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1992 sponsored by the Federal Reserve Bank of Boston, partici-

pants hotly debated whether banks “knew what they were
doing” when they became so deeply committed to real estate loans in
the mid 1980s (Browne and Rosengren 1992). Some argued that banks
had aggressively pursued real estate loans in a high-risk, high-return
strategy intended to offset competitive pressures in more traditional
lending areas. While banks may have underestimated the risks of real
estate lending, they were aware that the risks were substantial. Other
participants countered that banks truly did not appreciate the magni-
tude of the risks they were taking; to paraphrase Robert Litan’s
description, “lemming-like,” they followed one another to destruction.
Advocates of the lemming theory pointed to the pervasiveness of banks’
involvement in real estate as evidence supporting their argument:
pursuit of real estate loans was not limited to institutions so financially
troubled that they had nothing to lose.

This article attempts to shed light on the debate by examining the
factors responsible for variations in commercial banks’ real estate lending in
the mid 1980s. The issue is shown to be complicated by the difficulty of
defining—in advance—what constitutes a risky strategy. Also, bank moti-
vations are not limited to the alternatives of lemming-like behavior and
“betting the bank” in a desperate gamble to survive. Regression analysis
provides some support for the argument that banks looked to real estate
loans to bolster their financial performance: increases in real estate lending
between 1984 and 1988 tended to be larger for banks with low capital
ratios at the start of the period. In addition, in New England, where
banks were particularly aggressive in increasing their real estate lending
and suffered a much higher failure rate than banks nationwide, pursuit
of real estate loans was also pursuit of growth. While rapid growth
elsewhere was not problematic, in New England, where most banks
grew rapidly, those that grew fastest proved most vulnerable to failure.

a. t a conference on real estate and the credit crunch in the fall of



Bank Pursuit of Real Estate Loans

During the 1980s, the nation’s mortgage debt
outstanding increased more than 10 percent per year,
while nominal GDP rose at an annual rate of less than
7 percent. Growth was most rapid between 1984 and
1988, especially for commercial mortgages. The pri-
mary sources of mortgage funds were commercial
banks, thrift institutions, insurance companies, and
federally related mortgage pools (Figure 1). The last,
which purchase primarily home mortgages, were not
much of a factor at the start of the decade but grew
rapidly. Much of the pools’ growth was funded by
banks, thrift institutions, and insurance companies’
purchases of the pass-through securities issued by
the pools.! In other words, banks, thrifts, and insur-
ance companies not only financed the expansion in
mortgage debt directly, but also did so indirectly
through the mortgage pools.

Excluding the mortgage pools, commercial banks
expanded their mortgage lending more rapidly than
other financial institutions. Commercial banks were
particularly aggressive in making loans on commer-
cial property. Their share of commercial mortgages
outstanding rose from just over 30 percent in 1980 to
37 percent in 1984 and to 44 percent in 1988. Com-
mercial banks also added to their holdings of home
mortgages, maintaining their share of this market
even as the mortgage pools expanded.

Commercial banks’ pursuit of real estate loans
was reflected in the composition of their portfolios.
Based on call report data, the share of U.S. commer-
cial bank assets consisting of loans backed by real
estate rose from 15 percent to 21 percent in just four
years, from 1984 to 1988 (Table 1).2 New England
banks were even more aggressive in pursuit of real

! The Flow of Funds Accounts combine the securities of the
mortgage pools with those of other government-sponsored agen-
cies when showing agency securities as assets held by different
sectors. Together, banks, thrift institutions, and insurance compa-
nies held about one-half of total agency debt through most of the
1980s. The bank share exceeded 20 percent at the start of the 1980s,
fell to 15 percent in the years 1984 to 1988, then rose to 20 percent
at the end of the decade. The mortgage pools represent the greater
part of these agency securities; they accounted for over 70 percent
of total sponsored agency issues at the end of 1990 compared to 40
percent in 1980.

2 The increase in real estate concentrations may be somewhat
overstated by the tendency in the 1980s to reclassify some business
loans backed by real estate as real estate loans. Bank acquisitions of
thrift institutions, which generally have high residential real estate
concentrations, would also tend to raise the share of bank assets
devoted to real estate. In deciding to acquire a thrift institution,
however, a bank would be making a conscious decision to enlarge
the real estate component of its portfolio.
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Table 1
Commercial Banks” Real Estate Lending
Percent of Assets

Loans 1980 1984 1988 1990 1992
United States

All Loans Backed by

Real Estate 141 149 209 237 241
One-to Four-Family 79 7.2 96 117 131
Multifamily 3 4 6 6 B8

Land Acquisition
and Construction 20 30 4.2 38 23

Nonresidential 34 3.8 6.1 7.1 7.4
New England
All Loans Backed by
Real Estate 172 170 308 303 28.0
One- to Four-Family 99 83 128 135 156

Multifamily 5 3 8 9 8
Land Acquisition

and Construction 1.3 3.0 7.3 4.5 1.8
Nonresidential 5.4 5.3 99 113 9.8

Source: Federal Deposit Insurance Corporation, call reports.

estate loans than their national counterparts. Loans
backed by real estate rose from 17 percent of New
England commercial bank assets in 1984 to 31 percent
in 1988. Residential mortgages, nonresidential real
estate loans, and land acquisition and construction
loans all grew as shares of New England commercial
bank assets. Compared to banks nationwide, the
increase in lending for land acquisition and construc-
tion, generally considered the riskiest category of real
estate loans, was especially striking. In 1984, these
loans accounted for 3 percent of New England bank
assets; four years later they represented over 7 per-
cent of bank assets.

This enthusiasm for real estate loans, particularly
nonresidential and construction loans, proved to
have dire consequences for New England banks. In a
recent article, Richard Randall argues that real estate
lending was the cause of most of the bank failures in
New England (Randall 1993). Of 87 failures of New
England commercial and savings banks, he attributes
77 primarily to excessive nonresidential real estate
and construction lending.

Possible Explanations

Why did banks pursue real estate loans so vig-
orously? The obvious answer is that they thought real
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estate loans offered better returns than alternative
investments. Banks were not alone in viewing real
estate as a good investment. A number of scholarly
studies appeared in the 1970s and early 1980s show-
ing that real estate investments had outperformed
both stocks and bonds over extended periods (Sir-
mans and Sirmans 1987; Zerbst and Cambon 1984).
Also, changes in federal tax laws in 1981 had stimu-
lated the demand for rental real estate for tax shelter
purposes, increasing the pool of potential buyers of
rental properties. Finally, in New England and other
eastern states, rapidly rising home prices fostered a
general impression that real estate was a good invest-
ment. Bankers, like almost every one else, may have
been caught up in the enthusiasm for real estate.

In his paper for the Fed conference, Robert Litan
suggests that this last was the principal reason for
banks’ involvement in real estate. They increased real
estate lending because “everyone” was doing it. In
particular, banks saw their peers investing success-
fully in real estate and blindly followed their lead.

The alternative view, voiced by Peter Aldrich, is
that banks pursued a high-risk strategy in an effort to
achieve high returns. Many experts attribute an ex-
treme version of such a strategy to the thrift institutions
in the Southwest. The argument runs as follows: high
interest rates in the early 1980s drove up the cost of
funds for many savings and loan associations, leav-
ing them insolvent or close to insolvency. Faced with
a high probability of failure if they followed business
as usual, these financially troubled institutions took
advantage of legislation expanding their lending
powers to pursue a strategy of rapid growth and risky
but potentially high-return investments.

While the failure of such a strategy could result
in even higher losses and a quicker demise of the
institution, success offered the possibility of restoring
the institution to financial health. Moreover, the
gains from success would flow primarily to share-
holders; managers would retain their positions. In
contrast, the larger losses arising from the strategy’s
failure would fall primarily on the deposit insurance
funds, as shareholders’ losses were limited to their
equity stake.? And for management, the conse-
quences of a big failure versus a small one probably
seemed the same—dismissal.*

3 Uninsured depositors were also at risk, although past practice
may have fostered the impression that they would be protected.

* The magnitude of the savings and loan collapse has resulted
in criminal charges against some managements for fraudulent
practices, so that the consequences of a larger failure may have
been more severe than a small failure after all.
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The term ““moral hazard” is commonly applied to
the temptations facing decision-makers in such cir-
cumstances. And it is this moral hazard version of the
high-risk, high-return strategy that Litan and others
emphasize—and dismiss—when they argue that
banks were lemmings. In support of their view, they
observe that increased real estate lending was not
confined to deeply troubled institutions that had little
to lose and everything to gain from taking large risks.

The problem in assessing bank
motivations is that the
alternatives are not limited to
lemming-like behavior and
betting the bank.

The problem in assessing bank motivations is
that the alternatives are not limited to lemming-like
behavior and betting the bank. Aldrich and others do
not argue that commercial banks were desperate;
rather, they see banks facing a long-term need to find
higher-return investments because of the loss of their
large industrial borrowers to the commercial paper
market and foreign banks. Such an argument would
apply primarily to the larger banks, which served the
larger borrower. Problems with foreign, energy, and
farm loans have also been cited as factors pushing
banks towards real estate lending (Downs 1991).

It is also possible that a high-risk strategy might
have been followed by managements who did not
face unusual competitive pressures but who were
simply more aggressive in pursuit of high returns
than their fellows. The 1980s was a period of financial
innovation and expansion. Wall Street flourished for
much of the decade. People spoke with (grudging)
admiration of financial gunslingers and junk bond
kings. A wave of mergers and acquisitions in bank-
ing, as in other sectors, told managers to acquire or be
acquired. The result may have been that a macho
mentality slipped into banking, resulting in some
managements and directors who were a little less
fearful of risks than their predecessors. And in a
world in which most actors are averse to risk, such
institutions would be expected to earn higher re-
turns, on average, to compensate their shareholders
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for the higher risks. Thus, if a move into real estate
was part of an aggressive institution’s search for high
returns, increased real estate lending could be asso-
ciated with a stronger-than-average financial perfor-
mance, rather than weaker.

The bottom line is that the question “Did the
banks know what they were doing?” is not so simple
as it first appears. Behavior that began with careful
evaluations of risk and return on the part of some
institutions could degenerate into follow-the-leader
as other institutions observed the initial successes.
An added factor in New England was the conversion
of many mutual savings banks to stock charters,
endowing these institutions with very high levels of
equity that then had to be put to work. These newly
converted thrifts looked to real estate to generate the
returns needed to satisfy their new shareholders. The
infusion of funds bolstered an already buoyant New
England real estate market, and the aggressive pur-
suit of deals is thought to have contributed to a
general relaxation in lending standards.

Risks of Real Estate

Complicating the question of whether banks
understood the risks they were taking is the fact that
the risks of a particular investment or a particular
portfolio are not adequately captured along simple
dimensions such as industry or asset type. The gen-
eral perception among bankers and regulators is that
a spectrum of credit risk exists, with one- to four-
family mortgages at the low end of the risk spectrum
and construction and development loans and highly
leveraged transactions at the high-risk end. But for
the most part, no rules of thumb evaluate small
business loans as, say, twice as risky as commercial
mortgages, or construction loans as three times as
risky as loans backed by existing properties.

The exception that proves the rule is the Basle
Accord, which establishes international standards for
capital adequacy. In calculating banks’ required cap-
ital, consideration is given to the riskiness of bank
assets. But the evaluation of risk developed to imple-
ment the Accord is very simplistic. Loans backed by
one- to four-family homes are assigned to the 50
percent risk category, meaning they are multiplied by
a risk weight of 0.5, while almost all other loans are
assigned to the 100 percent risk category. Thus,
residential mortgages are judged to be less risky than
other loans, but no distinctions are made between
nonresidential real estate loans and commercial and
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industrial loans, or between a mortgage on mom and
pop’s grocery store and a loan to IBM.

Upon reflection, the absence of easily quantified
measures of risk is not surprising. Risk depends upon
time and place as well as type of loan. A loan to a
small business is less risky in a cyclical expansion
than in a recession. A construction loan for an office
building in Boston in 1980 was much less risky than a
loan at the end of the decade when the office market
was saturated. And a nonresidential loan in Minne-
apolis today is probably less risky than one in Los
Angeles.

Concentrations of loans of a particular kind are
frequently viewed with concern because of the pos-
sibility that an adverse shock could affect a large
fraction of the bank’s loans in the same way at the
same time (Tannenwald 1991). A diversified portfolio
of individually risky investments might be less risky
overall than a portfolio dominated by one relatively
safe asset, if the risks to the elements of the diversi-
fied portfolio are offsetting or at least unrelated.
Indeed, the whole concept of hedging is based on
offsetting one risk by assuming another risk that is
activated by the same circumstances but in the oppo-
site direction.

While concentrations may be risky, exceptions
can be found. The thrift industry’s primary reason for
existence is to provide home mortgages and, thus,
most savings banks and savings and loan associations
have very high concentrations of residential mort-
gages in their portfolios. Thrift institutions have had
their difficulties ever since the high inflation rates of
the 1970s drove their cost of funds above the return
on their long-term assets, but before then they pros-
pered despite their high real estate concentrations.
Moreover, among the factors blamed for the savings
and loan failures of the 1980s was the attempt by
many of these institutions to move into lines of busi-
ness about which they knew little. While diversification
may be desirable, getting there also carries risks.

Regardless of the inherent risk of a particular
investment, a careless lender is more vulnerable than
one who carefully evaluates the borrower’s character
and guarantees, sets terms and conditions to reflect
the loan’s risks, and monitors performance closely. A
sufficiently careful lender might operate successfully
in areas traditionally regarded as risky, while a less
diligent lender could run into difficulty despite in-
vesting in supposedly safer assets.5

Partly for this reason, rapid growth is sometimes
viewed as evidence of risky behavior. An institution
that is expanding very rapidly will not be able to
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review loan applications carefully or monitor the
performance of its outstanding loans closely. Loan
production staff will be stretched too thin or will be
too new on the job. This applies more to institutions
that are growing rapidly through internal expansion
than to institutions growing through mergers and
acquisitions. But acquisitions can also be disruptive.
Combining different cultures can take much of senior
management’s attention, and even if acquired insti-
tutions are left largely intact, turnover may occur at
the top.

What Do the Data Show?

The hypothesis that banks’ increased real estate
concentrations in the 1980s represented a knowing
assumption of greater risk does not lend itself readily
to testing. The extreme version, that greater real
estate concentrations were a desperate gamble to
survive on the part of weak institutions, would imply
a negative relationship between banks’ financial per-
formance at the start of the period and their subsequent
increase in real estate lending. In contrast, if some
banks were simply a little more willing to assume
higher risk for the prospect of higher return, one
might observe no relationship between beginning
period financial performance and increased real es-
tate lending—or even a positive one if the banks had
successfully pursued high-risk, high-return policies
in the past.

The expected link between banks’ expansion into
real estate and their non-real-estate lending is also
ambiguous. The argument that banks were forced
into greater risk-taking because of increased compe-
tition in serving their traditional, non-real-estate cus-
tomers suggests a negative relationship between the
changes in real estate and other types of lending.¢
However, rapid growth in both real estate and other
lending could be consistent with a bank pursuing an
aggressive policy of expansion.

Despite these ambiguities, regressions relating
the change in real estate lending to various financial

3 If loans have long terms, a careful lender may be adversely
affected by the actions of careless latecomers. In this regard, it is
often pointed out that the overbuilding of office space in New
England drove up vacancy rates and reduced values for all prop-
erties, not just the last to be completed or those in the most
mar%inal locations.

Extensive reclassification of business loans with real estate
collateral as real estate loans would also tend to produce a negative
relationship between real estate and other lending activity.

New England Economic Review 17



variables and to banks’ non-real-estate lending per-
mit some inferences about whether banks knew what
they were doing when they expanded real estate
loans rapidly—or at least whether they should have.
While regressions are usually interpreted as implying
causal relationships, these results might be more
accurately characterized as suggestive associations.

The regressions were run over all commercial
banks in the United States with more than $10 million
in 1984 assets (1987 dollars) that had some real estate
loans in 1984 and that were continuously in existence
between 1982 and 1988. The data were not adjusted
for mergers and acquisitions. Such an adjustment is
very difficult and requires a great deal of judgment on
the part of the researcher.” Moreover, for the ques-
tion at hand, whether banks were engaged in delib-
erate risk-taking, it is not clear that adjusting for past
mergers is the preferred approach. To do so gives the
impression that the organization has not changed,
whereas it may have changed quite markedly and in
ways that could expose the institution to risk.

The regressions took two forms. In the first, the
dependent variable was the change in the ratio of real
estate loans to assets, between 1984 and 1988. This
was expressed as a function of:

1) equity/total assets in 1984;

2) real estate loans/assets in 1984;8

3) net income/assets in 1984;

4) growth in total assets, 1984 to 1988;

5) dummy variables for the institution’s size, ac-
cording to 1984 assets (1987 dollars);?

6) dummy variables indicating the extent of other
real estate owned (OREO)/real estate loans in
1984 (note that the base is institutions that did
not have any OREO in 1984); and

7) a dummy variable for the state in which the
bank was located.

Regressions were also run with the dependent
variable as the change in real estate loans between
1984 and 1988 relative to 1984 assets, substituting the
change in non-real-estate loans between 1984 and
1988 relative to 1984 assets for the growth in total
assets. Thus, the first set of regressions looks at
increases in real estate concentrations, while the
second looks at the actual expansion in real estate
loans. Although one would expect increases in real
estate loans outstanding and increases in the propor-
tion of assets devoted to real estate to go together,
this need not be the case. An institution might
increase its real estate lending very rapidly but not
experience an increase in its real estate concentration,
if non-real-estate assets also grew rapidly.
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For both specifications of the dependent vari-
able, separate regressions were run for one- to four-
family real estate loans and for real estate loans
backed by other than one- to four-family properties.
These are subsequently referred to as residential and
nonresidential real estate loans, respectively, al-
though the latter includes loans for multifamily prop-
erties and construction loans. Regressions were also
run excluding those banks for which the increase in
either real estate or non-real-estate loans relative to
1984 assets exceeded 100 percent (referred to as
rapid-growth banks).

The results are presented in Tables 2 and 4, with
the regressions for the change in real estate concen-
tration ratios appearing in Table 2 and the regressions
for the changes in real estate lending in Table 4.
Tables 3 and 5 present the corresponding regressions
for banks of three different sizes; to the degree that
banks of different sizes serve different markets, the
relationships among the variables may differ. As can
be seen from these tables, most banks are small.

The first thing to recognize about the regressions
in Table 2 is that they explain less than one-fifth of the
variation in the change in concentration ratios. This
low explanatory power may reflect the extreme vari-
ation in the changes. Although banks, on average,
increased their real estate concentrations by 6 per-
centage points, changes ranged from a decrease of 49
percentage points to an increase of 66 percentage
points.

With the caveat that factors not appearing in the
equations had a major influence on real estate con-
centrations, increases in the proportion of assets
backed by real estate loans were associated with
lower 1984 real estate concentrations and lower 1984
equity-to-asset ratios (also referred to as capital ra-

7 Researchers must either put together a detailed paper trail of
mergers and acquisitions or examine quarterly call report data for
unusual jumps in size and the disappearance of institutions and
then attempt to reconcile them.

8 The regressions were also run with (1 — real estate loans/
assets) squared replacing the ratio of real estate loans to assets.
Such a formulation recognizes that real estate concentrations
cannot exceed 1 and implies that the effect of higher real estate
concentrations on subsequent increases in concentration dimin-
ishes as concentration approaches 1. Using just the ratio of real
estate loans to assets assumes that an increase in initial concentra-
tion from 0.1 to 0.2 has the same effect as an increase from 0.4 to
0.5. Although the alternative version has some theoretical appeal,
the regression results were not materially improved or changed
and, thus, the simpler version appears in the tables.

Regressions were also run in which the dummy variables for
size were replaced by continuous variables. Assets, assets squared,
and the log of assets were examined and found not to have a
material effect on the results.
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Table 2

Change in Real Estate Loan Concentrations at U.S. Commercial Banks,® 1984 to 1988

Excluding Rapid Growth Banks®

Excluding Excluding
One- to One- to One- to One- to
Total Real  Four-Family  Four-Family  Total Real ~ Four-Family  Four-Family
Variable Estate Real Estate  Real Estate Estate Real Estate  Real Estate
Constant 17.0 9.7 7.6 16.6 9.5 7.3
(23.9) (19.0) (15.2) (23.5) (18.7) (14.8)
Equity/Assets, 1984 -5 -3 -3 ~5 -3 -3
(—14.4) (—10.0) (—10.5) (—14.9) (=10.9) (=10.1)
Real Estate Loans/Assets, 1984° -2 -2 -3 -2 e =3
(—24.2) (—23.0) (—28.9) (—24.8) (—22.6) (—29.9)
Income/Assets, 1984 3 A A 3 2 |
(3.1) (2.1) (2.3) (8.1) (2.6) (1.7)
Percent Change in Total Assets, —.0003 —.001 .0008 01 .005 .01
198488 (-1.2) (—5.5) (3.8) (6.1) (3.0 (5.5)
Dummy if 1984 Assels:
> $1 billion -3.2 -25 -8 -3.2 —-2.5 -7
(=5.1) (—5.6) (-1.7) (—5.1) (—5.5) (-1.7)
= $100 million and 1.5 1.4 .04 1.6 1.6 -.09
< $300 million (3.4) (4.4) (.1) (3.5) (4.9) (-.3)
< $100 million 2.0 25 -7 2.0 2.6 -8
4.7) (8.2) (—2.2) (4.8) (8.6) (—2.7)
Dummy if OREO/Real Estate, 1984
>0and =1.0 -3 -3 A -2 —-.2 A
(—1.4) (—2.0) (.7) (—1.0) (—1.8) (.8)
>1.0and =25 -3 -1 —.06 -3 =1 —-.06
(—1.3) (—.9) (—.3) (—1.2) (—.8) (—.4)
>25and =5.0 . == 3 e —.05 4
(:5) (=7) (1.8) (1.0) (=.3) (2.1)
>5.0 3 -3 6 4 .2 6
(1.2) (—1.5) (38.1) (1.6) (—1.2) (3.4)
Dummy Variables for States yes yes yes yes yes yes
R? 18 14 a7 18 14 A7
Observations 10,602 10,602 10,602 10,472 10,472 10,472

®Banks with over $10 million in 1984 assets (1987 dollars) and continually in existence between 1982 and 1988.
BBanks at which increase in either real estate or other loans exceeded 100 percent between 1984 and 1988.
“Measure of 1984 concentration is consistent with dependent variable.
Note: All dollar figures, including size cutoffs, are in 1987 dollars.

I-statistics appear in parentheses.

tios). This negative link to capital might be seen as
supporting the hypothesis that increased real estate
concentrations were part of a strategy to bolster weak
financial positions by assuming greater risk. The
similarity of the coefficients for the capital ratios in
the residential and nonresidential equations raises
questions about such an interpretation, however.
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Since nonresidential loans are generally regarded as
riskier than residential, one would expect a conscious
strategy of greater risk-taking to be reflected in a
stronger negative link to capital for nonresidential
real estate than for residential. Also, increased real
estate lending was not associated with low 1984
earnings; if financial difficulties were a motivation for
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increased real estate concentrations, they had their
roots before 1984.

To clarify the relationship between banks’ initial
capital position and their subsequent movement into
real estate, Appendix Tables Al and A2 replace the
continuous equity-to-asset variable with a series of
dummy variables. These equations suggest that at
least a small number of poorly capitalized banks may
have been engaged in deliberate risk-taking along the
lines associated with the thrifts in the Southwest. The
banks with the lowest capital ratios (below 3.5 per-
cent) had the largest increases in nonresidential real
estate concentrations, but did not increase the frac-
tion of their assets in the relatively safer residential
loans more than other banks. Fewer than 1 percent of
the banks had such low capital ratios, however, and
the increase in nonresidential concentrations was
significant only among the smallest banks.

The equations shed less light on the more gen-
eral question of whether the vast majority of banks
that increased their real estate lending did so as part
of a higher-risk, higher-return strategy. Except for the
most poorly capitalized banks, enthusiasm for both
residential and nonresidential lending diminished as
capital ratios increased. Such a pattern could be
consistent with the view that banks went into real
estate because of competitive pressures in other lines
of business: the banks with higher capital ratios may
have had more attractive non-real-estate lending op-
portunities than less well capitalized institutions. It is
also possible that the banks with very high capital
ratios were more conservatively managed than other
banks and that they did, indeed, view real estate as
risky. If so, their attitudes towards residential and
nonresidential lending were similar and might, there-
fore, reflect a general aversion to the new or faddish
as much as a careful weighing of the risks of real
estate.10

Other real estate owned (OREO), which includes
foreclosed properties, is an indicator of past problems
with real estate loans and, thus, one might expect
OREO to be a deterrent to further real estate lending.
For residential real estate, the relationship between
the ratio of OREO to real estate loans in 1984 and the
subsequent increase in the share of assets devoted to
real estate was negative, but generally statistically
insignificant. OREO was not a deterrent to nonresi-
dential lending, however; and very high ratios of
OREO to real estate loans were positively, rather than
negatively, associated with increases in nonresiden-
tial lending. This positive link between the riskier
nonresidential real estate lending and an indicator of

20 September/October 1993

past real estate problems again seems consistent with
some institutions following a higher-risk strategy to
extricate themselves from past difficulties. As can be
seen from Table 3, this pattern applies only to small
banks. OREO was not a significant factor in large
banks’ shift to real estate.

Competitive pressures arising from the loss of
large industrial borrowers do not appear to have been
the main factor behind banks’ movement into real
estate. Large industrial borrowers are primarily
served by large banks, but large banks did not move
into real estate more aggressively than smaller insti-
tutions. Indeed, increases in residential real estate
concentrations were largest for the smallest institu-
tions and smallest for the largest banks. For nonres-
idential lending, the link to size was not so strong;
but the largest banks were again the least enthusiastic
about real estate. (The question of whether banks
were pushed into real estate by competitive pressures
is explored further in the box on page 22.)

The state in which a bank was located generally
had a significant effect on the increase in its real estate
concentration. Banks in the New England states were
especially aggressive real estate investors. Banks in
other East Coast states also increased their real estate
concentrations more than average, while banks in the
oil-producing and Mountain states had the smallest
increases in real estate in this period.

This state effect is attributable, in large part, to
local construction and real estate conditions, al-
though it could also reflect a local lemming effect.
Regressions presented in Appendix Tables A3 and A4
replace the state dummies with the change in state
construction employment relative to total employ-
ment and the rise in housing prices. The change in
construction employment was strongly significant. It
should be recognized that a circular relationship
exists between construction and real estate activity
and banks’ collective willingness to lend in the local
area. The influence of any one bank’s activities on
state construction employment is likely to be too
small to bias the results; but if all banks in a state are
enthusiastic about real estate loans, the availability of
funding will buoy the market and encourage addi-
tional construction.

Lastly, increases in nonresidential real estate

10 Bank enthusiasm for real estate diminished as 1984 equity
capital increased for banks with less than $100 million (1987
dollars) in 1984 assets and for banks with $100 million to $300
million in assets. Large banks exhibited a similar pattern but the
differences among banks with different equity capital ratios were
generally not statistically significant.
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Table 3

Change in Real Estate Concentrations at Three Size Groups of U.S. Commercial Banks,"
1984 to 1988, Excluding Rapid Growth Banks”

1984 Assets = $100 million

1984 Assets = $300 million

and < $300 million

1984 Assets < $100 million

Excl. Excl. Excl.
Total One-to  One-to Total One- to One- to Total One- to One- to
Real Four- Four- Real Four- Four- Real Four- Four-
Variable Estate Family Family Estate Family Family Estate Family Family
Constant 14.8 6.8 8.0 20.1 12.9 7.8 18.8 12.7 6.1
(7.3) (5.4) (5.5) (12.1) (11.5) (6.8) (23.3) (21.6) (11.3)
Equity/Assets, 1984 =5 -3 -3 -7 -4 -4 -5 -3 -3
(—2.9) (-24) (—=2.0) (—5.1) (—3.8) (—3.5) (-13.7) (—10.0) (—9.4)
Real Estate Loans/ -2 -2 -2 -2 o -2 -2 -2 -3
Assets, 1984 (—4.8) (—4.4) (—4.9) (—8.3) (—=10.1) (=7.5) (-22.9) (-204) (—29.1)
Income/Assets, 1984 =3 2 -3 8 5 3 2 A A
(—.2) (.5) (=.7) (2.1) (1.8) (1.1) (2.6) (1.9) (1.7)
Percent Change in .02 .004 .01 .002 —.006 .008 .02 .007 .009
Total Assets, 198488 (2.1) (.7) (2.1) (.3) (—1.2) (1.5) (5.8) (3.4) (4.8)
Dummy if 1984 -3.1 -2.0 -1.0
Assets > $1 billion (—-4.7) (—4.9) (—2.1)
Dummy if OREQ/
Real Estate, 1984
>0and =1.0 -4 -6 2 -3 -5 2 -2 -2 A
(—4) (-9 (:3) (—.6) (-1.2) (.4) (-=7) (=10 (7
>10and =25 -2 -2 .008 -6 -7 2 -2 -.04 —.03
(-2) (-3) (o1)  (-8) (—1.5) (:3) (=7 (-2) (—:1)
>25and =50 .05 07 -.02 -3 -1.1 8 A .06 4
(.04) (.09) (—.02) (-.3) (=2.1) (1.4) (1.4) (.3) (2.1)
>.5.0 —.5 -.05 -5 .01 -6 5 B -2 T
(—.4) (-.05) (-4) (—.02) (-9 (7 (2.0) (=.9) (3.8)
Dummy Variables
for States yes yes yes yes yes yes yes yes yes
R? .26 A7 22 .23 .20 .18 A7 14 16
Observations 642 642 642 1.421 1,421 1,421 8,409 8,409 8,409

2Banks with over $10 million in 1984 assets (1987 dollars) and cmlll‘lua“‘f in existence between 1982 and 1988.
®Banks at which increase in either real estate or other loans exceeded 100 percent between 1984 and 1988,

°Measure of 1984 concentration is consistent with dependent variable.

Note: All dollar figures, including size cutoffs, are in 1987 dollars.
t-statistics appear in parentheses.

loan concentrations were associated with higher rates
of total asset growth between 1984 and 1988. In-
creased nonresidential lending could, by generating
high returns, enable an institution to fund a higher
rate of overall growth. It is also possible that the
banks that had the greatest propensity to engage in
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nonresidential real estate lending had the greatest
propensity to grow in other aspects of their business
as well. The links between real estate lending and
growth are explored in Tables 4 and 5, which present
regressions for the change in real estate loans relative
to 1984 assets. Among the independent variables, the
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Pushed or Pulled into Real Estate?

Those who argue that banks “knew what they
were doing” when they moved into real estate see
banks as pressured to engage in riskier activity by
the loss of market share in other lines of business.
Reference is often made to the loss of large indus-
trial customers to the commercial paper market
and to problems with farm, energy, and overseas
loans. Implicit in the lemming hypothesis, in
contrast, is the view that banks pursued real estate
loans because they were caught up in a general
enthusiasm for what they perceived as attractive
investments. In other words, they were pulled
into real estate expecting high returns, rather than
pushed by a lack of other opportunities.

The table in this box attempts to distinguish
between the push and pull motivations by com-
paring changes in real estate concentrations with
changes in the fractions of assets devoted to
non-real-estate lending and securities holdings.
Specifically, the table shows the mean values of
the changes in concentration ratios for each quin-
tile of banks, ranked according to the change in
real estate concentrations. (The banks are those
used in the regression analysis.)

Whether pushed or pulled, one would expect
the banks that increased their real estate concen-
trations most to be the ones with the greatest
shrinkage in non-real-estate loan concentrations.
But one would not necessarily expect banks that
were pushed into real estate because of a lack of
alternative loan opportunities to reduce the frac-
tion of their assets devoted to securities. Indeed,
increased securities holdings could be an alterna-

tive way of coping with a dearth of lending oppor-
tunities. In contrast, banks that were drawn to real
estate loans as attractive investments might be
expected to reduce the proportions of their assets
in securities as well as in non-real-estate loans.

Mean Change in Asset Concentration Ratios
at U.S. Commercial Banks, 1984 to 1988

Percentage Points

Quintiles Ranked Non-Real-

by Enthusiasm Real Estate Estate

for Real Estate Loans Loans Securities

Least 1 —-4.7 —-2.6 53
2 1.3 —5.1 3.8
3 4.8 -5.1 1.3
4 9.0 -5.8 -1.4

Most & 18.5 -8.7 -5.8

As the table shows, the banks with the largest
increases in real estate loans relative to assets had
the greatest contractions in both the fraction of
assets in non-real-estate loans and the fraction
held in securities. And in comparison with banks
that did not increase their real estate concentra-
tions or increased them only slightly, the move-
ment out of securities was actually more pro-
nounced than the shift from non-real-estate
lending. This pattern suggests that banks were
pulled into real estate more than they were
pushed. Since securities are generally the safest
investment, banks’ shift from securities to real
estate does suggest an increased propensity to
incur risk.

change in non-real-estate loans relative to 1984 assets
replaces the growth in total assets.

As in the regressions in Table 2, increases in real
estate lending were negatively related to 1984 equity
capital ratios, although positively related to 1984
income. Referring to Appendix Table A2, which
replaces the ratio of equity to assets with a series of
dummy variables, one sees a pattern similar to that
observed for real estate concentrations. Bank enthu-
siasm for expanding both residential and nonresiden-
tial real estate loans fell off with higher capital ratios,
although the very small number of banks with equity
capital ratios below 3.5 percent seem to have been
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more interested in nonresidential real estate than
residential.

The smallest banks tended to have the largest
increases in residential real estate loans (relative to
their size), while the largest banks had the smallest;
but again, size had little bearing on banks’ propensity
to expand nonresidential lending. Banks with some
OREOQ in 1984 tended to increase their residential real
estate lending less than banks with no OREO. A little
OREO was as much a deterrent as a lot, however; and
OREO was not a deterrent to increases in nonresi-
dential real estate loans. That OREO was more a
deterrent to increases in residential real estate loans
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Table 4

Change in Real Estate Lending at U.S. Commercial Banks," 1984 to 1988, Relative to

1984 Assets
- Excluding Rapid Growth Banks®
Excluding Excluding
One- to One- to One- to One- to
Total Real Four-Family ~ Four-Family ~ Total Real Four-Family ~ Four-Family
Variable Estate Real Estate  Real Estate Estate Real Estate  Real Estate
Constant 16.1 11.4 3.9 21.9 12.8 9.5
(7.8) (8.2) (2.2) (18.6) (16.6) (12.9)
Equity/Assets, 1984 -7 =3 —.3 -7 -4 -4
(-6.2) (—4.0) (—3.6) (—12.0) (—9.8) (—9.1)
Real Estate Loans/Assets, 1984 -.009 .03 .01 -.05 —.009 =2
(-.3) (1.1) {.3) (—3.0) (—=.7) (—11.1)
Income/Assets, 1984 —.006 —.3 3 8 4 4
(-.02) (—1.8) (1.3) (5.7) (4.4) (4.4)
Change in Non-Real-Estate 7 3 5 2 A A
Loans 1984-88/1984 Assets (318.0) (166.0) (225.3) (27.2) (19.7) (21.9)
Dummy if 1984 Assets:
> §1 billion -6.5 -4.4 -2.0 -5.0 =3.7 -1.4
(—3.6) (—3.6) (—1.2) (—4.9) (—5.4) (—2.1)
= $100 million and 3.5 2.0 1.3 1.8 1.9 -2
< $300 million 2.7) (2.3) (1.1) (2.5) (4.0 (—.4)
< $100 million 6.4 4.2 2.1 33 3.7 -7
(5.3) (5.1) (1.9) (4.7) (7.9) (-1.5)
Dummy if OREO/Real Estate, 1984:
>0and =1.0 -2.7 =1.3 -14 =11 -9 -.09
(—4.3) (-3.2) (—2.6) (—3.1) (—3.6) (—.4)
>10and =25 -1.8 -1.6 —.4 -1.9 -1.0 -7
(—2.8) (—3.5) (=.7) (—5.0) (—4.1) (—2.9)
>25and =50 -1.4 -1.5 ) -1.7 -1.2 -3
(—1.9) (—3.0) (.1) (-3.9) (—4.3) (—1.2)
>50 8 -7 1.6 -9 -9 .07
(1.1) (-1.5) (2.4) (—2.0) (—3.3) (.3)
Dummy Variables for States Yes Yes Yes Yes Yes Yes
R2 91 73 .83 .33 25 .25
Observations 10,602 10,602 10,602 10,472 10,472 10,472

I;Banks with over $10 million in 1984 assets (1987 dollars) and continually in existence between 1982 and 1988.
BBanks at which increase in either real estate or other loans exceeded 100 percent between 1984 and 1988,

“Measure of 1984 concentration is consistent with dependent variable.
Note: All dollar figures, including size cutofis, are in 1987 dollars.

t-statistics appear in parentheses.

than to increases in residential real estate concentra-
tions may be attributable to banks burdened with high
levels of OREO in 1984 being constrained from sub-
sequently expanding their non-real-estate activity
and total assets, and thus being unable to reduce the
proportion of their assets in real estate.!!

The most striking feature of Table 4 is the very
strong association between increases in real estate
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lending and increases in non-real-estate lending.
Some institutions grew very rapidly—in some cases,
very, very rapidly—and, thus, had very large in-

" Banks with high OREO would probably not have been
permitted to acquire other banks by their regulators and, thus,
would not have any expansion in their real estate loans attributable
to acquisitions.
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Table 5

Change in Real Estate Lending at Three Size Groups of U.S. Commercial Banks,"
1988, Relative to 1984 Assets, Excluding Rapid Growth Barks®

1984 to

1984 Assets $100 million and

1984 Assets = $300 million < $300 million 1984 Assets < $100 million
Excl. Excl. Excl.
Total One-to  One-to Total One-to  One-to Total One-to  One-to
Real Four- Four- Real Four- Four- Real Four- Four-
Variable Estate  Family Family Estate Family Family Estate Family Family
Constant 16.3 7.9 9.1 26.2 16.2 11.0 26.1 18.0 8.1
(4.4) (3.7) (3.8) (9.7) (9.9) (6.2) (19.7) (20.2) (10.4)
Equity/Assets, 1984 -9 -4 -6 -1.5 -7 -8 -7 -4 -3
(—2.8) (—-2.0) (-2.6) (—6.4) (—5.0) (—5.0) (=10.4) (—8.7) (—7.6)
Real Estate Loans/ = A —.008 .009 -.01 -.04 -.07 -.03 -2
Assets, 1984¢ (1.3) (1.7) (—.1) (.2) (-.3) (—1.0) (—4.3) (=2.1) (—=12.4)
Income/Assets, 1984 1.7 6 1.1 3.6 1.6 2.0 6 3 e
(1.6) (.9) (1.5) (5.9) (4.3) (4.7) (4.0) (3.0) (3.1)
Percent Change in 3 A 2 A .07 .08 2 A A
Non-Real-Estate Loans (11.3) (6.8) (10.9) (6.2) (4.6) (4.8) (24.6) (18.7) (19.0)
1984-88/1984 Assets
Dummy if 1984 -4.6 =2.7 -2.0
Assets > $1 billion (—3.8) (-3.9) (-2.6)
Dummy if OREOQ/
Real Estate, 1984:
>0and = 1.0 -1.6 -1.5 .03 2 —.6 9 -1.3 -8 =3
(-9 (-1.4) (.02) (:2) (-.9) (1.3) (-3.2) (-3.0) (-1.2)
>1.0and =25 -1.9 -1.3 —b -8 -1.2 5 -1.9 -9 -.8
(—.9) (—1.1) (—.4) (-.7) (=1.7) (.6) (—4.5) (—=3.4) (—2.9)
>25and =5.0 -1.9 -1.2 =7 -1.0 -1.9 1.0 =1.5 -1.1 -3
(—.8) (—.8) (—.4) (-.7) (-2.3) (1.0) (-32) (-35) (-9
> 5.0 -3.4 -1.9 —=1:5 3 -4 i -7 9 2
(-1.2) (—1.2) (—.8) (.2) (—.5) (.7) (—1.5) (—2.9) (.7)
Dummy Variables
for States yes yes yes yes yes yes yes yes yes
R? 50 .33 45 40 31 .29 31 26 21
Observations 642 642 642 1,421 1,421 1,421 8,409 Eialog 8,409

‘Banks_ with over $10 million in 1984 assets (1987 dollars) and continually in existence between 1982 and 1988.
PBanks at which increase in either real estate or other loans exceeded 100 percent between 1984 and 1988.
“Measure of 1984 concentralion is consistent with dependent variable.

Note: All dollar figures, including size cutoffs, are in 1987 dollars.
{-statistics appear in parentheses.

creases in both real estate and non-real-estate loans.
This linkage raises the question of whether banks
were pursuing real estate loans purely for their own
sake or whether their goal was growth.

Growth can be internally generated or achieved
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through mergers and acquisitions. Although moder-
ately high rates of internal growth could be a mark of
superior management and service quality, very high
rates of internal growth are often seen as a red flag by
bank regulators. Mergers and acquisitions are an-
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Table 6
Commercial Bank Failures, 1984 to 1988

All Commercial Banks
United States

:Excluding_lziépirﬁo;u_ih Banks
United States

Hapid-Growlh Banks®
United States

United New less New United New less New United New less New
Item States England England States England England States England England
Failed Banks 343 28® 315 13 7 6 330 21b 309
Total Sample 10,602 206 10,396 130 19 i1 10,472 187 10,285
Failed as a Percent
of Total 3 14 3 10 37 5 3 11 3

%Rapid-Growth Banks are defined as those with an increase of over 100 percent in either real estate or other loans between 1984 and 1988.
bSix Massachusetts Bank of New England subsidiaries that were separate banks in 1988 are included individually as failures. They merged in 1991
into Bank of New England NA, which subsequently failed. Individually, they were not “rapid-growth banks.”

Source: Failures for New England were taken from Randall (1993); failures for the country excluding New England are all banks classified as failures
in the NIC (National Information Center, Board of Governors of the Federal Reserve System) data base with bank identification numbers matching

those in the sample.

other story. In theory, the merging institutions could
function as they always did; the surviving entity
would appear to have grown but nothing would have
changed operationally. Risks might even be reduced
if the acquisition permitted geographic or product
diversification or cost reductions because of econo-
mies of scale. But while mergers need not expose
institutions to increased risk, they can. Monitoring
large acquisitions can strain management capabilities,
and organizations with different cultures and ways of
doing business may not work well together, resulting
in turnover and poor communications. Also, aggres-
sive pursuit of mergers may be indicative of an
expansionist mentality that could affect other aspects
of bank operations.

To provide some insight into the riskiness of
rapid growth, Table 6 compares the failure rates of
banks that experienced very rapid growth with the
failures of banks generally. Failure rates for New
England banks are presented separately. Outside of
New England, rapid growth was not associated with
unusually high failure rates. The 5 percent failure rate
for rapid-growth banks is not significantly different
from the 3 percent rate for other banks. Within New
England, however, very rapid growth did carry sub-
stantial risks. More than one-third of the region’s
most rapidly growing banks failed, compared to 11
percent of other banks—a statistically significant dif-
ference.

As will be shown below, growth rates in New
England banks were generally much higher than
those of banks in other parts of the country. Thus,
one possible interpretation of the results in Table 6,
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particularly given the relatively high failure rate ex-
perienced by all New England banks, is that any
dangers arising from rapid growth are greatest when
everyone is growing rapidly. One bank may be able
to grow rapidly through acquisition, tapping under-
served markets, or gaining market share through
better customer service. But if many banks in a region
are attempting to do the same thing at the same time,
the outcome may be a general lowering of lending
standards and a bidding up of the prices of acquired
institutions. Under such circumstances, the most
rapidly growing banks may be the most vulnerable.

Obviously, such a conclusion has to be tempered
by considering local economic conditions. A prosper-
ous region can support a more rapid expansion in
credit without a relaxation of credit standards. But
here the circularity between credit availability and
local economic activity becomes problematic. In-
creased credit availability may provide a stimulus to
the economy beyond that supported by economic
fundamentals. And if lenders are unable to perceive
their role in stimulating growth, they may conclude
that further expansion is warranted.

What Set New England Banks Apart?

New England banks were particularly aggressive
in making real estate loans during the mid 1980s.
Table 7 presents the mean values of the dependent
and independent variables of the equations in Tables
2 and 4, for both U.S. and New England banks.

New England banks, on average, increased both
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Table 7

Comparison of Real Estate Lending Variables for Commercial Banks in the United States

and New England

All Commercial Banks Excluding Rapid Growth Banks®
Variable United States® New England United States® New England
Dependent Variables (mean values)
Changes in Loan Concentrations, 1984 to 1988

Total Real Estate 5.8 18.0 5.7 16.9

One- to Four-Family 28 7.5 2.8 7.2

Excluding One- to Four-Family 3.0 10.5 29 9.8
Changes in Real Estate Lending 1984 to 1988/

Assets 1984

Total Real Estate 13.2 52.9 10.3 41.3

One- to Four-Family 6.6 246 53 20.1

Excluding One- to Four-Family 6.6 28.3 4.9 21.2
Independent Variables (mean values except

where noted)

Equity/Assets—1984 8.5 6.9 8.5 6.8
Total Real Estate/Assets—1984 18.6 26.1 18.6 25.9
One- to Four-Family/Assets—1984 10.6 15.8 10.5 15.9
Excluding One- to Four-Family/Assets—1984 8.1 10.2 8.0 10.0
Income/Assets—1984 8 1.0 1.0 1.0
Change in Non-Real-Estate Loans 1984 to 1988/

Assets 1984 2.0 17.5 —-1.4 14.5
Percent Change in Total Assets 1984 to 1988 23.6 75.2 14.4 58.3
Percent of Banks with 1984 Assels:

> $1 billion 2.5 7.3 25 8.0

= $300 million and = $1 billion 3.6 16.5 3.6 18.2

= $100 million and < $300 million 13.7 214 13.6 20.9

< $100 million 80.2 54.9 80.3 52.9
Percent of Banks with 1984 OREO/Real Estate:

0 32.0 57.3 31.8 56.1
>0and =1.0 24.2 35.9 24.2 36.9
>10and =25 17.4 5.3 17.5 53
>25and =5.0 12.2 5 12.3 5
> 5.0 14.2 1.0 14.2 1.1

Percent Change in State Home Prices 1984 to

1988 (Deflated) 19.2 53.7 19.1 53.1
Change in Construction Employment 1984 to

1988/Total Employment 1984 3 26 3 2.6

2.8, banks include New England banks.

“Rapid-growth banks had increases of over 100 percent in either real estate or other loans between 1984 and 1988.

Note: All dollar figures, including size cutofis, are in 1987 dollars.

their volume of real estate lending and their concen-
trations in real estate more than banks nationwide.
The expansion in non-real-estate loans and total
assets was also much more rapid at New England
banks than banks nationally. In other words, New
England banks’ pursuit of real estate was a pursuit of
growth. They were not driven into real estate loans
by a lack of opportunities in non-real-estate lending.

The average equity capital ratio of New England
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banks was lower than that of the average bank
nationwide;'2 and according to the equations above,

12 The low equity capital ratio for New England banks was
partially attributable to size. Small banks tend to have higher
capital ratios than large banks, and New England banks were
larger, on average, than banks nationwide. Even so, within each of
the size categories examined in this article, a much larger propor-
tion of New England banks had capital ratios below the U.S5.
average of 8.5 percent than banks nationwide.
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lower capital ratios were associated with larger in-
creases in real estate loans and higher real estate
concentrations. New England banks were not in
serious trouble in 1984, however. The average bank
would have been considered adequately capitalized
at the time by bank supervisors and analysts; no New
England bank had a capital ratio below 3.5 percent in
1984, while the lowest national values were negative.
New England banks also had substantially lower
ratios of OREO to real estate loans in 1984 than banks
nationally. New England banks were not driven to
take chances in real estate by fears of insolvency.

The economic environment in New England was
particularly conducive to real estate lending. Con-
struction employment grew much more rapidly in the
New England states than in the country as a whole
and home prices soared in the region. Other things
equal, banks in Massachusetts increased their real
estate lending and real estate concentrations more
than banks in any other state. Banks in Connecticut,
New Hampshire, and another northeastern state,
New Jersey, ranked second, depending on the equa-
tion.

Conclusions

Was the enthusiasm of banks for real estate in
the 1980s a deliberate attempt to achieve higher
returns by taking greater risks, or simply a case of
banks blindly following one another to financial dif-
ficulty? An examination of some of the factors asso-
ciated with banks’ real estate lending provides some
support for the view that at least a few banks fol-
lowed higher-risk, higher-return strategies in order to
improve their financial performance. Increases in real
estate concentrations and loan growth were greater
for banks that had low capital ratios at the beginning
of the period. In addition, high levels of OREO, an
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indicator of past real estate difficulties, do not seem to
have been a deterrent to increased nonresidential
lending. The primary motivation for the movement
into real estate was not the loss of large industrial
customers, however; the large banks that would have
served such customers did not increase their real
estate lending as much as did the smaller institutions.

In addition, it is clear that the New England
banks, which were particularly aggressive in increas-
ing their real estate loans and subsequently paid the
price in a very high failure rate, were not forced into
real estate lending by poor financial performance or
by a lack of lending opportunities in other lines of
business. Rather, their real estate expansion was part
and parcel of rapid growth overall.

Should rapid growth be viewed as an indication
of risk-taking? In New England, the failure rate was
considerably higher for the institutions with the fast-
est growth. Nationwide, however, the failure rate for
rapid-growth institutions was not significantly differ-
ent from that of other banks. Perhaps the lesson here
is that the dangers of growth are greatest when
everyone is growing. Perhaps, too, the dangers of
real estate lending—or any other form of lending—
are greatest when everyone is doing it.

And perhaps the problem with the banks” pur-
suit of real estate loans in the 1980s was not that they
deliberately took on excessive risks or that they,
lemming-like, ignored risks and blindly followed one
another, but that they failed to recognize that the
risks they incurred as individual banks were affected
by the actions of their fellows. New England banks
were not driven to real estate by fears of insolvency or
by a lack of other opportunities. Rather they—along
with many others—seem to have been seduced by
the growth opportunities presented by the buoyant
New England real estate market, not realizing that
this buoyancy was partly a product of their own
collective enthusiasm for real estate.
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5 Appendix Table A1
Change in Real Estate Loan Concentratzons at LI S. Commercial Banks,” 1984 to 1988

Excluding Rapid Growth Banks®

Excluding = Excluding
Total One-to One-to Total ‘One-‘ to One-fo
S Real Four-Family Four-Family Real Four-Family Four-Family
Variable Estate Real Estate Real Estate Estate Real Estate Real Estate
Constant 135 8.0 5.6 13.0 76 55
' (20.5) (16.9) (12.2) (19.9) (162) (11.9)
Equity/Assets, 1984 e
<35 1.2 =11 2.2 1.4 -1.0 2.3
(1) (=1.4) (2.9) (1.3) (=1.4) (8.0
=35and <6.0 .6 3 B 5 3 e 3
(2.0) (1.4) (1.6) (1.8) (1.5) )
=85and < 11.0 ~1.8 =9 =9 ~1.8 -1.0 =9
: (-9.7) 88 68 (09 (79
=11.0and < 145 3 =28 . M6 g3 iog -17
: S (=103) \\\\\(-8.2\) . (-68)  (=107) (—=8.6)
=145 =44 B w00 -4.8 ~2.5
(=8.7) (=5.6) (~6.8) (=9.6) ; ( 6.8)
Real Estate Loans/Assets, 1984¢ =2 =2 =.3 =2 L
e (—24.1) (=23.0) (=28.7) (=24.7) - (=22.6)
lncome/Ass‘ets, 1984. 2 .05 A 2 : .08 A
. (1.9) (7 (2.0) (1.9) (1.1) a5
Percent Change in Total Assets, —.0003 =.001 .0008 01 .005 .01
1984-88 (=1.2) (=55) (3.8) (6:2) (3.0) (5.5)
Dummy if 1984 Assets; ‘ o ‘
> $tbillion =3.0 =24 =7 -2.9 =24
: : (=4.8) (=5:3) (=1.4).: (=4.7) (,—513):
= $100 million and 1.5 1.4 .01 1.5 1.6
< $300 million (3.3) (4.4) {.05) (3:4) (4.8)
< $100 million 19 25 =T 1.9 .28
. ) (8.5)
Dummy it OREO/Real Estate, 1984 . e ;
>0and=<1.0 \\\—\.3 Gl G =2 =.2
1y (200 (8) (-9) (=1.6)
>10and =25 -3 =1 —.03 =3 =1
. (=1.3) (—8) (=2 (=1.1) ( 7)
>25and =50 A =1 .3 -2 = 07 4
~ (:5) (=8) (1.8) (<109 ( 4y (2.1)
>50 3 -3 6 4 -2 6
(1) (=1.6) (38:1) (1.5) ( 13) (3.4)
Dummy Variables for States yes yes yes yes yes: yes
R? o 18 14 A7 a8 4 A7
Observations 10,602 10,602 10,602 10,472 10,472 10,472

2Banks with over.$10 mxlhon in 1984 assets (1987 dollars) and continually in existence between 1982 and 1988,
®Banks at which increass in either real estats or other loans exceeded 100 ‘percent between 1984 and 1988.
“Measure of 1984 concentration is consistent with dependent variable;

Note: All dollar figures; including size cutoffs; are m 1987 dollars:

t-statistics appear in parentheses.
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Appendix Tab!e A2
Change in Real Estate Lendmg at U.S. Commerczal Banks, 1984 to 1988, Relatwe to

1984 Assets
Excluding Rapid G‘afowth Banks"
Excluding . - Excluding
Total One- to One-to Total One-to  One-to
Real Four-Family Four-Family Real Four-Family Four-Family
Variable Estate Real Estate Real Estate Estate Real Estate Real Estate
Constant 11.0 9.3 1.2 16.8 10.1 89
(5.8) (7.3) (7 (15.5) (14.2) - (o1)
Equity/Assets, 1984 i : '
<35 =.9 ~2.5 1.5 9 =18 : 26
(-3) (-1.2) () - (5) (-16) @2)
=35and <6.0 2.8 1.2 1.6 1.5 9 7
_ (3.3) (2.0) (2.1) (3.0) @7 @1)
=85and < 11.0 =19 ~.9 =9 =25 =12
(-85 (=24  (-19)  (-82)  (-62)
= 11.0and < 14.5 e el e =3.6 =21
(=8.5) (=27) . (=16)  (-80) (=7.2)
=145 -5.8 -2.2 ~-34 -6.0 =3.2
(=3.9) (<2.2) (=2.8) (=7.2) (~=5.8)
Real Estate Loans/Assets, 1984° -.005 .03 .01 =04 -008 =2
(=.2) (1.1) (:3) (=29 (=8) (=11.0)
Income/Assets, 1984 =.09 —4 3 7 3 - 4
7 (=:3) (=2.2) (1.3) (4.8) ey 4.1)
Change in Non-Real-Estate 7 3 5 2 o A
Loans 1984-88/1984 Assets (3172.7) (165.9) (225.0) (27.2) 19.7) @A 9)
Dummy if 1984 Assets: : o
> $1 billion -6.9 ~4.6 =22 =50 =37 —-14
(=3.8) (=8.7) (=1.3) (=4.8) (=54) (=2.0)
= $100 million and 3.6 2.1 1.4 1.9 2.0 -2
< $300 million (2.8) (2.4) (1.2) (2.5) (4.0) (=.4)
< $100 million 66 43 22 33 3.7 '
(5.4) \ (5 2 (19) 4.7 (7.9)
Dummy if OREO/Real Estate, 1984 S \ 5 \
>0and =< 1.0 =26 . =1.3" =14 =11 -.8
(=4.2) (=3.2) (=2.5) (=3.0) (—3.6)
>1.0and'=25 -1.9 =1.6 -4 -1.9 =10
(=2.8) (=3.4) (=.6) (—4.8) (=4.0)
>25and =50 =14 =1.5 A =1.7 =12
(=1.8) {=3.0) (2) (=3.9) (=4.3)
>5.0 8 -8 1.7 -9 -8
(1.1) (~1.5) (24) (=20 (84 -
Dummy Variables for States Yes Yes Yes Yes “Yes ~
R? ‘ oo 73 83 .33 25 25

Observations 10,602 10,602 10,602 10,472 10,472‘ 10,472
Notes: See Appendix Table 1. ;
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Appendix Table A3

Change in Real Estate Loan Concentrations at U.S. Commerczal Banks, 1984 to 1988
with State Economzc Variables

Excludmg Raped Growth Banks

Excluding Excludmg
Total Ore- to i One-to Tot_al S One— to One- to ,
Rea! . Four-Family. . Four-Family Real - Four-Family Four-Famllyw
~ Variable Estate . RealEstate ' RealEstate = Estate Real Estate  Real Estate
Constant 12.8 82 8.1 124 4.9 78
: G (23.0) 1(13.3) (20.7) (22:6) G2l (20.4)
Equity/Assets_1’984 -6 -3 g -8 -3 ; -3
(~14.9) (=10.3) (~=10.9) (=153) o (5110) | (-109
Real Estate Loans/ =2 -2 =2 -2 =2 . u
Assets, 1984° o (~19.8) (~18.2) (~23.7) (-215) (=181) (=25.7)
Income/Assets—1984 3 2 A 32 04
i 3.5) (34) (13) @hH - @9 (:6)
Percent Change'in = —.0001 -,001 .0009 03 . o0t 02
Total Assets 1984-88. {(—.3) (~4.6) (4.2) 1)y (6.0 (9.6)
Dummy if 1984 Assets: - S
> $1 billion : =25 =20 =.5 =25 =20
e (~=3.9) (~4.3) (=1.2) (=4.0) (-4.2)
= §100 million and 6 9 -4 7 14
< $300 million - (1.2) (2.6) (=1.2) (16 (32
< $100 milion 5 156 12 E 1.7
(1.2) (4 8) (-38 (18 (5:8)
Dummy if OREO/ | ~
Real Estate, 1984
>0and = 1.0 -6 - -4 -3
L (-2.7) (-8) (-25) (-20)
>1.0and 25 ~1:1 =3 =7 -6
s (=4.6) (=2.0) (~4.0) (=3.3)
>25and <50 -7 -6 -.06 A
L (=2.6) (~2.9) (=3 (7
>50 =5 -9 4 6
: L (=2.0) (=4.9) 2.1 (3.3)
Change in Home Prlces .006 .007 =,002 —.004
1984 to 1988 (Deflated) (1.2) (2:.1) (=.6) ( 1.4)
Change in Cons_trucnon; 2.1 1.0 1.0 8
Employment 1984 to 1988/ (28.0) (18.5) (19.0) (15.0)
Total Employment 1984 :
R? e A1 .06 At ,312 06 a2
Observations 10,602 10,602 10,602 10,472 10,472 10,472

Notes: See Appendix Table 1. :
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Appendix Table A4
Change in Real Estate Lending at U.S. Commercial Banks,” 1984 to 1988, Relative to

1984 Assets, with State Economic Variables

Excluding Rapid Growth Banks®

Excluding S Excluding
Total One- to One-to Total One-to One- to
Real Four-Family Four-Family Real Four-Family Four-Family
Variable Estate Real Estate Real Estate Estate Real Estate Real Estate
Constant 16.0 72 8.2 16.8 71 105
(10.1) (7.0 (5.9) (18.0) (12.0) e ava)
Equity/Assets—1984 ~.8 =.4 —4 -.8 -4 ~4
(~7.8) (~5.3) (~4.5) (=12.7) (=10.7) (=9.4)
Real Estate Loans/Assets, 1984° .04 .07 .08 S 02 .04 -.06
(1.8) (3:0) (2.2) (1.5) 8.1 (=4.0)
Income/Assets—1984 .05 =2 2 8 5 3
(2. (=9) (.9) (6.5) (6.3) @.1)
Change in Nonreal Estate 7 : 3 5 3 i a1
Loans 1984-88/1984 Assets (310.9) (163.8) 7(228.2) (29.0) (22.5) (22.5)
Dummy if 1984 Assets: :
> $1 billion -5.9 =~3.6 —-2.1 =31 =2.5 =7
(=3.2) (=2.9) (=1.3) (=2.9) (=3.5) (=1.0)
= $100 million and 15 1.0 4 -1 1.0 =12
< $300 million (1.1) (1.2) (:3) (=.2) (1.9) (=2.3)
< $100 million 3.5 2.6 .8 .3 2.0 =19
(2.8) (3.2) (7 (4) o (42) (=4.0)
Dummy if OREO/Real Estate, 1984
>Q0and = 1.0 =4.0 ~1.5 =2.6 =22 =1.0 =11
(=6.3) (~3.6) (~4.6) (~5.9) (=4.0) (=4.6)
>10and =25 -4,0 =25 =16 =38 =1.8 =19
(=6.0) (-5.5) (—~2.6) (+9.5) (~6.9) (=7.4)
>25and =50 -3.2 -2.6 ~.6 -3.3 -2 =1.1
(~4:3) (+5.2) (~.9) (=7.3) (=7.3) (=3.7)
> 5.0 e =5 =1.9 1.5 =241 =2.0 L2
(=7 (~3.8) (2.3) (~4.9) (~6.8) (=8)
Change in Home Prices 1984 to .03 .02 .01 .01 .01 -.0008
1988 (Deflated) (2.3) (2.2) (1.0) (1.7) (2.5) (=:2)
Change in Construction 2.2 1.5 v 3.7 1.8 1.8
Employment 1984 to 1988/ (10:3) (10.0) (3:7) (28.2) (20.7) (21.7)
Total Employment 1984 :
R2 .90 72 .83 24 A7 .16
Observations 10,602 10,602 10,602 10,472 10,472 10472

Notes: See Appendix Table 1:
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