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will work hardest to keep their hi~hest -quaJit y 

borrowers Lower-quality borrowers, o n the other 
hand . willl~ bid away fmm their exi.~ting hank 
more easily The bank attempting to grow will 
more likely :mr.K1 !mver-quality Ix )rrowers on 
average and, therefort:. experience lower loan 
quality in the future. 

Alternatively, a hank that fails to provicle 
sufficient resources for crc..'<.!it admini.'Hr.ilion 
during periods of r:.tpid growth may have highe r 
nonperforming loans in Ihe f\ltun.! If the IXlOk 
pursues morc rJ.pid 10;10 growth hut faib to 
increase resources devoted to cn...-d it :ldministration, 
the new loans 111:J.y not be properly monitoH..-d 
over time. Close monitoring is needcd to .~ pot 

troubled credits early, hefore they grow in size 
Thc misallOC:ltion of inputs Gm result in lowc.:r 
loan quality even if the bank has not lowt:red its 
underwriting stanclard.~ 

[t has been suggested that the collapse of 
the Bank of New Engl:lOd is a IXls.'iihle ex:ullplt: 
of these prohlems According to :1 relxm by the 
General ACCOunting Office. the Bank of New 
England more than quad mpled in size from 19H5 
to 1989. Ba nk examiners cited :IS prohlems a lack 
of independent loan review :lOd ollt-of-date nedit 
documentation (American /kInker, Scph:ml~r 20, 
1991, p. 14) During tllis period. the hank made 
many loans that ultimately dt:f:l ulted These loan 
losses might have IlCen significant ly n...--uu<.:t.:d if 
credit administration and monitoring had incrcaSt..--u 
in proportion to lending. 

Analy~es of thrift bilurc.:s suggest that some 
depository institutions consciously :Klopted high
risk, high-growth strategies after their capital 
positions had fallen 10 nea r or he low zero. Some 
b:Inks have found themselves in :1 simil:ir position 
If bank equity holde rs have lin Ie to lose because 
their capital has cr<xled, they may undertake a 
high-risk strategy in an effort to grow out of their 
troubles. In the event that the new 10:lns default, 
the loss will be horne prim:lrily by the FDIC If 
these loans are repaid, the hank equity holdt:rs may 
reap sufficient income to rLoGlpitalize the bank. 
111is str.ttegy is possible only Ix.--cause feder .. 1 
deposit insurance allows the hank to r .. ise what
ever deposits are needed to fund the .~ t r .. tegy. 
This is a c l:assic example of moral hazard-that is. 
the provision of insur .. nee d langes the I~havior 
of the ins ured (Kane 1985) 
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It is fully possihle. however. for loan growth 
to have no <...ffeet on loan q uality o r even positive 
effect. ... During the recovery and expansion phases 
of:l bll."iness cyde. lending increases ix.'Cause o f 
strong loan demand . The .~trength of the economy 
:llso increa:-.es loan quality. Consequently, loo n 
growth may be correlated with an improvement in 
loan quality. :I .~ nonpctforming loans are likely to 
d t..'dint: in a strong economy. 

The dTc..-ct o f the economy on loa n demand 
and loan qua lity is not limited to husiness cydes 
StructllrJI change ... in tht: financial markets could 
also gc.:nt:r..ne a positive rt:lationship between loan 
gruwth and loan quality For example, remOving 
restrictions fro111 h:1I1ks that limited their abili ty to 
serve the needs of borrowers could increase loan 
wuwth at banks. Al the same time . it might open 
access to new customers for banks th;!t are, on 
aver..Lgeo higher-quality IXlrrowers or that permit 
weater diversification. 

Strong loan demand r11:!y not :Ilways result 
in improved loan qua IiI}' If the dri\'ing force 
llChind strong loan demand is a spt."Cl.Iiative bubble, 
then the reJalionship between loan growth and 
lo:m quality i .~ di.~toned . Stiglilz ( 1990) casually 
defines;I huhhlc as occurring whe n -the re-J.son 
that the price is high today is OII~V bec:l usc inves
tors 1~lieve that the sc:: l1 ing price will he high 
tomorn lw-when ·fund:unental' f:lCtors do not 
st..oci11 to justify :>o uch :1 pricc·· ( p. 13). Shiller (1989) 
h:ls shown evidence that speculative bubbles m:!y 
exist fo r stocks, ho nds, :md residenti:11 real estate. 
The decade of tht..' 1900s saw an increase in asset
hased lending in hoth re;ll estate and corporJ.tl.' 
loan transactio ns. Because repayment of asset
b:lsed loans depends primarily o n the future 
selling price of the asset I~ing fi nanced, the 
collapsc of a speculative bubble could lead to 
dcterior..ltion of loan quality, especia lly among 
asset-b;lsed loans, such as re:11 estate loa ns and 
loans for corpor..llc restructuring. 

It is undc;!f if 10:10 growth should be blamed 
fur the dl..-cline in I(xln quality followin~ the bursting 
of a speculative buhble Cc.:nainly, if the loan 
gn)\\1h had Ix.-cn more moder:.lte, Ihe bubble might 
have 1x.'Cn smaller o r might never have been 
fonnc..--U On the otm.'f h:md. the driving force behind 
the hubble W:1S the expc.."'"Ct:l\ic)Ils of Ihe IXlrrowcrs. 
Furthermore, the hursting of a ~peculative bubble 
often results in an t:('()nomic downturn th:l t will 
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likdy cause dctcrior.ltion in fhl.' lo.:m ponfolio!' of 
all b:mk!'>. rq.,:.lrdll.'.·.s of their growth r.ltes. 

From an :m:llytic.11 point of vicw, it is difficul! 
to .'>Cpar.lte spcnlbtive buhhle!'> from other factor!' 
that caw.l: ilu!'>inc,>:- ("p ... ll:s Funlll'nllofe. some 
L'COllom;st:- arguc that bubhlcs do not exist They 
:Irguc that wh:LI appears to 1"'11: the hursting of a 
bubhle b re:llly :1 market real·tion to nl'W inform:l
tion C""..Iu::.ing the .~ha rp l.It:cline in prices. I will not 
:lIfClllptiO Sl:par.lle Ihe t:fft;.'(t. .. of !'fX-'Cubtive bubbles 
from othcr lIlovcmCnI_' in the hu,iness cycle. 

The cyr:ii('";11 movcmcnb in lo:tn demand and 
loan qua lity ,."ould rcsu lt in the erroneOllS condu
:-ion that loan ).trowth and loan quality are neces
sarily related. Loan growth could result from strong 
economic wowth. and loan quality could deterio
r.lIC from an l'conomic downturn. Consequently. 
a business-cydc boolll followed by a hust will 
create a pattern of loan growth follO\ .... cd by 
dete rior'..Iting loan quality. Loan growth :lOd loa n 
quality Illa}' ;Ippear t'aus:llly rdated when, in fa<.l, 
they are ooth jll:-t correlated with the husincs::. 
cycle drh'en by other forces. A :-tatistied analY!'is 
de.'!ignL-"l1 to explain the change.~ in loan quality 
needs to :Idiu.'!t for hu::.ines:.-cyde dfL'Cts. 

Of cour..c. fr..lU{I CQuid he a '''lx'ciall''"J.se' of 
loan growth heing correlated with declines in loan 
quality. Extremely rapid loan WO\\th wa .... observed 
at many s:l\lin~:- and loan assodations hefore their 
failun...os [n some of these caS<.-'S. criminal fraud was 
the driving force hehind the loan growth. I Ely 
(1990) estim:lled th:1I the Fl'ller.ll Savings and 
loan Insur.lOl·C Corpor.llion incurred IO" ... $es of S5 
hi Ilion from crimin:11 fr.\Ud at insolvent thrifts. 
representing a small share or it. ... total losses, esti
mated to be $ [117 billion. low 10;111 qualifY in 
these c .. ses i." the result of the fraudulen t intent of 
the lenders and. in all likelihood. the borrowers 
also. The r.lpid loan growth is :1 possible symptom 
of the fr.lud. but it is not rhe GIlI .... e of the fXIOr 
loan quality. 

Method of loan growth 

The SIX"<:ific method utilized to increase the 
loan portfolio (:ould h:l\'e an efft;."Ct on the reb rion· 
ship between loan growth and futu re 100.ln quality. 
loan growth could he gener.lted by increasing 
knding to existing customers or to new cu<;tomcl"S. 
Alternatively, the 10;.10 ponfolio could he increasc.."d 
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hy acquisition or merger. The acquisilion might he 
a hC'..Ilthy IY.lnk or a failed Iy..lnk with Ihe :Issistan('t: 
of fhe FDIc:. Again, the imp:lLl on loan quality 
mi~ht be quite diffen.:nt. depending on the source 
of loan growth. 

In this ~uticle. growth is separated into three 
categories: ~rowlh through acquisition of a failed 
hank with FDIC assistance. growth through an 
una::.::. isted anluisilion or mergcr, or internally 
general<:''li grnwth In somc C..lSC .... , the effect of each 
type of growth on lo~tn quality can he suggested. 
but in other case:.. it is difficu h to hypothesize. 

Loan gnlwt h through the :It'quisition o f a 
failed b:lnk with the assistance of the FDIC is 
unlikely to afTet! loan quality adversely. In most 
of these tr.lns': lttions, the FD IC n:moves the low
quali ty credit ... from the loan pOltfolio :md agrees 
to take b;u:k loans that dedine in qual ity after the 
acquisition is execu ted In some other cases, the 
FDIC d(X's not take any of the low-quality loons 
hut , instead. provides the acqu iring insti tutio n 
with sufficient resources to charge off the non
pcrfomling IO:tns. 

Alternatively, a bank ('ould increase its 100..In 
ponfolio through acquisition of other banks. The 
:1C(luiring hank can limil its exposure to low
quality 100..Ins on Ihe acquired b:mk 's books. Often, 
the acquin.:d hank is rL,,<]uired to charge off troubled 
credits before the :u::quisition is executed. In Olhcr 
cases. the acquired hank cstablishes a collecting 
hank to hold the Iroubled cn."<.Iits The collecting 
hank is capita lized by the shareholders o f the 
acquired han k to isolate the cffects of the problem 
credits from the :Icquiring bank or ba nk holding 
company. 

of COUTSe. not all bank mergers can be 
characlcrizt:tl as one bank acquiring another. In 

, Fat 6X~. II Pottn sclleinlr IS pt'emtSi1d on rapK1 growtn 

ro generalll suHoBnl cash flows 10 cove< up rile lade 01 

~"""'" results Ponb lYomsed ro double investors' 
r11O;IrIe)' ., a shon peFlOd He then used lhe Iftflow 01 new 

deposl/S /0 Qrv6 ".,/1(1/ aweslDB the promised cJoubIiIIg 01 

funds • ." /110 \thJB C)f/rtIC/tng subs/an/sal managemern 
fees PotvI covId keep the scheme go.ng so long liS the 

rspidgrowth 01 f!6W 1flve5tDBpt'CNidBd w/ficJan/cashfkJws 
to pay 011 the IIarber .WCS/OtS (Kaufmlln /986) 
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the GI!>C of a merger hctwcen equals. the loan 
quality of the t'Ombined bank will be the aver.Jge 
of the loan quality of the twO banks, wt!ighlCd hy 
their rdativc sizes. In this case, loan quality is less 
likely to ('hange substa mi:llly. 

The effect of internal growth on I(xin quali ty 
is the mo. .. t difficu lt to pr(:dicI If a bank were \0 

re:.trict il:-;clf to l<Xtn growth from the growth of 
existing IX>rf'Ower relationships. it would he limiting 
ito; growth potential 10 Ihat of its oorrowers. lis 
diversity cou ld also he limited. Seek ing o ut new 
horrowcrs, however. has Ihe haz;lrds descrilx.--d 
ahove, such as ad verse selection. 

Altcrnativdy, intern:.ll lcY.Jn growth could result 
from in<;n.;ascd lending activity in the loan partici
pation tnllrket A bank might be ,Ible to increase 
loans outstandi ng Without lowering ils undenvrit
ing standards': Furthermore, the loan p:lrticip,ltion 
market could offcr :1 bank Ihe abil ity to diversify 
its loan portfolio "cross geogr.Jphic regions and 
across industries in a manner th:1I lowers ()\'cr.lll 
cr<.>dit risk. If, however. the loon panicipat ion 
market is driven by loans to finance a speculative 
huhhle, then usi ng the vehicle for loan growth 
could 1I:;ld 10 lower loan quality in tilt! future. 
Many of the:' highly le:'verag(.x\ tr::IIlS.1ctions of the 
19HOs that are now in default or are being renego
tialL-'(1 were finll nced by large pools of banks 

Measuring loan quali ty 

The ;ma lysis utilizes two st:lnd:lf(J measures 
of loan quality: the mtio of cha rge-offs to total 
loan.~ and the ratio of nonperfonning lo;ms to total 
loans. Thcse m(!;!SUfCS arc proxies for the actual 
pmbahi lity of a 10:.ln defaulting A charge-off is 
the amount of a loan that a bank determines is 
unlikely to be rcpaid and cou nts as a loss. Non
performing loans arc defined as Irnrns Ih;1I are 90 
days or more past due or have nonaccrual status. 
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Two measures gauging d ifferent stages of 

rhos 1tTgumet'l1 IS basod on rhlI fIOf/O(1 thallhe elaSllCtry oIl1Je 

supply 01 k:Ians i<l tno patl.opa/lOflI'l'J8rl(C/ 's very rwgh and 
a large St7IOUfII 01 /cI/tTI$ can 00 added to lhe baIIk'S OOOI<s 

... mou/ (educlllQ ,IS UI'>derwr'/IIl{J siandards 

lo;m quality deterior:llion were used hecause any 
single me;!SllTC may be inadequate in determining 
loan quality. B:mks have some dis<.'felion to shift 
prohlem lo;!ns from the first stage to the second 
stage. In Ihe first 5t:lge of dcterior:1ting 10..1n qual ity, 
loans Ix.'come no nperforming-thc borrowers fa il 
to make timely payment of interest and principal 
If the 10:1(1 appears unlikely to be repaid in fu ll, 
Ihen in a ~ccond i>tage o f dctcrior::llion, the loan 
or :.I portion of the 10:\0 is chargt.'<i off A hank can 
lower i t~ nonpcrfonning loan r::ltio hy charging off 
more of its nonperfonlling loans. Consequently, 
both the ch:lrge-off r<lle ;md the nonperforrning 
loan ratio wcrc used to assess loan quality. 

These fin :lIlcial mlios, however, can be d is
torted hy growth if there :Ire lagged rclationships 
lx:twecn financial va riables. As a result. the ratios 
aTe imperfect proxies for the actual probability of 
1I loan defaulting . Loans are rarely cha rged off in 
their first year. It is far more likely for a lo:tn to 
ddault and he charged o ff long after the loan was 
fi rst extended. Consequently. there is a lagged 
rciationship between the measure of [0:10 quality 
and tolal loans. 

1l1l::sc loan Quality measures do not adjust 
for the lag in the rt:i:uionship Ix:twecn extending 
loans and 10..1ns defaulting Consider the charge
off r.Jte, for example; it is the mtio of charged-off 
loans, which arc loans extended in previous years 
that are only now be ing recognized as a loss, to 
lota l curre nt loa ns, which include loans that were 
made only recently :lOd, therefore, are unlikely to 
havc def:llllt t.xI as yet. Essentially, the mte measures 
yesterday's Illistakes relative to tcxby's base. Con
sequently, growth in total loans can d istort this 
ratio. If, as stated ahove, leday's hase is growing, 
yestcrcti y's mistakes appellr sma ller in com p:l rison 
with the cmrcnt base 1.0an growth would lowcr 
the charge-off rate for as long as the growth could 
he ma intained, and the charge-off !':Ite would he 
lower than the actual probllbility o f defau lt. 

A numcn<''d l example can illuminate this point 
:.Ind is presented in Table I. Suppose Uank A starts 
with S 100 of loons and its growth rate is I percent 
per Ye".JT; the prohability of a loan los..;; is only 0.Ql. 
Assume that all loa ns have a three-year maturity 
and uncolk-ctible loans are charged off in rhe 
third year. In the case or Ba.nk A, its charge-off 
r.lte would lx:come stable al I percent, exactly 
L"qual to the probability of loan loss. Suppose 
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Table 1 

Simulation of the Effect of Temporary Increases in loan Growth Rates 
on the Measured Charge-off Rate 

Bank A BankS Banke 8ankO 

Charge- Charge· Charge· Charge· 

off off off 011 
Period Loans Rate ""'" Rate loa", Rate Loans Rate 

1 100 100 100 100 
2 101 110 110 110 
3 102 121 121 121 , 102 .98 132 .76 132 .76 132 .76 
5 102 99 14' .76 14' .76 14' .76 
6 102 1.00 157 .77 157 .77 157 .77 
7 102 1.00 171 .77 171 .77 171 .77 
8 102 100 187 .77 204 .71 204 .71 
9 102 1.00 204 .77 223 .70 223 70 
10 102 100 223 .77 244 .70 244 .70 
11 102 1.00 243 .77 266 .77 266 153 
12 102 1.00 265 .77 290 .77 290 .77 
13 102 1.00 289 .77 317 .77 317 .77 
14 102 1.00 315 .77 346 .77 346 .77 

""'" I ·percent growth 0I 103ns and con5tant probabl tv of defauh eQUal 10 01. 

BaM B conS-Ian! loan growth 01 10 pefr::ent ana eonSlanl po-obabolly 01 delau~ equal 10 01 

Bank C onel,rne ,ncrease ,n growth raut from 10 perr::ent 10 20 pefcenl ,n P8f1od 8 and COtl$\anI probatllirty 01 detaul, equal to 01 

8af111 0 one-bme fncrease In growttl rate from 10 percenllO 20 pefcenl and one-t.me ,ncreas.e In probabll,tv 01 delauh from .01 to 
02111 PerIOd 8 

1I,11l1.. H,,,, idt"nl tullo Bank ,\ C:"I.l"t:pt il gm\'" ;11 

,I 10 lX'rccllt ,\ilnll:r1 1 ~1 1L' ; IIlL·n It-. dUlgL··off 1:IlV 

\\o(lld :-1;1hili/L·:ll 0.-- lX'n·L'nl. 1\;l!1k U ("; m 

Ill:lInt:lilllllh h)\\ ..:r t ll:lrgL·-ol"I 1~ IIL· ;1'; long :1 .... il 

Gin lllaint:lll1 llw 10 pL·t"l"elll ).tro\\·,1l r:l1t: 

"1"111:- ;lI1iL"l..: addn .. ·..;..;l'. ... lllL· qllo.: ... lion of \\"IWlllLT 

IIle dd :lu ll 1: 110.: t·h:mgt· ... 111 fl· ... j)(JI) ... e 10 r.:q)id IO:ln 
gn m ·lll ,\ t"(lnlIXl ri ... (Jn (If 1 \\ () Ill( )f o.: :-imui:t lil)!)S 

... Illl\\ ... llw di ... tinUlo tl 01 th .. : d ilh·~nl·e Sllppn ..... : 

hOl h IUnk C and B.ul l. I) \·"1'k.:m·tlCI.::t tempo,:lry 
i,KfL\l"'\· in lllL' /-:1"1)\\[h 1~ l tl· ( Ifl(un ... from 10-

p ... ·ru·1\1 gro\\ III 10 20 j1l·rU·m :-:I1)W[11 III tht.: .... ighlh 

p.,:nod 1x:l"or\· ft'[llnlln:-: to :1 "'1l';ldy lO-pern'JlI 

grtl\\lh 1":111 .. ' In th .. : C t",-· of Ii:mk C. a"HIIllI:' Ihe 

prllh:IIJ!l il)" 01 a loan ddallh ing rt'lllains <:on"'lanl 

at il 01. \\ IlIlt;' in lhl' (".I .... l' o f Bank I). a"Sllllll· li lt" 
proh:thili l Y of dd;ll1 lt ri ...... '" frolll 0 _0 1 to 001 for 
till" p.,:riod o llHgh ).:f0\\11l :lIld rL"ll1nb 10 00 1 ;Iftl'r 

Fxoll tl m ic MCl·lcw_ Third Quant'r 199! 

lilt' hi!-lh !-IHm11l In II:rnk C\ C l:-t'. lllL" el\;lr!-l": ofr 
1~!It' \\"iI1 1 t'll1po!~ lril~ f; ll llrolll 0.77 pt.'feenl 100-0 

pLTu,'nl and lh..:n I\.'l um 100 -..., IX·,T t·nl In Bank 
I)".~ ea",,:. lilt" dl:It").~ .... , oil I~llt· tit-dine . .; inilially 11) 

070 Ix·rn.-Ilt . as in till" l·:I .~ l" of Ibnk C, but llK·n it 

ri"t·s :-harply in lhl" tllird p..:riod :Iftel" lilt· growth 

to I ';j Ix·rc..:nl \\ hl'1l1h\· bA~t'd .. : ffects of ext .... nd· 

1I1).t nt:dll 10 !"i ... k'l'l· horfO\\"t'rS are rt." :riil".vd_ 
l:k.'Clll ..... · (If l l,i .; b gg .... d rdali(lIl~hip. :-l11)laint·d 

r.:lpld WO\\ III e ln 111.1 ... 1-; ch:IIl~"'s in t ll(.' probahililY 
0 1 dd:1l11l h~ drh Ing l llL' dl .. l rgl' oil" r.:11 .. · in llll' 

0Pl)().~ile dir...·\·lion I'or ... ·X:llllpk. mol"(.· r.:lpld 

growth (:ollld tim ... · ,hl' prohahilily 01 tld":ll1l l lip 
only a "'111:11 1 Ill'fl· .. ·nlag .. · r<.:blin! 10 Ih .... rx:rn·nt:tg..: 
ilKI"Cao.;e in th .... t:lll· 01" growth A:. a rc"ult. lol.:ri 

dla rg .... -ofr~ \\ould n:-l' in ah: .. olUlt." tnagnillldt.:. hUI 

durge orf~ rdal i\ ..: 10 lot:ri lo:rns would 1':111 
Of n>UN.:. 1ll:11111:linIllA I":lpid lo:m growt h 

" 



fore\'!::r is impossible. Evcnlu:tlly, some sll<x.:k (0 
econo mic growlh limits 10:111 growth In Texas, for 
eX:lmple , these shocks were the decline in o il 
prices and the collapse of real esl:lle wilues. When 
loan growth r.ues f; I11 , the effects of growth on 
dmrge-off r.ltes arc rcvcrsed and magnified. A 
slowdown in loan growth causes the charge-off 
rate to rise temporarily, even thou~h the proba
bility of default may he unchanged. 

The model 

As Ihe dependent ,'ariables. Ihe nonperfOnlling 
loan r.llio and the charge-off r:.ne were regressed on 
a series of indcpendem Wlriables th:n measure the 
effects of loan growth by me[hod of growth, b:lIlk 
financial char.:lcteri."lics. and business condilions. 
To capture the dynamic re1:ttionship belwet.'n loan 
quality, as measured by Iht! nonpc1fomling loan 
r.:llio and the charge-off rate, and loan grO\vth r,l[es. 
multiple lags of the loan growlh r.:1[es weft.' used in 
the regression [0 detcnnine the:: rel:nion-;hip be
tween loan gro\.\1h and loan quality. 'Ihc estimation 
lIsed dat:l from Texas h:lIlks for 197(, through 19'Xl. 

Loan gro\\1h is separ.:ued into tlm:e G.IIego
ries: growth through FOIC-assiSled merg .... r, growth 
through unassisted merger, and intern:ll growth. 
Growth through FDIC-assisted merger of a fa iled 
hank is defined as the total lo:ms tr.lOsferL"l.~1 to the 
surviving bank as a percentage of the total loans 
at that bank at the cnd of the previous period 
Similarly, growth through lIn:l ~s i ~ted merger is 
defined as the total loans tr,msferred to tbe surviv
ing bank as a percentagt! of Ihe total lo.ms at that 
bank in Ihe previous period. Internal growth i." 

measu red as the residual growth after growth 
through assisted and unassisted mergers is 
removed-that is. total looms in time pcri(xl I less 
loans acquired through assisted and unassisted 
mergers, stated as a percentage increa.~ .... ov .... r total 
10;lns in lime period I - 1. 

, Measures 01 cconc:mIC cotId"IOnS al lhe CX1IJI'IIy level. in

c/udrng couruy empk;1ymcnI ana gloss laxable sales 111 rt>c 
COtNl/y. were 1ested butwetadroppcd Irom the regresSlOOS 

lot lack 01 ssgmliClIfICC 

Tht: composition of the loan ponfo lio may 
also aIT ... "Ct loan qU:l lity. Du ring the period under 
study, o il prices dropped ..;harply, and the com-
m .... rcial real est:lle 111:1rket was dev:lsf:Jted hy over
huilding :Ind high v:1C.mcy nlt(.'S. Const."'qllently, a 
b:mk that W:IS heavily expost."'<.l to energy or real 
est:lle Ix)rrow .... rs would likely have higher non
performing loan r.:llios Of charge-off nues than a 
h:mk whose loan portfol io was bener diversified. 
To :K("()lInl for the effect of differell(:es in loan 
composition o n loan qU:l lity, the proportion of 
commercial and industrial loans to tOlal loans and 
the proporlion of ft:a l estatt: loans to total loans 
were included. 

1\ h:mk sca le vari:lble (Iogarilhm of total 
as.~cts) W:1S :\lso induded [0 C:l pture any effects of 
hank size, such as minimum .... mcient sc:I les of 
oper.:lIions Of important repllt:lIional effects. It is 
possihle that large hanks may I)C" :Ible to achieve 
effi(knt Sf:ales of workOllt opcr.:lt ions that are not 
kasibk for smaller h:lnks. As a result, large ba nks 
111:IY kt.ocp non performing loans o n their hooks 
whil.... th .... y w(lrk Ollt rep:lymcnt schedules. Smallcr 
hanks may find il more cfficicnt to charge off the 
loss Conversely. la rgt! hanks arc more li kely to be 
raising funds in the money markets, and these 
mark .... ts :cppear to respond more favora bly whcn 
h:mks ch~lfge ofT Irouhk .. d loans rJther than carry 
them as nonperforming asset ..;. Therefore, large 
hanks. if they have suffident reserves, may havc 
gre:lIt: r incentive to charge o ff troubled loans to 
gain more favorJblc terms in the money ma rkets . 

Loan quality will alw be a function of the 
current .~tate of the et'onomy Business conditions 
:lrc intr<xluct:d into the nHxld hy including the 
gf()wth r,ltc ()f ·kx:!s nonagriCllltur.:Il employment 
in the n.:grcssions. \ Texas employment dar" are 
pllblished by the Texas Employment Commission. 

The struct\lre of the model is as fo llows. The 
dcpemknt v:lfiah les measuring loan quality- the 
nonperforming loan r.1t;O and thc charge-off 
rate- aft.' regre:-.."Cd on the following independent 
v:l riahles: 

GNO\V/HO 
(,"ROWifHl 
(; NO Win-12 
GROWI7I3 

GNO-MNG 

Inlernal loan growth 
and three lagged values 

Loan growth through ban k merger 
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GRJ -/ltRG 
GR2-/ltRG 
GRJ-MRG 

GRa-FI. 
GRI-F/. 
GR2-F/. 
GRJ-FL 

I i i 
CMLRAT 

RLRAT 

ElI1PGROW 

EQUflY 

and three lagged values 

toan growth through acquisition 
o f failed banks and three lagged 
values 

log of total bank assets 
Business loa ns as a percentage of 
tot:11 loons 
Real estmc loans as a percentage 
of tot:11 loans 
R;llc of Texas nonagricultur.l l 
employment growth 
Total equity C;lpital as a percentage 
of 10t:1I :Issels 

A logit-type transformation was performed on the 
dependent variables because their values were 
limitc.-'d in the r::lnge of 0 to I • 

II is possible Ihal the negative relationship 
betw(.'Cn loan growth and loon qU:1Ii1y may not 
exisl for banks growing :11 relatively norma l mtes 
but only for r.lpidly growing b:~nk..;. High-growth 
banks were idemified and tcsled separ..lle1y from 
the rest of the sample to exami ne this hypotheSiS 
Banks with internal loan growth rates exceeding 
four times tbe growtb rate of Texas pc..."T'SOnal income 
were classified as high-growlh banks. Banks with 
internal loan growth rates less than four times the 
income nlte were cb ssificd as nonnaL ~ 

Simil:l rly, 10 measure the possible efTects of 
moral haZ:lrd on b'U1k bch:1vior, the sample of 
r".lpid-growth banks was split into high and low 
C;lpit:ll categories . A bank was classified as a high
capital bank if its equilY capital-to-asset ratio 
exceeded the ,lverage for its peer group. The 
three peer groups used wen: based on total asset 
size: banks with less than S 100 million in assets, 
banks with at least $ 100 million in assets but les. .. 
than 51 billion . and hanks with more than 51 
billion in asscts.b 

111e regr(."SSio ns were run witb annual data 
from the Reports of Condition and Income filed 
by Texas banks for 1976 through 1990. Texas 
personal income data wcrc ohtaint..'tl from the U.S. 
Bureau of Economic Analysis. The regressions 
using the nonperforming loan ratio as the depen-

);(:OflOnUc RC:'Yicw- Third Quancr 1992 

dent v:lriable wcre estimated for 1984 to 1990, thc 
period for which data were ava ilable. TIle charge
off rate regressions were estimated with dala for 
the entire period . 

Regression results 

The empirical results do provide (..ovidencc 
that rapid loan growth will result in a dClcrioration 
of loan quality. As expected, internal loan growth 
worsened measured loan quality with a lag. These 
empirical results support the popular notion that 
rapid loan growth results in low-quality loan 
portfolioS that am lead to bank fail ure. 

All the regressions utili:dng nonperforming 
loan ratios and charge-off " Ites as Ihe dependent 
variables were statistically signifiC:lnt. The regres
sion results for the nonperforming 10:10 r'dtio are 
presented in Table 2. The adjust(.'(1 Rl values 
indicate that even in the best-fining equation, less 
than 20 percent of the total variation is explained. 
Low Rl values, however, are common in regres
sions using cross-section data . The regressions for 
the charge-off mte are present(.'<.i in Table 3 and fit 
the data slightly better than the nonpcrformmg 
loan ratio regreSSions. 

• II the cleptHl(1enl variable IS X. lhefl the /oglllfanslcxmalK)(! 

01 thaI va"able IS Ir>!XI(I X)} Th,s procedvre m(Jr)O. 

/(xllcally Iranslorms the values of X. constr81fled to be 

betwoon 0 8nd I. to range from negatlv8 10 POSlllve infmity 

• Tile relallOllsllip may nol be symmetrIC lor both loan growth 

and loan contraction. ancl some forffll.Jlatlons restncting tile 
ooservatlOfls to posillVe loan growtll WCfO cstimated Some 
versions 01 lhe model were eS~fTI8ted WIth observatK)(!s 

hmlted to POSItIve internal /oaIl growth Danks only The 

r~wllS were essentially the ssmo as the cst!mfltc lor the lull 

"'"'" 
• Exat1llfllflf1 tile maal flaZtJfcl hypotheSiS IS nollhe foevs of 

Ihs artICle It IS mportant to note that ~t because a bani( 

fIBs a Cap.laI ra/IO befow the peer f1'OUP averarJC. Ihe bank. 
IS notflflCilssarilyQOlfl{llOl1xhib1lmaalhazarci behaVlOf_ To 

ex~ maaillanJrcl behavXx mote hhy. a sample of 
banks opersrlllO W!/tIlillhf it any cap!lal WOCJIcI be needed 
It 15 po$$IbIe /hat a sampleof ssWtgs and.ban assocuwcns 

wouIcI alter a wHicIf!(l/ number 01 obscrvallons to sltJdy the 

motalhazarciproblfJrn 

" 



Table 2 
Regression Results for Nonperforming Loan Ratio , 1984-90 

High-Growth Banks' 
Normal-Growth 

All T axas Banks Tolal High-Equity Low·Equlty Banks 

GROWTHO -.01766 . ,. - _00574 ... - .00723 ••• - .00546 ••• -.02926 ••• 

GROWTHI -.00695 ••• -.00251 •• • - .00360 • - .00235 •• -.00765 ••• 
GROWTH2 -.00086 • -.00072 -.00238 - .00044 -.00004 
GROWTH3 .00006 .00040 .00045 .00043 00003 

GRO-MRG .00092 .00421 ' .00415 .00441 -.00125 
GRt·MRG .00155 .00090 00'58 -.00159 .00131 
GR2·MRG .00342 . ,. .00288 .00264 .00154 
GR3-MRG .00101 - .00445 - .00479 .00095 

GRO-FL -.01383 .. , - .02150·" 
GR1·FL - .00695 •• • -.00233 -.00453 .00262 - .00832 •• , 
GR2·FL -.00059 -.00026 -.00355 .00007 
GR3·FL -.00290 - .00686 - .00627 - ,00284 

TA .05992 · " .09393 ... .02410 .13085 •• , .Om4'" 
CMLRAT . 00865 ••• .(X:J186 .00777' - .00107 .00906 , •• 

RLRAT . 00985 ••. .00278 .00837·· - ,00041 .00896 ••• 

EMPGRQW 00513 - .05209 •• • - .05562 ••• -.05061 ... .02097 ••• 

Intercept -5.08019 •• . - 5 ,52885 ••• -5.06423 ••• -5.73915 '.' -5.28745 ••• 

AdjUsted R' .1610 0625 0801 .0530 .1763 
Fstausllc 143.702 ••• 10.479 ••• 5.750 •• , 6.715 .,. 131.719 ••• 

Observations 11 ,903 2.133 601 1,532 9,770 

. Banks were cI&ss,fied as hogh-gfowth banks ,I lh8<f l ale oIl1l,..-nally geneo-aled loan growth e~ceed8d 10Uf ~fTle$ the growth rale 01 
Te)(8S P8f$QOIII ,ncome 

• SiogM,canl allhe .10 level . 
•• SlQnllicanl al the ,05 level 
••• Sign'licanl 91 the 01 level 

:\ .~ predil I<.:d , till" m iti;t1 <: lIl· .. ·t .. 01 int"'l"nal 
grO\\t h Illlpnl\ cd I()an ( i li a li t ~· wht:n 1I 1t:;I~url'd I)~ 

the nllTl' ll1 1l01l1X"rtorlll lllg lo:m r:1\ (0 :md the 
l·h:.rg,,·-otl r.lIl' The COI,.-Okit'1l1 on the \ ':l r i: lb k-

16 

, The movemenl •• ltlecharge-atf rale pteSf!(1red LS based 01" 

I/>e regt~' resuflS &!caliSe 01 me 1og,1 tlans/olma l/Ofl 

lhe coelflCoertlS ffllC3'tJ me qual'IBINe dlleclion 01 rhc 
effOCI Dr.Ac..l~ be IflIe£Oleled quanMallVf'/y 

(;N()II ~n 10 i .. nq.:.Hh l· and .. igniflc,nt in .. ·\· ... fy 

rq.: n.'-"~1()n for both th,,' l1onp",:r1< Irllllllg lo:tn ratio 
;Ind till- d l:l r).:l·-o fi r.Lte Th .. · i:tg,!.:l·d 1."11-...·("1-. of loan 

gnm th . hO\\ l·\·CL lIllTea"l' th .. · d l .l rg .. · otf r.He In 

till' ell:11):'" off r.ue rl'grc"!'olon 1\)1" :111 'J"..-:u-. h:1Ilk:-. 
11ll' nx:lrk .... nt on CH() \\ 'TN3 j,.. .. ignifiGllli a nd 
po~i l l\"'. IIldic:uint-: Ihat III lh l" GI ~l' th ... LIKlt ... d 
dTI.:n o f lo:ut j.tro\\I h w,." 10 r.11"l· till' lh:lfj.tl · on' 
1:11,,-- 1\ 1I.·111por..ry incre;l~: lIlllll' ).:nJ\\th r:'!l' o f 
1o;ln ... 1X"j.!inn ing :11 !line I. will <: IU .... · til(" dl:lr<,..! .. ·

on' r:il .. · to 1ll0\-t' in Ihe patll.·rn lkp llll1J III Fi).:urc 
I - Till' l"egr .. · .... 'ol1 l '()t.'O'i .. , .. 'I1I." ,ndiGII .. · \h .. · ... ;t llll.: 
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Table 3 

Regression Results for Loan Charge-off Rate, 1~90 

High-Growth Banks' 
Normal-Growth 

All ie_as Banks Tolal High-Equity Low-Equity Banks 

GROWTHO - .01860 ••• -.00496 -•• - .00738 ••• -.00428 ••• - .03231 ••• 
GROWTH/ -. 00640 •• . - ,00348 ••• - .00669 ••• - .00296 •• • -.00651 ••• 
GROWTH2 .00017 -.00113 - .00472 •• -.00064 .00142 ••• 
GROWTH3 . 00013 •• - .00064 •• - .00004 .00124 •• • .00010 • 

GRO-MRG .00252 ••• . 00474 ••• .00484 •• .00441 .00015 
GR/·MRG . 00296 •• . .00524 • . 00421 .00539 .00246 ••• 
GR2-MRG .00275 •• .00138 .00155 .00230 
GR3·MRG 00012 -.01563 •• - .01540 • .00012 

GRO-FL -.01469 ••• - .02375 •• • 
GR/ -FL -.00504 ••• -. 00251 • - .00495 •• -.00218 -.00644 ••• 
GR2-FL ,00158 -.01233 -.01198 .00276 •• 
GR3·FL -.00125 - .01937 •• -.01857 •• -.00062 

TA - .06761 •• • - .02123 -.04370 -.01221 -.04907 •• • 
CMLRAT .00038 -.00646 ••• - .00030 - .00891 ' " .00075 
RLRAT .00019 -.00683 ••• -.00539 • -.00794 ••• -.00458 •• 
EMPGROW -.04209 •• • - 05284 ••• - .04641 ••• - .05271 ••• - .03067 •• • 
Intercept -3.76497 ••• -4.31454 ••• -4.07762 ••• -4.37177 ••• -3.93773 •• • 

Adjusted R 2 .1837 .0995 ,1197 .0883 .2274 
Fstatlstic 182.432 ••• 16.634 ••• 8.328 •• • 10.663 ••• 199.285 ••• 
Observabons 12,902 2.123 59' 1.529 10,779 

, Banks wer. dass~led as hogh~.OW!h banks Iithefr rale 01 rolernally gene.alad loan growth e lceeded tou r bmes the g.owth rate ot 
Te las personal ,ncome 

• SogOlI.canl at the 10 level 
•• Stgn,j,canl at the 05 level 
••• Slgn'ficant &1 the at level 

P:III"'rll ()f illlplX ,\ ,,'In~'m (()Il(m "'d by dctt:rior.uion 
111:(1 i ... pr ........ ·Ilk'd in [h~' .... illlul;u ion of thl' fiction.11 
B,' llk ]) 

Tit .. · "'mpi r i"': ll 1" .. · ... ult ... :li-;o ind ic tl ... Ih:tl :t 
"'U"'I;li ll .. ·d mer .. ·:! ... o.: in tht' ~ro\\l h I:Hl' of Io.:nding 
cou ld 0",,':1\0.: Ill<." :'ppo.::u':tnn.· Ih :1\ lTl.'d it q ll :I 1i I~ l1:t ... 

itllprm"'d If Ih .. · inl ... rn:,lloan gro\\lh ral ... ri~l'''' :m d 

r\:III;lIn ... al :t n ... ·\\ lughl:" l" k·\d, 11ll" d l...·cl on 11K" 

(h:trg~:o(M ralc \\ t lllid ho.: Iht· slim of Ihl ' .. ·t)(."lfidl·nl' 
...... Iirll:l lnllor 11K' tl11l' rnal growth 1.11 .. • \': ,ri:thk :tnd 
II.' bggl'd \ .tllI ... • ... Till.' hypo lhl" ... b Ihal till' ... um of 
l ill" co.,:nkil ·nh I .... l'qual to ZI;'I"O \\;t ... I ... ,~ t l"d \\' i th :lll 
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1-"1 .. · .... 1 :tnd rl;'jI;'Clt:d. ind iclIing t h:tI a ~kady :-.Ial l · 
itKll:a ....... in I hl:" gro\\ ,th 1: 1I1:.' 01' inl l:.'n1: tI Il"nd ing 
\\ ()ltl d rl" .... 1I11 in a I()\'l"r 1l1l":t .... ul" ... d l ll: t1'g •. :-t,1T r~l\l' 

T h .. · p:III ... ·rt1 of Ihl" lll()\ 'cnK'nl in th .. · dl:lr~"' -ofr 

1': Ill' rl" ... uiti n,g frolll "u~ t :titll'd W'()\\lh \\oll id h ..... 
l 11 lld l d il1"l-rl 'n! ,ban octltrrnl \\ ilh '''' lll pt ll:t ry 
g1"O\\ th 1\ '" ... 110\\ n in Flgw .. , 1. Ih .. · cha rg"'-oIT r:1I1:.' 
\\ould f:ll l lx.-gll1T1ing :,1 lU ll .. · I ;lI1d ro.: llla in helow 
I ll\.' o rig1l1al t:ha r~t:-off mIl' lor a~ long :I .... Ih t: 

h lgh ..... r WO\\ Ih r.lIe could hl" l1lainlai lK'(1 
Th"'rt* i~ ~Irung I;'\'idcnct: that g ro\\"l h Ihro ugh 

hank llwrgl"r IO\\ 't:rs a, ... t.:t q ual it y. h:I. ..... ·d on IIll" 
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Figure 1 
Effect on Charge-off Rate of Temporary 
Increase in Loan Growth Rate 

effecl on Ihe charge-off r.lle The initi;ll and the 
lagged effect.s o f growth through b;mk mcrgcrs 
were signific;mt and positive, indicating higher 
charge-off mtes. The nonperforming lo;m r.Hio, 
however, was not initially affcxlcd by growth 
through merger. The lagged effLoct of growth 
through mergers rdiscd Ihe nonperfonlling 10:10 
"lIio in the second yem after the merger. 

Growth through mergers docs not gcncrate 
the initial improvemem eITect ~usc the acquiring 
hank is acquiring loans extended by the acquired 
hank in previous years. As a result, there is no lag 
hetween when these loans arc placed on a bank's 
books and when the 10:111 might dcf:lult. 

Growth through the acquisition of failed bank..<; 
appears to be highly successful in improving ;IsseI 
quality only in the short run "11,(: initial and one
year lagged effects of growth through fai!t..x\-hank 
:Kquisition were to lower l)()(h the nonrx:rfomling 
loan mtio and the chargc-off ratc. 111C longer lagg{..>(j 
t!ffecls were not significJ.ntly different from zero. 

Bank size appears to affect 10:111 quality dif
ferently, depending on wht:thcr quality is measured 
by the nonperforming loan r.llio or the charge-ofr 
rate. The positive and significant coefficients on 
the total assets variahle (7it) indicate that larger 
hanks had higher nonperforming 10:ln mtios, :lnd 
these hanks had significantly lower charge-off 
rJ.tcs. This result suggests that larger banks may not 

'8 

Figure 2 
Effect on Charge-off Rate of Sustained 
Increase in Loan Growth Rate 

"'-'" ". 

be ;IS ;lggressive in charging off nonperfomling 
loans ;IS ;lrc small banks. One reason would Ix: 
that brge ha nks may havc a competitive advantage 
in working out troubll.."<1 credits and, cOIlSl."quently, 
carry stich loans <IS nonperfonning longer and 
charge off fewer of these loans. 

The dfe( .. 1 of Io:.m portfolio conccntrJ.tians on 
loan quali ty suggests that banks concentmted in 
husiness and re:1I eSlate lending were slow to 
charge off nonpcrforrning loans. Troubled rca l 
c:state and business loans may be more likely to be 
successfully rescheduled and ultimately collected. 
If this is the case, these loa ns shou ld Ix: reponed 
as nonperfonning :md need not be charged o ff. 

Crcdit quality, when m(;:asurC<.1 by the charge
off r.ltc, moved with the busincs.'I cycle, as expected. 
Declines in the growth rate:.: of Texas nonagricultural 
employment correi:ltl...xi with higher charge-off rates. 
In the nonpcrforming r::nio regression. however, 
the husiness-cycle v:lriable was nOI significant 

The regression resuits are:.: .lIso consistent 
with the premise th:lt mar.11 hazard contributes to 
asset quality prohlems. If moral ha7~'lrd were pre
valel1l , then hanks with low equity would be 
more likt:ly to have pUfSW .. 'd risky strmegies. The 
sampk of high-growth hanks was split into twO 
groups: hanks willl :Ibove-average equitY-fo-assetS 
r.lIio:-. and hanks with bclow-aver..lgc r,nios. Both 
high-equity and lo\v-equiry banks showed the 
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Table 4 
Regression Results for Moral Hazard Test Using the Charge-off Rate, 1980--90 

GROWTHO 
GROWTHt 
GROWTH2 
GROWTH3 

EQUITY 
GROWTHO )( EQUITY 
GROWTH' )( EQUITY 
GROWTH2 x EQUITY 
GROWTH3 x EQUITY 

GRO-MRG 
GR /-MRG 
GR2-MRG 
GR3·MRG 

GRO-MRG )( EQUITY 
GRt ·MRG)( EQUITY 
GR2-MRG )( EOUITY 
GR3·MRG x EOUITY 

• Slgn.lltanl al the 10 level 
•• Sign,f,cant at the OS leYet 
••• Slglllhcant al lhe Ot leYel 

- .019935 . ,. 
- .006667 •.• 

.000110 
,000813 ..• 

- .176713 ••• 
.004849 ••• 
.000010 

- .002458 .• 
-.000793 ·-' 

.003305 , •• 

.003181 .•• 

.002248 ' 
- .000068 

- .001337 
- .000765 

.001060 

.003831 

GRO·R -.014355 ••• 
GR t -R -.005046 ••• 

GR2·FL .002012 
GR3-FL -.000019 

GRO·FL)( EQUITY .000086 
GRI·FL )( EQUITY -.000602 
GR2-FL >c EQUITY - .004156 
GR3-FL x EQUITY - .003980 

TA -.056514 ·-' 
CMLRA T -.000836 
RLRA T - .000930 
EMPGROW -.042943 · ' · 
Intercept -3.745804 ••• 

Adjus ted R2 .1920 
Fslalisl lc 106.720 . ,. 

Observations 12.902 

NOTE. EQUITY . 1 tor above· average equity banks and 0 tor below average eqUIty banlls 

... ;ut ll ' Iil lli.11 dl"I;'('\ or impro\\'l1lt;m in 11K> eh:U·).!L'

"lr r:11 .. · T Ill' ch. l r~\· o i l' r: IIL':1I IhL" IO\\ -I.'qUlh · 

11,1111, ... rll"',,' w ith a 1.tg " .. nell .. \I the h igh eqlli t~ 

h,IIl " .... ho\\ L' \ 1.:1"- IIlL"re \\ ;1'" n!f ... i,l!llific;lnl d "f .. '<1 

Ih;11 r: II"''''(\ I h .. , chargl' orr I~ lI l' 

\11 :Idd ilion:il Il · ... l o r lhL" I1H )I~ ! 1 haz:lrd ilypOl lw

... i .... 11 ... 0 ... l1lJ\\" .... 1;' \ idl ' I1U' 01 lh i .... Ix·had o r A h in:!r)' 

\ ;lri:lh \c \\ a ... dt: fil1l·d ;l '" l 'q u,1I 1O I fo r :11->0 \'1;

, l\"' I~ I ~l' "'qu il }, h:lt11- ... . md () for I ill' hd o"'-;!Vl'r: I).!l· 
l'q l1l1 ~ h~lllk!'> for 11ll' tou l !'>.ullpk In Iht.:' nL"\\ ' 

I" .. ·w .. · ... ... u Ill. 11K> dqx'mknt \ .lIuhlL'- lh ... · (:h;lrgl'---\ ,IT 

I~IIL ~\\ .1'" rl..·gl"l· .... -.c.'d ag,lIIhl ttw lIldqx:ndl'll[ 

\ , l ri~I hk'", I rOIll [h...: pr .. ·\ [( IU'" rq . .:r"·"l( Ilh :Ind Ihl" 

pHlI.luct (II tIll' hlll;l!"I \.trI;lhll" II I[h 111L' nnTl"nI and 

bg.~I..1. i \ ~lhlL'''' 01 till.' gro\\ til 1:11 .. · \ ,Iri:thk· ... Till ' 
rl· ... IIII'- 0 1 thi ... 1..'''' l ima1l011 ;11' .. · p,....· ....... nt .. ·d in T;,hk-... 1 

,ltld 'i. Th .. , initial d k .. ·1 ""gllifk:Hltl} IO\\l'rl.."(i l llt' 

l h.l rgl'oll r.11"' ;l1 hoth tlw h igh-I.."(llIi1r ban k!'> :Uld 
l ilt' I(f\\· ... 'qlll t ~ h;mk, TIlt.' 1.1).!j.!,,·d d k(l, ill l\\ l ·\l·r. 
... I.I.':ll.hl.lm l\ lll(T(';I"l"(lltll" l l ur).:~· · ( ,t f I:I[l'!or 11ll" 

f ...... ' ,.(., .... Ik"il'w - Third (J,,:,rll' r I ')')! 

Im \ ·~.:qlljt ) ban k ... Al high-,,'q u it y IXUlk .. , 11ll" longest 

1:1,).:).:o.:d d)','c[ \\ ;1. ... . n. ... i~no llc;l nt Th .... rl..·"ult furlh .... r 
.... 11(11"01'1'- IhL' rno.:d h M .,l rd h ypot h .. · ... I ... I f a J).Ink 

ha';1 1.Irg .. · alllount of il'- o w n t'q ll i t ~ L" :>'po!'>l'd to 

rbl... il i ... c l r ... -ful not 10 10"' .... 1' i t;. crl·( lIt " tand:l,.d ,,_ 

L"1"l: 1l du ring p .... r iod .... of " Iron,).: g1"O\\ ·th 

Po licy impl icatio ns a nd conclusions 

T h .. · .... \' id .. 'nn · InUll ' I'ex:!!'> b:lnk ... p rL·" .... nt .... d 

hcr .. , in<lieuc ... I h,lt :1 "1 ,lll ... tiu lly .,ign ilk:1I1t rda-

li( ltl ... h lp .. "I"'I ... I)I;I\\cl..' l1 I, )an gnl\\ [11 :lnd 10:ln 

l h:l rJ.!c-off r.1I .. " ,Ifl .. 'r ,I b).: The!'>e "'lIIpnicd r .. ' ... uhs 
,If ... , in agr .. ·(.:n ll'nt II IIh ' IX'l'ihl' ,,:x:lIl1pk'!'> (If r..pid ly 

.).:ro\\ tnt-: h:lIlk ... tll :l t ,,'xlx'nl'nn'd dl"dinl"!'> i n loa n 
qualll } .Ind 1..·\l·n tIJall } f:llk-d . E\'t:n aff"'r :dlo\\';IIlCl._· 

for h ll ... inL''''!'> q d .. · d r...·l1" ;tnd h:ml- fin:IIlO:11 

... tnll'tllrt". the "'y!'>Il'IIU liL' rd:uion,~h i p hl·l \\l"\.·n 10:111 
,!.,!["(l\\ th ;! [ld (k IL'I·jOr.1I 111).: loan qU :l li t ~ hdd :ummg 

T""~I' h;1l1k ... dlld rl.).: Illl' 1<)1«)... 
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Table 5 
Effect of Loan Growth on Charge-off Rates, 19~90 

High-Equity Banks' low-Equity Banks 

Period 1 
Period 2 
PerIOd 3 
Penod 4 n.s. 

n.s. 

• 
The ef1ect o! loan growlh Of\ hIgn-equ,ty baro.s is det8fm>r1oEld by addll"\O !he ooellicient from the 
GROWTH vanablfl and the coefhcient nom the cross prodUC1 0( GROWTH and EOUITY An F 
tesl is used 10 del"fRne i! the sum IS s'On,licantty d<lIerer11lrom zero 

.,. s.gnolicant at \heOt level. 
n.s.--Not s,gmflcant 

01 lUU! ....... ·, it would Ix· :.11 o,o.:rgl·n o.: l~d i z:l1ion 

to ... I:,to.: thai .'IlY inno.:;lo,(.· in ti ll· loan ).:rowlh roUt· 

will k:,d 10 highl'J" dl:'J").:l·-ofi .:11 ... · ... 1.0:10 wowth 
duml).: ;111 ... • .... onoillic .... xp:.n .. 'u'l i .. 10 Ix' O':xlx·,·,....d 
:I ... II )all d""r1t:tnd nK r ... ·:,o,(.'", Funll ... ·n1ll)rt·. tht' 
t·\ido.:rwo.: II1d i<..~ ' h::." th, lt tlli ... rd.ltion ... hip 1ll;1~ not 
hold for h:,nk, ,,·itll .lbo\O':-:I\ ... ·r..).: ... · o.:qwty-a ...... o.:t 
r. lt il':-' ·1·IH.:n.:fi)r ... ·.:I ..... ta t ... ·d .II)()\ ... ·. in ... r .... ;!'-t;'s in 

lo:m Wt)\\ 111 I:1Ie ... ;In:: o nl y .1 "ign;11 III' IXbsihk 
d ... ·din ... · ... in 10;111 <lu.Li it }. and :-OUt h dedinc ... will 
not n ... '(" ... ':-.. ... an ly ()(."/: Uf In 0.:, ..... ,: c , ..... · 

The r .... bl'tm .. h ip 1"11..'(\, ... · ... ·11 ).:1"()\\l h :,nd qual it) 
plac .... " an :,ddil ,on;11 hurd ... ·n on h:lI1k otn,o.:r:-. :mel 
d,rL·t"!or .. to l1I.m:L~e ).:f(I\\llt l. t!· ... ·lull~ The u .. u;iI 
nlL"a .. lll\.· ... 0 1 10.111 q U:l1it~ ;0· ... · d , .. IOtwd \\·hen 
).:ro\\·lh r:ll ... · ... charlHI:: .\I.II1 :lgt·r .. :tIld din.~nors n ... ·l'd 
to ;ldj'bl for lhe."",: di ... to!1ioTl'i and ",'-"plor...: new 
1ll ... 'lhod ... to llIeasure ;lnd l"O'111"01 risk . Furlher
Illore. d"'·I<..·nnining: 1111:: SOlll·(·l' 01 thl' loan growth 
i. ........ pt."...-i:t1ly ll11pnrtanl in :1" .............. TIl,l-: ri .. k . A ).:rtIW-
ing .... nmom}".;' sp~clll:lIi\L· huhhk-. ;I .. hift in 
1ll;lrk .... t ... h;I l"L·. or:\ pt:rpt'\I:IIt1l1l of fraud Gill all 
gen ... 'I':.II .... loan growth. 1)\11 Ih .... l"L· .. u lts ;'r~ quill' 
dilrL'rl'nt fm:Il1y. the rt.''o{lurle ... dL·\ot .... d to markl'l 
in).: .lIlt! n ... ·d ,1 aelmlm ... tr.Llion " ... · ... ·d 10 Ix' Gu dully 
h;l lann·d to pn,:\\.: nt eH'n ).:()(xllo.lIl .. from 
b .... l·om in).: tro uhk-d :I ..... t:'t .... 

n""C HI:-.t! the prt:iimin;II)' l'vido.:m:e suggests 
Ih:1I lo:m /--!rowlh b;, deto.:rmll1ant of 10;111 quality, 
hank l'x;ul1inL'r.- could U.'>C thi ... 1Illilrmation to Ix' 
mor ... ' dl"t,'\:lh L' in Ihe L'X:lInina\LOn pnx-.... :-.. ... Gn>,,·,h 

2. 

nI;L} Ix' onl' f:, ... ·lur ;I 'llollg ..... ·\ ... ·t:,[ [0 t'olbkk·r wlt .... n 
., .. :hl'duli n).: tile fl"L"<ILll'nq ' ot .... -.:,nmn:lt ion ..... Fu,1lwr-
1I10rt.'. j.!ro\\ll1m:t}' 1)(," :1 rl·d llig th:1I indic IIL· ... 
\\ hidl ;In::I,, of:1 h:ll1k ·., 1)()rlfollo :If" lllo:-o1 in IWl·d 
of ~·\;lI l1 in:lI,on for l r ... ·dl1 tjlultl'· i ... ,ut:' .. 

Th .... difft:'r ... nt approadK'" to gl::nt:r:.lt ing lo .1n 
g l"l"\111 I)ad diffo.:r ... ·nt ...-I"lnl .. till It);ln qtlalil}" A ... 
",h()\\ \) :llx)'·t:. exp" ndi rl).: IIIL' I()atl Ix)n folit) 
Ihrough inn ... ;t ...... ·d 1 .... l1d ll1).: 10 llo.:\\" or t::xi" ling 

lll ... [OtH .... " to::nd .. 10 unpft" "" lhe dtargc-olf ro ll ... · 
in ilb1ly. hut 1.:\ .... nlu:t1 ly it h.I" :' nt:j.pt i,·c ...-Ikel 
( ,tu\\th throuXh IhL' :'C<jlli"l l ion of f; l iled h:lIlk .. 
\\ilh FDIC a."l-.l;II1(""" 1 ... · .. Il[... (0 imp .. mL·[o:tn qU:l lity. 
Illo.:; ' ... ur ... ·d by ... ·,IIll"r I1Olllx-rf()nllin~ loan rat '0" o r 
ch:,rg",'-off 1:11 ....... GI"IJ\\ III Ih rou).:h IlIcrgo.:r.- \\·i th 
(llllL·r h:l nks ICJ\\ c rs 1\);111 ( lu:, l it y \\ltclllllo.:a." l lrL"d 
hy 11lL' L"ltargl::-off l~'1L". hu( 'h dkct on (Ill· 110n
pL"rfol'llting ratio i" 1...-.", ~· ...... I:lin 11' ;1 b:lll k wishL''' 
to grow :!Ild 10 improvL' 10:111 quality. ~rowl h 
Ihrough tlto:! ;Jcqubillon of I:,ikd ha nk.-.. :' ppL';lr.'i 
to Ix ' Mllk'rinr to gn)\\ l h lhrough 'lIl::rg .... r Of 
lUll"l'. (hi-.. rt'su lt i .. bawd on "l"eX:h hank ing dal :, 
fllr :1 p ... ·riud of r.lJ)Ld b;l llk J.:'"O\\ til follow",'d by 
IlUIllL'rou .. bank bi lt,fo.: .. 

T ilc call ....... o f thi~ dllTo.:rl'lKL' l""II.: t\\ ... · .... 11 h:tnk 
Ill .... rg ... · .. :tnd failL·d hank a<<[ui-.. i[ion b likdy to Ix: 
[ho.: ;,.."i."t:UlC ... g in·n h } lh .... FDIC to thc a~·qui r .... r 
o f :, f:tik d IXlilk T}'PIClliy. th .... FOIC is lihcr. tI in 
r ... ·lIltwing low-qua lil y " ........ '" from the Ixx)k!>. o f 
f"iled b:lIlks or in .• liowin).: tiK' acquiring h:lIlk [0 
rdum low-quality a" ..... 'I" 10 ,II ... · FDIC :Iftcr th .... 
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acquisition, If hankers are averse to risk, the credit 
quality certainty provided by the FDIC would tx· 
considered highly valuable. 

l1lcsc J"eSlllt .. suggest that there may he a bias 
tow;ud banking <,.'on-.olicbtion to take place through 
the acquisition of failt..'(/ banks, rather than through 
mergers of solvent Ixmks. Even after an acquiring 
bank has dt:cidt.'(/ on an acquisition target, it may 
delay the acquisi tion if, in its assessment, the target 
bank is likely 10 fail and CJ.n he acquired with the 
FDIC removing th~ troubled loons from the current 
loan pol1folio. The acquiring bank will trade 01T the 
benefit., of current acquisition with the henefit of 
greater cn..'(/i t qua lity ccrtainty in the future with an 
FDIC assistanct! package. Of course, the acquiring 
bank also takes the risk of poSSibl y not submitting 
the winning bid to the FDI C. 

Economk: RI."Vlew - Th.InI Quarter 1992 

Such a bias could s low the rate o f much
needed consolidation in the ban ki ng industry. 
The U.S. banking industry needs banking con
solidalion, because it offers onc of the best 
approaches to increas ing the diversity of bank 
portfolios and increasing the efficiency in the 
p rovis ion of banking services (Clai r, Tucker, and 
Siems 199t) It is possible that the rate o f con
solidation may be s lowed by the rate at which 
the FDI C can close fai led ba nks. If FDIC resolu
tion procedures for failed ba nks are slowing the 
rate of consolidation, these procedures need to 
be reexamined . The nation's imereSls are un
likely 10 be served by drawing OUI the process 
o r consolid ation 
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