





“The quick closure of insolvent institutions would also speed
the transition and aid the healthy institutions.”
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and corporate bonds. Also, large
businesses can obtain bank loans from
healthy out-of-state banks or foreign
banks. -
Small businesses have fewer op-
tions. Their borrowing needs are too
small to interest most out-of-state or
foreign banks and too small to make
issuance of debt securities economical.
Out-of-state and foreign banks with
operations in Texas reported that their
minimum credit relationship was $5
million. As a result, small businesses
depend on local banks to obtain credit.
Small businesses have sought other
sources of funds to alleviate their credit
problem. One important source is
trade credit, the credit extended to
purchasers when immediate payment
for goods and materials is not required,
While trade credit is expensive, many
small businesses may find it the only
source of credit. A recent survey by
the Federal Reserve Bank of Dallas
reported that 47 percent of the small

businesses were making greater use of
trade credit. Small businesses in Texas
now often forego the substantial
discounts offered for early payment in
making greater use of trade credit.

How Policy Should Respond

Since the credit shortage originated
from a temporary bank capital shortage,
the most effective policies encourage
market-driven corrections already
taking place—not policies that funda-
mentally change the nature of the
market for credit. In short, policy
responses should seek to speed bank
recapitalization.

The most effective policy for elimi-
nating the bank capital shortage and
the subsequent credit shortage has
already been adopted—the 1986 pas-
sage of an interstate banking bill for
Texas. Interstate banking has increased
the ability of out-of-state banks to inject
new capital into Texas banks through

acquisition. Other policies that
promote faster recapitalization of Texas
banks could help. Encouraging the
FDIC and the FSLIC to speed up the
process of closing insolvent institutions
should be the first step. Not only
would the disposition of these failed
institutions inject new capital into the
industry, but closing insolvent institu-
tions would help reduce the premium
that healthy Texas banks and savings
and loans associations (S&Ls) must pay
for deposits. A study published by the
Federal Reserve Bank of Dallas
reported that healthy banks and S&Ls in
Texas paid an average premium of 18
and 33 basis points, respectively. *

Improving the information avail-
able on Texas banks would speed the
recapitalization process. Lack of infor-
mation is the primary obstacle to the
expansion of healthy banks in the state.
If their current condition were known
and the future looked promising (as
suggested in the November 1988 issue
of this publication), healthy Texas
banks could obtain deposits without
paying a premium and could more
casily raise new equity in the capital
markets.

Current accounting standards and
the continued operation of insolvent in-
stitutions cloud the status of healthy in-
stitutions. Because current accounting
standards do not provide the most
accurate picture of a bank’s condition,
potential investors and depositors are
unsure about the actual value and
safety of the bank. Accounting rule
changes requiring a more realistic
valuation of assets and liabilities would
help eliminate distortions. The quick
closure of insolvent institutions would
also speed the transition and aid the
healthy institutions.

In contrast to these proposals,
some have suggested that the state
establish an agency to lend directly to




businesses in a manner similar to that
of the Reconstruction Finance Corpora-
tion of the 1930s. Such a proposal
would fundamentally change the nature
of the market for credit and, since
financed by taxes, it would have an
uncertain long-term impact on the
overall welfare of Texas citizens. In
circumventing the banking industry,
such a policy would cripple its recovery
and, given the nature of bureaucracy,
might outlive the already receding
capital shortage.

—Robert T. Clair

! Of course, new equity could have
been raised at some price. Bank
management, with its superior informa-
tion concerning the quality of the bank,
may have been of the opinion that the
price offered in the market may have
been below their estimated value of the
stock and acted in the stockholders’
best interest not o raise new equity.

* See Genie D. Short and Jeffery
Gunther, “The Texas Thrift Situation:
Implications for the Texas Financial
Industry,” Financial Industry Studies
Deparntment, Federal Reserve Bank of
Dallas (Dallas, Texas, September 1988).

Recapitalization of Major Texas Banks

(as of November 21, 1988)

Much of the recapitalization of the large Texas banks has already occurred or is currently underway. These recapitalizations
have two important effects. First, a large portion of the banking assets in the state will be held in institutions that have been
recapitalized and are capable of extending nesw credit to support further expansion of the Texas economy. Second, the newspaper
headlines of major Texas bank failures will likely be a thing of the past. Bank failures will continue at smaller banks, but these
failures will be less likely to generate national attention. Many of these recapitalizations are relatively recent or have yet to be
completed. Consequently, while their positive effects are not yet evident, they will be in the future.
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—acquired by NCNB through an FDIC-assisted merger

—new name: NCNB Texas

—requested FDIC assistance and is negotiating a possible assistance package

—merged with Chemical Bank of New York

—merged with First Interstate Banccorp
—new name: First Interstate Bank of Texas

—injection of capital from EDIC and private sources has been completed

—potential acquirers are bidding on an FDIC-assisted merger

—potential acquirers are bidding on an FDIC-assisted merger

—injection of capital from FDIC and private sources has been completed






