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Is lending to nonbanks posing a systemic risk? We take a closer look at which
bank characteristics correlate with NBFI specialization.
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parts of 2022-2023 when rising interest rates slowed new loan issuance.

Diversification spreads risk but may reduce close relationships with borrowers. So, does this special-
ization pose a systemic risk to the banking industry? That depends on which banks specialize their NBFI
lending. In this, the second of two articles on this subject, we examine which bank characteristics cor-
relate with NBFI lending. Doing so helps us ascertain the systemic risk posed by specialized lending to
NBFls.

For both articles, we analyzed confidential loan-level data from the FR Y-14Q regulatory reports, which
provide detailed information on the lending activities of medium and large U.S. banks. Because these
institutions account for most of the credit extended to NBFIs, our sample captures the essential features
of this market. We classify NBFls into 11 types based on industry codes, ranging from broker-dealers and
insurance companies to private-credit funds and mortgage firms.! We then measure how concentrated
each bank's NBFI portfolio is across these types. This allows us to quantify the degree of specialization
for each bank and to compare banks across the financial system.
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to NBFls might not be completely transparent in the data because we focus on direct loan commitments
between banks and NBFIs.

NBFI Lending and Specialization

To understand the systemic risk posed by specialization, we need to look at both the amount of money

a bank is lending to its Top NBFI type and the total amount of money it's lending to all NBFls relative to
total lending. When we do this, we observe a (somewhat nonlinear) negative relationship between NBFI
specialization and the ratio of NBFI loans to total loans (Figure 1).2 This implies that for banks in which the
NBFI loan portfolio is more specialized, the size of NBFI lending relative to total lending is smaller. For
example, banks with a ratio of 5 percent have an excess specialization well above 35 percent, but banks
with a ratio of 10 percent have an excess specialization just above 20 percent. However, this relationship
is nonlinear: For banks with a ratio of 18 percent (which is the high end of the spectrum of ratios in our
sample), excess specialization is back up to almost 30 percent.

Size and Specialization

Bank size is one of the most robust predictors of specialization. Within our sample of relatively large
banks, bank size is negatively correlated with excess specialization (Figure 2) and NBFI lending con-
centration (Figure 3).2 This is consistent with other research that has looked at other areas of bank di-
versification and bank size. Large banks tend to maintain more diversified loan portfolios, both across
industries and geographically. Economies of scale, access to broader funding markets, and the need to
comply with complex regulatory frameworks encourage large banks to spread their exposure rather than
concentrating on a single type of borrower. Smaller banks, by contrast, often benefit from specialization.
Their limited scale and local focus create incentives to develop deep knowledge of only certain borrow-
ers or industries. Relatively small banks often specialize in lending to specific types of NBFls, such as
mortgage companies, leasing firms, and insurance brokers. In doing so, they can use their accumulated
expertise to manage the associated credit risk.

Because larger banks also tend to be geographically diversified (that is, with a presence across many
geographic markets), there is likely a positive correlation between banks that are geographically diverse
and banks that lend to diverse NBFlIs.
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FIGURE 2

Excess Specialization for Top NBFI
Type, by Bank Size, 20142024
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Data Source: Federal Reserve Capital Assessments and Stress Testing
(FR Y-14Q) Reports and authors' calculations

Note: "Excess specialization Top NBFI" refers to excess specializa-
tion for the NBFI type with the largest share of lending within each
bank portfolio. Banks are sorted by assets and placed into 10 bins
(Cattaneo et al. [2024]). Each dot corresponds to a bin-specialization
measure pair after controlling for time and NBFI-type fixed effects.

FIGURE 3

Excess Specialization as Measured
by NBFI Type Concentration, by
Bank Size (Herfindahl-Hirschman
Index), 20142024
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Data Source: Federal Reserve Capital Assessments and Stress Testing
(FR Y-14Q) Reports and authors' calculations

Note: "Bank NBFI type concentration" refers to the sum of the lending
share to each NBFI type squared (like a Herfindahl-Hirschman Index
[HHI]). Banks are sorted by assets and placed into 10 bins (Cattaneo et
al. [2024]). Each dot corresponds to a bin-specialization measure pair
after controlling for time and NBFI-type fixed effects.

Specialization and Asset-Side Concentration

A bank's mix of assets influences how specialized it can afford to be. We measure the extent of asset-side

concentration by calculating total loans, including loans to NBFls, as a share of total assets (the loan-to-

asset ratio). We find that those banks with a larger loan-to-asset ratio also lend to a more diversified array

of NBFIs (Figure 4). This evidence suggests a nuanced relationship: Banks with a more diversified total

asset portfolio—for example, banks with significant securities holdings or noninterest income—tend to

exhibit greater specialization within their loan books. Perhaps diversification across asset classes allows

a bank to accept more concentration risk from NBFI lending. Or maybe some banks choose a more

"liquid" balance sheet so they can concentrate their NBFI lending. This link between asset diversification

and diversification within the portfolio of loans to NBFlIs suggests that balance-sheet diversification and

NBFI loan specialization are complementary strategies.
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FIGURE 4

Total Loans as a Share of Total
Assets by Level of Specialization
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Data Source: Federal Reserve Capital Assessments and Stress
Testing (FR Y-14Q) Reports and authors' calculations

Note: Banks are sorted according to total loans as a share of total as-
sets and placed into 10 bins using binscatter (Cattaneo et al. [2024]).
Each dot corresponds to a bin-specialization measure pair after con-
trolling for time and NBFI-type fixed effects.

FIGURE 6

FIGURE 5

Return on Assets (ROA) by Level
of Excess Specialization
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Note: Banks are sorted according to ROA and placed into 10 bins
using binscatter (Cattaneo et al. [2024]). Each dot corresponds to a
bin-specialization measure pair after controlling for time and NBFI-
type fixed effects.

Equity as a Share of Total Assets by
Level of Excess Specialization
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Note: Banks are sorted according to equity as a share of total assets
and placed into 10 bins using binscatter (Cattaneo et al. [2024]). Each
dot corresponds to a bin-specialization measure pair after controlling
for time and NBFI-type fixed effects.
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Specialization and Asset Returns

Empirical work shows that specialized banks typically have a lower average return on loans or assets
(ROA) than diversified banks.* We find a negative correlation between asset returns and NBFI specializa-
tion (Figure 5). There are a few reasons why specialization and returns might be negatively correlated.
Perhaps specialized banks target narrow markets in which loan demand is less elastic or it costs more to
monitor borrowers. Or maybe specialized banks willingly forgo higher potential returns in exchange for
stability within a known niche. Or perhaps specialization signals that the bank is not well run and thus
not able to access new activities and high returns. In the case of NBFI lending, specialization might also
lead to longer-term relationships or tighter covenants with borrowers, which would limit bank profits but
make it less likely that a borrower will default.

Bank Capital and Specialization

Although specialization is negatively correlated with size and asset structure, it is positively correlated
with bank capital. Well-capitalized banks might be better able to bear concentrated risk and are less
constrained by regulatory capital requirements. In contrast, thinly capitalized banks face tighter limits on
exposure to any one sector. Alternatively, more diversified banks can choose to pay out more retained
earnings and accumulate less capital. Our data suggest that, in the context of NBFI lending, bank capital
and NBFI lending are negatively related (Figure 6).5

These correlations suggest that specialization is not necessarily risky. Specialization often coincides
with characteristics—such as strong capitalization and diversified funding—that mitigate systemic risk.
Banks that specialize in lending to NBFIs tend to be smaller and better capitalized, implying that a shock
to a specific type of NBFl is less likely to propagate widely through the banking sector.

From a systemic perspective, specialization could even enhance efficiency. Concentration in lending
may allow banks to allocate credit more effectively by leveraging industry expertise, improving screen-
ing, and reducing asymmetric information. Diversification, although stabilizing for an individual bank,
can introduce collective vulnerabilities if all large institutions are exposed to the same macroeconomic
factors. Conversely, a heterogeneous mix of specialized and diversified banks should create a more resil-
ient financial system, with risk distributed across both industry and institution types.

Conclusion

Specialization varies across institutions: Some banks remain broadly diversified across types of NBFI,
while others focus on a single segment. Certain features, such as size and capitalization, correlate
strongly with the degree of specialization. Among the largest banks, specialization seems to be mod-
erate. In contrast, smaller banks, which are less likely to pose a systemic risk, tend to specialize in their
NBFI lending.
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That is, although specialization has risen, it's most notable in smaller, well-capitalized institutions. This
pattern mitigates (but does not eliminate) concerns about systemic risk. It also underscores the impor-
tance of understanding who specializes in what, and how the boundary between banks and NBFls con-
tinues to shift.

In short, banks' lending to NBFIs shows a clear pattern of specialization. Although specialization fos-
ters strong relationships and information advantages, it also raises concentration risk. Diversification
spreads risk but may reduce close relationships with borrowers. The specific correlations between bank
characteristics and types of NBFIs suggest that the systemic risk associated with lending to NBFls is not
as high as it might otherwise be. But policymakers and regulators still need to understand which banks
specialize because the balance between diversification and specialization has important implications for
bank performance, funding stability, and financial stability. &

Notes

1 We borrow these classifications from DiSalvo (2024), and we follow the naming convention in Board of Governors (2025).

2 The mean of the ratio of NBFI drawn loans to total loans is on average 17.9 percent; the median is 19.4 percent.

3 Asset values are plotted using a base-10 logarithmic scale.

4 See, for example, Acharya et al. (2006) and Blickle et al. (2023).

5 In our sample, we found a -0.41 correlation between bank size and capital ratios from 2014 to 2024, so we cannot dismiss the
possibility that bank size is the driving factor of the observed correlation between bank capital and NBFI specialization. Howev-

er, a simple panel regression of bank-level NBFI-type concentration (Figure 3) on bank assets and bank equity ratios with bank
and time fixed effects results in both coefficients' being significant.
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