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Banking and the Economy:
What Are the Facts?

A n unprecedented number of banks and sav-
ings and loan associations failed in the United
States during the 1980s, and more than half of the
failures occurred in Texas, Many of the Texas
failures can be attribured 1o oil price movements
in the early 1980s and the resultant downturn in
the Southwest region. Fxcessive risk-taking has
also been cited as a contributing factor (see Gun-
ther 1989). Some observers have argued that the
1980s downturn in the Texas economy was made
worse by the bank failures, Morcover, even
though the Texas economy has been recovering
since 1987, some blame the slow pace of the re-
covery on the unwillingness of banks to lend.!!
They argue that banks in Texas and throughout
the country have reacted to recent bank failures
by limiting the supply of credit. This reluctance o
lend hurts investment and economic growth.”

The argument that bank failures deepen
cconomic downturns and slow economic recover-
ies is based on the beliel that the banking industry
plays a special role in the economy, intermediat-
ing between borrowers and lenders, Not only do
bank failures lead directly to job losses, but. more
important. the failures interrupt the flow of credit
from lenders 1o borrowers. Interruption of this
process hurts firms that depend on banks for
funds. Those that are unable o obtin funds elsc-
where will be forced 1o cut back on investment. 1f
enough firms are atfected. aggregate economic
activity will be curtailed

Partly in response o the recent bank fail-
ures. @ wave of theoretical studies has been
undertaken 1o examine how banks operate and
the role they play in the cconomy. Empirical stud-
ivs have also been undertaken 1o test the validiry
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of the theoretical work. But a number of hypothe-
ses put forth by the theoretical literature have not
vet been examined empirically. In this article,
examine these hypotheses and. in doing so. un-
cover several interesting empirical regularities
hetween bank lending and economic activity.

First. T find that adjustments in bank asset
holdings tend to occur belore changes in eco-
nomic activity. Bank loans tend to fall. and secu-
rity holdings tend to rise, before an economic
downturn. The opposite occurs prior to or along
with an economic upturn. 1 also find that, relative
to other banking system variables, the security-to-
asset ratio has the strongest predictive link with
real economic activity. This link has not been
explored previously,

An examination of the terms of bank lending
over the business cvele reveals that the percent-
age of short-term bank loans relative o long-term
loans increases before economic downturns and
decreases before upturns. Such a relationship is
consistent with the idea that banks restrict credit
by shortening the maturity of the loans granted.
This restriction, in turn. adversely affects eco-
nomic activity, Finally, T find tha the percentage
of loans made under commitment is negatively

The author wwouid hke to thank Donald W Hayes lor research
assistance and Evan F. Koenig, Robert T Clair. and Willam
C Gruben for helpful commenis

See Claw {1989)
See Gupla (1990) For amore moderale view atinbuting lhe

dectine in credil jo both demand and supply laclors. see
Salomon Brothers { 1990)




related to real output. This finding suggests that
when firms not holding commimments are unable
to borrow, economic growth is curtailed.

The article proceeds as follows. The next
section reviews the main theoretical arguments
supporting the notion that bank behavior has an
impact on economic growth, The predictive links
between various bank balance sheet measures
and real economic activity are then examined.
Next, to determine the validity of the theoretical
work, I explore the relationship between bank
loans and various interest rate measures, The re-
sults from examining the terms ol bank lending
over the business cycle are then presented, fol-
lowed by an analysis of the link between bank
capital and bank lending.

Theoretical background

Recent emphasis on understanding the mi-
crofoundations of macroeconomic behavior has
generated a renewed interest in the role of the
banking sector in the cconomy.* And while non-
bank financial institutions and the commercial
paper market have increasingly provided alterna-
tive sources for loanable funds, bank lending in
the past ten years as a percentage of total short-
term business credit has declined only 3 percent-
age points, from 64 percent to 61 percent. Further,
in 1989, roughly 40 percent of income earned by
manufacturing firms was generated by firms that
obtained the bulk of their short-term borrowing
from banks."

In this section, | present three arguments
that have been given to support the hypothesis
that bank behavior—in particular, banks” willing-
ness o lend—has a significant impact on real eco-
nomic activity, I also discuss the implications

For areview of the litecature on the role of banks, see Gerller
(1988)

' Manulacluring firms with asseils of $250 millon or less
obtamn roughly 85 percent of their short-term borroviang from
banks These firms generale 25 percent ol the ncome
earned by manulactunng lirms. Firms with assels behween
$250 million and $1 bitlion obtamn 70 perceni ol their shoet-
term borrowing from banks and generale 15 percent ol
manufacturing mcome See US Bureau of the Census
(1990). 2-5, 116-34

these arguments have for the behavior of several
macroeconomic variables.

In 1981, Stiglitz and Weiss argued that be-
cause banks cannot sereen out bad borrowers
sufficiently, interest rates are not necessarily the
equilibrating mechanism in the credit market. As
interest rates rise, the riskiness of a bank’s portfolio
will increase if relatively sale borrowers, unwilling
to pay high rates. drop out of the loan market
(the adverse selection effect). Additionally, bor-
rowers who are willing to borrow at high interest
rates may do so only because their probability of
repayment is low (the moral hazard effect). With a
riskier portfolio, bank profits could fall. To avoid
such a scenario, banks choose not to use the loan
rate to equilibrate loan supply with loan demand.
Instead, banks ration borrowers.

The eredit rationing theory proposed by
these authors predicts that if the real interest rates
available on securities rise in response o tight
monetary policy, bank loan rates will fail to keep
up and the supply of bank credit will be curtailed.
Hence, beyond some point, interest rates in the
sceeurities markets should be inversely related o
the supply of bank loans. Movement in these
i.nlel'l}!‘il rates, ht"l'l:llht.‘l' l‘L'f(.‘th_‘(] Lo as Hf&”'k(.‘f inter-
est rates, should also produce a positive relation-
ship between the supply of loans and the spread
between loan rates and marker rates.

A sccond theory emphasizing the impor-
tance of credit for real economic activity is put
forth by Bernanke and Blinder (1988), They argue
that, even without the assumption of credit ration-
ing, changes in the allocation of a bank’s portfolio
can alfeat the real economy. If bonds and bank
loans are imperfect substitutes, shocks that reduce
the supply of bank credit will recduce the total
amount of credit extended. For example, an in-
crease in the perceived riskiness of loans could
produce such a shock. As a result, investiment
would be reduced. The idea behind this argument
is that firms that are unable to obtain bank financ-
ing for a project will likely find it difficult to ob-
tain funding elsewhere. When banks shift away
from issuing loans, they shift into holding securi-
ties, a substantial portion of which are U.S. gov-
ermnment sceurities. Because government bonds do
not represent the same level of investment as
private bonds or bank loans, such a shilt pro-
duces a fall in aggregale investment.
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A widespread shift among banks away from
issuing loans toward holding sccurities will be
associated with an increase in interest rates on
loans and a decrease in interest rates on bonds. A
decrease in the supply of credit will, therefore. be
associated with an increase in the spread between
loan rates and bond rates, Similarly, an increase in
the supply of credit should be associated with a
decrease in the spread between loan rates and
bond rates. In other words, in contrast to Sriglitz
and Weiss, Bernanke and Blinder hypothesize that
the amount of loans issued is inversely related 1o
the spread between loan rates and market interest
rales.

The last hypothesis abour bank behavior
that T will present is from Bernanke and Gertler
(1987), These authors develop a model of the
hanking sector in which the size of bank capital
and the perceived quality of potential assets play
a role in investment. A decline in either of these
two measures procuces a shiflt toward safe, low-
return investments (that is, government securities)
Their work, then, provides further motivation for
why, as Bernanke and Blinder argue, banks might
shift our of loans and into securities. 1 such a shif
proves to be widespread, aggregare investment
and output will be affecred.

The theories presented here have implica-
tions for monetary policy. Il the amount of credit
extended has an impact on investment, attention
should focus on policy’s impact on credit as well
as on interest rates, Further, in situations where
bunk capital is close 1o the minimum level re-
quirced by Law, monctary policy may be an ineffee-
tive tool for expanding eredit®

Bank portfolio holdings
over the business cycle

In this section, | consider whether decreases
in the percentage of bank assets held as loans,
and increases in the percentage held as securities.
precede declines in real veonomic activity, Con-
ducting such an examination is not new, In the
19705, Wood C19735) noted that bank holdings ol
securities relative 1o loans decrease during expan-
sions and inercase during recessions, But he dicd
not examine whether these movements precede
changes in aggregate investment or mereh
coineicle,
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More recently, Bernanke and Blinder (1989)
examined how a change in monetary policy—as
measured by a change in the federal funds rate
(the rate at which banks lend 1o each other)—
affects the banking system’s balance sheet vari-
ables. Using impulse response functions, they
found that, for the first nine months following :
contraction in monetary policy, bond holdings
contract and loan holdings change very litte. Sub-
sequently, however, security holdings begin 10
rebuild, while Toans begin 1o fall steadily. They
also found that changes in the unemployment rate
occur nine to twelve months after a policy
change. They argue that this coincidence of tim-
ing suggests that, in addition 1o operating through
the money supply, monetary policy may very well
work through bank loans. But these authors did
not directly compare changes in the banking sys-
tem'’s balance sheet with changes in aggregate
investment and output.

Economists have also examined whether
movements in the growth rate of bank credit have
preceded movements in the growth rate of out-
put. King (1986) found litle support for such a
relationship, while Bernanke (19806), Lown (1988),
and Lown and Hayes (1990) found that such a
relationship does exist. But litde attention has
heen paid o the relationship between loan
growth and investment growth and o the rela-
tionship between changes in the composition of
the banking system's balance sheet and changes
in investment and output,

Chart 1 depicts movements in bank assets
around business evele wming points. The chart
presents the growth vates of the ratio of toral
loans 1o total assets and the ratio of total securities
to total assets held by the banking sector from
1959 1o 1989 The darker seas mark recessionary
periods

With the exception of the 1981-82 recession,
the loan rtio levels oll or declines and the secu-
ity rtio levels ofl or rises before every recession
since 1939 During the 198182 recession, the two
series reverse course only as the recession begins,
Following recessions. the loan ratio begins o

Clovr (1988 olfers several possible policy responses (o aid

Bk rocapetali2alicn



Chart 1

Growth Rates of the Ratio of Total Bank Loans to Total Bank Assets
and the Ratio of Total Bank Securities to Total Bank Assets

Loan growth rate Security growth rate
Percent Percent
15 = |- 20
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SOURCE OF PRIMARY DATA: Board of Governors, Federal Reserve System

increase and the seeurity ratio begins to fall.
roughly at the same time or just after the expan-
sions get under way. Thus. there appears 1o be
some evidence supporting the idea that adjust-
ments in bank asset holdings take place before
changes in cconomic activity,

Empirical tests

This section presents the results from statisti-
cally examining the relationship between each of
the banking system’s balance sheet variables and
aggregate investment and output, This section
also presents. for comparison. results from exan-
ining the relationship between the money supply
and investment and output, Granger causality ests
are used [or this purpose. Despite their nanie.

4

these tests only determine whether movements in
one variable temporally precede, or help predict,
movements in another variable, Therelore, while
they cannor determine whether movements in
bank asset holdings canse movements in eco-
nomic activity, these tests can derermine whether
changes in the balance sheet variables precede
changes in economic activit

In previous work. | have focused on the
predictive relationship between total loans and
oulput (Lown 1988) and between a broader mea-
sure of credit and output (Lown and Hayes 19900,
Here. the focus is on movements in loan and
seeurity holdings relative 1o 1ot asser holdings.
For comparison. however, 1 examine the fevels of
loan and security holdings as well. In addition 1o
the relationship with ouwput, the relationship with
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investment is also considered for cach variable.

The independent variables used in the tests
are the commercial banking sector’s total loans,
total security holdings, loan-to-asset ratio, and
security-to-asset ratio and the monetary aggregates
M1 and M2, The dependem variables (he vari-
ables to be explained) are real gross national
product (GNP) and the gross investment compo-
nent of real GNP. Hence, six regressions are esli-
mated lor each dependent variable: the data used
are seasonally adjusted, quarterly data for the
vears 1959-89.

Before conducting the causality 1ests. 1 put
cach series in stationary form. This procedure
guarantees that a relationship between two vari-
ables is not bused merely on trends in the data.
With the exception of total loans and the security-
to-assel rato, cach series was found o be sta-
tionary in its growth rate, The detrended series
were found to be appropriate for wotal loans and
the security-1o-asset rtio.

Next. the number of lagged dependent vari-
ables ro be included in cach regression must be
determined. The idea is that past values of a vari-
able may contain information about its present
value, This information is included first. Additional
variables are then considered to see if they pro-
vide further information.

Akaike's final prediction error (FPE) is used
to determine the appropriate lag length of both
the dependent variables and the independent
variables.® The FPE stalistic measures a regres-
sion’s mean square prediction error, Lagged val-
ues of the dependent and independent variables
are included in a regression as long as their inclu-
sion lowers the FPE. Further, if inclusion of a
variable lowers an equation’s mean square predic-
tion error, that variable helps o predict the de-
pendent variable, Therelore. the FPE statistic is
also used 10 determine which independent vari-
ables have a Granger causal relationship with
cach dependent variable,

Table 1 gives the results from the Granger
causality tests, The table reports the lowest FPE
obtained from a regression including only Lagged
values of cach dependent variable and the lowesl
FPE obtained from adding lagged values of cach
independent variable. I inclusion of an indepen-
dent variable lowers an equation’s FPE, the addi-
tional variable is said to “Granger-cause” the
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dependent variable, Marginal significance levels
for the test that cach variable does not aid in pre-
dicting economic activity are also reported. A
number smaller than 0.05 implies rejection of the
hypothesis that cconomic activity is not Granger-
caused by the variable w the S-percent signifi-
cance level,

As Table 1 shows, each independent vari-
able has a predictive relationship with investment
and output. In every case. the FPE of the equation
falls when the independent variable is included.
The security-to-asset ratio has the lowest FPE with
respect to real investment, Thus, this variable has
the strongest predictive relationship with invest-
ment. M2, total security holdings, and total loans
have the next lowest FPEs. The subset Fiests also
indicate thar each variable significantly predicts
real investment.

With respect to real GNP, the sceurity-1o-
asset ratio again produces the lowest FPLE, fol-
lowed by total loans. The subset Frests indicate
that, with the exception of M1. all the variables
are highly significant in predicting real GNP, M1
is significant at the 6-percent level—a finding
consistent with its relatively high FPE.

The results presented here suggest that the
hanking system’s balance sheet variables contain
predictive information for economic activity.

Of particular interest is the significance of the
security-to-asset ratio. This relationship indicates
not only that the amount of credit extended has
predictive content for economic growth but that
adjustments in bank asset holdings are especially
important in predicting economic activiry®

" See Akaike (1969, 1970) for denvation of this statistic

Because the total loan series borders on being nonstation-
ary, | also conducted lhe causalily lests by using the growih
rate of this senes The FPE for real invesiment increases o
2.32 The FPE for real output becomes 8 71. Thus. the sig-
nificance ol lolal lpans i predicling real nvestmeni changes
very litite. bul its impoitance in predicting real outpul falls

1 also performed the lests with each of the variables in real
terms  With respect to real invesiment, the FPEs ol the
vaniables change slightly. but their marginal significance
levels remain the same . The order of predictive imporiance
of the vanables 1s not affected. For real GNP, the FPE of M2
lalls. so real M2 has a shghtly lower FPE than does the



Table 1
Bivariate Tests of Predictive Content for Investment
and Gross National Product, 1959:1-1989:4

RINV RGNP
Number Number
FPE ol FPE of
x 107 MS lags * 10° MS lags
Lagged dependent
variable 2.48 1 8.76 2
TL 2.22 .00 1 7.97 .00 1
LAR 234 .00 1 8.42 01 1
TS 2.21 .00 1 8.3 01 1
SAR 1.97 00 6 7.69 .00 2
M1 2.38 01 1 8.63 06 3
M2 220 .00 1 8.32 01 1

NOTE: RINV = real gross investment. and AGNP = real gross national product
FPE = final prediction error. and MS = marginal significance leval
Commercial bank measures: TL = total loans. LAR = loan-lo-assel ratio, TS =
tolal securities, and SAR = security-lo-assat ratio. M1 and M2 are the monetary

aggregales
Finding that changes in bank asset holdings cannot say definitively that movements in cco-
have a predictive relationship with real economic nomic activity occur because of a change in
activity is consistent with the story that banks banks™ willingness 1o lend. But we can conclude
willingness to lend has an impact on the real that changes in the composition of bank assets
economy. But it is also possible that both the tend to precede changes in economic activity.
movements in asset holdings and the movements
in economic activity are the result of changes in Interest rates and the composition
firms” willingness to borrow. If firms™ demand for of bank portfolios
credit were to fall, investment and economic
growth would most likely be affected. Thus, we According to the credit rationing story pre-
sented by Stiglitz and Weiss, banks become less
willing to lend as market interest rates rise. Be-
S = vond some point. then, market interest rates and
securily-to-assel raho. Total loans in real terms do not help the quantity of loans extended should be in-
to predict real output versely related, Further, as market interest rates

6 Federal Reserve Bank of Dallas




Chart 2

Newly Issued Commercial and Industrial Loans and the Real Interest Rate

CHiloas Interest rate
Pearcent Percentage-point change
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SOURCE OF PRIMARY DATA: Board of Governors, Federal Reserve System.

rise, loan rates are hypothesized 1o rise less rap-
idly. narrowing the spread between loan rates and
market rates. The quantity of loans issued and the
spread between loan rates and market rates
should, thercfore, be directly related.

Similar relationships between movements in
interest rates and movements in credit could also
arise from changes in loan demand. If firms
shifted away from bank borrowing and toward
bond issuance, loan rates would fall and bond
rates would rise, producing a positive relationship
berween loans issued and the spread between
loan and market rates. Thus, an examination of
loan and interest rate data will, at best, prove to
be consistent with the credit rationing hypothesis.
Credit demand would also have to be accounted
for 1o prove, definitively, that credit rationing
OCCurs,

Feonomic Review — September 1990

The relationships between interest rates and
loans extended are reversed if movements in the
quantity of credit are principally the result of sup-
ply shocks, as argued by Bernanke and Blinder.
That is. market interest rates and loans extended
should be positively related. while the spread
should be inversely related 1o loans. This section
considers the validity of these arguments by
examining loan and interest rate data.

Since 1977, the Federal Reserve has col-
lected survey data, quarterly. on newly issued
commercial and industrial (C&D loans. While the
survey only covers one category of loans—C&I1
loans—this category makes up roughly one-third
of all bank lending and almost all lending to busi-
nesses. Chart 2 presents the relationship between
newly issucd C&1 loans as a percentage of total
C&1 loans and the change in market interest rates.




Newly Issued Commercial and Industrial Loans and the Interest Rate Spread

Chart 3

Cé&l loans Interest rate spread
Percent Percentage-point change
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SOURCE OF PRIMARY DATA: Board of Governors, Federal Reserve System

The real one-year U.S. Treasury note rate is used
as the interest rate measure. ‘The real rate is used
here because it represents the rate of return 1o
credit beyond that which merely compensates for
inflation. And because newly issued loans. less an
adjustment for expired loans., represent the
change in 1ol loans outstanding, for consistency
the real interest rate is used in first-dlifference
form.

As the chart shows, there is not an obvious
relationship, positive or negative, between the
two series. Computing the correlation between
newly issued loans and the change in the real
interest rate conlirms the lack of a relationship
between them. I two series moved identically,
they would have a correlation of 1.0, I their
movements were completely unrelated, they
would have a zero correlation. Over the 1977-89

8

period, newly issued loans have a negative but
not significant correlation with changes in the real
interest rate.

Because of the upward tend in the loan
series during 1980 and 1981, 1 also computed the
correlation coeflicient for these two series begin-
ning with 1982. For 1982-89, newly issucd loans
and the change in the real interest rate, lagged
one quarter, have a significant correlation of
—.39. This flinding supports the credit rationing
hypothesis,

Chart 3 plots newly issucd C&T loans as a
pereentage of total C&l loans and the change in
the spread between the interest rate on short-term
C&1 louns Uoans with maturity of one year or
less) and the one-year Treasury note rate. Again,
because newly issued loans represent the change
in total outstanding loans, the first difference of

Federal Reserve Bank of Dallas




the spread is presented in the chan 1o be consis-
tent, As was the case in Chart 2, the two series do
not appear o exhibit much of a relionship. The
correlation coellicient indicates that for 1977-89.
the two series have o negative but not significant
relationship. But for 1982-89, the negative correli-
tion between the two series is significant, The
highest and most significant correlation occurs
when the spread viviable is lagged two quarters:
the correlation is =0, 11 at a significance level of

1 percent.

The negative relationship between newly
issued loans and the change in the interest rate
spread runs counter 1o the credil rationing story
hypothesized by Stiglitz and Weiss. Bur this rela-
tionship is consistent with the notion of credit
supply shocks and imperfect substitution as dis-
cussed by Bernanke and Blinder. In contrast, the
negative relationship between newly issued loans
and the change in the real interest rate is consis-
tent with eredit rationing. (This latter relationship
is atlso consistent with shifts in the demand for
bank loans.) Thus. the data examined here are
inconclusive in characterizing bank behavior”

Terms of bank lending
over the business cycle

Besides denving loans to customers, banks
mav ration credit in other less severe ways,
Greenwald and Stiglitz (1987) note that during
periods ol ight eredit. even for firms that do ob-
tain loans. credit may be somew hat restricted. For
example. hanks may insist on shorvter maturities
for the loans they issue. and the size of the loans
they issue may fall. An increase in the pereentage
ol hank loans made under loan commitment
agreements may also reflect tighter credit standiards,
Uinder such an arrangement, a bank promises to
issue a borower a loan up 1o an agreed-upon
amount as long as the borrower satisfies the terms
ol the contract, Bearuse rationing ot loans can
only afTect Firms that do not have such agree-
ments. the percentage of total loans made under
commitments should increase during periods of
tight credit.

The Federal Reserve's quarterly survey on
commercial and industrial loans includes data on
the terms under which loans are issued. Data are
collected on the number of short- and long-term
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C&I loans issued. their average size, average
nuturity, and the percentage ol C&I loans made
under commitment." This section presents regres-
sion results with real GNP nd each series to de-
termine the extent to which the terms of bank
credit vary over the business cycle.

As with the previous empirical work, before
estimation of the equations, the series are exam-
ined Tor stnionarity. With the exception of the
average maturity on short-term loans. cach series
is found to be stationary in its growth rate. The
detrended growth rate of the maturity variable is
the appropriate specification for this series.

Table 2 presents the regression resulls. As
the ble shows, two of the four vanables have
the hypothesized relationship with real outpu.
The ratio of short-term C&1 loans 1o total newly
issucd C&T loans, lagged one quarter, has a sig-
nilicant negative relationship with real output.
such a relationship is consistent with the hypothe-
sis that banks restrict credit by issuing fewer long-
term loans and that this restriction has a negative
IPACE 0N CCONOMIC activity.

The percentage of CKI loans made under
commitment also has a significant negative rela-
tionship with real output. When firms without
loan commitment agreements hold a smaller
percentage of new loans, output is negatively
alfected. This linding suggests that economic ac-
tivity is hurt when firms are unable or unwilling to
borrow. While distinguishing between ability and
willingness is not possible in this analysis, the
result is at least consistent with the notion that
economic activity is hurt when banks restric
credit.

The other two series examined do not ex-
hibit the hypothesized relationship. Short-term
C&TI loans constitute 80 percent of new C&I loans
issucd, but their average size has a significant

I also examined the relationship belveeen the growth rate of
lotal owlstancing C&1 loans and the interes! rale variables
The correlation belween the growth rate of C&1 loans and
the change m Ihe real intorest rate for 1977-89 1 0.25
signilicant at the 9-percent level For 1982-89. (he correla-
fion 1s O 40 signilicant at the 3-percent level The spread
variable is nol sighicantly correlated vath the growth of
oulstanding loans m eilher penod

Shorl-term loans are loans with a maltunty of up 1o one vear
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Table 2

Gross National Product and Terms
of Bank Lending, 1977:1-1989:4

Constant

RGNP_

t-3

Breusch—Godirey
statistic

H?

Independent variables

ASTTL Luc ASSTL  AMSTL
.005 006 .008 .005
(2.77) (3.48) (3.60) (2.88)
309 277 168 275
(2.08) (1.93) (1.03) (1.75)
-.048 -.045 003 -.002
(-1.15) (-2.34) (.29) (=12)
-.099 -.027 -026 013
(-2.07) (-1.21) (~-2.55) (1.02)
006 -.043 -.032 015
(12) (-2.03) (-2.88) (1.15)
050 -015 -010 017
(1.20) (~.76) (-1.00) (1.37)
29 .89 94 96
16 15 22 07

NOTE: C&l loan measures: ASTTL = ratio of newly issued short-term loans (o total
newly issued loans, LUC = percentage of newly issued loans made under
commitment, ASSTL = average size of shori-term loans, and AMSTL =
average maturity of shor-term loans
RGNP = real gross national product, the dependent variable.

Figures in parentheses are f statistics.

negative, rather than positive, relationship with
output. This result runs counter to the idea that if
banks restrict credit by issuing smaller loans, the
economy is adversely affected. Finally, the aver-
age maturity of short-term C&I loans has no sig-
nificant relationship with GNP. Thus, although the
percentage of short-term loans relative to long-
term loans seems to matter for economic activity,
the average maturity within the class of short-term

10

loans does not appear to be relevant.

In sum, the ratio of newly issued short-term
loans to total commercial and industrial loans
appears to reflect the Stiglitz and Weiss credit
rationing story, as does the number of C&I loans
issued under commitment. But for 1977-89, the
data on average size and average maturity do not
suggest a relationship between credit and eco-
nomic activity.

Federal Reserve Bank of Dallas



Table 3
Relationship Between Equity and Assets
of Commercial Banking System, 1959-89

TL

Number
FPE of
x 10° MS lags
Lagged dependent variable 1.8 2

Equity of commercial banks 1.7 10 2

Number
FPE of
x10? MS lags
3.8 2

36 09 1

NOTE: TL = total loans issued by commercial banks, and SAR = security-lo-assel ralio of

commercial banks.

FPE = final prediction error, and MS = marginal significance level

Equity and bank lending

The last set of data o evaluate concerns the
relationship between equity and lending in the
hanking sector. Bernanke and Gertler note that
the health ol the banking scector plays @ role in
the determination ol bank asset holdings. To test
this hypothesis, 1 examine the Granger causal
relationship between the equity ol the commercial
hunking svstem and two bank balance sheet
measures, the security-to-asset ratio and total
loans.' These two variables are used here be-
cause they were found to have the most signifi-
cunt relationships with real cconomic activiry

Because 1 wis only able to obtiin annual
data on equity, the bank balance sheet measures
are transformed into annual series. Funther., to
avoid a correlation due o inflation. the equity and
total loan series are deflaed by the fixed-weight
GNP price deflator. The procedure is then identi-
cal to that Tollowed earlier. First, the three senes
are examined for stationarity. Each is found to be
stationary in its growth rate. The number of
lagaed dependent variables 1o include in cach
regression is then determined by the FPE criteria

Economic Review — September 1990

Finally, the independent variable, equity. is added
to each regression. and the resultant FPE is
atleulaed

The results are presented in Table 3. When
Jags of only the dependent variables are included,
the lowest FPEs are obtained with two lags of the
security-to-asset ratio and 1wo lags ol toal loans.
Including the equity series lowers the FPE of each
cquation further, The marginal significance levels
of the Flests for the equily series are 9 pereent
and 10 pereent, respectively. Thus, the evidence
provides weak support for the notion that move-
ments in equity of the bunking system precede
changes in bank asset holdings.

The hypothesized relabonship between equily and bank
lending 15 based on the market value of bank equilly Bul
data are only avaiable on the book value of equily A shock
lo the markel value of equily. winch aflects bank lendng
might be muled or nol apparen! in the book value senes
Therefore. (he use of book value dala creales a siningent
test for the equity lending relationsiip
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Conclusion

In this article, 1 examined the validity of
recent arguments that the composition of bank
portfolios and the willingness of banks to lend
have an impact on economic activity. I found that
movements in bank assct holdings do tend to
predict changes in economic activity. The ratio of
security holdings to total assets has a particularly
strong predictive relationship with economic activ-
ity. These relationships can be explained either by
changes in banks’ willingness to lend or by
changes in firms' willingness to borrow. There-
fore. we cannot delinitively conclude that changes
in banks™ willingness to lend cause changes in
economic activity. But we can conclude that
changes in the composition of bank assets tend to
precede changes in economic activity.

The correlations between interest rate move-
ments and bank loans do not provide clear evi-
dence as to how banks operate. The negative
relationship between newly issued loans and the
real interest rate is consistent with the idea that
banks ration credit. This relationship could also
be explained by changes in credit demand. The
negative relationship between bank loans and the
spread between loan rates and market interest
rates suggests that bank behavior may be berter
characterized by changes in credit supply and
imperfect substitution between bank loans and
securities than by eredit rationing. It could be the
case that shocks o credit supply better explain
bank behavior during some periods and that bank
behavior during other periods is better character-
ized by credit rationing. Moreover, determining
the importance of credit supply movements in

characterizing bank behavior is difficult because
changes in the demand for credit could also be
occurring. These changes have their own effects
on interest rates and perhaps obscure the relation-
ship between movements in credit supply and
MOVeMEnts in interest rates,

The behavior of some measures of bank
lending terms over the business cyele is consistent
with credit rationing, however, Newly issucd
short-term C&I loans, as o percentage of total
newly issued C&I loans, have a negative relation-
ship with real output, as does the percentage of
C&I loans issued under commitment. The former
relationship is consistent with the idea that banks
issuc a higher percentage of short-term loans as a
way 1o restrict credit and thae this strategy ad-
versely alfects economic activity, The later rela-
tionship is consistent with the hypothesis that
economic growth is adversely affected when firms
without loan commitments become less able to
obrain credirt.

In sum, while the work presented here
could not distinguish between the two hypotheses
of bank behavior, the work does support the idea
that Nuctuations in bank credit are related to fluc-
(wations in cconomic activity. Changes in bank
asset holdings do wend to precede changes in
ceonomic activity, and there is some evidence 1o
support i link between bank capital and bank
lending. Finally, the relationship between output
and the werms of bank lending is consistent with
the notion that restrictions on bank lending ad-
versely affect the economy, These results suggest
that further research on the relationship between
bank behavior and the real cconomy is warranted.

Federal Reserve Bank of Dallas
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Appendix

Sources of Banking and Interest Rate Data

Data used for the first set of causality
tests are quarterly, seasonally adjusted, for
the period 1959:1-1989:4. Real investment
(RINV)and real gross national product (RGNP)
are from the national income and product
accounts (U.S. Department of Commerce).

Total loans (TL) are total loans issued by
commercial banks. Total securities (7TS) are
total securities held by commercial banks.
LAR and SAR are, respectively, total loans
and total securities divided by total assets of
commercial banks, with total assets being the
sum oftotal loans and total securities. Data for
1959:1-1970:4 are from Banking and Mone-
tary Statistics, 1941-1970 (Federal Reserve
Board), table 1.4. Data for 1971:1-1972:4 are
fromthe Annual Statistical Digest, 19701979
(Federal Reserve Board), table 15. Data for
1973:1-1989:4 can be obtained from the Di-
gest, the Federal Reserve Bulletin, or the
Citibase data bank. The monetary aggre-
gates, M1 and M2, are quarterly averages of
monthly data from the Federal Reserve Board
data bank.

The real interest rate variable used in
computing the correlations is the one-year
U.S. Treasury note rate, adjusted for inflation
by the consumer price index. The interest rate

Economic Review — September 1990

spread variable is the short-term commercial
and industrial loan rate less the one-year
Treasury note rate. The Treasury note rate
data are quarterly averages of monthly data
from the Federal Reserve Board data bank.
The consumer price index is from the Citi-
base data bank, and the short-term C&I loan
rate is from Federal Reserve survey data, as
published in Business Conditions Digest
(Commerce Department). The data for
1959:1-1988:4 are from the September 1989
issue. The data for 1989:1-1989:4 are from
the March 1990 issue.

The data on terms of bank lending are
quarterly for the period 1977:1-1989:4 and
are from the Federal Reserve Survey of Terms
of Bank Lending. The data are from various
issues of the Federal Reserve Bulletin.

Data used for the second set of causal-
ity tests are annual for the period 1959-89.
Total loans (TL) and the ratio of total securi-
ties to total assets (SAR) are fourth-quarter
figures from the quarterly data described
above. The equity series is the fourth-quarter
figure from the quarterly Consolidated Reports
of Condition and Income for commercial banks.
The data are from the Federal Reserve Board
data bank.
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Performance of Eleventh District Banks in 1989:

Progress but not Profits

C ommercial banks in the Eleventh Federal Re-
serve District significantly reduced their losses
in 1989." Even though the improvement was sub-
stantial. these efforts were not sufficient to gener-
ate a profit for the industry. The banks in the
Eleventh District are still recovering from the ef-
feats of the regional recession, which caused se-
vere financial distress. Despite the improvement
in the region’s economy beginning in 1987, banks

continued o report losses and, in some cases, fail.

During 1989, 144 commercial banks failed in the
District. If the pace of improvement generated in
1989 can be maintained, however, the outlook is
promising.

In this article, | analyze the performance of
banks in the Eleventh District in 1989 1o deter-
mine how banks reduced their losses, the prog-

ress nude in resolving the roubled assets, and the

current condition of the hanks, T also separate
banks by their asset size to analyze differences in
the profitability and financial conditions of small,
midsize, and large banks,

Several important trends are clear from the
analysis of the banks” financial statements. First,
losses were reduced in 1989, but the industry has
not yet achieved profitability. Second. the prob-
lem of voubled assets was addressed both by
bhanks as they charged off the uncollectible loans
and by the Federal Deposit Insurance Corporation
(FDIC) as it resolved bank failures. A substantial
amount of roubled assets, however, continue o
acdversely affect bank performance. Third, the
banks improved their capital adequacy. Fourth,
the banking industry continued to consolidate in
the District. Fifth, banks were very liquid but slow
to expand lending. Sixth, banks reduced the cost
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and increased the stability of their sources of
funcs.*

Bank performance in the Eleventh District

Financial performance of banks in the Elev-
enth District improved in 1989 as they progressed
in resolving troubled assets, but these banks still
reported losses for the year. The banking industry
collectively reported a total loss of $523 million in
1989, but this is a substantial improvement over
the $2.2 billion lost in 1988 and the $2.7 billion
lost in 1987 (Chart 1).* While the banking industry
in aggregate reported a loss, the majority of banks
reported profits in 1989, These profits at the ma-
jority of banks, however, were offset by losses at
a minority of unprofitable banks.

The progress the District banks made in
resolving troubled assets was reflected in their
balance sheets and income statements. In 1989,
the provision for loan losses declined $417 million
from its 1988 level, reducing reported losses, and
loans charged off in 1989 declined $682 million,

The Eleventh Federal Reserve Districl comprises the entire
state of Texas. southern New Mexico. and northern Louiss-
ana

The banking data used in this analysis are available romthe
authoe, Please conlacl the aulhor al Research Depart-
menl. Federal Reserve Bank ol Dallas. Station K, Dallas,
Texas 75222

* All dollar figures are reported in nomnal lerms and are nol
adjusted for inflation
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slowing the rate of decline in primary capital.
The level of troubled assets declined $150 million
as increases in the category of other real estne
owned were more than offset by decreases in
nonperforming loans (Chart 2),

Resolving these troubled assets placed a
substantial burden on bank capital a District
banks. Primary capital, the sum ol equity capital
and allowance for loan loss, fell S149 million in
1989. The decline in capital combined with 4
small increase in assets caused the primary
capital=asset ratio to fall from 6.61 percent in 1988
to 6.26 percent in 1989,

The resolution ol the lailed financial institu-
tions in the District generated asset growth at
District banks. After falling for the previous three
vears, total assets ar District banks rose $2.7 bil-
lion in 1989. A large portion of this asset growth
resulted from bank acquisitions of failed savings

|
For & complgle descriphon of how troubled loans alfect
Dank nancial stalemanis see the box iilled “Howe Troubilecd
Loans Allect Bank Balance Sheets and Income State

Imevis
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and loan associations (S&Ls). Similarly, the decline
in nonperforming loans was partly the result of
the FDIC absorbing these losses while resolving
failed banks. Nonperforming loans declined $3.6
billion since their peak in 1987,

District banks ¢lid not increase their lending
during 1989 despite the growth in assets (Chart 3).
These new assets are being placed in very liquicd
investments, Their loan-to-asset ratio dropped
from 32.1 pereent in 1988 10 47.4 percent in 1989,
and rotal loans declined $7.2 hillion. Furthermore,
these banks reduced their reliance on large time
deposits, which are expensive and quick to re-
spond to interest re changes, Instead, they in-
creased their use of stable core deposits, such as
savings deposits and small time deposits.

In contrast to loans, scecurities holdings of
District banks increased over the last four vears,
and the composition of the seeurity portfolio
shifted to federal government obligations. There
are two reasons for this shilt. First, changes in the
tux code reduced the advaniages of investing in
tax-exempt state and local government bond is-
sues for banks. Further. the remaining advanuiges
exist only for institutions carning a positive net

Chart 2
Troubled Assets and Primary Capital
Eleventh District Commercial Banks
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Chart 3
Loans
Eleventh District Commercial Banks
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Federal Reserve System).

income and incurring a tax liability. Over this time
period, many of the banks were reporting losses;
thus, the potential tax advantages were worthless.

Second, the new risk-based capital standards
will soon become effective. Under these stan-
dards, banks can reduce the required capital by
reducing their holdings of state and local govern-
ment securities and investing these funds in fed-
eral government obligations. Every dollar shifted
from state and local government securities to fed-
eral government securities recduces required capi-
tal by $.016.

Despite the improvement in bank perform-
ance, numerous banks failed in the Eleventh Dis-
trict in 1989. During the year, 144 commercial
banks failed. an increase from 121 in 1988 (Robin-
son 1990). These failures included several large
banks. such as MBank Dallas and Texas American
Bank: Fort Worth, N.A. Al year-end 1989 there
were 1.441 banks in this District.

Bank performance in the Eleventh District
compared poorly with that of banks in the rest of
the nation, While District banks lost money in
1989, banks outside the District earned a return
on assets of 50 basis points. The difference in
performance is most directly attributable o higher
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ratios of roubled assets ar District banks. The
percentages of loans that were charged off or
nonperforming were more than twice as high in
the District as outside the District. The resolution
of these troubled loans left the primary
capital-asset ratio of the District’s banks barely
above the regulatory minimum of 6 percent. By
comparison, out-of-District banks had a primary
capital-asset ratio of 7.82 percent in 1989.

Banks outside the District grew much faster
than District banks because of their health and the
strong national economy. In 1989, total assets rose
nearly 14 percent, and total loans rose more than
16 percent at banks outside the District, compared
with only 1,5-percent asset growth at District
banks and a 7-percent contraction of total loans.
Because of their relatively weak capital position
and the modest pace of the regional economic
recovery, District banks placed their assets in lig-
uid investments rather than booking new loans.
The District banks’ loan-to-asset ratio was 16 per-
centage points lower than the average loan-to-
assetl ratio of banks outside the District, which
was more than 63 percent.

Analyzing the performance and condition of
the District banks as a group fails to identify
important performance differences in some sub-
categories of banks. One important distinction be-
tween bank groups is based on bank asset size.
To determine key differences in performance and
condition, banks were divided into three size
categorics. Small banks were defined as those
with end-of-year assets of $100 million or less,
midsize banks as those with assets of more than
$100 million and less than $§1 billion, and large
banks as those with assets of $1 billion or more.®

The banking industry in the Eleventh District
has a very large number of relatively small institu-
tions. In the District there are 1,198 small banks,
229 midsize banks, and only fourteen large

The different size categones were nol deterrmined by any
precise statistical methodology. Thal is naol to say the
calegones were chasen arbilrarily These size calegones
malch those used in prewous articles published by the
Federal Reserve Bank of Dallas. Thus. the use ol these cale-
gones improve the reader’s abilily lo compare the result of
this analysis with previous reporls
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How Troubled Loans Affect Bank Balance Sheets and Income Statements

Loan losses resulting from borrowers
failing to repay interest and principal on their
loans have several different effects on bank
financial statements. Loans do not typically
default instantly, but rather they deteriorate
over time in stages. Each stage has different
financial effects on the bank condition.

Inthe first stage of a troubled loan, abor-
rower fails to make scheduled payments. Once
this occurs, the loan is considered pastdue. A
loan is considered a troubled loan when the
payment is 90 days or more past due. The
loan might still be considered to be accruing
interest. In this stage, the loan has little effect
on the bank’s financial statements, but it has
a negative effect on the bank's cash flow.

In the second stage, the loan is placed
on nonaccrual status. During this stage, the
bank's net interest margin will be affected
adversely. During the second stage, the bank
continues to carry the loan as an asset, and
the bank must fund the loan with deposits and
capital. The deposits are generating an inter-

(continued)

banks. Though numerous, the small banks control
only $16 billion in assets, which is less than a
quarter of total banking assets in the District
(Chart 4). The fourteen large banks control $88
billion in assets, nearly half the banking assets in
the District.

Small banks in the Eleventh District

The most important difference ol small
banks in the Eleventh District compared with the
inclustry as a whole is that in 1989 the small banks
reported a profit for the first time in four years.
The improvement in net income at the District’s
small banks was primarily the result of improving
credit quality. Small District banks earned a tiny
profit of slightly less than $1 million, and because

18

est expense, while this asset generates no
interest income. At this stage, the bank suf-
fersadeclineininterestincome andnochange
ininterest expense. As a result, the bank’s net
interest income and net interest margin are
reduced.

Eventually, if the borrower continues to
fail to make payments and there is little pros-
pect of future repayment, then the loan must
be charged off the bank's books as uncollect-
ible. In this third stage of asset deterioration,
gross loans are reduced by the amount of the
charged-off loan. The bank must also reduce
a special reserve account—held aside to
absorb loan losses—called the allowance for
loan and lease losses. If the uncollectible loan
was a real estate loan, then typically the bank
would foreclose on the real estate at this
point. The bank carries the real estate on its
balance sheet as other real estate owned,
and the size of the charge-off is reduced by
the current appraised value of the repos-
sessed real estate.

the profit was so small, return on assets was
barely above zero (Chart 5),

Of course, financial performance was not
even across small banks. The wop-performing 70
percent of these small banks carned profits total-
ing $320.3 million in 1989. barely offsetting the
losses of the unprofitable banks. The top 10 per-
cent of the banks had an average return on assets
of 1.1 percent. well above the national average of
0.76 percent for small banks,

The progress these small banks made in
resolving their troubled credits helped them earn
a profit (Chart 6). Nonperforming loans at small
District banks shrunk at three times the overall
rate of District banks, and the total other real es-
tate owned declined at small banks, while it rose
in the District. This improvement in troubled as-
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How Troubled Loans Affect Bank Balance Sheets and Income Statements — Continued

This third stage does not adversely af-
fect the bank's netincome, but it does reduce
the bank's primary capital. A bank's primary
capital is the sum of the bank's allowance for
loan and lease losses and its equity capital.
Because banks must maintain a minimum
primary-capital-to-asset ratio, a decline in
primary capital might require a bank to reduce
its other assets or raise additional capital.

Even after a loan has been charged off,
the bank still pursues the barrower to repay
the loan; thatis, charging off the loan does not
eliminate the borrower's obligation to repay. If
the loan should be repaid in total or in part,
then the funds received are recorded as are-
covery. Recoveries are added to the allow-
ance for loan and lease losses and improve
the bank’s primary capital ratio.

Replenishing the allowance forloan and
lease losses is traditionally the fourth stage of
a troubled loan.' To replenish this reserve
account, banks must make a provision for
loan and lease losses to add to the account.
This provisionis an expense iteminthe bank’s
income statement. At this stage, the loan loss

sets permitted the small banks o make a smaller
provision for loan and lease losses and likely con-
tributed 1o the decline in noninterest expense.

Small bank profitability also helped these
banks rebuild their capital adequacy. In contrast
to the decline in capital ratios in the District. small
buanks increased their primary capital-asset ratio
from 8.38 percent in 1988 1o 8.72 percent in 1989,
Capital adequacy was also helped by the FDIC
closing many small. insolvent banks. The remaining
small banks were healthier and beuer capitalized.
on average. A vear-end 1989, small banks could
charge off 61.4 percent of their nonperforming
loans against the existing allowance for loan and
lease losses, compared with only 32.2 percent at
vear-end 1988,

Future increases in profitability at the Dis-
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directly reduces net income.

If loan losses are severe, the provisions
may be so large that the bank reports a net
loss. In this fifth stage, loan losses will reduce
the bank’s equity capital. Again, this would
reduce a bank's primary capital and may
cause a contraction in bank assets.

Another costgenerated by troubled loans
occurs at virtually every stage of deteriora-
tion. Bank management must monitor these
deteriorating loans much more regularly and
more intensively than performing loans. This
monitoring generates noninterest expenses,
especially in the form of labor costs. Further-
more, the process of collecting atroubled loan
will likely generate attorney fees and other
expenses.

the bank exarmmalion process

25 o absorD Ipan losses are

sext belore the ioans in queshion aclually

heconie

nonperiorreng

trict’s small banks depend Lugely on the banks
continuing to reduce their roubled assets. Despite
the progress made, the troubled-asset ratio at
these banks is much higher than at their counter-
parts in the rest of the nation. Further reduction in
problem assets will likely raise the net interest
margin. reduce noninterest expenses, and allow
for a smaller provision for loan and lease losses.
In contrast to the small increase in total
banking assets in the District, assets at the small
banks declined more than 10 percent in 1989
(Chart 7). This decline was partly the result of
hank Gilures and conversions of small banks into
hranches of Lirger banks. Furthermore, small
hanks are less likely than large banks 1o purchase
failed banks or S&Ls. At the more poorly capital-
ized small banks, bank management probably
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reduced asset holdings o maintain capital-uasset
ratios. The contraction of assets was concentrated
in the loan portfolio overall and in commercial
and industrial loans specifically.

Midsize banks in the Eleventh District

The performance of midsize banks in the
Eleventh District deviated very little (rom that of
the Distriet banking industry as a whole. These
banks reduced their losses in 1989 but were not
profitable. They made some progress in improv-
ing their asset qualiry, but there is room for fur-
ther improvement, These banks increased their
liquidity as their lending activity declined. In addi-
tion, the structure of their funding shifted away
from large time deposits and toward more stable
sources of funds. There were, however, some
differences between the performance of midsize
banks and the District banking industry overall.

Midsize banks reduced their losses by $528
million in 1989 by improving asset quality and
controlling expenses. but these banks still re-
ported i net loss of $164 million. The poor per-
formance of this group is greatly affected by a
minority of unprofitable banks. Roughly two-
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thirds of midsize banks recorded profits in 1989,
but these profits were more than offset by the
losses reported by the other one-third of midsize
banks.

As occurred at all banks in the District,
smaller provision for loan and lease losses helped
midsize banks reduce their net loss. These banks
also reduced their noninterest expenses. As stated
previously, the improvement in asset quality can
reduce the need for staffl 1o monitor troubled
credits. Consequently, these banks were able o
reduce noninterest expense as troubled credits
fell. Nonperforming loans fell 32 percent in 1989,
and repossessed real estate declined nearly 19
percent. In contrast 1o the District totals. noninter-
est income was lower at midsize banks in 1989,

Although capital adequacy deteriorated for
District banks overall. it improved at the midsize
District banks. The primary capitil-asset ratio rose
from 6.8 percent in 1988 to 7.2 percent in 1989,
Midsize District banks had sufficient loan loss
reserves to charge off approximately half of their
nonperforming loans as of year-end 1989, Still,
their counterparts outside the District could
charge ofl almost 65 percent of their nonper-
forming loans
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Chart 6
Troubled Asset Ratios
Eleventh District Commercial Banks
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Although total banking assets increased in
the District, assets contracted ar the midsize
banks. The contraction in assets was concentrated
in the loan portfolio, which fell $4.2 billion at
midsize District banks in 1989, Both real estate
loans and commercial and industrial loans de-
clined substantially, Offseting a small part of the
decline in loans was o §343 million increase in
securities. Similar to other banks both inside and
outside the District, investment at midsize banks
shifted toward TS, Treasury securities and obliga-
tions ol lederal agencies and away from securities
issucd by state and local governments.

Large banks in the Eleventh District

The financial performance of the District’s
Large banks was similar 10 the District's overall
performance. This is 1o be expected because these
hanks control nearly half” of all banking assets in
the District. As occurred ar midsize banks, the
Large banks reduced their losses substantially in
1989 but still reported a net loss for the year,
Other similarities between the large banks and the
other District banks included smaller charge-ofls
[or uncollectible loans. a lower loan-to-asset ratio,
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and a shift away from expensive. less stable
sources of funds. such as large time deposits and
other borrowed liabilities. toward more stable
funds. such as small time and savings deposits.
There were, however, some interesting differences
herween these large banks and the small and
midsize bunks in the District.

Large banks in the Eleventh District reduced
their losses by $1 billion in 1989, but these large
banks. just as the midsize banks, reported an
aggregate loss of $360 million for the year. Only
335 percent of the large banks reported profits.
however, while more than two-thirds of small and
midsize banks were profitable.

The source of improved performance at
large banks was a sharp rise of §1.5 billion in
noninterest income that was partially offset by a
bigger provision for loan and lease losses. These
changes are in sharp contrast to the changes at
the smaller banks, where there was little change
in noninterest income, and declines in the provi-
sion for loan and lease losses accounted for the
improvement in performance. The large increasc
in noninterest income suggests that these banks

Chart 7
Asset Growth
Eleventh District Commercial Banks
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are selling more banking services, One possible
buyer of these services may be the FDIC. When a
hank fails, the FDIC usually takes the worst of the
troubled assets out of the bank portfolio. After the
IFDIC resolves the failure, it often contracts with
the acquiring bank to provide management ser-
vices for these troubled assets that are now owned
by the FDIC. Six of the fourteen large District
banks were associated with FDIC-assisted recapi-
talizations and may now be earning fees for man-
aging the FDIC's troubled assets.

The improvement at large banks was partly
offset by an increase of $380 million in noninter-
est expense, which may be related 1o the higher
noninterest income. Generating additional nonin-
terest income usually implies that the bank is
increasing the services it is providing to its cus-
tomers. Providing additional services typically
generates additional noninterest expense. Again,
this conrrasts sharply with the declines in nonin-
terest expense reported by small and midsize
banks

The capital-asset ratio for large banks fell in
1989, counter to what occurred at small and mid-
size banks. The decline may be seriously over-
stated, however. Al year-end 1989, the FDIC was
in the process ol resolving three large bank (ail-
ures. Consequently, two banks reported negative
cquity capital, and one bank reported zero equity
capital. When these cases are resolved with capi-
tal injections from the FNC and the acquiring
institutions. the capital ratios will increase sharplh

The large banks appear to he making less
progress on reducing their troubled assets than
small and midsize banks are. Charge-offts fell av all
three sizes of banks. but nonperforming loans and
other real estate owned are rising only at the large
banks. Again. this negative vend in the qualite of
assels may reverse itself after the FDIC resolutions
ol the three Failed banks are completed,

Strong assel growth is another difference
berween the large banks and the small and mid-
size banks in the District, Assets ot the Jarge banks
grew more than 15 percent in 1989 and are now
higher than their 1985 level. At the same time. the
assets of small and midsize banks shrank 10 per-
cent and T pereent, respectively. o a large de-
gree, the asser growth at Lrge institutions retlects
the consolidation ol banking assets imo the kirae
banks. First. many small banks in bank holding

1w
e

companies were consolidated as branches of the
lead bank of the holding company. Second. these
large banks acquired failed banks and thrifts. The
NCNB Texas National Bank acquisition of Univer-
sity Savings accounted for nearly 40 percent of the
total asset growth among large banks in 1989,

Asset growth at the large District banks did
not translate into much loan growth, While total
loans declined in the District at all banks, lending
actually rose slightly—less than 2 percent—at the
large banks. The growth that did occur was in
loan categories least related to local business con-
ditions. Real estate, consumer. and agricultural
loans declined. Commercial and industrial loans
rose. but the increase was only $234 million. or
1.26 percent.

Conclusions

The performance ol Eleventh District banks
will likely continue to improve over time. The
regional recession affecting this District ended in
1987, and the banks are working through the
residual problems left by that downturn. 1 bank
perdormance continues 1o improve at its 1989 rate,
Eleventh District banks will return to profitbility
in 1990,

District banks have room for improvement.
Nonperforming loians as a percent of total loans
are more than twice as high in the Eleventh District
as in the rest of the country, Further improvement
in reducing troubled assets will likely improve the
net interest margin, permit a smaller provision for
loan and lease losses. and reduce noninterest
expenses. including salaries. Labor productivity is
roughly 10 percent lower at the District banks
becuse of the kibor-intensive process of monitor-
ing troubled assets, Currently, District banks em-
ploy one full-time emplovee for each 52 million in
assets, while banks outside the District average
more than §2.2 million in assets per emplovee,

Lending has not increased in the District
despite the regional cconomic recovery in general
business conditions. Either a lack of demand from
qualilicd borrowers or low levels of buank capital
at some banks may constraim lending, Credit con-
ditions in the Districn are generally tight and have
been Tor several yeuars. More conservatve credil
policies were expected as the nomial response 1o
the extreme loan losses and hank Liilures of the
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past several years, Even banks that dre in strong
financial condition, however, are very slow to
expand lending. Tight credit conditions in this
region will likely continue in the future.

Some analysts argue that the lack of credit is
slowing the region’s economic recovery. While
that may be true, little can be done to alleviate the
tight credit. This region is experiencing a transition
in which banks are adopting more conservative
credit policies and are slowly becoming financially
stronger, Businesses are facing more stringent
standards to qualify for credit. This period of tight
credit is the price that must be paid for return-
ing the banking industry to prudent banking
practices,

Economic Review — September 1990




References

Clair. Robert T.. and Jeffery W. Gunther (1987), Robinson, Kenneth J. (1990). “The Performance of
“Problem Loans and the Profitability of Elev- Eleventh District Financial Institutions in the
enth District Commercial Banks in 1986, Fed- 1980s: A Broader Perspective,” Federal Re-
eral Reserve Bank of Dallas Economic Review: serve Bank of Dallas Financial Industry Stud-
November. 15-28. fes. May, 13-24.

24

Federal Reserve Bank of Dallas






