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PREFACE: 
Monitor ing Banks' Financial Condi t ion 

Moni tor ing the f inancial condi t ion of com-
mercial banks has become an important concern 
of pr ivate deposi tors, investors and publ ic 
regulators. Poor economic per formance and 
deregulat ion have cont r ibuted to f inancial diffi-
cul t ies of greater or lesser degree in a few 
hundred banks and to more intense concern 
about potent ia l fu ture diff icult ies. 

In September, the FDIC's list of problem 
banks had 597 banks. This was wel l above highs 
previously established in the 1973-75 recession. 
In 1982 and 1983 some large bank organi-
zat ions have exper ienced dif f icult ies because 
of concent ra t ions of loans to one or a few 
borrowers, industries or countr ies Commercial 
bank fai lures also are up: f rom 10 in 1980 and 7 
in 1981 to 3 4 in 1982, to 4 0 th rough October 24, 
1983. 

Troubled banks still represent only a small pro-
portion of the nation's approximately 15,000 
commerc ia l banks Still, their problems have sti-
mula ted interest in moni tor ing the f inancial 
condi t ion of banks. Along wi th this new interest 
have c o m e new comput ing and communica-
tions technologies that give analysts more power 
to manipulate, exchange and publish information. 
This co inc idence of change, interest and tech-
nology has produced advances in survei l lance 
techn iques and, at the same time, a need to 
cons tan t l y ad just ana ly t ica l t e c h n i q u e s and 
methods to the environment. 

Bank Analysts 
C o m e Together 

Three major groups of analysts are directly 
in terested in both the problems and techn iques 
of moni tor ing banks: bank regulators, whose 
interest ar ises f rom their responsibi l i t ies to 
maintain a work ing f inancial system and (for the 
FDIC) to insure the deposi ts of banks; private-
sector security analysts who advise investors on 
their investments in commerc ia l banks, and 
academics, who teach and advise both of the 
former groups and who develop analytical meth-
ods. These three groups have di f ferent per-
spectives, experience, intellectual strengths and 
bl ind spots. 

Feel ing a responsibi l i ty to genera te new in-
s ights into bank surve i l lance p rob lems and 
methods, the Federal Reserve Bank of At lanta 

r 
invi ted leading members of each g roup to a two _ 
day workshop in September. By assembl ing 
some of the most percept ive th inkers f r o m ^ j 
variety of discipl ines, we sought to shed ne»«." 
l ight on this important but confus ing s u b j e c t , 
We hoped that part ic ipants f rom each grou 
wou ld bring ideas that wou ld aid them all 
advancing techn iques of analysis and projectio' 
of bank and bank holding company f inance 
condit ion. 

This special issue of the Economic Revs 
carr ies the presentat ions and of ten spirite 
d iscussions f rom that workshop. The sessio; 
was ar ranged by Research Off icer B. Frani 
King. 

Identi fying 
Problems 

The program began wi th sessions on earl 
warning models and general f inancial analyst, f 
techniques Systematic remote financial analyse 
has been the bread and butter of private-secsr 
secur i ty analysts for many years. In the mid, 
1970s, bank regulators, beset by an increased 
t he number of t roub led banks and limbec 
resources, tu rned to formal stat ist ical models td 
aid in identifying banks with present and possibj. 
fu ture problems The regulators have used thes" 
models to aid them in al locat ing examinat i r 
resources. S o m e pr iva te -sec to r ana lys ts has 
adop ted similar systems for analyzing r isk V 

Recent problems have rek indled interest« 
refining both early warning models and finance 
analysis t echn iques Presentat ions dealt with: 
analysis of bank holding compan ies as weii a 
individual banks, re f inements in f inancial ratio 
and peer groupings used in early warning model, 
and general " f inancial" analysis, the relate 
impor tance of on-site and remote analysis, tht 
impact of changes in the commerc ia l banki. 
environment on the relevancy of particular model 
and f inancial ratios, and the comparative*ac 
curacy of formal stat ist ical models and the les ; 
formal analysis used by bank examiners an 
many private-sector analysts. + 

Capital and Its Regulat ion 

Capital and capi tal regulat ion loom large 
any discussion of banks' f inancial conditio^ 
Analysts see capi tal as a cush ion that allows 
organizat ion to absorb losses wi thout going 
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j3f business. Regulators have made capital a 
crucial object ive in their a t tempts to contro l 

T banks' (and the public's) risk. 
The session on capi tal and capi tal s tandards 

' l ^yea l t with regulators' and investors' rationale for 
emphasizing capi tal as an index of overal l bank 

.'risk. Par t i c ipan ts sough t to de f i ne mean ing fu l 
capital concepts and ratios. They covered the 
funct ions of capi tal as seen by investors and 
regu la to rs as we l l as poss ib i l i t i e s for a d j u s t i n g 
reported capital for credit losses that had not 
t^een charged off and for changes in the market 
value of assets and liabilities. Other important 
issues that arose in these d iscussions included 
the impact of capital-asset guidel ines on banks' 
-choice of methods of do ing business. Several 
Darticipants pointed out that if banks choose 
business pract ices that keep their assets lower 
but do not affect their risk asset-based financial 
ratios like the capital-asset ratio, become less 

s i ^ meaningful both as a regulatory goal and a 
measure of risk. 

Si 

tei 1 
ec 

"bisclosure of 
^Financial Information 

^Methods for analyzing banks' f inancial con-
dition are useless without information In the past, 

kregulators concent ra ted on informat ion they 
collected through examination and reports while 
private-sector analysts concen t ra ted on com-
panies' f inancial reports as wel l as publ ic ly 
available regulatory reports. Recent regu la tory 
initiatives have moved toward adding "market 
discipline" to regulators' efforts to control bank 
risks. These initiatives, in essence, a t tempt to 
nTake investors surrogate regulators who punish 

,c« banks for excessive r isk-taking by bidding down 
ieli the price of their securit ies. Thus, publ ic sector 
I jJ .concern about disclosure of financial information 
th| on commerc ia l banks has taken on a new 

dimension. 

an 

The workshop session on disc losure covered 
twe Secur i t ies and Exchange Commiss ion 's 

es£ requirements and rationale for public disclosure 
by bank holding companies evidence on the 
public's react ion to f inancial information about 

t ianks and private-sector analysts' disclosure 
needs. The group d iscussed what informat ion 

3 Ashould be disclosed and pointed out tensions 
¡oijt>«tween disc losure as a device for informing 
sajthe public and the potential destabilizing impact 
oTof act ions by an in formed public. 

Highlights 

The workshop uncovered many issues relating 
to banks' health and how to moni tor it. Partici-
pants emphas ized the fo l lowing points: 

1. Statist ical early warning models are a 
useful aid in analyzing banks. 
2. However, fu r ther deta i led analys is is 
required to d iagnose and treat prob lems 
and to identi fy problems that arise f rom 
il legal activities. 
3. Ba lanc ing remote and on-si te analys is 
remains a chal lenge. 
4. A rapidly changing financial environment 
places a premium on adapt ing models and 
of bank analys is t echn iques to cur rent 
condit ions. 
5. Bank problems start wi th management 
decis ions that affect asset and liabil ity port-
fol ios but may wel l first come to light on the 
income statement. 
6. Activities not reported in financial reports 
confound financial ratios and models These 
activit ies range from agency or broker func-
t ions to fraud. 
7. One's view of the relevant capital concept 
changes wi th one's interest. Equity is the 
most interest ing risk cushion to investors; 
equi ty and long-term debt to un insured 
deposi tors and regulators. 
8. The capital cushion may be less meaning-
ful to banks investors and depositors because 
banks also have a deposit insurance cushion. 
9. Changing bank activit ies may change 
the significance of capital ratios as measures 
of risk, but the change wil l l ikely be dif ferent 
for each bank in the short run. 
10. Deposi t insurance protect ion l imits the 
mot ivat ion of many bank credi tors to act on 
this information. 
11. Disclosed data requires relevant models 
and competen t analysts to turn it into useful 
information. 
12. Whatever informat ion is d isc losed re-
quires relevant models and competen t ana-
lysts to turn it into useful information. 

—Donald L. Koch 
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I. Early Warning Systems and 
Financial Analysis in Bank Monitoring 

Concepts of Financial Monitoring 

Early warning systems for projecting 
troubled banks became popular with 

bank examiners and private analysts in 
the mid-1970s Recent developments 

have sparked new interest in these 
systems, as well as in the whole area of 

financial analysis in bank monitoring 

Prior to 1975, the f inancial cond i t ion of federal ly 
regu la ted f inanc ia l ins t i tu t ions was d e t e r m i n e d 

Management solely t h rough examinat ions . In t h e m id -1970s , 
• * the five f inancial regulatory agencies1 conduc ted 

separate research tha t led t o d e v e l o p m e n t of the 
survei l lance (early warning) systems in place today. 
These systems augment the examinat ion process 
by p r o v i d i n g eva luat ions of regu la ted f inancia l 
ins t i tu t ions ' f inanc ia l c o n d i t i o n b e t w e e n exami-
nat ions.The t e r m "ea r l y w a r n i n g sys tem" does 
not necessarily mean the predict ion of an emerging 
p r o b l e m ; t h e t e r m expla ins t he process by w h i c h 
t he bank regulators can d e t e r m i n e if t he f inancial 
c o n d i t i o n of a b a n k i n g o rgan iza t ion has changed 
since t he last bank exam ina t i on or bank ho ld ing 
c o m p a n y inspec t ion . 

The survei l lance systems of the federal agencies 
are made up of three components : (1) compu te r 
sc reen ing t o i den t i f y ou t l y i ng f inanc ia l organi-
zat ions that fail ce r ta in ' ra t io tests; (2) analyt ical 
repor ts ( p e r f o r m a n c e reports) that a l l o w an an-
alyst or exam ine r t o p e r f o r m a de ta i l ed f inancial 
analysis of a f inancial organization; (3) corrective 
ac t ion a n d f o l l o w - u p of p rob lems iden t i f i ed 
t h r o u g h t he screen ing process. 

Objectives and Components of 
Computer Monitoring Systems 

The pr imary object ive of the regulatory agencies' 
compu te r mon i to r ing systems is to ident i fy changes 

' T h e s e l i ve a g e n c i e s are t h e B o a r d of G o v e r n o r s of t h e Fede ra l Reserve 
Sys tem, Fede ra l Depos i t I n s u r a n c e Corpo ra t i on , Fede ra l H o m e Loan 
Bank Board, Na t i ona l Cred i t U n i o n Admin i s t ra t i on , a n d O f f i c e of the 
C o m p t r o l l e r of t h e Cur rency . 
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in the f inanc ia l c o n d i t i o n of ins t i tu t ions that they 
regulate in o r d e r t o p reven t fai lure. Iden t i f i ca t ion 
al lows t he agencies t o a l locate examina t i on re-
sources m o r e e f f i c ien t l y a m o n g p r o b l e m and 
emerg ing p r o b l e m inst i tu t ions. The m o n i t o r i n g 
systems also he lp t o i den t i f y speci f ic p r o b l e m 
areas, thus a id ing of f -s i te analysis and he lp ing t o 
focus examina t i ons towards ma jo r areas of con-
cern. 

A survei l lance program's screening c o m p o n e n t 
is des igned to i den t i f y ins t i tu t ions w h o s e fi-
nancial c o n d i t i o n warrants special superv isory 
act ion. There are many ways t o set up a sc reen ing 
mechan ism. Genera l l y speaking, sc reen ing tech-
n iques e m p l o y o n e or m o r e of t he f o l l o w i n g 
procedures: 

O S c r e e n i n g i nd i v idua l ratios a n d i den t i f y i ng 
those ins t i tu t ions fa l l ing in t h e b o t t o m per-
cent i le of a peer group. 
O S c r e e n i n g ind iv idua l ratios and c o m p a r i n g 
t h e m t o cr i t ical values. 
O C o m b i n i n g ratios in to a c o m p o s i t e score 
and rank ing t he ins t i tu t ions f r o m best t o wors t 
based on t he c o m p o s i t e score. 
O Some c o m b i n a t i o n of t he above. 

O n c e ins t i tu t ions are classi f ied as weak or 
po ten t ia l l y weak, an analysis is p e r f o r m e d t o 
d e t e r m i n e t h e ex ten t of t he f inanc ia l p r o b l e m s 
and the i r poss ib le causes. This const i tu tes t h e 
second c o m p o n e n t of a c o m p u t e r sc reen ing 
system. To per fo rm this funct ion, t he three federal 
bank regulatory agencies have c o m b i n e d the i r 
resources a n d dev ised t h e U n i f o r m Bank Per-
fo rmance Repor t , c o m p r i s e d of 15 pages of 
de ta i led data i tems and f inanqial ratios. The 
in fo rma t ion is ar ranged t o fac i l i ta te a de ta i l ed 
f inancial analysis of a bank. These repor ts are 
p rov i ded quar te r l y t o t he a p p r o x i m a t e l y 14 ,000 
insured c o m m e r c i a l banks as we l l as to state 
bank regulators and t he pub l ic . They are gene-
rated o n a peer g roup basis that takes in to 
accoun t t he size, t he n u m b e r of branches, a n d 
the u rban or rural loca t ion of a bank. This is 
p robab ly t h e mos t de ta i l ed analy t ica l repor t of 
its k i nd a n d it is n o w be ing used ex tens ive ly by 
the b a n k i n g indus t ry as we l l as t h e regulators. 

O n c e t he analy t ica l e f for t con f i rms that a 
serious f inancial p rob lem exists, correct ive act ion 
is in i t ia ted. Cor rec t i ve ac t ion can vary, f r om a 
t e l e p h o n e conversa t ion w i t h m a n a g e m e n t t o a 
cease and desist o rde r by a court . Genera l l y 
speaking, if an organizat ion 's f inanc ia l c o n d i t i o n 

is t h o u g h t t o have de te r i o ra ted seriously, t he 
exam ina t i on schedu le is acce lerated. 

Research Leading to the Development 
of Computer Screening Systems 

Research dea l ing w i t h t h e p red i c t i on of f i rm 
fa i lure p r o v i d e d b o t h t he concep tua l f r a m e w o r k 
and screen ing ratios n o w u t i l i zed in m a n y of t he 
federal f inancial inst i tut ions' survei l lance systems. 
Edward A l tman 's 1968 ar t ic le (2) was one of t h e 
earl iest s tud ies dea l ing w i t h t he p red i c t i on of 
fai lure.2 A l tman 's mos t impo r t an t c o n t r i b u t i o n 
was his use of a statist ical t e c h n i q u e ca l led 
d isc r im inan t analysis t o der i ve a single measure 
or va lue of soundness based on a mu l t i va r ia te 
e q u a t i o n of f inancia l variables. 

T w o o the r impo r t an t s tudies dea l ing w i t h t h e 
p red i c t i on of bank fai lure, w h i c h also e m p l o y e d 
d isc r im inan t analysis, w e r e m a d e by Dav id Stuhr 
and Robert Van Wick len in 1974 (43) and Joseph 
Sinkey (37). S tuhrand Van Wick len used examiner 
ratings of banks t o es t imate a f unc t i on tha t w o u l d 
d isc r im ina te b e t w e e n highly rated and poo r l y 
ra ted banks. 

S inkey also used examina t i on ratings t o esti-
mate his d iscr iminant func t ion and hypothes ized 
tha t t w o ma jo r fac to rs exp la in bank ing p rob lems : 

"The primary object ive of 
the . . . systems is to identi fy 

changes in tne f inancial 
condition OT tne inst i tut ions.. 

to prevent tai iure 

t he qua l i t y of m a n a g e m e n t a n d t he hones ty of 
emp loyees . The f inanc ia l var iables he tes ted can 
be d i v i d e d in to the f o l l o w i n g categories: (1) 
l iqu id i ty , (2) loan value, (3) loan qual i ty , (4) 
capital , (5) e f f i c iency and (6) sources of revenue. 

' T h e A l t m a n s t u d y w a s p r e c e d e d by s t u d i e s by Tamar i a n d Beaver in 1966 . 
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Danie l M a r t i n (24) , Carol Jean S imon (36), and 
Leon Ko robow, Dav id P. S t u h r a n d Danie l M a r t i n 
(19) used a m o d e l tha t p r e d i c t e d t h e p robab i l i t y 
of bank (c red i t un ions in t h e case of Carol Jean 
Simon) fai lure. M a r t i n p o o l e d his data t o i nc l ude 
58 banks that fa i led b e t w e e n 1970 and 1976 
and tes ted 25 d i f f e ren t ratios. H e f o u n d ratios of 
earnings, capital adequacy, l iquidi ty, asset qual i ty 
and risk ( commerc i a l indust r ia l loans t o to ta l 
loans) t o be s igni f icant in p red i c t i ng bank fai lure. 
Ko robow, S t u h r a n d M a r t i n (19), in an ex tens ion 
of the i r ear l ier work , used a s imi lar m o d e l t o 
p red i c t w h e t h e r banks w o u l d s h o w up on t he 
regulators' p r o b l e m list. They i den t i f i ed var iables 
s i m i l a r t o t h e v a r i a b l e s d i s c u s s e d l a t e r in 
this art ic le. Gera ld H a n w e c k (15) and Carol Jean 
S imon (1980) also i den t i f i ed var iables tha t c o u l d 
be ca tegor ized unde r earnings, l iqu id i ty , asset 
qua l i t y a n d capi ta l adequacy . 

A p p e n d i x A summar i zes t he ratios i den t i f i ed 
by these au thors tha t best exp la in t he ident i f i -
ca t ion of fa i l ing inst i tu t ions. A rev iew of these 
var iables shows a h igh degree of cons is tency 
b e t w e e n each author 's f ind ings and suppor ts t he 
c o n t e n t i o n tha t arnings, l iqu id i ty , asset qua l i t y 
and capi ta l a d e q u a c y are the main d e t e r m i n a n t s 
of var iance in f inancia l soundness a n d w h e n 
c o m b i n e d i n to a c o m p o s i t e score are su f f i c ien t 
t o rank firms according to their f inancial condi t ion. 

Computer Surveillance Systems of the 
Five Financial Regulatory Agencies 

The n o t i o n that an ins t i tu t ion 's f inanc ia l con-
d i t i on can be j u d g e d based o n earnings, capi ta l 
adequacy , l i qu id i t y and asset qua l i t y is used in 
e x a m i n i n g banks. Bank examiners assign a nu-
mer ica l va lue ( ranging f r o m 1 t o 5, w h e r e 1 is t h e 
best rating) for these four criteria and for manage-
ment . This rat ing system, ca l led t he C A M E L 
rat ing system,3 is e m p l o y e d by all t h ree bank 
regulatory agencies. Basically, all f ive cr i ter ia 
receive t he same weights , a l t hough examiners 
are f ree t o give m o r e we igh t t o s o m e var iables 
than others. A l though the three bank ing agencies 
have agreed u p o n a un i f o rm rat ing system t o b e 

J The C A M E L Ra t ing S y s t e m w a s a d o p t e d by the t h r e e b a n k regu la to ry 
a g e n c i e s o n N o v e m b e r 21 , 1979. S e e Fede ra l F inanc ia l Ins i tu t ions 
E x a m i n a t i o n C o u n c i l (FFIEC), Un i f o rm F inanc ia l Ra t ing Sys tem, Press 
R e l e a s e N o v e m b e r 2 1 , 1 9 7 9 The a c r o n y m s t a n d s for capi ta l , asse t 
qual i ty , m a n a g e m e n t , e a r n i n g s a n d l iquidi ty. 

used by examiners for rat ing banks, t hey have 
no t agreed o n a u n i f o r m rat ing system t o be used 
for rat ing bank h o l d i n g compan ies , nor have they 
agreed on a u n i f o r m rat ing system t o be used in 
t he surve i l lance process. 

Al l f ive f inanc ia l regulatory agencies use a 
c o m p u t e r screen ing p rogram t o i den t i f y insti-
t u t i ons tha t may have po ten t ia l or ex is t ing pro-
b lems. These agencies e m p l o y t w o d is t inc t types 
of screen ing programs. The Federal Depos i t 
Insurance Co rpo ra t i on (FDIC) a n d t he Nat iona l 
C red i t U n i o n Adm in i s t r a t i on ( N C U A ) ident i f y 
e x c e p t i o n ins t i tu t ions using a cr i t ical va lue by 
compar ing a repor t ing bank's f inancial ratio value 
t o a b e n c h m a r k va lue t he regulator feels is 
acceptab le . If an ins t i tu t ion fails th is test, it 

"Another major difference 
among the agencies is in 
their use of a composite 
score as a measure of 

overall financial 
soundness." 

b e c o m e s a cand ida te for t h e e x c e p t i o n list. The 
Federal Reserve Board (FRB) and t he O f f i ce of 
t he C o m p t r o l l e r of t he Cur rency ( O C C ) , on the 
o ther hand, screen banks using peer groups; 
banks fa l l ing in t he b o t t o m of t he g roup b e c o m e 
e x c e p t i o n inst i tu t ions. The Federal H o m e Loan 
Bank Board (FHLBB) uses b o t h me thods . 

A n o t h e r major d i f f e rence a m o n g the agencies 
is in the i r use of a c o m p o s i t e score (an aggre-
gat ion of f inanc ia l ratios) as a measure of overall 
f inanc ia l soundness. The FHLBB, O C C and FRB 
use this t echn ique , a l t hough each e m p l o y s dif-
fe ren t ratios in d e r i v i n g t h e c o m p o s i t e score. The 
FDIC does no t e m p l o y a c o m p o s i t e score. 

A n o t h e r d i f f e rence a m o n g the agencies that 
af fects the i r sc reen ing programs is t he f requency 
and deta i l of t he repor t i ng series f r om w h i c h the 
screen ing ratios are der ived. A l t h o u g h banking 
agencies p r imar i l y use t he repor ts of cond i t i on 
and i n c o m e for sc reen ing excep t ions , t he degree 
of deta i l r e p o r t e d varies a m o n g agencies. The* 
d i f f e rence is even m o r e p r o n o u n c e d because 
the FH LBB collects mon th l y data for its surveillance 
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Table 1 . Screening Ratios of the Federal Financial Regulatory Institutions 

Ratio Agency Using Ratio 

FRB FDIC FHLBB NCUA OCC 
Capital 

(1) Equity Capital Decrease 
(2) Equity Capital/Total Assets 
(3) Retained Earnings/Average Equity Capital 
(4) Equity Capital/Adjusted Equity Capital 
(5) Gross Capital/Adjusted Risk Assets 
(6) Reserves to Total Loans 
(7) Net Scheduled Items/Net Worth 

Profitability 
(1) Net Operating Income/Average Total Assets 
(2) Net Income/Assets 
(3) Interest Expense on Deposits and Federal 

Funds Purchased and Borrowings/Total 
Operating Income 

(4) Total Expenses-(Provision for Loan 
Losses + Dividends)/Gross Income 

(5) Adjusted Return on Assets 
(6) Net Income/Total Assets-Cash Items 
(7) Total Other Earnings/Average Assets 
(8) Gross Operating Income/Average Assets 
(9) Net Income/Gross Income 

(10) Net Operating Income/Gross 
Operating Income 

Asset Quality 
(1) Delinquent Loans/Total Assets 
(2) RFO and LTFs/Total Assets 
(3) Delinquent Loans/All Reserves 
(4) Delinquent Loan Ratio 
(5) Gross Loan Losses/NOI + Provision 
(6) Provision for Possible Loan Losses/ 

Average Assets 
(7) Speculative Lending/Total Assets 
(8) Gross Charge-offs - Recoveries/ 

Average Loans 
(9) Net Scheduled Items/Total Assets 

Liquidity 
(1) Net Borrowings-Mortgages/Cash and 

Due from Banks + Total Securities 
Maturing in One Year or Less 

Interest Sensitivity and Liabilities for Borrowed Money 
(1) $100,000 or more Time Deposits + Net 

Borrowings/Total Loans 
(2) Advances + Borrowed Money/Total Savings 
(3) Interest-Sensitive Funds/Total Sources 

of Funds 
(4) High-Rate Savings/Total Savings 

Efficiency Ratios 
(1) Total Operating Expenses/Total 

Operating Income 
(2) Noninterest Expense/Total Operating 

Income-Interest Expense 
(3) Cost of Savings (YTD)/Total Savings 
(4) Net Interest Earnings/Average Assets 
(5) Operating Expense/Average Assets 
(6) Cost of Money/Average Savings and 

Borrowings 
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Table 1 . Screening Ratios of the Federal Financial Regulatory Institutions (continued) 

Ratio Agency Using Ratio 

FRB FDIC FHLBB NCUA OCC 

Change Ratios 
(1) Asset Growth Ratio X 
(2) Change in Asset Mix X 
(3) Change in Liability Mix X 
(4) Change in Loan Mix X 
(5) Percent Change in Total Savings X 
(6) Percent Change in Mortgage Loans X 
(7) Percent Change in Shares (from 

Previous Period) C 
(8) Percent Change in Time Deposits C 
(9) Percent Change in Other Time Deposits C 

(10) Loan Growth Exceeds Deposits Growth C 

Change Ratios 
(11) Cash Dividends on Common + Preferred 

Stock/Net Income C 
(12) Cash Dividends/Net Income X 

Other Ratios 
(1) Commercial and Industrial Loans/ 

Total Loans, Gross X 
(2) Mortgage Commitments/Total Assets X 
(3) All Other Commitments/Total Assets X 

Source: This table was derived from information provided by the five federal financial regulatory agencies The information is as of November 1981; since 
that time the ratios or screening procedures could have been changed-

system, whereas t h e N C U A and t h e th ree bank ing 
agenc ies c o l l e c t t he i r d a t a quar te r l y . 

Tab le 1 lists t h e rat ios u t i l i z e d in e a c h a g e n c / s 
s c r e e n i n g p rograms. T h e rat ios are a r ranged by 
ca tegor ies t h a t r e p r e s e n t t h e key o p e r a t i o n s o f a 
f i nanc ia l i ns t i t u t i on . A n " X " o n t h e r ight h a n d s ide 
o f th is t a b l e i nd i ca tes t h a t t h e a g e n c y u t i l i zes t h e 
rat io. T h e " C " va lue i nd i ca tes t ha t t h e a g e n c y 
u t i l i zes a cr i t ica l v a l u e in t h e s c r e e n i n g p rog ram. 

Determinants of 
Financial Soundness 

Financial soundness is a measure of a com-
pany 's f i nanc ia l c o n d i t i o n at a ce r ta in t i m e . O n 
an a c c o u n t i n g basis, f i nanc ia l s o u n d n e s s can 
b e b r o k e n d o w n i n t o t w o parts: (1) ea rn ings 
based o n t h e i n c o m e s t a t e m e n t , a n d (2) ne t 

w o r t h based o n t h e ba lance s h e e t The evolut ion 
o f t h e e x a m i n a t i o n process a n d r e v i e w of I 
research o n b a n k . fa i lure i n d i c a t e t ha t the , 

"The balance sheet can be 
evaluated using three key 
classes of variables: asset 
quality, liquidity and capital 

adequacy." 

b a l a n c e shee t can b e e v a l u a t e d us ing t h r e e key 
classes of var iab les : asset qua l i t y , l i q u i d i t y and 
capital adequacy. The i n c o m e s ta tement should 
b e r e p r e s e n t e d by t h e b o t t o m l ine f i gu re o f net 
income. To d e t e r m i n e f inancial soundness, these 
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Conditional vs. Unconditional 
Risk Variables 

The agency screening process attempts to identify risk 
that could cause an institution to encounter financial 
difficulties The complexity of this risk is why many of the 
federal financial regulatory agencies' computer screens 
are as cumbersome as Table 1 illustrates Based on a 
review of these screens, there appears to be a need for 
a better theoretical rationale for the mix of variables 

» used. Understanding the difference between various 
kinds of risk relating to financial soundness can help in 
predicting problem or failing institutions. When pre-
dicting changes in financial condition, there are basically 
two types of risk variables to be considered: conditional 
and unconditional. Examples of unconditional risk var-
iables are capital adequacy and liquidity Generally 
speaking, firms that are highly leveraged or illiquid are 

' thought to be riskier than firms with stronger capital and 
liquidity positions. Conditional risk takes into account 
positions whose outcomes will depend upon changing 
economic or structural conditions. For example, firms 
may purchase long-term securities that may be profitable 
if interest rates fall or remain stable but could lead to 
losses if interest rates rise (assuming no hedging). A 
large degree of market or product concentration may 
also be a conditional form of risk since a firm's profitability 

can depend on how economic conditions affect both its 
product and market area In the case of the banking 
industry, bank examiners were quite aware of the 
effects that the poor economic conditions of 1982 had 
on smaller banks whose markets were concentrated in 
farming communit ies They also saw similar financial 
problems for banks serving areas dependent on the 
auto and forestry industries. 

Conditional risk variables (ratios) should not be used 
in standard screens without a specific set of assumptions 
That is not to say that these financial variables (ratios) 
may not be useful in identifying firms likely to have 
problems. These types of ratios are better utilized in 
special screens that take into account projections of 
the direction and degree of change in economic con-
ditions. When setting up such screens, one must also 
supplement the "conditional ratio screen" with an "un-
conditional ratio screen" that measures overall financial 
soundness. The need to do this is obvious; the effects of 
a wrong decision (as measured by the conditional ratio 
screen) by bank management are more likely to be 
absorbed by the financially strong firm (as measured by 
the unconditional ratio screen) than by a financially 
weak firm. 

four categories of variables n e e d t o b e aggregated 
' i n to a c o m p o s i t e score. D e r i v a t i o n of s u c h a 

score w i l l a l l o w o n e t o rank f i rms a c c o r d i n g t o 
f inanc ia l soundness . T h e aggrega t ion p rocess 
c o u l d b e based o n an e q u a t i o n w h e r e t h e 
pa ramete rs have b e e n p r e v i o u s l y e s t i m a t e d or 
by us ing o t h e r t e c h n i q u e s t h a t a l l o w n o r m a l -
iza t ion o f t h e rat ios so t ha t t h e y can b e a d d e d 
i n to a c o m p o s i t e score. 

Earnings 

O n c e a f i r m is es tab l i shed , earn ings b e c o m e 
t h e m o s t o b v i o u s c o m p o n e n t o f f i nanc ia l s o u n d -
ness. A f i rm c a n n o t susta in i tsel f l o n g w i t h o u t a 
pos i t i ve f l o w o f i n c o m e ; it is f r o m earn ings t h a t 
capi ta l is r e t a i n e d fo r g row th . T h e o t h e r va r iab les 
a f fec t earn ings in o n e w a y o r ano the r . Poor asset 
qua l i t y can l ead t o w r i t e - o f f assets or r e d u c e d 
earnings. Increased leveraging usual ly can increase 
t h e re tu rn o n s t o c k h o l d e r s ' e q u i t y , b u t at a 
greater risk. By sh i f t i ng t o less l i q u i d assets, 

• perhaps e x t e n d i n g t h e m a t u r i t y o f a secur i t y ; 
earn ings m a y b e increased. Yet, t h e risk o f 
poss ib le i n s o l v e n c y is a lso inc reased. 

Asset Qual i ty 

This a t t r i b u t e is pa r t i cu la r l y i m p o r t a n t fo r 
f inancial inst i tut ions because t hey assume b o t h a 
c red i t and interest rate risk on most of the i r assets. 
S ince t hese i ns t i t u t i ons are h igh ly l eve raged 

"Since these institutions 
are highly leveraged, large 
loan or security losses can 

bring insolvency." 

( e q u i t y cap i ta l t o asset rat ios range f r o m a b o u t 5 
t o 10 p e r c e n t ) , large loan o r secu r i t y losses can 
b r i n g inso lvency . H igh f l u c t u a t i o n s in i n te res t 
rates can cause large apprec ia t ion or deprec ia t i on 
in t h e va lue o f l o n g - t e r m f i x e d rate assets. For 
f i nanc ia l o rgan iza t ions , t h e q u a l i t y o f assets w i l l 
b e a f f e c t e d b o t h b y m a n a g e m e n t ' s c o n t r o l o v e r 
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its c red i t rev iew f u n c t i o n and by e c o n o m i c 
condit ions. A look at current recessionary periods 
shows that nonper fo rming loans and loan charge-
offs increased substant ia l ly d u r i n g t h e s e per iods. 
Because t h e qua l i t y of assets is t o be re f lec ted in 
t h e i n c o m e stream, it shou ld be i n c l u d e d w h e n 
i den t i f y i ng t he f inancia l c o n d i t i o n of f i rms. 

Liquidity 

Financial f i rms tha t d e p e n d on depos i ts a n d 
purchased funds mus t have a reserve t o m e e t 
u n e x p e c t e d depos i t w i thd rawa ls or r e fund ing 
needs. A s u d d e n change in marke t cond i t i ons 
c o u l d cause f u n d i n g p r o b l e m s for f inancia l ly 
w e a k f irms. A l t h o u g h l i qu id i t y does no t appear 

"The lower the capital base 
relative to the firm's 

operations, the greater the 
risk of insolvency." 

t o be t h e or ig inal cause of f inanc ia l p rob lems for 
banks, it is usual ly a f i rm's inab i l i t y t o m e e t 
l i qu id i t y needs tha t causes its u l t ima te demise. 
Measures of l iqu id i ty for f inancial inst i tut ions wi l l 
d i f fer f r om those used for indust r ia l f i rms. 

Capital Adequacy 

A f i rm's e q u i t y capi ta l plus reserves serve as a 
cush ion t o absorb losses: The lower t h e capi ta l 

base re lat ive t o t h e f i rm's opera t ions , t he greater 
the risk of insolvency. W e must take into consider-
a t ion t he earnings p e r f o r m a n c e as we l l as the 
level of capi ta l adequacy . Obv ious l y , f i rms w i t h a 
h igh re tu rn o n good qua l i t y assets can assume 
more risk t h r o u g h leveraging than others w i t h 
lesser re tu rn a n d / o r asset qua l i t y hav ing the 
same capi ta l ratios. O n l y w h e n earnings tu rn to 
losses does t h e t rue test of capi ta l a d e q u a c y take 
place. W h e n a f i rm suffers large susta ined losses, 
capi ta l a d e q u a c y b e c o m e s a l l - impor tan t . 

Conclusion 

To classify ins t i tu t ions acco rd ing t o their 
financial condi t ion, w e need a conceptual frame-
work . Based on examina t i on expe r i ence and 
prev ious ly d e v e l o p e d early w a r n i n g models, 
w e c o n c l u d e that t he re are four pr imary deter-
minants of f inancial soundness: earnings, liquidi-
ty, asset qua l i t y and capi tal adequacy . These 
four de te rm inan t s appear to be suf f ic ient to 
rank firms according to their financial condi t ion 
i k/hen t h e y are aggregated in to a c o m p o s i t e score 
that takes in to accoun t t he de te rm inan ts ' re-
spec t ive weights . 

— Barron H. Putnam* 

'Manager, Surveillance Section, Hoard oi Governors ot the Federal Reserve System. 
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Appendix A 
Financial Ratios Identified to Predict Failing Firms 

Edward Altman (2) 

• Working capital/total assets 
• Retained earnings/total assets 
• Earnings before interest and taxes/total 

assets 
• Market value equity/book value of total debt 
• Sales/total assets 

David Stuhr and Robert Van Wicklen (43) 

• Asset quality (ratio of classified and special 
mentioned assets to bank capital) 

• Capital adequacy (capital to assets) 
• Management (three variable were used, the 

most important of which were net operating 
income to assets and a debt to equity ratio) 

• Asset size of bank 
• Net occupancy expense to net income 
• Loans to total assets ratio 

Joseph Sinkey (37) 1975 

• Liquidity 
• Loan volume 
• Loan guality 
• Capital adequacy 
• Efficiency 
• Sources of revenue 

Daniel Martin (24) 

• Net income to total assets (earnings 
variable) 

• Gross charge-offs to net operating income 
(asset quality) 

• Expenses to operating revenues 
• Loans to total assets 
• Commercial loans to total loans (risk variable) 
• Gross capital to risk assets (capital adequacy) 

Korobow, Stuhr and Martin (20) 

• Loans and leases to total sources of funds 
(liquidity variable) 

• Equity capital to adjusted risk assets 
(capital adequacy) 

• Operating expense to operating revenues 
(income variable) 

• Gross charge-offs to net income plus provisions 
for loan losses (asset quality) 

• Commercial and industrial loans to total 
loans (risk variable) 
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COMMERCIAL BANK FAILURE 
PREDICTION MODELS 
Bank fa i lure p r e d i c t i o n mode l s have t w o ma jo r 
purposes. First, t h e y can p rov ide bank regulators 
w i t h an early w a r n i n g system tha t uses cur ren t 
f inanc ia l da ta t o iden t i f y fu tu re p r o b l e m insti-
tu t ions. Such a system perm i t s a m o r e e f f i c ien t 
al location of bank examinat ion resources, enabl ing 
regulators t o save ins t i tu t ions that m igh t o ther -
w ise fail. The d e v e l o p m e n t of an e f fec t i ve early 
w a r n i n g system has been t h e p r imary o b j e c t i v e 
of v i r tua l ly all bank fa i lure p red i c t i on studies. 

A l te rnat ive ly , bank fa i lure p r e d i c t i o n mode l s 
can he lp d e t e r m i n e w h a t var iables may b e used 
in imp lemen t i ng a variable-rate depos i t insurance 
system. The feas ib i l i ty of r isk-re lated insurance 
assessments d e p e n d s on t h e ex ten t t o w h i c h 
bank risk can actual ly b e measured. I m p l e m e n t -
ing an e q u i t a b l e a n d j u s t i f i a b l e v a r i a b l e - r a t e 
p remium structure does not require exact measure-
men ts of risk. Yet the re shou ld be s o m e emp i r i ca l 
or actuar ia l suppo r t for wha teve r system is em-
p l o y e d t o assign banks t o par t icu lar risk classes. 
Bank fa i lure p r e d i c t i o n mode l s can establ ish 
w h i c h f inanc ia l var iables are s ign i f icant ly re la ted 
t o fa i lure risk and the re fo re su i tab le as t he basis 
for ca lcu la t ing risk. 

The types of fa i lure p red i c t i on mode l s o n e 
chooses d e p e n d on t he pu rpose for w h i c h t hey 
are i n t ended . For examp le , if a m o d e l is t o be 
used for de te rmin ing commerc ia l bank insurance 
assessments, t hen there must be val id statistical 
e v i d e n c e of a re la t ionsh ip b e t w e e n t he f inancia l 
variables and bank failure risk. This is less impor tant 
in an early w a r n i n g system w h e r e t he p r imary 
ob jec t i ve is c lassi f icat ion accuracy. 

M o r e o v e r , in d e t e r m i n i n g w h a t m o d e l may 
give t h e " b e s t " results, it is i m p o r t a n t t o ascerta in 
the desired trade-off be tween Type I error (classi-
f y ing a t rue fai lure as a nonfa i lure) and T y p e II 
error (c lassi fy ing a non fa i lu re as a fai lure). For an 
early w a r n i n g system s o m e emphas is shou ld be 
p laced on m i n i m i z i n g Type I error, s ince t he 
inab i l i t y t o recogn ize a fa i l ing ins t i tu t ion c o u l d 

p rove costly. O n t h e o ther hand, a m o d e l de-
v e l o p e d t o classify banks in to d i f f e ren t risk 
categor ies for a var iable-rate insurance scheme 
shou ld p lace greater emphas is on m in im i z i ng 
Type II error. This w o u l d he lp reduce overal l 
misclassi f icat ions and reduce t he n u m b e r of 
banks charged an insurance p r e m i u m i n tended 
for r iskier inst i tu t ions.1 

W h i l e the initial impetus for the work presented 
in this ar t ic le c a m e f rom the FDIC's desire to 
exp lo re t he feas ib i l i ty of a r isk-re lated depos i t 
insurance p r e m i u m system, w e have presented 
ou r results t o e m p h a s i z e the i r use as an early 
w a r n i n g system. W e h o p e t he results can be 
usefu l u l t ima te l y in t he i m p l e m e n t a t i o n of a 
var iab le-rate p r e m i u m system as we l l as in the 
d e v e l o p m e n t of a m o r e e f fec t i ve early warn ing 
system. 

Related t o these t w o p r imary ob jec t i ves were 
several ques t ions w e sought t o answer. 

1. To wha t ex ten t w o u l d p red i c t i on models 
that i nco rpo ra te exam ina t i on repor t data im-
p rove classi f icat ion accuracy over tha t wh ich 
c o u l d b e o b t a i n e d f r o m m o d e l s based solely 
on call repor t 2 data? 
2. H o w qu ick l y w o u M a mode l ' s overa l l classi-
f i ca t ion accuracy de te r io ra te as t he lead t ime 
before a fai lure was lengthened, and d o exami-
na t ion based m o d e l s h o l d up o v e r t i m e as wel l 
as cal l -based models? 
3. H o w d o t he fa i lure p red i c t i on models 
d e v e l o p e d in this s tudy p e r f o r m w i t h respect 
t o mode l s d e v e l o p e d in t he past, a n d d o they 

' T h e overa l l c l ass i f i ca t i on a c c u r a c y of a p red i c t i on m o d e l g ives an 
i n c o m p l e t e p i c tu re of t h e m o d e l ' s use fu lness . W h i l e we l l over 9 9 percent 
a c c u r a c y c o u l d b e o b t a i n e d s imp ly by p r e d i c t i n g al l b a n k s to be 
non fa i lu res , n o t h i n g w o u l d be g a i n e d by s u c h an e x e r c i s e s ince the Type I 

e r ro r w o u l d b e 1 0 0 p e r c e n t W h e n a m o d e l c a n d o r easonab l y we l l with 
r e s p e c t t o b o t h Type I a n d Type II error, it has i ts g rea tes t value. 

2 B a n k ca l l r epo r t s c o n t a i n R e p o r t s of I n c o m e a n d R e p o r t s of Condi t ion 
( ba lance s h e e t i tems). The repor ts , f i l ed quar te r l y , are ava i lab le to the 
g e n e r a l publ ic . 
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ou t -pe r f o rm mode l s based on bank examine r 
classifications? 
4. To wha t e x t e n t are misclassi f ied nonfa i lures 
inst i tu t ions that w e r e g iven a poor rat ing by 
bank examiners? 
5. H o w does t he samp l i ng t e c h n i q u e used t o 
deve lop mode l s af fect the results? 

Review of the Literature on 
Bank Early Warning Systems 

A n u m b e r of researchers (15, 23, 24, 33, 40) 
using bank exam ina t i on or call repor t data, have 
a t tempted to de te rm ine wh ich f inancial variables 
can be used t o p red i c t bank fai lure or to dist in-
guish b e t w e e n so lven t and fa i led c o m m e r c i a l 
banks. The samp l i ng t echn iques e m p l o y e d in 
these studies genera l ly have invo lved e i ther 
pair ing fai lures w i t h nonfa i lu res ( w i t h cer ta in 
nonf inanc ia l character ist ics such as size and 
locat ion he ld constant ) , or c o m p l e m e n t i n g a list 
of fai led ins t i tu t ions w i t h a r a n d o m samp le of all 
solvent inst i tu t ions. A l te rnat ive ly , s o m e stud ies 
have been based on t he p o p u l a t i o n of banks 
assigned to a part icular federal regulatory agency. 
These studies have h e l p e d create reasonably 
good early w a r n i n g systems (at least for t he 
per iod of t i m e u n d e r analysis) w i t h lead t imes of 
up to t w o years. Beyond t w o years, however , t he 
overall classification accuracy begins t o deter iorate 
not iceably. 

The mos t c o m p r e h e n s i v e of these studies was 
d o n e by Dan ie l M a r t i n (23). M a r t i n d e v e l o p e d 
fai lure p red i c t i on mode l s for t he six-year p e r i o d 
be tween 1 9 7 0 and 1976. His samp le i n c l u d e d 
all banks that w e r e m e m b e r s of t he Federal 
Reserve System (on average, a b o u t 5,600) . Fifty-
eight banks w e r e i n c l u d e d in t he fa i led bank 
category ( de f i ned t o i nc lude banks that had 
closed, had been involved in a supervisory merger 
or for w h i c h o the r e m e r g e n c y measures w e r e 
used to resolve i m m i n e n t fai lures). For tes t ing 
purposes, 2 5 f inanc ia l ratios w e r e chosen, repre-
sent ing asset risk, l iqu id i ty , capi ta l a d e q u a c y a n d 
earnings. 

Mart in 's most ef fect ive failure pred ic t ion mode l 
inc luded four variables: net i n c o m e / t o t a l assets, 
gross chargeof fs /ne t ope ra t i ng i ncome, com-
mercial loans / to ta l loans, and gross cap i ta l / r isk 
assets. Classi f icat ion accuracy based on data o n e 
to t w o years pr ior to fa i lure was qu i t e h igh for t he 
1973 t o 1976 t i m e per iod. For examp le , using 
1974 data, Mar t in ' s m o d e l cor rec t l y classi f ied 

91.3 pe rcen t of t he fai lures and 91.1 pe rcen t of 
t he nonfa i lu res that occu r red in 1975 a n d 1976 . 
The m o d e l is s o m e w h a t less accurate for t he 
1 9 7 0 - 1 9 7 2 per iod, a n d no a t t e m p t was m a d e t o 
i den t i f y fai lures mo re than t w o years in advance. 

Rather than dea l ing exc lus ive ly w i t h fa i led 
banks, S inkey (37, 39, 40, 42) a t t e m p t e d t o 
m o d e l t he FDIC's list of " p r o b l e m " banks. There 
are t w o advantages t o such an approach. First, it 
avo ids p rob lems associated w i t h an i nadequa te 
samp le size, s ince t he re are m o r e p r o b l e m banks 
than fa i led banks. Second, if a bank is classi f ied as 
a p r o b l e m bank pr ior to its actual fai lure, a m o d e l 
to p red ic t such classi f icat ions may p r o v i d e a 
longer lead t i m e for cor rec t ive act ion. S inkey 
(39) has shown that t he mos t e f fec t i ve var iab le in 
d is t ingu ish ing p r o b l e m f rom n o n p r o b l e m insti-
tu t ions is the e x a m i n e r - d e t e r m i n e d net capi ta l 
rat io (capi ta l m inus adversely classif ied assets 
d i v i d e d by to ta l assets minus es t ima ted losses). 
A m o d e l using o n l y t he net capi tal rat io (NCR) 
cor rec t ly classif ied 95.4 pe rcen t of the banks in a 
samp le of 306. The ef fec t iveness of t he NC R (or, 
mo re general ly, p red i c t i on models) in i den t i f y i ng 
p r o b l e m banks, however , does not necessari ly 
e x t e n d to t he e f f ic ien t i den t i f i ca t ion of " h i g h 
risk" c o m m e r c i a l banks. 

O t h e r s tud ies (38, 41) have taken a s o m e w h a t 
d i f ferent approach by focusing on wha t is referred 
t o as ou t l i e r analysis. Ou t l i e r tests general ly start 
by d i v i d i ng banks in to d i f fe ren t peer groups and 
t hen seek to locate a typ ica l banks, those w i t h 
f inancia l character ist ics we l l b e y o n d peer g roup 
averages. 

A conceptua l ly appeal ing approach deve loped 
by K o r o b o w , Stuhr and M a r t i n (19, 20, 21) 
d is t inguishes b a n k s " v u l n e r a b l e " t o fai lures f r o m 
banks " res is tan t " to fai lure. K o r o b o w and Stuhr 
in 1975 de r i ve a c o m p o s i t e rank ing of banks by 
we igh ing var ious f inancia l var iables that t hey 
t h o u g h t t o b e ind ica t i ve of f inancia l s t rength or 
weakness. Banks above a cer ta in cu to f f po in t 
are cons idered resistant to failure, wh i l e banks 
b e l o w the cutof f po in t are d e e m e d vulnerable to 
fai lure. 

Recent s tud ies (28, 29, 35) have a t t e m p t e d to 
d e v e l o p early w a r n i n g systems inco rpo ra t i ng 
bank s tock prices. A c c o r d i n g to t he " e f f i c i e n t 
ma rke t " hypothes is , s tock pr ices represent a 
f i rm's int r ins ic va lue and any n e w i n fo rma t i on 
regard ing its c o n d i t i o n w i l l be qu i ck l y a n d ac-
cura te ly re f lec ted in t he p r i ce of its c o m m o n 
stock. If this is true, as these studies suggest, 
s tock pr ices c o u l d be i n c l u d e d w i t h a c c o u n t i n g 
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and e x a m i n a t i o n data in d e v e l o p i n g an early 
w a r n i n g system. Howeve r , s ince on ly a smal l 
pe rcen tage of banks have act ive ly t r a d e d stock, 
marke t i n f o rma t i on is useful in f e w si tuat ions. 

Development and Tests of a 
New Failure-Prediction Model 

The m o d e l that w e repor t on here is, in m a n y 
ways, an ex tens ion of these earl ier ear ly -warn ing 
models . O u r stat ist ical m e t h o d (d iscussed in 
A p p e n d i x A) is p r o b i t analysis. This t e c h n i q u e 
y ie lds an easily i n t e r p r e t e d measure of t he p rob-
ab i l i ty of fa i lure for each bank. W e use f inanc ia l 
var iables s imi lar t o t hose used in o the r s tudies 
and a t t e m p t t o relate t h e m to fu tu re bank 
fai lures. The samp l i ng p r o c e d u r e used here (see 
A p p e n d i x B) avoids s o m e p rob lems i n t r o d u c e d 
in to o the r studies. 

Selection of Financial Variables 

In se lec t ing var iables for inc lus ion in fa i lure 
p red i c t i on mode ls , w e spec i f i ed the po ten t i a l l y 
serious risks or p r o b l e m s inheren t in c o m m e r c i a l 
banking. The factors cons ide red i nc l uded : c red i t 
risk, in terest rate risk, ins ider abuse risk, diversi-
f icat ion risk, l iqu id i ty risk, operat ional inef f ic iency 
and capi ta l adequacy . W e tes ted o n l y f inancia l 
ratios that c o u l d serve as prox ies for o n e or m o r e 
of t he a b o v e - m e n t i o n e d risks and p rob lems for 
t w o reasons: First, a m o d e l based on f inanc ia l 
ratios se lec ted for s o u n d theore t i ca l reasons 
shou ld prove, over t ime, t o be be t t e r than a 
m o d e l e m p l o y i n g wha teve r var iables w o u l d be 
o p t i m a l for the t i m e pe r i od and data cove red by 
t he study. Second, if t he mode l s or var iables 
w i t h i n those mode l s are t o be i nco rpo ra ted in to 
a var iable-rate insurance scheme, it is essential 
that t hose var iables have s o m e theore t i ca l just i f i -
cat ion.3 

3 l n s o m e cases , it w a s n e c e s s a r y to r ede f i ne s o m e of the va r iab les tes ted . 
For examp le , t h e g ross c h a r g e o f f s / n e t o p e r a t i n g i n c o m e ra t io g e n e r a l l y 
i nd i ca tes a h igher r isk t h e larger it b e c o m e s This re la t ionsh ip , howeve r , is 
reversed it ne t ope ra t i ng i n c o m e is negat ive. To avo id th is misspec i f ica t ion , 
t h e va r iab le is se t to a la rge pos i t i ve va lue w h e n i n c o m e is negat ive. 
Moreove r , s i n c e s o m e of t h e m o d e l s e s t i m a t e d w e r e b a s e d on t h e 
un i ve rse of banks , it b e c a m e n e c e s s a r y t o rest r ic t the r a n g e of s o m e 
va r iab les tes ted . In d e a l i n g w i t h s u c h a la rge n u m b e r of o b s e r v a t i o n s t h e 
p r e s e n c e of ou t l i e r s m a y su f f i c ien t l y d is tor t the d i s t r i bu t i on of a va r iab le 
a n d lead to b iased resul ts. Res t r i c t i ng t h e range of a va r iab le w a s 
s e l e c t e d for d e a l i n g w i t h out l ie rs . 

Definition of Failure 

All c o m m e r c i a l banks that r equ i red out lays 
f rom the Deposit Insurance Fund were considered 
failures. The t i m e of the ou t lay is cons ide red to 
be the date of failure. These "regulatory failures" 
i nc lude all c losed banks as we l l as all assistance 
cases. Us ing th is de f in i t i on , the re w e r e four 
c o m m e r c i a l bank fai lures in the second half of 
1980, e ight in 1 9 8 1 , 3 4 in 1982 , a n d 26 in the first 
half of 1983. 4 

Time Lag Between Data and Failure 

This s tudy deve lops m o d e l s using data that 
a re—on average—one, t w o a n d th ree years o ld 
( these w i l l be re fer red t o respect ive ly as one-, 
t w o - a n d t h r e ^ y e a r - p r i o r mode ls ) . Fur thermore, 
on ly yea r -end call data are used. For t h e one-
year-prior model , year-end call data were matched 
w i t h fai lures occu r r i ng b e t w e e n the immediate ly 
ensu ing pe r i od e x t e n d i n g f r o m July 1 th rough 
June 30.5 Thus, t he average lead t i m e b e t w e e n 
t he call data co l l ec t i on po in t a n d t he bank fai lure 
is o n e year. Examinat ion da ta w e r e t aken f rom 
the exam repor t mos t c losely p r e c e d i n g t he call 
date. (Thus, t h e average lead t i m e for exam data 
w i l l be s l ight ly greater than o n e year.) 

This process of exc l ud i ng fai lures for t he six-
m o n t h pe r i od i m m e d i a t e l y s u b s e q u e n t t o the 
D e c e m b e r call da te adds an add i t i ona l a m o u n t 
of c red ib i l i t y t o the one-year -pr io r mode l . From 
t h e s t a n d p o i n t of an early w a r n i n g system, pre-
d i c t i ng fai lures tha t may occu r w i t h i n six months 
has l i t t le value. Add i t i ona l l y , a t t e m p t i n g t o pre-
d i c t fai lures tha t may occur dur ing this six-month 
pe r i od w o u l d be f rust ra ted by t he fact that 
D e c e m b e r call data are genera l ly no t in usable 
f o r m unt i l M a r c h or Apr i l . 

The data for the two-and three-year-prior models 
w e r e set up in s imi lar fashion w i t h t he except ion 
of a longer lead t i m e b e t w e e n t he f inanc ia l data 
and t he fa i lure dates. That is, for examp le , the 
two-year-pr ior mode l matched December call data 
w i t h fai lures tha t occu r red be tween July 1 one-
and-one-ha l f years hence and t he subsequent 

" T w o of t hese b a n k s w e r e e x c l u d e d f r o m al l of t h e samples : o n e b e c a u s e it 
d id not f i le al l o f i ts ca l l repor ts , a n d the o t h e r b e c a u s e it r e c e i v e d FDIC 
a s s i s t a n c e pr io r to i ts a c t u a l fa i lu re date. 

5 l n th is s t u d y fa i lu res w h i c h o c c u r r e d b e t w e e n Ju l y 1, 1 9 8 0 a n d J u n e 30, 
1 9 8 1 wi l l be re fe r red t o as 1 9 8 0 - 1 9 8 1 fa i lures, t h o s e w h i c h occu r red 
b e t w e e n Ju l y 1. 1981 a n d Ju l y 3 0 , 1 9 8 2 as 1 9 8 1 - 1 9 8 2 , etc. 
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June 30. In o rde r t o focus o n t he issue of t i m e 
sensitivity, however , this study analyzes t he prob-
abilities of failure in the future conditional on 
survival pr ior t o t h e f inal year. That is, D e c e m b e r 
1980 da ta are used t o es t ima te t h e c o n d i t i o n a l 
probabi l i ty of failure be tween July 1 ,1982 through 
June 3 0 , 1 9 8 3 for a two-year early warn ing system. 

Data Universe 

For this s tudy t he un iverse consists of all 
federal ly insured c o m m e r c i a l banks for w h i c h 
consistent call and examinat ion report data cou ld 
be o b t a i n e d f r o m the FDIC data base for t he 
years 1979-81 . Because t he f inanc ia l repor ts of 
new banks display variations that are not relevant 
to fa i lure risk, w e e x c l u d e d all banks less than 
three years old. Moreover , a m o n g the nonfai lures, 
those banks w i t h c o m p o s i t e CAMEL ratings6 of 3 
or greater w e r e also e x c l u d e d in es t imat ions of 
mode ls w h e r e t he p r imary o b j e c t i v e was classi-
f icat ion accuracy. 

Mos t of t he mode l s d iscussed in t he results 
sect ion are d e r i v e d f r o m the un iverse of banks. 
The major advantage of es t imates based on t h e 
universe is t he prec is ion of t he est imates. 

Random Sample 

A r a n d o m samp le of 150 nonfa i lu res was 
d rawn f r o m each of t he c o m m e r c i a l bank De-
cember call repor ts f r o m 1 9 7 7 t h r o u g h 1981 . 
The sample e x c l u d e d banks less than th ree years 
o ld at t he call date. Al l fa i lures w e r e t h e n a d d e d 
to the sample. The same coho r t of banks was 
then used for pr ior year data, b u t s u p p l e m e n t e d 
to assure that all banks in t h e pr io r years have 
roughly t he same chance of be ing i nc luded . 

The fact tha t t h e same coho r t of banks is t h e 
core of t he samp le he lps t o assure tha t compar -
abi l i ty for es t imates of fa i lure p robab i l i t i es w i t h 
one year, t w o year, or t h ree year ou t l ooks is no t 
a f fec ted by s igni f icant changes in samp le com-
posi t ion. 

°The C A M E L ra t i ng s y s t e m is e m p l o y e d by federa l b a n k e x a m i n e r s For 
e a c h bank e a c h of t h e f ive C A M EL c o m p o n e n t s (cap i ta l adequacy , a s s e t 
qual i ty , m a n a g e m e n t , e a r n i n g s a n d l iquid i ty) are ra ted o n a s c a l e of 1 t o 5 
(wi th a 1 b e i n g t h e h i ghes t poss ib le score). E a c h b a n k a lso r e c e i v e d an 
overal l o r c o m p o s i t e C A M E L ra t ing tha t c a n r a n g e f rom 1 t o 5. 

Models 

Three m o d e l s w e r e d e v e l o p e d for compa r i son 
purposes, c o n v e n i e n t l y l abe led M o d e l Call A, 
Exam A a n d Exam B. M o d e l Cal l A is based solely 
o n i n f o r m a t i o n cu r ren t l y avai lable in bank call 
reports. It includes four variables: o ther operat ing 
expensesVtota l assets, (market rate assets—mar-
k e t r a t e I i a b i I i t i es) 8 / e q u i t y c a p i t a l , t o t a l 
loans/equity capital and gross chargeoffs/total loans. 

The o ther operat ing expenses/ tota l assets ratio is 
pr imar i ly an ind ica to r of a bank 's opera t i ona l 
e f f ic iency. It p r o v e d t o be a very e f fec t i ve dis-
c r im ina to r b e t w e e n hea l thy a n d fai l ing banks; 
bet ter than possible alternative ef f ic iency variables 
such as to ta l ove rhead expenses / to ta l assets, 
to ta l ope ra t i ng expenses / to ta l assets, pe rsonne l 
expenses/total assets, net occupancy expenses/total 
assets and total operat ing expenses/total operat ing 
income. 

The ratios gross chargeof fs / to ta l loans and 
to ta l l oans /equ i t y capi ta l are bo th ind ic tors of 
bank asset qual i ty . As in s tudies (33, 37) , t he 
l oans /equ i t y capi ta l rat io p r o v e d t o be an im-
po r tan t exp lana to ry variable. In part, th is is d u e 
t o t he fact that loans, in general, are r iskier than 
o the r types of bank assets. 

Marke t rate assets ( M RA)—market rate liabilities 
( M R U / e q u i t y capi ta l is p r imar i l y an in terest rate 
sensi t iv i ty variable. A l t h o u g h inc lus ion of t he 

' O t h e r o p e r a t i n g e x p e n s e s inc lude: m ino r i t y i n te res t in i n c o m e (loss) of 
c o n s o l i d a t e d subs id ia r ies ; f ees pa id to d i rec to rs a n d m e m b e r s of com-
m i t t e e s for a t t e n d i n g b o a r d o r c o m m i t t e e mee t ings ; cos t of c o n t r a c t e d 

guards ; p r e m i u m s on f ide l i ty i nsu rance ; net fo re ign e x c h a n g e losses; 
o p e r a t i n g e x p e n s e s ( e x c e p t sa lar ies) c o n n e c t e d w i th h o l d i n g s of rea l 
e s t a t e o t h e r t h a n b a n k p rem ises ; o f f i ce supp l ies ; cos t of e x a m i n a t i o n s by 
supe rv i so r y au tho r i t i es ; re ta iner fees ; e x p e n s e s re la ted t o t h e use of 
a u t o m o b i l e s a n d a i r p l anes f o r b a n k bus iness ; losses f r o m c o u n t e r f e i t 
m o n e y , f o r g e d checks , net c a s h shor tages , p a y m e n t s of c h e c k s o v e r s t o p 
p a y m e n t o r d e r s a n d s imi la r r ecu r r i ng o p e r a t i n g losses of th i s type; 
ma te r i a l c h a r g e s resu l t i ng f rom a d j u s t m e n t s o r s e t t l e m e n t s o r i n c o m e 
taxes; c h a r g e s resu l t i ng f r o m l i t iga t ion or o the r c la ims; net depos i t 
i nsurance assessmen t expenses; losses on investment secur i t ies c h a r g e d 
off o r w r i t t e n d o w n pr io r t o sa le or r e d e m p t i o n b e c a u s e of a d e c l i n e in 
va lue j u d g e d to b e o t h e r t h a n t empora ry ; pe r iod i c u n r e a l i z e d l osses o n 
o p e n f o r w a r d a n d s t a n d b y c o n t r a c t s a n d any recovery of mos t s u c h 
losses; r ese rves for b o n d losses; adve r t i s i ng e x p e n s e s ; a n d misce l -
l a n e o u s e x p e n s e s 

s M a r k e t rate a s s e t s inc lude: f ede ra l f u n d s so ld a n d secu r i t i es p u r c h a s e d ; 
T reasury secu r i t i es a n d ob l i ga t i ons of o t h e r U.S. g o v e r n m e n t a g e n c i e s 
and corpora t ions wi th remain ing matur i ty of one year or less, ob l igat ions of 
s t a tes a n d po l i t i ca l subd i v i s i ons w i th r ema in ing ma tu r i t y of o n e y e a r o r 
less; a n d al l b a l a n c e s o t h e r t h a n d e m a n d depos i t s , c a s h i t ems in t h e 
p r o c e s s of c o l l e c t i o n a n d u n p o s t e d d e b t s w i th d e p o s i t o r y ins t i tu t ions in 
t h e U S. a n d w i th b a n k s in f o re i gn coun t r i es . M a r k e t ra te l iabi l i t ies inc lude: 
t ime ce r t i f i ca tes of d e p o s i t in d e n o m i n a t i o n s of $ 1 0 0 , 0 0 0 or more ; o t h e r 
t i m e d e p o s i t s in a m o u n t s of $100,000 or more; m o n e y marke t t i m e 
d e p o s i t s in d e n o m i n a t i o n s of $10,000 bu t less t h a n $100,000 w i t h 
o r ig ina l m a t u r i t i e s of 2 6 w e e k s ; fede ra l f u n d s p u r c h a s e d a n d secur i t i es 
so ld u n d e r a g r e e m e n t s t o r epu rchase ; i n te res t b e a r i n g d e m a n d no tes 
i s s u e d t o t h e Treasury ; a n d m o n e y m a r k e t t i m e d e p o s i t s w i t h d e n o m i -
n a t i o n s of $ 7 , 5 0 0 but less t h a n $ 1 0 0 , 0 0 0 w i t h o r ig ina l ma tu r i t i es of 91 
d a y s 
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One Year Prior 

Variables 

Constant 

Total Loans/ 
Equity Capital 

;MRA-MRL)/ 
Equity Capi ta l 

Other Opera t ing 
Expenses/ 

Call A 

- 4 . 7 9 0 
( - 1 8 . 8 0 ) 

0 .110 
(3.96) 

- 0 . 1 4 5 
( - 4 . 6 2 ) 

38.586 

Exam A Exam B 

-4 .909 - 5 . 2 7 2 
-17.86) ( - 1 6 . 2 5 ) 

- 0 .063 
- (1.91) 

- 0 . 1 9 4 
( - 5 . 8 2 ) 

36.846 

- 0 . 1 9 5 
( - 5 . 0 8 ) 

38.689 

COEFFICIENTS 
(t-stat ist ics in parenthesis) 

Two Years Prior Three Years Prior 

Call A Exam A Exam B Call A Exam A Exam B 

- 4 3 7 6 - 4 . 5 4 9 - 4 . 7 2 0 - 4 . 0 7 0 - 4 . 0 9 3 - 4 . 3 9 0 
( - 1 7 . 7 9 ) ( - 2 0 . 0 2 ) ( - 1 6 . 5 7 ) ( - 1 5 . 8 2 ) ( - 2 0 . 9 5 ) ( - 1 5 . 2 4 ) 

0 .053 
( 1 - 6 2 ) 

- 0 . 1 8 2 

( - 4 . 6 2 ) 

44 .755 

- 0 . 2 1 0 

( - 6 . 1 4 ) 

47 .940 

0.042 
(1.14) 

- 0 . 1 9 7 
( - 4 . 5 2 ) 

45 .421 

0.054 
(1.85) 

- 0 . 1 4 6 
( - 3 . 7 1 ) 

32.521 

- 0 . 1 5 1 
( - 4 . 2 7 ) 

43 .244 

0.046 
(1.47) 

- 0 . 1 5 9 
( - 3 . 8 2 ) 

36.083 

Total Assets 

Gross Chargeof fs / 
Total Loans 

Total Substandard, 
Doubtful, and Loss 
Classif icat ions/ 
Equity Capi ta l 

Overdue Loans/ 
Total Assets 

Observat ions 

- 2 x L o g L ike l ihood 
Ratio* 

• A l l s i g n i f i c a n t w e l l b e y o n d t h e 1 p e r c e n t leve l . 

var iab le i m p r o v e d t h e m o d e l ' s c lass i f i ca t ion ac-
curacy , its re la t i ve c o n t r i b u t i o n was less t h a n t h a t 
of t h e e f f i c i e n c y a n d c r e d i t risk var iab les . W h i l e 
this may be d u e in part t o t h e fact that commerc ia l 
banks are m u c h less s u s c e p t i b l e t o i n te res t rate 
f l u c t u a t i o n s t h a n t h r i f t i ns t i tu t ions , it m a y a lso 
i n d i c a t e t h a t t h e va r iab le is n o t an e n t i r e l y 
a c c u r a t e i n d i c a t o r o f a bank ' s i n te res t rate risk. 

M o d e l Exam A i n c o r p o r a t e s b o t h e x a m i n a t i o n 
a n d cal l r e p o r t data. In a d d i t i o n t o t h e s a m e 
e f f i c i e n c y a n d in te res t rate sens i t i v i t y var iab les , it 
i n c l u d e s a c r e d i t risk va r i ab le b a s e d u p o n ex-
a m i n e r c lass i f icat ions, ( t o ta l subs tanda rd , d o u b t -
fu l a n d l o s s a s s e t s ) / e q u i t y capi ta l . O t h e r t y p e s o f 
examina t i on -based var iables p r o v e d ins ign i f i cant 
For e x a m p l e , w e a t t e m p t e d t o i n c l u d e measu res 
o f d i ve r s i f i ca t i on r isk a n d m o r a l haza rd risk by 
e x a m i n i n g asset concen t ra t ions and t h e v o l u m e 
of loans t o ins iders a n d af f i l ia tes, respec t i ve l y . 
These measu res m a y have b e e n ins ign i f i can t , in 
t h e f o r m e r case b e c a u s e t h e da ta are o f p o o r 
qua l i t y , a n d in t h e la t ter case b e c a u s e loans t o 
insiders and aff i l iates are p r o b a b l y no t an accura te 
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(4.90) (4.70) (3.00) 

- 6.336 39.064 
- (0.77) (6.10) 

1.693 - — 
(9.42) - -

- 18.520 -
(7-29) 

13,005 13,005 12,526 

177 153 8 0 

i n d i c a t o r of t h e risk of fa i l u re d u e t o f raud or » 
e m b e z z l e m e n t . 

M o d e l Exam B is essent ia l l y t h e same as m o d e l 
Cal l A e x c e p t it i n c l u d e s an a d d i t i o n a l var iable, 
t o ta l o v e r d u e l oans / t o ta l assets. I n f o r m a t i o n on ^ 
o v e r d u e loans was o b t a i n e d f r o m b a n k exami-
n a t i o n repo r t s bu t , as o f D e c e m b e r 1 9 8 2 , com- I 
pa rab le past d u e i n f o r m a t i o n has b e e n i n c l u d e d 
as a s t a n d a r d i t e m o n b a n k call repor ts . Thus, this J 
m o d e l p r o v i d e s s o m e i n d i c a t i o n as t o h o w we l l a 
m o d e l based so le ly o n call r e p o r t da ta wi l l . 
p e r f o r m in t h e fu tu re . 

W e f i t t e d m o d e l s b a s e d o n r a n d o m samples 
a n d o n t h e u n i v e r s e o f banks. ( S e e T a b l e 1 f o r t h e -
results of t h e un iverse-based model . ) T h e models 
based o n t h e un i ve rse w e r e e s t i m a t e d in a 
s l igh t l y d i f f e r e n t f ash ion t h a n t h o s e based on a > 
samp le . W i t h t h e samples , all fa i lu res occur r ing 
b e t w e e n Ju ly 1, 1 9 8 0 a n d June 30 , 1 9 8 3 were 
used. For t h e un i ve r se -based m o d e l s , o n l y 1982-
1 9 8 3 fa i lures w e r e i n c l u d e d . 

T h e var iab les in e a c h of t hese m o d e l s all had 
t h e e x p e c t e d signs. (See T a b l e 1.) Moreove r , 

N O V E M B E R 1 9 8 3 , E C O N O M I C R E V I E W y 

(3.97) (3.04) 

32 .380 — 
(6.01) -

- 2.326 
- (9.86) 

12,819 12,819 

147 261 

(3.51) (4.89) 

1.701 26.560 
(0.20) (4.22) 

26 .144 
(8.50) — 

12,819 13,005 

2 3 0 102 

( 4 . 7 0 ) ( 3 . 2 U ) 

— 21.219 
- (2.62) 

1.852 — 
(8.43) -

- 18.599 
- (5.93) 

12,526 12,526 

118 115 

« 
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Table 2. Classification Results Based on December 31, 1981 
Call Report Data and Closest Preceding Examination 
Report Data 

Table 3. Classification Results Based on December 3 1 , 1 9 8 0 
Call Report Data and Closest Preceding Examination 
Report Data. 

Number in 
Universe 

Failing Test at Time Failures Detected With Average 
Alternative Period of Lead Time of One Year 
Thresholds Failures Call A Exam A Èxam B 

3000 (20.9%)a 82-83 39 (87%) 41(91%) 38(84%) 

2000 (14.0%) 82-83 36 (80%) 40(89%) 34(76%) 

1000 ( 7.0%) 82-83 27 (60%) 30(67%) 29(64%) 

800 ( 5.6%) 82-83 25 (56%) 27(60%) 27(60%) 

600 ( 4.2%) 82-83 22 (49%) 26 (58%) 24 (53%) 

Note: There a re 1 4 , 3 2 3 b a n k s in t h e un i ve rse a n d 4 5 fa i lu re o b s e r v a t i o n s 
in t h e 8 2 - 8 3 t ime per iod. 

a N u m b e r s in p a r e n t h e s i s i n d i c a t e p e r c e n t a g e of g r o u p total . 

Number in 
Universe 

Failing Test at 
Alternative 
Thresholds 

3000 (21.0%)a 

2000 (14.0%) 

1000 ( 7.0%) 

800 ( 5.6%) 

600 ( 4.2%) 

Time Failures Detected With Average 
Period of Lead Time of Two Years 
Failures Call A Exam A Exam B 

82-83 31 (70%) 32 (73%) 35 (80%) 
81-82 14 (82%) 15 (88%) 15 (88%) 

82-83 31 (70%) 30 (68%) 30 (68%) 
81-82 12 (71%) 13 (76%) 15 (88%) 

82-83 24 (55%) 27 (61%) 26 (59%) 
81-82 11 (65%) 13 (76%) 13 (76%) 

82-83 19 (43%) 24 (55%) 19 (43%) 
81-82 11 (65%) 12 (71%) 12 (71%) 

82-83 16 (36%) 18 (41%) 18 (41%) 
81-82 10 (59%) 9 (53%) 11 (65%) 

there was litt le variat ion in t he variable coeff ic ients 
when t he one-, two - a n d th ree-year -pr io r m o d e l s 
were es t imated. This ind ica tes a cer ta in degree 
of s tabi l i ty in t h e m o d e l s over t ime. The t-
statistics were all significant, w i t h t w o except ions. 
In m o d e l Exam B, t he ratios to ta l l oans /equ i t y 
capital and gross chargeo f fs / to ta l loans have 
relat ively lowt -s ta t is t i cs . This is exp la ined by t he 
add i t ion , in m o d e l Exam B, of t he o v e r d u e 
loans/ tota l assets ratio. This var iab le appears t o 
be a m u c h st ronger measure of bank asset 
qual i ty and, as a result, it d o m j n a t e s t he o the r 
t w o variables. 

Results 

This s tudy uses a s tandard for c o m p a r i n g early 
warn ing systems that f i ts d i rec t l y in to t he con tex t 
in w h i c h these systems are t o be app l ied . Each 
mode l was a p p l i e d t o t he un iverse of federa l l y 
insured c o m m e r c i a l banks to d e t e r m i n e classi-
f icat ion accuracy at var ious th resho ld levels. The 
number of actual fai lures tha t are i n c l u d e d at 
each t h resho ld level was t hen repor ted . 9 W i t h 

I n a h y p o t h e s i s t e s t i n g f r a m e w o r k , the p r o c e d u r e is s imi lar t o ho ld i ng 
Type II e r ro r c o n s t a n t a n d c o m p a r i n g Type I er rors . 

Note : T h e r e a re 1 4 , 2 7 0 b a n k s in t h e un iverse , 4 4 fa i lure o b s e r v a t i o n s 
in the 8 2 - 8 3 t i m e p e r i o d a n d 17 fa i l u re o b s e r v a t i o n s in t h e 8 1 -82 
t ime per iod. The n u m b e r of b a n k s in the un i ve rse for the 1 9 8 0 
da ta year is less t h a n tha t for t h e 1981 da ta year b e c a u s e of t h e 
unava i lab i l i t y of e x a m i n a t i o n da ta for a la rger n u m b e r of banks. 
The n u m b e r of 8 2 - 8 3 fa i lure obse rva t i ons is sma l le r t h a n that 
r e p o r t e d in t h e one-year -p r io r resu l t s b e c a u s e of t h e unavai l -
ab i l i t y of da ta for o n e fa i l ed b a n k e s t a b l i s h e d a f te r D e c e m b e r 31 , 
1980. 

N u m b e r s in p a r e n t h e s i s i nd i ca te p e r c e n t a g e of g r o u p total. 

th is m e t h o d of compa r i son it is poss ib le t o 
c o m p a r e t h e classi f icat ion pe r f o rmance of t he 
d i f f e ren t mode l s f i t ted . 

The c o m p a r i s o n may d e p e n d o n t he th resho ld 
level. For examp le , o n e m o d e l may o u t p e r f o r m 
ano the r in choos ing a g roup of 3 ,000 po ten t ia l 
fai lures, b u t no t in choos ing a g roup of 400 . In 
o the r instances o n e m o d e l may be be t te r t han 
ano the r at any t h resho ld level. It shou ld be kep t 
in m i n d that t h e cho ice of t he n u m b e r of banks 
t o be r ev i ewed as po ten t i a l fai lures may be 
re levant in choos ing a m o d e l that is used to he lp 
in schedu l i ng of examinat ions . 

The largest numbe r of potent ial failures identif ied, 
as s h o w n in t he tables, is 3,000. For t he mode l s 
p resen ted in th is s tudy, d e t e c t i o n e f f i c iency 
general ly dec l ines rap id ly as t h e po ten t ia l fa i lure 
g roup is increased a b o v e 3,000. M a n y mo re 
nonfa i lu res mus t b e r ev i ewed in o rder t o de tec t 
add i t iona l failures. Consequent ly , potent ia l failure 
groups larger t han 3 ,000 are not cons idered. 
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Table 4. Classification Results Based on December 31, 1979 
Call Report Data and Closest Preceding Examination 
Report Data. 

Number in 
Universe 

Failing Test at Time Failures Detected With Average 
Alternative Period of Lead Time of Three Years 
Thresholds Failures Call A Exam A Exam B 

3000 (21.5%)a 82-83 26 (70%) 26 (70%) 26 (70%) 
81-82 14 (88%) 13 (81%) 14 (88%) 
80-81 9 (82%) 10 (91%) 10(91%) 

2000 (14.3%) 82-83 23 (62%) 21 (57%) 22 (59%) 
81-82 13 (81%) 13(81%) 14(88%) 
80-81 9 (82%) 9 (82%) 10 (91%) 

1 0 0 0 ( 7.2%) 82-83 18(49%) 13 (35%) 18 (49%) 
81-82 11 (69%) 11 (69%) 11 (69%) 
80-81 9 (82%) 7 (64%) 9 (82%) 

800 ( 5.7%) 82-83 14 (38%) 13 (35%) 16 (43%) 
81-82 11 (69%) 11 (69%) 10 (63%) 
80-81 9 (82%) 7 (64%) 9 (82%) 

600 ( 4.3%) 82-83 12 (32%) 12 (32%) 14(38%) 
81-82 9 (56%) 9 (56%) 9 (56%) 
80-81 9 (82%) 7 (64%) 8 (38%) 

Note: T h e r e a re 1 3 , 9 8 5 b a n k s in the un iverse , 3 7 fa i lu re o b s e r v a t i o n s 
in t h e 8 2 - 8 3 t i m e p e r i o d 17 fa i lu re o b s e r v a t i o n s in the 8 1 -82 t ime 
p e r i o d a n d 11 fa i lu re o b s e r v a t i o n s in t h e 8 0 - 8 1 t ime per iod. The 
n u m b e r of b a n k s in t h e un i ve rse for t h e 1 9 7 9 da ta y e a r is less 
t h a n tha t for t h e 1981 a n d 1 9 8 0 da ta y e a r s b e c a u s e of the 
unava i lab i l i t y of e x a m i n a t i o n da ta for a la rger n u m b e r of banks . 
The n u m b e r of fa i lu re o b s e r v a t i o n s is sma l l e r t h a n t h a t r e p o r t e d 
in t h e one - a n d two-year -p r io r resu l t s b e c a u s e of t h e unavai l -
ab i l i t y of da ta f o r f a i l ed b a n k s e s t a b l i s h e d a f te r D e c e m b e r 31 , 
1979. 

a N u m b e r s in p a r e n t h e s i s i nd i ca te p e r c e n t a g e of g r o u p total. 

Relationship Between Call 
and Exam Models 

Tables 2 th rough 4 show standardized compar-
ison tests b e t w e e n mode l s Cal l A, Exam A a n d 
Exam B us ing D e c e m b e r 31, 1981 ; 1980 ; and 
1979 data (one-, two-, and three-year-prior models). 

General ly , i nc lud ing exam data improves t he 
classi f icat ion accuracy of, a mode l . This is par-
t icu lar ly ev i den t in Table 2, based on data an 
average of o n e year pr ior t o fai lure. It is also 
evident that the usefulness of exam data diminishes 
relat ive t o call data as t he in terval b e t w e e n t h e 
data and t he fa i lure year increases. This can be 
seen in Tables 2, 3, a n d 4 b u t is be t te r i l lust rated 
in Tab le 5, w h i c h shows a compa r i son of Cal l A's 
and Exam A's ab i l i t y t o classify t he 1 9 8 2 - 1 9 8 3 
fai lures w i t h data an average of one, two , a n d 

th ree years old. W i t h a one-year lead t i m e Exam 
A is c lear ly a be t t e r p red ic to r ; however , w i t h a 
two-year lead t i m e it is o n l y sl ight ly be t te r and 
w i t h th ree-year -o ld data it is o u t p e r f o r m e d by 
t he call mode l . Table 5 also i l lustrates tha t the 
classification abi l i ty of all of t he models diminishes 
over t ime. 

Classi f icat ion accuracy can be increased by 
a d d i n g o v e r d u e loan i n f o r m a t i o n t o t he call 
m o d e l ( m o d e l Exam B). Beg inn ing D e c e m b e r 
3 1 , 1 9 8 2 past d u e loan i n f o rma t i on was i nc luded 
as a call repor t i tem. Since these data w i l l be 
avai lable for fu tu re study, it is in te res t ing to 
e x a m i n e its usefulness. The last c o l u m n s of 
tables 2, 3 and 4 s h o w t h e results of such an 
inc lus ion. General ly , Exam B classifies slightly 
be t te r than Cal l A and, in s o m e instances, out-
per fo rms Exam A. The avai lab i l i ty of past due 
loan i n f o rma t i on on call reports, then, should 
add s l ight ly t o t he classi f icat ion accuracy of 
fu tu re cal l -based mode ls . 

Relationship Between Martin's 
Mode l and Mode l Call A 

O n e w a y to j u d g e a mode l ' s re lat ive e f f ic iency 
is t o c o m p a r e it w i t h o the r models . In this study 
w e es t ima ted Mar t i n ' s m o d e l (desc r ibed in the 
review of the literature) w i th a prob i t specif ication 
and compared it w i t h m o d e l Call A.10 W e assessed 
t he c lassi f icat ion abi l i t ies of t he t w o mode ls 
using the universe of federally insured commercial 
banks (abou t 14 ,100 on average) w i t h call report 
data an average of o n e and t h ree years pr ior to 
bank fai lures. 

W i t h a one-year lead t ime, Mar t in ' s mode l 
generally ou tpe r fo rmed mode l Call A. For example, 
based on 1,000 banks i den t i f i ed as potent ia l 
fai lures (for t he 1 9 8 2 - 1 9 8 3 per iod) , Mart in 's 
m o d e l d e t e c t e d 33 of t he 45 actual failures, 
whereas m o d e l Call A d e t e c t e d on ly 27. W i t h a 
th ree-year lead t ime, however , t he tables were 
tu rned . In this case, 18 of t he 1,000 banks 
i den t i f i ed by M o d e l Call A as po ten t ia l failures 
actua l ly fa i led, c o m p a r e d w i t h 13 d e t e c t e d by 
Mar t i n ' s mode l . 

These results may be exp la i ned by examin ing 
t h e var iables i n c l u d e d in each of t he models. 

, 0 T h e log is t ic a n d n o r m a l d i s t r i bu t i ons a re very s i m i l a r therefore , the 
c h a n g e in spec i f i ca t i on f r o m logit t o p rob i t is un l i ke ly t o a f fec t the 
p e r f o r m a n c e of t h e m o d e l s ign i f i cant ly . 
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Table 5 . A Compar ison of the Abil i ty of Mode ls Call A and Exam A to Classify 1982 -1983 
Failures Based on Data One-, Two-, and Three-Years Prior to Failure. 

Number in Universe 
Failing Test at 

Alternat ive Thresholds 
Model 
Type 

One Year 
Prior 

Two Years 
Prior 

Three Years 
Prior 

3 0 0 0 (20.9%)a Call A 87% 70% 70% 
Exam A 91% 73% 70% 

2 0 0 0 (14.0%) Call A 80% 70% 62% 
Exam A 89% 68% 57% 

1000 ( 7.0%) Call A 60% 55% 49% 
Exam A 67% 61% 35% 

8 0 0 ( 5.6%) Call A 55% 43% 38% 
Exam A 60% 55% 35% 

600 ( 4.2%) Call A 49% 36% 32% 
Exam A 58% 41% 32% 

Note: There are 1 4 , 3 2 3 b a n k s in t h e un i ve rse a n d 4 5 fa i lure o b s e r v a t i o n s in the 8 2 - 8 3 t ime per iod. 

a N u m b e r s in p a r e n t h e s i s i n d i c a t e p e r c e n t a g e of g r o u p total. 

Mar t i n ' s m o d e l e m p h a s i z e s m e a s u r i n g b a n k 
earnings a n d capi ta l adequacy , w h i l e m o d e l Call 
A emphasizes asset quali ty, operat ional ef f ic iency 
and in terest rate risk. It c o u l d be a rgued that 
de te r io ra t ion in asset qua l i t y or ope ra t i ona l ef-
f ic iency p recedes dec l ines in bank earnings a n d 
capital; thus, t he fo rmer var iables may pe r fo rm 
bet ter w i t h a re lat ive ly long lead t ime, w h i l e 
the lat ter var iables are be t te r p red ic tors w h e n 
the t i m e is re lat ive ly short. The issue of wha t 
variables d i sc r im ina te be t te r b e t w e e n hea l thy 
and fa i l ing banks at var ious stages of de ter io -
rat ion is w o r t h y of add i t i ona l research. 

Composite CAMEL Ratings of 
Banks Failing Test 

W e cons t ruc ted an add i t i ona l test of these 
models ' c lassi f icat ion accuracy by l ist ing t he 
d is t r ibu t ion of c o m p o s i t e C A M E L ratings for 
bo th t h e banks that pass t he test and t he g roup 
that fails at var ious th resho ld levels. O u r mode l s 
shou ld fail a re lat ive ly l o w p r o p o r t i o n of banks 

rated 1 and 2 a n d a relat ively high p r o p o r t i o n of 
ins t i tu t ions rated 3, 4 and 5. 

O u r tests indicate that the models ' classification 
abi l i t ies are h igh ly cons is ten t w i t h t h e w a y e x a m -
iners classify banks. In each case a s igni f icant ly 
h igher p r o p o r t i o n of ins t i tu t ions rated 3 ,4 , and 5 
are classi f ied as failures. For e x a m p l e m o d e l Call 
A using 1981 da ta a n d set t o fail 3 ,000 banks 
fa i led o n l y 7 pe rcen t of banks rated 1 wh i l e 
fa i l ing 97 pe rcen t of banks rated 5. 

Use of Composite CAMEL Ratings as a 
Failure Prediction Mode l 

To gain fu r the r i n f o rma t i on on the i r usefulness, 
w e c o m p a r e d t he c lassi f icat ion results of all 
these m o d e l s w i t h a l te rnat ive schemes tha t 
may be used t o list banks w i t h an above-average 
p robab i l i t y of fai lure. O n e such scheme w o u l d 
be t o des ignate as high-r isk banks all those w i t h 
c o m p o s i t e C A M E L ratings of 3, 4 or 5. Such a list, 
readi ly avai lable t o regulators, c o u l d be a v iab le 
a l te rna t ive t o m o d e l s based on f inancia l ratios 
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Table 6. Comparison of Classification Accuracies of Call A, 
Exam A and Scheme Based on CAMEL Ratings 

Classification Lead Number of Failures Detected by Model: 
Time and Period During Actual Failures 
Which Failures Occurred Examined Call A Exam A CAMEL-test 

ONE YEAR PRIOR: 

7/1/82-6/30/83 45 27 (60%) 30 (67%) 30 (67%) 
7/1/81-6/30/82 17 11 (65%) 12 (71%) 12 (71%) 
7/1/80-6/30/81 11 9 (82%) 7 (64%) 6 (55%) 

Total 73 47 (64%) 49 (67%) 48 (66%) 

TWO YEARS PRIOR: 

7/1/82-6/30/83 44 19 (43%) 24 (55%) 16 (36%) 
7/1/81-6/30/82 16 11 (69%) 11 (69%) 10 (63%) 

Total 60 30 (50%) 35 (58%) 26 (43%) 

THREE YEARS PRIOR: 

7/1/82-7/1/83 37 18 (49%) 13 (35%) 15 (41%) 

Note : B a n k s w i t h c o m p o s i t e C A M E L ra t ings of 3. 4 or 5 one , t w o a n d t h r e e yea rs pr ior t o fa i lu re " fa i l " t h e C A M E L t e s t s As of yea r -end 1 9 8 1 , 8 0 a n d 7 9 
t h e r e w e r e 1 ,049; 8 8 4 a n d 1, 153 b a n k s w i t h C A M E L ra t ings of 3 , 4 o r 5. For c o m p a r i s o n p u r p o s e s t h e to ta l n u m b e r of b a n k s fa i l ing Cal l A a n d 
E x a m A w e r e se t at 1 ,000 ; 8 0 0 a n d 1 ,000; respec t i ve ly . 

e v e n t h o u g h t h e C A M E L ra t ing sys tem was neve r 
i n t e n d e d t o b e u s e d as an ear ly w a r n i n g m o d e l . 

Tab le 6 c o m p a r e s t h e c lass i f i ca t ion resul ts of a 
s c h e m e based o n C A M E L rat ings w i t h t h e resul ts 
of m o d e l s Cal l A a n d Exam A at c o m p a r a b l e 
t h r e s h o l d levels. T h e resul ts subs tan t i a t e t ha t 
m o d e l s based u p o n f i nanc ia l rat ios can classi fy 
fai lures as we l l as or be t te r t han a s c h e m e based 
so le ly o n e x a m i n e r rat ings. T h e C A M E L - r a t i n g s 
tes t p r o v e d as use fu l as m o d e l Cal l A a n d m o d e l 
Exam A in p r e d i c t i n g fa i lures a year in advance . 
H o w e v e r , t h e e f f ec t i veness o f a s c h e m e b a s e d 
o n l y o n C A M E L rat ings d i m i n i s h e s m o r e rap id l y 
as t h e t i m e b e f o r e fa i lu re increases. T h e t h r e e -
year p e r i o d results, fo r e x a m p l e , s h o w t h a t Cal l A 
d o e s m u c h b e t t e r in c lass i fy ing fa i lures. This can 
b e e x p l a i n e d b y t h e fac t t h a t t h e C A M E L ra t ing 
sys tem is gene ra l l y an i n d i c a t o r of a bank ' s 
p r e s e n t c o n d i t i o n as o p p o s e d t o its e x p e c t e d 
f u t u r e c o n d i t i o n . 

Compar ison of Results f rom 
Alternative Sampling Approaches 

M o d e l Cal l A resu l t s , ' es t ima ted f r o m a r a n d o m 
sample and f rom all insured commerc ia l banks that 
s u b m i t t e d D e c e m b e r 1981 call reports, are shown 
in Tab le 9. In b o t h cases, banks es tab l i shed after 
D e c e m b e r 3 1 , 1 9 7 8 w e r e exc luded, bu t nonfailures 
w i t h C A M E L rat ings of 3 or m o r e w e r e i nc luded , 
s ince t h e m o d e l s are b e i n g v i e w e d as t heo re t i ca l 
fa i l u re p r o b a b i l i t y mode l s . 1 1 T h e m o d e l is esti-
m a t e d f r o m t h e r a n d o m s a m p l e in t w o ways. 

" F o r a n a priori f a i l u re p r e d i c t i o n model , t h e g r o u p of b a n k s sub jec t to the 
poss ib i l i t y of fa i lu re m u s t b e d e f i n e d by cr i te r ia tha t d o n o t d e p e n d on 
pr io r k n o w l e d g e of the o u t c o m e . S i n c e it is not k n o w n in a d v a n c e whe the r 
a poor ly r a ted b a n k w i l l fail, t h e c o m p o u n d c r i te r ion of f i rst b e i n g poor ly 
r a ted a n d s u b s e q u e n t l y n o t fa i l ing c a n n o t be u s e d to rest r ic t t h e re levant 
un iverse . A m o r e sa t i s fy ing a p p r o a c h m igh t be to d e f i n e "poo r l y rated 
non fa i l u re " as a th i rd poss ib le o u t c o m e . Th is w o u l d m e a n u s i n g a more 
c o m p l i c a t e d m o d e l s u c h as t r i nomia l p rob i t o r logit. 
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Table 7. Sample Estimation of Model Call Aa 

Random Sample 
(Weighted Estimates) Universe 

Random Sample 
(Unweighted Estimates) 

Variables Coefficient t-ratio Coefficient t-ratio Coefficient t-rat io 

Constant -4 .82 -1 .83 - 4 . 5 3 -19 .65 - 3 .75 - 6 . 59 

Total Loans/Equity Capital 0.10 0.31 0.15 6.83 .12 1.52 

(MRA-MRL)/Equity Capital -0 .15 -0 .37 - 0 . 0 4 -3 .26 - . 26 -2 .81 

Other Operating Expenses/ 
Total Assets 55.00 0.60 22.58 2.37 69.8 2.96 

Gross Chargeoffs/Total Loans 3.62 0.08 19.29 3.90 17.2 1.37 

a F o r e s t i m a t i o n of t h e s e m o d e l s , n o n f a i l u r e s w i th C A M E L ra t ings of 3 o r w o r s e a re inc luded . The n u m b e r of fa i lu res in e a c h m o d e l is 3 7 ; t h e n u m b e r of 
non fa i l u res in the r a n d o m s a m p l e a n d the un i ve rse are 1 5 0 a n d 13 ,760 , respec t i ve l y 

First, w e i g h t e d e s t i m a t i o n is used, w i t h w e i g h t s 
of 1 .2433 fo r non fa i l u res a n d . 0 1 3 6 fo r fa i lu res 
( for a d i scuss ion o f w e i g h t e d e s t i m a t i o n see 
A p p e n d i x B). A d d i t i o n a l e s t i m a t e s a re d e r i v e d 
w i t h o u t we igh ts , i.e., w i t h w e i g h t s of 1.0 fo r b o t h 
fai lures a n d non fa i lu res . 

W e i g h t e d est imates of the coef f i c ien ts de r i ved 
f rom the r a n d o m samp le are c lose t o t h e es t imates 
d r a w n f r o m t h e un ive rse . N o t e , h o w e v e r , that , 
for t h e m o d e l based o n t h e r a n d o m samp le , 
w h i c h i nc l udes 1 5 0 non fa i l u res a n d 37 fa i lures, 
n o n e of t h e i n d e p e n d e n t var iab les has a stat ist i -
cal ly s ign i f i can t r e l a t i onsh ip t o ^ b a n k fa i lure. 

A researcher w i t h o n l y t h e w e i g h t e d s a m p l e 
estimates t o in terpret m igh t conc lude premature ly 
that t h e r e is n o r e l a t i onsh ip b e t w e e n f inanc ia l 
rat ios a n d b a n k f a i l u r e risk. Est imates b a s e d u p o n 
the un i ve rse o f banks, h o w e v e r , i n d i c a t e t ha t 
there is a signif icant relat ionship. This d isc repancy 
results f r o m d i f f e r e n c e s in t h e precision of t h e 
est imates: t h e larger t h e samp le , t h e grea ter t h e 
prec is ion. T h e un i ve rse of banks genera tes esti-
mates precise e n o u g h t o establ ish the s igni f icance 
of t h e f i nanc ia l var iab les , w h e r e a s t h e c h o i c e -
based s a m p l e of 1 8 7 banks is t o o smal l . 

C o m p a r i n g t h e u n w e i g h t e d es t ima tes w i t h t h e 
w e i g h t e d es t ima tes i l lus t ra tes a n o t h e r p o i n t t ha t 
has m a j o r i m p l i c a t i o n s fo r i n t e r p r e t i n g resul ts 
r e p o r t e d in ear l ie r s tud ies o f b a n k fa i lu re risk. In 
many, u n w e i g h t e d est imates of fa i lure p robab i l i t y 

mode ls we re der ived f r om choice-based samples. '2 

T h e c o n s t a n t t e r m of t h e u n w e i g h t e d m o d e l is 
b iased in a d i r e c t i o n tha t o v e r e s t i m a t e s fa i lu re 
p robab i l i t i es . Th is c o u l d b e a n t i c i p a t e d , con-
s i de r i ng t ha t t h e p r o p o r t i o n o f fa i lures in t h e 
s a m p l e is m u c h h igher t h a n the i r p r o p o r t i o n in 
t h e un i ve rse t h e s a m p l e represents . 

T h e p r i n c i p a l p r o b l e m is w i t h t h e u n w e i g h t e d 
es t ima tes of t -stat is t ics, w h i c h are no t f o u n d e d 
o n so l id stat is t ica l g r o u n d . Since t h e y are m u c h 
larger t h a n s ta t is t ica l ly cons i s ten t es t ima tes de -
r i ved f r o m t h e samp le , t h e y can d is to r t t h e 
s ign i f i cance o f t h e re la t ion of f i nanc ia l rat ios t o 
fa i lu re risk. 

In l ight of th is p r o b l e m , s tud ies that d e r i v e d 
u n w e i g h t e d est imates of p robab i l i t y mode ls mus t 
b e re in te rpre ted . Conc lus ions conce rn ing signifi-
can t re la t i onsh ips b e t w e e n f inanc ia l var iab les 
a n d b a n k fa i lu re risk m u s t b e rega rded as un-
re l i ab le b u t m a y b e m o d i f i e d . T h e y can b e 
i n t e r p r e t e d t o suggest t ha t t h e f inanc ia l var iab les 
t ha t w e r e i d e n t i f i e d a p p e a r use fu l for c o m p a r i n g 
d i f f e r e n c e s b e t w e e n fa i l ed banks a n d banks t h a t 
d i d n o t fai l .1 3 W i t h o u t f u r t h e r research, h o w e v e r , 
t hese resul ts d o n o t es tab l i sh t h e predictive 
va lue o f f i nanc ia l var iab les. 

' ' T h e popu la r pa i r ed s a m p l e is a n e x a m p l e of c h o i c e - b a s e d sample . 
' ^Speak ing of d iscr iminant analysis, S inkey (40), p 77 makes this d is t inc t ion 
b e t w e e n desc r i p t i ve vs p red i c t i ve resul ts. 
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A l t h o u g h t he m o d e l based o n w e i g h t e d esti-
mates f r om the r a n d o m samp le shows a n e m i c 
re la t ionships b e t w e e n f inancia l ratios and fa i lure 
risk, its c lassi f icat ion p e r f o r m a n c e is no t sub-
stant ia l ly d i f f e ren t f r o m tha t of t he m o d e l based 
on t he universe. T w o cons idera t ions may con-
t r i bu te to this: (1) es t ima t i on of t he d e p e n d e n t 
var iable is a s imp le r ob jec t i ve than precise esti-
ma t i on of all m o d e l parameters , and (2) for 
c lassi f icat ion purposes, it needs on ly t o b e de-
te rmined whether the dependen t variable exceeds 
a cr i t ical level; thus, re lat ive ly m o d e s t prec is ion is 
requ i red . 

Avenues of Future Research 
In m a n y respects the results r e p o r t e d in this 

s tudy represent research in t he ear ly stages of 
d e v e l o p m e n t . M u c h add i t i ona l w o r k needs t o 
be d o n e t o increase the accuracy and re l iabi l i ty 
of fa i lure p red i c t i on models . The f o l l o w i n g is a 
part ial list of avenues to be exp lo red . 

For t he mode l s es t ima ted in th is study, fa i lure 
p r e d i c t i o n was based on f inancia l ratios. This 
app roach has l im i ta t ions since d i f f e ren t t ypes or 
classes of banks may have, on average, d i f f e ren t 
f inancia l ratios for reasons unre la ted t o risk. This 
may lead t o misclassi f icat ions. For examp le , a 
m o d e l i n c l ud i ng a f inancia l var iable des igned t o 
measure opera t i ona l e f f i c iency may assign a 
lower p robab i l i t y of fa i lure t o larger who lesa le-
o r i e n t e d banks no t necessari ly because t h e y 
may be more ef f ic ient but because their business 
requires that t hey have re lat ive ly l ow expenses. 

These biases c o u l d be part ia l ly o v e r c o m e by 
d i v i d i ng banks in to h o m o g e n e o u s peer groups 
and ca lcu la t ing t he rank ing of each bank w i t h i n 
its group for various financial ratios.14 The models 

' " Fo r th i s p u r p o s e o n e c o u l d use the peer g r o u p s a n d t h e rank ings 
d e v e l o p e d tor the Un i f o rm Bank P e r f o r m a n c e R e p o r t s 

c o u l d b e es t ima ted using peer g roup rankings 
rather t han t he f inanc ia l ratios themse lves as 
d e p e n d e n t variables. W i t h this change, fa i lure 
risk w o u l d d e p e n d o n a bank's rank ing re lat ive to 
its peers instead of its rank ing relat ive t o the 
un iverse of banks. 

In add i t i on , a l te rnat ive m o d e l speci f icat ions 
shou ld be invest igated. A compa r i son of classi-
f ication results be tween probi t and other model ing 
t echn iques such as d isc r im inan t analysis w o u l d 
be benef ic ia l . Further, near fa i lure based on 
C A M E L ratings or o the r cr i ter ia c o u l d be incor-
po ra ted as a th i rd o u t c o m e in a t r i nom ia l cho ice 
mode l . 

De ta i l ed invest igat ion of fa i led banks that 
w e r e no t classi f ied as po ten t ia l fa i lures shou ld 
also p r o d u c e in te res t ing results. A re these banks 
essent ia l ly imposs ib le to iden t i f y as potent ia l 
failures, using call and exam ina t i on data, or are 
the re o ther cons idera t ions that are no t cap tu red 
by t he fa i lure p red i c t i on model? 

Finally, c o m p a r i n g M o d e l Call A w i t h the 
m o d e l d e v e l o p e d by M a r t i n ind icates it may be 
des i rab le t o i nco rpo ra te a d i f f e ren t set of de-
p e n d e n t var iables in a one-year -pr io r m o d e l than 
in a m o d e l w i t h a longer lead t ime. It may be 
poss ib le t o i den t i f y cer ta in var iables tha t pred ic t 
mo re accurate ly w i t h shor t lead t imes and others 
that b e l o n g in m o d e l s based on longer lead 
t imes. 
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Appendix A 
Model Specifications 

Discriminant analysis, probit and logit models and 
linear probability models have all been used in other 
studies In general, the four models mentioned differ 
regarding specification and fitting criteria, but they have 
one significant point in common. The rule for selecting 
potential failures can in each case (except for a quad-
ratic discriminant model) be written in the form: 

Z = C o + C 1 X 1 - + C k X k > T 

where the coefficients C 0 through C k are estimated 
parameters, the variables X-, through X kare financial or 
structural and T is a classification threshold. The Z in 
equation (1) for a probit model is a normal Z-score 
corresponding to the estimated probability of failure, as 
in equation (2): 

Estimated Probability of Failure (Probit) = 

" 7 < * 
For a logit model, equation (3) shows the correspondence 
between Z and the estimated failure probability: 

Estimated Probability of Failure (Logit) = 
1 + e ~ Z 

The Z in a linear probability model is the directly 
estimated failure probability 

In each model the parameters C 0 through Ck are 
uniquely determined but the parameter T is not. T is 
chosen independently, according to a specified clas-
sification criterion, after the probability estimation formula 
has been derived. Conversely, in discriminant analysis 
the classification criterion is specified first, then all 
parameters are estimated simultaneously. Since 
the emphasis in discriminant analysis is placed on 
classification and the criterion for classification may 
vary, the Z in equation (1) does not have a standard 
interpretation, and the scale of the parameters C 0 
through C|< and T is not uniquely determined. For 
example, if all parameters were multiplied by two, the 
classification rule would still make exactly the same 
assignments 

One drawback of discriminant analysis is that the 
assumption of multivariate normality for the independent 
variables may not be satisfied. For example, the ratio of 
gross chargeoffs to total loans has a distribution that 
clearly is not normal. Moreover, the normality of several 
other relevant variables is questionable. Since these 
marginal distributions are not normal, the joint distribution 
cannot be multivariate normal. Probit and logit do not 
require the assumption of multivariate normality for the 
independent variables. 

Probit and logit models also make distributional as-
sumptions that could be questioned, but which are 
more difficult to test. The probability of failure conditional 
on particular values of the independent variables is 
assumed to be normal for probit and logistic for logit. 

Nevertheless, all fourspecifications are similar. Probit 
and logit analyses are alike because the normal and 
logistic distributions are similarly shaped. Indeed, since 
the two distributions differ primarily in their extreme 
tails, a clear choice between the two specifications 
would be difficult to make. Martin and others have 
pointed out that when the basic assumptions of linear 
discriminant analysis are exactly satisfied, the classi-
fication rule will be equivalent to that for a logit model. 
Briefly, these basic assumptions are that the indepen-
dent variable X-, through X k are multivariate normal 
over both the population of nonfailures and the popu-
lation of failures, with equal covariance matrices 

The sharpest distinction among the models is in the 
fitting criteria. Estimation of failure probabilities is the 
objective of the probability models whereas classification 
is the ultimate objective of discriminant analysis, even 
though probabilities of group membership may be 
derived along the way. In some respects the objective 
of discriminant analysis may appear more modest, but it 
can also be found that probability models by attempting 
too much, may fail to be optimal for classification 
purposes 

Probit or logit models have at times been preferred 
over discriminant analysis because the significance of 
independent variables can be evaulated more easily. 
Typically, computer programs for discriminant analysis 
have not included t-statistics for the estimated co-
efficients. They can, however, be computed from the 
formulas in Rao (32).1S In addition, the discriminatory 
power of individual variables can be evaluated by a 
variety of methods such as those discussed in Eisenbeis 
Gilbert, and Avery (12). 

This study used probit analysis because it has several 
advantages over the alternatives. Linear probability 
models may produce estimated probabilities outside of 
the meaningful 0 to 1 range; the other three models do 
not have this drawback Probit and logit do not depend 
on the assumption of multivariate normality for the 
independent variables. Finally, the normal Z scores 
estimated by a probit model are easier to interpret than 
the logit parameter. 

, s R a o d e v e l o p s an F-s Ia t is t ic that can test the h y p o t h e s i s that a s i ng le 
d i s c r im inan t f unc t i on coe f f i c i en t is e q u a l t o zero. The s q u a r e root of 
th i s s ta t i s t i c (for o n e coe f f i c i en t only), has a t -d is t r ibu t ion. 
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Appendix B 
Sampling Considerations 

Previous studies have used a variety of sample de-
signs. Many have used paired samples, following Meyer 
and Pifer (15). Hanweck (25) incorporated a random 
sample of nonfailures Martin used all Federal Reserve 
member banks for the 1970-1976 period The first two 
studies used holdout samples, whereas the third did 
not. 

In this study all three of the approaches were compared 
with two modifications.16 First the universe of federally 
insured commercial banks was used rather than Federal 
Reserve member banks only. Second, estimates derived 
from nonrepresentative samples were weighted as 
suggested in Manski and Lerman (22). The first point 

, 6 O u r pa i r ed s a m p l e u s e d b a n k s fa i l ing b e t w e e n Ju l y 1, 1 9 8 0 a n d J u n e 
3 0 , 1 9 8 3 (69 a l t oge the r ) a n d m a t c h e d t h e m w i t h non fa i l u res o n the 
bas i s of locat ion , s ize, a n d age. N o n f a i l u r e s w e r e r e q u i r e d t o h a v e 
a c o m p o s i t e C A M E L ra t i ng of 1 o r 2 t o assu re tha t t h e y d i d not have 
f i nanc ia l w e a k n e s s e s tha t w o u l d m a k e it d i f f i cu l t t o d i s t i n g u i s h t h e m 
f r o m (known) f u t u r e fa i lures. E a c h pair is a s s i g n e d t o t h e p e r i o d f r o m 
Ju ly t o J u n e d u r i n g w h i c h fa i lu re o c c u r r e d a n d ca l l da ta f r o m t h e 
p rev ious D e c e m b e r a re u s e d t o a n a l y z e fa i lu re r isk o n e year pr io r to 
fa i lure. E x a m i n a t i o n d a t a w e r e t a k e n f r o m t h e e x a m o c c u r i n g m o s t 
recen t l y pr io r t o t h e D e c e m b e r ca l l date. The ana l ys i s or r isk for t w o or 
t h r e e yea rs pr io r t o fa i lure u s e s ear l i e r D e c e m b e r ca l l a n d e x a m da ta 
c o m p i l e d in an i den t i ca l fash ion. 

requires no further comment, but the second merits 
elaboration. 

A sample that includes a higher proportion of failures 
relative to nonfailures is stratified by outcome. Manski 
and Lerman show that unweighted estimates of models 
derived from such "choice-based" samples are generally 
inconsistent, which means that even for very large 
samples, the estimated coefficients may fail to approach 
their expected values Coslett illustrates asymptotic 
biases for several estimates of binary choice models 
over a small range of parameter values The usual 
estimate of the asymptotic covariance matrix, since it 
depends on good estimates of the coefficients, will also 
be unreliable; therefore, meaningful t-statistics cannot be 
derived by unweighted estimation. The problem is 
analogous to the failure to use correct a priori prob-
abilities in discriminant analysis as analyzed by Joy and 
Tollefson (17). 

Weighted estimation is one solution to the problem. 
Coefficients are estimated by maximizing a weighted 
log likelihood function, with one weight for failures and 
another for nonfailures The weight is defined as the 
proportion of failures (nonfailures) in the relevant popu-
lation, divided by the proportion of failures (nonfailures) 
in the sample. 
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The Relevance of Peer Groups 
In Early Warning Analysis 

Dur ing the past decade, many researchers have 
s tud ied the poss ib i l i ty of d e v e l o p i n g a statist ical 
re la t ionship tha t w o u l d p rov ide early w a r n i n g of 
severe f inancial de ter io ra t ion or severe weakness 
at a bank.1 These ef for ts have re l ied main ly o n 
regularly r e p o r t e d f inanc ia l data t o eva luate a 
bank's po ten t i a l s t rength or weakness. 

Some of this research has b e e n c o n d u c t e d 
w i th in t h e Federal Reserve System. Its results 
c o n t r i b u t e d t o the d e v e l o p m e n t of an early 
warn ing screen i m p l e m e n t e d du r i ng t he m id -
1970s. This screen uses regular ly r e p o r t e d f inan-
cial data a n d thus p rov ides c o n t i n u o u s quar te r l y 
in format ion o n m e m b e r banks t o Federal Reserve 
supervisory personnel. In general, such in format ion 
has p r o v e d t o b e he lp fu l in focus ing superv isory 
resources w h e r e t hey are mos t l ike ly to be 
needed. In m o r e recent years, expe r i ence sug-
gests a need to improve the eff iciency of screening 
programs. Three i m p o r t a n t sets of issues have 
been raised. 

1. The ear ly w a r n i n g screens used by t he 
Federal Reserve a n d t he c o m p t r o l l e r c o m p a r e 
banks w i t h their peers to arrive at an evaluation. 
This raises several issues. For purposes of early 
wa rn ing analysis, h o w b road and d iverse can a 
peer g roup be for t he banks in t h e g roup t o be 
cons ide red essent ia l ly in t he same t ype of 
business, w i t h c o m p a r a b l e risks? H o w shou ld 
d i f fe rences in t h e scope a n d nature of t h e 
bank ing services i nvo l ved be taken in to ac-
count? Are size groupings an adequate m e t h o d 

' R e s e a r c h m o s t d i r e c t l y r e l e v a n t c a n b e f o u n d in t h e f o l l o w i n g w o r k s . 
S e e L e o n K o r o b o w , Dav id P S tuh r a n d Dan ie l Mar t in , "A N a t i o n w i d e Tes t 
of Early W a r n i n g R e s e a r c h in Bank ing, " Fede ra l R e s e r v e B a n k of N e w 
York Quar ter ly Rev iew, A u t u m n 1 9 7 7 , a n d r e f e r e n c e s c i t e d there in , for a 
d i scuss i on of t h e ea r l y w a r n i n g c o n c e p t s e m p l o y e d in th i s r e s e a r c h a n d a 
repor t of t h e e v i d e n c e u n d e r l y i n g t h o s e concep ts . S e e D a n i e l Mar t in , 
"Ear l y W a r n i n g of B a n k Fai lure," J o u r n a l of B a n k i n g a n d F inance , 1 9 7 7 , 
pp. 2 4 9 - 2 7 6 for a d e t a i l e d ana lys i s of m o d e r n ear ly w a r n i n g t e c h n i q u e s 
a n d the i r app l i cab i l i t y t o t h e a n t i c i p a t i o n of b a n k fa i lure. S e e a lso L e o n 
K o r o b o w " M e a s u r i n g a n d M a n a g i n g Bank Risk: S o m e R e c e n t His tory , " 
pape r d e l i v e r e d t o t h e I n te rna t i ona l S y m p o s i u m o n Fo recas t i ng , J u n e 
5 ,1983 , P h i l a d e l p h i a 

of dea l ing w i t h d i f fe rences in banks' ope ra t i ng 
characteristics? 
2. H o w can po ten t ia l l y vu lne rab le banks be 
iden t i f i ed w i t h o u t also seeming t o target a 
sizable n u m b e r of ins t i tu t ions that tu rn o u t 
not t o be vu lne rab le to fu tu re weakness? 
3. Regulators need t o d e v e l o p add i t i ona l fi-
nancia l var iables t o sharpen t he focus of ear ly 
w a r n i n g analysis, especia l ly in l ight of n e w 
data be ing repo r ted by banks. 
M o s t f inancia l analysts have resolved such 

quest ions in a pract ical way, using the i r know-
ledge and exper ience to def ine peer bank groups, 
usual ly based on speci f ic size classif ications. The 
answer is not so clear, however , for d e t e r m i n i n g a 
bank 's po ten t ia l vu lnerab i l i t y t o fu tu re f inanc ia l 
weakness, s ince serious f inancial p rob lems have 
occu r red a m o n g banks of all size classes, w i t h no 
single class mo re or less p rone t o severe f inancia l 
p rob lems. 

This art ic le w i l l repor t on an e f fo r t t o ref ine 
peer groupings, t o i m p r o v e t he early w a r n i n g 
screen's eff ic iency and to prov ide a more realistic 
appraisal of bank vu lnerab i l i t y in l ight of each 
bank 's business o r ien ta t i on and overa l l marke t 
exposure . This analysis relies on t he same fi-
nancia l ratios that have been at t he core of t he 
program for a n u m b e r of years, leav ing for later 
t he task of d e v e l o p i n g add i t i ona l or revised 
f inanc ia l variables. 

Results 
The research w e w i l l descr ibe appears to have 

y ie lded promis ing results in suggesting h o w iden-
t i f y ing po ten t ia l p r o b l e m banks cou ld b e m a d e 
m o r e ef f ic ient . The f o l l o w i n g general f ind ings are 
w o r t h p o i n t i n g out : 

(1) The f ive key f inancia l ratios e m p l o y e d in 
early w a r n i n g analysis at t he Federal Reserve 
Bank of N e w York (see Exhibit 1) con t inue to 
give g o o d results, especia l ly w h e n used in 
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Exhibit 1 . Key Surveillance Ratios 

1. Loans & Leases 

Total Sources of Funds 

2. Equity Capital 

Risk Assets 

3. Operating Expenses 

Operating Revenues 

4. Gross Loan Losses 

Net Operating Income & 
Provision for Loan Losses 

5. Commercial & Industrial Loans 

Total Loans 

c o n j u n c t i o n w i t h a revised system of peer 
g roup ings . 
(2) Par t i c ipa t ion b y banks in b o t h d o m e s t i c 
a n d fo re ign m a r k e t s appears t o be a g o o d 
c o m m o n - r i s k c r i te r ion for d e v e l o p i n g i m p r o v e d 
p e e r g roups . 
(3) C o m p a r e d t o ear l ie r s tud ies , t h e in i t ia l 
r e f i n e m e n t in p e e r g roups p r o d u c e d a con -
s ide rab l y i nc reased c o n c e n t r a t i o n of p o t e n -
t ia l ly v u l n e r a b l e banks in t h e l o w e r rank ings. 
(4) Fur ther research y i e l d e d a n e w t y p e of 
" m e r g e d " b a n k rank ing, d e v e l o p e d f r o m da ta 
fo r a s e l e c t e d p e e r g r o u p w i t h i n t h e b r o a d 
class of banks that o p e r a t e of f ices b o t h d o m e s -
t ica l l y a n d ab road . A n overa l l b a n k r a n k i n g 
was f o r m e d b y i n t eg ra t i ng t h e ear ly w a r n i n g 
scores c o m p u t e d separa te l y f r o m t h e sub-
g roup 's f i nanc ia l ra t io da ta w i t h t h e scores 
o b t a i n e d for t h e rema in ing banks in t h e sample. 
(5) T h e m e r g e d rank ing a p p r o a c h s h o w e d 
p rom ise of i m p r o v i n g ef f ic iency. A p p r o x i m a t e l y 
t h r e e o f f o u r banks in t h e w e a k e s t p e r c e n t i l e s 
of t h e r a n k i n g d e v e l o p e d f r o m 1 9 7 9 ra t io da ta 
rece ived l o w superv isory ratings in 1981 . Trans-
la ted i n t o p robab i l i t i es , th is m e a n s t h e 1 9 7 9 
da ta i m p l i e d a f u t u r e w e a k n e s s p r o b a b i l i t y of 
7 8 p e r c e n t , o n average, fo r t h e banks t h a t 
subsequen t l y rece ived l o w superv isory ratings 
in 1 9 8 1 . Tha t c o m p a r e s favo rab l y w i t h a range 
of c o m p a r a b l e p r o b a b i l i t i e s of 43 t o 63 per-
cen t f o u n d in ear l ier s tud ies. 
(6) The subg roup scor ing app roach establ ishes 
a ra t i ona le for se lec t i ng p e e r g roups . T h e 

s u b g r o u p s are d e s i g n e d t o p r o d u c e bank 
scores t h a t can b e i n t e g r a t e d i n t o a s ingle 
b a n k ra t ing in w h i c h t h e scores have n o 
s ign i f i can t r e l a t i onsh ip w i t h b a n k size. This 
t e c h n i q u e e l i m i n a t e s bias fo r or against par-
t i cu la r size classes in t h e ca l cu l a t i on of bank 
scores. 
(7) E x p e r i m e n t s w i t h severa l large b a n k peer 
g r o u p s — f o r e x a m p l e , t h e t o p 4 0 banks w i t h at 
least o n e fo re ign o f f i c e or banks w i t h $10 
b i l l ion or m o r e in to ta l asse ts—produced scores 
in w h i c h s ize had l i t t l e or n o i n f l u e n c e o n the 
ove ra l l b a n k r a n k i n g f o r m e d f r o m t h e sub-
g r o u p scores a n d t h o s e o b t a i n e d fo r all o the r 
banks h a v i n g at least o n e fo re ign o f f i ce . 
(8) T h e m e r g e d rank ings o b t a i n e d f r o m these 
subg roups , a n d t h e p r o b a b i l i t i e s d e r i v e d f r om 
t h e m , s h o w e d severa l i n t e r e s t i n g p roper t i es : 

(a) t h e rank ings ' ab i l i t y t o h igh l i gh t ex-
c e p t i o n a l l y s t r o n g or e x c e p t i o n a l l y weak 
banks was m a i n t a i n e d and s t rengthened, 
e v e n as t h e s u b g r o u p was n a r r o w e d to 
t h e largest m u l t i n a t i o n a l o rgan iza t ions . 
(b) S o m e banks ' ear ly w a r n i n g ind ica tors 
w e r e h igh ly sens i t i ve t o t h e p e e r g r o u p in 
w h i c h t h e y w e r e p laced . 

(9) These resul ts arose b e c a u s e t h e var iab i l i ty 
of s o m e key rat ios ( such as e q u i t y a n d loss 
charge-of fs ) d e c l i n e d s ign i f i can t l y as t h e sub-
g roups w e r e n a r r o w e d , a m p l i f y i n g t h e sensi-
t i v i t y o f t h e sco re t o d e v i a t i o n s f r o m the 
m e a n s o f t h o s e rat ios. This suggests it is 
i m p o r t a n t t o p lace banks in p e e r g roups con-
sistent w i t h the i r respect ive business or ientat ion 
a n d m a n a g e m e n t skills. M o r e o v e r , this decision 
s h o u l d n o t rest o n s ize a lone . O n e app roach 
w o u l d b e t o r e v i e w w i t h spec ia l care banks 
w h o s e early wa rn ing scores are h ighly sensitive 
t o p l a c e m e n t in a pa r t i cu la r p e e r g roup . 
(10) W h i l e t h e s u b g r o u p sco r i ng a p p r o a c h 
promises t o be a useful t o o l in a m o r e object ive 
s tudy of peer g r o u p classif icat ions, o u r research 
suggests t ha t supe rv i so ry d i s c r e t i o n remains 
i m p o r t a n t in p l ac i ng a b a n k in an app rop r i a te 
c lass i f icat ion. 

Early Warning Analysis: The Fed's Program 
T h e Federal Reserve 's p r e s e n t s c reen ing pro-

g ram focuses o n t w o m a i n ca tegor ies o f m e m b e r 
banks: (1) t h o s e h a v i n g t o t a l assets of $300 
m i l l i o n or m o r e a n d (2) sma l l e r banks. The 
Sys tem's a p p r o a c h is t o sc reen t h e large bank 
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E x h i b i t 2 . C u r r e n t F e d e r a l R e s e r v e S u r v e i l l a n c e R a t i o s 

7 1 L o a n s & L e a s e s 
T o t a l S o u r c e s o f F u n d s 

2 L i q u i d A s s e t s 
T o t a l S o u r c e s o f F u n d s 

3. I n te res t -Sens i t i ve F u n d s 
T o t a l S o u r c e s o f F u n d s 

4 . P r i m a r y C a p i t a l 
R i s k A s s e t s 

5. T o t a l C a p i t a l 
R i s k A s s e t s 

6 N e t I n c o m e 
1 o ta l A s s e t s — C a s h i t e m s 

O p e r a t i n g E x p e n s e s 
O p e r a t i n g R e v e n u e 

8. D i v i d e n d s 
N e t i n c o m e 

9. G r o s s L o a n L o s s e s 
N e t O p e r a t i n g I n c o m e S 
P r o v i s i o n f o r L o a n L o s s e s 

10. N o n i n t e r e s t E x p e n s e s 
T o t a l O p e r a t i n g 
I n c o m e - I n t e r e s t E x p e n s e 

11 C o m m e r c i a l & I ndus t r i a l L o a n s 
T o t a i L o a n s 

Exhibit 3. Components of the Composite Score: 
The Current System Program 

Ratios: 

1. Loans & Leases/Total Sources of Funds 
3. Interest-Sensitive Funds/Total Sources of Funds 
4. Equity Capital/Adjusted Risk Assets 
7. Total Operating Expenses/Total 

Operating Revenue 
9. Gross Loan Losses/Net Operating Income + 

Provisions for Loan Losses 
10. Noninterest Expenses/Total Operating Income-

Interest Expense 
11. Commerc ia ls Industrial Loans/Total 

Loans, Gross 

group on t he basis of n a t i o n w i d e data and t he 
smaller banks by Reserve Distr ict . 

The $ 3 0 0 m i l l i on and over class was se lec ted 
in part because these banks cons t i t u te a large, 
nat ional ly representa t i ve group. For several years 
this was t he o n l y g roup s u b m i t t i n g c o m p r e h e n -
sive quar te r ly c o n d i t i o n and i n c o m e reports. A 
related factor was a re luc tance to segment banks 
into many size classi f icat ions tha t m igh t obscu re 
weaken ing t rends w i t h i n an en t i re size class. In 
add i t ion , research had p r o d u c e d l i t t le e v i d e n c e 
to suggest that peer groupings by size con t r ibu ted 
to the accuracy of ear ly wa rn ing analysis. None -
theless, t he re r e m a i n e d a s t rong u n d e r l y i n g v i e w 
that s igni f icant d i f fe rences a m o n g classes of 
banks—such as mu l t ina t iona l , regional and com-
mun i t y banks—requ i re separate t r e a t m e n t to 
assess operat ing and risk characteristics correctly. 

The System's screen ing p rogram is a mul t is tage 
process i nvo l v ing 11 f inancia l ratios (see Exhibi t 
2). Seven ratios (Exh ib i t 3) are c o m b i n e d t o f o r m 
a " c o m p o s i t e " bank score. A bank is t rea ted as an 
excep t ion if it falls b e l o w a p r e d e t e r m i n e d cu to f f 
level of the compos i te score. In addi t ion, separate 
cutof f levels are es tab l i shed for each of t he 11 
f inancial ratios; banks b e l o w t h e i nd i v idua l rat io 
cutoffs are also t rea ted as except ions . This mul -
tistage process appears t o have been successful 
in screening o u t banks tha t s u b s e q u e n t l y de-
veloped serious supervisory problems. However , 
the init ial list o f excep t i ons genera ted by t h e 
cutof f levels usual ly is far larger than t he f inal list, 
leaving t he cha l lenge of a t t e m p t i n g to isolate 
potent ia l p r o b l e m banks w i t h i n as smal l an ini t ia l 
list of excep t i ons as possible. 

The c o m p o s i t e score is an i m p o r t a n t t oo l in t he 
screening process. This score is d e v e l o p e d f r o m 

a combina t ion of key financial variables designed 
to cap tu re a bank 's overal l s t rength or weakness. 
Select ion of t he re levant list of f inancia l ratios 
and t he m e t h o d o l o g y used t o c o m b i n e t h e m as 
an early warn ing indicator have d rawn on research 
c o n d u c t e d at t he N e w York Fed. That research 
has focused o n t he e f f i c iency and accuracy w i t h 
w h i c h key f inancia l var iables c o u l d i den t i f y po-
ten t ia l p r o b l e m banks years in advance of severe 
deter iorat ion. The System's early warn ing program 
incorporates a somewhat larger group of f inancial 
ratios than can be suppor ted by historical research, 
in part because some data for these ratios became 
avai lable on ly in t he lat ter part of t he 1970s. The 
core of t h e c o m p o s i t e scor ing approach, how-
ever, rests on f ive key f inancia l ratios i den t i f i ed 
f r om research over a n u m b e r of years. These f ive 
ratios (see Exhibi t 1) appear t o p rov ide early 
w a r n i n g results as good or be t te r than m a n y 
o ther c o m b i n a t i o n s tes ted d u r i n g several years 
of research. 

It w i l l be he lp fu l t o rev iew br ie f ly h o w the 
c o m p o s i t e score is d e v e l o p e d and t he results it 
has p roduced . The first s tep is t o d e t e r m i n e peer 
g roup basel ine averages for each of the f ive 
ratios, using t he data of an app rop r i a te g roup of 
banks for a se lec ted base year. To ca lcu la te a 
bank's score on a ratio, t he bank 's dev ia t i on f rom 
the basel ine average is d i v i d e d by t h e s tandard 
dev ia t i on of t he peer group's average of that 
ratio. A score above t he average is assigned a 
negat ive sign for all t he ratios excep t t he e q u i t y 
capi tal ratio. The resul t ing scores for each of the 
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bank's ratios are a d d e d a lgebraical ly t o f o rm a 
c o m p o s i t e score that captures t he c u m u l a t i v e 
ef fects of s t rength or weakness in all t he key 
character ist ics. Banks w i t h h igh pos i t i ve scores 
are c o n s i d e r e d strong, banks w i t h large negat ive 
scores are cons ide red weak . 

The use of a basel ine average for a se lec ted 
g roup of banks rests on t he assump t i on tha t 
average behav io r w i t h i n an app rop r i a te l y repre-
senta t ive g roup cons t i tu tes a " n o r m " against 
w h i c h all banks in the group can be measured. 
Clearly, this c o n c e p t mus t be used careful ly, lest 
a pa t te rn of weakness charac ter iz ing an en t i re 
g roup be a d o p t e d as an accep tab le no rm. M o r e -
over, t h e par t icu lar g roup for w h i c h means and 
s tandard dev ia t ions are ca lcu la ted has a signif i-
cant e f fec t on h o w banks of vary ing size are 
t rea ted by t he scor ing system. 

The research s u p p o r t i n g this system f o u n d 
that: 1) Poor scores o f t e n p r e c e d e d l o w super-
v isory ratings by several years. 2) T h e i n c i d e n c e 
of l ow superv isory ratings was greatest a m o n g 
banks w i t h espec ia l ly poo r scores. 3) Banks tha t 
u n d e r t o o k substant ia l ly m o r e risk than indus t ry 
no rms t e n d e d t o have a substant ia l ly above-
average chance of exper ienc ing future weakness. 
These results a l l o w e d us t o d e v e l o p rules of 
t h u m b t o isolate banks tha t appear par t icu lar ly 
v u l n e r a b l e — t h e weakes t 10 percen t , 20 pe rcen t 
or 30 pe rcen t of t he ranking. 

This s imp le a p p r o a c h has been t he basis for a 
mo re soph is t i ca ted early w a r n i n g m o d e l in ou r 
fur ther research. A statistical early warn ing func t ion 
can be c o m p u t e d w i t h t h e values of each of t h e 
key ratios for each bank in t he samp le and a 
measure of t h e i n c i d e n c e a m o n g those banks of 
l o w superv isory ratings in t w o or t h ree subse-
q u e n t years. The f o r m of t he stat ist ical f unc t i on is 
s h o w n be low . The exp lana to ry var iables are t he 
f ive key ratios. The d e p e n d e n t var iab le is t he 
probabi l i ty of a bank's receiving a low supervisory 
rat ing in t he future.2 

P = .5+1_arc tan ( a Q + a , LL. TS + a 2 E Q . R A 
TT 

+ a , E X P . O P + a 4 G C O . N I + a 5 C I . L N ) , 

w h e r e 
P = Probabi l i ty that a bank w i l l rece ive a l ow 

superv isory rating; 
L L T S = Loans a n d leases/depos i ts a n d re lated 

sources of funds; 
EQ.RA = Equi ty cap i ta l / r isk assets; 
EXP.OP = Opera t ing expenses/operat ing reve-

nues; 
C C O . N I = Gross charge-o f fs /ne t ope ra t i ng 

i n c o m e + prov is ion for loan losses; 
CI .LN = Commerc ia l and industr ial loans/total | 

loans; and 
a Q = a cons tan t te rm. 

The funct ion provides a measure of the est imated 
p robab i l i t y of l o w superv isory ratings c o m p u t e d 1 
f r om f inanc ia l da ta for a par t icu lar cu r ren t per iod, j 
w h e r e t h e coef f i c ien ts of t he f u n c t i o n are de-
v e l o p e d f r o m a pr ior h istor ical per iod . 

The mos t recent test of th is early warn ing 
f unc t i on was in 1 9 8 0 w h e n w e invest igated the < 
po ten t i a l for weakness of all large m e m b e r banks I 
over t he pe r i od 1 9 7 6 - 1 9 7 8 . W e used a f unc t i on ( 

w h o s e parameters w e r e es t ima ted f r om f inancial j l 
rat io data of 1972 and superv isory ratings over \ 
t he pe r i od 1973-75 . 3 W e e n t e r e d f inanc ia l ratio v 
data for 1975 for all m e m b e r banks hav ing $300 / 
m i l l i on or mo re in to ta l assets i n to t he latter |j 
f u n c t i o n to c o m p u t e each bank 's l i k l i hood of a l 
poo r superv isory rating. O f 2 9 8 m e m b e r banks in j 
t he s tudy group, 76 actua l ly had l o w supervisory j 

ratings du r i ng t h e pe r i od 1 9 7 6 - 1 9 7 8 . 
A h igh percen tage of t he l ow- ra ted banks were 

in t he weakes t percent i les of t he rank ing and, 
there fo re , w e r e a c c o r d e d h igh p robab i l i t i es of 
rece iv ing a l o w rating. The average p robab i l i t y of J 
t he 76 low- ra ted banks for 1 9 7 6 - 1 9 7 8 was 63 \ 
percent . The, average p robab i l i t y of the 202 
m e m b e r banks tha t d i d no t rece ive l o w ratings in • 
1 9 7 6 - 1 9 7 8 , was 32 percent . The f unc t i on prob-
abi l i t ies d i f f e red s ign i f icant ly f r om the average 
p robab i l i t y of 25 percen t , assuming a un i form 
d i s t r i bu t i on of l o w ratings a m o n g all t he banks in 1 
t h e ranking. 

If these results appear t o be reasonably good, 
any conc lus ions mus t be t e m p e r e d by t he possi-
b i l i ty that t he results may have b e e n in f luenced v 

' I n f i t t i ng t h e f u n c t i o n t o a c t u a l data, t h e h is to r i ca l va l ues of P, t h e 
d e p e n d e n t variable, mus t b e es tab l i shed for e a c h b a n k This is accomp l i shed 
t h r o u g h a c o m p u t e r p rogram in wh i ch t h e obse rved va lues of the d e p e n d e n t 
va r iab le are r e p r e s e n t e d by a va r iab le c o d e d as 1 if t he b a n k r e c e i v e d a 
low ra t ing in t h e e s t i m a t i o n p e r i o d a n d 0 if it d i d n o t The c o m p u t e r p r o g r a m 
f i ts p robab i l i t i e s over t h e e s t i m a t i o n p e r i o d as c l o s e l y as p o s s i b l e t o t h e s e 
o b s e r v e d va lues w h i l e p rese rv i ng t h e f u n c t i o n a l f o r m ind ica ted . 

3 To p r o d u c e fo recas t p robab i l i t i e s for o n e or m o r e banks , t h e va lues of the 
f ive key ra t ios for a b a s e y e a r t w o o r t h r e e y e a r s pr ior t o t h e fo recas t per iod 
w o u l d b e e n t e r e d in to t h e func t ion . The r e s e a r c h e v i d e n c e on the 
s i gn i f i cance of t h e f u n c t i o n a l r e l a t i onsh ip b e t w e e n t h e f ive key ratings, ^ 
a n d o n t h e a c c u r a c y of f o r e c a s t s d e v e l o p e d f r o m t h e s e histor ical 
re la t ionsh ips , is d e s c r i b e d in de ta i l in t h e w o r k c i t e d in no te 1 
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by a s o m e w h a t high i nc idence of l ow superv isory 
ratings in 1 9 7 6 - 1 9 7 8 . Further, m a n y of the 76 
low-rated banks of that p e r i o d a l ready w e r e in a 
p r o b l e m status by 1976. 

W h i l e t he results p r o d u c e d thus far are en-
couraging, t hey leave substant ia l r o o m for im-
p r o v e m e n t f r om the s tandpo in t of e f f i c ien t ear ly 
warn ing analysis. For examp le , in t he forecast jus t 
descr ibed, it w o u l d take a cut -o f f p o i n t that 
i nc luded a b o u t half of t he 298 sample banks t o 
ensure that all b u t 10 of the low- ra ted banks 
were cap tured . A t least 6 0 banks w o u l d have t o 
be r ev i ewed t o cap tu re 42 low- ra ted banks. 
Clearly, it w o u l d be des i rab le t o reduce t he 
segment of the rank ing l ike ly t o con ta in a high 
percentage of banks that are seriously vulnerable. 

Peer Group Alternatives 
O n e p rom is i ng way of address ing t he mode l ' s 

e f f ic iency is t o ref ine its peer group ing. The 
present rankings for banks hav ing $ 3 0 0 m i l l i on 
or mo re in to ta l assets are i n f l u e n c e d by bank 
size as we l l as bank soundness. Larger banks are 
somewha t m o r e l ikely to get l ower c o m p o s i t e 
scores purely because they are larger. The observed 
re lat ionship can be t raced t o t he t e n d e n c y of 
large banks t o have l ower e q u i t y capi ta l ratios 
and higher ratios of c o m m e r c i a l loans, expenses 
and loan losses than regional and local banks. 

Does t he rat io p ro f i le of large banks mean t hey 
tend to b e riskier and, there fo re , m o r e l ikely t o 
develop serious supervisory p rob lems than smaller 
inst i tut ions? This is possible, b u t o the r in ferences 
can b e d rawn. For examp le , large banks may 
tend t o be m o r e d ivers i f ied a n d be t te r managed 
than smal ler inst i tu t ions, and may no t be as risky 
as f inancia l ratios a lone m igh t suggest. 

In any case, t h e present t r e a t m e n t of very large 
banks has cer ta in pract ical pluses a n d minuses. 
The t e n d e n c y t o w a r d an adverse score reduces 
the chances of miss ing a very large weak bank. At 
the same t ime, very large banks m igh t look 
art i f ic ial ly weake r and regional banks re la t ive ly 
stronger than t hey o t h e r w i s e w o u l d if scores 
were ca lcu la ted f r om a less d iverse g roup t han 
the present large-bank group ing. If users of t he 
rankings k n o w this, ear ly w a r n i n g signals a b o u t 
large banks may be d iscounted. Just as i m p o r t a n t 
the surve i l lance p rogram may fail to d e t e c t 
emerging weakness at large regional organizations. 

There are no s imp le or c lear-cut app roaches t o 
d e v e l o p i n g mo re re f ined peer groupings. M a r k e t 

observers and f inancia l analysts have long em-
p l o y e d size group ings to separate banks in to 
classes hav ing c o m m o n risk and ope ra t i ng char-
acterist ics. Howeve r , by themselves, size group-
ings do not indicate that institut ions share c o m m o n 
ope ra t i ng characterist ics. 

W e began a revis ion of t he large-bank g roup by 
select ing, as a poss ib le " c o m m o n risk" g roup 
a m o n g the present $ 3 0 0 mi l l i on a n d over class, 
all m e m b e r banks ope ra t i ng in the U.S. marke t 
that have at least one fore ign of f ice. The classi-
f ica t ion is based on an assumpt ion tha t banks 
that ope ra te bo th domes t i ca l l y and ab road must 
deal w i t h the broadest t y p e of marke t risk and 
perhaps the most critical fo rm of market discipl ine. 
O n this po int , t hey c o u l d be cons ide red signifi-
cant ly mo re h o m o g e n e o u s w i t h regard to risk 
than t he present large-bank grouping. This n e w 
g roup ing d iv ides t he present large-bank peer 
g roup of app rox ima te l y 350 m e m b e r banks 
hav ing $ 3 0 0 mi l l i on or mo re in tota l assets in 
1979 into t w o segments of roughly equal numbers 
of ins t i tu t ions—banks that ope ra te at least o n e 
fore ign of f ice, and banks w h o s e of f ices are all in 
t he U n i t e d States. 

The next s tep was to d e t e r m i n e h o w this 
c lassi f icat ion p e r f o r m e d in iso lat ing po ten t ia l 
p r o b l e m banks. W e o b t a i n e d t he names of 
m e m b e r banks of $ 3 0 0 mi l l i on or mo re in assets 
that had weak or marginal superv isory ratings in 
1981. Five of these banks had weak ratings and 
e ight banks were on t he border l ine . 

Interest ingly, 12 of t he 13 weak or marginal 
banks a n d four of t h e f ive weak banks had at least 
o n e fore ign of f ice. Thus, t he g roup of banks that 
o p e r a t e d bo th domes t i ca l l y and abroad in 1979 
c o n t a i n e d pract ical ly all those acco rded l ow 
superv isory ratings in 1981. This grouping, there-
fo re , c o u l d b e e x p e c t e d t o p r o d u c e a h i g h e r 
concen t ra t i on of l ow- ra ted banks in t he weakes t 
segments o f a 1 9 7 9 rank ing (based on 1979 rat io 
data) than tha t p r o d u c e d by a b roader ranking. 
That t u r n e d o u t t o b e t he case. The average 
p robab i l i t y of f u tu re weakness c o m p u t e d for t h e 
1 2 banks that had bo th domes t i c a n d fore ign 
of f ices a n d had actua l ly rece ived l o w ratings in 
1981 was 65.5 percent , c o m p a r e d to 28.6 per-
cent w h e n these 12 were c o m p a r e d t o t he to ta l 
g roup of 352 m e m b e r banks. 

W h i l e this first pass at f i nd ing a mo re e f fec t ive 
peer g roup ing p r o v i d e d p rom is i ng results, an 
analysis of t h e re la t ionsh ip of bank scores t o 
asset size c o n t i n u e d to show a smal l bu t signifi-
cant negat ive re la t ionsh ip b e t w e e n c o m p o s i t e 
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Exhibit 4. Comparison of Average Probabilit ies 
of Low-Rated Banks on Early Warning 
Screen Selected Peer Groups 

I. 1979 Ratio Data, 1981 Supervisory Ratings 

Peer Group 

Average Probability 
In Percent 

1. Low rated banks: 

2. All banks in the screen/ 

1. Low-rated banks: 
2. All banks in the screen: 

J l > 
$300 
million 

or more 
in total 

assets + 

2 8 . 6 % 

3.4 

(2 ) 
At least one 

foreign office* 

65.5% 

7.7 

Merged Rankings* 

(3) 
10% or more in 

foreign deposits* 

67.1% 

7.7 

II. 1981 Ratio Data, 1981 Supervisory Ratings 

41.8% 
7.5 

39.0% 
7.5 

(4) 
Top 40 banks 
in asset size* 

70.1% 

7.7 

46.3% 
7.5 

(5) 
$10 billion 
or more in 

total assets" 

73.4% 

7.7 

48.2% 
7.5 

+ A t o t a l of 3 5 2 m e m b e r b a n k s 
• A p p r o x i m a t e l y 1 6 0 banks , al l at least S 3 0 0 mi l l ion or larger in to ta l assets . 

•* S u b g r o u p s of b a n k s n o t e d a b o v e M e r g e d rank ing p r o d u c e d f r o m s c o r e s c a l c u l a t e d sepa ra te l y 

f rom e a c h s u b g r o u p a n d f rom t h e r espec t i ve g r o u p of r e m a i n i n g banks . 
*** T h e p robab i l i t y of a low ra t ing if all b a n k s are equa l l y l ikely to rece i ve a low 

supe rv i so r y rat ing. 

No te : The p robab i l i t i e s in t h e t ab le h a v e b e e n o b t a i n e d by m e a n s of a c u m u l a t i v e in te rva l ca l cu la t i on . Th i s p r o c e d u r e is s im i la r but not i den t i ca l t o 
t h e p r o c e d u r e u s e d in d e v e l o p i n g p robab i l i t y e s t i m a t e s in t h e ear ly w a r n i n g f u n c t i o n d e s c r i b e d in t h e tex t . 

scores and bank size. To e l im ina te this source of 
bias, the 160 banks w i t h at least o n e fo re ign 
o f f i ce w e r e d i v i d e d in to a fu r ther subg roup of 
banks d e e m e d to be mo re h o m o g e n e o u s in 
operat ing characteristics than the 160-bank group 
as a who le . W e e x p e r i m e n t e d w i t h several sub-
groups f r om a m o n g the mu l t i na t i ona l organi-
zat ions: (1) banks w i t h at least 10 pe rcen t of 
the i r depos i t s f r o m abroad, (2) t he largest 4 0 
banks in t he group, and (3) all banks hav ing $ 1 0 
b i l l i on or m o r e in to ta l assets. 

The results are summar ized in Exhibit 4, Section 
I. The average f requenc ies of t he low- ra ted 
banks are no t i ceab ly h igher in each of t he th ree 
rankings d e v e l o p e d f r om subg roup scores than 
t he average f requenc ies o b t a i n e d f r o m e i ther 
t he 352 bank g roup rank ing ( c o l u m n (1)) or t he 
1 6 0 - b a n k g roup rank ing ( c o l u m n (2)). The in-
creased p robab i l i t y for l ow- ra ted banks m o v i n g 
f r o m c o l u m n (1) t o (2) may be i n t e r p r e t e d as a 

measure of the concentrat ing effect of the "foreign 
o f f i ce " classi f icat ion. The average p robab i l i t y of 
l ow- ra ted banks rose t o 70.1 pe rcen t ( c o l u m n 
(4)) for the ranking in wh ich the t op 40 banks were 
a subg roup a n d t o 73.4 pe rcen t ( c o l u m n (5)) for 
t he rank ing in w h i c h banks w i t h $10 b i l l i on or 
m o r e in to ta l assets w e r e a subgroup . Further, the 
negat ive re la t ionsh ip b e t w e e n bank scores and 
to ta l assets was bare ly s igni f icant for t he 40-bank 
subgroup, a n d nons ign i f i can t for t he $10 bi l l ion 
and over subgroup . 

Sect ion 2 of Exhibi t 4 ind ica tes tha t t he 12 
banks that had low ratings in 1981 were ident i f ied 
reasonably we l l by t he rev ised rankings. 

The e f fec t of t he s u b g r o u p scor ing p rocedure 
is s h o w n in m o r e deta i l in Exhibi t 5, w h i c h 
ind icates t he var ious bank rankings' ab i l i t y to 
dist inguish weak banks f rom those on the border-
l ine. As n o t e d earl ier, w h e n t he 160 banks w i t h at 
least o n e fore ign o f f i ce w e r e t h e samp le group, 
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Exhibit 5. Effect of Peer Grouping on Early Warning 
Probabilities of Selected Member Banks* 

I. Low-Rated Banks 
(a) Four banks, 
1981 CAMEL 
rating of 4 
or 5 

(b) Eight banks, 
1981 CAMEL 
rating of 3 

II. Selected 

Multinational 

Banks 

(a) Selected 
strong banks 

(b) Selected weak 
banks 

(c) Selected large 
regionals 

Average Probabilities Based on 1979 Ratio Data, 1981 Supervisory Ratings* 

Peer Group 

(1) 

352 Member 
Banks: Assets 
$300 Million 
Or Greater 

38.8% 

23.5 

10.8% 

37.8 

17.7 

(2) 

At least 
One Foreign 

Office 

67.9% 

65.6 

17.4% 

80.4 

27.7 

(3) 

Top 40 
Banks** 

77.? 

66 .2 

1 2.4% 

73.9 

14.6 

(4) 

$10 billion Or More 
In Total Assets** 

771 

71.3 

9.2% 

6 6 . 6 

38.1 

Probab i l i t i es a re a p p r o x i m a t e d t h r o u g h a c u m u l a t i v e in te rva l ca lcu la t ion . The resu l t s m a y not c o r r e s p o n d exac t l y w i t h 
p robab i l i t i e s o b t a i n e d t rom t h e ear ly w a r n i n g f u n c t i o n d e s c r i b e d in t h e text . 
S c o r e s a n d p robab i l i t i e s o b t a i n e d f r o m a m e r g e d rank ing. 

t h e resul t was a c o n s i d e r a b l e inc rease in t h e 
probab i l i t y acco rded t h e weakes t banks—to nearly 
6 8 p e r c e n t (see c o l u m n s (1) a n d (2)) . T h e use o f 
the subg roup scor ing p rocedu re raised that p rob-
ab i l i t y t o a b o u t 78 p e r c e n t ( c o l u m n (4)) . M o r e -
over, t h e p robab i l i t i es a c c o r d e d b o r d e r l i n e banks 
b e h a v e d c o n s i s t e n t l y a n d i nc reased in para l le l 
w i t h t h o s e o f t h e w e a k e s t banks, b u t w e r e l o w e r 
t han t h o s e o f t h e w e a k e s t banks. 

T h e s e c o n d p o r t i o n o f Exh ib i t 5 i nd i ca tes t h e 
e f f ec t o f t h e va r ious p e e r g r o u p i n g s a n d sub-
g r o u p rank ings o n a s e l e c t e d n u m b e r o f large 
m u l t i n a t i o n a l banks g r o u p e d i n t o t h r e e cate-
gories: s t rong, w e a k o r b o r d e r l i n e a n d large 

regionals. N a r r o w i n g t h e p e e r g r o u p t o banks 
w i t h at least o n e fo re ign o f f i ce ra ised all t h e 
banks ' p r o b a b i l i t i e s of f u t u r e weakness , as m i g h t 
b e e x p e c t e d . 

N o n e t h e l e s s , t h e p r o b a b i l i t y leve ls fo r s t rong 
banks r e m a i n e d far b e l o w p r o b a b i l i t y levels t ha t 
past e x p e r i e n c e has i n d i c a t e d is a d a n g e r zone . 
In cont ras t , t h e p r o b a b i l i t i e s of t h e w e a k e r inst i-
t u t i ons , w h i c h w e r e h igh t o beg in w i t h , rose 
sharp ly t o ve r y h igh levels. O t h e r i n t e r e s t i n g 
results arose f r o m t h e re f ined peer g r o u p rankings 
and a f fec ted the early warn ing signals of a n u m b e r 
of larger banks in t h e samp le . T h e p r o b a b i l i t i e s o f 
w e a k n e s s of t h e s t ronges t i ns t i t u t i ons d e c l i n e d . 
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This increased strength emerged because several 
key f inanc ia l ratios ( the e q u i t y capi tal rat io and 
the gross chargeof f ratio) s h o w e d s igni f icant ly 
less var iab i l i ty in t he re lat ive ly smal l peer groups 
of t he largest banks t han in t h e mo re d iverse 
groupings. Consequen t l y , excep t i ona l s t rength 
or weakness in key f inanc ia l ratios t e n d e d to be 
a m p l i f i e d by t he subg roup bank scores. A t t he 
same t ime, t h e p robab i l i t i es for s o m e of t he 
weake r banks d e c l i n e d in t h e $10 bi l l ion and 
o v e r s u b g r o u p rank ings imp l y because t hey w e r e 
be ing measured against o thers w h o s e o p e r a t i n g 
character ist ics w e r e m o r e l ike the i r own . Still, 
these banks' p robab i l i t i es of f u tu re weakness 
rema ined high. 

The behav io r of t he respect ive probab i l i t ies 
acco rded several large regional o rgan iza t ions 
points ou t some interest ing aspects of t he decis ion 
process that mus t be i nvo l ved in peer g roup 
analysis. W h e n g r o u p e d w i t h t he t o p 4 0 banks, 
w h i c h inc ludes pract ica l ly all t he nat ion 's ma jo r 
mu l t i na t i ona l banks, t he se lec ted regionals look 
relat ively strong. W h e n t h e scores w e r e o b t a i n e d 
f r om a $10 b i l l i on a n d over subgroup, these 
regional banks w e r e p laced in t he "a l l o t he r " 
bank group. The f inancia l ratios of these regional 
banks then looked substantial ly weaker in relat ion 
to a g roup cons is t ing of large regional, regional 
and c o m m u n i t y banks t han t hey d id w i t h t he t o p 
4 0 banks. W h e n the nar rowest subg roup was 
used, t he average p robab i l i t y of weakness for t he 
regional banks rose sharply t o 38.1 percent , a 
fair ly h igh level. The se lec t ion of t h e app rop r i a te 
peer g roup clear ly is i m p o r t a n t in this i l lus t ra t ion 
and hinges o n a careful assessment of a bank 's 
ab i l i ty t o hand le var ious k inds of risks. 

Conclusions 
In general, these results suggest that some 

fo rm of peer g roup ing a long t h e l ines d e v e l o p e d 
in this repor t m igh t be cons ide red for use w i t h i n 
early w a r n i n g programs. This app roach requires 
s o m e c o n f i d e n c e t ha t bank scores shou ld 
be ca lcu la ted in such a w a y tha t bank size 
itself shou ld no t a f fec t c o m p o s i t e scores. In 
any case, t he subg roup scor ing app roach 
pe rm i t s this i n f l uence to be c o n t r o l l e d and 
p rov ides a m o r e ob jec t i ve means of de f in ing 
reasonably h o m o g e n o u s peer classes than per-
haps has been avai lable thus far. 

Superv isory j u d g m e n t s w i l l c o n t i n u e t o be 
impo r tan t , s ince a bank 's m a n a g e m e n t phi l -
o s o p h y can' t be c a p t u r e d easily by f inancia l 
ratios. A change in m a n a g e m e n t p h i l o s o p h y or 
ob jec t i ves may b e c o m e appa ren t t o supervisors 
be fo re it a f fects f inanc ia l ratios. U n d e r such 
c i rcumstances, t he bank 's peer g roup classi-
f i ca t ion m igh t app rop r i a te l y b e r e v i e w e d a n d the 
ef fects of a shi f t in t h e bank 's class assessed. 
Used in th is manner , peer g roup classes may 
h o l d t he po ten t i a l for e n h a n c i n g superv isory 
insight i n to f u tu re p r o b l e m si tuat ions. 

— Leon Korobow and 
David P. Stuhr 
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Economies of Scale in Banking: An Overview 
Operating Costs in Commercial Banking 
Economies of Scale: A Case Study of the 

Florida Savings and Loan Industry 
Bank Size and Risk: A Note on the Evidence 
Changes in Large Banks' Market Share 
The Impact of Local Market Entry by 

Large Bank Holding Companies 
An Alternative View of 

Bank Competition: 
Profit or Share Maximization? 

Future Payments System Technology: 
Can Small Banks Compete? 

1 9 8 3 

FEBRUARY 
SPECIAL ISSUE: 
T h e Southeast in 1 9 8 3 

The Southeast in 1983: An Overview 
Florida: Poised for a Surge 
Georgia: Rebuilding in 1983 
Tennessee: Awaiting Recovery 

in the Industrial Heartland 
Louisiana: Thermostat Setting Lower 
Mississippi: Construction and 

Consumer Spending Are Keys to Recovery 
North Carolina: Diversification Slowed 

by Recession 

South Carolina: In Transition, But to What? 
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The Financial Conglomerates 
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of Interstate Banking? 
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Estimates of Personal 

Payments, 1979-1994 
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Volume, 1979-1994 

NOVEMBER 
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Concepts of Financial Monitoring 
Commercial Bank Failure 

Prediction Models 
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Tracking Banks From Afar: 

A Risk Monitoring System 
.Sensitivity, Art and the Shifting Ground of 

Bank Monitoring 
Capital and Capital Standards 
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Full Disclosure: The SEC s Requirements Relating 
to Bank Holding Companies 
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Tracking Banks from Afar: 
A Risk Monitoring S y s t e m ^ H M K 

A n " e a r l y w a r n i n g " sys tem based o n r e m o t e 
analysis operates o n t h e p r inc ip le tha t m a n a g e 
m e n t can b e j u d g e d b y its f i nanc ia l record . 
W i t h f e w e x c e p t i o n s , t h e resul ts of t h e Ca tes 
Risk M o n i t o r i n g Sys tem (RMS) have p r o v e d 

¡ c o n s i s t e n t w i t h th is p r i nc ip le . 
T h e o b j e c t i v e of t h e R M S is t o i d e n t i f y 

p o o r l y - m a n a g e d or e x c e p t i o n a l l y aggress ive 
banks f r o m a g i ven p o p u l a t i o n . T o t h a t e n d , t h e 
R M S e n h a n c e s t h e p r o d u c t i v i t y of c r e d i t ana-
lysts a n d b a n k exam ine rs . It a c c o m p l i s h e s th is 
w i t h a series o f ra t io tests t h a t p l ace a b a n k in 
o n e o f f i ve r isk ca tegor ies . H igher - r i sk banks 
(4's a n d 5's) w a r r a n t c loser sc ru t iny . This c o u l d 
m e a n m o r e f requent , m o r e de ta i led analyses or 
m o r e d i r e c t c o n t a c t w i t h b a n k m a n a g e m e n t . 
For e x a m p l e , c o n s i d e r an ana lys t w i t h 3 0 banks 
t o oversee . T h e s e banks are passed t h r o u g h 
t h e R M S a n d fal l i n t o t h e f o l l o w i n g ra t ing 
ca tegor ies : 

RMS Rating 

Low High 
Risk Risk 

1 2 3 4 5 

No. of Banks 3 8 9 6 4 

O n t h e basis o f t h e s e results, t h e ana lys t m i g h t 
e x a m i n e t h e 2 0 lower - r i sk banks (1's, 2 's a n d 
3's) j u s t o n c e e v e r y t w o years. O n l y 10 banks 
( t h e 4 's a n d 5's) w o u l d rece i ve m o r e f r e q u e n t 
analysis (see C h a r t 1). 

S imi lar ly , t h e ana lys t w o u l d a l l oca te less t i m e 
t o t h e f i nanc ia l analysis of l o w e r risk banks (see 
C h a r t 2) . T h e e n d resu l t w o u l d b e a r e d u c t i o n in 
to ta l analyst overs igh t t ime , w i t h mos t m o n i t o r i n g 
o f l ow- r i sk a n d m o d e r a t e - r i s k banks a c c o m p -
l i shed t h r o u g h r e m o t e analysis. 

Table 1 

Number Percent 
of of 

Banks Total 

Downgraded at least 
three levels: 

From 1 to 4 or 5 2 0.5% 

From 2 to 5 5 1.2% 

For th is sys tem t o w o r k , it m u s t f lag t r o u b l e as 
it beg ins t o d e v e l o p . If a large p e r c e n t a g e of 
banks p l u n g e f r o m a ' 2 ' t o a '5 ' (o r sh i f t f r o m a 
' 5 ' t o a '2 ' ) in t h e space of a year, t h e sys tem is 
n o t sens i t i ve e n o u g h t o d e v e l o p i n g p r o b l e m s 
or gradual imp rovemen ts . However , w e con tend 
tha t , apar t f r o m f raud , a s ing le e v e n t rarely 
c r i pp les a b a n k fatal ly. Ins tead, t h e c u l p r i t is 
c o n s i s t e n t m i s m a n a g e m e n t or r isky strategies. 

S t e e p ra t ing changes rare ly o c c u r w i t h t h e 
Cates RMS. For e x a m p l e , o f t h e 4 0 0 largest 
banks in t h e c o u n t r y , less t h a n 2 p e r c e n t 
r e c e i v e d d r a m a t i c a l l y l o w e r RMS rat ings in 
1 9 8 2 , c o m p a r e d t o 1 9 8 1 (see T a b l e 1). 

Methodology 
Eva lua t ing a b a n k is a c o m p l e x process. The 

ana lys t m u s t have a c o m m a n d of m a n y rat io 
measures a n d k n o w l e d g e of i n d u s t r y no rms 
a n d t rends . In d e v e l o p i n g t h e Ca tes bank 
f i nanc ia l analys is course , w e i n t r o d u c e d t h e 
c o n c e p t of " r a t i o t ra i ls " t o a p p r o x i m a t e this 
t h o u g h t process. Then, w i t h t h e RMS, w e fur ther 
sys temat ized bank f inancial analysis by c r e a t i n g ^ 
series of r a t i o -based tests t h a t assess a bank 's 
p e r f o r m a n c e in f i ve c r i t i ca l areas: 
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C h a r t 1 . F r e q u e n c y of Every Six M o n t h s 5 -Rated 
Banks 

E x a m i n a t i o n Every Year 4 - R a t e d Banks 

Every T w o Years 1 , 2 . a n d 3 Rated Banks 

1 i i 

Number of Banks 0 5 1 0 1 5 2 0 

Char t 2 . E x t e n t of F inanc ia l 
Ana l ys i s 

Fu l l A n n u a l , 
Fu l l Q u a r t e r l y A n a l y s i s 5 - R a t e d Banks 

Fu l l A n n u a l , 
Fu l l M i d y e a r Ana l ys i s 

4 and '3 -Rated Banks 

F u l l A n n u a l , 
C u r s o r y M i d y e a r Ana l ys i s 1 and 2 - R a t e d Banks 

1 

Number of Banks 0 5 1 0 1 5 

1 - R a t e d B a n k s 
C h a r t 3 . D i s t r i b u t i o n of 

R a t i n g s - 1 9 8 2 2 - R a t e d Banks 

• 3 - R a t e d B a n k s 

4 - R a t e d B a n k s 

5 - R a t e d B a n k s 

Number of Banks 

1 - R a t e d B a n k s 
C h a r t 3 . D i s t r i b u t i o n of 

R a t i n g s - 1 9 8 2 2 - R a t e d Banks 

• 3 - R a t e d B a n k s 

4 - R a t e d B a n k s 

5 - R a t e d B a n k s 

Number of Banks 

1 - R a t e d B a n k s 
C h a r t 3 . D i s t r i b u t i o n of 

R a t i n g s - 1 9 8 2 2 - R a t e d Banks 

• 3 - R a t e d B a n k s 

4 - R a t e d B a n k s 

5 - R a t e d B a n k s 

Number of Banks 

1 - R a t e d B a n k s 
C h a r t 3 . D i s t r i b u t i o n of 

R a t i n g s - 1 9 8 2 2 - R a t e d Banks 

• 3 - R a t e d B a n k s 

4 - R a t e d B a n k s 

5 - R a t e d B a n k s 

Number of Banks 

1 - R a t e d B a n k s 
C h a r t 3 . D i s t r i b u t i o n of 

R a t i n g s - 1 9 8 2 2 - R a t e d Banks 

• 3 - R a t e d B a n k s 

4 - R a t e d B a n k s 

5 - R a t e d B a n k s 

Number of Banks 

1 - R a t e d B a n k s 
C h a r t 3 . D i s t r i b u t i o n of 

R a t i n g s - 1 9 8 2 2 - R a t e d Banks 

• 3 - R a t e d B a n k s 

4 - R a t e d B a n k s 

5 - R a t e d B a n k s 

Number of Banks 0 1 0 0 2 0 0 3 0 0 

• Prof i tabi l i ty 
• L iqu id i ty 
• Asset qual i ty 
• Capi ta l izat ion 
• H o l d i n g c o m p a n y (where appl icable). 

There are 31 of these tests, 23 of w h i c h app ly 
to the bank and eight that app ly to the bank's 
ho ld ing c o m p a n y (if one exists and is large 
enough to f i le t he Federal Reserve's Y-9 report). 
Some of these tests compare the bank's ratio 
against that of its peer g roup (all s imi lar ly s ized 
banks in the nat ion and in t he region). The 
return on assets is eva luated this way. Other 
tests use abso lu te standards. For example, a 
bank's recovery rate on loans charged of f must 
average at least 20 p e r c e n t Still o ther tests 
examine trends, as d o t w o tests w e app ly to the 
net interest margin. 

O the r qual i f iers in t he system take in to 
account unusual circumstances that might affect 
a test result. For example , some banks are 

part icular ly act ive in businesses that generate 
fee income. Recogniz ing that the operat ing 
pro f i t margins on service businesses are usually 
lower than for f inancial in te rmed ia t ion , the 
system adjusts the "overhead to adjusted oper-
at ing i ncome rat io" test to a l low for higher 
overhead expenses at these banks. 

Outcome 

Dete rm in ing a Cates RMS rat ing requires a 
sheet of p r e - c o m p u t e d ratios on t he bank and 
its peers and an RMS worksheet . A clerk com-
pletes the workshee t by respond ing to each 
test w i t h a 'pass' or ' fai l ' mark. A rat ing is t hen 
assigned accord ing to the n u m b e r of 'fails'. 

The d is t r ibu t ion of last year's ratings (data 
year 1982) on t he 600 banks w i th at least $300 
mi l l ion in assets, is shown in Chart 3. 

N o t e that app rox ima te l y two- th i rds of the 
banks were rated '2' , '3 ' or '4 ' , w i t h 40% of the 
group resting in t he '3 ' category. However , at 
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Table 2 

Banks 

Penn Square Bank - OK 

Metropolitan B&T - FL 

Cedar Bluff Bank - AL 

RMS 
Rating 

5 

5 

5 

Factors Causing Lower Ranking^ 
Asset 

Earnings Liquidity Quality Capital 
Hold 

Comp 

X 

X 

t h e e x t r e m e s t h e r e w e r e t w i c e as m a n y h igh-
r isk banks as low-r isk . Th is p h e n o m e n o n was 
e v i d e n t in 1 9 8 1 as we l l . In o u r j u d g m e n t , th is 
m i r ro rs t h e e x t e n t t o w h i c h t h e m u l t i p l e pres-
sures o f d e r e g u l a t i o n , vo la t i l e i n te res t rates, 
a n d i nc reased c o m p e t i t i o n have t a k e n t h e i r 
t o l l o n t h e indus t ry . Th is s h o w i n g a lso re f lec ts a 

"A single event rarely cripples a bank 
fatally. Instead, the culprit is consistent 

mismanagement or risky strategies." 

bui l t - in conservat ism t o a c c o m m o d a t e t h e longer 
t e r m perspect ive of bank analysts and regulators. 

In a d d i t i o n t o t h e s u m m a r y rat ing, t h e Cates 
RMS also indicates w h a t pe r f o rmance categories 
c o n t r i b u t e d t o a g i ven bank ' s l o w e r rat ing. To 
i l lus t ra te , T a b l e 2 s h o w s ou r rat ings o n t h r e e 
banks t h a t f a i l ed in 1 9 8 2 . T h e rat ings are b a s e d 
o n d a t a yea r 1 9 8 1 . This i n f o r m a t i o n d i rec t s 
ana lys ts t o p r o b l e m areas. 

Strengths 
T h e p r i n c i p a l s t r eng th of th is sys tem is t ha t it 

has p r o v e d h igh ly e f f e c t i v e in a le r t i ng c l i en ts t o 
banks w i t h e m e r g i n g p r o b l e m s . C o n s i d e r , fo r 
e x a m p l e , t h e 34 banks t ha t fa i led in 1 9 8 2 . 
Se t t i ng as ide t h e f ou r t ha t fa i l ed d u e t o f r audu -
lent activit ies ( l ike check-k i t ing and e m b e z z l e 
m e n t ) , p lus o n e o t h e r y o u n g b a n k w i t h i n c o m -
p l e t e f i nanc ia l data, t h e sys tem gave t hese 
banks ve r y p o o r rat ings fo r 1 9 8 1 . The i r 1 9 8 0 
rat ings w e r e a lso genera l l y l o w (see T a b l e 3). 

A s e c o n d s t reng th of t h e sys tem is tha t , w h i l e 
t h e " c i r c u i t r y " is c o m p l e x , t h e " k e y b o a r d " is 

easy t o use. As n o t e d ear l ier , t h e sco r i ng can be 
d o n e on a wo rkshee t that d e m a n d s on ly s imple 
pass or fai l responses. O n c e t h e B a n c o m p a r e II 
da ta base is m o u n t e d on - l i ne , w e w i l l p rog ram 
t h e Cates R M S so its rat ings can b e m a c h i n e -
gene ra ted . I n p u t f r o m o u r ana lys ts is l i m i t e d to 
inspect ing signif icant rat ing changes, (part icular ly 
if a b a n k en te rs t h e '4 ' o r ' 5 ' ca tegory ) , and 
ratings on large banks (see Limitations sect ion). 

A t h i r d s t r eng th is t ha t t h e sys tem relies 
so le ly o n p u b l i c l y ava i l ab le f i nanc ia l da ta f r o m 
b a n k cal l r epo r t s a n d h o l d i n g c o m p a n y Y-9 
repor ts . N e i t h e r m a n u a l l y a c c u m u l a t e d annua l 
r e p o r t da ta no r t e l e p h o n e calls t o a bank 's 
f i nanc ia l o f f i c e r are r equ i r ed . 

Ano the r feature that d ist inguishes this system 
f r o m o t h e r ra t ing sys tems is t ha t it takes exp l i c i t 
accoun t of ho ld i ng c o m p a n y per formance. This 
perspect ive is part icular ly impo r tan t in evaluat ing 
a b a n k ' s c a p i t a l i z a t i o n . For e x a m p l e , Penn 
Square 's e q u i t y t o assets ra t io c o m p a r e d satis-
f ac to r i l y w i t h t ha t o f its peers. H o w e v e r , on 
i n s p e c t i o n o f t h e h o l d i n g c o m p a n y ' s d o u b l e 
leverage rat io, it b e c a m e e v i d e n t t h a t a large 
percentage of t h e bank's capi tal was suppor ted 
b y p a r e n t b o r r o w i n g s . Such a c o n d i t i o n places 
c o n s i d e r a b l e p ressure o n a b a n k b e c a u s e it 
m u s t u p s t r e a m ex t ra d i v i d e n d s t o serv ice this 
d e b t 

Finally, as m e n t i o n e d ear l ier , t h e Cates RMS 
p r o v i d e s n o t o n l y a ra t ing b u t an i n d i c a t i o n of 
w h e r e t h e b a n k m a y b e u n u s u a l l y w e a k . 

Limitations 
T h e as - ye t - unso l ved p r o b l e m of th is system 

is t h a t it is t o u g h e r o n large banks (ove r $5 
b i l l i on in t o ta l assets) t h a n o n sma l le r ones. It 
has u n d e r r a t e d s o m e of t h e s e larger banks 
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Table 3 

Percent of 1982 Failed 
Banks That Were Rated 

3 4 5 

Data Year 1981 - 3% 97% 
1980 17% 17% 66% 

because it g ives t o o l i t t le w e i g h t t o t h e advan-
tages of s ize a n d m a r k e t access ib i l i ty . For 
e x a m p l e , it is n o t unusua l fo r large banks t o fai l 
t h e tes t t h a t requ i res a reasonab le balance 
b e t w e e n asset g r o w t h and co re depos i t g rowth . 
(Co re d e p o s i t s re fer t o savings, smal l d e n o m i -
na t ion t i m e a n d d e m a n d depos i ts . ) 

T h e sys tem has a lso o v e r r a t e d o n e large 
b a n k — S e a t t l e First N a t i o n a l . C o n v e n t i o n a l 
analysis a p p l i e d t o t h e bank ' s f i nanc ia l reco rds 
fa i led t o s p o t t r o u b l e b r e w i n g in t h e loan 
por t fo l i o . 

W e are in t h e p rocess of d e v i s i n g qua l i f i e rs t o 
address b o t h of t h e s e s i tua t ions . In t h e case of 
t h e f u n d i n g rat io, w e m i g h t f ocus m o r e o n t h e 
bank's overal l d e p e n d e n c e o n purchased funds. 
W i t h regard t o a Seat t le First s i tua t ion , w e ' r e 
c o n s i d e r i n g a tes t t ha t w o u l d m o n i t o r t h e 
g r o w t h of c o m m e r c i a l loans re la t i ve t o t o t a l 
loans. A t Seat t le First, C & l loan g r o w t h was V h 
t imes t ha t of t o t a l loans in 1 9 8 1 . 

Usage 
W e s ta ted ear l ie r t h a t t h e R M S e n a b l e s 

c red i t analysts a n d e x a m i n e r s t o b e m o r e 
p roduc t i ve and effect ive. It is especial ly va luable 
t o t hose w i t h a l o n g l ist o f banks t o r e v i e w each 
year. O t h e r bene f i c i a r i es are c o r p o r a t e cash 
managers w h o inves t in b a n k C D s a n d cor re -
s p o n d e n t ca l l i ng o f f i ce rs w h o w a n t t o d i r e c t 
the i r e f fo r t s t o w a r d t h e s t ronger i n s t i t u t i o n s in 
a marke t . 

In each case, t h e sys tem is m e a n t t o be an 
i m p o r t a n t s t e p in t h e e v a l u a t i o n of a bank : it is 

no t a s u b s t i t u t e fo r t h e process. A f t e r all, a 
s i m p l e ra t ing c a n n o t c a p t u r e t h e essence of a 
m u l t i d i m e n s i o n a l business. 

S o m e cr i t ics say a s i m p l e ra t ing is va l i d if 
s u p p o r t e d by qua l i t a t i ve i npu t , such as d iscus-
sions w i t h b a n k m a n a g e m e n t . W e o b j e c t t o 
that approach for t w o reasons. First it is d i f f icu l t t o 
cos t - jus t i f y th is ac t i v i t y fo r eve ry b a n k rated. 
P resumab ly , a user w o u l d e x p e n d th is m u c h 
t i m e o n l y o n h igher- r isk banks t o w h i c h t h e r e 
was s ign i f i can t exposu re . 

M o r e i m p o r t a n t , an ana lys t i n i t i a t i ng such a 
discussion w i t h managemen t can end u p listen-
ing t o a banker ' s w i s h f u l t h i nk i ng , if t h e ta lk is 
no t d i s c i p l i n e d by o b j e c t i v e , ra t io -based ques-
t ions. C o n s i d e r a b a n k w h o s e asset q u a l i t y has 
d e t e r i o r a t e d d u r i n g t h e past year. T h e analyst 
s h o u l d b e as i n t e r e s t e d in t h e w a y t h e b a n k e r 

"It is not unusual for large banks to fail 
the test that requires a reasonable 

balance between asset growth and core 
deposit growth." 

r e s p o n d s t o th is o b s e r v a t i o n as in t h e c o n t e n t 
of t h e answer . Is t h e b a n k e r awa re of t h e 
aber ra t ion? If so, is he consc ious of t h e var iance 
f r om his peer banks? Does he have a substant ive 
response tha t re f lects p r io r r e c o g n i t i o n a n d 
s o m e w e l l - r e a s o n e d p lan o f act ion? 

In shor t , r e m o t e analysis can i d e n t i f y key 
s t reng ths a n d de f i c ienc ies , a n d it can raise 
q u e s t i o n s fo r f u r t h e r inves t iga t ion . For m o s t 
h e a l t h y banks, a r e v i e w of t h e a n n u a l r e p o r t or 
a call t o t h e ch ie f f i nanc ia l o f f i ce r can usual ly 
a n s w e r t h e s e q u e s t i o n s w i t h n o f u r t h e r analysis 
r equ i r ed . M o r e f r e q u e n t c o n t a c t w i t h t h e b a n k 
or regular v i s i ta t i on is n e i t h e r necessary nor 
j us t i f i ab le in an " e a r l y w a r n i n g " sys tem. 

— Irene O . Booker* 

'Cates Consulting Analysts, Inc New York, New York 
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APPENDIX A 
RATIOS USED IN THE 

CATES RISK MINITORING SYSTEM 

Earnings 
Return on Assets 
Net Operatng Income Growth 
Net Interest Margin 
Overhead to Adjusted Operating Income 
Non-Interest Income to Adjusted Operating Income 
Loss Provision to Adjusted Operating Income 
Tax-Exempt Income to Pretax Net Operating Income 

Liquidity 
Large Liability Dependence 
Core Deposit Growth 
Asset Growth 
Investment Securities Due Over 5 Years as a 

Percent of Earning Assets 

Asset Quality 
Net Charge Offs to Loans 
Recoveries to Gross Charge Offs 
Loan Yield 
Loan Growth 
Other Real Estate Owned to Loans + OREO 
Loss Allowance to Loans 

Capital 
Equity to Assets 
Capital Formation Rate 

Parent 
Cash Flow Match 
Double Leverage 
Double Leverage Payback 
Consolidated Return on Assets 
Consolidated Equity to Assets 
Equity Investment in Nonbank Subs as Percent of 

Parent Assets 
Combined Banks to Consolidated: Net 

Operating Income 
Combined Banks Dividend Payout 

Note: Some ratios are used in more than one test. For 
example, the Cates RMS evaluates both the level and 
trend of Return on Assets. Other ratios are examined in 
tandem. The banks ability to generate equity internally 
is measured by comparing the Capital Formation rate 
with Asset Growth Finally, some ratios are used as 
qualifiers. A weak Cash Flow Match result, for instance, 
is accepted if the bank affiliates have paid out less than 
25% of their earnings to the parent. 
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Sensitivity, Art, and 
the Shifting Ground of Bank Monitoring 
T h e r e are t h r e e m a i n p o i n t s t o be m a d e a b o u t 
using f inanc ia l ratios in m o n i t o r i n g c o m m e r c i a l 
banks. First, t he re isn't, or shou ldn ' t be, a great 
deal of d i f ference be tween the approaches of the 
e q u i t y analyst a n d t he cred i t analyst. Both shou ld 
b e focusing, a l t hough by no means exclus ively , 
on bank prof i tabi l i ty—and, in particular, on return 
o n assets. Second, g iven acce lera t ing change in 
t h e b a n k i n g indust ry , t he n e e d for f lex ib le a n d 
soph is t i ca ted f inancia l analysis has never b e e n 
greater. Finally, despi te ever-increasing disclosure, 
there w i l l a lways be a lack of t h e conc re te data 
sought by analysts, w h o are insat iable; there-
fore, face- to- face m a n a g e m e n t con tac t remains 
an i m p o r t a n t s u p p l e m e n t t o co ld f inanc ia l infor-
m a t i o n t o p rov ide a qua l i ta t i ve feel for bank ing 
compan ies unde r scrut iny. 

The Analyst's Tools 
A m o n g the m a n y statistics and ratios ava i lab le 

for a bank or b a n k i n g company , t he e q u i t y 
analyst has a special bias t o w a r d those re la t ing t o 
p ro f i tab i l i t y rather than those that are m o r e 
defens ive, measur ing asset qua l i t y or balance-
sheet strength. The latter ratios are m o r e im-
med ia te l y t he p rov ince of t he c red i t analyst, for 
w h o m abil ity to pay is the overr id ing consideration. 
Still, t he e q u i t y analyst also mus t b e sat isf ied w i t h 
t he staying p o w e r of t he banks he fo l lows; if a 
s u d d e n surge in loan losses u n d e r m i n e s t h e 
strength, or even the existence, of p rev ious ly 
g lowing profits, any associated investment recom-
m e n d a t i o n w i l l qu i ck l y be inva l idated. 

Conversely, the credit analyst can hardly under-
es t imate the i m p o r t a n c e of basic p ro f i tab i l i t y t o a 
bank's c o n t i n u i n g heal th. The danger of fa i lure 
can arise abrup t l y , even at a bank w h o s e loss 
reserves and capital base seem reasonably sound. 
Problems may result f rom fraud or pol icy shifts 
u n p e r c e i v e d f r o m the outs ide , at least at first, 
such as a de l i be ra te m i s m a t c h i n g of assets a n d 

suppor t ing liabilities against an inaccurate forecast 
of rate m o v e m e n t s . If it begins to seem that 
prof i ts w i l l s l ide or d isappear , and that t he t r end 
wi l l b e d i f f i c u l t t o reverse, c o n f i d e n c e can evapo-
rate rapidly a m o n g the bank's lenders and deposi-
tors, p rec ip i t a t i ng a l i qu id i t y crisis. Desp i te reas-
surance p r o v i d e d by relat ively a b u n d a n t capi tal 
and reserves, t h e bank unab le t o raise funds at 
a f fo rdab le rates w i l l soon be m o r i b u n d . 

Thus p ro f i tab i l i t y is of crucial i m p o r t a n c e to 
e q u i t y and c red i t analysts alike. The ques t i on of 
w h i c h p ro f i tab i l i t y rat io is pa ramoun t , however , 
wi l l depend on the analyst's particular orientation. 
W h e n concen t ra t i ng on a bank 's survival rather 
than its g rowth , ou r focus tends t o shi f t away 
f rom return on equ i ty (ROE), the more immed ia te 
measure of prof i tabi l i ty for the stockholder, toward 
re turn on assets (ROA) . If a re la t ive ly m e d i o c r e 
or w e a k asset re turn has been t rans fo rmed 
i n t o a h i g h r e t u r n o n e q u i t y by a b n o r m a l 
leveraging, the re is l i t t le r o o m for error. A dec l ine 
of re lat ively f e w basis po in ts wi l l have a much 
greater p ropo r t i ona l impac t , of course, o n the 
ROA that is l ow t o beg in w i th ; that i m p a c t w i l l in 
t u rn b e t r ansm i t t ed t o , ROE, br inging it rudely 
back t o earth. The poss ib le fragi l i ty of re turn on 
e q u i t y is i m p o r t a n t f r o m any po in t of v iew; but 
the credit analyst, especially, cannot give a highly-
leveraged bank the benef i t of the d o u b t Because 
pro f i tab i l i t y or ig inates w i t h re turn on assets, it is 
t he key p ro f i tab i l i t y i ndex in m o n i t o r i n g the 
soundness of c o m m e r c i a l banks. (Its usefulness 
can be enhanced, by modi f icat ion or adjustment) 

O n c e t he s igni f icance of p ro f i tab i l i t y is recog-
n ized, a lmos t any of t he o ther ratios general ly 
i n v o k e d in c red i t ana lys is—inc lud ing t h e purely 
de fens ive ones—can be seen as re levant to 
preservation or enhancement of prof i tabi l i ty levels. 
For examp le , t he size of t h e loss reserve in 
relat ion to total loans outs tanding is of immedia te 
i m p o r t a n c e as an ind i ca t i on of t h e reserve's 
capac i ty t o absorb charge-offs; b u t it u l t imate ly 
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affects t h e c o n t i n u i n g size of loss prov is ions 
requ i red t o rep len ish tha t reserve, w h i c h in t u r n 
affects re turn o n assets. In general, t h e usual 
measures of asset qua l i t y a n d asset p r o t e c t i o n 
can be l i nked t o ROA in t h e same manner . 

Capi ta l ratios, on t he o the r hand, can b e t i ed 
more d i rec t l y t o re turn on equ i ty ; a s t rong capi ta l 
base p rov ides f lex ib i l i t y t o increase leverage 
w i t h o u t d i s c o m f i t i n g t h e conservat ive investor , 
t he reby increasing t h e equ i t y return. Or, if ROA 
is e roded , s t rong capi ta l ratios pe rm i t a bank t o 
to lerate such eros ion by leveraging m o r e heavi ly 
(w i th in l imits) t o o f fse t it, p reserv ing re turn on 
equ i ty and dol lars of prof i t . 

The Art of Bank-Watching 
The chang ing na ture of bank ing makes any 

analyst's j o b b o t h m o r e d i f f i cu l t and m o r e chal-
lenging. Financial ratios f o rmer l y re l ied u p o n as 
basic can lose the i r re levance, requ i r i ng deve lop -
men t of n e w ones t o rep lace t hem. Even w i t h i n 
an es tab l i shed bank ing f r amework , t he analyst 
needs t o re f ine his t e c h n i q u e s con t inua l l y as 
exper ience accumula tes . Finally, any rat io or 
m e a s u r e m e n t needs t o be h a n d l e d w i t h care; 
that is, its appl icat ion should vary accord ing t o t he 
quest ion t o wh ich it is appl ied. In short, mon i to r ing 
commerc ia l banks, l ike prac t ic ing m e d i c i n e , is in 
many ways an art rather than a sc ience, a l l ow ing 
cons iderab le la t i tude for t h e exercise of indi-
v idual j u d g m e n t . Such m o n i t o r i n g shou ld n o t 
invo lve cu t -and -d r i ed p rocedures , b u t rather 
f lex ib le m e t h o d s sub jec t t o con t i nua l re-eval-
ua t ion—or , as John Fos te r 'Du l les w o u l d have 
said, agon iz ing reappraisal. 

To i l lustrate chang ing vogues for analy t ica l 
tools, cons ider t h e m e a s u r e m e n t of rate-sensi-
t iv i ty imbalances, o r " g a p s " . O n l y w i t h i n t he past 
f ive years, as in terest - rate vo la t i l i ty increased t o 
prev ious ly u n d r e a m e d - o f levels, have sensi t iv i ty 
gaps b e c o m e w i d e l y pub l i shed a n d discussed. 
Thei r or ig inal t i m e ho r i zon t e n d e d t o be o n e 
yean a bank 's earn ing assets sub jec t t o rep r i c ing 
w i t h i n t he year, because of ma tu r i t y or con-
tractual a r rangement , w e r e measured against t h e 
a m o u n t of c o m p a r a b l y sensi t ive l iabi l i t ies. If t h e 
gap b e t w e e n those t w o n u m b e r s was " p o s i t i v e " 
(an excess of rate-sensi t ive assets), then r is ing 
rates w o u l d he lp a bank 's i n c o m e (and fa l l ing 
rates w o u l d hur t it); if negat ive, t hen fa l l ing rates 
w o u l d be favorable. 

It soon became ev iden t that a one-year hor izon 
was t o o long, as rates c h a n g e d d i r e c t i o n at 

much more f requent intervals. Six-month horizons 
g rew more c o m m o n ; t hen separate b r e a k d o w n s 
of t he gaps for 30 days, 90 days, six mon ths , and 
o n e year w e r e ca lcu la ted by banks and snapped 
up eagerly by analysts. Even t he need for these 
mo re soph is t ica ted and de ta i l ed measurements 
has been dec l i n ing in urgency; however , banks, 
observ ing or expe r i enc ing t he damage in f l i c ted 
in t h e past by w rong -way sensi t iv i ty gaps, have 
str iven w i t h cons ide rab le success t o avo id any 
signi f icant imbalance. M o r e and more, bank ne t 
interest margins are af fected pr imari ly by di f fer ing 
response t imes a m o n g shor t - te rm rates tha t in 
t heo ry are equa l l y responsive, or sens i t ive—for 
examp le , w h e n pr ime- ra te changes lag b e h i n d 
shifts in t h e cost of Fed funds. 

Thus, w i t h i n t h e span of a fewyea rs , sensit iv i ty-
gap measuremen ts m o v e d f r om obscur i t y t o t h e 
fo re f ron t of analyt ical a t t en t i on—jus t in t i m e t o 
beg in be ing t rea ted w i t h reservat ions. 

A n e x a m p l e of t he d i f fe r ing imp l i ca t ions of a 
given measurement is prov ided by the "overhead 
ratio," or ne t non- in te res t expense d i v i d e d by 
net interest income. Ordinarily, that ratio measures 

"Monitor ing commercial banks, like 
practicing medicine, is in many ways an 

art rather than a science." 

ef f i c iency and expense cont ro l : t h e l ower t he 
rat io in compa r i son w i t h those of " p e e r g roup " 
banks of c o m p a r a b l e size, t he mo re e f f i c ien t t h e 
bank. In m a k i n g such a j u d g e m e n t , however , t he 
analyst mus t b e careful n o t t o overs impl i fy . 
Obviously, the size of the overhead ratio depends 
o n b o t h of its c o m p o n e n t s ; an unusual ly h igh ne t 
in terest margin, p r o d u c i n g cons iderab le net in-
terest i ncome , can he lp o f fse t excessive net 
expense, b r ing ing t he rat io d o w n t o a level in l ine 
w i t h or even l ower than peer -g roup averages. 
That appa ren t f law in t he ove rhead ratio's rele-
vance for measur ing e f f i c iency is mi t iga ted, how-
ever, by t h e fact that h igh net in terest margins 
t e n d t o be f o u n d a m o n g banks w i t h ex tens ive 
b ranch ing a n d A T M systems t o gather re lat ive ly 
low-cost c o n s u m e r deposi ts . (Such depos i ts are 
rap id ly los ing m u c h of the i r cost advantage, w i t h 
t h e a d v e n t of de regu la t i on and t he l i f t ing of rate 
cei l ings; b u t t hey p robab l y w i l l remain at least 
m o d e r a t e l y less expens ive t han funds pu rchased 
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in t he m o n e y markets.) O n t he o ther hand, t hose 
same banks have h igher cost structures, d u e t o 
t he re la t ive ly large staffs and marke t i ng and 
process ing expenses requ i red t o sol ic i t and ad-
min is ter c o n s u m e r balances. A bank 's re lat ive 
degree of " r e ta i l " ( consumer ) o r ien ta t ion , there-
fore, t ends to i n f l uence t he o v e r h e a d ratio's 
numerator and denomina to r in the same direction, 
he lp ing to j us t i f y its use in c o m p a r i n g e f f i c iency 
a m o n g banks of d i f fe r ing depos i t and b ranch ing 
structures. 

A n o t h e r qua l i f i ca t ion shou ld be cons idered . 
Even for any o n e bank, net in terest margins can 
vary f r o m year t o year acco rd ing t o t he level of 
in terest rates and spreads, or changes in its o w n 
asset- l iabi l i ty s t ructure. Thus, f luc tua t ions in mar-
gin or in loan d e m a n d a f fec t ing net in terest 
i n c o m e can cause var ia t ion in t h e ove rhead rat io 
i n d e p e n d e n t of t he bank 's ach ievemen ts in 

"What looks great today may have 
more sobering implications for the 

future...and the analyst who properly 
showers praise on a bank's 

management for its cost controLmay 
need to be skeptical about its latitude 

for improving profitability." 

con t ro l l i ng expenses or genera t ing fee i ncome . 
Still, such f luc tua t ions have t e n d e d t o even o u t 
over a p e r i o d of years, a l l ow ing t he rat io t o serve 
as a reasonable i nd i ca t i on of progrpss in r educ ing 
t he i m p a c t of ne t non- in te res t cost. 

Perhaps w e can c o n t i n u e t o assert that a l o w 
ove rhead rat io genera l ly ref lects we l l o n its 
possessor. Therefore, it should be v iewed favor-
ably—right? N o t necessari ly, w h e n w e look at 
profitabil i ty and the prospect for its imp rovemen t 

A m u c h mo re h o p e f u l case can be m a d e for 
t he bank w i t h a depressed re turn on assets if its 
ove rhead rat io has b e e n fa l l ing—steadi ly b u t still 
has s o m e d is tance t o go t o w a r d t he far reaches of 
e f f ic iency. C o n v e n t i o n a l w i s d o m also insists that 
expense con t ro l a n d fee genera t ion are t he wave 
of t he fu ture , by w h i c h banks can c o m b a t in-
ev i tab le pressure on margins a n d ma in ta in pro-
f i tabi l i ty . I w o u l d no t quar re l w i t h t he bas ic th rus t 
of that s ta tement ; so, if a bank has a l ready 
squeezed t he m a x i m u m bene f i t f r om l im i ta t i on 
of net non- in te res t expense (and f r om carefu l 
superv is ion of asset qual i ty) w i t h o u t ach iev ing 
s t rong pro f i tab i l i ty , w h a t is left for it? O n l y t h e 

uncerta in and elusive possibi l i ty of mo re sophisti-
ca ted asset- l iabi l i ty m a n a g e m e n t , t o reverse a 
l ike ly fu tu re dec l i ne in net in terest margin. 

In br ief , w h a t looks great t o d a y may have mo re 
sober ing imp l i ca t i ons fo r t h e fu ture ; and t h e 
analyst w h o p rope r l y showers praise on a bank 's 
m a n a g e m e n t for its record of cost con t ro l may 
also n e e d t o be skept ica l a b o u t its la t i tude for 
i m p r o v i n g pro f i tab i l i ty . 

The need for re f in ing analyt ical t e c h n i q u e s is 
e v i d e n t f r o m a n o t h e r e x a m p l e . In assessingasset 
qua l i t y a n d ba lance-sheet st rength, b o t h equ i t y 
and c red i t analysts seem t o concen t ra te on t w o 
ratios: t he loan-loss reserve measu red against 
total loans outstanding, and nonper fo rming assets 
re la ted t o tha t same total . If t he reserve is a high 
percentage of loans, that is good; if nonper fo rming 
assets are also a h igh percentage, that 's bad. Yet 
aren ' t b o t h ratios, t o s o m e ex tent , i n t e rmed ia te 
steps on t he w a y t o a m o r e d i rec t l y mean ing fu l 
compar ison? 

That c o m p a r i s o n invo lves t h e rat io of the 
reserve t o t h e to ta l n o n p e r f o r m i n g loans, or— 
s im i la r l y—the c o m b i n e d reserve ( inc lud ing what 
has b e e n set as ide against fo rec losed proper t ies) 
versus all n o n p e r f o r m i n g assets ( i nc l ud ing such 
proper t ies) . The mos t l ike ly a n d obv ious source 
of fu tu re loss is those assets a l ready classif ied as 
n o n p e r f o r m i n g , a n d t h e r e b y s ing led o u t as ques-
t i onab le in s o m e respect; if so, shou ldn ' t a 
significant por t ion of the loss reserve be earmarked 
speci f ica l ly t o cover po ten t ia l losses f r o m that 
source? As always, m o r e sub t le cons iderat ions 
are invo lved . Those i nc lude t he poss ib i l i ty that 
many n o n p e r f o r m i n g loans have arisen f r o m real 
estate lending, are theoret ical ly wel l collateralized, 
a n d u l t ima te l y shou ld b e salvaged or recovered, 
prec luding much of the need for reserving against 
t hem. Still, it seems that loss reserve compared 
against n o n p e r f o r m i n g loans, w h i c h can be 
des igna ted as t he " cove rage ra t io" or a ratio of 
asset p ro tec t i on , is m o r e i m m e d i a t e l y he lp fu l 
t han e i ther reserve t o loans or nonperformings to 
loans, regarded in isolat ion. In fact, t he coverage 
rat io is mere l y a c o m b i n a t i o n of t h e latter two. 

W h y d o so m a n y analysts and o the r observers 
persist in focus ing separate ly on ratios tha t are in 
themse lves less in fo rmat ive , or even poten t ia l l y 
misleading, w h e n mo re di rect compar isons could 
be m u c h m o r e useful? I t h i nk t he answer is that 
s o m e less ind iv idua l l y s igni f icant indicators, em-
phas ized for a long t ime , have acqu i r ed promi-
nence mere l y t h r o u g h inert ia. Analysts shou ld 
con t i nua l l y re -examine w h a t t h e y stress, and 
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what is mos t re levant to t h e bank -mon i t o r i ng 
process. 

A mo re basic ind ica to r sub jec t t o mis inter-
pretat ion is the conven t i ona l net interest margin: 
tax-equ iva lent net interest i n c o m e d i v i d e d by 
total average earn ing assets. To i l lustrate this 
point , af ter last D e c e m b e r ' s i n t r oduc t i on of t he 
money-market accoun t banks achieved consider-
able success in attract ing funds. A t ten t ion was 
focused o n t he po ten t i a l fo r marg in eros ion 
resul t ing f r om in terna l t ransfer o u t of lower-cost , 
f ixed-rate accoun ts such as passbook savings; 
and eros ion f r o m tha t source d i d occur, a l though 
the transfer was much less than generally expected. 
But there was also appa ren t e ros ion of a d i f fe ren t 
kind, w h i c h is cent ra l t o m y a r g u m e n t 

Receiv ing large a m o u n t s of n e w m o n e y in a 
t ime of slack loan demand, some banks laid much 
of it o f f in shor t - te rm inves tmen ts at nar row or 
m in ima l spreads (o f t en at t empo ra r i l y negat ive 
spreads w h e n p r e m i u m rates were initially offered). 
That caused earn ing assets t o ba l l oon and ne t 
interest margins t o con t rac t—in m a n y cases, 
qu i te percep t ib l y . O t h e r banks used t he n e w 
money primari ly t o pay off short-term borrowings, 
often gaining roughly the same interest di f ferential 
and bene f i t t o i ncome. These banks su f fe red no 
apparen t marg in de te r i o ra t i on f r o m th is source, 
because the i r increased net interest i ncome was 
measured against unchanged earning assets. Thus, 
in theory, t w o banks c o u l d start w i t h t he same 
net interest marg in a n d asset- l iabi l i ty mix and 
receive t h e same a m o u n t of n e w funds in t h e 
m o n e y - m a r k e t accoun t ye t t he o n e using those 
funds to pay of f pu rchased l iabi l i t ies w o u l d 
imp rove its conven t i ona l marg in wh i l e t he o n e 
invest ing t h e funds at na r row sp reads—othe r 
things being equa l—wou ld exper ience inevitable 
margin erosion. 

The m o n e y - m a r k e t accoun t is mere l y o n e 
p r o m i n e n t e x a m p l e of a m o r e general o b j e c t i o n 
t o the conven t i ona l net in terest margin: its f luc-
tuat ions can be m is lead ing w h e n t hey are caused 
pr imar i ly by s igni f icant change in t he p r o p o r t i o n 
of earn ing assets d e v o t e d t o low-spread l i qu id 
investments. To answer that object ion, the analyst 
can use an " a d j u s t e d " or basic margin, w h i c h is 
s imply net interest i n c o m e d i v i d e d by core 
earning assets, or loans and investment securities 
only. Its ou t s tand ing mer i t is t he e l im ina t i on of 
margin f luctuat ion due to the factor just ment ioned, 
since shor t - te rm inves tmen ts are no t i n c l u d e d 
a m o n g core earn ing assets. O f course it is a 
"hybrid"rat io, since net interest income still includes 

t he a m o u n t ea rned on shor t - te rm inves tmen ts 
exc luded f rom the asset base, but f luctuations in 
t h a t a m o u n t , w h i c h is smal l in re lat ion to to ta l net 
interest income, exer t relat ively l i t t le in f luence 
on t he margin. 

As an examp le , Table 1 shows actual net 
interest i ncome, earn ing assets, and margins for 
Florida Nat iona l Banks' four quarters e n d i n g last 
June 30. The convent ional margin on total earnings 
assets and the "ad jus ted" margin show remarkably 
d i f fe ren t quarter-to-quarter progressions, because 
of sharp variat ion in the relative a m o u n t o f ' "o ther " 
earn ing assets. To demons t ra te tha t t he appa ren t 
inconsistency be tween numerator and denomi-
nator does not seriously impair the adjusted fig-
ure's appropriateness,! have refined it to remove 
that inconsistency. Assuming somewhat arbitrarily 
that " o t h e r " earn ing assets are carr ied at an 
average spread of 1 /2 per cent, I ca lcu la ted the 

"The adjusted margin is much more 
representative of trends in basic or 

underlying income from interest 
differentials, and thus of trends 

in basic profitability." 

net interest i n c o m e on such assets for each of the 
four quarters, sub t rac ted that f r om to ta l net 
interest income, and d iv ided the remain ingamount 
by average loans and securit ies. The resulting 
" a d j u s t e d margin, re f ined" is shown in the last 
l ine of Table 1. It is s imi lar in size to the s imp le 
ad jus ted marg in above it; mo re impor tan t ly , its 
quar te r - to -quar te r progression fo l lows the very 
same pat tern. 

The a d j u s t e d marg in , w h e t h e r s i m p l e or 
ref ined, is m u c h mo re representat ive of t rends 
in basic or u n d e r l y i n g i n c o m e f r o m in te res t 
d i f ferent ia ls , a n d thus of t rends in basic prof i t -
abi l i ty . Fo l lowing that same approach, the ana-
lyst can look at overal l re turn on core earn ing 
assets—loans and inves tmen t secur i t ies—rather 
than t h e conven t iona l re turn on to ta l assets. The 
former measure once again compensates for differ-
ences in t he re lat ive i m p o r t a n c e of low-spread 
shor t - te rm earn ing assets a m o n g bank ing com-
panies, or d i f fe rences at t he same c o m pany f r om 
one t i m e pe r i od t o the next. Af ter- tax i n c o m e is 
measured against core earn ing assets only, again 
r e m o v i n g t he m is lead ing and vo la t i le e f fec t of 
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Table 1 . Conventional Net Interest Margin vs 
Adjusted Net Interest Margin 
Florida National Banks 

Net Interest Income 

Avg. Investment Securities 
Avg. Loans 

Avg. Core Earning Assets 

Avg. Other Earning Assets 
Avg. Total Earning Assets 

Net Interest Margin 
(on total earning assets) 

Adjusted Net Interest Margin* 
(on core earning assets) 

III Q '82 

$ 35.70mm 

709 mm 
1387 

$2096 

316 
$2412 

5.87% 

6.76% 

IV Q '82 

$ 37.49mm 

689 mm 
1475 

$2164 

407 
$2571 

5.79% 

6.87% 

I Q '83 

$ 38.19mm 

722 mm 
1703 

$2425 

464 

$2889 

5.36% 

6.39% 

II Q '83 

$ 39.07mm 

741 mm 
1811 mm 

$2552 

151 

$2703 

5.80% 

6.14% 

*Adjusted Margin, Refined 6.68% 6.78% 6.29% 6.11% 

large s h o r t - t e r m l i q u i d assets o n a p p a r e n t p ro f i t -
ab i l i t y . 

T a b l e 2 s h o w s f i ve N o r t h Ca ro l i na b a n k i n g 
compan ies ranked by bo th measures; thei r rankings, 
a n d re la t i ve p r o f i t a b i l i t y c h a n g e c o n s i d e r a b l y 
w h e n w e use t h e ad jus ted re turn o n assets. Tab le 2 
p r o v i d e s t w o se ts o f c a p i t a l r a t i os f o r t h e N o r t h 
Caro l i na c o m p a n i e s . T h e f irst is t h e c o n v e n t i o n a l 
equ i t y - to -asse ts rat io, t h e s e c o n d is e q u i t y t o 
co re e a r n i n g assets. Tha t s e c o n d ra t io seems 
m o r e mean ing fu l , s ince e q u i t y capi ta l is measured 
specif ical ly against a base t ha t except for U.b gov-
e r n m e n t securit ies, concent ra tes o n the main risk 
assets: loans a n d m u n i c i p a l secur i t ies . O f course , 
t h e f r e q u e n t l y u s e d e q u i t y - t o - l o a n ra t io a c c o m -
plishes m u c h t h e same purpose; t h e po i n t is that 
t h e s t a n d a r d equ i t y - to -asse ts b e n c h m a r k , l i ke 
t h e s t a n d a r d ROA, can b e m is lead ing . N o t e t h e 
r e a r r a n g e m e n t o f N o r t h C a r o l i n a rank ings w h e n 
t h e a d j u s t e d cap i ta l ra t io is used. 

O t h e r f i nanc ia l i nd i ca to rs have b e e n largely 
o u t m o d e d b y b a n k i n g change , ye t hang o n — 
seeming ly w i t h lives of the i r own . O n e is t h e rat io 
of loans t o deposi ts, o n c e universal ly popu la r as a 
m e a s u r e o f l i q u i d i t y a n d st i l l c i t e d o f t en . M e a -
su r i ng l i q u i d i t y is b o t h d i f f i c u l t a n d i m p o r t a n t . 
Its d i f f i c u l t y is i n d i c a t e d b y a c o n t i n u i n g lack o f 
consensus o n h o w bes t t o a c c o m p l i s h it; its 

i m p o r t a n c e is e v i d e n t , as sugges ted earl ier, 
f r om bank ing history. M a n y failures have t e n d e d 
t o s t e m no t so m u c h f r o m i n s u f f i c i e n t cap i ta l as 
f r o m an i nab i l i t y t o a t t rac t a n d re ta in funds , the 
l i f e b l o o d of da i l y ope ra t i ons . 

T h e l o a n - d e p o s i t ra t io o r i g ina l l y was app ro -
pr ia te, b e c a u s e o f f u n d s o t h e r t h a n capi ta l , and 
i n v e s t m e n t sécur i tés w e r e b o t h t h e p r imary 
asset a l t e rna t i ve t o loans a n d t h e ma in 
sou rce o f l i qu id i t y . The re fo re , t h e l o w e r the 
ra t io of loans t o depos i t s , t h e g rea te r the 
re la t i ve a m o u n t o f secur i t ies s u p p o r t e d by 
t hose depos i t s , a n d t h e grea ter t h e bank 's 
l i qu id i t y . 

Then, however , larger banks began t o rely more 
heavi ly o n f u n d sources no t classif ied as deposits, 
such as Fed funds , repos, a n d ( in t h e case of 
h o l d i n g c o m p a n i e s ) c o m m e r c i a l paper . Those 
a d d i t i o n a l f u n d s d i m i n i s h e d t h e re l evance of 
t h e l o a n - d e p o s i t rat io, n o t o n l y b e c a u s e the 
ra t io d i d no t t a k e t h e m i n t o a c c o u n t as par t of 
the tota l invested, bu t also because t hey increas-
ingly e m b o d i e d l iqu id i ty avai lable o n t h e liability 
s ide, as o p p o s e d t o banks ' ear l ier p r imary 
re l iance o n l i q u i d assets. A t t h e s a m e t i m e , the 
bank ing indust ry was pursu ing o the r investment 
a l t e rna t i ves t o secur i t ies , espec ia l l y t o p rov i de 
asset l i qu i d i t y . S h o r t - t e r m Eurodo l la r depos i ts 
w i t h o t h e r banks, a n d Fed f u n d s so ld, w e r e 
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Table 2 . Return on Assets and Equity/Assets, 
Conventional and A d j u s t e d -
North Carolina Banking Companies 

1982 Return on Assets 

Branch Corp. 1.21% 
Wachovia Corp. 1.20 
First Union Corp. .99 
NCNB Corp. .91 
Northwestern Financial Corp. .91 

1982 Return on Core 
Earning Assets* 

Wachovia Corp. 1.86% 
First Union Corp. 1.54 
Branch Corp. 1.38 
NCNB Corp. 1.33 
Northwestern Financial Corp. 1.22 

1982 Equity/Assets 

Branch Corp. 7.78% 
Wachovia Corp. 6.35 
Northwestern Financial Corp. 5.86 
NCNB Corp. 5.69 
First Union Corp. 5.15 

1982 Equity/Core 
Earning Assets* 

Wachovia Corp. 9.85% 
Branch Corp. 8.90 
NCNB Corp. 8.30 
First Union Corp. 7.98 
Northwestern Financial Corp. 7.88 

* Loans and Securities Only. 

Source: Keete , B r u y e t t e a n d Woods , I n e 

conven ien t and accessib le t e m p o r a r y reposi-
tories for money . I n v e s t m e n t securi t ies, mean-
whi le, c a m e m u c h closer to deserv ing t h e 
" i n v e s t m e n t " des ignat ion , be ing he ld p r imar i l y 
for that reason. As in terest rates t u r n e d mo re 
volati le, it b e c a m e less and less feasib le t o use 
longer- term secur i t ies for s tor ing up l iqu id i ty . 
Even certa in loans, m a d e for shor t per iods at 
l ow spreads, rep resen ted a l i qu id i t y source. 

Ironical ly, s o m e of these t rends have been 
reversed t e m p o r a r i l y by t he adven t of t he 
money-market accoun t W i t h deposits f looding 
into t he accoun t d u r i n g a pe r i od of slack loan 
demand, banks have been paying off outstanding 
shor t - term bor rowings , a n d invest ing no t on ly 
in l i q u i d assets l i ke Eu rodo l l a r p l a c e m e n t s b u t 
also in shor t - te rm securit ies. To t he ex ten t that 
banks pay o f f the i r n o n d e p o s i t bo r row ings and 
stay inves ted shor t in mos t earn ing assets 
outs ide the loan por t fo l io , t he loan-depos i t 
ratio wi l l reassume m o r e s igni f icance in mea-
sur ing l iqu id i ty . 

That p h e n o m e n o n p resumab ly is tempora ry , 
however , un t i l loan d e m a n d increases e n o u g h 
to absorb excess funds generated by the money-
marke t account . For t he longer run, h o w can 
l iqu id i ty be measu red m o r e appropr iate ly? 
O u r answer has been t o use the percentage of 
basic earning assets suppor ted by net purchased 
funds. Basic or "core" earning assets are def ined 
as be fo re as loans and i nves tmen t securi t ies, 
wh i l e ' ' ne t purchased funds" are t he to ta l 

"Other financial indicators have been 
largely outmoded by banking change, 
yet hang on—seemingly with lives of 

their own." 

a m o u n t of n o n c o n s u m e r in teres t -bear ing lia-
bilities (except long-term debt) , after subtracting 
the non-core, l iquid short-term earning assets 
usual ly f u n d e d by such l iabil i t ies. The lower the 
remain ing, or net, a m o u n t of purchased funds 
requ i red t o suppo r t core earn ing assets, t he 
greater the lat i tude for buying more such funds, 
and t h e greater t he l iqu id i ty . 

This par t icu lar ratio, w i t h t he assumpt ions 
inhe ren t in it, serves we l l to i l lustrate the 
sh i f t ing g round u p o n w h i c h bank m o n i t o r i n g 
mus t be based. Impor tan t l y , it assumes that 
net (or investable) d e m a n d deposi ts , and all 
in terest -bear ing consumer deposi ts , fall i n to 
t he " c o r e " category of re lat ively stable a n d 
p e r m a n e n t funds. That is less t rue t oday than 
ever before. It is hardly necessary to enumerate 
all t he forces be ing genera ted by deregu la t ion 
and o the rw i se t o change retai l depos i tors ' 
o r i e n t a t i o n f r o m c o n v e n i e n c e t o w a r d rate-
sensit iv i ty. These t rends have imp l i ca t ions no t 
on ly for t he cost of bank funds, b u t also for the i r 
stabi l i ty. 

Thus, t he value of this newer l i qu id i t y ratio is 
mo re and mo re ques t ionab le . Ideal ly, it shou ld 
be rep laced by an index encompass ing t he 
relat ive matur i t ies of assets and l iabi l i t ies; bu t 
c o m p i l i n g and in te rp re t i ng such a measure is 
d i f f i cu l t even for a bank's o w n staff, w i t h access 
internally to the required information. For those 
on t h e outs ide, t ry ing t o get that k ind of hand le 
on l i qu id i t y is impossib le . 
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The Personal Touch 
Even w h e n an ana lys t is w o r k i n g w i t h rat ios 

whose in terpretat ion is less c o m p l e x or uncertain, 
var iat ion a m o n g banks makes compar i son diff i-
c u l t Take t h e coverage ratio m e n t i o n e d earlier, 
loss reserve versus n o n p e r f o r m i n g assets; t h e 
grea ter t h e coverage , t h e s t ronger t h e bank ' s 
p o s i t i o n s h o u l d be. But, e v e n here, such a 
s t a t e m e n t m u s t b e h e d g e d . D i f f e r e n t banks 
a p p l y d i f f e r i n g deg rees of s t r i ngency in assign-
i ng n o n p e r f o r m i n g status; o f t e n a s u b j e c t i v e or 
q u a l i t a t i v e j u d g e m e n t is i n v o l v e d . 

A v i v i d r ecen t e x a m p l e is t h e d i f f e r i n g t rea t -
m e n t of loans t o M e x i c o ' s p r i va te sector . S o m e 
banks t o o k t h e s i m p l e s t a n d m o s t c o n s e r v a t i v e 
a p p r o a c h , s t o p p i n g in te res t acc rua l o n al l s u c h 
loans b e c a u s e of t h e b o r r o w e r s ' d i f f i c u l t y in 
o b t a i n i n g f o re ign e x c h a n g e fo r d e b t serv ice. 
O t h e r banks p u t o n n o n a c c r u a l o n l y loans 
w h o s e b o r r o w e r s f a i l ed t o d e p o s i t i n te res t 
payments in pesos w i t h the M e x i c a n g o v e r n m e n t 
u n d e r its spec ia l p r o g r a m t o c o p e w i t h t h e 
fore ign-exchange shortage. Still o the r approaches 
also w e r e taken . In th is case t h e d i f f e r e n c e s in 
c lass i f i ca t ion w e r e man i fes t , as m o s t banks 
d i sc l osed b o t h t h e to ta l a m o u n t of p r i v a t e 
sec to r M e x i c a n loans a n d t h e a m o u n t p l a c e d 
o n a cash basis, a l o n g w i t h t h e ra t i ona le fo r 
se lec t i ng t h e lat ter . Here , at least, t h e ana lys t 
can segregate t h e M e x i c a n loans i n c l u d e d 
a m o n g n o n p e r f o r m i n g assets, a n d m a k e a 
j u d g e m e n t o n t h e ex ten t of M e x i c a n coverage by 
t h e reserve. 

In genera l , h o w e v e r , an ana lys t c a n n o t mea-
sure o r d e t e r m i n e t h e d e g r e e o f c o n s e r v a t i s m 

b r o u g h t t o b e a r o n c lass i fy ing loans e x c e p t in a 
subject ive manner . M o n i t o r i n g commerc ia l banks, 
again, is m o r e an art t h a n a sc ience. 

A n y f i nanc ia l ra t io is o n l y as g o o d as t h e care 
w i t h w h i c h it is used. Tha t is w h y w e stress so 
s t rong ly t h e i m p o r t a n c e of m a n a g e m e n t visits. 
G i v e n t h e i m p r e c i s i o n o f ra t io analysis and 
compar isons, in part because of d iverse m a n a g e 
m e n t po l ic ies , it is h e l p f u l fo r t h e ana lys t t o 
have as f i rm an idea as possible of each manage-
m e n t ' s p h i l o s o p h y a n d qua l i t y . T h a t k i n d of 
insight can be gained on ly b y repeated ly spending 
t i m e w i t h b a n k m a n a g e m e n t s a n d i n t e r v i e w i n g 
a range of t o p execu t i ves . Eva lua t ing manage-
m e n t q u a l i t y is an e lus i ve goal, i n v o l v i n g a 
m u c h greater e l e m e n t of sub ject iv i ty t han inter-
p r e t a t i n g rat ios. Neve r the less , in t r y i n g t o d o 
the best possible j o b of mon i t o r i ng commerc ia l 
banks, analysts n e e d all t h e h e l p t h e y can g e t 

O n e m i g h t c o n c l u d e t h a t b a n k m o n i t o r i n g , 
w i t h its imprec ise aspects, is a we l l -n igh impossi-
b l e task. T h e p o i n t of th is e x p o s i t i o n is n o t to 
present a b leak p ic tu re b u t rather t o emphas ize 
the pitfal ls of unques t i on ing rel iance o n f inancial 
ratios. It is easy t o b e c o m e so a b s o r b e d in these 
i nd i ca to r s t h a t seasons m a y t u r n a n d nat ions 
m a y fal l w i t h n o r e c o g n i t i o n by t h e ratio-
o b s e s s e d analyst . T h e ana lys t s h o u l d ins tead 
t r y t o m a i n t a i n a b a l a n c e b e t w e e n sc i ence and 
art, s t e p p i n g b a c k f r o m p u r e n u m b e r s t o see 
banks in a b r o a d e r pe r spec t i ve . 

— Richard Stillinger* 

"V/'ce President, Keele, Uruyette & Woods, Ini. 

A Summary of Discussion at the Early 
Warning and Financial Analysis Sessions 

Discussion of the early warning and financial analysis 
presentations followed six majorthemes: (1 ) the analytical 
and functional purposes of early warning models; (2) 
the performance of early warning models compared 
with other means of bank surveillance; (3) the contribution 
of uncontrollable outside factors to bank problems and 
ways of evaluating a banks vulnerability to them; (4) the 
importance of fraud and insider dealings in bank pro-
blems and ways of predicting these factors; (5) refined 
measures of financial soundness and (6) the separate-
ness of banks, their holding company affiliates and their 
holding companies. 

Those presenting early warning models dealt with the 
models primarily as tools that would identify banking 
organizations for further detailed analysis. Two other 
potential functions were considered in the discussion: 
(1) early warning models as diagnostic devices to 
indicate areas that deserve more study and (2) as 
substitutes for on-site examination. 

This latter possibility provoked debate between those 
who contended that the majority of banks' problems 
resulted from fraud, insider dealing and asset quality, 
all of which require detailed analysis, and those who 
argued that reported data provides sufficient information 
for rating a bank. Part of the discussion turned on the 
purposes of the models Models used to predict examiners' 

ratings are confined to the first-pass role. Those used to 
predict failure might go a step further to assign risk 
rankings on which deposit insurance rates might be 
based. 

This discussion made it clear that federal regulators 
are attempting to use remote financial surveillance-
whether by early warning models or ratio analysis—to 
avoid some of the costly activity of on-site examination. 
Remote surveillance appears to be a useful substitute 
for on-site examination but not a perfect substitute. In 
this regard, several participants noted that profitability 
measures, which play an important part in surveillance 
models change because of earlier changes in manage-
ment practices that impact asset quality or fraud. The 
surveillance screens thus give important weight to a 
lagging measure of problems that might better be found 
by more careful analysis of asset quality measures by 
on-site examination or by detailed analysis of a bank's 
financial condition. Most financial analysts and regulators 
indicated that on-site examinations are useful in assessing 
management. Disagreement on this issue arose when 
the question of management's ability to lead on-site 
analysts "down the primrose path" was discussed. 

Further discussion of the functions of early warning 
models in particular dealt with their analytic functions 
Robert Eisenbeis commented that three analytic functions 
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appeared in one form or another in the papers on early 
warning models: to model examiners' ratings, to predict 
failure and to find an independent risk measure. Partici-
pants tended to agree that most models had merely 
flirted with formal risk measurement. John Bovenzi's 
•presentation was more clearly aimed at a risk measure 
as his model deals with failure probabilities and has as 
one purpose establ ishing risk rankings for a risk-
related deposit insurance scheme Discussants pointed 
out that models that modeled examiners' ratings assumed 
that examiners' assessment of risk was correct; they 
indicated that that assumption had not seriously been 
tested. 

Discussion of the relative performance of early warn-
ing models and examiners' ratings was closely related 
to other questions of validation of financial analytic 
systems for banks. Robert Eisenbeis questioned the 
attempts by builders of early warning models to reduce 
the number of banks identified as weak by the models 
but rated strong by examiners, questioning which an-
alytic system was superior, the examiners' or the early 
warning models Several participants suggested testing 
both accuracy and t iming of all types of surveillance 
models—the implicit ones of examiners and financial 
analysts and the formal ones against one another to 
determine which worked better in which situation. 
Joseph Sinkey pointed out that important variables in 
early warning models differed depending on how many 
years before problems the models were computed. 

A further validation question came up in the discussion 
of financial analysis of bank holding companies. Mark 
Biderman pointed out that financial markets are one 
particularly sensitive information system that monitors 
the condit ion of banking organizations. He suggested 
that movements in bank stock prices might be useful 
indicators of problems. Joseph Sinkey identified some 
research that confirmed that supposition. Barron Putnam 
indicated that the Federal Reserve monitored stock 
prices of actively traded bank holding companies and 
gained useful information by doing so. 

The contribution of outside factors to banks' pro-
blems also received attention. Economic condit ions 
and government policy changes often receive blame for 
banks' troubles, yet surveillance screens and early 
warning models have not successful ly used these 
factors. Examiners and, particularly, private-sector finan-
cial analysts consider such factors in their ratings and 
recommendat ions. Part icipants approached outs ide 
factors in several ways The most elaborate suggestion 
for considering these factors contemplated building 
early warning models with conditional variables related to 
such outside factors as interest rates, economic con-
ditions of the nation, the location of the bank and 
industries crucial to its market area and running simu-
lations of this model to identify banks that might be hurt 
by particular outside changes 

Several participants complained that insiderdealings 
and fraud had not been successfully integrated into 
models aimed at predicting bank problems John Bovenzi 
pointed out that he had tried variables measuring insider 
dealing in his models but without success. He opined 
that his measures were poor. Further discussion brought 
out the observation that management participating in 
nefarious dealings has incentive to confound analysis 
by hiding these dealings in its reports. Barron Putnam 
indicated that the process of edit ing and examiner 
replications of reports often led to identification of 
management manipulation. 

Many refinements of financial analysis data were 
discussed. Thomas Zemke set the tone of this discussion 
by pointing out that banks' environment was changing 
radically and that changes brought on new problems to 

analyze and made some earlier analytic methods obso-
lete. He pointed to the change in the significance of core 
deposits over a period of interest rate deregulation. 

In a discussion of profitability measures, Jon Burke 
commented that measures such as return on assets did 
not allow for risk of assets and could thus be misleading. 
He and David Kidwell also felt that earnings measures 
gave symptoms of other problems that originated before 
earnings declines James Ehlen pointed out that analysis 
of the source of earnings was vital in projections of future 
earnings capacity and volatility. 

Participants agreed that liquidity had been hard to 
measure satisfactorily in the past and had become more 
difficult to measure as deposit interest ceilings had 
been removed and as deep, worldwide financial markets 
had developed. Several pointed out that the liability 
side of the balance sheet is more important as more 
deposits have become "subject to bid." This factor has 
allowed banks to both lose and gain funds more quickly 
but not without potential effects on costs Private sector 
financial analysts also pointed out that while very large 
banks fared poorly according to traditional liquidity 
measures, these banks had access to and could quickly 
raise large amounts of funds in world financial markets. 

Loan quality—a crucial determinant of bank sound-
ness—appeared from the discussion to be an elusive 
variable for all. Private sector financial analysts envied 
regulators' exam-based information on loan quality, but 
the regulators were sufficiently stymied by problems of 
timeliness in this data to have added interim data on 
past due loans to their screens and models. Irene 
Booker and Harold Levine suggested that beyond past 
due and classified loans, loan quality indicators should 
include rapid loan growth and rapid portfolio shifts 
Thomas Zemke also opined that concentrations of 
loans to particular industries or (in case of foreign loans) 
countries should be taken as signs of high risk 

Measuring etticiency received little discussion, possibly 
because operating efficiency seems to play a small part 
in soundness. Jon Burke did point out, however, that 
analytical use of efficiency measures requires careful 
selection of peer groups Individual banks' operations 
differ in various ways that affect operating and overhead 
expenses. Differences in services provided can cause 
differences that can easily be mistaken for differences 
in efficiency. 

A further measurement problem that impacts both 
efficiency and profitability measures arises from attempts 
by banks to earn fee income through service activities 
that do not show up directly on their balance sheets. 
Some of these activities e.g., providing back-up lines-of-
credit, may involve the banks in risks that are not shown 
by financial ratios. All are undertaken with risks of 
operating loss. Discussants believed that these off-
balance-sheet activities had grown but that analytic 
models of banking had not fully integrated them. George 
Benston and James Ehlen pointed out that undertaking 
these activities did not necessarily increase a bank's 
risk or decrease its soundness and suggested that the 
manner in which management put together activities 
was crucial in that determination. 

There were various opinions about whether a bank 
could be usefully analyzed separately from its parent 
company and that company's other subsidiaries. There 
was general, though not total, agreement that subsidiaries 
of a bank holding company could not be separated in 
analysis of bank or company risk. John Noonan argued 
that the parent would feel pressure to use strong 
subsidiaries to prop up weak ones. James Ehlen argued 
that risk was conceptually a unitary factor. A company 
might counter variability of income in one part of its 
operation with variability on a different cycle in another. 
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Private sector and requlatory views often differ on the role of capital and 
capital standards in bank surveillance. Basic questions of definition, 

relevance, and relation to bank earnings remain controversial. 

II. THE ROLE 
OF CAPITAL AND 

CAPITAL STANDARDS 

Capital and Capital Standards 
The ques t i on of w h a t a g iven regulator w i l l v i e w 
as a d e q u a t e capi ta l on a given day has b e e n 
cause for d e b a t e for m a n y years. In fact, m a n y 
bankers may agree tha t t he regulators' reasoning 
on w h a t is a d e q u a t e capi ta l may no t be t o o far 
a f ie ld f r o m that of Justice Potter Stewart who , in a 
S u p r e m e Cour t dec is ion on po rnography , said:" I 
canno t de f i ne it, bu t I k n o w it w h e n I see it." 

W h i l e bankers may ho ld th is p e r c e p t i o n con-
c e r n i n g regu la to rs ' cap i t a l a d e q u a c y v i ews , w e 
be l ieve t he Comp t ro l l e r ' s o f f i ce n o w has a m o r e 
cons is tent a n d reasonable approach. 

Perhaps t he mos t i m p o r t a n t f unc t i on bank 
capi ta l plays is ma in ta in ing con f idence . Un in -
sured depos i to rs mus t be c o n f i d e n t that the i r 
m o n e y is safe, and bo r rowers mus t be c o n f i d e n t 
tha t t he bank w i l l be in a pos i t ion t o give genu ine 
cons ide ra t i on t o the i r c red i t needs in bad t imes 

as we l l as good. Because banks ope ra te in a 
p r o t e c t e d e n v i r o n m e n t , ma in ta in ing t he conf i -
d e n c e of t h e bank superv isor is essent ia l t o t he 
bank 's c o n t i n u e d ex is tence. Let us n o t forget t h e 
bank 's s tockho lders ; t hey need t o be confident 
that t h e y are p r o t e c t e d f r o m bank failure. 

Capi ta l has add i t i ona l f unc t i ons tha t warrant 
men t ion ing . The bank, l ike any business, must 
have capi ta l t o supp l y t he w o r k i n g too ls of the 
en te rp r i se—the premises and e q u i p m e n t nec-
essary t o keep t he bank o p e n a n d func t ion ing. 
A n o t h e r i m p o r t a n t f u n c t i o n is t he representa t ion 
of pr ivate o w n e r s h i p of banks. A fair p ropo r t i on 
of risk taken by bank m a n a g e m e n t shou ld be 
shared by t h e owners . 

H o w do w e expec t capi ta l t o ma in ta in that 
conf idence? W e e x p e c t tha t bank capi ta l w i l l be 
avai lable to absorb t e m p o r a r y a n d u n e x p e c t e d 
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losses resu l t ing f r om o n e o r a c o m b i n a t i o n of t he 
fo l lowing: 

(1) Cred i t r i sk—poss ib le de te r i o ra t i on in t he 
qua l i t y of t he loan po r t f o l i o as e v i d e n c e d by 
borrowers defaul t ing and the resulting increased 
co l lec t ion costs. 
(2) I nves tmen t r isk—resul t of r ising interest 
rates a n d d i s i n te rmed ia t i on . Inc ludes the pos-
s ib i l i ty of de fau l t on securit ies. 
(3) L iqu id i t y r i sk—poor ma tch in t he t e r m 
s t ruc ture of assets and l iabi l i t ies and t h e 
poss ib i l i ty of massive depos i t w i thdrawa ls . 
(4) O p e r a t i n g r i sk—opera t ing ine f f ic ienc ies 
and m a n a g e m e n t errors. 
(5) Fraud r isk—embezz lement and other fraud-
u lent act iv i t ies that c o u l d p r o d u c e un insu red 
losses. 
(6) O t h e r r isks—exchange, t ransact ion, t rust 
depa r tmen t , a n d t he like. 

These losses are e i ther charged t o an appro-
pr iate reserve a c c o u n t or d e d u c t e d f r om net 
earnings and, if earnings are inadequa te , f r o m 
re ta ined earnings. This role of abso rb ing losses is 
i ns t rumenta l in avo id ing fai lure, a d d i n g t o t he 
con f i dence in a bank 's c o n t i n u i n g v iabi l i ty . But 
" t e m p o r a r y " and " u n e x p e c t e d " losses are just 
wha t the i r names imp ly . N o reasonable a m o u n t 
of capi tal w i l l sustain a bank that incurs losses for 
an e x t e n d e d pe r i od of t ime. 

If w e agree that capi ta l shou ld be ab le t o 
absorb " temporary" and "unexpected" losses, wh ich 
by de f i n i t i on are immeasureab le , h o w d o w e 
de f ine capi ta l adequacy? Some m e t h o d is neces-
sary to assess adequacy . This m e t h o d mus t 
a c k n o w l e d g e and m a k e prov is ions for t he factors 
that a f fec t adequacy . Probably t he first factor w e 
all t h i nk a b o u t is asset qual i ty . R e m e m b e r our 
" t e m p o r a r y " and " u n e x p e c t e d " ' l o s s e s and t he 
cush ion that capi ta l p rov ides for these losses. 
W e mus t cons ider t he d ivers i f i ca t ion in a loan 
por t fo l io , t he v o l u m e of marginal a n d in fer ior 
qual i ty assets, l iqu id i ty and the nature and vo lume 
of o f f -ba lance sheet risk. 

W e are also c o n c e r n e d w i t h t he c o m p o s i t i o n 
of t he bank 's l iabi l i t ies. H o w vo la t i le is t he 
depos i t structure? C o u l d massive w i t hd rawa ls 
force l i qu ida t i on of assets at an i n o p p o r t u n e 
time? Is there a m i sma tch in t he matur i t ies and 
rate sensit ivi ty of assets as c o m p a r e d to liabilities? 

Qua l i t y of m a n a g e m e n t is i m p o r t a n t w h e n 
discussing operat ing ef f ic iency as wel l as f inancial 
e f f i c iency in c o n j u n c t i o n w i t h capi ta l adequacy . 
Add i t i ona l cap i ta l may be requ i red to c o m p e n -
sate for any sho r t comings in managemen t ; poo r 
m a n a g e m e n t o f t e n is t he cause of bank failures. 

The c o m p o s i t i o n of a bank's marke t a n d t h e 
compe t i t i on w i th in that market wil l affect capital. A 
stable ins t i tu t ion w i t h an estab l ished marke t 
share p robab l y wi l l no t sustain t he losses that a 
n e w player in the same marke tp lace wil l . 

The e c o n o m i c e n v i r o n m e n t of a bank's t rade 
area w i l l have a bear ing on capi tal adequacy. A 
bank mus t be ab le to mee t present and fu tu re 
f inancial needs of t he marke t it services. W h a t 
has been t he bank's t rad i t iona l growth? Are 
increases ant ic ipated? 

Earnings retent ion, earnings qual i ty and earnings 
history demons t ra te h o w qu ick ly u n e x p e c t e d 
losses may be absorbed. W e can also add to t he 
list access to capital markets, qual i ty and character 
of ownersh ip , e f fect iveness of the p lann ing pro-
cess, t he b u r d e n of o c c u p a n c y expenses and the 
qua l i t y of ope ra t i ng procedures. 

G iven the impo r tance that w e as regulators 
a t tach t o capital , t h e factors just enumera ted , 
and t he d ivers i ty of the inst i tut ions, h o w do 
regulators der ive gu ide l ines for ind iv idua l insti-
tut ions? 

There was great conce rn that t he j o in t Federal 
R e s e r v e / O C C capital adequacy gu ide l ines u p o n 
pub l i ca t i on w o u l d b e c o m e rigid standards rather 

"Qualitative analysis will remain 
fundamental for reaching conclusions 

on capital adequacy." 

t han gu ide l ines for t he banker and the bank 
supervisor, as in tended. Instead, the OCC's capital 
s tandards r e q u i r e a case-by-case analysis of 
i nd i v idua l banks—an analysis pr imar i ly of qual-
itative rather than quant i tat ive factors. Qual i tat ive 
analysis w i l l remain f u n d a m e n t a l for reach ing 
conc lus ions o n capi ta l adequacy. 

Basically, the comptrol ler 's guidel ines establish 
m i n i m u m f loors for p r imary capi ta l based on 
asset size and a zone c o n c e p t for t he to ta l capi tal 
to total assets ratio. The zones are perceived as 
screen ing mechan isms that tr igger a predeter -
m i n e d superv isory act ion. The zone concep t , it is 
felt, e l im ina tes the increasingly heavy re l iance on 
peer g roup analysis. Peer g roup analysis tends t o 
ignore inst i tu t ions ' d isparate character ist ics a n d 
may impose in f lex ib le s tandards on banks and 
bank h o l d i n g compan ies . The z o n e a p p r o a c h is 
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s t ruc tu red t o give greater la t i tude t o f inanc ia l 
organizat ions in the i r capi ta l p lann ing and t o 
regulators in superv is ing t he capi ta l a d e q u a c y of 
i nd i v idua l banks and t he ent i re b a n k i n g system. 

A n o t h e r bene f i t o f t h e zone c o n c e p t is t h e 
expl ici t operat ing guidance it provides the banking 
communi ty . It min imizes the guesswork of capital 
p lann ing for banks and h o l d i n g compan ies s ince 
they n o w k n o w w h a t t he regulatory response w i l l 
be at a par t icu lar level. 

Establ ishing t he gu ide l ines en ta i l ed a series of 
s tudies by O C C personnel . W e w a n t e d to f i nd 
out at wha t po in t f ie ld examiners and supervisory 
personnel b e c o m e concerned w i t h equ i ty capital 
levels. W e d id th is by c o m p a r i n g examiner -
assigned capi ta l ratings to actual capi ta l ratios. 
Those studies s h o w e d an ex t reme ly c lose cor-
re lat ion b e t w e e n t he examiner ' s sub jec t i ve ly 
d e t e r m i n e d ratings and actual ra t ios—concre te 
p roo f of t he cons is tency of t he assigned ratings. 

The s tud ies also s h o w e d tha t t he th resho ld 
level for conce rn was d i f fe ren t for banks unde r 

"Studies show that, in fact, higher 
capital does not necessarily prevent 

bank failure." 

$1 b i l l ion, those w e call c o m m u n i t y banks. The 
gu ide l ines represent O C C capi ta l po l i cy as it is 
be ing p rac t i ced in t he f ie ld a n d h o w it is a p p l i e d 
in the co rpo ra te area. 

Regulators, obv ious ly , w o u l d prefer t o see 
higher capi ta l ratios, i nd i ca t ing a larger cush ion 
against un fo rseen c i rcumstances. But s tud ies 
show that, in fact, h igher capi ta l does no t neces-
sarily p reven t bank fai lure. In t he 1920s and 
1930s, approximately 9,000 institutions failed and 
e q u i t y / t o t a l assets averaged 13 percent . O n c e 
again, w e are back t o the loss of c o n f i d e n c e 
f unc t i on of capi tal . Those banks d id no t fail 
because t h e y ran ou t of capi tal ; m a n y fa i led 
because they lacked the conf idence of deposi tors 
and regulators. 

A s tudy f o l l o w i n g t he 1974 -1975 recession led 
us t o con f i rm the above hypo thes is a b o u t capi ta l 
levels. The ins t i tu t ions that fa i led in t he w a k e of 
that recession, such as USNB in San Diego, 

Franklin NB, a n d H a m i l t o n of Chat tanooga, d i d 
not fail pr imari ly due t o lack of capital. Apparent ly 
no s igni f icant s tudy has been ab le t o relate 
de f in i t i ve ly t he inc idence of bank failure to capital 
levels. Studies have i den t i f i ed var ious p r imary 
causes of fai lures. They range f r o m drast ic loss of 
l iqu id i ty , character is t ic of bank fai lure du r i ng 
severe depressions, to management inadequacies 
or ou t r igh t d ishonesty . The exce l len t s tudy by 
George Vo j ta conc ludes : " T h e we igh t of scholarly 
research is o v e r w h e l m i n g l y t o t he e f fec t that the 
level of bank capi ta l has no t been a mater ia l 
factor in p reven t i ng bank insolvency, and that 
rat io tests for capi ta l a d e q u a c y have not been 
usefu l in assessing or p red i c t i ng t he capab i l i t y of 
a bank t o rema in so lvent . " 

G iven this t y p e of th ink ing , wha t d i d w e wan t 
and expect f rom our capital adequacy guidelines? 
The ob jec t i ves of ou r gu ide l ines w e r e actual ly 
s imple. W e w a n t e d a reduc t ion , w h e r e appro-
priate, in t he d ispar i t ies b e t w e e n smal ler and 
larger banks. W e w a n t e d t he f lex ib i l i t y t o adjust 
for t he degree and t y p e of risk assumed by each 
ins t i tu t ion. T h e larger ins t i tu t ions have lower 
ratios because of the i r ab i l i t y t o at t ract a n d retain 
soph is t i ca ted managemen t , d e p t h of manage-
ment, more comprehens ive p lanning and control 
systems, a n d o p p o r t u n i t i e s to achieve more di-
vers i f ied por t fo l ios . D ivers i f ied por t fo l ios mean 
that c red i t risk may b e spread over a w i d e r range 
of geograph ic area, p r o d u c t lines, a n d types of 
customers. Larger banks also at t ract d ivers i f ied 
f u n d i n g sources, w h i c h reduce l iab i l i ty risks. 

Inc identa l ly , smal ler banks have a legal incen-
t ive to mainta in higher capital ratios. For example, 
l end ing l imi ts are l i nked t o capital . So basical ly 
t he d i f fe rences in capi ta l ratios w i t h respect to 
size ref lect t he reali t ies of t he marke tp lace and 
var ious legal restr ict ions. It is in te res t ing that 
smal ler ins t i tu t ions have increased capi ta l ratios 
in recent years. Those increases are choices 
f reely m a d e — n o t regulatory mandates . 

The O C C recognizes tha t smal ler inst i tu t ions 
o f t e n are capab le of ach iev ing many of the 
character ist ics tha t jus t i f y l ower capi ta l in larger 
banks. W e feel our guidel ines are f lexible enough 
to take this in to cons idera t ion . W e k n o w that 
smal l banks ach ieve cons is tent ly above-average 
rates of re turn on assets. W e also k n o w that there 
has been a s igni f icant change in t he s t ruc ture of 
f inancia l markets. So many ins t i tu t ions were 
c o m p e t i n g tha t it b e c a m e necessary t o e l im ina te 
artificial compet i t i ve disadvantages. As regulators, 
w e have d e v e l o p e d m o r e soph is t i ca ted early 

52 N O V E M B E R 1 9 8 3 , E C O N O M I C R E V I E W 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



warning systems, so p rob lems are ident i f ied and 
corrected earlier. Congress has also he lped by 
giving us appropr ia te en fo rcemen t tools to e f fect 
t imely remedia l actions. 

These guidel ines represent a more ob jec t i ve 
and consistent supervisory approach to capital ade-
quacy. Banks shou ld benef i t by be ing able to 
manage thei r capi tal posi t ions w i th a ful l know-
ledge of the l ikely supervisory posture and re-
sponse. W e consider the guidel ines a superior 
approach to previous inconsistent methods, in-
c lud ing formal and in formal rules of t h u m b , 
reliance on peer group parameters and publ ished 
and unpublished standards. None of these methods 
recognized t he un ique characterist ics of indi-
vidual banks, and their strict use may have 

i m p o s e d i n f l ex i b l e , i n cons i s t en t a n d inap-
propr ia te standards. 

In conclusion, the O C C wil l continue to assess 
capital adequacy on a case-by-case basis, rely ing 
pr imar i ly on qual i ta t ive analysis, wh i l e preserving 
a signif icant role for quant i ta t ive e lements and 
comparat ive analysis. 

— John H. Noonan* 
and Susan Kay Fetner** 

'Director, Commercial examinations Division, Office ol the Comptroller oi the 
Currency 

"National Bank Examiner, Office ol the Comptroller ol the Currency 

Note: The views presented are those ol the authors and do not necessarily rellect 
the views oi the Office ol the Comptroller oi the Currency. 
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A Review of Bank Capital 
and Its Adequacy 

The role of cap i ta l in b a n k i n g is no d i f f e ren t 
f r o m its miss ion in any business endeavor . It 
ref lects a core or base of f unds p e r m a n e n t l y 
e m p l o y e d in t he business tha t a f fords a sense 
of f inanc ia l s tab i l i ty t o t he o rgan iza t ion a n d t h e 
w h e r e w i t h a l t o dea l w i t h adversi ty . The degree 
of its p resence genera l ly is v i e w e d as a measure 
of re lat ive f inanc ia l st rength. 

In b o t h b a n k i n g a n d industry, t he a d e q u a c y 
of capi ta l is an e lus ive measure. Perhaps t h e 
on ly real d e t e r m i n a n t of a d e q u a c y is t he aggre-
gate consensus of t h e m a r k e t p l a c e — t h a t is, 
leverage, or t he inverse of t he capi ta l ratio, 
shou ld be e x t e n d e d unt i l t he marke tp lace 
reacts adverse ly a n d ref lects concern . 

This p resen ta t ion w i l l focus o n t h e pr inc ipa l 
factors that inf luence the marketplace's percep-
t i on of bank capital . W e be l ieve such factors 
are the perspect ive of history, regulatory guide-
lines, cur ren t t rends, and t he degree of recen t 
stabi l i ty. 

Howeve r , be fo re exp lo r i ng t h e role of cap i ta l 
or re f lec t ing on de te rm inan t s of its adequacy , 
w e n e e d t o de f i ne capi ta l in its c o n t e m p o r a r y 
sense w i t h i n t he con tex t of banking. Genera l ly , 
or at least in an indust r ia l con tex t , cap i ta l 
suggests s imply the owner 's equ i ty in the organi-
zat ion. O v e r t he past d e c a d e or so, capi ta l 
w i t h i n t he b a n k i n g indus t ry has b e c o m e , d u e 
to regulatory convent ion, a b lend ing of c o m m o n 
stockholders' equity, reserves and other perma-
nen t or s e m i - p e r m a n e n t sources of funds. 

Capital in the Current Sense 
In December 1981, the principal commerc ia l 

bank regulatory agencies a d o p t e d a c o m m o n 
de f i n i t i on of w h a t cons t i tu tes capi ta l for com-
merc ia l banks. Cap i ta l was said t o consist of 
t w o basic components , pr imary (or permanent) 
capi ta l a n d o the r capi ta l (Table 1). 

App rop r ia te l y , this f r a m e w o r k c lear ly sepa-
rated bank capital into the permanent compo-
nent a n d o the r long- te rm funds. Impor tan t l y , 
f r o m our p o i n t of v iew, t he p e r m a n e n t funds 
emp loyed in the business const i tute real capital, 
whereas t he o the r longer - te rm funds do not 
ref lect a p e r m a n e n t call o n resources avai lable 
t o weather adversity and therefore take a posit ion 
of lesser impo r tance . 

O ther capital, in particular subord inated notes 
and d e b e n t u r e s (o f t en re fer red t o as capi tal 
notes) , b e c a m e popu la r in t he late 1960s as a 
dev ice t o bo ls ter sagging overa l l capi ta l ratios. 
Regulatory guidel ines soon permi t ted a banking 
c o m p a n y t o ma in ta in up t o o n e - t h i r d of its 
overal l cap i ta l in t h e f o r m of d e b t w i t h an 
or ig inal ma tu r i t y in excess of seven years. 

W h i l e such a de f i n i t i on of capi ta l a l l o w e d the 
banks t o appear be t t e r " cap i t a l i zed , " it d id 
absolutely noth ing to correct the basic prob lem 
of dec l i n i ng e q u i t y ratios. S imp ly stated, banks 
w e r e ab le to s tabi l ize the i r cap i ta l ratios by 
progressively issuing capi ta l notes up t o the 
aggregate l imi ta t ions. At" tha t po in t , w i t h o u t 
co r rec t i ng t he basic reason for t he dec l i n ing 
e q u i t y capi ta l ratio, overa l l cap i ta l ratios w o u l d 
ma thema t i ca l l y c o m m e n c e t o dec i i ne once 
again. Clearly, t he re is a ba lance sheet role for 
long- te rm funds tha t carry matur i t ies in excess 
of no rma l deposi ts . H o w e v e r , w e be l ieve the 
role is m o r e o r i e n t e d t o w a r d ou r c o n c e p t of 
l i qu id i t y rather t han t o w a r d capi tal . 

Thus, w h i l e to ta l cap i ta l f unds f r om a regu-
latory v i e w p o i n t i n c l ude a var ie ty of fo rms, our 
principal focus rests w i t h the permanent sources 
of cap i ta l rep resen t ing e q u i t y in t h e business. 

The Role of Capital 
Capi ta l , or m o r e spec i f i ca l l y e q u i t y and 

reserves in a b a n k i n g con tex t , plays a rather 
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Table 1 

Primary (permanent) capital 

Common equity (including equity reserves) 
Perpetual preferred stock 
Loan-loss reserve 
Other instruments with a mandatory 

conversion-to-common equity feature 

Other Capital Items 

Convertible securities 
Subordinated notes and debentures 
Sinking fund preferred stock 

singular role of demons t ra t i ng f inancial s t rength 
and s tab i l i ty . Basical ly, cap i ta l s tands ready t o 
absorb adve rse f i nanc ia l d e v e l o p m e n t s t h a t 
c o u l d i m p a i r t h e v i ab i l i t y or c o n t i n u i t y o f a 
bank 's business. It is a v i ta l c o m p o n e n t of t h e 
o n - g o i n g c o n f i d e n c e necessary t o a d e p o s i t o r y 
ins t i t u t i on . U n l i k e o t h e r c o m p o n e n t s o f t h e 
balance s h e e t it p rov ides o n l y a l im i ted passive 
ro le in t h e bus iness as a sou rce o f cos t - f ree 
funds (for instance, perpetua l preferred d iv idends 
are d e c l a r e d f r o m earn ings) . 

In m a n y ways w e v i e w b a n k e q u i t y m u c h l ike 
a fire ex t ingu ish ing system in a m o d e r n bui ld ing. 
It is d e s i g n e d t o insp i re c o n f i d e n c e . If it m u s t 
b e used, l i t t l e w i l l b e t h e s a m e a f t e rwa rds , b u t 
t h e b u i l d i n g i tsel f w i l l surv ive . 

T h e p o i n t is o f t e n m a d e t h a t banks d o n o t fai l 
d u e t o i n a d e q u a t e cap i ta l . Such a s t a t e m e n t is 
t r u e as far as it goes. Lack o f cap i ta l d o e s n o t 
cause a failure. Failures are m o r e o f t en d u e t o mas-
sive real or p r o s p e c t i v e losses o n e a r n i n g assets 
o r t h e loss o f l i q u i d i t y , w h i c h i t s e l f is u s u a l l y 
re la ted t o t h e p e r c e p t i o n o f p r o s p e c t i v e losses. 
However , if t he equ i t y w e r e suf f ic ient t o absorb 
t h e p r o s p e c t i v e losses, l i q u i d i t y w o u l d l i ke ly 
no t b e t h r e a t e n e d . A f t e r a b a n k fa i lu re , t h e r e is 
se ldom residual e q u i t y avai lable for d is t r ibu t ion 
t o c o m m o n s t o c k h o l d e r s . Thus, w h i l e inade-
qua te e q u i t y d o e s n o t p r e c i p i t a t e fa i lure, it is 
t h e i n e v i t a b l e resu l t o f a fa i lure. A c c o r d i n g l y , 
w e c o n c l u d e t h a t a b a n k w o u l d n o t fai l if 
cap i ta l w e r e in fac t a d e q u a t e . To t a k e th is t o an 
ext reme: w o u l d a bank w i t h 100 percen t equ i t y 
ever fail? 

Several years ago, t h e N e w York Federa l 
Reserve Bank e m p l o y e d a capital measu remen t 

p lan based on a l iqu ida t ion c o n c e p t The no t i on 
was t h a t e q u i t y s h o u l d b e su f f i c i en t t o p r o t e c t 
d e p o s i t o r s if it w e r e necessary t o l i q u i d a t e t h e 
bank. Spec i f i c pe rcen tages w e r e a l l o c a t e d t o 
var ious t ypes o f risk assets. T h e n t h e a d e q u a c y 
o f an i ns t i t u t i on ' s e q u i t y was m e a s u r e d in 
t e r m s o f w h e t h e r t h e e q u i t y was su f f i c i en t t o 
cove r t h e pe rcen tages a l l oca ted . T h e c o n c e p t 
was t h a t t h e e q u i t y cap i ta l p r o v i d e d a c u s h i o n 
against t h e risk i n h e r e n t in t h e bank ' s assets. 
Such an a p p r o a c h has its mer i t s in t ha t it 
e s tab l i shed a spec i f i c s tandard . H o w e v e r , t h e 
s tandards w e r e n o t f l ex i b l e t o c h a n g i n g c r e d i t 
or interest rate risk. M o r e practically, t he f rame-
w o r k fe l l i n t o d isuse as large banks in t h e 
j u r i s d i c t i o n f o u n d it i nc reas ing ly d i f f i c u l t t o 
m a i n t a i n t h e s p e c i f i e d s tandards. 

T h e p o i n t has o n occas ion b e e n m a d e tha t 
t h e s t reng th of a f inanc ia l i ns t i t u t i on and its f i rst 
l ine of d e f e n s e against advers i t y is ea rn ing 
p o w e r , w i t h t h e coro l la ry b e i n g t ha t cap i ta l is o f 
lesser i m p o r t a n c e . To t h e e x t e n t t ha t e a r n i n g 
p o w e r is m e a s u r e d in t e r m s of p ro f i t ab i l i t y , or 
re tu rn o n assets, w e c a n n o t quar re l w i t h th is. 

H o w e v e r , un less t h e d i v i d e n d p a y o u t rat io is 
u n i q u e l y h igh, a re la t ive ly h igh re tu rn o n assets 
is a l m o s t a lways assoc ia ted w i t h a re la t i ve ly 
wel l -capi ta l ized bank. Thus, it would be difficult 
to divorce empirically the perceived value of a 
high level of profitability from a well-capitalized 
bank. They go hand in hand. In fac t t h e o n l y 
va r iab le t ha t can a l ter th is re la t i onsh ip w o u l d 
b e t h e rate of asset g row th . A n d in t h e e v e n t of 
advers i ty , asset g r o w t h c o u l d b e d i sc re t i ona r i l y 
con t ro l led by m a n a g e m e n t An add i t iona l factor 
t o r e m e m b e r is t ha t advers i ty , a l m o s t by def -
in i t i on , suggests a stra in o n ea rn ing p o w e r . To 
t h e e x t e n t t h a t ea rn ing p o w e r is r e d u c e d or 
e l i m i n a t e d , t h e focus w i l l necessar i ly shi f t t o 
capi ta l . 

Thus, w e suggest s t rong ly t ha t cap i ta l p lays a 
cr i t ical , a l t h o u g h passive, ro le in m a i n t a i n i n g 
the f inancial strength and credib i l i ty of a f inancial 
i n s t i t u t i o n in t h e m a r k e t p l a c e , a v i ta l ro le fo r 
any i n s t i t u t i o n t ha t m u s t re ly o n c o n t i n u i n g 
access t o f u n d s f r o m a w i d e array of sources. 

Cap i ta l is o f t e n v i e w e d as a basis fo r 
a d j u s t i n g for re la t i ve deg rees of bus iness risk. 
Tha t is, t h e greater t h e p e r c e i v e d bus iness risk, 
t h e grea ter t h e leve l o f cap i ta l e m p l o y e d in t h e 
bus iness. It is i n te res t i ng tha t t h e reverse is 
o f t e n t r u e w h e r e banks w i t h g rea ter p e r c e i v e d 
asset risks have l o w e r e q u i t y cap i ta l ratios. A 
classic examp le is t h e lower level of equ i t y ratios 
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a m o n g mult inat ional banks that have the greater 
p r o p o r t i o n of LDC risk exposu re re lat ive t o 
regional banks. 

Capital Adequacy and the Marketplace 
W i t h t he role of capi ta l d e f i n e d as a measure 

of f inancial strength, w e bel ieve that its adequacy 
can o n l y be d e t e r m i n e d by t he cumu la t i ve 
v i e w of t he marke tp lace , w h i c h itself is the 
j u d g e of f inanc ia l st rength. 

Except for the inf luence of specific regulatory 
m i n i m u m s or gu ide l ines, t h e j u d g m e n t of t he 
marke tp lace tends t o focus on relat ive rather 
than abso lu te levels. 

For example, if equ i ty ratios were appreciably 
l ower t o d a y than t hey w e r e several years ago, it 
w o u l d be logical for t he marke tp lace t o assume 
relat ive inadequacy . Converse ly , a recent ly 
i m p r o v e d t r end w o u l d suggest adequacy . In 
fact, equ i t y ratios have general ly s tab i l i zed in 
recent years f o l l o w i n g a decade of dec l ine. The 
longer that current equi ty levels are maintained, 
t he greater t he pe r cep t i on of a d e q u a c y w i l l 
b e c o m e . Stability creates a benchmark of ade-
quacy. 

Closely re la ted t o t h e i n f l uence of h istor ic 
t rends o n t h e marke tp lace 's p e r c e p t i o n are t he 
cur ren t or p rospec t i ve factors i n f l uenc ing t he 
stabi l i ty of e q u i t y ratios or measurab le shifts in 
t he degree of risk i nhe ren t in bank por t fo l ios. 

Finally, the marketplace is strongly inf luenced 
by regulatory de f in i t i ons of a d e q u a t e capi tal , 
espec ia l ly w h e n t hey are expressed in spec i f ic 
terms. 

Historic Perspective on Capital Ratios 
Banking commentar ies unsuppor ted by actual 

data o f t e n refer t o t he dec l i n i ng t r e n d of bank 
e q u i t y capi ta l ratios. Equi ty ratios have, in fact, 
been re lat ive ly stable in recent years b u t did 
dec l ine s igni f icant ly b e t w e e n t he m i d - 1 9 6 0 s 
and the mid-1970s. Average equi ty as a percent 
of average total assets has dec l ined very modest ly 
among money-center banks and increased slight-
ly at regional banks ove r t he past n ine years. 

However , e q u i t y capi ta l ratios at t he 25 
largest banks as of year e n d 1976 re f lec ted a 
dec l i ne of 38.9 pe rcen t f r o m year e n d 1966. 

As w e wi l l discuss in greater dep th subse-
quent ly, maintain ing equi ty capital ratios (except 
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ex terna l infusions) is a ma thema t i ca l f unc t i on 
of four var iables: 

• re turn o n assets (prof i tabi l i ty) , 
• level of d i v i d e n d payout , 
• ex is t ing equ i ty - to-asset ratio, a n d 
• g r o w t h rate of assets. 

The dec l i ne that t o o k p lace in e q u i t y ratios, 
then, resu l ted because asset g r o w t h was higher 
than t he rate of e q u i t y re ten t ion . Or, s tated 
another way, prof i tabi l i ty was too low to support 
t he asset growth. 

Un t i l t he ear ly 1960s, bank asset expans ion 
was f u n d e d p r inc ipa l l y by d e m a n d depos i ts 
and consumer savings. Spreads earned on these 
sources of f unds w e r e large enough t o a l l ow for 
s igni f icant capi ta l a c c o u n t g r o w t h and also t o 
p e r m i t general ly high d iv idends . Assuming a 
p r ime rate of 6 percent , a passbook rate of 4 
percent , a capi ta l t o asset rat io of 9 percent , a 
reserve requ i rement of 5 pe rcen t and compen-
sat ing balances of 15 percent , a bank cou ld 
earn 143 basis po in ts after taxes—a 15.8 per-
cent re turn on capital . Assuming no d e b t in the 
capi ta l s t ruc ture a n d a 50 pe rcen t d i v i d e n d 
payou t ratio, this 15.8 pe rcen t re tu rn w o u l d 
support equi ty capital account growth of approx-
ima te ly 8 percen t . 

If t he d i v i d e n d payou t rat io w e r e reduced to 
33 percen t , t he re tu rn w o u l d s u p p o r t equ i t y 
g r o w t h at 11.1 percent . A t e i ther rate, assets 
could expand the same amoun t w i th the e q u i t y 
to-asset rat io rema in ing in equ i l i b r i um . Ar i th-
met ica l ly , if t h e e q u i t y capi ta l back ing-o f assets 
w e r e lower , t he same level of p ro f i tab i l i t y and 
d i v i d e n d payou t w o u l d s u p p o r t greater asset 
growth wh i le equi ty ratios remained in equil ib-
r ium. 

Dur ing the early 1970s, however, larger banks 
suppor ted the bu lk of their earning asset growth 
w i th certificates of deposits (CDs) and bor rowed 
funds. Histor ical ly , it appears that t he p r ime 
rate was not p rope r l y set in re la t ion t o t he cost 
of marginal funds (CDs and o the r bor rowings 
such as federa l funds) . Banks mus t have rel ied 
on an average-cost analyt ical f r a m e w o r k w h e n 
the i r emphas is shou ld have been o n marginal 
costs. As a result, ma in ta in i ng a cons tan t equ i t y 
capi tal rat io t h r o u g h re ta ined earnings was 
ma thema t i ca l l y imposs ib le . 

From 1964-1974, the average spread between 
t he p r ime rate and t he c o m p o s i t e cost of CDs 
and federa l f unds was a p p r o x i m a t e l y 45 basis 
points. G iven this spread, a 5 pe rcen t reserve 
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r e q u i r e m e n t on t he CDs, a c o m p e n s a t i n g bal-
ance of 10 percent , a 7 pe rcen t p r ime rate, a 50 
percen t tax rate, and a 10-bas is-po in t cost of 
servic ing t he l end ing re lat ionship, t he af ter- tax 
return o n such a loan w o u l d b e 0.40 percent . If 
the compensat ing balance were adjusted up-
ward t o 20 percent , the re turn w o u l d i m p r o v e 
to 0.88 percent. However, even an 0.88 percent 
return on an incremental asset cou ld not support 
m u c h asset g r o w t h if t he d i v i d e n d rema ined at 
50 pe rcen t and equ i t y ratios w e r e as robust as 
was i m p l i e d by t h e o ld N e w York Federal 
Reserve Bank formula , w h i c h suggests 12 per-
cent capi ta l back ing b e h i n d risk assets. The 
easy solution was to operate in disequilibrium 
and permit the equity-to-asset ratio to decline. 

Recent Ratio Stability 
and Financial Equilibrium 

Since e q u i t y ratios d e c l i n e d t o w h e r e t hey 
could be suppor ted by the lower, but stabilized, 
p ro f i tab i l i t y levels, b o t h the G o l d m a n Sachs & 
Co. regional a n d m o n e y - c e n t e r ind ices have 
ope ra ted w i t h i n a re lat ive ly stable range of 
financial equi l ibr ium. Since 1975, the internally 
f u n d e d asset g r o w t h rate has m o r e or less 
mi r ro red t h e actual g r o w t h rate of assets. 

Accord ing ly , if bank p ro f i tab i l i t y a n d capi ta l 
ratios remain stable in the future, w e bel ieve that 
banking observers wi l l b e c o m e increasingly more 
sanguine in the i r conce rn over dec l i n i ng ratios. 
The record wi l l reflect a greater degree of stability 
and in t i m e t he dec l i ne tha t t o o k p lace in t h e 
1960s w i l l lose signi f icance. > 

Regulatory Guidelines 
In D e c e m b e r 1981, t h e Federal Reserve 

Board and t he O f f i ce of t he C o m p t r o l l e r of t he 
Currency issued specific capital adequacy guide-
l ines for regional and c o m m u n i t y banks. They 
were a m e n d e d last June to inc lude mult inat ional 
banks. Or ig inal ly , 17 mu l t i na t iona ls had been 
e x e m p t e d f r om speci f ic m i n i m u m ratios on t he 
argument that their businesses were so complex 
as t o requ i re i nd i v idua l sub jec t i ve analysis. 
Howeve r , mos t mu l t i na t iona ls b o o s t e d the i r 
ratios s ign i f icant ly by issuing p r imary (equ i ty ) 
capi tal pr ior t o the i r inc lus ion at the same 
m i n i m u m capi ta l levels as t he large regional 
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banks. This suggests tha t low levels of e q u i t y 
we re impor tan t reasons for their earlier exclusion. 

W e v i e w regulators' ac t ion in d ra f t ing guide-
lines as being especially significant It specifically 
establ ishes a de f i n i t i on of wha t const i tu tes 
capi tal a n d sets m i n i m u m standards f r om a 
regulatory po in t of v iew. Such a regulatory 
m i n i m u m t h e n b e c o m e s an impo r t an t bench-
mark for t he marke tp lace 's eva lua t ion of ade-
quacy. Add i t i ona l l y , it p rov ides a basis for 
banks t o ut i l ize themse lves in the i r co rpo ra te 
p lanning. 

Histor ical ly , regulators general ly re l ied on a 
peer group eva luat ion of capi ta l a d e q u a c y that 
w e bel ieve was def ic ient on at least two counts. 
Half t h e banks in any given peer g roup w e r e 
always by de f i n i t i on unde r capi ta l ized, and the 
break be tween peer groups was highly subjective. 
Clearly, this system c o u l d not gain t h e suppor t 
of f inancia l analysts. In add i t i on , since it deal t 
w i t h a f loa t ing rat io rather than a speci f ic 
analyt ical f r amework , no clear signals we re sent 
t o the marke tp lace regard ing t he regulatory 
v iew on adequacy . Thus, t he n e w regulatory 
gu ide l ines are very valuable. 

Earlier w e presented the regulatory def in i t ion 
of the t w o components of total bank capital: 
p r imary capi ta l and o the r capital . In a d o p t i n g 
t he n e w guidel ines, b a n k i n g ins t i tu t ions are 
p laced in o n e of th ree categories: 

Mu l t ina t iona ls—as des ignated by the i r pr in-
c ipal regulatory agency 

Regionals—al l banks w i t h over $1 b i l l i on in 
assets not designated as multinationals 

C o m m u n i t y banks—al l others. 
For mu l t i na t i ona l and regional banks, t he 

m i n i m u m accep tab le level of p r imary capi ta l is 
5 percent . For c o m m u n i t y banks, t he m i n i m u m 
standard was set at 6 percent . Regulatory 
agencies emphas i ze that in b o t h cases these 
are m in imum standards that should be exceeded. 

For eva lua t ing tota l capi ta l adequacy, th ree 
categories have been set Capital wil l be d e e m e d 
adequa te for Category I banks if the i r p r imary 
capital ratios are above the guidel ine min imums. 
Category II banks w i l l be v i e w e d as po ten t ia l l y 
undercapital ized and subject to extensive regu-
latory discussion. Category III w i l l be cons idered 
undercap i ta l i zed a n d p laced unde r c o n t i n u i n g 
regulatory superv is ion. In app l y i ng these tests, 
regulatory agencies focus on consolidated enti-
ties. Thus, m u l t i b a n k h o l d i n g compan ies are 
assessed o n a conso l i da ted basis rather than in 
te rms of each ind iv idua l bank. 
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Table 2. Equity Capital Ratio for 40 Selected Banking Organizations 

As a Percent of Period-End Total Assets at 6 /30 /83 

Other Total Estimated 
Common 

Equity 
Loan-Loss 

Reserve 
Primary 
Capital 

Primary 
Capital 

Other 
Capital 

Total 
Capital 

Allied Bancshares 6.22% 1.01 - 7.23% 0.61% 7.84% 
Bank of Boston Corp.* 4.93 0.68 - 5.61 1.62 7.23 
BankAmerica Corp. 3.63 0.57 0.58 4.78 0.64 5.41 
Bankers Trust N. Y. Corp. 4.06 0.64 0.92 5.62 0.60 6.22 
Barnett Banks of Florida 4.90 0.66 - 5.56 2.30 7.86 

Chase Manhattan Corp. 3.56 0.68 0.46 4.70 1.45 6.16 
Chemical N. Y. Corp. 3.80 0.65 0.68 5.13 1.45 6.58 
Citicorp 3.80 0.56 0.30 4.66 2.18 6.85 
Citizens & Southern (Ga) 5.62 0.76 - 6.39 2.00 8.39 
Citizens Fidelity Corp. 6.60 0.94 - 7.53 - 7.53 

Continental Illinois Corp. 4.22 0.92 - 5.14 3.10 8.25 
Crocker National Corp. 4.80 0.58 0.11 5.49 0.78 6.27 
First Bank System 5.19 0.65 - 5.84 2.34 8.18 
First Chicago Corp. 4.06 0.61 0.71 5.38 0.88 6.27 
First City Bancorp of Texas 5.43 0.71 0.04 6.18 1.44 7.62 

First Interstate Bancorp 4.59 0.74 - 5.33 2.81 8.14 
First Union Corp.* 4.91 0.76 0.05 5.71 0.65 6.36 
InterFirst Corp. 6.10 0.74 - 6.84 2.41 9.25 
Irving Bank Corp. 4.29 0.76 - 5.06 1.46 6.52 
Manufacturers Hanover Corp. 3.41 0.59 0.79 4.79 4.01 8.50 

Maryland National Corp. 6.15 0.67 - 6.81 4.35 11.16 
Mellon National Corp. 5.12 0.89 - 6.02 2.50 8.51 
Mercanti le Texas Corp. 5.63 0.78 - 6.41 1.78 8.19 
J. P. Morgan & Co. 4.92 0.70 0.84 6.47 0.68 7.15 
National City Corp. 6.22 0.60 - 6.82 1.26 8.08 

NCNB Corp. 4.81 0.62 - 5.43 2.09 ^7.52 
Norwest Corporation* 5.18 0.74 - 5.92 7.46 13.38 
PNC Financial 6.25 0.71 - 6.96 - 6.96 
Rainier Bancorporation 6.19 0.80 - 6.99 6.99 
RepublicBank Corporation 5.22 0.75 - 5.97 1.95 7.92 

Republic N.Y. Corp.* 3.47 0.49 1.03 5.00 3.53 8.53 
Security Pacific Corp. 4.46 0.87 - 5.33 0.64 5.97 
Southwest Bancshares 5.46 0.66 - 6.12 1.67 7.79 
Sun Banks 5.87 0.50 - 6.37 1.16 7.53 
Texas American Bancshares 6.16 0.68 - 6.84 2.64 9.48 

Texas Commerce Bancshares 5.46 0.70 - 6.16 0.29 6.45 
U. S. Bancorp. 8.08 0.64 - 8.72 3.70 12.41 
Valley National Corp. 5.67 0.63 - 6.30 0.67 6.97 
Wachovia Corp. 6.68 0.77 0.01 7.47 0.18 7.65 
'Wells Fargo & Co. 4.46 0.77 - 5.23 1.24 6.47 

Average 5.14 0.71 0.16 6.01 1.76 7.77 

*March 31, 1983. 

Source: Goldman, Sachs & Co. 
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Table 3. Equity Capital Ratios of Ten Largest Banking Organizations 

As a Percent of Period-End 
Total Assets at 6/30/83 

Common 
Equity 

Loan-Loss 
Reserve 

Other 
Primary 
Capital 

Total 
Primary 
Capital 

BankAmerica Corp. 
Bankers Trust N. Y. Corp. 
Chase Manhattan Bank 
Chemical N. Y. Corp. 
Citicorp 
Continental Illinois 
First Chicago Corp. 
Manufacturers Hanover Corp 
J. P. Morgan & Co. 
Security Pacific Corp. 

3.63% 
4.06 
3.56 
3.80 
3.80 
4.22 
4.06 
3.41 
4.92 
4.46 

0.57% 
0.64 
0.68 
0.65 
0.57 
0.92 
0.61 
0.59 
0.70 
0.87 

0.58% 
0.92 
0.46 
0.68 
0.30 

0.71 
0.79 
0.42 

4.78% 
5.62 
4.70 
5.13 
4.67 
5.14 
5.38 
4.79 
6.04 
5.33 

Average 3.99% 0.68% 0.49% 5.15% 

Source: Goldman, Sachs & Co. 

Current and Prospective Trends 
W e a rgue t h a t c o m p l i a n c e w i t h t h e s e n e w 

capi ta l a d e q u a c y g u i d e l i n e s is n o w , by far, t h e 
mos t i n f l u e n t i a l fac to r in t h e m a r k e t p l a c e ' s 
d e t e r m i n a t i o n o f a d e q u a c y . Thus, a r e v i e w of 
the industry 's cur rent comp l i ance is appropr ia te . 
Tab le 2 shows p r imary a n d to ta l cap i ta l expressed 
as a p e r c e n t o f t o ta l assets as o f June 30, at 
s e l e c t e d banks. As a g r o u p t hese s e l e c t e d 
i ns t i t u t i ons e x c e e d t h e m i n i m u m s tanda rds in 
b o t h t h e p r i m a r y a n d t o t a l cap i ta l ca tegor ies . 

The excep t ions are a m o n g t h e mul t inat ionals, 
basical ly w i t h respec t t o p r i m a r y cap i ta l levels. 
Tab le 3 focuses in de ta i l o n t h e 10 largest 
b a n k i n g c o m p a n i e s as o f June 30 . C o m m o n 
e q u i t y e q u a l l e d a p p r o x i m a t e l y 4 p e r c e n t of 
to ta l assets, t h e loan- loss reserves s t o o d at 0 .68 
p e r c e n t of assets, a n d o t h e r a c c r e d i t e d f o r m s 
of p r imary capital a c c o u n t e d for 0 .49 percen t of 
assets, p l a c i n g t h e t o t a l p r i m a r y cap i ta l fo r t h e 
g r o u p o n average at 5.1 5 p e r c e n t o f t o t a l assets. 
Four i n s t i t u t i o n s d o n o t m e e t t h e m i n i m u m pri-
mary capi tal standards set by regulatory agenc ies . 
H o w e v e r , t h e shor t fa l l is i ns ign i f i can t a n d can 
be m e t easi ly w i t h " o t h e r " p r i m a r y e q u i t y . 
Thus, fo r t h e m o m e n t , t h e i n d u s t r y appears t o 
be in c o m p l i a n c e w i t h a c c e p t a b l e levels o f 
cap i ta l a d e q u a c y . 

F E D E R A L R E S E R V E B A N K O F A T L A N T A 

The key ques t ion t hen relates t o t h e prospects 
fo r f u t u r e c o m p l i a n c e . H e r e p r i m a r y cap i ta l is 
t h e c r i t i ca l issue. To ta l cap i ta l is o f less in te res t 
t o us, s ince it t e n d s t o have m o r e l i q u i d i t y t h a n 
cap i ta l charac ter is t i cs a n d lacks p e r m a n e n c e . 

Focus ing o n p r i m a r y cap i ta l a n d its t h r e e 
c o m p o n e n t s , w e t e n d t o v i e w c o m m o n e q u i t y 
a n d t h e loan- loss reserve in c o n c e r t g iven t h e 
o b v i o u s re la t i onsh ip w e w i l l address shor t ly . 
T h e o t h e r a c c e p t e d f o r m s of p r i m a r y capi ta l , 
pr incipal ly perpe tua l preferred stock or manda-
t o r y c o n v e r t i b l e secur i t ies, are q u i t e d i f f e ren t . 
They const i tu te o n e t i m e capital market infusions 
a n d have n o s e l f - m a i n t e n a n c e aspects. Tha t is, 
t h e r e is n o na tura l r ecu r r i ng m e c h a n i s m fo r 
t he i r g r o w t h as t h e r e is w i t h c o m m o n e q u i t y . In 
th is regard, t h e i m p o r t a n t q u e s t i o n is h o w 
m u c h of t h e " o t h e r " p r i m a r y cap i ta l can b e 
i n c l u d e d in t o t a l p r i m a r y capital? W e c a n n o t 
answe r th is because w e b e l i e v e it can b e 
add ressed o n l y b y t h e m a r k e t p l a c e . H o w e v e r , 
w e b e l i e v e t ha t t h e i m p o r t a n t issue is n o t h o w 
m u c h of an "extender" ' or s u p p l e m e n t t o com-
m o n e q u i t y is used, b u t ra ther t h e level o f 
c o m m o n e q u i t y ( and loan- loss reserves) i tself. 

As ide f r om external infusions, the ma in tenance 
o f p r i m a r y e q u i t y cap i ta l d e p e n d s o n t h e re ten-
t i o n rate of e q u i t y e x p r e s s e d as a p e r c e n t a g e of 
t o ta l assets a n d t h e rate o f asset expans ion . For 
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example, if equ i t y reta ined (net i ncome less 
d iv idends) equals .50 percent of assets and 
total equi ty represents 5 percent of total assets, 
asset growth of 10 percent wou ld be consistent 
w i t h perpe tua l asset g rowth of 10 percent . 
Assuming the same level of re tent ion, a faster 
asset g rowth rate impl ies shrinkage in the 
equ i t y to asset ratio. 

In aggregate the first half 1983 (annual ized) 
asset re turn at t he 10 largest banks was 0.58 
p e r c e n t Af ter d e d u c t i n g t he cost of pr imary 
capital, w h i c h is t he c o m m o n prefer red d i v i dend 
and interest expense in t he case of manda to ry 
convers ion notes, the re tent ion rate was 0.35 
percent of to ta l assets. Recall t he 3.99 percent 
asset t o equ i t y ratio as of June 30 for these same 
10 banks shown in Table 3. It fo l lows mathe-
m a t i c a l l y t h a t t o m a i n t a i n t h e 3 . 9 9 pe r -
cent equ i t y to asset level, to ta l assets can on ly 
g row at 8.75 p e r c e n t Such is not l ikely t o be the 
case. Accordingly, for the multinationals profit-
ability must improve, or the common equity ratio 
is apt to decline. Thus, a l though the large banks 
appear to be at or above m i n i m u m pr imary 
capital standards, w e believe future maintenance 
of m i n i m u m standards may be a p rob lem. 

Enlarging our universe to include the regionals, 
c o m m o n equ i t y ratio ma in tenance does not 
appear to be as great a p rob lem. 

An interest ing re lat ionship exists b e t w e e n 
c o m m o n equ i t y and t he loan-loss reserve. His-
torical ly, bank observers cons idered on ly half 

t he loan-loss reserve a fo rm of equ i t y on the 
theory that half the reserve be longed to stock-
holders wh i l e the o ther half, having been bui l t 
o u t of tax deduct ions , represented a defer red 
tax claim of the government Now, w i th regu-
lators giving ful l credi t for t he loan-loss reserve, 
it has a potential for leveraging To bui ld primary 
capital by $1 th rough c o m m o n equi ty , $2 in 
pre-tax earnings are requi red. However , $2 in 
pre-tax earnings allocated to the loan-loss reserve 
results in a full $2 increase in pr imary capital. 
Thus, loan-loss reserve levels can be expected to 
increase over t ime. 

Conclusion 
In sum, we believe that the comb ined influ-

ence of the stabi l i ty of capi tal ratios in recent 
years and the general comp l iance w i t h the new 
regulatory guidelines should foster a perception 
of capi tal adequacy w i t h i n t he industry today. 

However , look ing to the future, t w o factors 
appear to be crit ical. O n e is t he prof i tabi l i ty 
and the o ther is the ex tent to w h i c h the 
marke tp lace wi l l pe rmi t the use of subst i tutes 
for c o m m o n equ i t y w i t h i n pr imary capital. 

—James G. Ehlen, Jr.* 

'Senior bank Analyst, Goldman, Sachs & Co. 

-
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Summary of Discussion 
at the Capital Session 

Discussion of the role of capital and capital standards 
in bank surveillance covered several aspects of the 
definition of capital, the impact of regulatory capital 
guidelines on bank behavior and on private and public 
surveillance, and the impact of competition on the 
meanings of capital ratios. Private sectorand regulatory 
views diverged, but participants from both sectors 
admitted the need to consider the views of the other. 

Larry Meeker pointed out that the definition of capital 
one uses is closely related to the purpose of capital. 
James Ehlen indicated that investors view capital as a 
cushion against which bad debts can be charged in the 
event of trouble. Capital protects their investment in a 
going concern; for them capital is equity capital. On the 
other hand, the FDIC and regulators in general seem 
also to be interested in protecting the FDIC insurance 
fund. This interest leads to consideration of long term 
debt (as well as equity) as capital. 

Mark Biderman and James Ehlen admitted that a 
bank's state of compliance with regulator capital guide-
lines was important because it indicated the extent to 
which the bank would be under regulatory direction. 
Some questioned whether compliance was important to 
investors beyond this, especially if the bank's capital 
had a large secondary capital component In this regard, 
Larry Meeker pointed out that to the extent that capital 
standards were relied on to maintain market confidence, 
investors' concept of capital may be important to regu-
lators He also projected that regulators' increased reliance 
on market discipline might force review of regulatory 
capital definitions. 

An additional capital definition issue revolved around 
what should be deducted from capital in computing 
capital-asset ratios. Participants generally agreed that 
ideal ratios would subtract an estimate of losses still 
carried in the asset portfolio from both assets and capital. 
However, private sector analysts pointed to the unavail-
ability of examiner classifications as an impediment to 
this, and regulators indicated that all classified assets 
were not necessarily losses. Others indicated that rules 
of thumb for estimating losses from examiner classifi-
cations worked fairly well. 

George Benston raised a final question of definition. 
This dealt with accounting and market values of assets 

•and liabilities. Accounting values will not equal economic 
values if balance sheet numbers do not reflect market 
values. At least in the short run, this can leave large 
differences in reported and market numbers Mark Bider-
man opined that banks' accounting reports were among 
the closest to market values because of the large 

portion of assets and liabilities that were both short 
term and marketed. He also pointed out that writing 
assets and liabilities to market in each period would 
cause large gyrations in income—gyrations that would 
make income statements difficult to interpret Robert 
Eisenbeis pointed out that the problem of divergence 
between market and accounting data was well known in 
financial markets and that investors have seemed com-
fortable with overstated capital in several periods of 
high interest rates He suggested that deposit insurance 
that covered, implicity, 100 percent of deposits in large 
banks was a likely reason for this phenomenon. 

Discussion of the impact of capital guidelines brought 
out several issues; most dealt with the impact of the 
guidelines on bank behavior and the impact of changes 
in behavior on the interpretation of capital. The most far 
reaching of these issues covered the role of guidelines 
as incentives for off-balance sheet activities of banks. 
Participants generally agreed that the regulators' stan-
dards did indeed give banks some incentive to move 
activities off their balance sheets in order to avoid 
capital guides. Some participants also pointed out; 
however, that banks' search for fee income resulted in 
the same sorts of actions. There was general agreement 
that such actions resulted in different risks for banks 

,from the risks before off-balance sheet activities were 
undertaken. There was no agreement on whetherthese 
activities raise or lower risk; however, participants seemed 
to agree that this phenomenon changed the meaning of 
traditional capital ratios. 

Other behavioral effects of the guidelines were ob-
served in tendencies of some banks to push their 
capital to the limits of the guides David Kidwell questioned 
what the impact of regulatory guidelines would be in a 
more rapidly growing economy where banks have 
strong incentives to increase their assets. He and 
others saw potential tensions between the capital 
guidelines and industry growth. 

Rapid integration of the financial industry in recent 
years has changed the interpretation of capital for 
private sector analysts and regulators alike. Revised 
interpretation has come about because of changes in 
risk that integration has brought Broader geographic 
and interindustry competition has subjected banks to 
competition from more competitors and from non-tra-
ditional competitors. Such competition changes the 
traditional interpretation of many financial ratios If the 
integration changes banks' risk then the risk-cushion of 
capital does not function in the same way. 
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III. DISCLOSURE 
Recent FDIC proposals have heated up discussions of how much information 
financial institutions should be required to disclose. What specifically should be 
disclosed and how? 

Full Disclosure: The SEC's Requirements Relating 
to Bank Holding Companies 
Federal secur i t ies laws requ i re that investors in a 
pub l i c l y t r aded c o m p a n y be fu rn ished w i t h com-
p le te and t ime l y i n f o rma t i on a b o u t t he f i rm a n d 
its securi t ies. This ful l d isc losure c o n c e p t is 
cr i t ical to t he e f f i c iency of our capi ta l markets 
and t he p r o t e c t i o n of investors. Du r i ng t he 50 
years s ince t he secur i t ies laws w e r e enac ted , t he 
Securi t ies and Exchange C o m m i s s i o n has de-
v e l o p e d a c o m p r e h e n s i v e d isc losure system as 
we l l as an e f fec t i ve e n f o r c e m e n t p rogram t o 
ensure c o m p l i a n c e w i t h that system. This art ic le 
wi l l rev iew general ly t h e commiss ion ' s present 
d isc losure system and w i l l discuss speci f ica l ly 
the requirements appl icable to the approx imate ly 
800 bank h o l d i n g compan ies (BHCs) that f i le 
d isc losure d o c u m e n t s w i t h t he commiss ion . 

The SEC's Disclosure System 
Requirements 

U n d e r t he Securi t ies Ac t of 1933, issuers 
mak ing pub l i c o f fer ings of secur i t ies are requ i red 
to make certain specif ic disclosures in registration 

s ta tements w h e n t hey br ing secur i t ies to market. 
Per iodic repor t i ng is requ i red of these issuers in 
t he Securi t ies Exchange Ac t of 1934. The SEC 
recent ly a d o p t e d a single, c o m p r e h e n s i v e dis-
c losure system for d o m e s t i c issuers. It makes 
d isc losure requ i remen ts un i f o rm unde r both 
acts a n d a l lows Exchange Ac t pe r i od i c repor t ing 
to satisfy d isc losure requ i remen ts of Securit ies 
Act regist rat ion s ta tements w h e n e v e r possible. 

U n d e r in tegrat ion, there is a Ih ree- t ie r system 
for t he registrat ion of secur i t ies by domes t i c 
issuers. This system requi res t he same basic 
i n fo rma t i on package t o be i n c l u d e d in the regis-
t ra t ion s ta tement of all register ing companies. 
Speci f ic r equ i remen ts d i f fe r p r imar i ly in the 
ex ten t to w h i c h t he requ i red i n f o rma t i on can be 
incorporated by reference f rom other documents. 

— Form S-3: Disclosure of in format ion is stream-
l ined for the largest compan ies , pr imar i ly by 
i nco rpo ra t i ng by re fe rence in the prospectus 
i n fo rma t i on in the latest annual Form 10-Kand 
all o the r pe r i od i c repor ts f i led s ince t he end of 
t he fiscal year cove red by tha t fo rm. 
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— Form S-2: Registrants in t he m i d d l e t ier are 
a l lowed to c o m p l y by using their annual report 
to shareholders as t he ma in part of t he pro-
spectus. 
— Form S-1: Issuers that do no t m e e t t he 
e l ig ib i l i ty s tandards for s t reaml ined t r e a t m e n t 
or that o t h e r w i s e e lect no t t o use t he o the r 
forms set fo r th requ i red i n fo rma t i on in a mo re 
extens ive p rospec tus de l i ve red to investors 
rather t han i nco rpo ra ted by reference. 
Domes t i c registrants are sub jec t to the Ex-

change Act 's c o n t i n u o u s repor t i ng requ i remen ts 
as wel l as p roxy so l ic i ta t ion regulat ions. A m o n g 
other things, t he Exchange Ac t requi res tha t 
companies f i le annual , quar te r l y a n d cur ren t 
reports and p roxy s ta tements . 

The annual repor t on Form 10-K is t he corner-
stone of t he SEC's in tegra ted d isc losure system. 
That repor t is in a four -par t f o rma t a n d requires: 

- P a r t I 
—a comprehensive discussion of the issuer's 
business; 
—a d iscuss ion of p roper t ies o w n e d by t h e 
issuer; 
—a summary of pend ing legal proceedings; 
— i n f o r m a t i o n r e g a r d i n g m a t t e r s sub-
m i t t e d t o a vo te of secur i ty holders; 

- P a r t II 
—marke t and related shareholder matters; 
—se lec ted f inanc ia l data for f ive fiscal 
years; 
— managemen t ' s d iscussion a n d analysis 
of f inanc ia l c o n d i t i o n a n d results of op-
erat ions; 
—aud i ted f inancial statements and supple-
men ta ry f inanc ia l data; 

— Part III 
— i n fo rma t i on re la t ing t o t h ^ , issuer's of-
f icers and d i rectors, i nc lud ing the i r re-
m u n e r a t i o n and re la ted t ransact ions; 
— i n f o r m a t i o n o n secu r i t y h o l d i n g s of 
managemen t ; and 

— Part IV 
—cer ta in exh ib i ts and f inancia l s t a t emen t 
schedules. 

The quar te r ly repor t on Form 1 0 - Q upda tes t he 
in fo rmat ion in Form 10-K. The cur ren t repor t on 
Form 8-K p rov ides t i m e l y c o m m u n i c a t i o n of 
significant events, thus comp le t ing the cont inuous 
stream of i n f o r m a t i o n a b o u t t he company . Form 
8-Ks are f i led t o ind ica te : 

—changes in cont ro l ; 
—acqu is i t i on or d ispos i t i on of a substant ia l 
a m o u n t of assets; 

— b a n k r u p t c y or receivership; 
—changes of accoun tan t ; 
— resignat ion of d i rectors; and 
— o t h e r i n f o rma t i on t he issuer may wish t o 
report . 

C o m p a n i e s m a k i n g p roxy sol ic i ta t ions mus t 
c o m p l y w i t h t he SEC's Regulat ion 14A, w h i c h 
requi res a p roxy (or in fo rmat ion) s ta tement . This 
s tatement provides shareholders w i t h in format ion 
necessary to make in fo rmed decisions on matters 
t o be v o t e d on in t he proxy. 

Uniform Procedures, Requirements 
and Other Guidelines 

U n d e r t he in tegra ted d isc losure system, t he 
c o m m i s s i o n has a d o p t e d var ious un i f o rm pro-
cedural, disclosure and account ing requirements. 

The commission's pr incipal account ing require-
men ts are e m b o d i e d in Regulat ion S-X (S-X), 
w h i c h governs the fo rm and con ten t of, and 
requ i remen ts for, mos t f inancia l s ta tements f i led 
u n d e r federa l secur i t ies laws. S-X covers such 
mat ters as qua l i f i ca t ions and repor ts of inde-
p e n d e n t accountants; t i m e per iods to be covered 
by f inancial statements; general f oo tno te require-
ments ; f o rma t r equ i remen ts for f inancia l state-
men ts of c o m m e r c i a l and industr ial , i nves tment , 
insurance a n d bank h o l d i n g compan ies ; i n te r im 
f inancia l s ta tements ; p ro fo rma f inancial infor-
ma t i on and s u p p l e m e n t a l schedules. The com-
mission's c o m p r e h e n s i v e rev iew of Regulat ion S-
X over t he past several years has es tab l ished 
un i fo rm financial s tatement requirements appl i-
cab le t o v i r tua l ly all f i l ings w i t h t he c o m m i s s i o n 
pursuant t o t he Securi t ies Ac t and t he Exchange 
Act, as we l l as annua l repor ts t o secur i ty ho lders 
p repa red in acco rdance w i t h t he commiss ion 's 
proxy rules. 

In o rde r t o p rov ide compan ies and the i r ad-
visors w i t h cur ren t gu idance, t h e c o m m i s s i o n 
also pub l i c i zes its views on various account ing and 
f inanc ia l repo r t i ng mat ters in Financial Repor t ing 
Releases (FRRs). 

In Apr i l 1982, t he commiss ion issued FRR No. 
1 a n n o u n c i n g pub l i ca t i on of a cod i f i ca t ion of 
certain exist ing Account ing Series Releases (ASRs). 
The mater ia l i n c l u d e d represents on ly those 
por t ions of t h e 307 ASRs issued since 1937 that 
are re levant today. Port ions of 71 o f t h e 2 0 7 ASRs 
dea l ing w i t h general a c c o u n t i n g issues w e r e 
iden t i f i ed as p rov id i ng current , mean ing fu l gui-
dance t o registrants, i n d e p e n d e n t accoun tan ts 
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and others in comp ly ing w i th commiss ion require-
ments. The cod i f i ca t i on is i n d e x e d and prov ides 
a usefu l re fe rence for t he commiss ion ' s cu r ren t 
pub l i shed v iews on a c c o u n t i n g and aud i t i ng 
mat ters re la t ing t o f inancia l repor t ing. It has been 
u p d a t e d per iod ica l l y by t he issuance of n e w 
FRRs. 

In a re la ted act ion, t he commiss ion p u b l i s h e d 
A c c o u n t i n g and A u d i t i n g En fo rcement Release 
(AAER) No. 1 as t he first in a n e w series of 
releases to a n n o u n c e a c c o u n t i n g a n d aud i t i ng 
mat ters re la ted t o c o m m i s s i o n e n f o r c e m e n t ac-
t ivi t ies. AAER No. 1 inc ludes a top ica l i ndex for 
t he mater ia l i n c l u d e d in the 100 e n f o r c e m e n t -
re la ted ASRs t o faci l i tate re fe rence t o spec i f ic 
areas addressed by t he c o m m i s s i o n in those 
releases. 

The c o m m i s s i o n staff gives fu r the r gu idance 
through periodic Staff Account ing Bulletins (SABs) as 
a means of i n f o r m i n g t he f inanc ia l c o m m u n i t y of 
its v iews on a c c o u n t i n g and d isc losure issues. 
Du r i ng the past year, t he staff p u b l i s h e d SABs o n 
var ious f inanc ia l repo r t i ng top ics inc lud ing: (a) 
app l i ca t i on of the purchase a c c o u n t i n g m e t h o d 
to business combinat ions involv ing f inancial insti-
tu t ions; (b) i m p l e m e n t a t i o n of t he commiss ion ' s 
revised requ i remen ts for separate pa ren t - com-
pany-on ly f inancia l i n fo rma t ion ; (c) p resen ta t ion 
of cer ta in i n fo rma t i on in c o n n e c t i o n w i t h busi-
ness comb ina t i ons ; (d) va lua t ion of cer ta in assets 
acqu i r ed f r o m re la ted part ies; (e) d isc losure by 
BHCs a b o u t fo re ign outs tand ings; (f) f inancia l 
s ta tement r equ i remen ts i nvo l v ing t he f o r m a t i o n 
of a one -bank h o l d i n g c o m p a n y ; (g) a c c o u n t i n g 
for sale of s tock by a subsid iary; (h) t e rm ina t i ons 
of d e f i n e d bene f i t pens ion plans; and (i) f inanc ia l 
s ta tement r e q u i r e m e n t s invo lv ing t he guarantee 
of secur i t ies by a paren t or by a subsidiary. W h i l e 
SABs are no t of f ic ia l rules, t he staff expec ts t he 
gu ide l ines t o b e f o l l o w e d in SEC fi l ings. 

For f inancia l s ta tements f i led w i t h t he com-
mission, issuers a n d registrants also mus t c o m p l y 
w i t h general ly a c c e p t e d a c c o u n t i n g p r inc ip les 
(GAAP), as establ ished by pr ivate sector standard 
set t ing organizat ions such as the Financial Ac-
c o u n t i n g Standards Board. 

Application of SEC Disclosure 
Requirements to Bank Holding 
Companies 

The c o m m i s s i o n has b e e n a leader in t he last 
decade in establ ishing t ime ly disclosure standards 

for BHCs. Ar t ic le 9 of Regula t ion S-X sets fo r th 
f inancia l s t a t emen t d isc losure requ i remen ts and 
Indus t ry G u i d e 3 calls for de ta i l ed statist ical 
disclosures about operat ions, assets and liabilities. 
The staff has also issued var ious SABs dea l ing 
w i t h t he subject . Taken toge ther , these rules and 
guidelines prov ide for a comprehens ive disclosure 
system for BHCs. 

Article 9 of Regulation S-X 

Ar t ic le 9 sets fo r th de ta i l ed capt ions that must 
appear on t he ba lance sheets a n d i n c o m e state-
men ts as we l l as cer ta in f o o t n o t e and schedu le 
requ i rements . The cu r ren t requ i remen ts grew 
ou t of a per iod of more i ndependen t commiss ion 
act ions on BHC repor t ing. In Apr i l 1977 , the 
c o m m i s s i o n p r o p o s e d to establ ish for t he first 
t i m e a c o m p r e h e n s i v e set of SEC rules for con-
so l ida ted f inancia l s ta tements of BHCs. Unt i l 
that t ime, such f inancia l s ta tements w e r e pre-
pared in acco rdance w i t h an Ar t ic le 9 prov is ion 
w h i c h mere l y re fer red to t he f inanc ia l s ta tement 
r e q u i r e m e n t s of Regula t ion F of t he Board of 
Governors of t he Federal Reserve System. 

The Securities Act A m e n d m e n t of 1975 required 
t he federa l b a n k i n g regulatory agencies having 
p r imary respons ib i l i t y for app l i ca t i on of the Ex-
change Ac t to banks t o issue regulat ions sub-
stant ia l ly s imi lar to those t he SEC a d o p t e d for the 
p r o t e c t i o n of investors. In l ight of this amend-
men t , t he c o m m i s s i o n d e t e r m i n e d tha t it was no 
longer app rop r i a te that Ar t ic le 9 shou ld refer to 
Federal Reserve regulat ions for t h e f o r m and 
c o n t e n t of bank and BHC f inancia l s tatements. 

Ar t ic le 9 u n d e r w e n t m i n o r revis ion in 1980 in 
ASR 276 w h e n the C o m m i s s i o n a m e n d e d the 
r e q u i r e m e n t s for repor t i ng a m o u n t s d u e from 
nono f f i ce r d i rec tors and for repor t i ng large t ime 
deposi ts . 

In M a r c h 1983 , t he c o m m i s s i o n a d o p t e d a 
c o m p r e h e n s i v e revis ion of Ar t ic le 9 i n t e n d e d to 
s imp l i f y a n d i m p r o v e f inancia l r epo r t i ng require-
men ts e f fec t i ve D e c e m b e r 31, 1983 (FRR 11). 
The f inal rules genera l ly ref lect cur ren t f inancial 
repo r t i ng pract ices of BHCs, excep t for the 
i n c o m e s ta temen t p resen ta t ion of i nves tment 
secur i t ies gains or losses, t he d isc losure require-
men ts for loans t o re la ted part ies a n d parent 
c o m p a n y f inanc ia l i n fo rmat ion . 

Certain disclosure requirements (previously in-
c luded in Article 9 and thus required in the primary 
f inancia l s ta tements) have been re loca ted as 
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part of G u i d e 3. The mos t s igni f icant i nc lude 
in format ion a b o u t shor t - te rm bor rowings, dis-
closure of investment concentrat ions, and certain 
details a b o u t fore ign act iv i t ies. These disclosures 
are pr imar i ly analy t ica l in na ture and thus are 
similar to t he o t h e r types of d isclosures ca l led for 
by Gu ide 3. 

W h e n the c o m m i s s i o n so l ic i ted pub l i c com-
ments on t h e p r o p o s e d revisions, mos t com-
mentators expressed general suppor t . T w o areas 
f requent ly c o m m e n t e d o n w e r e t he p r o p o s e d 
revision of requ i rements for report ing investment 
security t ransact ions a n d t he p r o p o s e d mod i -
f icat ion of t he d isc losure requ i remen ts dea l ing 
wi th loans t o re la ted parties. 

Investment Securities Gains 
or Losses. 

The p r o p o s e d rules ca l led fo r a change in t h e 
income s ta temen t f o rma t t o repor t gains or 
losses on i nves tmen t secur i t ies as a separate 
componen t of i n come before i ncome tax expense, 
rather than as a separate i t e m (less app l i cab le 
taxes) af ter t he cap t i on en t i t l ed " i n c o m e be fo re 
securit ies gains or losses." This p r o p o s e d e l imi -
nation of the so-called two-step format for report ing 
income bo th before and after investment security 
transactions was c o m m e n t e d on by approx imate ly 
three- four ths of t he respondents . A ma jo r i t y 
objected to the one-step approach on the grounds 
that t he t w o - s t e p repo r t i ng f o rma t is a cus tomary 
presentat ion w h i c h banks have used for m a n y 
years, a n d that i n c l ud i ng t he e f fec t of i n ves tmen t 
securit ies t ransact ions as a part of i n c o m e f r o m 
bank ing ope ra t i ons w o u l d be inappropr ia te . 

A few commenta to rs ob jec ted for o ther reasons. 
Some said that banks shou ld have t l i e ab i l i t y to 
restructure the i r i n ves tmen t po r t fo l i o w i t h o u t 
penal iz ing cur ren t " o p e r a t i n g " i n c o m e w i t h t he 
related losses, or that t he p r o p o s e d change 
wou ld increase the potent ia l to manage or smooth 
reported earnings th rough the t im ing and select ion 
of secur i t ies t ransact ions. 

A l t hough t h e rule me t w i t h cons ide rab le op-
posit ion, p r o p o n e n t s i nd i ca ted that c o n f o r m i n g 
the repor t i ng fo rma t used by BHCs t o that used 
by v i r tua l ly all o t h e r ent i t ies w o u l d e l im ina te 
much of t he con fus ion su r round ing a BHC's 
actual earnings. These c o m m e n t a t o r s general ly 
agreed w i t h t h e c o m m i s s i o n tha t t he re is no 
concep tua l basis for r epo r t i ng i nves tmen t trans-
act ions in a manne r that imp l ies t h e gains or 

losses represent s o m e t h i n g o the r than ope ra t i ng 
earnings. Further, the present report ing was v iewed 
as being inconsistent w i t h several o ther repor t ing 
pract ices. 

A f te r cons ide r ing c o m m e n t s , the c o m m i s s i o n 
c o n t i n u e d t o be l ieve that t h e t w o - s t e p i n c o m e 
format p romotes the misconcept ion that securities 
t ransact ions are not part of no rma l bank ing 
operat ions, a n d tha t this f o rma t detracts f r om the 
pr imary i m p o r t a n c e of net i ncome. For these 
reasons, and because of t h e po ten t ia l for inap-
p ropr ia te repo r t i ng of cer ta in t ransact ions as 
secur i ty gains or losses, t he commiss ion a d o p t e d 
t he p r o p o s e d one-s tep i n c o m e s ta tement , w i t h 
one change. The final rules call for the presentat ion 
of i nves tmen t secur i t ies gains and losses as a 
separate subcategory of o the r i ncome. The com-
mission emphas i zed its bel ief that t he rev ised 
repor t i ng fo rma t shou ld have no bear ing on 
prudent decision-making. Furthermore, the com-
mission's existing disclosure requi rements require 
speci f ic d isclosures a b o u t t he c o n t e n t of t he 
i nves tmen t secur i t ies po r t fo l i o and its yields. 
Such disclosures shou ld p rov ide users w i t h t he 
in format ion necessary to evaluate management 's 
i n ves tmen t pol ic ies and strategies. 

Some c o m m e n t a t o r s had w a r n e d tha t the one-
step f o rma t w o u l d increase t he po ten t ia l for 
registrants to manage earnings. In response, the 
c o m m i s s i o n emphas i zed the respons ib i l i t y of 
BHCs, as we l l as all o the r registrants, to i den t i f y 
c lear ly and exp la in the nature and impac t of all 
special, discretionary, or nonrecurr ing i tems having 
a mater ia l e f fec t o n repo r ted f inancial cond i t i on , 
changes in f inancia l c o n d i t i o n and opera t i ng 
results. 

Loans to Related Parties. 
The p r o p o s e d rules i n c l u d e d a c o m p r e h e n s i v e 
revision of existing requirements relating to loans to 
BHC insiders and o ther part ies re lated t o t he 
BHC. These changes w o u l d have m a d e var ious 
def in i t ional changes to correspond w i t h revisions 
p r o p o s e d t o Regulat ion S-K. Also p r o p o s e d w e r e 
cer ta in requ i red f o o t n o t e disclosures w h e n (1 ) a 
s igni f icant po r t i on of re la ted-par ty loans are 
n o n p e r f o r m i n g and (2) any such mater ia l loans 
w e r e m a d e ou ts ide t he o rd inary course of busi-
ness, a n d (3) t he a m o u n t of such loans at t h e 
ba lance sheet date was s igni f icant ly less than the 
w e i g h t e d average a m o u n t ou t s tand ing d u r i n g 
t he year. Finally, t he p r o p o s e d revisions w o u l d 
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de le te Schedu le I, w h i c h requires de ta i l ed dis-
c losure of cer ta in loans t o ind iv idua l re la ted 
parties. 

A f te r pub l i c c o m m e n t , t he requ i remen ts re-
garding related-party loan disclosures were modi -
f ied in t w o s igni f icant ways. The commiss ion ' s 
f inal rules app l y on ly t o m e m b e r s of t he " i m -
med ia te fami l y ' of covered persons. This revision 
wi l l inc lude more relatives than were encompassed 
by t he f o rme r rules, bu t w i l l be s ign i f icant ly less 
b u r d e n s o m e than the proposal. Second, com-
missioners d e l e t e d a p roposa l t o requ i re tha t t he 
a m o u n t of re la ted-par ty loans i nc lude loans t o 
any co rpo ra t i on or organization of wh i ch an ex-
ecu t i ve of f icer , d i rec to r or p r inc ipa l shareho lder 
of t he registrant or any of its s igni f icant sub-
sidiaries is an o f f icer ( bu t not a p r inc ipa l share-
holder). The revised final rules require an analysis 
of the aggregate loans t o re la ted part ies f r o m the 
beg inn ing to t he e n d of t he p e r i o d for t he latest 
fiscal year. The c o m m i s s i o n be l ieves this dis-
c losure shou ld adequa te l y i n fo rm investors as t o 
t he s igni f icance of loan transactions w i t h related 
part ies w i t h o u t i m p o s i n g an u n d u e b u r d e n of 
ca lcu la t ing a w e i g h t e d average of such loans or, in 
s o m e cases, d iscussing ind iv idua l loans. 

Parent-Only Statements 
The o p e r a t i o n of b a n k i n g subsid iar ies are sub-

jec t t o b road regulatory restraints that a f fec t t he 
transfer of funds to the parent . Because of t he 
part icu lar re levance of such restr ic t ions to BHCs, 
t he c o m m i s s i o n in its 1982 release p r o p o s i n g 
a m e n d m e n t s t o Ar t ic le 9, asked for speci f ic 
c o m m e n t s on t he need for parent c o m p a n y 
f inancia l i n f o rma t i on for BHCs. The f inal rules 
requ i re that c o n d e n s e d f inancia l i n f o rma t i on of 
t he paren t c o m p a n y be p resen ted in t he notes t o 
BHCs' conso l i da ted f inanc ia l s ta tements . 

The rules set for th certain m i n i m u m disclosures 
that must be i n c l u d e d w i t h t he c o n d e n s e d 
paren t c o m p a n y in fo rmat ion . These i nc l ude (1) 
the d isc losure of i nves tmen ts and indeb tness of 
bank subsidiar ies separate f r om n o n b a n k sub-
s id ia r iesand (2) s imi lar separate d isc losure of t he 
a m o u n t of cash d i v i d e n d s pa id t o t he registrant 
for the prev ious th ree years by such bank sub-
sidiaries, as d is t inguished f r om other subsidiaries. 

Industry Guide 3 
Indus t ry G u i d e 3, a d o p t e d in 1976, requi res 

histor ical stat ist ical i n f o rma t i on a b o u t BHCs in 
seven areas: 

—Average ba lance sheets and analyses of 
changes in net interest earnings. 
— Inves tmen t po r t f o l i o ca tegor i zed by t y p e of 
secur i t ies and matur i t ies. 
— Information about the loan portfolio, including 
types of loans, matur i t ies a n d sensi t iv i t ies to 
changes in in terest rates, a n d p r o b l e m loans. 
— S u m m a r y of loan loss exper ience . 
— Depos i ts by category. 
— Returns on e q u i t y and assets. 
—Shor t - t e rm bor rowings . 

This analy t ica l i n f o r m a t i o n p rov ides an extensive 
database for analysts and investors t o assess 
sources of earnings po ten t ia l and risks. W h i l e no 
substant ia l changes have been m a d e t o the 
gu ide since its a d o p t i o n in 1976 , numerous 
re f i nemen ts w e r e m a d e in 1 9 8 0 and this past 
M a r c h and August. 

G u i d e 3 g rew ou t of t he 1974 recession. The 
c o m m i s s i o n b e c a m e c o n c e r n e d a b o u t t he im-
pact of severe recessionary condi t ions on financial 
ins t i tu t ions ' loan loss reserves because of pro-
b lems in t he real estate and o the r industr ies. As 
an ini t ia l reponse t o these concerns, t h e com-
miss ion issued ASR 166 in D e c e m b e r 1974, 
emphas i z i ng t h e respons ib i l i t y of all registrants 
to d isc lose the po ten t ia l impac t of increased 
uncer ta in t ies o n the i r f inancia l s ta tements . BHCs 
were c a u t i o n e d that no rma l d isc losures should 
be expanded to highlight such factors as increased 
risks in t he loan po r t f o l i o because of signif icant . 
doubts as to col lect ibi l i ty, increased del inquencies 
and loans e x t e n d e d or renego t ia ted u n d e r ad-
verse c i rcumstances. 

Du r i ng 1974 and 1975 , t he staff d e v e l o p e d 
and re f ined d isc losure gu ide l ines that fo rmed 
t h e basis for stat ist ical d isclosures requ i red by J 
t he staff for BHC fil ings. The staff's admin is t ra t ive 
pol ic ies w e r e p r o p o s e d for c o m m e n t in 1975 
and a d o p t e d in August 1976. The commiss ion 
t o o k th is ac t ion n o t w i t h s t a n d i n g t h e concerns 
expressed a b o u t t he poss ib le i m p a c t of deta i led 
d isc losures on a BHC's ab i l i t y t o raise capi ta l and 
t he sensi t iv i ty of t h e de ta i l ed fore ign disclosures » 
ca l led for. 

In August 1983, t he c o m m i s s i o n a m e n d e d 
G u i d e 3's I tem III.C, " N o n p e r f o r m i n g Loans," to 
establ ish a n e w sec t ion—"R isk Elements." The 
terminology "nonpe r fo rm ing loans" is no longer 
used in G u i d e 3 s ince it is t o o nar row t o encom- ( 

pass all the d isc losures requ i red by t he new 
sect ion. This sec t ion calls for four categor ies of 
d isc losure: 

— Nonaccrual, past due and restructured loans. 
— Potent ia l p r o b l e m loans. 
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— Foreign outs tand ings. 
— Loan concen t ra t ions . 
The first category conta ins t h ree of t he four 

classif ications w h i c h are des ignated as nonper -
fo rming loans in t he cur ren t I tem III. C. of G u i d e 
3. The commiss ion ' s ex is t ing c r i te r ion for de-
te rm in ing a res t ruc tu red loan is rep laced by t he 
criteria of FASB Statement of Financial Accoun t ing 
Standards No. 15 for t roub led deb t restructurings. 
A signif icant change in t he a m e n d e d gu ide l ines 
for d isc losure of nonaccrual , past d u e and re-
s t ructured loans is t he exc lus ion of cer ta in in-
struct ions present in t h e cur ren t G u i d e w h i c h 
a l lowed for t h e use of a l te rnate cri ter ia, a n d 
pe rm i t ted exc lus ion of cer ta in loans. This change 
has t he e f fec t of e n h a n c i n g comparab i l i t y of 
disclosures a m o n g registrants. Users of this in-
format ion, par t icu lar ly f inancia l analysts, have 
stressed t he i m p o r t a n c e of comparab i l i t y in th is 
area. 

The second category, po ten t i a l p r o b l e m 
loans, co r responds t o "ser ious d o u b t s " c r i te r ion 
for classi f icat ion in t he pre-August 1983 Vers ion 
of I tem III. C. These loans are no t d isc losed as 
part of t he first category desc r i bed above, b u t 
in fo rmat ion k n o w n by m a n a g e m e n t ind icates 
that the b o r r o w e r may no t be ab le t o c o m p l y 
w i t h present p a y m e n t terms. 

The third category calls for " foreign outstandings" 
disclosures. This n e w category is a cod i f i ca t i on of 
the substance of t he a l te rna t ive tab le disclosures 
of SAB No. 49, "D i sc losu res by Bank H o l d i n g 
Compan ies A b o u t Cer ta in Foreign Loans". This 
area is d iscussed fu r the r be low . The fou r th 
category calls for d isc losure of " l o a n concen-
trat ions," d e f i n e d as amoun t s loaned t o mu l t ip le 
numbers of borrowers engaged in similar activit ies 
that w o u l d cause t h e m t o be s imi lar ly i m p a c t e d 
by e c o n o m i c or o the r cond i t ions . A d isc losure 
thresho ld of 10 pe rcen t of to ta l loans has been 
prov ided. 

The commiss ion staff bel ieves that these revised 
g u i d e l i n e s ( w h i c h b e c o m e e f f e c t i v e o n D e -
cember 31) w i l l i m p r o v e BHCs' d isclosures by 
focusing mo re b road ly on t h e var ious risk ele-
ments i nvo l ved in l end ing act iv i t ies. They also 
require m o r e u n i f o r m i t y in disclosures by regis-
trants, a fac tor i m p o r t a n t t o analysts a n d o the r 
users of t he data in accessing risk. 

The a m e n d e d gu ide l ines per ta in ing t o " n o n -
accrual, past d u e and res t ruc tu red loans" as we l l 
as " fo re ign ou ts tand ings" are cons is tent w i t h t he 
federal b a n k i n g agencies ' p resent and p l a n n e d 
disc losure requ i rements . U n i f o r m i t y in t he bases 

for p resent ing i n fo rma t i on by BHCs in com-
miss ion f i l ings a n d by banks in s u p p l e m e n t a r y 
disclosures for bank regulatory purposes w i l l 
reduce c o m p l i a n c e bu rdens a n d enhance the 
disc losure reports ' usefulness t o investors and 
t he pub l ic . 

Disclosure About Foreign Activities 
The commiss ion has taken speci f ic ac t ion t o 

ensure adequa te d isc losure a b o u t BHCs' fore ign 
act iv i t ies in v i e w of the un ique risks associated 
w i t h these act ivi t ies. 

Art icle 9 requires financial s tatement disclosure 
of the fo l lowing in format ion about foreign lend ing 
act ivi t ies: 

—Aggregate amount of foreign loans outstanding. 
— Iden t i f i ab le assets associated w i t h fore ign 
act ivi t ies. 
— A m o u n t of fore ign revenue, pretax i n c o m e 
and net income. 

The last t w o i tems must b e p resen ted for each 
s igni f icant geographic segment in w h i c h t he 
bank does business (Europe, Latin Amer ica, and 
so for th) and in t he aggregate for all o the r 
geograph ic areas. 

Add i t i ona l l y , G u i d e 3 prov ides for d isc losure 
of: 

— Foreign loans in each of these categories: 
— g o v e r n m e n t s a n d of f ic ia l inst i tu t ions, 
— b a n k s a n d o the r f inancial inst i tu t ions, 
— c o m m e r c i a l and industr ia l ent i t ies, 
— o t h e r loans. 
— A n analysis of t h e a l lowance for loan losses 
re la ted t o fore ign act ivi t ies. 
—Analyses of y ie lds on average fore ign assets 
a n d rates pa id on average fore ign l iabi l i t ies. 
— In fo rma t i on regard ing depos i ts in fore ign 
off ices. 
— T h e a m o u n t of fore ign nonaccrual , past d u e 
and res t ruc tu red loans. 
In add i t ion to longstanding commiss ion require-

ments, the staff has recent ly taken in i t iat ives t o 
ensure d isc losure t o investors of app rop r i a te 
i n f o rma t i on a b o u t loans t o fore ign count r ies 
expe r i enc ing l i qu id i t y p rob lems. O n O c t o b e r 
26, 1982, t he staff issued SAB 4 9 t o express its 
v iews regard ing d isc losure by BHCs a b o u t loans 
to pub l i c and pr ivate sector bo r rowers l oca ted in 
count r ies expe r i enc ing l i qu id i t y p rob lems. O n 
January 18, 1983 , t he staff issued SAB 4 9 A 
conce rn i ng t h e necessi ty of p rov id ing add i t i ona l 
d isclosures a b o u t rest ructur ings of ex is t ing d e b t 
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of these countr ies, f u n d i n g of add i t i ona l bo r row-
ings a n d o the r re la ted matters. 

SAB 4 9 genera l ly calls for BHCs to d isc lose any 
mater ia l ou ts tand ings to coun t r ies expe r i enc ing 
l i qu id i t y p rob lems. The ob jec t i ve is to el ic i t 
disclosures about material exposures in countr ies 
in w h i c h po l i t ica l or e c o n o m i c cond i t i ons may 
cause bo r rowers d i f f i cu l t y in m a k i n g t i m e l y in-
terest or p r inc ipa l payments . The risks i nhe ren t 
in such t ransact ions are cons ide red by m a n y t o 
be separate f rom the normal credit risks associated 
w i t h bank lending. 

SAB 4 9 A sets fo r th t he s ta f f s v iews regard ing 
the need for addit ional disclosures about material 
subsequent deve lopments regarding outstandings 
t o fore ign count r ies expe r i enc ing l i qu id i t y pro-
blems. For example, it notes that certain countr ies 
are nego t ia t ing w i t h or have en te red in to agree-
men ts w i t h U.S. lenders, o the r fore ign banks, 
in te rna t iona l l end ing agencies and o thers t o 
res t ruc ture ex is t ing sovereign d e b t a n d t o ob ta in 
add i t i ona l n e w bor rowings. The SAB calls for 
d isclosures a b o u t these matters, i nc lud ing the i r 
impac t on t he matur i t ies of ex is t ing d e b t pr in-
cipal and on unpa id interest , c o m m i t m e n t s t o 
ex tend addi t ional borrowings, and other arrange-
ments such as agreements to mainta in deposi ts 
w i t h g o v e r n m e n t banks. 

In t he recent a m e n d m e n t s t o G u i d e 3, t he 
c o m m i s s i o n cod i f i ed t he substance of SAB 49 's 
alternative table disclosure for foreign outstandings. 
Disc losure of outstandings to ind iv idual foreign 
coun t r ies in excess of 1 pe rcen t of conso l i da ted 
outstandings is required for a three-year period.Such 
repor t i ng ident i f ies t he registrant 's s igni f icant 
cross-border exposures a n d al lows investors to 
arr ive at the i r o w n conc lus ions as to any potent ia l 
or actual t ransfer risks invo lved. 

The revised gu ide l ines also call for add i t i ona l 
disclosures w h e n a foreign country is exper ienc ing 
l i qu id i t y p rob lems because of e c o n o m i c or po-
l i t ical cond i t i ons e x p e c t e d t o have a mater ia l 
i m p a c t on t i m e l y paymen t . Finally, in a d d i t i o n to 
disclosures a b o u t ind iv idua l coun t r ies w h o s e 
outs tand ings exceed 1 pe rcen t of to ta l assets, 
t he gu ide l ines call for aggregate d isc losures for 
count r ies w h e r e ou ts tand ings are b e t w e e n .75 
pe rcen t and 1 pe rcen t of to ta l assets. This dis-
c losure f o rma t is cons is ten t w i t h tha t p r o p o s e d 
in the federal bank ing agencies' Count ry Exposure 
Report .1 

' F e d e r a l b a n k i n g a g e n c i e s have a n n o u n c e d the i r i n ten t i on t o p rov ide for 
i n c r e a s e d a n d m o r e t ime ly d i s c l o s u r e s abou t banks ' c o u n t r y exposu res . 
T h e s e d i sc l osu res w o u l d b e b a s e d on i n f o r m a t i o n ca l l ed for by rev ised 
I tem 111 C of G u i d e 3 a n d w o u l d b e ava i lab le t o the pub l i c u p o n request . 

The gu ide l ines call for separate d isc losure by 
gove rnmen ts a n d of f ic ia l ins t i tu t ions, bank and 
o ther f inanc ia l ins t i tu t ions, c o m m e r c i a l and in-
dustr ial , a n d other . Registrants have p resen ted 
simi lar b reakdowns , and users of r e p o r t e d infor-
ma t i on have c o m m e n t e d tha t this d isc losure is 
i m p o r t a n t in assessing a registrant 's exposu re in 
cer ta in countr ies. 

The a m e n d m e n t s call for d isc losure of out-
s tandings repayab le in dol lars or o the r non- loca l 
cur rency; t hey d o not requ i re that gross amoun t s 
repayab le in local cu r rency b e disc losed. M a n y 
commenta to rs asserted that most loans repayable 
in local cu r rency are substant ia l ly f u n d e d by 
local ope ra t i ons and that u n f u n d e d amoun t s 
no rma l l y d o no t ref lect s igni f icant t ransfer risk. 
The revised gu ide p rov ides tha t any mater ia l 
vo l ume of local currency outstandings not hedged 
or no t f u n d e d by local cu r rency bor row ings 
should be ref lected in cross-border outstandings. 

The a m e n d m e n t s a l low any legally enforceable 
w r i t t en guarantees of p r inc ipa l or in terest by 
d o m e s t i c or o the r non- loca l t h i rd part ies t o be 
net ted against t he amounts of foreign outstandings 
p resented . The c o m m i s s i o n agreed w i t h respon-
dents w h o asserted that, w h e n t he r e p a y m e n t of 
ou ts tand ings is assured by th i rd part ies, and the 
registrant is c lear ly not exposed to transfer risk 
because of this recourse, presentat ion of amounts 
net of such guarantees m o r e app rop r ia te l y re-
f lects t he registrant 's exposure t o risks. The 
a m e n d m e n t s a l l ow col lateral va lue t o be ne t ted 
against the cross-border outstandings of a foreign 
coun t r y in cer ta in l im i t ed c i rcumstances. 

Disclosure of Financial 
Problems 

Dur ing pe r iods of e c o n o m i c d i f f i cu l ty , BHCs 
face part icular disclosure challenges. Traditionally, 
t he c o m m i s s i o n a n d bank regulatory agencies 
have d i f f e red over t he d isc losure requ i red of 
pub l i c l y he ld f inanc ia l ins t i tu t ions in serious 
f inanc ia l t roub le . W h i l e t h e c o m m i s s i o n has 
always emphas ized the responsibi l i ty of publicly-
he ld c o m p a n i e s t o m a k e ful l and accura te dis-
c losure of t he i r f i nanc ia l c o n d i t i o n f o r t h e benef i t 
of publ ic investors, bank regulatory agencies tra-
d i t ional ly have favored nondisc losure of financial 
d i f f i cu l t ies for a pe r i od of t i m e t o a l l ow a f inancial 
ins t i tu t ion to w o r k o u t its p rob lems. However , 
some bank regulatory agencies have recogn ized 
recent ly tha t t he increasing emphas is on market 
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forces instead of gove rnmen t regulat ion to disci-
pl ine f inancial inst i tut ions may requi re greater 
publ ic disclosure. 

The commission has emphasized publicly-held 
f inancial inst i tut ions' responsibi l i t ies to disclose 
serious f inancial problems. For example, Gu ide 3 
emphasizes disclosure i tems that cou ld signal 
f inancial d i f f icul t ies. In add i t ion , in a recent 
en fo rcement act ion,2 the commiss ion has main-
tained that an agreement w i th a bank regulatory 
agency mater ia l ly restr ict ing a f inancial insti-
tut ion's business act iv i t ies must be disclosed to 
shareholders. Finally, in a Report of Private Investi-
gation,3 the commiss ion emphas ized that pub l i c 
statements and releases by a f inancial ly t r oub led 
inst i tut ion concern ing its f inancial results must 
go b e y o n d rec i tat ion of numbers and must 
disclose the i r s ignif icance to its f inancial viabi l i ty. 

Dynamics of Disclosure 
This art ic le has ou t l i ned the SEC's general 

disclosure system and specif ical ly discussed dis-
closures app l icab le to BHCs, inc lud ing recent 
changes. In my v iew, the disclosures that BHCs 
p r o v i d e to t he i r investors and shareho lde rs are 
more comprehens ive and sophist icated than 
those of most industries. Nonetheless, f inancial 
inst i tut ions in general and BHCs in part icular wi l l 
con t inue to face f inancial repor t ing chal lenges in 
a constant ly changing economic , compe t i t i ve 
and regulatory env i ronment . The commiss ion 
and its staff wi l l con t inue to mon i to r deve lop-
ments in this area closely, and stand ready to 
mod i f y exist ing requ i rements or to issue ad-
di t ional guidel ines to ensure that the invest ing 
pub l ic cont inues to receive ful l and accurate 
disclosure. 

— Edmund Coulson* 

2 See S E C v. Y o u m a n s , 5 4 3 F. Supp . 1 2 9 2 ( E D. Tenn. 1982) . 
3 See In t h e M a t t e r o f F ide l i ty F i n a n c i a l C o r p . E x c h a n g e Act R e l e a s e No. 
34 - 1 8 9 2 7 (Ju ly 3 0 , 1982) . 

'Deputy Chief Accountant Securities and Exchange Commission. As a matter of 
policy, the commission disclaims responsibility tor any private publication ol its 
employees. The views expressed are those ol Mr. Coulson and do not necessarily 
represent the views ol the commission or its staff. 
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t 

I 

DISCLOSURE AND MARKET 
DISCIPLINE: ISSUES AND EVIDENCE . 

Market Discipline and Sources 
of Bank Funding 

The role and i m p o r t a n c e of d isc losure in pro-
m o t i n g greater marke t d isc ip l ine can be j u d g e d 
in te rms of t h e f o l l o w i n g cri ter ia: 

(1) H o w m u c h is b a n k i n g exposed t o ma rke t 
d isc ip l ine current ly? 
(2) H o w we l l does t h e marke t u t i l ize n e w 
i n fo rma t i on t o assess bank ing risks? 
(3) Does t h e m a r k e t " t i e i " banks acco rd ing t o 
risk pe rce i ved on t h e basis of non f inanc ia l 
factors? 
(4) Is t he marke t e f f i c ien t in i n c o r p o r a t i n g o n a 
t i m e l y basis n e w i n fo rma t i on t o d is t ingu ish 
be tween f i rm-specif ic risk versus industry risks? 
(5) Is bank behav io r sensi t ive t o marke t dis-
cipl ine? 

W e can eva luate these cr i ter ia separate ly in 
t he ma jo r marke ts in w h i c h banks are f u n d e d . 
These i nc l ude (1) large cert i f icates of depos i t 
(CDs) (2) i n te rbank depos i ts (3) federa l funds, 
c o m m e r c i a l paper a n d bankers accep tances (4) 
bank stocks a n d (5) s u b o r d i n a t e d debt . 

Uninsured Deposits and Potential 
Market Discipline 

The ex ten t t o w h i c h banks of d i f f e ren t size are 
exposed t o po ten t ia l marke t d isc ip l ine f r o m 
un insu red depos i to rs is s h o w n in Table 1. As 
expec ted , t he d i s t r i bu t i on is heav i ly s k e w e d 
t o w a r d t he largest banks. ( W h e n a d d i n g o the r 
un insu red l iabi l i t ies t o un insu red deposi ts , t he 
d i s t r i bu t i on across bank size groups is rough ly 
t h e same.) A p p r o x i m a t e l y 74 pe rcen t of all 
un insu red depos i t s are in banks w i t h assets over 
$1 b i l l ion. These represent o n l y a b o u t 1 pe rcen t 
of all insured c o m m e r c i a l banks in t he U n i t e d 
States. The smal ler ins t i tu t ions (less t han $ 1 0 0 
mi l l i on in assets), w h i c h represent 86.6 pe rcen t 
of all banks have, on average, less than 8.9 

pe rcen t of t he i r domes t i c depos i t s un insured. 
M o r e o v e r , o n l y o n e of t h e 319 depos i t payof fs in j 
t h e FDIC's h is tory i nvo l ved t h e fa i lure of a bank 
w i t h m o r e than $ 1 0 0 m i l l i on in assets. That was f 
t h e fa i lure of O k l a h o m a ' s Penn Square Bank in 
1982. Consequen t l y , t h e p r e d o m i n a n c e of de-
posits sub jec t t o po ten t ia l marke t d isc ip l ine has I1 

been in t he re lat ive ly f e w banks that have had 
essent ia l ly 100 pe rcen t depos i t insurance cover-
age in t he even t of fai lure. 

W h i l e un insu red depos i to rs represent t he po-
tent ia l for greater marke t d isc ip l ine, part icular ly 
for m o n e y cen te r and regional banks, real izing 
this po ten t ia l d e p e n d s o n h o w we l l these de-
posi tors scru t in ize the i r b a n k i n g re la t ionships on 
t he basis of n e w data. This, in turn , d e p e n d s on 
the i r capaci ty a n d wi l l ingness t o eva luate infor-
m a t i o n pub l i c l y avai lable on i nd i v idua l bank 
pe r fo rmance . 

Since t he Frankl in Na t iona l Bank fa i led in 
1974 , t he FDIC has c o n d u c t e d var ious surveys of 
large depos i to rs t o d e t e r m i n e h o w they evaluate 
the i r b a n k i n g re lat ionships, the i r sensi t iv i ty to 
the i r un insu red depos i t status, and the i r react ion 
t o adverse pub l ic i t y . 

In 1977 , t he O f f i ce of Co rpo ra te Planning at 
t he FDIC i n t e r v i e w e d several large d e m a n d 
depos i to rs at f ou r major fa i led banks—Frank l in 
Nat ional Bank, Amer ican Bank and Trust, Hami l ton 
Nat iona l Bank, and In te rna t iona l C i ty Bank and 
T rus t—to analyze h o w large depos i to rs af fect 
and are a f fec ted by depos i t insurance. M o s t of 
those selected had d e m a n d deposi ts of $ 100,000 
or m o r e at t he fou r banks at t he t i m e t hey were 
c losed, or shor t ly before . Ten w e r e very large 
co rpora t ions a n d t he r ema inde r mos t l y inter-
med ia te -s i zed business f irms. In add i t i on , trea-
surers of 20 large co rpo ra t i ons w e r e se lected 
r a n d o m l y for t e l e p h o n e in terv iews. 

In c o n n e c t i o n w i t h t h e FDIC's m o r e recent 
depos i t insurance s tudy, t e l e p h o n e in terv iews ' 
w e r e c o n d u c t e d w i t h 23 co rpo ra te treasurers, , 
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Table 1. Distribution of Uninsured Deposits and Other Liabilities, by Bank Size (June 1982) 

Uninsured Percent 
Asset Percent of Total Deposits 
Size of Banks (Within Size Group) 

Percent of Total 
Uninsured Deposits 
Within Size Group 

Uninsured Deposits 
and Other Liabilities 
as a Percent of Total 

Liabilities (Within 
Size Group) 

$10 million 14 5 0.17 
$10-25 30 5 1 
$25-50 26 8 3 
$50-100 16 11 4 
$100-500 11 18 12 
$500-1,000 1 24 6 
$1-5 billion 1 33 23 
$5 billion .025 52 51 

All 100% 28% 100% 

7 
7 

10 
14 
26 
35 
49 
6 8 

42% 

Percent of Total 
Within Size 

Group 

0 . 1 2 
1 
2 
3 

10 
6 

24 
54 

100% 

Source: Federal Deposi t Insurance Corporat ion 

nine f u n d managers, and 13 un insu red deposi tors. 
In a d d i t i o n , reac t i ons t o t h e c o n c e p t of m a r k e t 
d i sc ip l i ne w e r e so l i c i t ed f r o m bankers , acade-
mic ians a n d b a n k ra t ing o r analysis services. 

W e can gene ra l i ze t h e resul ts o f t hese surveys 
as fo l l ows : 

(1) C o r p o r a t e t reasurers c h o o s e t h e i r b a n k i n g 
re la t i onsh ips p r i m a r i l y o n t h e basis o f serv ices 
o f f e r e d , ava i l ab i l i t y o f f i nanc ing , a n d con-
ven ience . F inancia l analysis o f t h e i r banks is 
general ly cursory. Risk of loss is not an i m p o r t a n t 
c o n s i d e r a t i o n b e c a u s e o f t h e s ize of t h e fi-
nanc ia l i n s t i t u t i o n s t h e y d o bus iness w i t h a n d 
a p e r c e p t i o n t ha t t h e g o v e r n m e n t w i l l ba i l o u t 
the ins t i tu t ions if t hey get in t roub le . Treasurers 
say t h e y learn of b a n k i n g p r o b l e m s m a i n l y 
t h r o u g h t h e press. Smal l bus inesses t h a t dea l 
w i t h loca l banks are e v e n less s o p h i s t i c a t e d in 
us ing f i nanc ia l da ta a n d less k n o w l e d g e a b l e 
a b o u t d e p o s i t i nsu rance p r o t e c t i o n . In te r -
estingly, large depos i to rs in recen t bank fai lures 
e x h i b i t t h e s a m e p e r c e p t i o n s a n d reac t i ons 
t o w a r d risk as d e p o s i t o r s in b a n k fa i lu res o f 
t h e m i d - 1 9 7 0 s . 
(2) T h e r e is a genera l c o n c e r n a m o n g t h o s e 
surveyed that d isc losure of adverse i n f o rma t i on 
t h r o u g h t h e press w o u l d b e d e s t a b i l i z i n g a n d 
w o u l d resu l t in a " f l i g h t t o qua l i t y , " poss ib l y t o 
larger banks. 
(3) I ns t i t u t i ona l investors , such as m u t u a l 
funds and pens ion funds, are t h e mos t sophist i -
c a t e d in us ing f i nanc ia l d a t a a n d exe r t t h e 
mos t m a r k e t d i sc ip l i ne . T o qua l i f y fo r invest -
m e n t , banks m u s t m e e t size a n d p e r f o r m a n c e 

r e q u i r e m e n t s , w h i c h e f f ec t i ve l y l im i t invest -
m e n t t o t h e 50 largest banks. Fund managers 
u n d e r t a k e ex tens ive in -house analysis of banks, 
re l y ing o n newspape rs , cal l repor ts , 10 -K a n d 
1 0 - Q repor ts , a n d rat ings services. 
(4) T h e r e is genera l a g r e e m e n t t ha t b r o a d e r 
d i sc losu re c o u l d p r o m o t e grea ter m a r k e t dis-
c ip l ine . Bet ter , m o r e t i m e l y , a n d m o r e c o m -
parable i n fo rma t i on o n asset qua l i ty ( i nc l ud ing 
f o re ign loans) is c o n s i d e r e d m o s t i m p o r t a n t . 

Rate "Tiering" in CD Markets 
D e v e l o p m e n t s in t h e large, n e g o t i a b l e C D 

m a r k e t in t h e a f t e r m a t h o f t h e Frank l in N a t i o n a l 
Bank ( 1 9 7 4 ) a n d Penn Square ( 1 9 8 2 ) fa i lures 
s h e d a d d i t i o n a l l ight o n t h e ma rke t ' s e f f i c i e n c y in 
r e s p o n d i n g t o greater p e r c e i v e d b a n k i n g risks. 

Ev idence s u b s e q u e n t t o t h e Frank l in fa i lu re 
i nd i ca ted marke t " t ie r ing, " suggest ing size served 
as a p r o x y fo r l o w e r risk. Th is was r e f l e c t e d in t h e 
i nab i l i t y o f t h e C D m a r k e t t o iso late i n d i v i d u a l 
bank ing risks on t h e basis o f d i f fe r ing p e r f o r m a n c e 
character is t ics . For e x a m p l e , a f te r t h e fa i lu re o f 
Frankl in Na t i ona l , C D purchasers r e q u i r e d a 
r e tu rn 25 basis p o i n t s h i ghe r f r o m a reg iona l 
b a n k t h a n f r o m a large m o n e y c e n t e r i ns t i t u t i on . 1 

This was d o u b l e t h e n o r m a l s p r e a d p r io r t o t ha t 
pe r iod . S imi lar ly , D w i g h t C r a n e (5) f o u n d that , 

' This r ep resen ts a Fede ra l Rese rve B o a r d e s t i m a t e The f i gu re re f lec ts 
t h e d i f f e r e n c e b e t w e e n t h e m e d i a n o f f e r i ng ra tes for 3 0 - 5 9 day 
ma tu r i t y C D ' s i ssued by so -ca l l ed " p r i m e in N e w York " a n d "o ther ' ' 
banks as of S e p t e m b e r 25 , I974. 
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for the first t i m e in many years, concern abou t 
the v iab i l i ty of large banks con t r i bu ted to the 
high interest rates banks were fo rced to pay for 
C D funds. However , Crane's study of the t o p 30 
banks in 1974 revealed a high inverse relat ion-
ship b e t w e e n C D rates and bank size. The s tudy 
f ound no consistent re lat ionship b e t w e e n C D 
rates and measures of f inancial cond i t i on , such 
as the return on equ i t y or assets, or capital ratios 
a m o n g banks of comparab le size. Crane d id f ind, 
however , an apparen t re lat ionship b e t w e e n the 
prof i tab i l i ty of a bank in a given quarter and its 
C D rate. It is uncertain whether lower profi tabi l i ty 
i nduced higher C D rates or v ice versa. 

I ncon t ras t toea r l i e r f i nd ings , pre l iminary FDIC 
analysis subsequent to t he 1982 Penn Square 
fai lure reveals no t ier ing in C D markets. The Penn 
Square fai lure was un ique in that it represented 
the first depos i t payoff of a bank w i th more than 
$100 mi l l ion in assets. At issue was whe the r the 
C D market penal ized larger institutions in general 
because of a recognition that uninsured depositors 
at large fai led banks cou ld incur some losses. 

An analysis of t h ree -mon th and s ix -month rate 
spreads b e t w e e n average C D rates (for the 10 
largest banks) and treasury bi l l rates revealed 
nei ther a shor t - term nor long- term ef fect on the 
general market for large bank CDs. The average 
rate spreads as a percentage of Treasury bi l l rates 
were not s igni f icant ly d i f fe rent be fore and after 
t he Penn Square failure. However , for a four-
m o n t h per iod after Penn Square, the market 
pena l ized Cont inen ta l I l l inois Bank, w h i c h was 
l inked most closely wi th Penn Square. Continental's 
rates rose abou t 100 basis po ints over rates for 
the o ther m o n e y center banks. A l though com-
parable data on C D rates were unavai lable for 
smaller banks, there was some l im i ted ev idence 
that un insured deposi tors and m o n e y marke t 
funds reduced thei r un insured deposits, regard-
less of bank size, after pub l i c i zed loan prob lems. 

W h i l e the Penn Square fai lure itself d i d not 
appear to have a general in f luence on the do-
mest ic C D m a r k e t o ther negat ive events pushed 
risk p remiums on large bank CDs to a three-year 
high b e t w e e n August and O c t o b e r 1982. These 
events i nc luded the Lombard-Wal l bankrup tcy 
and t h e d i sc losu re of M e x i c a n and A r g e n t i n e 
d e b t prob lems. This suggested a" f l ight to quali ty" 
in the domes t i c C D and Treasury bi l l markets. 

A similar pat tern has been observed in the 
Eurodollar C D and in te rbank markets. These 
markets account for a substant ial po r t ion of 

un insured deposi ts, and po ten t ia l market disci-
pl ine, for large U.S. mul t ina t iona l banks.2 How-
ever, t he fo rm this d isc ip l ine takes may be 
unstable and an inef f ic ient d iscr iminator of indi-
v idual bank per formance. It has been repor ted 
that such events as"Drysda le , Penn Square, and 
Mex ico have made these markets more susceptible 
than ever to rumor and panic" (1). Be tween the 
end of July and t he end of August 1982, the 
di f ference be tween three-month Eurodollar CDs 
and t h ree -mon th Treasury bills a lmost doub led . 
Dur ing th is per iod, Con t inen ta l I l l inois Bank took 
itself of f the C D run, Banco Ambros iano was 
l i qu ida ted and M e x i c o cal led in t he IMF for 
assistance. W i t h each new disclosure, the rate ( 

gap w idened . 

Like t he Eurodol lar C D market, t he in terbank 
Eurodeposi t marke t is a major source of fund ing | 
for international banks.3 Adverse ban king develop-
ments, such as the Bankhaus Herstatt and Franklin 
Nat ional Bank fai lures in 1974 and more recent 
deve lopmen ts have increased rate t ier ing or 
reduced credi t lines for some banks in the 
in te rbank market. However , this market appears 
inef f ic ient in impos ing marke t d isc ip l ine since 
credi t ra t ion ing based on undisc losed credit 
lines, rather than pr ice ad justments , is its pr imary 
means of d iscr iminat ing b e t w e e n sound and 
risky banks.4 Moreover , its inabi l i ty to distinguish 
b e t w e e n " loca l " and "g loba l " shocks causes the 
percep t ion that one bank's p rob lems get trans-
mi t ted to other banks. (11,14, p.17) Consequently, 
the in te rbank market is be l ieved to " t i e r " credit 
l ines less on the basis of f inancial s tatements and 
more or the basis of a bank's ownersh ip status 
(whe the r it is pr ivate or pub l ic ) , its government 's 
suppor t as a lender of last resort, the bank ' s 
impor tance to its country , and coun t ry risk. 
A l though banks have i m p r o v e d ' t h e i r credi t an-
alysis pract ices since the in ternat ional banking 
crises of 1974, d i f ferences b e t w e e n nations' 
accoun t ing convent ions and disclosure practices 

2 D e p o s i t s in f o re i gn o f f i ces have e x h i b i t e d s o m e vo la t i l i ty in t h e past. 
Part ly as a resul t of pe t r odo l l a r recyc l i ng requ i remen ts , f o re i gn d e p o s i t s 
i n c r e a s e d subs tan t i a l l y b e t w e e n 1 9 7 5 a n d 1 9 7 8 S i n c e t h e n t hese 
depos i t s , in the agg rega te , have r e m a i n e d a re la t ive ly s t ab l e p ropo r t i on 
of to ta l d e p o s i t s ( a r o u n d 19 percent ) . 
3 " R e l i a n c e on i n te rbank f und ing t e n d s t o b e h ighe r for sma l le r banks 

a n d n e w c o m e r s in t h e i n te rna t i ona l m a r k e t . . . a r ecen t s t u d y s u g g e s t s 
tha t i n t e r b a n k d e p o s i t s a c c o u n t for b e t w e e n t w o - t h i r d s a n d three-
q u a r t e r s of to ta l e x t e r n a l a n d E u r o c u r r e n c y depos i ts , " Risks in Inter-
n a t i o n a l L e n d i n g , G r o u p of Thirty, N e w Y o r k 1982 . (14, p. 16) 

4 G i d d y (11) f inds tha t i nd i v idua l -bank dev ia t i ons f r o m t h e y ie lds on 
t h r e e - m o n t h Eurodo l la r t i m e - d e p o s i t b id ra tes a re not sys tema t i ca l l y 
re la ted t o b a n k size, prof i tab i l i ty , o r cap i ta l asse t rat io. 
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still make it d i f f i cu l t t o in te rp re t annua l repor ts 
(14, p.1 8). 

Uninsured Deposits and Bank Behavior 

To d e f e n d t he marke t d isc ip l ine c o n c e p t com-
pletely, w e shou ld be ab le t o d e m o n s t r a t e that 
ei ther t h e actual response of t h e pr ivate market -
place or t he po ten t ia l for d isc ip l ine has some 
impact on bank r isk-taking. Un fo r tuna te ly , w e 
are no t aware of any s tud ies tha t test banks' 
responses t o negat ive signals in major f u n d i n g 
markets such as l ower s tock prices, depos i t 
outf lows, or higher costs of funds. Some ev idence 
exists, however , on t he re la t ionsh ip b e t w e e n 
un insured depos i t s and bank capital . 

Studies by Pel tzman (21), M i n g o (19) , and 
Gonzalez (13) used o rd ina ry least squares re-
gression analysis to test for a subs t i tu te re lat ion-
ship b e t w e e n t h e p r o p o r t i o n of tota l depos i ts 
insured in a bank and its capi ta l pos i t ion or 
capital g rowth . The results are mixed . Pe l tzman 
found t h a t for the per iod 1963-65, the p ropor t ion 
of insured depos i t s was inversely re la ted t o t h e 
percentage change in bank capital , af ter h o l d i n g 
structural var iables constant . This suggests tha t a 
greater p r o p o r t i o n of un insu red depos i t s leads 
to mo re capital growth and, thus, greater market 
discipl ine. The data, howeve r , w e r e based o n 
state aggregates rather than i nd i v idua l bank data. 

In an a t t e m p t t o u p d a t e t h e Pe l tzman s tudy 
using i nd i v idua l bank data, M i n g o c o n f i r m e d 
Peltzman's f ind ings for 1970 , b u t o n l y for banks 
that w e r e unde rcap i t a l i zed relat ive to t he stan-
dards des i red by app rop r i a te regulators. To t he 
extent that a d isproport ionately greater percentage 
of large banks may have b e e n undercap i ta l i zed 
at the t ime, M ingo ' s f i nd ing may have re f lec ted 
greater regulatory pressure on larger banks' capital 
rather than marke t d isc ip l ine. A n analysis by 
Gonzalez in 1974 c o n f i r m e d tha t bank size, 
rather than the p ropor t ion of uninsured deposits, 
was in f l uenc ing levels and ratios of bank capi ta l 
for 1966 a n d 1975. 

O n balance, the re appears t o be no c lear-cut 
ev idence tha t bankers respond t o t h e po ten t i a l 
discipl ine of large depositors. Time-series analyses 
of t he i m p a c t of legislat ive changes on depos i t 
insurance coverage, and lags in banks ' response 
to changes in f lows of un insu red deposi ts , w o u l d 
he lp c lar i fy t h e issues. A s tudy of t he po r t f o l i o 
changes of banks in response t o changes in s tock 

pr ices a n d cost of f unds w o u l d also be wo r th -
wh i le . 

Market Discipline in 
Bank Capital Markets 

A n u m b e r of s tudies have been u n d e r t a k e n t o 
d e t e r m i n e t he ab i l i ty of d e b t a n d equ i t y markets 
t o evaluate bank ing risks. They generally quest ion 
w h e t h e r greater bank ing de fau l t risks, resul t ing 
f r om higher bank leverage, w i l l requ i re h igher 
returns o n inves tments in t he d e b t and e q u i t y 
markets. W i t h t he excep t i on of a f e w studies, 
ev idence tha t t he d e b t and e q u i t y marke ts 
d ist inguish bank risk based on capi ta l levels is 
no t pervasive. Beighley, Boyd and Jacobs (2), 
Pe l tzman (21) and D u r a n d (7) have f o u n d tha t 
bank pe r f o rmance character ist ics such as div i -
d e n d payouts, earnings, g rowth , and loan loss 
rates exp la in t he pr ice of a bank's s tock and its 
pr ice-earnings ratio. 

Further ev idence of t he capi ta l markets ' eff i-
c iency in respond ing qu i ck l y t o n e w bank ing 
i n fo rma t i on can b e de r i ved f r om studies of the 
markets ' advance response t o bank failures. 
Pet tway a n d Sinkey (23) s tud ied six bank fai lures 
b e t w e e n 1973 -1975 . Ana lyz ing t rends for each 
bank 's s tock using a conven t i ona l marke t mode l , 
they f o u n d that, on average, the marke t s ignaled 
p rob lems w i t h these banks 33 weeks be fo re 
regulatory agencies p laced t h e m on p rob lem-
bank lists. 

Stover and M i l l e r (25) f o u n d ev idence that t he 
marke ts for bankers acceptances, c o m m e r c i a l 
paper, and federa l funds also an t i c ipa ted t he 
Franklin Na t iona l Bank fai lure. A t ime-ser ies an-
alysis of t he rate spreads o n each i ns t rumen t a n d 
t he Treasury bi l l rate revealed that these markets 
ant ic ipated Franklin's prob lems about 10 mon ths 
pr ior t o fai lure. Impor tan t l y , t he Frankl in fa i lure 
d id no t cause a p e r m a n e n t s t ructura l shi f t in risk 
pe rcep t i ons in these markets or in t he stock 
marke t (22,25). 

The pauc i ty of recent ev idence leaves o p e n 
t he ques t i on of w h e t h e r t he bank d e b t marke t 
c o u l d be a v iab le source of d isc ip l ine. The FDIC's 
depos i t insurance s tudy cites several advantages 
of s u b o r d i n a t e d d e b t in p rov i d i ng marke t disci-
p l ine, saying it: (1) p rov ides a longer - te rm per-
spec t ive because length of ma tu r i t y p revents 
f lee ing du r i ng adversi ty ; (2) possesses f ixed-
return w i t h o u t rece iv ing a bene f i t for increased 
risk; and (3) is subord inated to depositors, insured 
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a n d u n i n s u r e d , in t h e e v e n t o f f a i l u re (10 , 
Chap te r III). 

To summarize, the potent ia l for bank deposi tors 
t o exer t " t r u e " marke t d isc ip l ine is l im i ted pri-
mar i ly to t he largest 1 pe rcen t of c o m m e r c i a l 
banks. The d isc ip l ine is no t broad-based, bu t 
l im i ted ma in ly t o large ins t i tu t iona l investors. 
Large depos i to rs t e n d t o " t i e r " banks based o n 
nonf inanc ia l factors, par t icu lar ly in o f fshore mar-
kets. This suggests some general instab i l i ty in 
these markets f r o m adverse r u m o r or pub l i c i t y 
a t tendent to bank ing deve lopments . In any event, 
t he re is no clear e v i d e n c e that banks are re-
spons ive t o t he po ten t ia l instab i l i ty of large 
un insu red depos i tors . 

The available ev idence relating to o ther m o n e y 
markets and capi ta l markets suggests greater 
marke t e f f ic iency. That is, these marke ts have 
been ab le t o an t i c ipa te b a n k i n g p r o b l e m s a n d 
react in an o rder l y manner . However , mos t of t h e 
ev idence is based o n a f e w bank fai lures in t h e 
mid-1970s. Upda ted analyses w i t h a larger sample 
of bank fai lures w o u l d be usefu l to substant ia te 
earl ier f indings. 

Disclosure and Banking Risks 
It c o u l d be argued that fu l ler or be t t e r qua l i t y 

of d isc losure of bank p e r f o r m a n c e migh t r educe 
the marke tp lace 's shor tcomings in p rov i d i ng dis-
c ip l ine on bank risk-taking. For broader disclosure 
t o be useful in this regard, certa in cond i t i ons 
shou ld be met . First, t h e d isc losed data shou ld 
p rov ide a pr ior ind ica t ion of de te r io ra t ing bank 
performance. Hopeful ly, this w o u l d afford "riskier" 
banks t i m e t o respond t o marke t forces a n d t o 
under take remed ia l act ion. O n t he o the r hand, if 
t h e marke tp lace recognizes serious bank ing pro-
b lems af ter t h e fact, it cou ld l imi t t he bank 's 
ab i l i ty t o r e m e d y its p rob lems, and m igh t even 
wo rsen its s i tuat ion. 

Second, t he requ i red d isc losure shou ld he lp 
t he marke tp lace assess risks for banks of all sizes. 
As i nd i ca ted earl ier, capi ta l markets, no t depos i t 
markets, exer t t he greatest marke t d isc ip l ine. 
Howeve r , t h e Securi t ies and Exchange Ac t of 
1934, w h i c h requires that cer ta in types of dis-
closures be sent t o t he pub l i c or m a d e pub l i c l y 
avai lable, app l ies on ly to re lat ively larger banks 
and bank h o l d i n g c o m p a n i e s — t h o s e registered 
w i t h t he Secur i t ies and Exchange Commiss ion . 5 

5 A description of these requirements is found in (10, Appendix C) 

Collect ively, these represent about 3,300 insured 
c o m m e r c i a l banks, or 23 pe rcen t of t he total. It 
shou ld be n o t e d that federa l bank regulatory 
agencies recent ly rev ised the i r call reports to 
requ i re disclosure, on a quar te r ly basis, of (1) 
past due, non-accrua l and renegot ia ted loans; 
(2) a de ta i l ed b r e a k d o w n of rema in ing matur i ty 
( repr ic ing per iod) of loans and interest bear ing 
securit ies, f i xed and f loa t ing rate, to ref lect in-
terest rate sensit iv i ty, and (3) i n f o rma t i on on off 
ba lance sheet t ransact ions.6 In add i t i on , all com-
merc ia l banks n o w fi le repor ts of i n c o m e and 
c o n d i t i o n on a quar te r l y basis. 

A th i rd cond i t ion for ef fect ive disclosure should 
be p rope r ba lance b e t w e e n bank examina t ion-
re lated i n fo rma t i on and bank ba lance sheet 
statistics. A major issue is w h e t h e r a regulatory 
agency's j u d g m e n t on a bank 's c o n d i t i o n wi l l 
result in an over reac t ion in t he marke t and trigger 
bank runs. To the extent that banks are examined 
at d i f f e ren t t imes, i n te rbank p e r f o r m a n c e com-
parisons based o n data f r om examina t ions are 
less meaningfu l . In some cases, t he in fo rmat ion 
w i l l be ou t of date. It has been a rgued that 
adverse classification of loans and o ther reported 
i n fo rma t i on ref lect subject ive, and somet imes 
inconsis tent , j u d g m e n t s by exam ina t i on staff 
and not fo rma l d e t e r m i n a t i o n s by t he agency 
(10, Chapter IV, p. 11). In addi t ion, the examiners' 
ab i l i t y to get re l iable i n f o rma t i on f r om banks' 
staffs may be u n d e r m i n e d by d isc losure of ex-
a m i n a t i o n in fo rmat ion . 

Chap te r IV of t he FDIC's depos i t insurance 
s tudy refers t o t he general t ypes of i n fo rmat ion 
avai lable t o regulators b u t no t d isc losed t o the 
pub l i c . This i n f o rma t i on is con ta i ned in rout ine 
repor ts of exam ina t i on a n d m e m o r a n d a £>f the 
agencies regard ing in fo rma l and fo rma l admin-
istrat ive ac t ion to cor rec t weaknesses that are 
m o d e r a t e l y severe or wo rse (10, C h a p t e r IV, pp. 
11-12) . 

Disclosure of Examination-Related Data 
N o t w i t h s t a n d i n g t he pract ical p rob lems in 

d isc los ing bank examina t i on data, a n u m b e r of 
s tudies have e v i d e n c e d the i r va lue in pred ic t ing 
risk in bank loan por t fo l ios. A l t h o u g h l im i ted by 
t he lack of r igorous statist ical test ing, studies 
have s h o w n a pos i t i ve re la t ionsh ip b e t w e e n 

6 N e w r e p o r t e d a n d d i s c l o s e d i n f o r m a t i o n on ins ider loans, a n d o ther 
c h a n g e s t o t h e ca l l r e p o r t s a re e x p e c t e d in M a r c h 1 9 8 4 (FDIC Bank 
Le t t e r 25-83) . 
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"c lassi f ied assets" ( those sub jec t to risk of non-
repayment ) a n d even tua l loan charge-of fs (8, 9, 
26, 27) . Howeve r , these studies fa i led t o test for 
the stat ist ical s ign i f icance b e t w e e n the charge-
off expe r ience of classif ied and nonclass i f ied 
loans, or b e t w e e n classi f ied loans and loans 
"pas t -due. " The studies also fa i led t o t rack sys-
temat ica l ly t he path of loan classif icat ions f r o m 
"subs tandard " t o " d o u b t f u l " t o " loss." 

The " b e f o r e t he fact " i n f o rma t i on c o n t e n t of 
examiner loan classi f icat ions is also bo rne o u t by 
bank failure and p rob lem bank models. Sinkey 
(24) f o u n d that a l ow ne t capi ta l rat io ( tota l 
capital a n d reserves m inus classi f ied assets/ tota l 
assets) was t h e best p red i c to r of smal l and large 
bank fail ures in the m id 1970s. Bovenzi, Mar ino, 
and McFadden (4) prov ide more recent ev idence 
of the role of c lassi f ied loans as an ear ly w a r n i n g 
of bank fai lures. If t he rat io of classif ied assets t o 
equ i ty capi ta l is i nco rpo ra ted in a f inanc ia l rat io 
mode l tha t d is t inguishes b e t w e e n fa i led a n d 
non-fai led banks f rom 1980-1983, the p ropo r t i on 
of bank failures ident i f ied by the m o d e l increases. 
This i m p r o v e m e n t in t he basic m o d e l lasts t w o 
years pr io r to fai lure. Subs t i tu t ing t he rat io of 
past-due loans t o to ta l assets for t he rat io of 
classif ied assets t o e q u i t y capi ta l also improves 
the basic mode l ' s p e r f o r m a n c e in p red i c t i ng 
failures. The larger t he lead t i m e be fo re fai lure, 
the be t te r t he " p a s t - d u e " rat io per fo rms relat ive 
to t he "c lass i f ied asset" ratio. Both ratios are 
stat ist ical ly m o r e significant than other financial 
ratios in t h e mode l . 

Ratios such as those c o n t a i n e d in fa i lure pre-
d ic t ion mode l s are po ten t ia l l y m o r e mean ing fu l 
than absolute values in compar ing the per formance 
of banks of d i f f e ren t size. W h i l e the^resul ts of 
these mode l s appear to suppo r t t he " b e f o r e t he 
fact" va lue of i nc lud ing e x a m i n e r classi f icat ions 
in se lec ted ratios for d isclosure, cer ta in qual i f i -
cat ions are w o r t h not ing. Since t he b e n c h m a r k of 
per formance is bank failure or survival, the studies 
do no t reveal t he process of de te r io ra t i on and 
i m p r o v e m e n t of bank pe r fo rmance . To s o m e 
extent , bank m a n a g e m e n t takes remed ia l ac t i on 
w h e n loans are c r i t i c i zed by examiners (26). 

Some major analyt ical ques t ions remain. W h a t 
are t he in ter re la t ions of examina t i on and call 
repor t ratios in exp la in ing t h e de te r i o ra t i on pro-
cess? What threshold levels are considered alarming? 
These ques t ions are n o t i n t e n d e d t o d im in i sh 
the c o n t r i b u t i o n of fa i lure p red i c t i on mode ls , 
bu t rather t o suggest fu r the r areas of research. 

Adverse Disclosure and Market Stability 
As no ted earlier, the disclosure of examinat ion-

re la ted data raises conce rn over poss ib le marke t 
over reac t ion to a regulatory agency's adverse e-
va lua t ion of a par t icu lar bank. The FDIC's ex-
pe r ience is that adverse pub l ic i t y , usual ly in the 
press, has resu l ted in depos i t runof fs in s o m e 
cases. General ly , though, t he bank was near 
fai lure w h e n t he runof fs occur red , and t he de-
posi t dra in s imp ly has tened t he inev i tab le. 

M o r e fo rma l statist ical analyses have t es ted 
t he response of t he s tock marke t a n d bank 
depos i to rs t o adverse news. In January 1976 , t he 
N e w York T imes d isc losed the names of 35 
banks on t he Federal Reserve s p r o b l e m list. 
Studies of t he impac t of this d isc losure on bank 
stock prices, using conven t iona l marke t mode ls , 
revealed no signi f icant change in t he market 's 
risk pe rcep t i ons of these banks after d isc losure 
(16,20) . M o r e o v e r , M u r p h y (20) f o u n d no evi-
dence of a "sp i l l ove r e f fec t " on marke t pr ices of a 
con t ro l g roup of s imi lar-s ized banks in t he same 
geographic areas. Finally, a s tudy by Kurtz a n d 
Sinkey (18) ana lyzed t he react ion of depos i to rs 
at smal l banks t o un favorab le pub l i c i t y based on 
bank irregular i t ies such as e m b e z z l e m e n t , f raud 
and m isapp l i ca t ion of f unds repo r ted to t he U.S. 
a t to rney in 1970. By exam in ing depos i t f l o w 
pat terns be fo re and af ter t he adverse pub l ic i ty , 
the authors conc luded that the impact of disclosed 
bank irregular i t ies o n depos i t f lows was insignif i-
cant. D e m a n d depos i t w i thd rawa ls ( abou t 10 
percent ) occu r red for on ly six m o n t h s af ter 
disclosure, and were partially offset by con t inued 
g r o w t h in o the r depos i t categories. O n e year 
af ter d isclosure, 65 pe rcen t of t he banks had 
r e c o u p e d the i r losses ent i re ly. 

Summary and Conclusions 
The c o m b i n a t i o n of high depos i t insurance 

coverage (actual a n d de facto), a n d bank deregu-
la t ion have p laced an a d d e d b u r d e n on t he 
marke tp lace to regulate bank behav io r and dis-
courage excessive risk-taking. There is a tendency, 
however , to overes t ima te t he incen t i ve and 
wi l l ingness of un insu red depos i to rs t o exer t an 
e f fec t i ve a n d non-d is rup t i ve in f luence on the 
bank ing industry. O n the o ther hand, bank capital 
markets and markets for purchased funds have 
shown some ev idence of impos ing such discipl ine, 
in a non-d i s rup t i ve fashion, o n larger ins t i tu t ions 
that are most d e p e n d e n t o n these markets for 
fund ing. 
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Shortcomings of the marke tp lace in restraining 
bank r isk-taking cou ld be cor rec ted to some 
degree by broader disclosure. In part icular, t he 
disclosure of bank examina t ion data cou ld help 
bank - fund ing markets to ident i fy an inst i tut ion 's 
weaknesses whi le remedial action is still possible. 
The impac t of such disclosure on stock prices 
and depos i t f lows may not be as d isrupt ive as 
some expect . However , the disclosure of exami-
nat ion-re lated in fo rmat ion may reduce the ef-
fect iveness of the examina t ion process. Further-
more, the recent ly requ i red bank disclosure of 
past-due and o ther nonpe r f o rm ing loans may 
serve as an ef fect ive subst i tu te for disclosure of 
classif ied loans f rom examina t ion reports. 

O n balance, ev idence of the existence and 
potent ia l of " t r u e " market d isc ip l ine is not per-
suasive enough to warrant its subst i tu t ion for the 

discipl ine provided by regulatory agencies. Whi le 
bank customers ' greater perce ived risk of loss 
f rom bank fai lure cou ld increase incent ives to 
impose market discipl ine, market part icipants' 
behav ior wi l l d e p e n d largely on t he nature and 
scope of changes in the deposit insurance system. 
It is di f f icul t t o predict how pervasive the resulting 
market d isc ip l ine w o u l d be a m o n g various bank-
size groups. 

—Gary G. Gilbert* 

"Cary C. Gilbert former assistant director of the division of research and strategic 
planning for the tederai Deposit Insurance Corporation, was appointed assistant 
to the president for economic and regulatory analysis for the Hank Administration 
Institute, effective Oct. 7 7. 1981. 
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DISCLOSURE NEEDS OF FINANCIAL 
ANALYSTS: LARGE BANK 
H O L D I N G COMPANIES _ _ 
Dur ing the 1970s and early 1980s, d isc losure by 
banks and bank ho ld ing companies has increased 
mater ia l ly and, on balance, has b e e n of con-
siderable he lp in p rov i d i ng bank ing analysts w i t h 
expanded i n f o rma t i on and statistics. As a result, 
w e are be t te r i n fo rmed . External events and 
signif icant indus t ry changes w e r e t he pr imary 
factors s t imu la t ing greater disclosure. 

The fo rma t i on of bank h o l d i n g compan ies in 
the late 1960s and early 1970s and t he l ist ing of 
many large b a n k i n g organizat ions on nat ional 
exchanges, w i t h a resul tant b r o a d e n i n g of the i r 
ownersh ip , led t o greater disclosure. In the mid-
1970s, c o m m e r c i a l real estate p r o b l e m s a m o n g 
certain large banks a n d re la ted REITs led t o 
greater disclosure of nonper fo rming assets. Also 
in the m id -1970s , massive changes in inter-
nat ional f lows of funds, as we l l as t he Bankhaus 
Herstat t fai lure, unde rsco red t he need for dis-
closure of in te rna t iona l data. Of f ic ia l agencies, 
inc lud ing t he Bank of England, t he Bank for 
I n t e r n a t i o n a l Se t t l emen ts , - t h e I n t e r n a t i o n a l 
M o n e t a r y Fund ( IMF), and the Federal Reserve 
Board all p u s h e d for this increase in d isc losure. 

The high and e x t r e m e l y vo la t i le in terest- rate 
e n v i r o n m e n t of t he late 1970s and early 1980s 
cal led fo r th greater d isc losure with1- regard t o 
asset and liability sensitivity and matur i ty structure. 
Mos t recent ly , ques t ions su r round ing loans t o 
deve lop ing countr ies have cal led for th disclosure 
of fur ther i n f o rma t i on on in te rna t iona l trans-
actions. 

As analysts of bank equ i t y secur i t ies for a large 
investment banker, w e take a fair ly na r row v i e w 
as t o w h a t const i tutes adequate and useful dis-
closure. G iven t he nature of our business, ou r 
analysis necessar i ly tends to b e c o n c e n t r a t e d o n 
the conso l i da ted f inancial results of large bank 
ho ld ing compan ies . Large m o n e y cen te r / i n te r -
nat ional and larger regional bank h o l d i n g com-
panies genera l ly are sub jec t t o t he substant ia l 
d isc losure requ i rements of the Securities and 

Exchange Commiss ion as wel l as nat ional or state 
bank ing regulators. 

Our analysis, l ike that of the regulators, involves a 
t ho rough examina t i on of capi tal adequacy, asset 
qual i ty, management , earnings power , and li-
qu id i t y in assessing the f undamen ta l pos i t ion of 
ind iv idua l inst i tut ions. Yet w e d is t inguish our-
selves f rom regulatory analysts by also a t tempt ing 
to incorpora te t he ef fects of f inancial marke t and 
va lua t ion in f luences in d e t e r m i n i n g at t ract ive 
i nves tmen t oppor tun i t i es . There is no ques t ion 
that required disclosure exerts a powerfu l inf luence 
in bo th our fundamenta l and psychological assess-
m e n t of ind iv idua l bank h o l d i n g companies . 

The large bank h o l d i n g compan ies on w h i c h 
w e concen t ra te are a l ready sub jec t to st r ingent 
repor t ing requirements. These requirements, and 
t he histor ical ly h o m o g e n e o u s nature of this uni-
verse of companies , give this segment of the 
bank ing indust ry a signif icant degree of uni-
f o rm i t y in repor t i ng statist ical and f inancial infor-
mat ion . 

W e see this, for example , in the p resenta t ion of 
i ncome s ta tement balance sheet loan portfol io, 
i n ves tmen t account , and asset qua l i ty data. 
Yet, desp i te t he h o m o g e n e o u s nature of t he 
industry 's f inancia l repor t ing, ind iv idua l banks' 
managemen ts retain a signif icant degree of dis-
c re t ion on cer ta in aspects of disclosure. 

In such an e n v i r o n m e n t a bank ing ins t i tu t ion 
may improve the in format ion con ten t of normal ly 
r e p o r t e d data in o rder to assist t he analyst in 
assessing t he company ' s f u n d a m e n t a l ou t l ook . 

Cons ider some s imp le examp les o f such dis-
c losure and the i r analyt ical usage. A l t h o u g h w e 
concen t ra te o n conso l i da ted bank h o l d i n g com-
pany in fo rmat ion , a p rope r assessment of a 
company's fundamenta l prospects should involve 
a b r e a k d o w n of t he c o m p a n y in to parts. W h i l e 
i n fo rma t i on is readi ly avai lable w i t h respect t o 
ind iv idua l banks in par t icu lar ho ld ing c o m p a n y 
systems th rough e i ther federa l or state bank ing 
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regulators, w e o f t e n lack su f f i c ien t i n f o rma t i on to 
assess proper ly nonbank subsidiaries of the hold ing 
compan ies w e are analyzing. 

A d d i t i o n a l benef ic ia l d isc losure m igh t take t he 
f o rm p resen ted in a First A t lan ta Corp. quar te r l y 
f inancia l s u p p l e m e n t that p rov ides analysts w i th 
conso l i da ted i n c o m e s ta tements and ba lance 
sheets. W h i l e i n fo rma t i on f r o m those statistics 
canno t be taken s imp ly at face va lue w i t h o u t 
some k n o w l e d g e of t he business of t he ent i t ies 
that make up t he company , w e are p r o v i d e d w i t h 
de ta i l ed and c o n t i n u i n g i n f o rma t i on on " c o m -
ponen ts " of t he ho ld ing company . This helps us 
t o make a j u d g m e n t as t o t h e prospects for t he 
c o m pany as a who le , and t o ob ta in a clear v i e w of 
t he p e r f o r m a n c e of subsidiaries. 

This i n f o rma t i on is q u i t e useful and brings us t o 
a second examp le . 

As a strategic response t o cur ren t and prospec-
t ive pressures o n t h e c o m m e r c i a l b a n k i n g in-
dustry, a s igni f icant n u m b e r of ins t i tu t ions have 

"Required disclosure exerts a powerful 
influence on both ourfundamental and 
psychological assessment of individual 

bank holding companies." 

sought t o d ivers i fy fu r the r the i r revenue and 
earnings sources. In d o i n g this they have at-
t e m p t e d t o generate a h igher p r o p o r t i o n of the i r 
i n c o m e f rom non- in te res t sources. As this occurs, 
t he revenue and earnings sources a t t r i bu tab le t o 
speci f ic segments of t he ins t i tu t ion beg in t o get 
" l o s t " in t h e conso l ida t ing process. If revenue 
i tems are s imp ly aggregated in to non- in te res t 
i n c o m e i tems, h o w can w e d e t e r m i n e t he level 
and t rend in the relative per formance of indiv idual 
areas of t he organizat ion? 

A n in te res t ing app roach has been a d o p t e d by 
Fleet Financial Group , a f i rm w i t h a s igni f icant ly 
diverse asset base, revenues, and earnings sources. 
In add i t i on t o t he fair ly s tandard p resenta t ion 
requ i red of all large ho ld ing compan ies , th is f i rm 
has been report ing its results on a l ine-of-business 
basis whi le also report ing certain informat ion by 

speci f ic subsidiary. This i n f o rma t i on p rov ides a 
relat ively h igh degree of useful data w i t h respect 
t o segment operat ions. 

A l o n g simi lar l ines, C i t i corp , in t he second 
quarter of 1983, began to disclose l imi ted amounts « 
of i n fo rma t i on a b o u t t he earnings con t r i bu t i ons 
of its th ree ma in business segments ( ins t i tu t iona l 
banking, ind iv idual banking, and capital markets). 

Some vo lun ta ry d isc losure of i n f o rma t i on by 
banks may be part ia l ly self serving, d u e t o the 
relat ively a t t rac t ive pos i t ion in w h i c h it places 
cer ta in ins t i tu t ions c o m p a r e d w i t h o thers in the ' 
industry. Several regional banks w i l l ing ly dis- J 
c losed in the i r 1982 annua l repor ts s igni f icant 
detai ls a b o u t the i r in te rna t iona l loan por t fo l ios 
not released un i formly by the large m o n e y center 
bank group. These lat ter banks w o u l d have 
l o o k e d m u c h less favorab le in te rms of v o l u m e 
and concen t ra t i on of in te rna t iona l loans. Large 
banks w e r e requ i red t o repor t coun t r ies t o w h i c h ' 
loan exposure e x c e e d e d m o r e than 1 percen t of 
to ta l outs tand ings. Some regional banks wen t 
considerably beyond the requi red data, provid ing * 
b r e a k d o w n s of i nd iv idua l asset categor ies and 
matu r i t y s t ructure, par t icu lar ly w h e r e mos t of the * 
loans a p p e a r e d shor t - te rm or se l f - l iqu idat ing in , 
nature, or w e r e in accep tance fo rm. They also 
d isc losed w h i c h asset categor ies w e r e insured by 
g o v e r n m e n t agencies. 

Besides this increased d isc losure by ind iv idua l 
institut ions, addi t ional disclosure somet imes arises 
t h rough regulatory requ i rements . O f ten , these 
requ i remen ts are a response t o env i ronmenta l * 
d e v e l o p m e n t s — f o r examp le , increased foreign 
loan d isc losure requ i remen ts by t he SEC and the 
regulators re la ted t o in te rna t iona l c red i t qual i ty 
p rob lems and a n e w prov is ion in call reports 
re lated to loans sold, a d i rec t response t o factors 
re lated t o t he Penn Square Bank s i tuat ion. 

The overr id ing in tent ion of requir ing addit ional 
i n fo rma t i on c lear ly appears t o be impos ing the 
d isc ip l ine of t he marke tp lace on bank ing insti-
tu t ions. A d d i t i o n a l d isc losure requ i remen ts ac-
comp l i sh this, in theory , by e n h a n c i n g t he ef-
f ic ient al locat ion of capital resources and funding 
sources and re in force t he need for bank ing , 
ins t i tu t ions t o d ivers i fy risk and t o a v o i d " u n d u e " 
risks. 

A recent examp le of signif icant f inancial market 
re f lec t ion of r i sk / reward re lat ionships occurred 
in t he late s u m m e r of 1982 . The cost of funds for > 
Con t i nen ta l I l l inois and Chase M a n h a t t a n was 
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impac ted in the shor t - term m o n e y markets fol-
lowing the Penn Square and Drysdale Securit ies 
losses. The overal l large bank equ i ty marke t was 
af fected as we l l because of investors' concerns 
over the potent ial impact on the banking industry. 

No t surprisingly, given the he igh tened level of 
concern abou t asset qual i ty p rob lems over the 

"Requiring additional information clearly 
appears to be imposing the discipline of 

the marketplace on banking 
institutions." 

past year, most of the new or expanded disclosure 
guidel ines have been related d i rect ly to foreign 
loans and non-per forming loans. The codif icat ion 

of certain guidel ines in these areas may enhance 
the un i fo rm i ty of repor t ing w i t h i n the industry. 

Banking deve lopmen ts have induced bank 
and securit ies regulators to requi re m u c h new 
in fo rmat ion abou t certain crucial e lements of 
bank ho ld ing companies ' f inancial cond i t ion . 
Efforts by these compan ies to please f inancial 
analysts and to d i f ferent ia te themselves also 
con t inue to br ing more analyt ical in fo rmat ion to 
the publ ic 's a t tent ion. 

That f inancial disclosure a m o n g large banks 
should have increased so dramat ical ly is appro-
priate and reflects both the increasing complexi ty 
and volat i l i ty of the bank ing business and the 
needs of the f inancial marketplace. 

—James H. Wooden 
and Thaddeus W. Paluszek* 

•Merrill Lynch, Pierce, Tenner & Smith 
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SUMMARY OF THE DISCLOSURE SESSION 

Participants in the disclosure session concentrated 
their discussion on the relevance of currently disclosed 
financial information on banking organizations and the 
impact of disclosure on public and reporter behavior. 
Regulators were generally viewed not as users of 
disclosed information but as parties interested in the 
use to which the public puts the information. 

Participants generally agreed that public disclosure 
of financial information on banks and bank holding 
companies is much more detailed and sophisticated 
than it was in the past. Harold Levine and James 
Wooden indicated that the quantity of information was, 
at times, overwhelming but doubted that they would 
give up any of it. Both attributed better disclosure in part 
to the demands of investors and analysts for more 
useful information on banks. 

James Ehlen pointed out that for immediate analysis 
and recommendations, required reports by the SEC 
and regulatory agencies were quite late. He indicated 
that company press releases and contacts with financial 
officers were the main sources of current information in 
the financial markets and that required reports were 
used for more detailed reappraisal. 

George Benston and Mark Biderman pointed out that 
increased diversification of banking companies intro-
duced information problems for both reporters and 
users of data Reporting by activity is consistent with 
diversification, but that requires reporters to decide on 
the fineness of activity breakdowns while users may 
have difficulties assessing the entire company from its 
parts. Gary Gilbert ci ted difficulties in reporting how 
risks of various parts of a company meshed together. 

in answer to a question about disclosure related to 
expected industry problems, Harold Levine saw need 
for considering asset concentrations and the impact of 
inflation and disinflation. Gary Gilbert added nonbank 
operations and overhead to the list of areas for additional 
disclosure. Participants saw no system for anticipating 
necessary new disclosures. James Wooden indicated 
that looking hard for potential problems and asking for 
data was the best that could be expected. 

In discussing the impact of disclosures on the public's > 
investment decisions Hal Levine pointed out that holders 
of nondeposit liabilities and equity of banks were the 
most likely to react to disclosure because they were 
much more likely to lose than were depositors with 
explicit or implicit insurance. Several participants main-
tained that implicit deposit insurance provided by the 
FDIC's common practice of merging rather than liqui-
dating troubled banks limited the need for technically 
uninsured depositors to analyze banks carefully. 

Academic participants argued that particular reporting 
requirements or formats would be unlikely to impact 
reporters business decisions Private-sector analysts 
were much less sure, pointing out that few securities 
losses had been taken since January 1983 when these * 
items were reported directly in net income and not 
shown on a separate line. * 

Private-sector financial analysts reported frequent 
instances when disclosures of financial problems had 
serious impacts on the prices of the bank's securities. In 
this they supported the regulators' belief that market 
discipline would work to limit risk-taking-by banks. 

* 
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91,575 

433,169 
JUL 

463,263 
30,282 

501,678 
15,865 

83,355 85,316 78,877 + 6 
2,882 2,879 1,704 + 69 

22,544 23,908 11,536 + 95 
58,685 59,350 65,808 - 11 

JUL JUN JUL 
65,600 66,196 69,736 - 6 

4,700 4,598 2,981 + 58 

5,103 5,080 4,530 + 13 
147 138 91 + 62 
869 886 544 + 60 

4,147 4,119 3,926 + 6 
JUL JUN JUL 

3,669 3,657 3,957 - 7 
216 205 47 +360 

50,911 
12,450 

4,463 
17,442 
17,655 

2,551 
237 

2,023 

6,799 
1,456 
4,709 
9,199 
1,344 

70 
1,189 

24,973 
5,847 
1,404 
5,257 

13,020 
196 

23 
191 

50,344 
12,449 
4,305 

17,278 
17,243 

2,547 
240 

1,997 

6,779 
1.366 
4,684 
9,018 
1,329 

70 
1,191 

24,872 
5,837 
1.367 
5,357 

12,817 
196 

23 
192 

40,633 
11,298 

3,313 
6,176 

20,357 
2,083 

165 
1,640 

5,772 
1,101 
1,637 
9,655 

855 
29 

775 

22,859 
5,758 
1,071 
2,428 

13,989 
123 

9 
116 

+ 25 
+ 10 
+ 35 
+182 
- 13 
+ 22 
+ 44 
+ 23 

+ 18 
+ 32 
+188 

- 5 
+ 57 
+141 
+ 53_ 

T 
+ 2 
+ 31 
+117 
- 7 
+ 59 
+156 
+ 65 

Savings & Loans 
Tota l Deposi ts 

NOW 
Savings 
T ime 

Mor tgages Outs tanding 
Mortgage C o m m i t m e n t s 

Savings « Loans 
To ta l Deposi ts 

NOW 
Savings 
T ime 

Mortgages Outs tanding 
Mortgage C o m m i t m e n t s 

52,418 54,540 47,661 + 10 
2,035 2,076 1,158 + 76 

15,500 16,728 7,689 +102 
35,253 36,179 38,810 - 9 

JUL JUN JUL 
38,991 39,068 41,191 - 5 

3,240 3,241 2,345 + 38 

7,752 7,751 9,869 - 21 
229 216 193 + 19 

1,772 1,808 1,176 + 51 
5,914 5,885 8,598 - 31 

JUL JUN JUL 
8,075 8,144 8,996 - 10 

472 455 167 +183 

Savings ¿c Loans 
Tota l Deposi ts 

NOW 
Savings 
T ime 

Mortgages Outs tanding 
Mortgage C o m m i t m e n t s 

11,550 11,503 10,375 + 11 Savings (5c Loans 
2,408 2,388 2,205 + 9 To ta l Deposi ts 

822 793 571 + 44 NOW 
2,426 2,450 733 +231 Savings 
6,228 6,152 6,999 - 11 T i m e 
N.A. N.A. N.A. 
N.A. N.A. N.A. Mor tgages Outs tanding 
N.A. N.A. N.A. Mortgage C o m m i t m e n t s 

8,435 8,351 7,898 + 7 
178 173 110 + 62 

2,362 2,400 1,215 + 94 
5,982 5,865 6,591 - 9 

JUL JUN JUL 
7,143 7,529 7,332 - 3 

511 462 281 + 82 

2,417 2,402 2,466 - 2 
91 85 52 + 75 

488 494 232 +110 
1,864 1,852 2,197 - 15 

JUL JUN JUL 
2,003 1,997 2,177 - 8 

46 40 20 +130 

22,151 
4,318 
1,664 
4,998 

11,399 
872 

59 
821 

21,927 19,716 + 12 Savings & Loans 
4,213 4,032 + 7 To ta l Deposi ts 
1,579 937 + 78 NOW 
5,104 2,122 +136 Savings 

11,133 12,674 - 10 T ime 
883 719 + 21 

6 2 40 + 48 Mor tgages Outs tanding 
8 2 7 688 + 19 Mortgage C o m m i t m e n t s 

Nstes: 

7,230 7,192 6,453 + 12 
202 191 100 +102 

1,553 1,592 680 +128 
5,523 5,450 5,686 - 3 

JUL JUN JUL 
5,719 5,801 6,083 - 6 

215 195 121 + 78 

1 

All deposit da ta are e x t r a c t e d f rom the Federa l Rese rve Repor t of Transac t ion Accounts , o ther Deposi ts and Vault Cash (FR2900) 
™ i ' t V e P < ? ? e d • r , t h e t h e w e e k e n d i n ? t h e 1st Wednesday of t he month . This d a t a , repor ted by ins t i tu t ions with 
t h f r i o r t ind° n th^ < T " „ ° f D e c . e m b f 3 1 ' ! 9 7 9 > represen t s 95% of deposits in t h e six s t a t e a rea . The major d i f f e r e n c e s be tween 
this repor t and t h e "caU repor t " are s ize , t he t r e a t m e n t of in terbank deposi ts , and t he t r e a t m e n t of f l oa t . The da t a g e n e r a t e d f rom 
l , h

P
0

0
B l I r a n

(
S f I O n Accounts is fo r banks over $15 million in deposi ts as of December 31, 1979. The t o t a l deposit da t a g e n e r a t e d 

f rom t h e Repor t of T ransac t ion Accounts e l imina tes in terbank deposi ts by repor t ing t h e net of deposi ts "due t o " and "due f r o m " o the r 
S S d S U U 2 ? U t S S n J T J S T ^ o f 7 r 0 n s a f . i o n Accounts s u b t r a c t s cash in process of col lec t ion f rom demand deposi ts , while t he cal l 

L Savings and loan mor tgage da t a a r e f rom t h e Federa l Home Loan Bank Board Se lec t ed Balance Sheet Da ta . The 
Southeast da t a represent t h e t o t a l of t he six s t a t e s . Subca tegor ies were chosen on a se l ec t ive basis and do not add t o t o t a l . 
n . a . - t e w e r than four ins t i tu t ions repor t ing . 
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n CONSTRUCTION 

AUG 
1983 

J U L 
1983 

AUG 
1982 

ANN 
% 

CHG 
AUG 
1983 

J U L 
1983 

AUG 
1982 

ANN 
% 

CHG 

12-month Cumulat ive R a t e 

N o n r e s i d e n t i a l Building P e r m i t s - $ Mil. 
T o t a l N o n r e s i d e n t i a l 47,986 

Indus t r i a l Bldgs. 5,108 
O f f i c e s 11,929 
S t o r e s 6,179 
Hosp i t a l s 1,861 
Schools 882 

Nonresident ia l Building P e r m i t s - $ MiL 
T o t a l N o n r e s i d e n t i a l 7 ,454 

Indus t r i a l Bldgs. 645 
O f f i c e s 1,775 
S t o r e s 1,129 
Hosp i t a l s 443 
Schools 168 

46,560 
5,079 

11,512 
5,827 
1,889 

846 

47,160 
5,498 

13,392 
5,458 
1,694 

861 

+ 2 
- 7 
- 11 
+ 13 
+ 10 
+ 2 

7,184 6,275 + 19 
622 737 - 12 

1,697 1,334 + 33 
1,077 1,035 + 9 

424 203 +118 
166 94 + 79 

R e s i d e n t i a l Building P e r m i t s 
Value - $ Mil. 

R e s i d e n t i a l P e r m i t s - Thous. 
S i n g l e - f a m i l y un i t s 
M u l t i - f a m i l y un i t s 

T o t a l Building P e r m i t s 
Value - $ Mil. 

R e s i d e n t i a l Building P e r m i t s 
Va lue - $ Mil. 

R e s i d e n t i a l P e r m i t s - Thous . 
S i n g l e - f a m i l y uni t s 
M u l t i - f a m i l y un i t s 

T o t a l Bui ld ing P e r m i t s 
Va lue - $ Mil. 

60,878 57,555 35,018 + 74 

825.7 
630.2 

18,480 

787.6 
595.1 

463.5 + 78 
395.1 + 60 

108,864 104,115 82 ,179 + 32 1 

11,027 

169.6 
136.3 

10,334 6,432 + 7 * 

162.2 93.9 + 81v 
125.2 81.0 + 68 

17,517 12,707 + 45 

T o t a l N o n r e s i d e n t i a l 
I ndus t r i a l Bldgs. 
O f f i c e s 
S t o r e s 
Hosp i t a l s 
Schools 

R e s i d e n t i a l Building P e r m i t s 
425 379 387 + 10 Value - $ MiL 387 353 221 + 

29 28 78 - 63 R e s i d e n t i a l P e r m i t s - Thous. 
55 53 55 0 S i n g l e - f a m i l y un i t s 7.6 7.2 3.9 + 
78 66 66 + 18 M u l t i - f a m i l y un i t s 7.0 6.4 4.0 + 
29 30 21 + 38 T o t a l Building P e r m i t s 

9 8 8 + 13 Value - $ MiL 812 732 608 + 

T o t a l Nonres iden t i a l 
Indus t r i a l Bldgs. 
O f f i c e s 
S t o r e s 
Hosp i t a l s 
Schools 

R e s i d e n t i a l Building P e r m i t s 
3,743 3,636 3,154 + 19 Value - $ MiL 6,334 5,920 3,993 + 

338 324 362 - 7 R e s i d e n t i a l P e r m i t s - Thous. 
838 809 624 + 34 S i n g l e - f a m i l y uni t s 89.0 84.8 50.0 + 
621 596 555 + 12 M u l t i - f a m i l y un i t s 76.2 70.0 50.5 + 
287 258 97 +196 T o t a l Building P e r m i t s 

52 52 18 +189 Value - $ MiL 10,077 9,557 7,147 + 

N o n r e s i d e n t i a l Building P e r m i t s -
T o t a l N o n r e s i d e n t i a l 

Indus t r i a l Bldgs. 
O f f i c e s 
S t o r e s 
Hosp i t a l s 
Schools 

Nonresident ia l Building P e r m i t s 
T o t a l N o n r e s i d e n t i a l 

Indus t r i a l Bldgs. 
O f f i c e s 
S t o r e s 
Hosp i t a l s 
Schools 

N o n r e s i d e n t i a l Building P e r m i t s 
T o t a l Nonres iden t i a l 

Indus t r i a l Bldgs. 
O f f i c e s 
S t o r e s 
Hosp i t a l s 
Schools 

MiL 
1,186 

164 
342 
123 

25 
27 

1,125 1,020 + 16 Value - $ MiL 2,172 2,062 1,118 + 94 
155 160 + 3 R e s i d e n t i a l P e r m i t s - Thous . 
320 240 + 43 S i n g l e - f a m i l y un i t s 39.0 37.4 21.4 + 82 
114 103 + 19 M u l t i - f a m i l y un i t s 22.3 21.2 10.7 +108 

26 26 - 4 T o t a l Building P e r m i t s 
24 35 - 23 Va lue - $ MiL 3,358 3,187 2,138 + 5Î 

R e s i d e n t i a l Building P e r m i t s 

R e s i d e n t i a l Building P e r m i t s 

1,163 1,148 884 + 32 Value - $ MiL 976 923 580 + 68 
54 56 88 - 39 R e s i d e n t i a l P e r m i t s - Thous . 

402 380 265 + 52 S i n g l e - f a m i l y un i t s 16.6 16.1) 9.2 + 80 
123 120 162 - 24 Mul t i - f ami ly un i t s 13.7 12.5 8.2 + 67 

54 60 15 +260 T o t a l Building P e r m i t s 
63 65 25 +152 Value - $ MiL 2,138 2,072 1,464 + 45 

186 165 170 + 9 Value - $ MiL 260 256 150 + 

6 6 13 - 54 R e s i d e n t i a l P e r m i t s - Thous . 
16 15 42 - 62 S i n g l e - f a m i l y uni t s 4.5 4.6 3.1 + 
36 34 38 - 5 M u l t i - f a m i l y un i t s 3.0 3 .1 2.0 + 
18 14 4 +350 T o t a l Building P e r m i t s 

8 8 1 +700 Value - $ MiL 446 420 321 + 

R e s i d e n t i a l Building P e r m i t s 
T o t a l N o n r e s i d e n t i a l 752 730 660 + 14 Va lue - $ MiL 898 819 371 

Indus t r i a l Bldgs. 56 53 35 + 60 R e s i d e n t i a l P e r m i t s - Thous . 
O f f i c e s 121 119 107 + 13 S i n g l e - f a m i l y un i t s 12.9 12.2 6 .3 
S t o r e s 147 146 110 + 34 Mul t i - f ami ly uni t s 14.1 12.0 5.6 
Hosp i t a l s 30 36 40 - 25 T o t a l Bui ld ing P e r m i t s 
Schools 9 8 7 + 29 Value - $ MiL 1,650 1,549 1,031 

NOTES: 
D a t a suppl ied by the U. S . B u r e a u of t h e Census , Housing Uni t s A u t h o r i z e d By Building P e r m i t s and Pub l i c C o n t r a c t s , C -40 . 
N o n r e s i d e n t i a l d a t a exc ludes t he cos t of c o n s t r u c t i o n f o r publ ic ly owned bui ldings . T h e s o u t h e a s t d a t a r e p r e s e n t t h e t o t a l of 
t he six s t a t e s . T h e annua l p e r c e n t change c a l c u l a t i o n is based on the m o s t r e c e n t month ove r p r io r y e a r . P u b l i c a t i o n of F . W. 
Dodge c o n s t r u c t i o n c o n t r a c t s h a s been d i scon t inued . 
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GENERAL 

LATEST C U R R . PREV. 
DATA PERIOD PERIOD 

ANN. 
YEAR % 
AGO CHG. 

SEPT 
1983 

AUG (R) SEPT (R) 
1983 1982 

ANN. % 

CHG. 

Personal Income 
($bil. - SAAR) 

Taxab le Sales - $bil . 
Plane Pass. Arr . 000's 
Pe t ro leum Prod, (thous.) 
Consumer P r i c e Index 

1967=100 
Kilowatt Hours - mils. 
SOUTHEAST 
Personal Income 

($bil. - SAAR) 
Taxable Sales - $ bil. 
Plane Pass. Arr . 000's 
Pet ro leum Prod, ( thous. 
Consumer P r i ce Index 

1967=100 
Kilowatt Hours - mils. 

1Q 2,640.5 2,616.1 2,499.8 • 6 
N.A. N.A. N.A. 
N.A. N.A. N.A. 

SEP 8,680.1 8,648.6 8,684.3 - 0 

SEP 301.8 300.3 293.3 + 3 
J U L 192.6 171.5 183.6 + 5 

1Q 

J U L 
SEP 

J U L 

318.0 
N.A. 

4,310.2 
1,400.0 

N.A. 
31.6 

314.5 
N.A. 

4,412.1 
1,381.0 

N.A. 
28.6 

296.4 
N.A. 

4,353.0 
1,386.5 

N.A. 
33.8 

+ 7 

- 1 
+ 1 

- 7 

Agr icu l ture 
P r i ce s Rec 'd by F a r m e r s 

Index (1977=100) 
Broiler P l acemen t s (thous.) 
Calf P r i ce s ($ per cwt . ) 
Broiler Pr ices ( t per lb.) 
Soybean P r i ce s ($ per bu.) 
Broiler Feed Cost ($ per ton) 

I E l M l M 
Agricul ture 

P r i ce s Rec 'd by F a r m e r s 
Index (197" 100) 

Broiler P l a c e m e n t s (thous.) 
Calf Pr ices ($ per cwt . ) 
Broiler Pr ices (œ per lb.) 
Soybean Pr ices ($ per bu.) 
Broiler Feed Cost ($ per ton) 

137 139 136 + 1 
77,027 79,386 78,072 - 1 

56.2 57.4 59.0 - 5 
33.8 31.8 26.8 +26 
8.46 7.57 5.22 +62 
240 228 209 +15 

1Q 
JUN 
AUG 
SEP 

JUL 

Personal Income 
($bil. - SAAR) 

Taxable Sales - $ bil. 
Plane Pass . Ar r . 000's 
Pet ro leum Prod, ( thous. 
Consumer P r i ce Index 

1967=100 
Kilowatt Hours - mils. 

Personal Income 
($bil. - SAAR) 

Taxable Sales - $ bil. 
Plane Pass. Arr . 000's 

Nov. 1977 = 100 
Kilowatt Hours - mils. 

Personal Income 
($bil. - SAAR) 1Q 

Taxable Sales - $ bil. 2Q 
Plane Pass . Arr . 000's AUG 
Pet ro leum Prod, (thous.) 
Consumer P r i c e Index - A t l a n t a 
1967 = 100 
Kilowatt Hours - mils. JUL 

125 122 118 + 6 
29,386 30,270 29,477 - 0 

54.2 
32.9 

53.7 
31.0 

54.9 
25.7 

- 1 
+28 

8.70 8.06 5.30 +64 
229 217 — 204 +12 

Agr icul ture 
35.1 34.7 33.0 + 6 Farm Cash R e c e i p t s - $ mil. 
27.2 26.9 26.4 + 3 (Dates : J U L , JUL) 1,057 - 1,095 - 3 

115.9 116.6 107.3 + 8 Broiler P l a c e m e n t s (thous.) 10,011 10,034 9,475 + 6 
52.0 53.0 57.0 + 2 Calf P r i ce s ($ per cwt . ) 51.7 52.1 53.7 - 4 

Broiler P r i ce s (4 per lb.) 30.5 30.0 24.5 +24 
N.A. N.A. N.A. Soybean Pr ices ($ per bu.) 8.26 7.79 5.33 +55 

3.9 3.5 4.7 -17 Broiler Feed Cost ($ per ton) 240 225 205 +17 

1Q 118.6 117.4 108.9 + 9 
SEP 71.4 70.7 66.7 + 7 
J U L 2,083.3 2,142.1 2,277.5 - 9 
SEP 57.0 59.0 73.0 -22 

Miami SEP JUL SEP 
162.9 160.8 156.1 + 4 

J U L 8.9 8.0 9.2 - 3 

Agr icu l ture 
F a r m Cash Rece ip t s - $ mil. 

(Dates : J U L , JUL) 
Broi ler P l a c e m e n t s (thous.) 
Calf P r i ce s ($ per cwt . ) 
Broiler P r i ce s (<t per lb.) 
Soybean P r i ce s ($ per bu.) 
Broi ler Feed Cost ($ per ton) 

2,933 - 2,853 + 3 
1,882 1,956 1,795 + 5 

60.4 59.3 56.4 + 7 
34.0 31.0 25.0 +36 
8.26 7.79 5.33 + 55 
250 235 210 +19 

56.0 
40.4 

1,648.3 
N.A. 
AUG 

55.3 
39.9 

1,641.8 
N.A. 
JUN 

52.0 
38.8 

1,510.9 
N.A. 
AUG 

Personal Income 
($bil. - SAAR) 

Taxable Sales - $ bil. 
Plane Pass. Arr . 000's 
Pet ro leum Prod, ( thous.) 
Consumer P r i ce Index 

1967 = 100 
Kilowatt Hours - mils. 

1Q 

AUG 
SEP 

J U L 

303.9 
5.5 

45.4 
N.A. 

279.3 
1,207.0 

302.3 
4.7 

295.6 
5.2 

Agr icu l ture 
+ 8 F a r m Cash R e c e i p t s - $ mil. 
+ 4 (Dates : JUL, JUL) 1,408 - 1,486 - 5 
+ 9 Broiler P l a c e m e n t s (thous.) 11,719 12,213 12,281 - 5 

Calf P r i ce s ($ per cwt . ) 50.7 50.4 50.5 + 0 
Broiler P r i ce s (<£ per lb.) 33.5 31.0 25.5 +31 

+ 3 Soybean Pr ices ($ per bu.) 8.66 7.68 5.28 +64 
+ 6 Broiler Feed Cost ($ per ton) 220 210 200 +10 

-ïiSîsS - : HB B 
44.7 v 43.1 
N.A. N.A. 

276.1 272.9 
1,185.0 1,164.0 

+ 5 
Agr icu l tu re 

Farm Cash R e c e i p t s - $ mil. 
(Dates : J U L , JUL) 

Broiler P l a c e m e n t s (thous.) 
Calf P r i ce s ($ per cwt . ) 
Broiler Pr ices (4 per lb.) 
Soybean P r i ce s ($ per bu.) 
Broiler Feed Cost ($ per ton) 

f 

615 - 690 -11 
N.A. N.A. N.A. 
54.5 56.0 56.7 - 4 
35.0 32.0 27.5 +27 
8.76 8.45 5.30 +65 
280 270 250 +12 

Personal Income 
($bil. - SAAR) 

Taxable Sales - $ bil. 
Plane Pass. Arr . 000's 
Pet ro leum Prod, (thous.) 
Consumer P r i ce Index 

1967 = 100 
* K i l o w a t t Hours - mils. 

Personal Income 
($bil. - SAAR) 

Taxable Sales - $ bil. 
Plane Pass . Arr . 000 's 
Petroleum Prod, (thous.) 

f Consumer P r i ce Index 
1967 = 100 

Kilowatt Hours - mils. 

1Q 20.5 20.4 19.3 + 6 
N.A. N.A. N.A. 

AUG 38.4 37.5 32.5 +18 
SEP 84.0 84.0 92.5 - 9 

N.A. N.A. N.A. 
J U L 2.3 2.0 2.4 - 4 

1Q 42.4 42.0 40.1 + 6 
SEP 36.5 36.3 32.7 +11 
AUG 161.5 154.9 157.5 + 3 
SEP N.A. N.A. N.A. 

N.A. N.A. N.A. 
JUL 5.7 5.3 6.4 -11 

Agr icu l ture 
F a r m Cash Rece ip t s - $ mil. 

(Da tes : J U L , JUL) 
Broiler P l a c e m e n t s (thous.) 
Calf Pr ices ($ per cwt . ) 
Broiler P r i ce s (<t pe r lb.) 
Soybean P r i ce s ($ per bu.) 
Broi ler Feed Cost ($ per ton) 

Agr icu l ture 
F a r m Cash Rece ip t s - $ mil. 

(Da tes : J U L , JUL) 
Broiler P l a c e m e n t s (thous.) 
Calf P r i ce s ($ per cwt . ) 
Broiler P r i ce s (« per lb.) 
Soybean P r i ce s ($ per bu.) 
Broiler Feed Cost ($ per ton) 

939 - 987 - 5 
6,024 6,068 5,926 + 2 

54.9 53.4 58.3 - 6 
35.0 32.5 28.0 +25 
8.78 8.03 5.44 +61 
210 197 200 + 5 

964 - 924 + 4 
N.A. N.A. N.A. 
52.3 50.8 53.4 - 2 
31.5 30.5 25.0 +26 
8.94 8.08 5.09 +76 
215 215 176 +22 

Notes: , n . 
Personal Income da t a supplied by U. S. D e p a r t m e n t of C o m m e r c e . Taxab le Sales a r e r epor t ed as a 12-month cumula t ive t o t a l . P lane 
Passenger Arr ivals a r e co l l ec ted f rom 26 a i rpor t s . Pe t ro leum Product ion da t a supplied by U. S. Bureau of Mines. Consumer P r i ce 
Index data supplied by Bureau of Labor S ta t i s t i c s . Agr icu l ture da ta supplied by U. S. D e p a r t m e n t of Agr icu l tu re . Farm Cash 
Rece ip ts da t a a r e r epor t ed as cumula t ive fo r t h e ca lendar yea r through t h e month shown. Broiler p l acemen t s a r e an average weekly 
ra t e . The Southeast da ta represent t he t o t a l of t h e six s t a t e s . N.A. = not avai lable . The annual pe rcen t change ca lcula t ion is based 
on most r ecen t da t a over pr ior yea r . R = revised. 
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EMPLOYMENT 

AUG 
1 9 8 3 

J U L 
1 9 8 3 

AUG 
1 9 8 2 

ANN. 

CHG. 
AUG 
1 9 8 3 

J U L 
1 9 8 3 

AUG 
1 9 8 2 

ANN. 
% 

CHG. 

Civi l ian Labor F o r c e - thous . 1 1 3 , 5 7 8 1 1 3 , 9 8 0 1 1 1 , 8 8 7 

T o t a l Employed - t hous . 1 0 3 , 1 6 7 1 0 3 , 2 7 3 1 0 1 , 1 7 7 

T o t a l Unemployed - t hous . 1 0 , 4 1 1 1 0 , 7 0 7 1 0 , 7 1 0 

U n e m p l o y m e n t R a t e - % SA 9.5 9.5 9.8 
Insured U n e m p l o y m e n t - thous . N.A. N.A. N .A. 
Insured Unempl . R a t e - % N.A. N.A. N.A. 
Mfg . Avg. Wkly. Hours 40.2 40.0 39.0 
Mfg . Avg. Wkly. Earn . - $ 353 354 332 

N o n f a r m E m p l o y m e n t - thous . 8 9 , 6 4 9 

M a n u f a c t u r i n g 1 8 , 8 6 6 
C o n s t r u c t i o n 4 , 3 0 6 
T r a d e 2 0 , 6 3 6 

G o v e r n m e n t 1 4 , 9 3 1 

S e r v i c e s 1 9 , 9 9 6 
Fin . , Ins., 3c Rea l E s t . 5 , 5 4 0 

T r a n s . C o m . 3c P u b . U t i l . 4 , 3 4 4 

8 9 , 9 9 2 

1 8 , 6 5 4 

4 , 2 0 5 

2 0 , 5 8 5 

1 5 , 0 5 6 

1 9 , 9 2 9 

5 , 5 3 4 

5 , 0 0 1 

8 9 , 0 8 8 

1 8 , 7 5 1 

4 , 1 6 4 

2 0 , 4 9 2 

1 4 , 8 7 7 

1 9 , 2 0 8 

5 , 4 0 2 

5 , 0 7 0 

Civi l ian Labor F o r c e - t hous . 1 4 , 6 7 2 1 4 , 6 1 2 1 4 , 2 9 1 + 3 

T o t a l Employed - thous . 1 3 , 2 7 8 1 3 , 1 5 2 1 2 , 8 8 5 + 3 

T o t a l Unemployed - thous . 1,393 1,459 1,405 - 1 
U n e m p l o y m e n t R a t e - % SA 9.7 9.7 9.8 
Insured U n e m p l o y m e n t - t hous . N.A. N.A. N.A. 
Insured Unempl . R a t e - % N.A. N.A. N.A. 
Mfg . Avg. Wkly. Hours 40.9 40.5 39.5 + 4 
Mfg . Avg. Wkly. E a r n . - $ 310 310 291 + 7 

N o n f a r m E m p l o y m e n t - thous . 1 1 , 3 7 5 1 1 , 4 0 6 1 1 , 2 6 3 

M a n u f a c t u r i n g 2,182 2 ,155 2,156 
C o n s t r u c t i o n 648 644 656 
T r a d e 2 , 7 3 4 2 , 7 2 4 2 , 6 7 5 

G o v e r n m e n t 2 , 0 5 1 2 , 0 8 0 2 , 0 4 2 

S e r v i c e s 2 , 2 9 1 2 , 2 9 5 2 , 2 3 0 

Fin . , Ins., 3c R e a l Es t . 669 667 651 
T r a n s . C o m . 3c Pub . Uti l . 656 696 700 

+ 1 + % 
+ 3 
+ l t 
+ 0 
+ 4 
+ 3 
-14 

+ 3 + 3. 

AL, 
Civi l ian Labor F o r c e - thous . 1,745 1,758 1,728 

T o t a l Employed - t hous . 1,532 1,526 1,469 
T o t a l Unemployed - thous . 212 232 259 

U n e m p l o y m e n t R a t e - % SA 12.2 12.4 14.2 
Insured U n e m p l o y m e n t - t hous . N .A. N .A. N.A. 
Insured Unempl . R a t e - % N.A. N.A. N .A. 
Mfg . Avg. Wkly. Hours 41.1 40.7 39.7 
Mfg . Avg. Wkly. E a r n . - $ 312 309 287 

+ 1 
+ 4 

- 1 8 

N o n f a r m E m p l o y m e n t - thous . 1,312 1,319 1,313 
M a n u f a c t u r i n g 334 327 334 
C o n s t r u c t i o n 61 60 59 
T r a d e 267 266 268 
G o v e r n m e n t 294 302 288 
S e r v i c e s 218 218 216 
Fin. , Ins., 3c R e a l Es t . 60 60 59 
T r a n s . C o m . 3c Pub. Ut i l . 64 71 72 

Civi l ian Labor F o r c e - t hous . 5,097 5,017 4,819 + 6 
T o t a l E m p l o y e d - t h o u s . 4 , 6 7 7 4 , 6 0 8 4 , 4 4 4 + 5 
T o t a l Unemployed - t hous . 419 409 375 +12 

U n e m p l o y m e n t R a t e - % SA 8.4 8.4 7.7 
Insur«3 U n e m p l o y m e n t - t hous . N.A. N.A. N.A. 
Insured Unempl . R a t e - % N.A. N .A. N.A. 
Mfg. Avg. Wkly. Hours 40.4 40.5 39.5 + 2 
M f g . Avg. Wkly. Earn . - $ 296 296 279 

' Z3* ra .^FTf 
C i v i l i a n L a b o r F o r c e - t h o u s . 2 , 6 9 9 2 , 7 0 2 2 , 6 8 7 

T o t a l E m p l o y e d - t h o u s . 2 , 5 1 2 2 , 5 0 2 2 , 4 8 5 
T o t a l Unemployed - thous . 188 199 201 

U n e m p l o y m e n t R a t e - % SA 6.9 7.1 7.4 
Insured U n e m p l o y m e n t - thous . N.A. N.A. N.A. 
Insured Unempl . R a t e - % N.A. N.A. N.A. 
Mfg . Avg. Wkly. Hours 41.2 40.8 39.3 
Mfg . Avg. Wkly. Earn . - $ 289 287 264 

Civi l ian Labor F o r c e - thous . 1,908 1,898 1,865 
T o t a l Employed - thous . 1,678 1,659 1,662 + 1 
T o t a l Unemployed - thous . 229 239 202 +13 

U n e m p l o y m e n t R a t e - % SA 12.3 12.4 11.5 
Insur«3 U n e m p l o y m e n t - thous . N.A. N.A. N.A. 
Insured Unempl . R a t e - % N.A. N.A. N.A. 
Mfg . Avg. Wkly. Hours 39.5 40.4 40.7 - 3 
Mfg . Avg. Wkly. E a r n . - $ 385 401 385 0 

N o n f a r m E m p l o y m e n t - t h o u s . 3 , 7 8 3 3 , 8 1 1 3 , 6 7 9 
M a n u f a c t u r i n g 471 465 449 
C o n s t r u c t i o n 257 254 251 
T r a d e 1,032 1,027 983 
G o v e r n m e n t 585 600 585 
S e r v i c e s 929 931 893 
Fin. , Ins., & R e a l Es t . 294 293 280 
Trans . C o m . & Pub. Ut i l . 205 231 229 

N o n f a r m E m p l o y m e n t - t h o u s . 2 , 2 4 7 2 , 2 3 7 2 , 2 0 7 
M a n u f a c t u r i n g 505 501 501 
C o n s t r u c t i o n 109 108 107 
T r a d e 540 537 524 
G o v e r n m e n t 420 420 426 
Se rv ices 396 395 376 
Fin. , Ins., <5c Rea l E s t . 121 121 118 
Trans . C o m . & Pub . Ut i l . 148 148 147 

N o n f a r m E m p l o y m e n t - t hous . 1,577 1,584 1 , 6 0 1 
M a n u f a c t u r i n g 192 192 202 
C o n s t r u c t i o n 115 115 125 
T r a d e 367 366 369 
G o v e r n m e n t 304 306 296 
Se rv ices 306 306 303 
Fin. , Ins., 3c R e a l Es t . 81 80 80 
T r a n s . C o m . 6c Pub. U t i l . 121 125 129 

Civi l ian Labor F o r c e - t hous . 1,057 1,078 1,058 
T o t a l Employed - t hous . 929 933 937 
T o t a l Unemployed - t hous . 129 146 121 

U n e m p l o y m e n t R a t e - % SA 12.3 12.3 11.6 
Insured U n e m p l o y m e n t - t hous . N.A. N .A. N.A. 
Insured Unempl . R a t e - % N.A. N .A. N .A. 
Mfg . Avg. Wkly. Hours 40.5 39.8 39.0 
Mfg . Avg. Wkly. E a r n . - $ 270 266 250 

- 0 
- 1 
+ 7 

+ 4 

+ 8 

N o n f a r m E m p l o y m e n t - thous . 777 783 781 
M a n u f a c t u r i n g 205 203 203 
C o n s t r u c t i o n 39 40 42 
T r a d e 163 163 164 
G o v e r n m e n t 168 172 169 
S e r v i c e s 120 123 119 
F in . , Ins., <5c R e a l Es t . 33 33 33 
T r a n s . C o m . & Pub . U t i l . 37 3? 40 

Civi l ian Labor F o r c e - thous . 2,166 2,159 2,134 
T o t a l Employed - thous . 1,950 1,924 1,888 
T o t a l Unemployed - thous . 216 234 247 

U n e m p l o y m e n t R a t e - % SA 10.4 10.1 11.2 
Insured U n e m p l o y m e n t - t hous . N .A. N .A. N.A. 
Insured Unempl . R a t e - % N.A. N .A. N.A. 
Mfg . Avg. Wkly. Hours 40.9 40.4 39.0 
M f g . Avg. Wkly. E a r n . - $ 308 303 279 

+ 1 
+ 3 

- 1 3 

+ 5 

+10 

N o n f a r m E m p l o y m e n t - thous . 1,679 1,672 1,682 
M a n u f a c t u r i n g 475 467 467 
C o n s t r u c t i o n 67 67 72 
T r a d e 365 365 367 
G o v e r n m e n t 280 280 278 
S e r v i c e s 322 322 323 
F in . , Ins., 3c R e a l E s t . 80 80 81 
T r a n s . C o m . 3c Pub. U t i l . 81 82 83 

+ 2 

+ 2 
- 1 1 

+ 2 

+ 4 + » 
- 1 0 

2 
+ 1 
+ 2 
+ 3 
- 1 
+ 5 
+ 3 + »' 

- 1 
+ 3 

+ 1 

- 1 
+ >J 
- 7 
- 1 
- 1 
+ 1 

Of* 

+ i 

- 1 

Notes: All l abor f o r c e d a t a a r e f rom Bureau of Labor S t a t i s t i c s r e p o r t s suppl ied by s t a t e a g e n c i e s . 
Only t he u n e m p l o y m e n t r a t e d a t a a r e seasona l ly a d j u s t e d . 
The S o u t h e a s t d a t a r e p r e s e n t t h e t o t a l of t he six s t a t e s . 
The annua l p e r c e n t c h a n g e c a l c u l a t i o n is based on the m o s t r e c e n t d a t a ove r p r io r y e a r . 
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