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Abstract

This paper examines the performance of Texas commercial banks specializing in mortgage lending
during the difficult times of the late 1980s and early 1990s to investigate how representative their
experience as compared with that of banks concentrating in real estate lending across the country. The
results show that Texas REBs performed very poorly during the 1980s and early 1990s, but this was
because the Texas REBs were clearly different from the majority of the banks classified as REBs in the
rest of the country. In contract to non-Texas real estate specializing banks, those in Texas banks put
substantial assets into much riskier construction and development loans, and in loans on commercial
property, such as office buildings, hotels and shopping centers. In a poor real estate market, these loans
performed very poorly. The analysis indicates that the Texas experience is not a basis for rejecting the
view that the commercial bank industry can safely replace the declining thrift industry as a major source
of residential mortgage financing.

1. Introduction

In response to the massive failures of thrift institutions in the 1980s, Congress passed the
Financial Institutions Regulatory Reform and Enforcement Act of 1989 (FIRREA). Most
notable among its provisions, FIRREA reduced permissible thrift powers and made substan-
tial changes in the thrift regulatory and supervisory structure.

FIRREA also eroded the franchise value of a savings association charter in several ways.
It increased deposit insurance premiums, stiffened the “ Qualified Thrift Lender” (QTL) test,
and confiscated some of the capital of the Federal Home Loan Banks (with a consequent
reduction in the value of savings and loan holdings of Federal Home Loan Bank stock). The
widely predicted shrinkage of the savings and loan industry has materialized. As the result
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of failures, conversions to commercial bank charters, and acquisitions by commercial banks,
the more than 4,000 thrifts at the beginning of the 1980s have shrunk to 1755 as of the third
quarter of 1995. Similarly, assets held by thrifts have also declined by 20 percent, from $950
billion as of year-end 1989 to $762 billion as of September 1995.

Accompanying the decline of the thrift industry was the movement of banks into real
estate lending. From 1980 to 1993, real estate loans outstanding at commercial banks more
than tripled, growing from $292 billion to $917 billion. As a percentage of bank assets, real
estate loans grew over the same time period from 14.3 percent to 24.8 percent. This increase
in bank real estate lending was driven by several forces, including the decline in corporate
loan demand due to increased access to direct credit markets; the boom in the commercial
real estate market during the 1980s; and the new risk-based capital standards in the early
1990s, which required banks to hold less capital against residential mortgages than against
commercial loans. In light of what happened to thrifts during the 1980s, the expansion by
banks into real estate and the subsequent financial problems banks experienced have raised
concerns both about the future of housing finance and the implications of greater real estate
lending for the safety and soundness of commercial banks.

Eisenbeis and Kwast (1982; 1991, 5-24) have argued that when real estate lending is
properly structured and managed, commercial banks that voluntarily specialize in such
lending can be quite viable. Their results are comforting to those concerned about the future
adequacy of housing finance. During much of the period they study, however, most banks
operated in generally benign real estate markets. There is a legitimate question about how
well such institutions would hold up under extreme pressure, such as those that led to the
collapse of the thrift industry. In this paper we examine the performance of banks located
in Texas, where the problems of real estate lenders have been the greatest, and we H.tlempt
to assess the performance of commercial banks specializing in real estate Iendlng We
examine how these institutions performed relative to other commercial banks in Texas and
in the rest of the country.

In the remainder of this paper, we first discuss banking and real estate developments in
Texas during the 1980s. After examining the causes of the problems at Texas banks and
thrifts, we focus on the performance of those banks that chose to specialize in real estate
lending.

We find that Texas real estate banks (“REBs”) actually fared relatively poorly. That is,
their performance was worse by many measures than the performance of the non-REBs in
Texas. These results differ significantly from the findings of Eisenbeis and Kwast. How-
ever, we also find strong indications that the Texas REBs are different from REBs in the rest
of the country. Texas REBs invested more heavily in commercial real estate, which is
substantially more risky than traditional 1-4 family mortgages. Hence, our conclusion about
the negative experience of Texas real estate banks is not a basis for rejection of the
Eisenbeis-Kwast findings. .

1 See Colc and Fenn (1994, 59-68) for an analysis of the role that real estate loans plaved in the failures of
more than 1,300 commercial banks during the 1980s and 1990s.

2 The ability to weather a " Texas"-type scenario has been used by Fannie Mae as a test of its capital
adequacy (Cole 1990).
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2, The Situation in Texas

No one factor accounts for the extent of the real estate collapse in Texas in the 1980s. Instead,
it was a combination of both macroeconemic factors including: inflation, high and volatile
interest rates, and a drastic decline in oil prices and other more Texas-specific factors, such
as the existence of a speculative environment, the lack of diversification, and the existence
of liberal powers for state-charter thrifts.

On the macro side, the health of Texas banks and thrifts was inexorably linked to interest
rates and the price of oil. During the late 1970s and early 1980s, rising interestrates adversely
affected financial institutions holding residential mortgages throughout the country. The
precipitous declines in oil prices occurring in 1982 and 1986, however, were much more
pernicious to financial institutions in Texas than to institutions located elsewhere.

Both the prosperity of the Texas economy and the huge run-up, and subsequent decline,
in Texas housing and real estate values were due in large part to the cyclical variation in
OPEC-driven oil pricing policies. The massive price increases in the 1970s spawned an
optimism that the trend would never turn. Many real estate projecis being financed by banks
and thrifts in Texas were based indirectly, if not directly, upon the energy business. It should
have been clear, for example, that apartment construction loans in Midland, Texas, could
only be viable if there were employment increases in the oil business. Similarly, a strip
shopping center in Houston was dependent upon the viability of the Houston economy, which
in turn, was dependent upon the prosperity in the oil patch.

Federal tax policy also was an important cause of over-extensions in the real estate area.
The Economic Recovery Tax Act of 1981 provided tax incentives that led investors to finance
real estate projects undertaken solely for their tax consequences, Spurring a construction and
development boom. Five years later, Congress passed the Tax Reform Act of 1986, which
drastically reduced the tax incentives for real estate investments. These tax law changes not
anly reduced the demand for new real estate investment, but also the reduced the market
value of projects under construction and already built.

A third factor was the failure of federal and state savings and loan regulators to handle
their supervisory responsibilities properly. They permitted insolvent thrifts to continue
operations long after these institutions should have bccn closed. This contributed to the large
losses suffered by the FSLIC in Texas thrift failures. More important for the purposes of
this paper, weak thrifts continued to finance real estate projects that would not have been
funded otherwise, increasing the oversupply of real estate that would bring the commercial
teal estate industry to ruin during the 1990s.

The problems in Texas, however, were not all rooted in broad-based macro problems.
Key aspects of the Texas economy and culture must be kept in mind in assessing the prospects
for thrifts or specialized lenders. There appeared to be a prevalent Texas attitude that when
things go badly, the appropriate response was to double one’s bet rather than to cut one’s
losses. There were ample opportunities for Texas banks to accept the fact that the decline

3 See Horvitz (1990, 95-116) for a more detailed explanation of factors leading to the collapsc of Texas
thrifts,

4 Cole and Eiscnbeis (1996) repart that the approximately 800 thrifts closed by regulators during 1980-88
were GAAP insolvent, on average, for more than a year and a half before closure, and that the length of
time a thrift was allowed to operate while insolvent significantly increased FSLIC losses.
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in the oil business meant significant losses and to halt their growth. Apparently, most could
not accept this economic reality, and instead continued to grow by shifting their lending
focus to the ather major Texas growth industry, real estate, It is likely that the long history
of price increases in real estate led banks and thrifts to be unduly optimistic in their approach
to real estate lending.

Finally, most Texas thrifts were state-charter, stockholder-owned institutions with sub-
stantially more liberal asset powers than federally chartered institutions.” During that time
there were no limits on the percentage of assets used for loans secured by first liens on
commercial real estate, raw land, or personal property (up to 100% of appraised value).
Many institutions used these investment powers in ways that increased their vulnerability
and the amount of speculative construction put in place.

The depth of the real estate collapse in Texas was directly related to the extent of the
over-building during the boom years of the 1970s and 1980s. This over-building was not
exogenous. The banks and thrifts financed most of it. Not only did the lenders suffer losses
on the projects they financed, but the over-building led to lower prices on this real estate and
greater losses for all real estate institutions.

This review makes clear that the Téxas economy of the 1980s was a most unfavorable
one in which to be a real estate lender, While savings and loans were constrained by
regulation to focus on real estate lending, this was not true of commercial banks. Indeed, as
will be shown, bank involvement in real estate lending expanded during the early portion of
the 1980s when thrifts were experiencing difficulties. In view of the magnitude of the real
estate collapse, we would expect those banks that chose to emphasize real estate lending
during this period to fare much worse than more diversified banks. If that is not the case,
however, we have evidence that commercial banks may be able to fill any gap in housing
finance left by the decline of the thrift industry.

3. The Texas Real Estate Banks

In this section, we investigate further the prospects for depository institutions specializing
in real estate lending in Texas and whether their experiences were similar to those thrifts
clsewhere in the nation. Eisenbeis and Kwast (1991, 5-24) found that specialized institu-
tions performed quite well over an earlier period, even without the special benefits that thrift
institutions obtain by nature of their real estate specialization. Additionally, real estate banks
did not appear to be more risky than regular commercial banks when measured by the
variability of their earnings and quality of their assets. In fact, when Eisenbeis and Kwast
looked at a sub-sample of longer-term real estate banks, these banks appeared not only to be
more profitable than regular commercial banks, but also significantly less risky.

For purposes of looking at the prospects for real estate specializing banks in Texas, abank
qualified as a real estate %pema]x?cd bank (REB) each year that it held at least 40 percent of
its assets in real estatc loans.” In any year that it did not meet the 40 percent criterion, a bank

5 Strunk and Case (1988) cite Texas, together with California, Arizona, and Florida as having the most
liberal laws for state-chartered thrifts.

6 Longer-term specialized institutions were those that met the definition of being a real estate bank and
were in the sample for five or more years.

7 Total real estate loans include loans ized by residential homes, ap i ial real
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was not included in the real estate bank sample‘s This sample of specialized banks are
compared with regular Texas commercial banks as well as with real estate banks and regular
commercial banks in the rest of the nation.

Table 1a shows the distribution of the number of real estate and regular commercial banks
in Texas and in the rest of the United States for each year from 1978-1993. Non-REBs in
Texas increased in number until peaking at 1,835 in 1986, and then declined by 48% to 947
in 1993. Non-REBs in the rest of the United States peaked in 1982 at 12,605 and declined
by 419 to 7,471 in 1993. There were fewer than five REBs in Texas until 1983, and their
number increased rapidly over the next few years, peaking at 186 in 1987, just as the real
estate problems in the state began to appear severe. After 1987, the number of Texas REBs
declined by 73% to 50, a much more precipitous decline than that of Texas non-REBs. This
pattern of growth and decline contrasts sharply with that of REBs in the rest of the United
States. There, the number of REBs has increased each year since 1982, rising from 248 to
2,447 as of year-end 1993,

Table 1.a. Distribution of real estate banks and other banks by year. A real estate bank
is defined as a commercial bank with at least forty percent of its consolidated assets in-
vested in real eslate asseis. Data for Texas and the rest of the United States are pre-
sented separately.
Year Texas real Other Texas  U.S. real estate Other U.S.
estate banks banks banks banks
1978 2 1,393 685 12,311
1979 4 1,418 633 12,310
1980 3 1,464 434 12,533
1981 2 1,521 326 12,565
1982 4 1,594 248 12,605
1983 30 1,697 288 12,447
1984 54 1,799 412 12,201
1985 106 1,830 551 11,896
1986 137 1,835 749 11,455
1987 186 1,580 1,306 10,614
1988 149 1,343 1,574 10,042
1989 103 1,210 1,750 9,637
1920 57 1,126 2,051 9,000
1991 50 1,071 2,245 8,528
| 1992 56 1,033 2,357 7,976
I 1993 64 947 2,447 7471

There is considerable churning within the REB sample, both in the US and in Texas as
institutions come into and out of the sample. Table 1b shows that between 1985 and 1992,
when there was a signficant number of Texas real estate banks, more than 25% of the banks
on average leave the REB sample by the following year. In Texas, this percentage is even
higher. In the National sample, it is also clear that most of the banks which leave the REB

cstate, and land.

8 While admittedly arbitrary, this 40 percent critetion and other criteria were explored in Eisenbeis and
Kwast (1991, 5-24). The economic rationale for the definition was that this 40 percent ratio was about the
percentage held by newly chartered S&Ls in Florida noted in a study by Baker (1982, 7-15).
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sample do so because of a portfolio allocation choice rather than because they failed.
Substantially more of the REBs in Texas end up failing, and they fail at higher rates than
Texas banks that had never been in the REB sample.

This failure pattern suggests that a principal difference between REBs in Texas and in the
rest of the couniry may lic in the assumption of risk. Eisenbeis and Kwast showed that in
the United States as a whole, REBs were more conservative than other banks during the
pre-1988 period they studied. As we will show, that conclusion is borne out by the post-1988
data covered by this study.” The opposite, however, is true of REBs in Texas, which are
riskier than the other banks. This risk is shown most clearly by the volitility of returns on
assets contained in table 2.

These data show that Texas REBs suffered losses in excess of 200 basis points for three
consecutive years from 1987-1989, and suffered a staggering cumulative loss of 1,107 basis
points during the five years spanning 1986-1990. Of course, the sample of Texas REBs was
not constant during these five years, but these figures demonstrate the depth of losses
experienced by these specialists. Other Texas banks were not spared during these years,
suffering losses in 1986-1989. The magnitude of these losses, however, never exceed 62
basis points (the 1987 loss). Both REBs and non-REBs in the rest of the United States fared
far better, earning lower returns than in previous years, but never negative returns.

Table 2 also shows that United States REBs have equity-to-asset ratios only moderately
below United States non-REBs.'" In Texas, however, the REBs have capital ratios well
below non-REBs, at least during the crucial years of the Texas real estate market, from
1988-1990. Moreover, both groups of Texas banks have significantly lower capital ratios
than both groups of United States banks for each year 1987-1991. In 1992-1993, the
eguity-to-asset ratios of Texas REBs rebounded from a 1989 low of 2.33% to a respectable
9.09% for 1993, higher than that for the other Texas banks.""

The third panel in table 2 presents information on operating expense/operating income
comparisons showing that the Texas REBs had significantly higher expenses than did other
REBs in general. Table 3 presents the components of the operating expense/operating
income ratios broken down by interest expense, noninterest expense, and loan loans provi-
sions each to operating income. These ratios provide insights about the sources of the losses
Texas banks recorded during the late 1980s. While the interest expense ratios are signifi-
cantly higher for, Texas banks than non-Texas banks over the 1984-1989 period, the
economic significance of these differences is small. Texas REBS had significantly higher
noninterest expense beginning in 1985, and this persisted through 1993. This may be partly
due to the higher costs involved in originating and servicing commercial loans as compared
with single-family loans, and the costs involved in managing large volumes of foreclosed
assets. But the differences, about 10 percentage points, are so large that this explanation is

9 We also investigated differences in liabilities structores. While some of the differences were statistically
signficant, they did not appear to be quantitatively important. Hence, we concentrate on the asset side of
the balance sheet and upon the volitility of eamings as measures of performance.

10 Under the risk-based capital system, 1-4 family mortgage loans have a capital requirement only half that
of other loans. It would be expected, therefore, that banks with a substantial mortgage loan portfolios
would have lower equity-to-asset ratios than other banks,

11 The very low capital ratios of the Texas REBs from 1988-1990 undoubtedly reflect losses incurred during
this perad.



ROBERT A. EISENBEIS, PAUL M. HORVITZ, AND REBEL A. COLE

282

‘|8AB| 50°0 BU) 18 JuBaybis A|[Eonsyels S| HHUBE ST JOYI0 PUE SHUBE SJEIST [E0Y SBX8 L JO) SUBBL &Y U) 80US)
‘[@Aa] 50'0 8ul 18 WwedyjuBls AIfEoRSIELS ST SYUBG 21B1ST 28l "S'N PUE SYUBQ eleiS] [eey SEXa | J0) SUBSL 8y} Uj BouSIeIp BUl 181 SejEalpy] ,
‘[@n8] G0'0 8L 12 weoyubis Ajeogsiers s| syueg Sexe ] JOUIQ PUB SHUEH SlEIST [E6Y SEXSL JOj SUBBUI BY) U] BOUSIAYIP BUL TBU) SOIEDIPY| |

“6L0FQVIE+L01 POVIH(EG-¥B61) '00FPOVILT0G0PQVIHT0BOFPYIHFOL0POYIE+390vAYIH+0807QVIE+050rQVIE+ Z20vOVIH020raY IH*
51 1POYIH+0LOFAVIY (£861-8461) swoou) Bugeied:0pErVIE BWO0U] 18N'012EQ40H ANb3 10212040 Slessy [#10) 'Suouaq ajqeLEA
“laAa] 60'0 aul e Juedyubis Ajreonspe)s S| syueg eyels3 [eay "S'M PUE DHUEG SEXaL JaUIO 10) SUBSLL AL U| 3UaIey|p SY) 1BL S8IBdipU] 4
"|eAB| SO'0 BU} 18 IUBOYUBIS AlfofSTE)S ST SYUEG BIEIST €0l 'S'M PUE HHUBE SEXS | JALHD 10 SUBSL 8U) U BIUBIBHIP BU] 1ELY SSIBIIPU) 4
‘|BAB| 500 BU) 12 Jueayubis Aeogsyeis 5| Sijueg sjelsT B8l ‘SN PUB SYUBE SEX8 | JSLR0 J0) SUBSLU BY) U]

eauslapyip ayl el sejeolpul

1P O} JeL SSlROpU] o

TE6L  LG6L g,068L B68L ST o560 5,221 ggltl | 9C0F ol68  vBE 606 | 666k
BE'ERB 9e'er m.wwh. 4] 1928 oo’k wﬂh.o vmo 3 860 86 omw 8 5 qm— 3 a9'8 ce6l
BYO8 VBB bTEE L0116 B0 B0 190 PO | ZLE  GEEB  g,8LL 5859 | L66L
5.8 B0L8 5,OV'68 2966 SL0  GIE0  Gl20 gp bl | 996 GOZB oGP g EY | O0B6L
[598 2088 $PE0 oz 8SF0L | LG50 690 oS00 gpylbE | S86  Gl28B g lEL o B0F | 6861
BV'L8 1858 yfP0B g LE00L | OL0 90 g SPO- o ESF- | 0S8 g2b'8  ¢yS8L oz @CE | BE6L
00L8  SZE8 o\ ZSHE L0686 050 950 890 5 88T | L6 VB 0L op,09'5 | LBEL
9518 GHOU8 o\ OLVE e ESYE SHO 850 gyBW0- opl60- | PEB BB 828 op 0L | 936
BEU8  0TI8 8876  90LE | 850 PS5O0 B0 p 00 | PLE OB LB o960 | S8GH
1988 €068 m.vﬂo.ﬂm 95°/8 490 (L=} gyI¥0 S0 816 al'8 #g_m lz'a 861
SE68 0968 [veR 9616 60 950  ,G6L0  960 | SL'6  GgE® 626 ST | EE6l
9188 £606  [SEB  EEVR 680 S0 gL LIS | V@6 28 496 2L | 286l
2958 G068 1228 eS8 SOl gMO B8t LV} | 206 €8 g,EE6 658 | |86l
TVEE 098 o, 0BL  B6U8 | 801 80 L2} S50 | 006 o2 VB ZLL | D86
8308 ol0Z8 5,008L 008 | SO G860 g8t b | €88 '8 898 B9L | 66
918 S8 o,0PBL  BLIB | €60 B0 o800 680 | 998 108 o608 LVEL | 66
oweg 008 oweg  JUER | oueg SRS eea DUV | oueg  JUOR eueg  JUCH

00 et 3 ejeisy el ejesgy 8jejs3

sn ey S%aL R sn pnl . TE SN oy L ey | A
Yo ‘sn 8gio sexa), J8yl0 ‘s p:llile} sexal BUl0 ‘N eyl sexa|

(¥Ou) Sjessy / swodu] sjassy / Aunb3

mﬂumum gc: 8yl hO 1881 8y} pue mmxm-—. _.‘_ﬁ er_.wn 18y]o pue s)ueq sieisa _.Wmh 10} SONje] SDUUIES PUB 8DEIBAS| JO suos|iedwo) g a|ge]




283

COMMERCIAL BANKS AND REAL ESTATE LENDING

EZPaVIH +0E2POYIH SUCISIAOLY 5507 'esUadi iSalSjUIUON

+ esuedh Jsaeju=ssuscig Bupmiedo'cs0raVIHES-YBEI) DYZRAVIH +L1ZPAVIH +SELPOVIH(ES-BLE 1 )asuadxg iselel) UON'SLOFOVIY

(£6-v061) '002QVI+08LPAVIH +081FAVIH+0LIFAYIY (£8-8,61) esuedx3 jsaigu) (8wcou| pue LOKPUOY |0 SHodel GH oy SUoQuIaQ elqeyEA
"JBAB] 50°0 8L 1e Weoyiubis A|[2oRs el S| SUEE GlEYST [y ') BUS SiUeq sexe ] Je 10} SLESW BLj Ui BIUBIBLIP 61 T8 SSIssipd] §
‘jene| 50°0 U Je ueoyiubis USIEIS 5| HUBE B{EIST [B6Y "M PUT HiUBE SEXa | JBLQ 10} SUBBL By} U} BIUBIBJIP SU 18U SSIRIIPU|
I/B2SHBIS 5| S{UBY B181ST B0y “S'() PUB SHiUEE 588 | JBUID 10) SUBSL BLY LI BIUBIGHIP SU} J2L) SSRPU|
er8] S0'0 SUL I Jueauuis AlI200SREIS S| SYUEE 'S M JOUIC PLIE SHUBG SIBIST [B8H) SEX8 | 10} SUBSLL BU Uy SOUBIBLIP SU} 1Y) S2JE0IRY| ¢

‘foda| S0°0 8yl 18 Weayubis AlfeopsEs S| SiUeq alels3 B3 ‘S'N PUR SYUEE S|EIST [Bal SEXa L Jo) SURSLU BY| U] S0UBIAHIP BL) 1EL SSIEDIPU| ,
‘[aA8] SO'0 U 18 Jueoyubiis AeonshiErs §) sYUBE SEXa | JAULO PUE HIUBE BJEIST (Re SEXE | 10} SUBBLU BU) U] BOUBISHID BU) 1BY) S8leDlpYl |

99% gbe¥ SW660 LBL0 E8%F  [LS¥ g, 0G8F gz 026G | BOGE  gOFPE g4BEOE gp 6L 9C | E6BE
BLE  o86S 982  (ES¥ 188F  OVBF g bGSh oy BE'LS | BSOF  (OB'6E ,E29E ¢ B2 IE | 266}
8Lr 869 08€ 29 B0LE  VEULE g 9E0F o VS0P | BEGF 056V ,89UF o BY'PY | L66L
W 659 oBLG pZE0L | LESE  IZWE o 8LUE o 69UF | EPES  88E5 L0l  €6'1S | 066k
B6C  BSP 856 B2 | OVOE  SOEE ,SY9E o LO0BF | LLBG  LETBS 4,068 g G'SS | 6B6H
89'F ESF o888l gy lO0E | 91'LE  0B'SE ¢y lO'BE o BB | 2E0S 2005 2815 gy SEVS | 886L
259 SE'S SYESWL o ERVE | PRUE  ISBE SWEIEY (lBSP | 9VEF  gWLLb o, 0025 EVES | LB6L
€06 02'9 SYEEYL 000l | 2LSE 9V'9E SOV LY pB00v | BO'IS  gBL0S 9428 gp YRS | 9B6L
F0B LS ¢ lE€6 606 \Z6C  ZCYE 0068  LEUE | LIPS 9625 BZES  69ES | 986l
EP'S  Q02F g.SKL 2ED ¥TIE  BLEE ,99LE ELZE | LEUS  92ES  (BE'SS  EWSS | vA6)
05y L6E  gp419 10'g B6'EE LIS FFOE oo BYLP | LE'SS €8PS 8025 (G905 | €86l
OFE LT g00F 092 08'62  ¥50E  209E  0£'22 | 9E'BS  BE09 ,GSES €99 | 286l
vz L2 gy lB2 pLIe €282  ¥992 Q0962  BYEZ | BEULS 808 o l¥ES  S895 | 1BEL
292 g¥6’L ¢, 08€ 98't YEBE  GlLLBE o, B9EE 1962 | BEOS  GPZOS ,S0'9¢  1€BS | 086
0L  g¥02  g,99F 9Lz PEVE  BSTLE o LLE LE'ZE | PE'SP  2P0S ,£90v 69y | 8L61
26T GFET 80P (ZE0 L¥iE  OIEE o, l0Wp  PEES | 82Wr  oSLBY 6288  VE'EE | 8.6

T T BT T T
‘sN |Bay sexa| Ieey ‘SN _NGIN sexa) _HUIW 8N _dmmw sexa) eoy iBe )
Jeyio sn JByio sexe| lsyio 5N E=l o) sexal B_Yio ‘s Byi0 sexa)

BLOdU] Buijeiad / SUCIS|AGId S50 IsemejuuoN | ewoou| bueiedg [ esuadxg 1sai8)u|

SBIEIS paiuN ou 10
1591 84} PUE SBXE | Ul SHUEQ JYI0 PUB SHUEQ S1BISA [B8) 10) ewoau) Bunsiedo o) sesusdxe jo sojjel pajos|es jo suosUedwoy ¢ 9jqeL




ROBERT A. EISENBEIS, PAUL M. HORVITZ, AND REBEL A. COLE

284

G261 040k 50801 JBWNSUGS 0081040 SUEDT [RO:0LY1030H

sUe0T S{PIST [BOLEE1 Z040H 42212040 (£6-VA61)'S812040H +£212401H 4721 2040H(EE-8.6}) SesTe’] puB sUET [E101:0820040H
+00E00DH +00900:0H +00F00-40H +0SE0040H +01000-0H §198SY PINbiT:ewo0u| pUB UOJpUS) jo spodey @Y WO SUCIUYS( BIGEUEA
“Jona] 50'0 OU 18 1UEOIUBIS A[EOiSRETs 5] SHUPE 8jejed 901 'S N PUE SHIUBH Sexe J8IQ) 10] sUEBLI BT U] SOUBIBIP B 18t SaIIpU] o

‘Jorg] 50'0 941 18 reoyubrs AEopsREls 8| SuURE S|RIST [E9H SN PUE DIUBE SEXSL JAR0 0} SUEBLU BY) Uf SOUBIBHIP BU} IS SHIEOIPUL o

“|8AB| SO'0 OUl 1& ueoubIs Alleonsels i syURg SlBIS (Y ST PUE SUB SEXO L JSLRO 1O} SUBSL B Ul BoUSIEHIP 8L} 1BLR SEEAIPU|

“Jane| S0'D OU} T2 JUeouBIS AIfEONSHE)S S| HHUPE S M JBUIO PUR SYUE GJEIST [EOY SEX8 | J0) SUBSL BU} | BOURIJIP 8L 1B SEISOIRU ¢

‘joA8] 50’0 BL3 1 WEOYIUBIS AjIEonsnels s) sYUBR ejEisa 28l 'S PUR SYUBR ETEIST [POL SEXB JO| SUBBLU AL U| B0URISYIP BUL JEU SEIBIPUI ,
‘Joe] SO0 8L 18 Weayuis AEogsyess s syUeq SEXS JOYID PUB SYUBE BIEIST [Bald SEXO 10} SUBSL L) U] BoUaIalip SU) 19U SEEaipul

FE  O5E o,JZ€  ISE | VB05  OV99 o lL0F 0P8 | €507 oILUE 4E6085 oI008 661
WE  9E€  BZE  YYE | PEEY o509 g lLBE /0G0 | LWL OVOE gf5US ¢ER0E 2661
IS8 VSE  OLE  BLE | SSO0S MUY g bE M g J0T0 | 090F  EIBC o FESS g T8LE 1861
POE  9GE  SLE  B9F | BONS  gIVBY g, l6TF o060 | L¥SP  GlSUT 9988 ITIE 0661
OLE  Z5E  golBE  80% | BELS  GSBE oylbGY opBE0 | LVSY  BYUE ol60S o,S€62 6361

BIE  oBVE  4SOP oS8 | BENS  GMWOL g 0BLb 0 0EB0 | 9Ly SUOT oSvEY o bSOE 8861
BSE ST g8l gpVBF | 0L0S  gWDL 018 o LLEQ | 0997 092 €SSk gy 9TV 861
QLT BB o488  o85F | G208 BOOL o lTES o OVLL | BLOP  (S0UZ g EEV gp $EVE | 096
0 SBE  o95% 28 | L0BS  olBOL gyl6'98 gpZESL | LOSP  GhLOE g 0L0V oo ¥E0Z | SE6L
Zih BT 88 BT | 9629 (BLOL 9995 gy BEGL | SLVP  BESE gySVOV g lE1E | ¥EGL
o0b OV o, #9F 985 | 201G 9899 LOEG op LLOL | €ZOP  BLEE g 0LFP g HLSE €861
66F 0% 0% OVE | SKIS 9S8 LOTlS 280 | Wb 81T (pESE  TCLE 2881
BLE  S9SE g8€F PP | 0026 9GS0 088k ELL | S0OF  GBETE ,Ol'BY  OGEC 1861
WE QB g VEE 99 | BO'ES L1869 o896F 81O | WEP  GIGEE oS80 EEES 0861
BOE ST o,OVE  S9E | VEUS 9958 oGS 0L99 | BELY 60T o05up (IETEE 661
B8 89T  4PEE 95T | BWUS (6589 2863 286G | B OVIE 6l'0h  LE8E .6l

S g Sled sjueg Sjueg Sjueg Siieg

Sjueg Sjueg sjurg Syueg sjueg
&N eLsy sava) apelsy 5N emisy oo 1 apesa ‘5N ams3 o 1 eEsg 1BaA
wwo ™8 ewo P | epo P amo P ewo TE o G
sn sexa) 'sn sexe) sn sexel
EEETRENe) 555807 pUB SUBC] [B10] §j85SY pINbl

€8)8]5 pellun 8yl JO 1881 U} pue SEXe |
U S{UEY J8LI0 PUB SYUE S[BISE [281 10| S)ESSE [B10) jo eBejusaied & Sk SoNRI UORISOLIOD UBO| PUE J6sSE Jo SUOSYEAWOY ¥ AIGEL




285

COMMERCIAL BANKS AND REAL ESTATE LENDING

5461040 SUB0T JBLUNSUC:00E | 040 SUBOT 2001 LQI0H

SLBO"] 18153 [B0H'C212040H +2212040H (E6-¥861)'5912040H +E2124DIH +22120404(E8-B.61 ) 88sraT pUe SUEO E101'0BE0A40H
+0060040H *+0080040H +00¥00-0H +0SE00-40H +0 100040 S1essy pinbiT:eLioou] pue Uogipuey jo skodeld Bl WY SUORIUYSQ BIgBLEA
“18A®] 500 By} jB ! 1S Al[EORSHELS 5| SUER BIEIST [RAY 'S’ PUE SHLIEQ SBXEL 18LM0 0} SUBBLL BU} U] BOURIBHIP eUl 1L SejEsipl|

‘18AB| 50°0 B} je ueoyubis Areopsyers s) SjUEg 88153 BOL "S'M PUB SYUBE SEXEL ISR SO} SUBBL B U] SOURIOHIP BLY 1B, SeIBaipU| o

“Ieael 50°0 oul 1e Jueayubls Aifeopsers s syueg elE1S3 [ESY 'S'(] PUB SYUBE SEX8 L IBLAC) IO} SUBBL BU) U] B0USIB}|p BY) 8L SBIBIjpU] ,

"IBAB| S0'0 BU 18 JuBdlubs Afeogspe;s 5| SYUER 'S'M JOYI0 PUE SHUEE SIEIST [ERY SEXBL 10} SUBBW BU) Ul BOUSIBYIP SU) 1BY SEIETIPU|

1oAS| S0'0 €Lk ye JuedyuBie Afeopspens st syUeg S|EIST [eeL 'S'M PUR SYUBE GIEIST [20Y SEXOL Jo} SUBSW OU) U] G0uSIOIp 6U} 1By, SBjealpu| z
‘1ens| 50°0 e e Jueoyubis Arecpsies s syuBg sexe | JeyI PUE SHUBE S1EIST [e8Y SEXS.L JO} SUBSL BU) U] BOUSIBY|P OU} JBY) SBIEdIpU| ¥

I06 €8 P08 168 | 086  BFZ 096 688 | OGEC o8E6F o 184l 9508 L
IZ68 998 oS ISB | PLE WL ELB  SOB | OEEZ  6EBF g,SLLL 18P 2661

EBB  g0Z6 oyELB  (9SB | BE0L g26L  (Z8O0F pEME | BLTE  6EBY g VbB gy SOLY 1661
BU'LL 866 BLE  SKOL | LOLL OB 6ROL BLE | GZT2 BB 4008l ¢,\600F 0861
ISEL GPLB  gplBO0L  GILL | BELL  GlE6  BFLL o006 | 0612 G8LBY o ¥SEL gp 6T LY 661
WL 866 gy#Se 26T | PTLL LB EFLE o\8LB | BELZ  (SEBY SHOZ gy 8h P 8861
OLL  SLB g SEVL @SVl | PTLL  GHBE o 96'L oLl | LLOZ  (9EBY  @B0F o, 80P 1861
LEEE 9B 480'SL ooSLGL | BYLL GZLOL £88 080k | BFEL 058P o 6H0T pp 89S 9861
1921 g gollll 099L | 62T GISOL BEPL  (bPLL | ZOBF  BEEY 80 oy l0OY 5861

BUEL  SEOL 678l g 896 | BEZL BBl 08Pl (SLLL | 6LL  BSUV  8ELL ¢ l6SY ve61
E22L g gy ¥OLL o PELL | BE'LL  GSO0L 02l L8 | SELL £150°S% €861
902k gll'8  g2LBL (LB | LKBL S4B ,91hL 290) | 012l £1864% 2861

VULl 9L gylSUL  BEB | OB  GEDL g L'SH  SOEL | EELL 198y 1861
2L GMB9  gyB2SL B85 | SEBL  BSLL [, 981 /8L | 8Bl £ 28Sr | 098l
SULL 898 gu0FPL SO | LBGL  SVEL o, /98L 9672 | LOBL ey | 66l

OLIL 189 gy lfL LB | 9E'9L 0SBl o €6l 2901 | SOBL £, 89EF 8.6}

omeg o8 sueg o0 | oueg o8 gueg D098 | gueg o~
e ajeis3 oels3y i elEls3 ejes3 et 253
sn Sexal SN SEexe) SN iBaA
sgo P egg M | ghs R g el | o [eay
SN sexs) '§N sexe] sexs )
SUBGT [EUISNpU] PUE [BRIBWILIGT. SUBG" JBWNSUOD sueo| ojelsy [eay

S8iElg pajln 8yl jo j5a) 8y) pue Sexe] U] sjueq
1aUy)o puE syueq B)e}Sa (B8l IO} S}asSE [0} jo ebEjuscied B se sojje) uolSCdWOD UBC| pUE jJesSE jo suospedwo (penuiuog) p elqeL




ROBERT A. EISENBEIS, PAUL M. HORVITZ, AND REBEL A. COLE

286

05120304 aveea |

166 POSORBICA 'SL | NOOH ST Jusuidolarag pUT) puB UDYINIISUOD0BY LNODH sabeBLop [21UBPISAILON LWUBUON ‘02¥ LNOOE sebefLon
puBjuLEBY 09F L NOOH R '0EFINODH W § :8UI00U| pUE LORIPUDY jO SUedey gH4 WO SUORILYS( 8|gBLBA
‘JoAs] 50°0 au} 18 JUBSIUB[s Aijeansners i syueg ejmis3 [@ed 'S’ PUB SHIUBG 58X8 L 18YI0 10} SUBALW AU | 93UB.8L(P 8L 181 SaIEapU)

“(o48] 50°0 8yl 18 Jueoubls ABonsnEIS 51 sYUBg S1BIST (Bl SN PUB SHUBY SEX JAU(Q) 10} SUBSLI SU U BOUBIBHIN B JBLY SSIBIIPUI o

‘18AB} 0°0 8U) & uBaubie Aeogsyens 5| siueg se1sT [28Y 'S’ PUE HiUeE SEXS | JALID J0} SUBBLI 8L} Ul BIUBIBHIR BU} 1L SaIEOPY

“[ane] §0°0 8L 12 JuBoUB|s Alleonsels S| SYUBE ‘SN 1BUIO PUE SYUBE S1eNsS (Al SEXS | Jo) SUBSL 6L} U] S0UBIGHIR B 19U S218alpUl o

‘[@ng| 50'0 9u} 18 JuBdyBis AlieolisEels 5| SYURg B121ST [BBY SN PUB S{UBY B)EIST (B8l SEXE 0] SUBSL BLY Uj BOURIIYP BUL 8L SBIBTIPUI
“jaAs| 500 BLR 1B Jwesyubis Ajeonsiiels S| syueg sexa | I8yl PUB HiUBE B1E15T (B8l SEXO L J0j SUBSLU BU) U) 83UBISHIP BU) JBL) SSIEDIPL] |

TEE 002 Pt opiSL0 | BF0 81 0G0 v i | €991 8002 o082 2088 |  CeAk
BUE  0B6L  gf2L 80 | OO0 Bl S0 o bEL | 052 o602 o800 o 68PE | 266
WE DU odTL SEL | WO SEL 80 00 | BZBL  G0UE g8l 0808 | 1661
ST Il gySTH 8L | BED  ghZ  OFD o480 | 80T GISUE ¢,8LL 29T | 066l
B9 85l STL L | 80 BNL 0 g8 | SLUL LUZ g0V 6981 | 6961
667 891 071 0L | SED gl 80 QYL G8UZ ,0E8 o EFBL | 0061
L6259l oS0 5050 | BED  GlEL  g9¥0 BULE 0082 gy l88 gp EBLL | £B6L
YOZ GG 4S80 o860 | L8O  OF) g lS0 IG0L  SBUE FBL ppyBELL | 9BEL
LB g1 80 690 | YED @ g bbO EE0L  (BLBT oof¥L ppb¥Ll | SB6L
SIL B gBL0 B0 | EE0 0Bl g,SP0 020}  (GVBE 4S50 py[SOL |  PEBL
8L 6L gSL0 660 | OED el LIED 000 9262 o4ES'S ¢pELSL |  COBL
091 20T 4890 ;600 | 8T0 grl  ,$EO LODF LB oS ,820v | 286l
Bl oEE  g0L0 (000 | 920  #BO0 4,120 1901 GIZIE g,26F  6¥EE |  L86L
W02 pLZ 4260 2,200 | 820 HLO ¢BLO BOLL  gLZE o 8EW  06BZ | 0861
92T LGCE o801 950 | 820 990 ool1D UL IE o, 0F  (LB0E | BIBL
SrZ  GZE  oBT) 0900 | LED 2D oy8h0 021k FEOE g,lz¥  OZBL | 8l6L

S{0Eg syueg T e
Thel emea  ghot  emEsa sy s ED ems3 |
1BoL el eeH L jeey o
Buyo sn WU gorg L 1BYl0 i IET o)
| sabebjopy puejuEy |

SBIEIS peluf &) Jo 15ai 8u) pue Sexe ]
Ul $}UEQ 1810 PUB SH{UEQ 2JBISA [EA. 10j SjassE [elo) jo aiejuaniad e Se soljel 1a5se 2jeise [eel peros|es jo suosurdwoD ‘g ajqeL




287

COMMERCIAL BANKS AND REAL ESTATE LENDING

0512040 sigis3

[eeY Pasopaiod 'S1¥INODH SuBo] Q puen pue 2087 LNOOH sebEBLOy [2guepisaIUON ULBIUON ‘02 INODH Sebebuop
pugjuLES ‘08P INOOH sefeSpop Ajureiiny '0er INOOH seBebLopy [ejuspISa (8LW00U| PUE LOWIPLOY JO SLiode GH- WY SUOIULEQ S|qEUEA
"IaA2] S50°0 eu e Jueayiulis AfeofsHEls S| SUEg Blels]) BB SN PUR SHUBQ SEXa ) JALR0 10} SUBALU BU) Uj 8duaiey|p 6L Jel) SeiEipU| o

"[BA8| S0°0 By} 18 JuouUBis Ajleonsels S| HIUBE BIEIST [20H 'S PUR S{UBE SEXA L JOLIO 0} SUBSLU By} U] BoUBIBJID 6L 18U SABOPU]

"lene] S0°0 ey} e jueoyuis Ajecnsers S) Hiueg BlEIST [89H SN PUT SYUBR SBX L JAUI0 JO} SUBSLU BU} U] BIUBIAHIP BUL BLL SSTEIPU] ,

86| GO0 841 Je ueoyubis AijeonsnEs | SIUeE "S'M JELIQ PUE SHUEG BIE}ST [BAY3 SEXE | J0} SURSL BU) U] 83URIBJIP S} JBL) SeIEdipU

"16AB) §0°0 8 Je ueoyuBis AEolsyEls S| Diueg ejEIST [ESH 'S PUE SYURE BIEIST [EOY SEX8 | JO} SUBSLL Bl Ut SIUSISLIP BU) JEU) SeEdipU|
“JaAB| S0'0 BL Je Juedyiubis AJEo)SIRIS 51 SHUBE SEXA L Y0 PUE B SIEIST (@9l SEXS L J0) SUBBW By} | BOUSIBHIP BU} JBL SSIBOIPU| |

S0 L0 4050 gyZ0F | BLL Q0B o VBT 5 ECE BAS  GLLPl 4809 4,096 | E66l
BED 80l gy260 ppSER SEL Z9E B 59T 89S gBFYL 5,819 oBOSL | 266L
SPO  Gl0'b  gybEh ;g 9B 2L 0P (BLL 09T 088  SOWL 818 o pOLL | L8BL
OF0 B0 gobSL o bTS BEL M8 8T o 20E L85 SSEL g, #E'9 o 60CL | 066L
BYO 590 gy 0L') ;598 BYL B 8% o IO 61'S  BIEL g,59'9 59l | 686l
€50 G890  408'L ;559 SPL LY gyBL'L €00 €06 LTl 689 o ELGL | 8861
150 g0 B gy BEY Wl gh8Y g8 g SOL 18 BETE gyl€L gy @PSL | 86k
BS0 620 (6D 5,582 Ol S gZVE 686 89Y 8Ll o L6 oo ELYL | 9861
050  gBLD  L0S0 280 BBl 026 g SEP g lOEL ¥y 90L ,6¥'9 a6L
BEQ P80 g,920  9¥0 6ZL 095 o yEWP o 8SFL 007 g6 g, le'S 861
EE0  oI80 640 090 | Ll 0P QL gy SLEL IBE  £T6  g,08Y £86!
620 ol80 5,210 0g0 o't gP0E €92 (-2 4 08'E (E6'8 JOLE 2861
640 VB0 g4E10 S0 :[1 81 el 012 €50 6 058 o EEE [3:1:1%
o =181} ct’0 2E0 L AL g2l et ey gB9°L g EFE 0861
gro g9k’ 0 ¥io 0ro 0E’L g50e S0E2 loe 2 ghEL  gylSE 646}
Lo gFL'0 gSH0 gz 000 9e'L SET M SO¥E k< oSt'L oy ES'E 861

L I, Syueg syueg sjueg
IO omel WD e m WD W oM W e
wgo  ISh sewo D | weao TN seuwo BYO  gn  feulo
BJe}S [EeY pesojoeiod SUE0T JUsWdo[@ASQ pUET] pUE UORINIISUOD | O} [ERUBPISBILON ULEJUON

81815 PalUN U] J0 158] BU] PUB SEX8 L U] s%ued
Jayjo pue SYUEq 81E}S B 10} SjesSE [elo) jo abelusoied & sE Sojel Jasse Sjejse [2al PaJIB|es o Suosedwog) (penuguo) °g ejqe]




288 ROBERT A. EISENBEIS, PAUL M. HORVITZ, AND REBEL A. COLE

unlikely to suffice. The non-interest expenses of the United States REBs are about equal to
those of the non-REBs. The last panel of table 3 clearly shows that differences in the expense
to income ratio are also rooted in differences in asset quality. The ratios of loan-loss
provisions to operating income are significant from both a statistical and economic perspec-
tive. For Texas REBS, these ratios are more than four times greater than those for non-Texas
REBS in each year 1987-1989. For Texas non REBs, these ratios are more than double those
for non-Texas non-REBs in each of these same years.

Table 4 shows the composition of assets for the four groups of banks. What is clear from
this table is that REBs, both in Texas and the rest of the United States, hold significantly
higher portions of their assets in the form of loans and significantly lower portions in the
form of liquid assets than do other banks. Typical loan-to-asset ratios for REBs are in the
60%-70% range, whereas those for other banks are around 50%. This would seem to suggest
that REBs in general hold riskier portfolios than other banks.

‘The remaining panels of table 4 allow us to analyze this finding further by breaking down
the loan-to-asset ratio into its three major component parts: real-estate loans, consumer loans,
and commercial and industrial (C&J) loans. Not surprising is the fact that REBs have far
more real estate loans as a percentage of assets than other banks, since this is the basis upon
which banks qualify as real-estate specialists. It is worth noting that in each year analyzed,
REBs hold at least twice the percentage of assets in real estate than do non-REBs for both
the Texas and non-Texas samples.

Additional evidence of riskiness is found in the C&I loan data of table 4. C&I loans
comprise a substantially smaller percentage of assets of the Texas REBs than of the
non-REBs until 1985, After that, the Texas REBs held C&I portfolios about equal, as a
percentage of total assets, to those of the Texas non-REBs. For the rest of the United States,
REBs consistently hold relatively fewer C&I loans than do non-REBs. Put another way,
except for the 1978-1982 period when there were very few REBs in Texas, REBs in Texas
hold C&I asset propottions that substantially exceed those of United States REBs. This
suggests that Texas REBs were riskier than their counterparts in the rest of the United States.
Their real estate lending was not just an allocation of loans, but represented an unusually
large part of larger-than-normal loan portfolios.

Tahle 5 provides even more convincing evidence on the relative riskiness of banks in
Texas versus the rest of the United States. In this table, the real estate loan portfolio is broken
down into six component paris: residential mortgages, multifamily mortgages, farmland
mortgages, non-farm nonresidential mortgages, loans for construction and land develop-
ment, and foreclosed real estate. From 1983-1991, Texas REBs hold a substantially lower
percentage of assets in the form of residential mortgages than do United States REBs. During
the important 1984-1989 period, for example, 1-4 family mortgages comprised between 17
and 19 percent of total assets for the Texas REBs, while these loans represented 27-29 percent
of the assets of United States REBs. During the 1990s the importance of 1-4 family loans
increased in the portfolios of the Texas REBs to the same levels found in the portfolios of
United States REBs. Other Texas banks hold sut ially lower p ages throughout
the entire 1978-1993 period.

12 The growth of securitized markets may also make these real cstate loans more liquid than other traditional
hank assets, lowering the need (o hold Treasury obligations and other assets for liquidity purposes.
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There are not economically significant differences between the Texas and the United
States banks holdings of multifamily (apartment) loans, or of loans secured by farmland.
The holdings of the Texas REBs were actually slightly below the national figures for REBs.
The key differences in Texas and United States banks are found in the two categories of
mortgage lending generally believed to involve the greatest risk: non-farm nonresidential
mortgages, and loans for construction and land development. " n both of these categories,
the involvement of the Texas REBs was significantly greater that of the REBs outside of
Texas, From 1983 on, the Texas REBs averaged about 22% of their total assets invested in
these two types of commeicial real estate loans, whereas the comparable figure for the banks
outside Texas was about 17%. During the critical years 1983-1986 preceding the crash of
Texas real estate values, Texas REBs reported more than 12% of their assets as loans for
construction and land development, almost triple the amount reported by REBs in the rest
of the United States. Other Texas banks also reported construction loan investments
approximately three times as large at their counterparts in the rest of the United States,
evidence of the generally higher level of risk-taking by Texas bankers.

Because of the riskier portfolios and the Texas real estate collapse, holdings of foreclosed
real estate also were much greater for the Texas banks than for the other United States banks.
From 1983 on, the United States real estate banks had foreclosed real estate assets that only
varied between (0.65% and 1.07% of total assets. Texas REBs, which consistently had lower
foreclosed assets than the United States banks in each year from 1978 to 1984, experienced
a substantial increase in foreclosures during the mid-1980s. These holdings amounted to
more than 4% of assets in each year from 1987 to 1991, and increased substantially after
1987. This is more than three years after the construction and land development loans had
peaked and then begun their significant decline. Moreover, accounting and reporting rules
require banks to write assets down to appraised value at the time of foreclosure, so the original
loan values of the foreclosed assets almost certainly were higher than those reported in
table 5. The high levels of loan loss provisions reported in table 3 support this notion.

ILis interesting to compare the foreclosed asset ratios of the REBs with those of non-REBs.
For United States banks, foreclosed real estate assets, as a percentage of foral real estate
assefs, were consistently lower for the REBs than for the non-REBs. 4 The typical figure
for the REBs during the mid-1980s was about 1.7%, as compared with an average of over
3% for the non-REBs. This is consistent with the findings of Eisenbeis and Kwast¥4that
REBs tend to be more conservative and less risky than non-REBs. The comparison goes the
other way in Texas. From 1987-1991, the Texas REBs held foreclosed real estate assets
equal to about 11% of total real estate assets, as compared with about 7% for the non-REBs.

As a result of all these factors, it is not surprising that the earnings performance of the
Texas REBs during the 1980s was abysmal. While Eisenbeis and Kwast found little
difference in the profitability of REBs and non-REBs and this general pattern continued,
with some exceptions, in the 1988-1993 period as well. In Texas, however, the differences
were very large. The 1980s were a difficult period for all Texas banks, Texas banks had

13 Numerous studies have di d the ionship between real estate asset concentrations
and thrift failure.

14 Foreclosed real estate loans as a percentage of loans are not detailed in the tables. Rather the numbers
arise from separate computations and are available upon request.
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losses in 1986, 1987, 1988 and 1989. The losses of the Texas REBs were very much larger
than those of the non-REBs. A bank that starts out with reasonable capital can survive a few
years of losses equal to 50 or 60 basis points on assets. Banks cannot survive multiple years
of losses of greater than 2% of assets, and that was the experience of many of the Texas
REBs.

4. Summary and Conclusions

Thrift institutions specializing in mortgage lending are playing a declining role in the United
States financial system. The demand for mortgage financing is still, and will continue to be,
a major factor in financial markets. It has been noted that commercial banks have expanded
their participation in mortgage lending in recent years. Earlier work by Eisenbeis and Kwast
suggests that commercial banks can specialize in this activity safely, and can move into and
out of this role as market conditions dictate. This paper examines the experience of Texas
REBSs to see whether the general conclusion of Eisenbeis and Kwast holds up in this very
difficult market.

Our results show that Texas REBs performed very poorly during the 1980s and early
1990s, because the Texas REBs were clearly different from the majority of the banks
classified as REBs in the rest of the country. While the REBs in the rest of the country
emphasized relatively safe single-family mortgage loans, the Texas banks with a heavy
involvement in real estate lending put substantial assets inte much riskier construction and
development loans, and in loans on commercial property, such as office buildings, hotels
and shopping centers. In a poor real estate market, these loans performed very poorly.

Our analysis of the reasons for the poor performance of the Texas REBs indicates that the
Texas experience is not a basis for rejecting the view that the commercial bank industry can
safely replace the declining thrift industry as a major source of residential mortgage
financing.
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