed
Seventh District by state District averag % aprt)roxrmat%g/ one pel-
number of banks centage point,”becadse of lowa’s battered boo-

Pomrcbse and slight recentgrow&h Further,
ess than 8 erfcent ofal lowa™ han Bave over

ercent. of their capital encumbered by
non er ormrnq aSSets.

éileﬁrly he. weakness jn the District re

ercte % gontrnurng Ero lems |n a rrc -
turally based areas oo in 3/
Severith District, a broader prospective B
\slrjtdueaftr gn better ||Iustrat|on of 'the "agricult raI

Lean years revisited: Ag banks

Since, 1982 agrrculturalt z Prregrted tianks

have ex errencefi mcreasrnq eve oan 0SS
Hleed s s reststtt%resentsre%‘syg :
number of lowa banks showing losses declined icant reversai se. throtlgh most of te
substantrally petwgen 15Hs ant 196 19705, el tura? baris outf%rfor ed indus-

4 state-ny state Dbasis asset ualif
also reHects the gtlchotomous Drstrrct ?rends/ ry aver ?gﬁz\gﬂton trgﬁét'fo% )évgfsgofe&rgmg

Ty
! I | - The stresses of problem assets and poor
trict states Wlt T e exception of lowa, which earnings continued |np 1986, but unlrﬁe reFr):ent

continued to suf er asaresult of its agricultural ars, “hopeful signals could be seen in 1986
loan base (5 (166 -gure 10) rovement Was ¥ e re athe eve?s o? loan qoss provisions and
evident In 1386 in all Drstrrcts fles 4 nonper- nongerforming assets declined fof te firt time
formrng assets to grrmar caprtal decl med he this decade:
fact that nonperformings to capital declined In The f0H|OW|n statistics compare the per-
formance of agricul tura? anrf nonagrrcu tBra
Figure 10 hanks |n the area bouP Chrcago
Nonperforming assets/primary capital— Kai]sas aneapo g an St Louls F d-
Seventh District by state era Reserve Drstrrcts (Figure 11).6

percent of primary capital erms o ba k| thIS fOUf d|Str|Ct ar
251 IS notgbe not onR/ ?gr Its Iocatron at tﬁ
epicenter of the farm bankmgi< grob em, but aIso
for its large number of ban lthough the
region accounts for less than 25% Qf the
nation’s bankrng assets, 1t holds over 7600 or
over 50% of thie nation’s commercial banks.
For nu Gposes of this comparison, slrghtly less
t an 2 00 of these banks are consrde ed to_be
rrcu tura I¥ oriented. In terms of asset Size,
banks In eregron are most h eavré/ rep res-
ted In the less-than-$25 mi| éon at %or
Few ag hanks in the area exceed $50 million
assets.” Due to their smalI size, these anks
linois Indiana lowa Michigan Wisconsin Whlle re resentmg 14% O t e US CommerCIaI
’ banks only hold &bout 2 percent of U.S. bank-
NOTE: See Figure 4. |ng aSsetS
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Figure 11
The Federal Reserve Districts of the Midwest

The relative concentration of ag banks in
he reglon v%rles gonsmerﬁbly b _st?te, with the
argest number or ag banks domiciled in lowa,
Nebraska, Kansas,” Minnesota, and [llinois,
On a percentage basis, lowa, Nebraska, and
the two Dakotas hold the largest proportions
of ag banks, in each case exceéding 65 percent
of the states’ banks.

Figure 12
Return on assets—all banks
(Districts 7-8-9-10—7,658 banks)

percent of average assets

_Return on assets rates at midwestern ag-
ricultural banks continued their downward
spiral in 1986, further distancing their ear_nqu}s
performance from nonagricultural banks in the
area (Figure 12). The decline in ag bank ROA

Figure 13
Return on assets—ag banks
(Districts 7-8-9-10)

percent of average assets
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Figure 14
Nonperforming assets/loans
(Districts 7-8-9-10)

percent of loans
6

5
agricultural banks

4 nonagricultural banks

0 | H ]

m
1983 1987 1985 1986

was less preci_P_itous than in prior years, how-
ever, as securities gains bolstered income.. Net
of these gains, core a% bank earnings continued

to drop,” reflecting the impact on” margins of

slack loan demand and the drag of rionper-
forming assets (Figure 13).  Provision levels
moderated, however, as nonperforming assets
declined relative to both loan outstandings
(Figure 14) and primary capital (Figure 15).

Figure 16
Primary capital/assets—1986
(Districts 7-8-9-10)

number of banks
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Figure 15
Nonperforming assets/primary capital
(Districts 7-8-9-10)

percent of primary capital
30"

25 -agricultural banks
nonagricultural banks

1983 1984 1985 1986

The decline in" nonperforming loans,
along with_ recent firming in farm land values
and Tarm income offers Some evidence that a
respite in the I_on?nsllde_ in the fortunes of farm
banks maz be in the offing. The ability of most
farm banks to weather the lean years of the
early 1980s is testament to the strong capital-
ization of these firms and stable nature of their
deposit base (Figure 16).

number of banks
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Coneluston g‘rlald ?d% Igngfrllr\{ggn{m cF %ya rtt)%H \H?rg ﬁ

K profitabil- L0EIviSOry Rgency, Avera stac
|t¥tre$ﬁ1he%u%t2 (Ejlg rlﬁgaltﬁ ?9%6 baalTar peroptlaﬁlbdn }.’?' o e Xe o Schecle K ofte

he recent decline can be traced tg banks In
b S df R e T
gate loan %sses and roblem loans this Ia?g ystem f{ﬁas% ver r8°f erall e

an economic expansion is unusual, however, as SFrTramore deta'ligf““?

i cegree of nvestmen secu ; s
o e o een sy s 8 b R R

hether these abnormalities reflect a

fundamental change in banking portfolio char- N
CterI?tICS or merglg the la ?% effect of the 4At”htde?ta lo the Seger%ath Dlétcr)lncttm%rne ??ldnols
vo fife economlcs teea 1980s. remains a d Tru r[ ﬂq
ebate, Evidence of a ong -term industry- IC& 0 0| cen even
W|de decllne remains inconclusive. d%nre(e: o aﬁ‘gg Sears]ures &rre r%£8P9 ¥1ave
perforance._1n the Midwest — PSEnGE henol rom el
strengthened In 1986, as Improvements at 5 F b d on the financial perfar-
banks in the mdustrlal portions of the area ar?creo re a Jan rgns eora c&a A
teamed with moderatlng stresses at a?rlcul ERQrasty
turally based bank? eneral '[h(i ecline In ovemb eée %5 pp ederal
Probl m loan levels at grlculiura anks of- eserve an |da 0.

sresses ﬁatl ese |rm have experienced during the DEICeNt 0

ered some rospect of “maderatjon n the f banks re évmdasmofs Wb anse
a
dsinfationery” 1540 ap 25 smhzﬁ |ne 8 [n rmersep(ﬁﬂ

e
mc\ig real  estate oans secured
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Would banks buy daytime fed funds?

Richard. D. Simmons

Everyday, an average. of more than $400
billion ro% t¥tro %t]t FedWire, the large cto ar
wire transfer syst run by "the Fe era Hl%

serve.1 The Wre transfers comp this flow
off nds routinel cause many nKS to ov r

herr accounts at te [
ey | % man uent mc r
e dgte.f L oue] el S 'fe‘ %te qunts '3
% NKS P verd raAf’tg J g%wrr

8[ er wire’s gtemss m 10 an cre le 70
% ese over rg fts are Im or
0

“SE to the Fed regresent Sli stantial dce dit

Fe wire daylight over
0 Teceivin nks for d@/ Ilrght over rafts
on ot]rwrret ns ers stem

aper consr ers ha might happen

to the éPurf%srn rkets If t [r |t or &p
fewrre a\% tover ras DODs ere
sr nificantl e dedb urren % re not
VETY restrictive an a s are findi re tive 3/

Ing ﬁensn/ew ays to re uce DODs ¥
justing the i of various Intraday’ intlows
?d outflows, su strtutrnr%] vano&t g m f
und mstruments or over eg funds, efc.).
However, If cas become Ies trrctrve and alter-
native w s t0 lower E Ds become t00 e
engrve ecurr nt fed funds markets wou
robab l be sugg emen q Two aternatrves
se arate intr Y I #J (f mar ﬁt and
unds mar et g

Ilion each
fant because fne

sepﬁ ate overm?
24-nour maturrt) , % eveJ) to allow
artrcrﬁants to ance rrntra ax fundi g
osrtroswrth therr overnrgtposrt 5.0 Thes
gnovatrons could be ogerattona ly. feasible
wou reduce. DODS and associated Tisks, and
marntﬁnn the efficiency and usefulnes? of
ar wire trarLsfe systems,  Fipall

e arge ddp
r% 8 cusses the V ect of an mtra
s market on corporate customers.
Background

Qver he last ten years, sgfst Wrde DODs

and eIate of overd ave (qro
urck[ causrgp eBo Gover orsq hve

come concerne abo eassocrate rsks. To
reduce these risks, te Board Issued a poIrcy
statement that allows most banks to st thefr
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DOD cai)s if the rierform a self- anala/srs of
their ability to coritrol their DODs,6To do th |s
ha Pks rate therr own creditworthiness, credit
folices and operetonal. conros accofing
seffa sessment ratin |s com th %’ with Its ars

Jrfjarly o e b tstﬁgoéa'r” ging o

/0 and an average |we61<r\y %P Jan

rom 0 to 250% nk’s
re% : 8 a|s seI% e{ssessrn?

rPr apital.” Base
afively nonrestrictive faps came Int
on March 27, 1986, to allow banks to eco
accustomed 0 controIIrng DODs. Te oa[ s
P rcel IS noé meant to Cond on(e ODs helow
ag In fact the Boar has stated Its
|ntent| n to lower caps over time.8

The fed funds problem

Overnight fed funds transacttons are a
f%rmfrcantc S8 0 DODs at many large banks.
This 15 because most large banks”borfow over-
night fed funds from mana/ different Ienders as
a reqular source o undr gfan to meet th err
re(I]urre reserves.9 These funds are returned

ly the next morning, whrch adds to Iarrg
bor owing banks’ DODS until these hanks re-
borrow overmght funds later |n the day. Larg
hanks. in ?ftate that restrict branching are €s-
Pecrallg OSIected hecause such banks ave lim-

atherrno 3br Ities ang rey more
neavi ono i te] funds urchase
tenou

caPs some arge hanks
wou (? nee o obtarn addjtional fund durrn%
ay In order to, remain wrthm their cap
gn fo contr ue business susua This coud
e accomplished bf/ switchin rom overnr
10 continuing contract or term fed f un 5,1 r¥
borrowrng extra overnroht fundfs In the mor
Ing and reselling them In the afternoon, or by

Richard D. Simmons is an assocrate economist at the
Federal Reserve Bank of Chicago, Special thanks are due
to Herbert Baer, Douglas Evanolf, Robert Laurent. David
Menr\rle and various Staff members at the Board of Gover-
nors for valuable comments. The views expressed are those
of the author and dg not necessarily represent those of the
Federal Reserve Bank of Chicago or of the Board of Gover-
nors.
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selling liquig securities in. the morning and
puying similar securities in the afternoon]l
? uch “methods create an rtif |c|a] Intr da[y
undf]mstrument These hanks might prefer 10
i)urc ase gn actual ||ntraday gst ument.

east one has already rafted a contract
B ell mfrada\% funds. AIternatrv Iart%e
fan s could tert elr DhODsb dea ”ﬂ !

un ments or purchasing “overnight fe
fungs ear zWer In the day, Egn 0 |tsglo |ca(i
conc érsron a market “for 24 hour fed flnds
would develop.

Intraday fed funds market

An intraday fed funds market would be
an efficient way to redistripute da time funds,
at a pgce 0 banlés that have re trvek71 little

need for tese fun banks t Ve a
greater need, grca mtradalu fun S trans-
funcls movr g

ctjon would mvolv
o boraue ' oy g, ot $10 2
o he s%ec(rfcstrmgg rTfgrteyacthe?nr(ans ction
anurn rada/g/t fed tatfnds mar ebt \%ere t0 HgttF

ovlgrt coun\tﬂe(r)umarkletey ¢ comperrve
ass0 |ate )rgth Dgeg mta d\gewfegfe nsgs
?s Identic t%ecause DODs ang h/tr ag ?3
unds are ot Antrﬁday extensronj it, It

from Iendeé

can argue that” substantia d?ferences
?ul exrst tkDODs accepts sr
nificant credrt ns In addrtron srnce%
of the do 1d %r value of DODs Is caused grea
trve ew nanks, this risk is poorly diversifie
urt er. the Fed reﬁerves HO com en?atron el-
ther for accepting this credit risk ‘or_for elimi-
nating the ‘systemi¢ risk from DODs b
gugranteem |mmed|at3 H [rnal funo‘s OVer
eawire. Moreover, Individual private lenders
are likely to be more ad e tat short term credit
evaluation than Federal eserve ans ,
Credit extensions generated |yan intra-
g fed funds market ould differ in se(YeraI
ects from credit extensrons generate 3/
D Ds at the Fed. First, the explicit rrcrn% f
Intraday fed funds would permit a more
lent dllocation of daytime reserve account
atlances fthjarft crrentl texrstts Second the
Intraday fed funds interest rate
erate b the marf<et which Wouwf tyree the Fe
of the néed fo identify an appropriate mtraday

Dtgtuzed'?grdﬁha/&@ewe Bank of Chicago
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rate o achieve such an allgcation. Third, a
significant reduction in credit risk from intra-
ddy credi (5 exgosures between_ banks and the
Fed would occur because the intraday . interest
rate would give banks and corPor tions an
economic Incentive to rearrange the trmmg of
their wire transfers, However, shifting a portion
oft e Fed’s mtraday exposure to the private
bank m(g system would create systematic risk
that does "not exist with DODs at the Fed.
Fourth, intraday fed fund exposures wouId be
spread across more banks with more capital, 0
aggregate intraday credit risk would be more
diversified than “under the current system.
Finally, an intraday market would give the
banking system additional flexibility Tn man-
aging Unexpected shrfts In daytime balances,

It caps become restrictive enough and
mtrada%/ unds ecome the least expensive
means to remain within these caps, bankers will
face the administrative Problem of makmg
Intraday funds ogeratrona ly feasible. Severd
ways I which bankers could overcome this
prablem mcIud? trmmg standardization, Prror
|t}/ messa s, DI ateral ontracts, and two-tiered

icing (See Box).

Intraday supply and demand

Many banks should be willing, to SUpPlY
funds to an Intraday funds market, “for the
Iowmg reasons.  First, m% banks, consistent]
have posrtrve da (}/tr alances. |n th Ir ac-
counts at the Fed. . Since overpight fed funds
are returneq early in the mornin ban s that
urrently sell overnight funds could also geng
ally sell” a similar amount of Intraday funds.
Typically, .these banks would. not fose an
overnight mvestment orgé)ortunrtres since. re-
Ba me t of intraday funds would be received
efore the end of trie day. Second, to the ex-
tent that many of these banks have relatively
few corporate ‘customers, these banks maﬁ not
need {0 hold funds during the day for n
Pected corgorate wire transfers
endmg Intraday credit to large borrowmg
banks ‘would represent a new opportunity for
many banks, to increase their mterest revenues.
Last adjustm% operations to sup(o lement ovey-
h funds soltd vinth mtlr ay fed”funf S
sou relative £, eSpecia
temany (banis that sell gf herPover |ght
fed fund to one or a few correspondent ban
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An operational viewpoint

Operations et, Curren san ardization 0 rrs a
ket. Currently, standardization of risk f

crlrtgtes iecu itization 0 asseé 3
For an intraday, market 0 functron e entta morf, o . Standar |zaéron
fund s { move In"time t% ave the d so acilitates liguidity jn the secondary
rreét g\ ht) overdraft e ecdt Intra %y T-bill mgrket These trmrng arrirn ements
un s.would be sent over Feawire It t wou vrously be most seful for decl-
I:eer\eN Ir|endD In rtron | easen%novsengP SI o r%?n] ; arrlgn ae%%rr]t(t:se Wou g%t(r)re
Sq or Fe wrre If the CHIPS ?easr ble, anr? abanl?vyould use alternatives

pOFtIOﬂ ere bindin

ﬁuc am%rket sone banks may it deemed appropriate.

devejop real time posting and monitori - : :
taﬁ]f) PtleS %egampm% teson |g 3 tlrﬂer! Reducing arrival uncertainty
I1ItiEs Wou With m re restrictive DOD caps
5 et ewﬁen OEWOW or seFrnt bankers wou want more certarntg p_
rrive

Intraday. market, as well as when to cha arding when their funds” wo
?nd |ngrrectl¥) fTEdlt COBD Orate ac Qq 8ver ngwrre In ?ac& theﬁ T hlesrtate
or intr ? aances an 5 WOU to bur or sell. intraday. funds unt th err

velop Dbilling _ procedures Inifad upcerfainty i . sufficientl ecreas
e Ehariba
BH & e recerot o?rJ transters {han are now neede urren A

S Were late
ecaise . of unexpected computer down- gorrlhlguteorf gﬂ?gsescofld be deaP/e dug

N CompUter queues,
time gr for other [r)easons Haman arrors i cithel e ?endrna

of 2 éog”e can- envision fhe_ develo m@gt or the Fed, or 2 aTay of oner Eesons

funds market where ar
nder current operating rules, Fedwire
woulg becom overt ecour]terd alers uarantee atout wher

intra funs Banks could” set U foes not. make. anyr[;

unds will arrive“at’ the receiving bank.
runSe ¥haer58”funJ“ '”%&”39 r%meent? ];O mﬂy Fedwire only guarantees that upongarrrva
fgorr ing and re ﬁt cou ene- funds erll be immediately and irr vocaw
otrategmhet een th g % er and sel er ev- avar lable, ~ Some combr ation of the fo

ry . time a fransaction occur lowing three a panC 65 Qr other |nno

(% X'b'“éy would be hel fu| in aé &13 ? vatrons shoulit< eI minimjze Ae g (a

ay-to-day variances, nex pected In decrease, bankers’ uncertarnty redardi

or out QWS an DOD forec sting p]r ors arrival times of Feﬂwrre transfers,

Alternatively. a buyer and se@er could ne- One approac develgpment of “ o
rhrn X d rd, and use it unv ority” Federe messages, might reduce th rg

gI[Hglt’eﬁ%rtt:K Seg ks a C ange This wou uncertainty oy provi |n% a se arate, an
e e

rmrn need to negdtiate riming ev- on avera? a shorter queue tihe for hr1g
time a transaction ccurs A rrd rr rify fransfers than currentl exrsts or
tron ooujd be for an. in u?try Wre PrrorrtX Fedwir g mes a?es
rcommen common  times (%?I ly require. send recelv

an s

?wrng and Le payment. In agdition t0 tor staII aadi Otronal Hardware be o%d that
rmrnatr ost of renego ratrno the  curre t% i for Fedwire m?ss

trmrg eac fransactron t rJS rmrng thougn banks seem farr Iysatrs led With the

ftan rdrzagon alternative could increas fimeliness of Fedrgnre transters at present,

iquidity and volume In the intraday mar- if banks were to develop a strong enough
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need for shorter queyes, such a gemang Intg account in monitoring a bank’s DODs

cou?d Pe satistied. Srn?e banks’ deman Hd Imposing moral suasion costs or other
curve for Fe wrre trans ers a pears fobe  charges.
relgtrvey Inelastic,* th 3 nont A third a oroach could be a two-
eqwlre essa es wou ave 0 fiered pricing stps em which could discrim-
e srlgnr canty above t at o oher inate De ween intraday funds returned In
e fransfers to avoid haying nearty trme to be lent oyt t another orrqwer
eawire messages eventually “shift to  and’ those returned too | a] Two- trer%d
prrorr X Messages. Pncrng could aso be agg led overnr

Secon aPJJroach {0 reducrng h nds and tull-day funds.) 1f a bank re
uncertarnttﬁ d ?arnva times % furned Intraday fu[rds 100 Iate for the
\bvemfj?r ttﬁo We 0 Offer a new service intraday seller” to lend those funds out

anks 10 prearran%e Fe wrre overnight,” th rntradaP/ borrower would
transt ers Prearran ed tran?fer could re- have to pay teoverndtrate |us some
uce the uncert rn bd/ Im Hatlﬂﬂ] h further Penalty, in addition to th mtrady
risk tnat the sen %ba Wou ten-  rate.  In that ﬁse the seller would b
tiona cause g gelay This service e compensated If the ' lateness unex ectedy
accommodate ds érans e ds or other forced It to buy oyernight fH nds i the
Fedwire H ?actrons and could be 911% market,  More ‘realistically, t enaltres
cradly F 11 or repetrtrve transters. mig ht be added If the funds were not re-
E X t0f this tr]ew SErvice 8 turne ny Bre arranded time ner%otrated
e exactly as | curren Wi dva ce etween the two ba

s for Fe
transfers. Alternative ed cou
ﬁuarantee the atmval tr?he* seek rn? fo avoid these penaltres but

0r DOD MO~ faring ymceftai eqarding arrival time
oring purposes only, with ttIe addrtronal P 0 ﬁav f] ﬁmdg arrive sli m
%l In ger to'stimulate d eveo ment Hore the_sp ecrfred time, with very it

hili
?an |ntra a funds market and reduce
oDs or Case. P Franoed tbani} loss In usefulness of these funds.

ers would] be sent even If the seriding ban
fompute% ?ut ges or other oper
roplems, | were notsrfl
ed on time, or alternativel 8/
not arrive on time, the Fed could

Q.('D

r

O D

tlo *Reichert, Strauss, and Merris &1985) P 221, In
their model of Fedwire transaction volume, price
)S/ g changies were not statistically significant in explainin
variations in volume. They concluded that deman
take tis for Fedwire was Inelastic.

Intraday supfly and demand would be marke tfgr daytime funds has not yet developed
determined Banks’ accuracy In fore- | n the
casting. DODs 2) The shadow price of DODs hree roups ﬁf banks could partrcrp
whichincludes an intraday interest rate as well 6t D Befor%a "a

N tra Ing OCCUYS Group 1

%n ntraday
as expected moral suasion” costs imposed by the f

Fed: '3) The aggregate shortage of intraday y have DOSIUVG daytime Fel baIances

era
funds relative 0" caps; 4) Aggregate unused ?ur%n%arr?nw?ttwnltﬁgrnreglrlr '”é%u[g%[)gaﬁﬁg
apogut i et W] G 268 o
méans of reducing DODS; 6& The_ extent to caps.. Group Lban %WOUld be po%entral seIIelrg

S.
which an intraday funds market ?arns market ?rntraday funds, while Group 3 banks wou

acceptance and "7) The_transaction costs of Er‘gte”“ae'rsbugrerﬁe.tﬁerﬂ“ ga%%”‘gﬁecﬁe“ che

trading rntradar funds, Demand for rntrada?r furth r after an intra ay fun rket devel-
funds is currently zero because caps are o hig Seman or intraday funds would Increase,

and because leSs expensive means of staying because borrowers woqu need_more mtradag
within caps are still' available. Therefore, 2 unds to remain within their increasingly r

In
fun
[

G
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StrICIIIVe Ctél p?nﬁge aFlgu undlg woul dj dIdleocnreatshee

thou ecause most Intrada

unds wou Ehed by unaffected Grou}é
It and comP atrv% ew Infraday f

wou from G ou acrn ore re-

strrctrve ca rnc eman would, Increase
and sugm would decrease, further reducrng
caps would cause the intraday interest rate t

An Intrada fedfnd market a ear to
be 0 eratronaﬂ))/ feasrb §See Box). pp a
Etar et would “provide effectrve wa for
anstormarn wrt In their caps even If ¢
¥v nan icantl [8 uced, becg s an dntra g
unds aetwu mprovi e intrada -
ca 1on 0 unsalmon eﬁns reserve a count
alances, |?1 ar could reduce
smtemwrd? daylight exp osures and asfsocrated
[) fias well as the exposures rom sﬁgcr ic large

Finall intrada s market
would keep patyments system eyffrcrency intact,

Full-day fed funds

Another approach to lowering. DODs b
bet ter all nrrhq FH)nks daytim po%rtro?s wrth/
terr ove 5g positions 15 24-hour or

nce many as ecés of full- da}/ funds
resmrartr])tgosearea ISC Ed Bo %ntra-
Iscussion erew e brie
funds could elrmrgate most or all
fthe DO s currently  cause Thy repayrn%
overnrdt unds, even “if banks oud it" fo
costly to uarantee that the actua duratron
exactly met the. contracual 24-hour maunY
Iftn r]eturn of full- dah/v und C mcrded exact Y
wit erecerpto ne uns ortenext ul
Ffun sgause DODs would
comJoIeteI emrnate If the seller was late rn
din un s t eactual duratron of the loan
wou 8 dyun er 24 hours. Even. 50,
such un S ? be used effectrvey to elimi-
nate most of these DODs as long &S an wrn
dow between receiving and repaying suctf funds
occurred outside peak D OD olrs.” The exact
time ¢ Bld var ?r each tr%nsactron an eah
pair_of banks oud decre ow to handle fate
recerqsoffnds IL unsful he es-
ecially useful tor banks that would otherwise
uy similar amounts of mtraday and overnight
e funs rom the same_sellers

If large banks switched their_borrowing

from overnight funds to 24-hour funds, they
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Figure 1
Effects of the intraday funds market
as caps are reduced

r (interest rate)

would feffectrvely eliminate the DQDs they now
|ncur rom repa md overnight fugd Con-
\trgrlseeny n| 2en er 9 nod\rser |g t (un sn%wr(g%hed
ur fu would
have t eefunsdurrn theyay This WO[gJFd
Iower nders’ mrtlrme a? ﬁes to their (still
posrtrve overnrg evels, all else constant.
agr fin swould provide a more sta-
bIe fun md ource and Investment opportunit
(Yv% d an artificial 24- hour mstrumde t
orme Y combining overnrg ht and Intra
funds i addrtron full-day"funds Wﬁuld ré-
re on ha as many tran fer]s which would
re uce transaction costs an tefrequenc of
arrjval uncertainty. As explained in"the
arrrva uncertajnty is the uncertarnt rqua
x(act%what Hn funds will arrive.  Full
J ds wou aso decrease the eﬂuenc
Ing/investment decis ns an reallocate” the
rstLrbutron of daytime UF érou out tP
an rnPsstem his would reduce Tisk to t
Federelt eerve because rntr] ty exposures
from arge anks an throug the "system
would esi Hrfrcant¥ reduce
1; ese markets became operational,
full- aav un

OX

ful (fould be use(? J roone d)agaor tHey

be rolled over. | u r one 5{

would be a new financia mstrument f used
f?r more thﬁn one day, they would be equjv-
?ent to rollover or eontr urnrrr contract f?d
unds, except tnat the first and fast days would
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now be 24-hour days. In either case, full- da[y velop real time Postrng and monrtorrn% capa-
funds would fit eas ywrth current mstrumen bilities (at |east Tor large transactions) o gain
fr m oReratrona and tradip vrewpornts needed " Information on daytime osrtronsB

Ition, banks would use th same me]hods to Recently, the Boar%foraﬁgroved a ro 0sal 10

re uc éherr uncertainty. regarad mg regurre ? standard for third- arty pa

swou e rec ived as th ywould for nt Information over Fedwire. This ‘would
|n ra a funds ee Box). allow banks automatrcallly to credit corporate
Since | tra % fa 24-hour funds are tai accounts a[t to Dbetter monitor corporate

lored %o sli |f erent nee s, banks would Intra afy alances.

have. the m é und mo H mvestrgent opgor large banks and corporati nf rmprovg

tunities, an aytrme unds would be allocated their loostr g and m Hrtorrn capanilities ﬁ
8st efficiently, goth mtr&rda)ﬁ zﬂrg f Ifan Intra f unds market develops, then
fed funds ma ets evelope ¥ many banks er likely pass some of their ex-
ould be an Rrogrr?te substrtute fo banks Plrcr Intrada revenues or costs) o corpo-

that buy overnignt ted funds as a reqular source ations havin posrtrve 0 gatrve% daytime
s would cause three changes for

of total fur] ‘n Intraday funds would be best baIances Thi
Uuse ulfill remarnrn? daytime needs, after corporewons as follows,
shifts from overnight to Tull-day funds stabilize. Change #1. Man bagks cur entI sweeCp

funds frotm a cor oratrhtns emﬁrn deposit a

How much could intraday and full-day ount Into an QVErnIgnt repurcnase agreemen
funds help? Eregos automatrcaﬂ gt the Fend o?ea hgda and
again_ each mornrn%—srnce are

Basdon a 981 survey of net fed funds Hrohlblted from paymg grest on demand
ur Wit ? 6p0SItS In excess of eposits.  However, “If Caps become restrictive
g ”% ﬁronI If an ar?drtrona]c 84f grcent of tg eg\%r 0h trt) ecalu]steaan mtradc fun S r(nra]reketQ Stlo
ollar value of overnight fed fupds purchas
g ﬂoftg? ban sw u'd sﬁrft[}rom%)verm?% trve pAssumrn they rategl ains
t term fe unds 81 percent of the dollar va ue unchanged, whrch would b necess r¥ If term
ODs at tese ans woug Ve een ratese %a 3-month, g/ear c%were
elmlgatfedB Similar results would ab(y orem unc nged]]then thé gvernight rate
curre ercent ofov%rm?ht fotal fe fun s 0) . which Is the raté a corForatron recerve%as
been supplemented ntrada 1un s o Interest on its repo, would_fall accordrng 0t
hd een c0 verte from vernr tto equation; . (L+J)=(L+1)( +0).B urrentP{
unfd Since 0 'f’ gj percent ofte oII vaIue the Intraday " rate equals’ zero ‘z=0), so the
of fed funds in 1984 were estimate econ ful dasy rat eualsteovernr ht rate’
trnurno contraci or t] rn] rearLanLﬂrns% another n(ie v rnrrer ht repos would no Io er
Z?g cent wo (9 ?tr lo Eercent earn explicit intergst at rate anks might
Jnrgt ed funds to remain unsupple- grve cor orﬁtrﬂps free services of other Indi b(ft

mente redits. for aytime gogtpensatrngr
DODs could become a larger concern for 8es in th e form of emand deposits. These
? F” bapks If overnight fed flnds sgrfted to Irect credits would accrue at a rate below
uI r%a%/ unds, or weh %uP ementeg mtra due to the variance of demand deposit bal-
s Since such s nq would allow the gs and thus the lower usefulness of these
0 hold the funds unds to hanks. Therefore, corporations” ex-

u er rat er than the ff |ler
urrnPt y some se ers might incur DODS thrt interest revenues from repos should fall,
? nd thef; caps ecomrnP restrictive. A ut their indjrect credits should rise to partially
seller could aIIevrate this [prob em regrrang ?ffTet this fall. A corporation could invest in
rn? a smaller portion of its overnighit fed fun ull-day repos instead of overnight repos to
sold. ke exphcrt mteresé revenu L |ts repos the
but these funds wou then not be held

tecor oratrons emand deposit account
étz Ch% ng and cregrtrnd cor-
With an explicit intraday interest char% poratrons aytrme ances would motjvate
banks and corporations would probably de corporatrons 0 reaIIocate their intraday funds

Impact on corporations |n
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among their banks and to consider through balance therr own hooks and incur d I| ht

which™ banks they wish to send an recerg ?verdrafts h repaying these over

wired funds. Since the exact rates banks wou unds eg y the next m rnrn Intra a un s

1use dto charg% or Indirectly credit corgoratr ns would be most useful for r a |locating “the re

or daytime”balances would vary across banks, arnrn intraday balances in gaccou s

cor oratiops would have arﬂer ?a fl eove- m banks with excess Intraday funds to banks

dra ts at an s that pass on relatively small wrt res rrctrve caps

rnt }2 a]rages and osidve balances gossr ethat some_minimum IeveI of
anks |ve rel trveI;v high Indirect ?h/ emwrd DODs IS necessar an Y)Vti(

cre Its. S ect recerl\{oc equate SErVice, al anks r

n even after corporatjons. an
cor oratrons woud reallocate their rntradav arrange ?F man runs transters as |?
fun san mtra a?/ overdrafts in order to ma econo ica Ene rcra This remarnlrn Bve
IMize pro |ts mrn mize cos(s These 0 ? N be thought ofehs the lubricant
chan es woud re drstrr ute intraday funds to neede he p ayme ts mac Ine 0 opﬁrate
tat ave a eater need ortem ar] smoE as ? trgv enloug
Wou decrease D ste Wre bu Wou market 0r IbF unds deveo cor-
otafec the overa mtraday unds in orate da ttm %ances on rrce rLd
the banking system. e nece 5 nv ricant an asso late ns
Change #3 If an intraday market e- would nimized, stemwr ¢ inrada
velops, corparadons may choose to elay cer- funds wo Id be distrit ute n a mare e |et
tain’ of thelr wire tr ns ers ner ensg re ar t(? werrg sanrﬁ
cor Orabons woul sen funds [) nssat drvr ual .banks an throucr0 (t)tlrjet

h system, wh Ile minimizing disruptions
ttgrce(tlceg/ fave %cﬁsgve daxtr wouf es so g disrup

paynients system.
s crgron wou P Mfdecrr aat
Ieve of aytr[)n unds fe
corporation’s banks, Corporate transfers woud Thr numbere clude

be Gelayed only when It was convenrent and n er mone rou %bﬁg vﬁrﬂg ngfercsayBanks
cost effective t0 do so,.and when the corpo- é sand credits to anks accounts at te e/dera
ration drd not have sufficient da%trme bal ances

at any fits banks to cover these transfers. th|s pa r, ban refers to an entity. which

Mone mana ers would compare the intrada as direct aceess o a ar Iarwr transfer s
mteres/t EXp en%e or Iower mtePest revenue W Pem suc Eeévvrre or >

the Urg enc for sendin articular wrre
trangfer Urgent trar}sfersg W?éllog he ser]t when EPg a.']%t re\s/teergnereade dgre erﬁt Ba i rSesaenn(t
ee Other transfers could be sent later in 53 Clate nks ft Bs
aK and_ arrangements would he made to hr % rd i moo and Dawg P_

a er the timing of future transfers to be most
erficient. tP o/ag “DO " refer to Fedwire funds
_ t overdrafts. seuaeoaneartrvje

Conclusion e aance |n a ank’s account

gerarn technical sments and Ignoring

|f %yh ht over raft CaPS are lowered vernment securrtr ransactions.

enou rs would have strong incentives Thr r ddres at could happen if cans
f dgvelop means to reduce the guncertamt g de S eeI : des]es Vt[He p%"“et’ 15 rt)dD eact
?%out when srzabg wire transfers will arrive. dr (Ev act of cur Bi gho sw

overnors has published for pub

These means coulg Include timing standardi-
zation, (brrorrty Fed ware mess%;es prror a?ree
menltrs Oru(/)hﬁrer unrieWImnov)a\treo two \tNergrrtI @0 Irc Stat ardrn J&h rBLa
i s e AL B
7For an vervrewo the Boar OVEern rs DOD
s woul be most useful for %?1
banks that reygularly buy overnight fed funds to ﬂ?et?yDa([)] mgggrgve\vgnrsn %’{ % e treduce
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