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Banking 
toward a 

brighter future 

he outlook for New England banking has improved dramatically 
over the past year.This essay discusses the sources of this recovery, 

the outlook for the future, and the challenges that must be addressed 
if the banking industry is to be competitive and profitable in the coming 

years. The recent stabilization of real estate prices, the decline in interest 
rates, gradual improvements in the employment situation, and cost-contain- 

ment efforts by banks ail contributed to a much stronger financial performance. 
These positive developments have been reflected in substantial increases in New 
England bank stock prices. Despite problems at some, mostly smaller, institutions, 
a targe majority of banks have gained control of their problem loans, enhanced their 
capital adequacy, and returned to profitability.They are poised to once again extend 
the credit necessary for a healthy New England economy. 

Nonetheless, challenges remain. Commercial real estate prices have stabi- 
lized, but many projects may encounter further problems as rental agreements 
are renegotiated at price levels lower than stipulated in their initial agreements. 
In addition, many banks and the Federal Deposit Insurance Corporation (FDIC) 
continue to hold large portfolios of foreclosed property, and rapid disposal of this 
property could adversely affect real estate prices. 

The future of banking in New England depends not only on the recovery of 
real estate prices, but also on the strength of major sectors of the New England 
economy. Federal government actions relative to military procurement and base 
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closings, health care, and health insurance are all unknown at this time. These 
industries have been major engines of the New England economy, and upcoming 
government initiatives and private sector responses will be important to New 
England's recovery and prosperity. 

The strength of banking's recovery will also be dependent upon broader 
regulatory and competitive issues facing depository institutions nationwide. 
The appropriate balance between burdensome regulatory oversight, on the one 
hand, and consumer protection and reduced taxpayer exposure to deposit 
insurance shortfalls, on the other, continues to be hotly debated. An increasingly 
rigid and costly regulatory environment for depository institutions, coupled with 
long-standing limits on the setvices banks are allowed to provide, continues to 
threaten banks' ability to compete with domestic and foreign financial interme- 
diaries. In order to remain important sources of financial services, banks need 
a more forward-looking legal and regulatory environment in which to compete 
and adapt to technological advancements and changing economic conditions. 

Histarlcal Ovewhw 
The past four years have been among the most turbulent in the history of 

New England banking. From the beginning of 1989 through December 1992,108 
federally insured banks failed,' including Bank of New England Corporation, the 
second largest banking organization in New England at year-end 1988. While 
the dimensions of the banking crisis did not become apparent until 1989, the 
seeds of the problems had been sown much earlier. 

During the early and mid-l980s, New England commercial banks were 
financially strong, with only modest exposure to the farming, energy, and interna- 
tional sectors that seriously hurt the profitability of banks in other parts of the 
nation. Savings banks here were adversely affected by the steep drop in interest 
rates that occurred early in the 1980s, but New England commercial banks 
avoided most of these piffalls while contributing to a buoyant regional economy 
by rapidly expanding lending, particularly in the real estate sector. 

Several factors altered the traditional behavior of the New England banking 
industry during the 1980s. First, theconversion of many savings banksfrom mutual 
to stock ownership in a period of heightened interest in bank stocks produced 
an influx of bank capital. Second, many bankers were intent on actively "growing" 
their institutions to capture a larger market share. Third, mncern over takeovers 
and the anticipation of nationwide banking i n d u d  a wave of regional and 
in-market mergers and acquisitions, intended to form banking organizations 
large enough to avoid being acquired. 

1 In Mi t ion to the 1 C4 Merally insured banks that failed hr ing this four-year prM, 72 fedady insured 
credit unbns and privately insured financial institutions failed. Thrmghout this report, 'banks" refm to 
federally insured commercial and savings banks. 
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Most New England banks aggressively increased their lending on corn. 
rnercial and residential real estate ventures, including the burgeoning condomin- 
ium market. As the focus of many banks became asset growth, they frequently 
paid less attention to underwriting standards. Loan growth was funded by 
decreasing securities positions, which serye as sources of liquidity. Banks also 
increased short-term borrowings, particularly interest-sensitive brokered 
deposits, Bank capital was exposed to an increasing concentration of real estate 
lending, and the rapid growth in assets weakened equity capital ratios. 

The increased concentration in real estate lending, the easier underwriting 
standards, and the reduced capital and liquidity of banks caused few problems 
as long as real estate prices continued to rise. Real estate prices stopped 
increasing, however, as it became apparent that the unusual strength of the 
New England economy and the resultant high rate of building and rapid price 
escalation could not be sustained. The economic slowdown turned into a pro- 
tracted decline and real estate prices fell sharply. After four years of decline, 
the regional economy is only now showing signs of recovery. 

The Current Status 
The declining value of the real estate that securd bank loans, together 

with the cost of resolving troubled loans and foreclosed properties, rapidly 
depleted bank capital. The level of nonperforming assets in First District banks 
from 1986 through 1992 is shown in Figure 1. Monperforming assets grew rapidly 
in 1989 and 1990, peaked in 1991, and steadily declined during 1992. The de- 
crease in loans that are behind in payments (the nonaccruing and 90 days past 
due categories) is heartening; yet banks continue to hold a substantial portfolio, 
$4.3 billion, of other real estate owned (foreclosd properties) and restructured 
loans (loans whose terms have been altered because of an inability to fully satisfy 
the original terms of the loan). 

The nonperforming assets of failed banks have been included in Figure 1 
in order to demonstrate the extent to which the banking industry was weighted 
down by troubled loans. By tracking over time those banks still in operation, 
one can see if currently solvent banks have reduced their nonperforming assets 
and posilioned themselves to participate in a recovering economy. Figure 2 
shows the level of nonperforming assets in large New England banks that have 
operated continuously over the past four years. Nonpedorming assets of these 
banks reached just over 70 percent of equity plus loan loss reserves at their 
peak in 1991. They have declined substantially ever since, to a year-end 1992 
level of 44 percent. Clearly, these banks have made significant strides in remov- 
ing nonperforming loans from their books. 

The stabilization of real estate prices during 1992, combined with falling 
interest rates, allowed banks to moderate their loan loss provisions and reduce 
the cost of resolving troubled assets and, thus, improve core earnings. As shown 
in Figure 3, First District banks reported net losses (or negligible earnings) for 10 



consecutive quarters from the second half of 1989 through 1991. Earnings stead- 
ily improved during 1992, with 83 percent of all New England institutions covered 
by the FDIC's Bank Insurance Fund (BIF) recording a fourth-quarter profit. 

This improvement in bank earnings was, in part, a result of the particularly 
tavorable interest rate environment during 1992. As shown in Figure 4, while 
rates on both loans (income) and deposits (expense) fell from the beginning of 
1991, interest rates on deposits fell more rapidly, resulting in a wider margin that 
helped restore bank capital. 

Despite the declining interest rates offered to borrowers and the wider 
interest rate spreads enjoyed by banks, loan demand has remained low and 
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banks have been cautious in lending. Figure 5 shows the changes in the level of 
bank lending, after adding back loan charge-offs in order to more closely capture 
the eKtent of new lending.* Total lending has decreased each year since 1989, 
with the smallest declines occurring in 1992, particularly in the fourth quarter, 
This decrease in bank lending can be attributed to three factors, in addition to 
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bank failures and the effect of resolving previousty troubled credits. First, loan naun4 
demand remains particularly weak in New England as a result of the anemic 
economic recovery. Second, while the favorable interest rate spread should 
encourage banks to seek out borrowers, they are still reluctant to make loans 
to borrowers that might become troubled in a weak recovery. Underwriting 
standards in the 1980s were lax and contributed to the huge losses experienced 
in recent years. Standards have been tightened and lending officers may now 
be more cautious. Third, many banks are still trying to improve their capital-to- 
asset ratios, both by increasing capital and by expanding assets less aggres- 
sively than during previous recoveries. 

A number of factors have increased bank capital requirements and served 
to constrain bank lending. An international effort was undertaken in the late 1980s 
to more closely align capital standards imposed on banks in the industrialized 
nations. The new risk-based international capital standards, coupled with a new 
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U.S. leverage ratio requirement that forced many banks to increase capitat, 
were implemented in the midst of the New England banking crisis. Higher capital Figurn5 

ratios were also required of many institutions by the terms of regulatory actions, 
the provisions of the Federal Deposit Insurance Corporation Improvement Act 
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. (FDICIA), and the new capital-based deposit insurance premiums. As bank cap- 

ita1 is restored and the regional economy shows sustained improvement, 
however, one can expect increased emphasis by bank management on lending 

lo 

and a pickup in loan demand. 

2 When aloan is charged off, WtandiN loans dmease by the amount of the charge-off. This abrsthe 
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back in charae-offs CenRlres new lendino better than chanaes in total outstandha loans. Total loans have 

-15 , , . . , . , , 

'all 'so 'W '81 'I 
also ddindsignificahy asamkof  b&kforecAure &vity and loan sales, althoughthe i w o f t h e s e  
factors cannot be readily quantiied. 

Note: Total bans adjusted for chsrgeaffs. 
Spurn: Board 01 Governws of lhe Federal Ressrve System. 



Flgun 6 

MontbEnd P r t m  of Selrdrd 
New Ewlana Bank Slrcks 
.Bank of W o n  Bamnks W Red Financial 
IShawmut Natlonal UStateStrwi 
"".LARS 

The substantial reduction in problem loans and the return to profitability 
by New England banks have restored investor confidence. One measure of this 
renewed confidence is the improvement in bank stock prices, as shown in 
Figure 6. Stock prices dropped precipitously as the problems in New England 
banks' loan portfolios became apparent by the end of 1989. From the nadir 
in 1990, bank stocks have rebounded to approximate or exceed their year-end 
1988 levels. 

When the extent of the New England banking problems became clear, 
few investors were willing to buy stock at prices acceptable to bank share- 
holders and management. Inability to raise funds in the capital markets during 
1990 and 1991 forced many banks to improve their capital-to-asset ratios by 
shrinking their institutions. Investors regained confidence that New England 
banks were recovering only when unpleasant surprises stopped appearing on 
a regular basis in quarterly earnings reports. As shown in Figure 7, banks 
successfully issued new common and preferred stock in 1991 and 1992, after a 
year with no major offerings. Not only does the sale of stwk enable New En- 
gland banks to improve their capital-to-asset ratios, but it also permits them to 
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lend more aggressively and buy other financial institutions. 
Banks have shown substantial improvement in performance. Problem 

assets have declined, earnings have turned positive, capital positions have 
improved, and investor confidence has strengthened. These favorable conditions 
should enable New England banks to once again provide the credit critical to 
the recovery of the New England economy. 

The Outlook 
While the financial condition of New England banks has improved over 

the past year, many remain exposed to an uncertain real estate market. The 
stabilization of real estate prices and the decline in interest rates have combined 

'87 '88 'OB - -  '91 ~~ to facilitate the sale of bank-owned properties and reduce the carrying costs of 
debt for consumers and businesses impaired by the recession. Nevertheless, the 
level of nonperforming assets in the First District compares unfavorably to most 
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other areas of the country. Figure 8 shows that, despite substantial reductions 
over the past two years, other real estate owned is still significantly higher at First 
District banks than at banks in the rest of the country, except Districts served by 
the Federal Reserve Banks of New York and San Francisco. 

Most banks have taken the steps necessary to recover, but a number of 
smaller institutions remain troubled. Figure 9 shows the number and asset value 
of New England banks whose nonperforming loans and ORE0 exceed their 
capital. The number of troubled institutions has declined, and the troubled banks 
are smaller than in prior years. The number of institutions with nonperforming 
assets exceeding capital at year-end 1992 was less than half that at the peak 



in 1990 and their aggregate asset value was only $1 1 billion, compared to $59 
billion at the end of 1990. 

Continued improvement in the financial condition of New England banks 
depends in part on three real-estate-related factors beyond the control of individ- 
ual institutions. First, while real estate sales prices have stabilized, commercial 
rental income continues to fall as multiyear leases are renewed. The decline in 
rental inmme could result in some currently performing projects becoming 
economically nonviable. Second, further declines in real estate prices could 
require additional loan write-downs, which would further deplete bank capital. 
Third, uncertainty about when and at what price to optimally dispose of foreclosed 
properties could adversely affect bank efforts to sei! these troubled assets. 

Banks are susceptible to further loan losses on commercial property, 
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where new lease agreements are k i n g  pr icd far below rents charged in 1982, 
as shown in Figure 10. As rental agreements expire, tenants are aggressively 
negotiating rents we11 below their original agreements or are receiving substantial 
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promotional discounts to relocate. The lower contract prices may not be sufficient 
to sewice debt and operating costs of the buildings. While much of the long-term 
financing for established buildings is held by other types of lenders, such as 
pension funds and insurancecompanies, many commercial bankscontinue to hold 
commercial real estate loans dependent on rents. 

The financial condition of most New England banks should continue to 
improve, however, barring an unexpected relapse in the New England economy or 
unforeseen effects of federal initiatives on military appropriations, health care, and 
insurance. The forces continuing to place downward pressure on real estate 
prices are important concerns, but they are unlikely to seriously affect the large 
majority of institutions, which have r d u c d  real estate exposure and improved 
lending operations. The remaining seriously troubled institutions are generally 
small and will not have major disruptive effects on the region. 

The Challenge to Renulaton and Bank Management 
Banks traditionally have ptayed a critical role in financing economic recov- 

eries. Crd i t  for receivables, inventories, and equipment is necessary for any 
expansion. Normally, banks are major sources of this type of financing. During 
the current recovery, however, banks have been unable to aggressively extend 
credit. While part of their reluctance is a natural reaction to the large loan losses 
of the past several years, the increased emphasis by investors and regulators 
on improved capital-to-asset ratios has discouraged many institutions from 
lending as aggressively as they normally would at this stage in a recovery. 

Figure 1 1 shows bank capital-to-asset ratios nationally and in New England 
since 1960. The improving capital-to-asset ratios of most New England banks 
should reduce current pressures on credit availability. The recent crisis, however, 
has made it clear that the mnomic  impact of regulatory policy and governing 
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banking problems. More assertive supervisory activity may be required during 
periods of strong economic activity, thereby averting or at least lessening the 
need for forceful regulatory action during periods of economic disruption, when 
the financial strength of banks may be reduced. For example, a stronger supervi- 
sow response to the rapid buildup in real estate lending in the mid-1980s might 
have helped to limit the heavy concentrations that contributed to the failure of 
so many institutions. 

While concentrations in real estate caused major problems in the early 
199Os, the next banking crisis could involve concentrations in other areas. 
For example, recently banks have been increasing their exposure to off-bal- - 
ance-shwt items and to securities that carry some interest rate risk. These 
risks may be particularly difficult to monitor, however, because many off-bal- 
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tional dimunts. It may understate the decline. bmuse the per- 

ance-sheet Items and SeCUntieS positions are held to hedge risks elsewhere 
in the banks’ portfolios. As shown in Figure 12, New England banks have 
substantial holdings in US. Treasury and rnortgage-backed securities. While 
this may reduce the banks’ exposure to credit risk, it may also pose greater 
interest rate risk. 
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of total financial assets. This trend is likely to continue. Other financiat intermedi- 
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are not impeded by many of the mostly regulations imposed on the banking 
industry and can therefore skim the most profitable toans from banks. Thus, large 
commercial and industrial loans, home mortgages, and consumer loans in- 
creasingly are financed without the assistance of commercial banks. The con- 
tinued loss of the traditional banking lines of business will seriousiy erode the 
health of the banking industry in the long run, unless banks can once again 
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Bank liabilities have been challenged for some time by the mutual fund 
industry, in part in response to declining interest rates. Banks are moving to meet 
this challenge by offering mutual fund services themselves. Table 1 shows the 
number of large New England banks offering services that are competitive with 
mutual funds. Offering mutual funds may help banks maintain customer relation- 
ships and rduce the toss in market share to mutual funds, but it is likely to be 
at the expense of some core deposits, which historically have provided banks 
a stable, low-cost source of funds. 

Bank tosses of market share to other financial intermediaries will continue 
as long as bank services are restricted and as long as banks are required to 
meet a regulatory burden that is not imposed on other providers of similar 
services. The prevention of further deposit insurance fund losses has dominated 
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recent bank regulatory discussions, and the trend towards reducing risk in 
banking by increasing regulation threatens to stifle the innovative financing 
techniques now necessary for banks to remain competitive. The challenge to 
bank regulation in the 1990s will be to set a legal and regulatory course that 
provides for the effective management of risk without eliminating 
competitive provider of financial services. 

banks as a 

Coneluslon 
The outlook for New England banking has undeniably improved. Fewer 

problem loans, higher earnings, renewed confidence by investors, and in- 
creased access to new equity should enable institutions to once again meet the 
credit needs of the region. The ability of many of the largest lenders in the region 
to recapitalize and resume lending has been particularly encouraging. 

Despite the alleviation of many of the problems that have been so acute in 
New England, the banking industry faces challenges that will require innovative 
action by bankers, regulators, and lawmakers. Nonbank competition, improved 
information transfer technologies, greater access for borrowers to national credit 
markets, and the increased regulatory burden in response to the banking 
problems of the 1980s must be creatively addressed, with both an eye to the 
future and a clear picture of the past. 
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