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SUMHARY

In arguing for the disclosure of amounts of nonperforming
loang, rthe SEC contends that thisz information will improve the ability
nf investors te predict bank net loan losses, =nd hence the future
level of bank earnings. With data on nonperforming loans, as defined
by SEC, being unavailable, Federal Reserve staff have conducted studies
vglng classified loans (as determined by bank examiners) as a proxy
for nonperforming loans in a scatiatical mndﬁl far predicting net

n
loan losses. These studies show use of classified loans does not

Amprove predictions over thoze obtained uzing available public infor-

maticn em past net loan losses. Slnce nonperforming loans, as defined

by SEGC, likely would reflect far wider errors in the measurement of

the risk characteristics of a bank's loans portfolic than classified
loans, because of both judgmental and conceptval differences poverning
the compasition of these aggragates, we conclude that reporting each
bank's total of nonperforming leans would mot only fail to improve the

abllity of investors to predict future loan losses or bank earnings

but could prove misleading for the purpose of making such estimates.
Introduction

The SEC has argued that disclosing the zmounts of outstanding
banie honperforming loans will result in investors being able to make

Mmore accurate predictions of future net loan losses (and hence bank
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Exlsting evidence on the relationship betwaen one vear's

prefics).
g o A

level af clzssified loans (which is likely to provide a much more
i

reliable indicator of loan risk than the SEC's proposed category of
— s A ‘m—

nonperforming loans) and the following year’s level of nek lean losses,

givea no Iindication that improved forecasts are reallzed aver and
—r— - e ilalrem—

above those already possible with existing publicly available data om

past net loan losses,
-——""-1

p—1

The volume of loan loss in one year is indeed significantly
carrelated with teotal classified lpans of the preceding year, but an
almoast identiczl correlation also is found between the current volume

of loan loss and losses for the previcus year. 4nd in a2 second study

which directly tests the informational wvalue of benk classified loans
data for predicting fuoture net loan losses, Lt was found that models
including these confidential date do not predict loan losses any

better than models using only the (publicly available) data on loan

losses of the preceding vyear. 1In the nine cases tested (for three

differenc assec size elasses of banks), about half of the time the

addition of clasaified losn data led to slightly more accurate

et loan loss predictiens, but in the other half J
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the predictions were slightly worse using the classified information.
Overall, it was found that disclosure of classifiaed |ganszdata had a
largely neutral effect in the model's ability to generzte more accurate
net loan loss predictloms., The cosmon sense reason behind this result

ts that the previous pericd's level cof net loan lozses {publicly available)
is iteelf very highly correlated with the previcus period's level of
total classified leans. Statistically speaking, these two variables

have almost the game Information content,

The above results are baneﬂ on two studies. One of the studies,

undertaken for this memo, uses tlwe=gerles data on nine large New York City

(AEE 2 gToup)
banks/aobserved over the period 1962-1974. The other 1ls a erosg=sectlon

analysis of 50! baonks observed pver l972=1974. 5till other studias,
T e i - —

although not concerned with the accuracy of loan loss predictions using

both publicly availilable and confidential bank data, indicate that loan
losses a5 & percentage of total classlfied loans varles considerabkly over
time for a single bank, As well, ir i{s found that these charge-off
ratios azre quite differert between banks even for the same time period.
These additional results indicate that ratios of net loan losses to
either total loans or all classified loans are probably not stable

encugh to yield very accurate predictions of future loan losses.
‘Indeed, this presumption 1s borne sut in the smalysis undertaken for

1f

this memo and ir presented below.=

1/ a1 studies, except the one undertaken for this memo, are briefly
Sumcarized in the Appendix., Time constraints prevented us from
Performing statistical analysis on individual bank data, Aggregatians
of banks were used and so refer to the "average" relationship for the
banks which comprise the total.
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411 studies cited in the text and the Appendix are concernad
with the usefuloess of classified loans as a predictor of net loan
losses, DBacause of substantial conceptusa! and sublective differences
between the Jeterminants of claseified loans and the SEC's proposed

measure of nonperforming leans, ponperforming lozns would not be

p——

expected to demonstrate anything approaching the predictive value of

¢lassified loans for estimating future losn losses and in fact they

-

1ikely could prave misleadiqs.

Classified loans focus excluosively om the risk attributes
af the loans portfolia, They are compiled in sccordance with gensral
standards unlfotmly agreed te among the three Federal supervisary
agencies by experlenced examinars who have been specially trained
for making these determinations. Wonperforming loans, on the other
hand, are an aggregate of diverse components, which da not relate
exclusjvely to the risk components of the peortfolio (e.g., they
include paat due loans) and which in part are subject to the effects
of wide differences in judgmental and pelicy influences on the amounts

reported, from bank to bank z2nd from reporting period to reporting

period within a bank. /
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Two 5pecific Studies

A. Time-Series Study Using Datsz on Nine Lerge New York
Banks, 1962-1974,

Using data on an aggregate of nine large New York City hanks,E
. 2
the correlation coefficlent (R) between one year's level of net loan
laszes (gross loan losses minus recoveries) and the previous year's

3/

level of total classifled loans waz .64.~ If no other information were
available ro investers, then Indeed digclosure of bank levels of -
total classified lcana would clearly be of some use in helping the
public more accurately predict net loan logsses, and hence lead to

more accurate Forecasts of bank after tax income and profita.

Other information, howewvar, doeg exist snd, since 1972, has

been avallakle to investors and the general public. This informatiom
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concerns data on past net lean lozaea, The R? between one year's lewel
of net loan lomses (publicly available) and net loan losses for the
following yesr was .65 for the same aet of nine New York banks,  Scatter

&f

diagrems of these two regressions are displayed belaw in Graph A.

Ef Bank of New York, Bankers Trust, Chase Manhattan, Chemical Bank,
Citibank, Irving Trust, Manufacturers Hanover, Marine Midland-N.¥., -
Morgan Guaranty,

§f1*Tntal classiffed loans are here composed of thoss loans classified .
aa being loss, doubtful, and substandard, -

4/ ae indicared in the scatter diagrams, there is mich less than a perfect
fit between the variables specifisd, partizularly in the 1970%s when
net loan losses were highast, BSince the R¢'s are around .65, there is
6till 35 per cent of the variation in {future) net loan losses which
1s left unexplained in either of the cases shown,




X GRAPH 4

Display of Regreasions Using Past Losn Losses and Total
Classified Loans as ""Predictors" of Future Net Loan Losaes
{in millicns of dollars)
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Each point gbove refers to a different year. Figures for the 1%70's, beilng larger, are to the
right, The reasom why past public data on net loan losses gives the same rTesults as using
past data on total clessified loans is that these two varisbles contaln (statistically

speaking) much the same information. The RZ between (Net Loan Losses} 1 and
({Total Classified Luaua}t_l was .92 . t-
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In terms of correlation values (R }, publicly available data does just
as well as a "predictor' of future net loan losses as dees presently

undisclosed data on classified loans. This conclusion also holds
A —

for all Federal Reserve member banks, Using data on all member banks

over 12635-19¥2, public information op past levels of net loan losses

gave én R® of .54 while & regression using data on total classified

loane resulted in a slightly lower R2 of .46 when net loan losses

of the fnl1-::-1'..:i_rlg__',E,;_j,z;_g_h,gm.g_:n;g;ll;g‘__tE:n".T.:l If disclosure of classified 1

information does not appear te lmprove an iavestor's ability ro predict

laan losses and can (as sﬁggested in the Board's comments rte the SEC)
paszibly mislead depositors or large CD holders as te the viability of
& bank, leading to & depositor run or a penalty tiering of CD retes

ageinst the bank, there would seem to be little net benefit te the
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digelosure of thiz informatiom.

Table A {(belaw) presents the Rza abtained for nine large
New York bankas (as a total) whep different regressions of loan losses
ta past classified loans and loan losses to past losses are specified,
The data are yearly observations over 1962-1974. Using publicly
available data on Ipan losses alone, regresszions (1} and (2) yield st
between ,65 and .16, depending upon whether ome uses one year's data
on net loan loss levels or ratios to "predict™ this level or ratio in

the” following year. The low R2 for the rario results indicate that there

1s substantial fluctuation in net loan loss retios from year to yezar;

otherwise one year's ratio would be highly correlated with the ratio
value of the previcus yeer.
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Using one year's classified loan data in ratio form to explain

the pnext year's loan leas ratic yield results vhich are either; just

as bad (using tatal classified leans in regression (6) R2

R; = .33); or markedly

= _18): some=-

what better (using doubtful classified loans in (7)

2
woree (using substandsrd losns {B) giving an R = .07), It {3 clear that

either publicly available or classified loan data in one yvear is weakly
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related to the following year's data when rtatins are used. Oanly in one
regresslon (out of four) i3 the unexplained variation less than BO per
cent.

More favorable results are chtained when one year's rotal
rlassified loan level 1= relared to the net loan leoss level in the
following year. As was reported abowve, the Rz here wasz .64 {regressicm
(3¥). The Rz using douhtful classified loans is somewhat better st .72
but using the substandard category reduces the Rz to .57 {regressions
(&) and (53)). Howewver, aé geen In regression {1}, usze of publicly
available date alone yields almest identical correlation results.

B. Cross-Seccfon Study on 501 Banks, 1972-1974.

Ie this Board study, two types of loan loss prediction'mndela

~were developed, One used only publicly available informztion on past

net loan losses, the other used this i{nformation and augmented it with

data on bank clasgified loans, In about one-half of the nipne cases
Sl ——— A ———

tegted over 1972-74, the addition of claasified loan information led

te slightly worse predictlons of Futurs net locan losses. The othar half

— A
of the cases ylelded slightly more accurate loan loss 5:r1.-|.=.ldia.'.'.'t:i:u::ut:;s.:i‘Ir
— ik,

This result, vbtained from large c¢ross-sections of banks divided

inte three asset size classes (501 banks tuﬁhl), is in accord with the
time-series correlation results for the group of nine large New York banks

Presentad above. Diselosure of clzesified loans to

3/ Wren loan loss levels were being predicted, five cases were marginally
worae, When the ratio of net loan losses to total loans was being
predicted, four cases were marginally poorer.

ﬁEﬂDfH i
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shareholders, overall, is seen to have a largely neutral effect om the
gecuracy of predictfions of future net loan losses even when large numbers
of banks are used in the enelysls. Az such, the above conclusions are
apparently not limited te just nine large Wew Yerk banks but appear

to have general validity. The three asset size classes distinguished

in the large study were: essets 3L blllion or larger (65 banks); banks
with agsset sizes between $500 wmillion and $1 billion (63 banks); and
banks with assets values between 5100 and %500 million (373 banks).

This study 1s summarized in the Appendix {(#3}.

Qualification

The conclusions expressed above represent the best judgments

possible from the evidence. MNevertheless, some gualifications are in
arder. For exsople, exact data on nonperforming loans as defined by the
SEC are not available snd hence it is not possible te fully confirm the
judgment that this data would be less satisfactory than clazssified
lean data for predicting loan lusses; Furthermore, mo CLEsts WELE

performed on time 2eries data for individual banks and it is not

possible to completely rule out the possibility that classified loan
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- data nrlnnnparforming loan dsta could have, in some cases, predictive
value for certaln individual banks. Finally, the tests performed did
not encompess 81l possible statisticel relationships and, as such,

it i at leasi possible that some other model (for example, a modal
involving nonlinear equation forms or other explanatory varisbles)

could give different results,

The Appendix

Three studies are summarized in the Appendix. Only the third

gtudy was discussed in any detail in the text since thig was the only

previously existing paper which contrgsted the predictive accuracy of

publicly avallable and confidential data, The other studies

only relate net loan lesses to classified loan dare alone,

The Appendix &lsa presents three ratios for nine large New

York banks (as a total) over 1961-1974, The raticsz themselves are

gshown in Table B and are graphically displayed as Iindex nurbers in

Graph B (showing percentage chanpges year to year). The ratios are:

1, Loans claseified doubtdul/total clagsified loana

2, Gross loin losses/total classified lcana

3. HNet loan losses/total classifled loans
{The SEC was given information on the last two ratics in index numbar
form for their intarnal use.) The ratios show conaiderable percentape
Ratiovs for four individual banks {three

variation from year to year.

from New York, one from California) sre showm in Table C. Thay also

show wide variation over time.
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