Loan sales have little effect on bank risk

Christine A. Pavel

Loan sales are becoming increasingly im-
portant as a strategic tool for banks. According
to the July 1987 Senior Loan Officer Opmion
Survey, over three-quarters of the respondent
banks took steps in the past year to promote
loans sales, and each of nine money center
banks actively promoted loans sales in the past
year.  Such promotions allowed the respond-
ents to increase the dollar amount outstanding
of loans sold or participated nearly 50 percent
since December 1985, to more than $38 bitlion.
The nine money center banks increased their
loan sales by 71 percent since year-end 1985,
These banks account for the bulk of loan sales
outstanding.

Previous studies have identified a number
of reasons for selling loans (Flannery, 1987;
Greenbaum and Thakor, 1987; James, 1987;
Pavel and Phillis, 1987; and Pennacchi, 1987).
Banks may sell loans to avoid reserve require-
ments, capital requirements, and deposit insur-
ance premiums.  Banks may sell loans to
facilitate gap management, alter their diver-
sification, and tund new or exisiing Joans.

All these reasons for loan sales have im-
plications for bank risk. For example, if banks
sell low-risk loans because regulatory taxes
make such loans unprofitable, then the riskiness

of banks’ portfolios as well as the quality of

loans sold would likely increase. If, however,
banks sell loans to increase their level of diver-
sification, then loan sales would be expected to
lower bank risk.

This paper analyzes three reasons for loan
sales—funding, diversification, and capital
requirements by empirically testing their rele-
vance to and their implications for bank risk.
That is, we test whether banks actually do sell
Joans for ecach of those three reasons, and
whether selling loans, in each of the three cases,
affects bank risk.

The data used in this paper are for 117
bank holding companies whose stock was ac-
tively traded on the New York Stock Ex-
change, American Stock Exchange, or Over
the Counter and which filed Reports of Condition
and Reports of Income and Y-9 reports during
1984 and 1985. An “actvely traded stock”™ is
defined as a stock that trades on average al
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least three times per week. Balance sheet and
income statement data are from the Board of
Governors of the Federal Reserve Sysiem.
Data for individual banks are grouped by
holding company. Stock market data are from
Interactive Data Services, Inc. Table 1 pro-
vides a description of the 117 bank holding
companies according to the variables pertinent
to this study.

Table 1
Description of sample of
117 bank holding companies

Mean Mininum Maximum
1985
Assets §11.12 bil. 857356 mil. 5160.56 bl
Loan sales/assels 5.99% 0.40% 59.57%

(....._____. PECENL---- - --=n-- )
1984
Risk (w/QOBS) 0.18 0 1.45
Risk (w/o OBS) 0.09 0 1.3
Loan index 0.08 0.02 0.18
Gap 012 -0.04 0.33
Primary capitat 6.44 3.70 9.77
Net charge-offs 0.64 -0.38 2,33
Market-to-book ratio  1.01 0.40 2.7
Change 1984-85
Risk (w/OBS) 44 0.01 773
Risk (w/o OBS) 106 8] 1768
Loan index i K 34
Gap 31 285 362
Primary capital 6 -16 75
Market-to-book ratio 17 -54 135

Note: OBS - Off-balance-sheet nems

We use the measure of loan sales from
Schedule L of the Report of Condition filed with
the appropriate regulatory agency. Loan sales
include “Loans originated by the reported
bank that have been sold or participated to
others . . .." Loan sales do not include portions
of loans that have been retained by the report-
ing bank or loans sold with recourse or “with
the  reporting  bank’s
guarantec.”  Also excluded are one-to-four
family mortgages and consumer installment
loans, renewals or rollovers of loans previously

endorsement or
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Table 2
Funding: Loan sales and risk

(a)
Loan
sales T-statistic
(percent)
With OBS items
Riskiest BHCs 11.81
in 1984(n=30) -3.1934"""
Safest BHCs
in 1984(n=30) 3.20
Without OBS ltems
Riskiest BHCS 10.41
in 1984(n=30) -2.3318""
Safest BHCs
in 1984(n=30) 4.056
(b}
Change in
risk T-statistic
(percent)
With OBS items
Risky BHCs that sold
the most loans -58.05
in 1985 (n=15) -1.7722"
Risky BHCs that sold
the least loans
in 1985 (n=158) -37.85
Without OBS items
Risky BHCs that sold
the maost loans 27.09
in 1985 (n=15) -1.6488
Risky BHCs that sold
the least loans
in 1985 (n=15) 62.56

* Significant at the 10 percent leval
"* Signilicant at the & percent level

* Significant at the 1 percent level

sold by the reporting bank provided that no
new funds were advanced, and loans sold under
repurchase agreements.

To answer the second question, do such
sales attect bank riskiness, we use as a measure
of risk the risk-based deposit insurance pre-
mium estimated by Ronn and Verma (1986).
They apply the Black-Scholes option pricing
model to calculate a “fair” per dollar deposit
insurance premium  that takes into consider-
ation the FDIC’s bail-out policy (see box).

Two risk-based insurance premiums were
calculated for each bank holding company.

The first used only on-balance-sheet debt in the
calculation; the second used both on-balance-
sheet liabilities and contingent, or off-balance-
sheet, liabilites because not all risks assumed
by a bank appear on its books (see box). Re-
sults are presented using both measures of risk,
and generally they are consistent.

Funding

Loan sales can be used as a funding de-
vice in several ways. A bank may sell loans in
order to buy or originate other loans, or it
might, in effect, underwrite loans, holding them
only until they are sold. A bank that is riskier
than the loan that it is originating might follow
this strategy hecause if a bank has to issue risky
debt and equity in order to book the loan, then
the cost of funding the loan will exceed the rate
that it can charge on the loan; Le., the loan
will be unprofitable. In order to originate this
loan, the bank could sell the loan; that is, it
could underwrite it. A bank might want to do
this rather than not make the loan in order, for
example, o maintain customer relations.

Originating and holding lower-risk loans
might lower the overall riskiness of the bank,
thus allowing it o fund these loans more
cheaply. To whom, however, do the benefits
of holding lower-risk loans acerue?  James
(1987) shows that it the benetits tfrom holding
a loan accrue to the deposttors rather than to
the shareholders that loan will not be booked;
it may, however, be originated and then sold.
Thhis 15 especially true the riskier the bank and
the safer the loan.'

To see if funding is, in fact, an important
reason for loan sales, we compared the 1985
ratio of loan sales o assets for the 30 riskiest
bank holding companies in 1984 with the ratio
for the 30 least risky bank holding companies.
As shown in Table 2a, risky bank holding
companies sell more loans than nonrisky ones.
The riskiest bank holding companies in 1984
sold over 3 1/2 times the loans as a percent of
assets in 1985 as the least risky bank holding
companies, This difference 15 significant at the
I percent level and suggests that funding is a
motivation for loan sales.

But, it a bank uses loan sales as a cheaper
source of funds, 1t will not {or should not) book
loans that are less risky than itself. This implies
that loan sales would not change the riskiness
of the bank. So, we tested o see if “under-



Measures of risk

The measure of risk used in this pa-
per is the risk-based deposit insurance
premium estimated by Ronn and Verma
(1986). They apply the Black-Scholes op-
tion pricing model to calculate a ‘*fair’ per
dollar deposit insurance premium that
takes into consideration the FDIC’s bail
out policy.* This premium is a put option
on the assets of the bank (Merton, 1977):

d=Nu+oNT) = (FIBIND)

where

y=[In(BV) = o*,T2)foN T

N(.) 15 the cumulative density of a
standard normal random variable
o, 1s the standard deviation of the
rate of return on the BHC's assets
T is the time to expiration, i.c.. the
time until the nest audit of the
BHC (assumed to be 1)

V is the value of the BHCU's assets
adjusted for stock splits and divi-

dends

B is the value of the BHC's debi

Two variables in the above equation
are not empirically observable: V oand o, .

They can, however, be solved for by re-
presenting the equity of a bank holding
company as a call option on the assets of
the firm with the same maturity as the
debt and the striking price equal to the
maturity value of the debt (Black and
Scholes, 1973). The equity of the bank
holding company, therefore, is

E = VN(x) = pBNx — oNT)

where

x=[ In(V[pB + 0*, '['/‘-2]/14\./ I
and o, = oo VAN(x)

p is the hypothetical himit, ex-
pressed as a percent of debt, beyond
which net worth can erode before
revival efforts by the FDIC would
be oo I().\'ll)‘ g = 7 )k

E is the equity value of the firm

op 15 the standard deviation of the
rate of return on the equity of the
firm

Solving the above cquations simul-
tancously yields values for the assets of the
bank holding companies and the standard
deviation of the rates of return on those
assets,

Comparison of risk measures

Rank among top 10

Rank among 117 Risk measure

w/0BS w/o OBS w/0BS w/o OBS w/0BS w/o OBS
{percent)
Citicorp 5 4 1 12 0.61 0.24
Chase Manhattan Corp. 2 2 3 6 1.22 0.42
Manufacturers Hanover 1 1 1 3 1.45 0.71
J.P. Morgan & Co. 10 10 41 51 0.10 0.02
Chemical NY Corp. 4 5 9 17 0.82 0.17
Security Pacific Corp. 8 6 17 21 0.38 0.13
Bankers Trust NY Corp 7 7 13 29 0.47 0.08
First Chicago Corp. 3 3 4 9 1.17 0.32
Mellon Bank Corp. 6 8 12 42 0.61 D.04
Wells Fargo & Co. 9 8 26 48 0.23 0.03



We calculated two insurance premi-
ums for each bank holding company. The
first uses only on-balance-sheet debt in the
calculation; the second used both on- and
off-balance-sheet debt because not all risks
assumed by a bank appear on its books.
Standby -letters of credit, commercial let-
ters of credit, and loan commitments are
included in the second premium caleu-
lation as debt and are, therefore, included
in the estimate of the market value of as-
sets.  These three off-balance-sheet items
were included because they are close sub-
stitutes for a combination of a bank loan
and a deposit with the same maturity
(Benveniste and Berger, 1986).1

As shown in the Table above,
whether or not off-balance-sheet items are
included in the caleulation of premiums
does not produce very different rankings
of the 10 largest bank holding companies
in our sample, but it does produce difter-
ent rankings among all 117 banking firms.
Also, the additon of off-balance-sheet
items to debt in the calculation of premi-

writing” loans alters bank risk by comparing
the change in risk for banks that were risky and
sold a high proportions of loans with banks that
were risky and sold a low proportion of loans.
A “risky™ banking firm is one whose risk meas-
ure is above the median.  As shown in Table
2b, risky baok holding companies with the
highest loan sales in 1985 actually reduced
their risk over the 1984-85 period. Risky bank
hotding companies with the lowest Joan sales
also decreased their risk.  But the difference 1s
statistically significant at only the 10 percent
level and even then only when the measure of
risk that includes off-balance-sheet 1tems is
used.  Otherwise, the difference is not signif-
icant.  Funding as a reason for selling loans,
therefore, seems o have some utility but a
strategy of using loan sales as a funding device
seems to have little if any impact on bank risk.

Diversification

Diversificatuon has been identified as an-
other reason for loan sales (Pavel and Phillis.

ums increases premiums for all banking
firms, but not proportionately. For ex-
ample, Mellon Bank Corp.’s premium
with off-balance-sheet items taken into
consideration is more than 15 times higher
than without them, while Manufacturers
Hanover’s premium with off-balance-sheet
items is only two times higher than with
them. Nevertheless, for this study, both
premium  calculations  produced  similar
and consistent results,

*Ronn and Verma point out that the FDIC does
not liquidate a bank as soon as it observes that i net
worth is negative. Rather the FDIC tries to ‘revive’
the bank. They assume, however, that some hy-
pothetical limit of erosion of value exists such that re-
vival becomnes tao costly,

**Ronn and Verma show that a p of 97 yields an
aggregate deposit premium weighted average of about
1/12 percent, the flat rate premium,  They also show
that the rank order of bank holding companies ac-
cording 1o deposit insurance premium varies little
with p.

tStandby letters of credit differ from commercial
levters of eredit and loans commitments in that credit
is normally expected to be extended under the latter
two ofl-balance-sheet items.

1987). A bank might sell loans in order o buy
or originate other loans for its portfolio, thus
altering its diversificaton.  Pavel and Phillis
show that greater diversification is one of the
primary motivations for loans sales and that
banks that sold loans increased their level of
diversification.

Our analysis of 117 bank holding conipa-
nies confirms these findings.  Using the same
measure of diversification as Pavel and Phillis
(Ly + ... + L;y)/1000 where £, is the loan to as-
set ratio for loan type i), we found that bank
holding companies that were the least diversi-
fied in 1984 sold more than twice the loans (as
a percent of assets) in 1985 as bank holding
companies that were the most diversified in
1984 (Table 3a). Also, bank holding compa-
nies that increased their diversification over the
1984-85 period sold, on average, loans equal to
7.4 percent of assets, while the bank holding
companies that decreased their diversification
over the same period sold loans equal o 4.8
percent of asseis. This difference is statistically
signitficant at the 10 percent level.



Table 3

Diversification: Loan sales and risk
(a)
Loan
sales T-statistic
(percent)
Diversified BHCs 3.74
in 1984 (n~=30) -2.0073""
Nondiversified BHCs 8.14
in 1984 (n-30)
Increased 7.43
diversification
(n=53) 1.6842°
Decreased 4.80
diversification
(n~64)
(b)
Change in
risk T-statistic
(percent)
With OBS items
Increased 356.40
diversification
{(n=53) 4503°
Decreased 51.63
diversification
(n=64)
Without OBS items
Increased 78.09
diversification
(n=563) 7815
Decreased 126.42
diversification
(n=64)
(c)
Change in
risk T-statstic
(percent)
With OBS items
Increased -40.24
diversification/
sold most loans
{(n=15) 1.3899
Increased 46.23
diversification/
sold least loans
(n=15)
Without OBS items
Increased 41.45
diversification/
sold most loans
(n=15) 1.5008
Increased 73.84

diversification/
sold least loans
(n=15)

° Significant at the 10 percent lavel.
* Significant st the 5 percent leval.

But does the use of loans sales to increase
diversification decrease the riskiness of banks?

Using our calculauon for risk, we tested to see,
first, if bank holding companies that increased
their diversification the most reduced their risk
or increased 1t at a slower rate than hank
holding companies that decreased their diver-
sification the most. Second, we tested o see if
bank holding companies that increased their
level of diversificaton and had the most loans
sales became less risky than bank holding com-
panies that increased their level of diversifica-
von and had the least loan sales. As shown in
Table 3b, the bank holding companies that di-
versified the most increased their riskiness ai a
slower rate than the bank holding companies
that decreased their level of diversification the
most.  The difference. however, 1s not statis-
tcally significant.

Similarly, as shown in Table 3¢, the bank
holding companies that were diversitiers and
heavy sellers reduced their risk by over 40 per-
cent, but the diversifiers that sold few loans in-
creased their nisk by more than 40 percent.
This difference is not statistically significant a
the 10 percent level.

So, diversification appears to be an im-
portant reason for selling loans. Banks scem to
be using loans to increase their level of diver-
sification by altering the types of loans that
they hold. But, bank holding companies that
use loans sales 1o increase their diversification
do not significantly change their riskiness any
more than bank holding companies that use
some other means to achieve diversification.

Diversification via loan type does not sig-
nificantly change risk. However, diversification
according to maturity, industry, and geography
mavy reduce risk, and loan sales can be used 1o
achieve such diversification.  But, the data
compiled for this artcle do not shed any light
on the eftect of these kinds of diversification.

Regulatory taxes

Regulatory taxes, especially capital re-
quirements, are the most often cited motivation
for loan sales (Flannery, 1987; Greenbaum and
Thakor, 1987: Pavel and Phillis, 1987; and
Pennacchi, 1987). Supposedly, banks sell low-
risk loans because they cannot aflord to fund
them. Deposit insurance premiums, foregone
mterest on reserve requirements, and capital
requirements in excess of what banks would
hold 1n the absence of regulation make such
loans unprofitable. The cost of these regulatory



Table 4
Primary capital: Loan sales and risk

(a)
Loan
sales T-statistic
(percent)
BHCs with the highest 6.97
primary capital ratio
in 1984 (n-30) 2.3245""
BHCs with the lowest 3.68
primary capital ratios
in 1984 (n-30)
Increased primary capital 6.51
ratio (n=98) -1.4948
Decreased primary capital 3.35
ratio (n=19) :
(b)
Change in
risk T-statistic
{percent)
With OBS items
Increased primary -41.25
capital/sold more
loans (n=15) 1.5961
Increased primary 42.35
capital/sold least
loans (n=156)
Without OBS items
Increased primary -36.89
capital /sold most
loans (n=15) 1.6734
Increased primary 91.34

capital/sold least
loans (n=15)

© Significant at the 5 percent lavel

taxes has been estimated o be as low as 29
basis points (Benveniste and Berger, 1987b) and
as high as 32 basis points (Baer and Pavel,
1988).

A bank must hold a certain amount of

capital against all of its assets. Currently, this
ts a flat assessment with no regard for risk. In
a perfect market, i.e., in a world with no taxa-
tion, information costs, or transactions costs,
any combination of debt and equity should be
as good as any other (Modigliani and Miller,
1958). But the world is not perfect. Therefore,
a firm’s capital structure does matter. Returns
to equity holders are taxable, whereas returns
to debt holders are treated as an expense and
theretore tax-deductible. This means that eq-
uity is a more expensive funding source than
debt, and forcing banks to hold more capital
than would be demanded of an unregulated

intermediary drives up the cost of funding a
loan through a bank.

Pavel and Phillis found regulatory taxes
o be important determinants in loan sales, and
capital requirements to have one of the largest
impacts on whether or not a bank sells loans.
Their study, however, is inconclusive as to the
quality of the loans that banks sell, although
they argue that regulatory taxes make low-risk
loans unprotitable and that loan sales are an
attempt by banks to compete with commercial
paper—debt instruments of investment-grade
borrowers.  Greenbaum and Thakor argue
that, theoretically, in a world with assysmetric
information, capital requirements and reserve
requirements would induce banks to fund. the
poorest quality loans with deposits and could
induce banks to sell the highest quality loans.

We first est to see if capital requirements
are an important force behind loan sales by
comparing the loan sales of bank holding com-
panies with high primary capital ratios and
those with low capital ratios. As Table 4a
shows, the proportion of loan sales to assets
ditfer significantly between the two groups;
however, contrary to Pavel and Phillis, we
found that the bank holding companies with
the highest primary capital ratios sold more
loans than bank holding companies with the
lowest ratios. This, however, may be the result
of banking firms with high capital ratios
achieving those ratios through loan sales in a
previous period.

To see if banks do in fact use loan sales
to increase primary capital ratios, the loan sales
of banking firms that increased their primary
capital over the 1984 —85 period were com-
pared with those of bank holding companies
that decreased their capital. As shown in Table
4a, bank holding companies that increased
their primary capital ratios over the 1984 — 85
period sold more loans as a percent of assets in
1985 than did bank holding companies that
decreased their primary capital.  This difter-
ence, however, is not statistically significant at
the 10 percent level. Loan sales, therefore, do
not seem to be used by banks to increase their
primary capital.

If, however, bank holding companies sold
loans to increase their primary capital and if
they did so by selling the low-risk loans, then
the riskiness of these bank holding companies
would be expected to increase.  As shown in
Table 4b, bank holding companies that in-



Table 5
Market-to-book value: Loan sales and

risk
(a)
Loan
sales T-statistic
(percent)
BHCs with below average 8.39
capital and above average
net charge-offs 1.3636
BHCs with above average 4.91
capital and below average
net charge-offs
(b)
Loan
sales T-statistic
(percent)
BHCs with the highest 6.55
market-to-book values
in 1984 (n=30) -0.1623
BHCS with the lowest 6.18
market-to-book values
in 1984 (n~30)
Decreased market-to-book 9.56
value (n=21) 121587
Increased market-to-book 522
value (n~96)
()
Change in
risk T-statistic
{percent)
With OBS items
Decreased market-to-book 2.49
value/risk in 1984 (n=24) 0.7267
Decreased market-10-book 3.18
value/risk in 1985 (n=21)
Without OBS items
Decreased market-to-book 1.63
value/risk in 1984 (n=21) 0.3253
Decreased market-10-book 1.78

value/risk in 1984 (n=21)

* Significant at the 5 percent level

creased their primary capital ratios and who
sold the most loans decreased their riskiness,
while bank holding companies that increased
their primary capital and sold the least loans
increased their riskiness. This difference again
1s not staustcally significant.  We conclude
that, even if bank holding companies use loan
sales to increase their primary capital ratios,
they do not alter their riskiness any more than
bank holding companies that increase their
primary capital ratios through some other
means.

Flannery (1987) identfies another link
between capital requirements and loan sales.
Flannery argues that bank regulators force
banks to write down bad loans while appreci-
ating asscts must be carred at book value.
This produces an underestimate of the bank
equity that is “truly available to absorb future
losses.” The only way for banks to correct this
understatement is to realize the capital gain on
assets that have appreciated by selling such
loans.  Flannery’s theory implies that banks
with low capital ratios and high net charge-offs
ought o sell more loans than those with high
capital ratios and low nct charge-offs. It also
implies that banks with high market-to-book
equity values would sell more loans than banks
with low market-to-book values in order to
bring market values in line with book values.

As shown in Tables 5a and 5b, this theory
is not fully supported by empirical evidence.
Bank holding companies with below average
capital and above average net charge-offs in
1984 sold a higher proportion of loans than
banking firms with above average capital and
below average net charge-offs; however, the
difference in loans sales between the two groups
is not statistically significant.

Similarly, the bank holding companies
with the highest market-to-book values in 1984
sold only shghtly more Joans than did bank
holding companies with the lowest market-to-
book values, but again the difference is not
significant,

Bank holding companies with decreasing
market-to-book values however, did sell almost
twice the loans as a percent of assets as banking
firms with increasing market-to-book values.
Furthermore, this was apparently achieved by
increasing primary capital faster than market
equity: bank holding companies that decreased
their market-to-book values 1ncreased their
primary capital at an average rate of 28 per-
cent, while increasing the market value of eq-
uity 2 percent.

A strategy of selling appreciated assets in
order to bring book capital in line with market
capital, however, does not seem to atlect bank
risk (see Table 5c¢).  Because only 21 bank
holding companies decreased their market-to-
book ratios, we could not meaningfully com-
pare banking firms that sold a high proporton
of loans with those that sold a low proportion.
Therefore, we simply tested to see if the
riskiness of bank holding companies that de-



Table 6
Loan sales: Overall implications for risk

(a)
Change in
risk T-statistic
(percent)
With OBS Items
BHCs that sold the 23.77
most loans in 1985
(n=30) 0.6747
BHCs that sold the 60.47
least loans in 19856
(n=30)
Without OBS items
BHCs that sold the 5924
maost loans in 1985
(n=15) 0.6801
BHCs that sold the 109.96
least loans in 1985
(n=15)

creased their market-to-book ratios increased
significantly.  As shown in Table 5¢, their
riskiness did increase, but not significantly.

Summary and conclusions

Loan sales by banks are on the increase.
Several reasons for loan sales have been sug-
gested. This study looks at three: funding, di-
versification, and capital requirements. It is
not likely that all banks sell loans for only one
reason, and all banks cannot be expected to sell
loans for the same reasons: therefore, 1t is
probable that loan sales could reduce the
riskiness of one bank, increase it at another,
and have no impact on risk at yet another

bank. But our research shows that, on average,

loan sales have little impact on bank risk. As
shown in Table 6, banking firms that sold the
highest proportion ot loans in 1985 increased
their risk at a slower pace than banks that sold
the lowest proportion of loans in 1985. But this
difference 1s not statistically significant.

While this study by no means analyzes all
the reasons for selling loans, the results pre-
sented here indicate that loans sales do not af-
fect bank risk in any significant manner.
Regulation, and capital requirements in par-
ticular, does not seem to play as large a role in
loan sales as previous research indicated. One
explanation is that loans made unprofitable by
regulatory taxes, such as capital requirements,
are probably sold immediately and, theretore,
have no impact on a bank’s portfolio. Funding,
diversification, and regulation all seem 1o be
factors motvating loan sales, but the use of
loan sales to increase diversificauon or avoid
regulation does not significantly aftect bank risk
any more than other means to achieve these
ends.

' Benveniste and Berger (1987), along with James,
show that it the benetits from holding a loan acerue
to the depositors then a standby letter of credit may
be issued in its stead.

Y The loan categories from Schedule € of the Re-
port of Condition were used:  one-to-four tamily
mortgages, other loans secured by real estate, loans
to depository institutions, agricultural loans, com-
mercial and industrial loans, acceptances, loans to
individuals, loans to foreign governments, obli-
gations of states and political subdivisions, and
other loans.
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A Guide to Banking Markets in the
Seventh Federal Reserve District

This third edition defines the current
geographic market boundaries used in evalu-
ating the competitive effects of bank mergers
and acquisitions.  ‘The book, by Richard D.
Simmons, is now available from the Chicago
Fed and should be of partcular interest to in-
stitutions filing applications with the Fed, the
FDIC, or the OCC to acquire a bank. Such
applications require an  assessment ol the
competitive effects within the “relevant ge-
ographic market.”

The publication includes

e Listings of geographic banking markets in
Hlinois, Indiana, lowa, Michigan, and
| Wisconsin;:
| ® Mups of cach of these banking markets;
| e Methodologies used by the Chicago Fed
| and the Board of Governors in defining
banking markets;
@ A clear explanation of the Herfindahl
Hirschman Index for measuring market
| concentration, and an example of how 1o
calculate the HHI;
® A summary of interstate banking laws and
branching laws in these five states; and
e an annotated bibliography of articles relat-
ing to banking markets.

Copies, in limited quantities, of A
| Guide to Banking Markets in the Seventh
Federal Reserve District may be obtained
at no charge by calling the Chicago Fed's
’ Public Information Center at (312) 322-5111.

' New publications from the Federal Reserve Bank of Chicago

Pavel, Christine A and David Phillis.  “Why
Commercial Banks Sell Loans: An Empirical
Analysis,” FEeonomic Perspectives, Federal Re-
serve Bank of Chicago, vol. 11 (May/Junc
1987) pp. 3-14.

Pennacchi, George. “Loan Sales and the Cost of
Bank Capital,” 1987 Mimco.

Ronn, Ehud 1., and Avinash K. Verma., “Pricing
Risk-Adjusted  Deposit Insurance: An
Option-Based Model,” Journal of Finance, vol.
41 (September 1986), pp. 871-95.

Proceedings of the 1987 Conference
on Bank Structure and Competition

The Federal Reserve Bank of Chicago
has been publishing the proceedings of its an-
nual conferences on Bank  Structure and
Competition for many vears.  Widely ac-
knowledged 1o be among the most important
conferences in the United States devoted (o
discussion of public policy toward the financial

services industry, they have featured as |
speakers some of the leading regulators and l
executives in the industry, including William

Isaac, Martha Seger, and Walter Wriston.

The 1987 Conference focused on the is-
sue of merging commercial and investment |
banking. Among the specific topics addressed
in the 1987 Proceedings are the role of finan-
cial innovation, regulatory responses to bank
failures, public policy toward the thrift indus-
try, and the experience of other nations with
expanded bank securities powers.

Copies of the Proceedings of the 1987
Conference on Bank Structure and Com-
petition arc available for $10 per copy from
the Public Information Center, Federal Re-
serve Bank of Chicago, Box 834, Chicago,
[linois GOGYO-0E31.






