




















THE COMPTROLLER AND BANK SUPERVISION

not only done away with the central bank
but had also insisted that the government
have nothing to do with state banks, for
all government funds were to be kept in
the vaults of the Treasury at Washington
or in subtreasuries in various cities, If
there was to be regulation of banks and
the banking system, it would have to be
done by the states.

For almost half a century of our na-
tional history, banks were chartered by
special acts of state legislatures just as
other corporations were. But the advo-
cates of general incorporation laws gradu-
ally won out over those who insisted that
their elected representatives should pass
on each charter application. Although
there was a substantial opinion among
the more radical Jackson supporters that
banks should be done away with entirely,
no-bank legislation made headway in only
a few states. When it became apparent
that the second Bank of the United States
would not be rechartered, the opportun-
ities for profit led to demands for easier
entry into so lucrative a business. Thus,
expediency as well as belief in the demo-
cratic ideal of opportunity for everyone
led to acceptance of the idea of free
banking.

To the people of the time, the adjective
“free” meant that any individual or group
of individuals, upon compliance with cer-
tain procedural steps described in a
statute, could start a bank. Michigan’s
Free Bank Act of 1837 provided that
“. .. any person or persons resident in
the State . . . desirous of establishing a
bank . . .” could go into the business. A
free-bank law with more historic signifi-
cance was passed the next year by the
Assembly of the State of New York. Al-
though the New York statute freed up
entry into the banking business, it at the
same time imposed certain restrictions on
the incorporators, the most notable being
the requirement that the state Comp-
troller of the Currency could issue bank
notes to bank organizers only after the
pledge of securities to guarantee them.

By 1860, the Free Bank Law of New York
was copied with varying success by about
half the states, and the idea of readily
available charters and bond-secured note
issues was becoming accepted throughout
the country.

Bank supervision in the United States
began as some states required rudimen-
tary condition reports from certain insti-
tutions on the grounds that the state was
a stockholder entitled to a statement of
condition. As late as 1829, banks in some
jurisdictions refused to provide any infor-
mation about their condition, contending
that the management of the bank was a
private affair and no one’s business but
that of the stockholders. Bank examina-
tion also appears to have originated in
those states where a stockholder relation-
ship existed between the state and the
banks. Before the 1830s, examinations
were not made on a regular basis and
were ordinarily prompted by a question-
able report of condition or rumored in-
solvency. Under such circumstances, a
governor or legislator might appoint a
prominent citizen or committee of citi-
zens to make inquiry and submit a re-
port. In general, when examination was
permitted before 1830, the examiner was
allowed only to verify a report of condi-
tion and could not scrutinize the indi-
vidual accounts and detailed records. But
as Gerald T. Dunne has pointed out, the
right of examination was based on two
legal traditions nearly a thousand years
old.' One, referred to in Blackstone’s
Commentaries, was the English royal pre-
rogative of visitorial powers for the pur-
pose of inquiring into the affairs of cer-
tain corporations. The other was the
concept of a business “affected with the
public interest” that may be subject to
more than usual governmental regulation.

Bank supervision in something like a

1 Gerald T. Dunne, “The Legal Basis of Bank
Supervision,” Bank Supervision, Federal Reserve
Bank of St. Louis, 1963, pp. 6-7.

249






THE COMPTROLLER AND BANK SUPERVISION

even then an anachronism. By the middle
1870s, it was clear that state hanks could
thrive on a basis of deposit banking only.

For more than a decade after the estab-
lishment of the national banking system,
a so-called distribution formula restricted
entry.? Moreover, despite the require-
ment that he promote national charters
against the dogged resistance of state
banks, Comptroller McCulloch did not
consider himself bound to automatic ap-
proval of charter applications and did
not approve them indiscriminately. He
applied an economic test, a character test,
and a competition test to all applications,
as did his successors Freeman Clarke and
Hiland R. Hulburd. But beginning in
1875, Comptroller John J. Knox began to
charter banks on the principle that the
Comptroller had no discretionary power
in the matter, that upon meeting strict
legal and procedural requirements a
group of organizers were entitled to a
charter.

Thus, by the 1880s the spirit of free
banking pervaded the Office of the Comp-
troller. It pervaded the offices of the state
banking authorities as well. Until about
1880, the note-issue privilege of national
banks gave Federal charters a competitive
edge. But after 1880, the competitive ad-
vantage swung steadily in favor of state
charters, with the consequence that the
dual banking system achieved a viability
no one could have predicted two decades
previously. For bank organizers with no
aspirations to national or large-scale re-
gional operations, state charters had posi-
tive advantages. Lower capitals were re-

2 Under the Currency Act of 1863, the total
circulation of nationally-chartered banks was
limited to $300 million, which was to be ap-
portioned among the states and territories on
the basis of a formula. Omitted from the 1864
Act, the apportionment rule was reinstated in
1865. The question of distribution of the
national-bank circulation remained a thorny one
until the removal of all restrictions on the cir-
culation in the Specie Resumption Act of 1875.

quired in most state jurisdictions under
nearly all circumstances. Reserves re-
quired against deposits were lower under
most state banking laws, and national
banks operated under much stricter regu-
lation of both lending and investment
policy. Finally, and by no means least
important, standards of bank supervision
and examination were higher in the na-
tional jurisdiction. In a word, between
1864 and 1914 (and, for that matter, to
the present day), a dual banking system
developed because one set of rules was
more liberal than the other.

National banks enjoyed a certain pres-
tige and could better attract correspond-
ent balances and the accounts of large
firms, but these advantages were offset
by the greater flexibility of state banks
and trust companies, which often enabled
them to accept business that national
banks could not touch. By 1907, state
banks outnumbered national banks nearly
two to one, though resources of state
banks were then about the same as those
of national banks. Despite Comptroller
Lawrence O. Murray’s attempts to end
the charter race during his tenure (1908-
1913), a scarcely perceptible slowing in
the rate of increase of national banks was
the only result. By 1920, the number of
commercial banks stood at the incredible
level of 30,000, approximately 22,000 of
them state banks and 8,000 of them na-
tional banks.

The emerging dual banking system im-
plied state as well as Federal supervision.
As late as 1863, a large number of states
had made no provision for bank supervi-
sion. Since it was assumed that state
banks would go out of existence with the
national legislation, for a time little effort
was made to extend the scope of state-
bank supervision. But beginning with the
resurgence of state-bank chartering in the
1880s, the states once again began to
create supervisory authorities. Slowly at
first, then gradually picking up speed,
states provided for regular examination of
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publicly-controlled, central institution,
one that could create reserves and so in-
ject liquidity at appropriate times. The
framers of the Federal Reserve Act plainly
did not intend that the new central bank
should execute a monetary policy aimed
at stabilizing the economy; in fact, Fed-
eral Reserve officials did not seriously un-
dertake such a responsibility until after
World War II. Nevertheless, it was felt
that the new institution would prevent
panics and so lessen the acute distress of
the ensuing depressions. It is not without
interest that one of the objectives named
in the preamble to the Federal Reserve
Act was the “more effective supervision
of banking in the United States.” The Act
made specific provision for supervision of
member banks. Since national banks were
required by law to enter the System,
whereas state-chartered banks could elect
membership, a period of testing different
kinds of arrangements was bound to fol-
low.

The law e:ztablishing the Federal Re-
serve provided that the Comptroller of
the Currency was to examine each mem-
ber bank at least twice a year. But it also
authorized the Federal Reserve Board to
examine member banks at its discretion,
and another provision gave further au-
thority to the 12 Federal Reserve banks
to make special examinations of member
banks within their districts. Thus, the
Comptroller of the Currency, the Board
in Washington, and the Federal Reserve
banks of the several districts could each
look into the affairs of member banks;
in addition, state agencies maintained
their supervisory authority over banks
within their jurisdictions. Obviously, ar-
rangements had to be made that would
reduce multiplicity of bank examinations
and a burdensome, repetitious series of
call reports. It was particularly important
that supervision be made reasonably
palatable to state banks so that they
would not be deterred from joining the
System.

Although the Federal Reserve Act

made no other major revisions in the na-
tional banking laws, it did make substan-
tial changes in supervisory procedures.
The statute changed the method of pay-
ing examiners from a fee to a salary
system, with salaries to be fixed by the
Federal Reserve Board upon the recom-
mendation of the Comptroller of the
Currency. Power of appointment of exam-
iners was vested in the Comptroller sub-
ject to the approval of the Secretary of
the Treasury. Costs of examination were
to be assessed against the banks in pro-
portion to the resources of the banks ex-
amined.

Almost from the first, relations between
the Office of the Comptroller and the
Federal Reserve Board were strained.’
Conflict first arose over the contents of
examination reports and the Board’s
power to demand certain information, and
tension between Comptroller John Skel-
ton Williams and the Board at last
erupted into open hostility. After three
years of controversy, the Federal Reserve
Act was amended to exempt state mem-
ber banks from examination by the
Comptroller of the Currency. The Fed-
eral Reserve on its part refrained from
exercising its right to examine national
banks. Beginning in the early 1920s, re-
lations between the two agencies gradu-
ally improved, though not before several
bills to abolish the Office of the Comp-
troller had been introduced in Congress.

In the meantime, a substantive prob-
lem had arisen that was to be the cause
of much more fundamental, deep-seated
conflict. Changes in the basic structure of
the American economy had led to persis-

3 In these early days, the Board and its staff
were housed in the Treasury Building, as was
the Comptroller of the Currency. Both the
Secretary of the Treasury and the Comptroller
of the Currency were members of the Board,
ex officio. But physical and official proximity
could not prevent extended controversy induced
by a statute that created so much overlapping
authority.
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In 1911, Comptroller Murray received
from Attorney General Wickersham the
opinion that the power to branch was not
implied in the National Banking Act. In
1915, the Federal Reserve Board recom-
mended national-bank branching within
the main-office city or county, and a con-
troversy that had smoldered for years
erupted at the 1916 convention of the

American Bankers Association, which
adopted resolutions opposing branch
banking.

By the early 1920s, anti-branching
legislation was seriously inhibiting the
growth of multi-office banking, leaving
the large banks in some states to operate
in ever more inefficient banking houses
and encouraging in other states the
growth of groups and chains. Through
the persistent efforts of a succession of
Comptrollers, some gains were made in
the struggle to liberalize branch-banking
laws. In 1921, Comptroller D. R. Cris-
singer urged limited branching of national
banks in states that authorized state
branch banking. When there was no Con-
gressional response, he held that national
banks might operate “limited-service”
offices or tellers’ windows wherever state
branching was permitted. And Cris-
singer’s immediate successor, Henry M.
Dawes, though a vigorous opponent of
branch banking, felt that national banks
should have the same branching powers
as their state counterparts. Upon Comp-
troller Dawes’ request, Attorney General
Daugherty ruled that national banks
could operate limited-service offices with-
in their city of location; within five years
more than 200 of these branches were in
operation.

The outcome of three years of noisy
Congressional debate was the passage of
the McFadden Act in 1927. For the first
time, the law explicitly permitted national
banks to open de novo branches. But
many considered the McFadden Act an
anti-branching hill, for it allowed mem-
bers of the Federal Reserve System to
establish new branches only within the

limits of “the city, town or village in
which said association is situated if such
establishment and operation are at the
time permitted to State banks by the law
of the State in question.”

Agitation to liberalize this restrictive
legislation began almost at once. In his
Annual Report for 1929, Comptroller Pole
argued that the “country banking” sys-
tem was being undermined by the high
failure rate of small institutions and that
holding companies were rapidly substi-
tuting for branch systems. Moreover, Pole
was anxious to place national banks in a
more favorable position in their competi-
tion with state banks. He proposed legis-
lation to permit national banks to branch
over their “trade areas,” even if such
branching occurred over state lines.
When a few years later this same view
was expressed by Senator Carter Glass
and by spokesmen for the American
Bankers Association, . it appeared that
serious branch-banking restraints might
soon end. But once again the arguments
of branch-bank supporters were blunted
by other legislation, this time by Con-
gressional acceptance of a plan of deposit
insurance that promised to solve the prob-
lem of small-bank failures. The conclu-
sion of the argument was insertion of the
provision in the Banking Act of 1933 that
remains the rule today—that national
banks are subject to the same geographic
limitations on branching as those imposed
on their state-chartered competitors in
the state in which they operate.

Meantime, Comptrollers Crissinger,
Dawes, McIntosh, and Pole repeatedly
voiced their concern over the failure of
the national banking system to maintain
its relative strength. In 1927, McIntosh
noted that in the preceding three years
253 national banks had converted to state
charters, taking with them aggregate re-
sources of more than $1 billion. More-
over, he observed, total resources of na-
tional banks had dropped from about 75
percent of the total of commercial-bank
resources in 1884 to about 46 percent in
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The President at once issued his Procla-
mation of March 9, which extended until
further notice the terms of the Proclama-
tion of March 6. The next day, the Presi-
dent by Executive Order authorized the
Secretary of the Treasury and the appro-
priate supervisory authority in each state
to permit the opening of banks, on the
condition that state nonmember banks
obtain a license from a state authority
and member banks obtain a license from
the Secretary of the Treasury. Procedur-
ally, applications for a license from the
Treasury were filed with Federal Reserve
banks, and, upon approval by the Secre-
tary, issued by Federal Reserve banks.

On March 11, President Roosevelt an-
nounced a definite schedule for the re-
opening of the country’s commercial
banks, By April 12, 1933, the licensing
program was completed. At that time,
4789 national banks, 636 state member
banks, and 7,392 nonmember banks, or a
total of 12,817, were open for business.

Although the reopening of the banks
had proceeded smoothly, supervisory
agencies were left with an almost over-
whelming task of reconstruction. As of
March 16, 1933, 1,070 banks under the
jurisdiction of the Comptroller, with de-
posits of nearly $890 million, were in re-
ceivership. Not quite two years later, at
the end of 1934, depositors of these banks
had received abhout half the amount due
them, but 946 banks were still going
through the painful process of winding
up their affairs.

The most constructive work performed
by the Comptroller’s Office was the resus-
citation of national banks remaining un-
licensed on March 16. There were 1,417
unlicensed banks, with deposits of almost
$2 billion, under the jurisdiction of the
Comptroller. For most of these banks, the
Comptroller appointed conservators, who
during the period of conservatorship were
to protect the assets of their banks, fol-
lowing strict rules regarding the paying
out of funds. During the remainder of
1933 and all of 1934, the job of getting

these banks on their feet continued. On
the whole, results were remarkably favor-
able. Of the 1,417 banks, 1,093 were re-
organized under old or new charters,
absorbed by other national banks, or had
approved plans for reorganization; 30
went into voluntary liquidation, paying
their depositors in full; and 294 banks
were placed in receivership. At the end
of 1934, the remaining depositor liability
of the 1,417 banks amounted to only 5
percent of the amount of deposits frozen
at the end of the banking holiday.

Preoccupied as they were with rescue
operations during the period 1933-1935,
neither the Comptroller of the Currency
nor state authorities could give much
thought to future chartering policy. Al-
though 800 new national charters were
approved in these three years, more than
700 of them were worked out with the
Comptroller’s cooperation to save banks
in difficulty.

Of the many post-depression changes
in public-policy attitudes, none was more
drastic than the new view of bank char-
tering. The ruin of the banks had been the
consequence of many causes, some in a
sense more fundamental than “overbank-
ing.” Yet the excesses of chartering in the
period 188C-1925 had been part of the
problem, for the failures that began a
decade before the economic disintegra-
tion of the early 1930s were a response to
the previous high rate of bank invest-
ment. Nearly everyone agreed that free
banking, in the sense of continuing com-
petition between the Comptroller and
state authorities, should stop and that
some kind of Federal control should re-
strain bank formation under state charters.

As it turned out, the Federal Deposit
Insurance Corporation became the agency
to exercise this control. By the end of
1935, more than 90 percent of the coun-
try’s commercial hanks were “admitted to
insurance.” State authorities kept their
charter powers, but the FDIC could with-
hold deposit insurance and so greatly in-
fluence the competitive position of a new
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The result of these changes was a wide-
spread recognition of the prospect of in-
creased profits, which by the late 1950s
drove imaginative managers to seek an
escape from the antiquated regulatory ap-
paratus of Federal and state authorities.

As Senate passage of the Financial In-
stitutions Act of 1957 testifies, there was
support for legislation that would codify
the complex and over-lapping Federal
banking law and remove barriers to im-
proving the competitive position of com-
mercial banks. When the House of
Representatives failed to enact this bill,
simplification and codification of the
banking law were thereby postponed, for
these objectives could be reached only
through Congressional action. But many
of the other aims of the Act could be
achieved by administrative decision. It
was in this setting that James J. Saxon
became Comptroller of the Currency on
November 16, 1961.

The consequences of the new appoint-
ment were immediate and extensive. They
are apparent in the figures, particularly
those on chartering and branching. In
1961, Comptroller Gidney’s last year in
office, 97 applications for new charters
were received. In 1962 there were 176
such requests, the number soaring to 490
in 1963, and 468 in 1964. This total of
1,134 charter applications was more than
had been submitted to the Office of the
Comptroller in the previous 20 years. In
the four-year span 1962-1965, the Office
granted 513 new charters, while state au-
thorities, urged to greater liberality by
the competition, granted 502. There was
a calculated attempt to increase banking
resources in trade areas where they were
deficient; and though a careful economic
analysis of the need for a new institution
preceded charter approval, there was no
longer an assumption that commercial
banks are entitled to complete protection
from competition. However, in the An-
nual Report for 1964 it was noted that
applications from particular areas would

be rejected once a certain level of invest-
ment was reached. Actually, the rate of
charter rejections for 1965 was 70 per-
cent.

As early as 1935, branch banks con-
trolled more than one-half the resources
of commercial banks. The trend toward
branch banking continued, though the
prohibitory legislation of some states as-
sured a stronghold of unit banking largely
between the Rocky Mountains and the
Mississippi River. From the end of 1960
to the end of 1965, the number of na-
tional banks maintaining branches rose
from 905 to 1,331, an increase of 48 per-
cent. Meantime, the number of branches
operated by national banks increased
from 5,325 to 8,754, a jump of 64 percent.
(Branches of state banks rose in this in-
terim from 4,918 to 6,732, an increase of
37 percent.) At the end of 1965, branch-
bank offices accounted for almost 64 per-
cent of the country’s 29,000 banking
offices, and controlled approximately two-
thirds of the banking resources of the
country.

These data provide a partial measure
of the changes brought during the ad-
ministration of Comptroller Saxon, but
they fall far short of indicating the extent
of his administrative changes. On a few
occasions, Comptroller Saxon was able to
secure the passage of recommended legis-
lation, as, for example, when he suc-
ceeded in obtaining transfer of authority
over the trust powers of national banks
from the Federal Reserve to the Comp-
troller.* But, in general, legislation aimed
at removing obsolete statutory prohibi-
tions was opposed by the Board of Gov-
ernors of the Federal Reserve System, and
Comptroller Saxon was forced to achieve
many of his goals by changes in adminis-
trative rules and regulations. His course
was made easier by the statutes granting

+This statute was enacted on September 28,
1962. For details, see Annual Report of the
Comptroller of the Currency, 1963, p. 13.
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ing checks, taking stock in compromise of
a claim, and purchasing real estate to
secure a pre-existing debt. The 1886
Report also contains a section on ultra
vires which lists four functions found to
be beyond the powers of national banks:
dealing in stocks, purchasing negotiable
paper, lending credit and taking mort-
gages on real estate.

This recitation of cases is provided
without any comment by the reporting
Comptroller. The powers approved by
the courts presumably were exercised
with the consent of the Comptroller, but
it is not clear that the Comptroller acqui-
esced in the ultra vires declarations in
view of the position taken hy subsequent
Comptrollers that national banks should
be permitted, inter alia, to take mortgages
on real estate as security for loans and
to engage in limited dealing in securities.
Thus, the apparent attitude of the early
Comptrollers, as reflected in their reports,
was that the incidental powers clause
should not be interpreted to cover only
direct methods of accomplishing the
enumerated powers, and that certain
fundamental categories of business which
weré deemed risky should be prohibited.
Within these two reference points,
powers were evidently evaluated on the
basis of the circumstances presented in
each case.

II. Judicial Interpretation

In the century since passage of the
National Bank Act, the question of na-
tional bank powers has heen hefore courts
at every level on innumerable occasions.
Four underlying principles or rules of
construction may be discerned in their
decisions, although they are usually
spelled out in detail only in opinions of
the United States Supreme Court. The
first principle is that there is no clear cut
definition to which a court can look in
assessing what is a proper incidental
power, and therefore each asserted power

must be evaluated independently in the
light of factors deemed appropriate by
the court. With the two broad exceptions
embodied in the second and third prin-
ciples, no categories of activity appear to
have been excluded eo nomine.

The second principle, and one which is
perhaps the most significant in terms of
emphasis in opinions at all levels, is that
courts will not permit national banks to
engage in activities, asserted to be inci-
dental powers, if the activities in question
involve any substantial risk to the bank
or its assets.

The third strain which runs through
most of the cases is that the proposed
activity must bear at least a reasonable
relationship to the regular business in
which the bank is engaged. The courts
do not seem to have taken a narrow or
restrictive view in judging the degree of
nearness or relatedness of a proposed in-
cidental power. An enumeration of some
of the powers found to be incidental ap-
pears later in this article.

A fourth rule of construction, which
has been enunciated less frequently but
which is not inconsistent with the others,
is that an incidental power may not be
implied if, by a fair construction of rele-
vant statutes, it is found to be proscribed.
This is not a situation which arises often,
since there are few negative or restricting
sections in the National Bank Act. Most
of the Supreme Court cases discussed,
infra, do not involve this point, but the
1924 opinion in First National Bank v.
Missouri, 263 U.S. 640, is a clear applica-
tion of this standard and may be con-
sidered representative.

Only Supreme Court cases will be
treated in detail in this article. The Court
has decided a large number of cases over
the years which directly or indirectly in-
volve the question of national bank
powers. Those discussed here were
selected because they deal most specifi-
cally with the issues common to all ques-
tions of powers, because they cover vir-
tually the entire period from passage of

265






INCIDENTAL POWERS OF NATIONAL BANKS

confronted with a situation in which a
customer had assigned a judgment to the
bank with instructions to collect it and
pay the proceeds as he, the customer,
should direct. The bank’s attorney col-
lected the judgment but misappropriated
the proceeds. The bank brought suit
against the attorney. The attorney de-
fended with the argument that the bank
had no title to the judgment because it
lacked the power to be a trustee of an
express trust. The Court provided the
following explanation for its ruling in
favor of the bank:

The judgment was affirmed, and no federal
question is presented . . except on
the theory that, under Revised Statutes,
§5136, a national bank could not act as
trustee of an express trust, and that there-
fore the suit was absolutely void. . . .

A National Bank cannot act as a technical
trustee and hold land for the benefit of
third persons. It cannot, for example, act
as trustee under a railroad mortgage, nor
take title to property to be held for the
life of the grantor, with the remainder to
his children, . . . But under Revised
Statutes, §5136, “it may exercise all such
incidental powers as shall be necessarv
to carry on banking,” and it may therefore
act as a fiduciary and occupy a trust rela-
tion in matters connected with the busi-
ness. It may do those acts and occupy
those relations which are usual or neces-
sary in making collection of commercial
paper and other evidences of debt. It is
both usual and proper for the legal title
to negotiable instruments to be vested in
a bank by mere endorsement for purposes
of collection, holding the proceeds as the
endorser directs. There is no difference
in law if the title is conveyed by a
lengthier and more formal instrument.

There was nothing in the transaction so
disconnected with the banking business
as to make it in violation of Rev. Stat.
§5136. . .. (pp. 510-511.)

In 19183, a case came before the Court
in which a power was approved solely
on the basis of “the convenience of the
business.” In Clement National Bank v.

Vermont, 231 U.S. 120, the state had
levied a tax on interest-bearing deposits,
including those in national banks. As a
service to its depositors, the bank con-
tracted with the state to pay this tax.
The validity of the tax was not disputed,
but the bank argued that its contract to
pay it was ultra vires. For the following
reasons, the bank lost the argument:

The applicable principles are not in dis-
pute. The Federal statutes relative to na-
tional banks constitute the measure of
authority of such corporations, and they
cannot rightfully exercise any powers
except those expressly granted or which
are incidental to carrying on the business
for which they are established. [cases.]
These incidental powers are such “as are
required to meet all the legitimate de-
mands of the authorized business, and
to enable the bank to conduct its affairs,
within the general scope of its charter,
safely and prudently.” [cases.] The bank
was authorized to receive deposits. Arising
from these deposits were credits to the
depositors, forming part of their property
and subject to the taxing powers of the
state * ¢ * . Further, it would seem to
be highly appropriate that, the credits of
depositors being taxable by the state, the
bank should be free to make reasonable
agreements, and thus promote the con-
venience of the business, with respect to
the making of returns * * ° . (p. 140.)

In 1924, the Court decided the cele-
brated case of First National Bank v.
Missouri, 263 U.S. 640, a quo warranto
action initiated by the State of Missouri
to determine the authority of a national
bank to establish a branch in St. Louis.
The bank and the Comptroller of the
Currency had taken the view that the
power to branch could be implied from
the power to engage in the banking busi-
ness. The Court looked at other provisions
of the Act which referred to “the place”
where its operations of discount and
deposit were to be carried out, “an office”
for transaction of the bank’s “usual busi-
ness,” and the absence of any provision
for adjusting capital to an increase in
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ship; ** and to buy and sell cotton.

Many of the reported decisions of lower
courts embody no conscious application
of standards such as those which have
guided the Supreme Court. Both in in-
stances where the lower courts have gone
farther, and in those cases in which a
more restrictive result has been reached,
it is apparent that the courts were prin-
cipally swayed by considerations of cur-
rent local needs and conditions. In the
great majority of reported cases, however,
the result reached was not inconsistent
with the general principles applied by the
highest court.

In summary, then, a review of a cen-
tury of judicial construction of the inci-
dental-powers clause discloses a consist-
ent and firm application of the prohibi-
tion against activities inherently risky.
Otherwise, the attitude of the courts,
especially at the highest level, has been
responsive to the developing require-
ments of “the banking business” and has

11 Merchants’ National Bank v. Wehrmann,
69 Ohio St. 160, 68 N.E. 1004 (1903) rev'd on
other grounds 202 U.S. 295 (19086).

12 First National Bank v. McKown, 73 Okla.
310, 176 P. 245 (1918).
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generally been unencumbered by restric-
tive preconceptions.

IV. Current Litigation

Many of the services offered today by
national banks are based on authority
implied from the incidental-powers clause.
Indeed, any function which is not among
the relatively few specifically-enumerated
powers in the National Bank Act must,
if it is proper, by definition be incidental.
Few of these services have been chal-
lenged, but several are the subject of
litigation now pending at various levels
in the Federal courts. Whether national
banks have the incidental power to act
as agent for the issuance of insurance
“incident to banking transactions,” ™ or
to pick up and deliver funds to customers,
are questions which will soon be an-
swered by the courts. The results in these
cases may shed new light on the inci-
dental services which national banks
routinely offer in the last third of the
20th century.

13 The March 31, 1967 order of the United
States District Court for the Northern District
of Georgia, granting judgment against a na-
tional bank and the Comptroller on this ques-
tion, did not reach the incidental-powers ques-
tion directly, since in the Court’s view the
proposed service was specifically prohibited by
other sections of the National Bank Act. The
case is now on appeal.



























SUBSTANDARD LOANS

one-by-one analysis above cannot be con-
sidered final. It is also necessary to ex-
amine simultaneously the effect of the
several variables on substandard loan
percentages, Multiple regression analysis
is one method of doing this.

Unfortunately, data were not available
on all of the above variables for the 1964
and 1963 samples. Therefore, Table 7
shows the analysis for 1966 and 1965
only.” Table 6 reveals that total loans
are consistently and “significantly” nega-
tively related to the substandard loan
percentages. The percentage of unsecured
to total loans also is consistently and
positively related to substandard loan
percentages, although the relationship is
not as strong as that exhibited by total
loans. Both of these results conform to
those expected, and neither are affected
by the exclusion of banks with no sub-
standard loans.

The percentage of installment to total
loans is consistently and negatively re-
lated to substandard loan percentages,
except for the 1965 regression, from
which banks having no substandard
loans were omitted. The negative rela-
tionship probably reflects the practice of
the examiners of not criticizing specific
installment loans. The positive sign of
the variable (it is not a printing error)
for the “banks with no substandard loans
omitted” regression is curious; however,
it is not “significant.”

The other-type-of-loans variables do
not show either consistent or “significant”
relationships to the substandard loan per-
centages. The percentages of farm loans
and real estate loans to total loans are

! Population-of-city and number-of-banks-in-
city variables were omitted from the regressions,
because they are too closely related to the type-
of-city-served variables, The type-of-city-served
variables were entered as dummy variables,
where a variable is “1” for the specific-city tvpe
and “0” for all other types. The service-college-
city variable was omitted to avoid multicol-
linearity.,

negatively related to substandard loan
percentages in 1963, and positively re-
lated in 1966. This change in sign may
reflect a change in, or the weakness of,
the underlying relationships. Additional
data would be required to resolve this
question.

The yield-on-loans and assets variables
also have reverse signs in 1965 (negative)
and 1966 (positive). Again, the reason
for this cannot be determined from the
data.

Loans to assets are positively related to
substandard loan percentages in both
vears, as might be expected. The large
reduction in the “significance” of the re-
lationship for the “bhanks with no sub-
standard loans omitted” regression is in-
teresting. Table 4 shows that the banks
with no substandard loans have low loan
to asset ratios. Inclusion of these observa-
tions in the “all banks™ regressions re-
sulted in the “significantly” positive co-
efficient. However, there does not appear
to be a meaningful relationship between
the loan to asset ratios and the substand-
ard loan percentages of banks that had
such loans.

The coefficients of the type-of-city
variables show two things. First, banks
in service-college cities have lower sub-
standard loan percentages than do banks
in the other types of cities. Second, there
is little difference in the substandard loan
percentages of banks in other types of
cities.

It is also interesting to note that the
effect of state (Illinois or Michigan),
which appeared important in Table 6, is
neither consistent nor “significant” in the
regression equations.

VI. Summary and Conclusions

The study has considered two ques-
tions: (1) what have been the changes
in the quality of credit in the Seventh
National Bank Region; and (2) can sub-
standard loans be predicted by factors
related to individual banks?

Before a conclusion could be reached
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A US. BALANCE-OF-PAYMENTS PROGRAM

Those funds which move out of the
U.S. in response to devaluation fears
can, of course, be stopped by ending such
fears. It is the success or failure of bal-
ance-of-payments policies in reversing
other flows which will determine the be-
havior of these speculative movements.

During 1966, there was a sharp rise in
short-term capital inflows in response to
the tight money situation in the U.S.
Short-term liabilities to foreigners re-
ported by U.S. banks rose by over $3
billion during the first 11 months of
1966."* We now face the prospect of an
outflow of like magnitude, especially if
U.S. interest rates fall faster than those
abroad. Weakness in Eurodollar rates
in early 1967 was interpreted by some
as an indication that this reversal was
under way.

II1. The Fundamental Forces

What are the fundamental forces which
may be expected to alleviate our balance-
of-payments problem? Presumably, these
involve one, or a comhination, of three
factors:'? (1) a substantial improvement
in our current-account surplus; (2) a
reversal of forces causing capital out-
flows; (3) an end to the need for, or a
sharp diminution in, U.S. Government
foreign-assistance programs and overseas
military expenditures.

Achievement of a substantially ex-
panded current-account surplus in the
face of a growing services deficit (largely

11 Federal Reserve Bulletin, Washington:
Board of Governors of the Federal Reserve
System, January 1967.

12 There is a fourth possibility, namely, that
there will be an overhaul of the international
monetary mechanism in the near future. The
expectation of a near-term revision appears
overly optimistic, and any suggestion that this
would make deficit elimination unnecessary is
invalid. For a thorough review of the alternative
proposals for revision and related matters, see
Alvin H. Hansen, The Dollar and the Inter-
national Monetary System, New York: McGraw
Hill, 1965.

due to tourism) does not appear likely
in the near future. In addition to the
factors mentioned earlier, conditions
abroad limit U.S. ability to gain a net
expansion of exports. Regional trading
blocs discriminate by their very nature
against nonmembers. Particularly sensi-
tive are our agricultural exports to the
Common Market. There are indications
that our exports to Latin American coun-
tries are meeting stiffer barriers as those
countries seek to improve their own
payments balances. There is also some
fear that the Europeans may satisfy
Latin American requests for longer credit
terms than are conventionally granted by
U.S. firms, thus winning part of our exist-
ing export market. Many nations are in
no position to expand net imports from
the U.S,, particularly the underdeveloped
countries which are short of reserves.
Weather, which contributed to our agri-
cultural exports in 1964, did not do so for
1965 and 1966, and cannot be counted on
in the future. The U.S. is no longer the
sole source of supply for most desired
goods, and is no longer alone in ad-
vanced technology. It has become in-
creasingly important to compete more
effectively through market proximity,
which means more direct foreign invest-
ment, precisely the area of current efforts
at control.

The conditions for reversing private
capital flows do not appear imminent.
Interest rates abroad continue, for the
most part, substantially abiove U.5. rates,
foreign capital markets lack the capacity
of New York, and gorerirma 2 restrictions
and priorities prevent most nauional capi-
tal markets abroad from hecoming truly
international despite veports that progress
is being made. Although cvylical factors
may periodically reverse ypwivate capital
flows (as occurred in 1966) any funda-
mental change would regnire a generally
superior economic grawth rate in the
U.S. compared with elsewhere (com-
mensurate with the risk), coupled with
a substantially lower level of average
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give exchange rates more scope to correct
“fundamental disequilibriums” in bal-
ances of payments than they have under
the present system of (infrequently) ad-
justable pegs. This greater automaticity
would help avoid the large gains and
losses of official gold and foreign-
exchange reserves that sometimes adver-
tise the wrong levels of today’s nearly
rigid rates. Requiring less official inter-
vention and thus smaller reserves, the
new system might even help solve the
problem of an actual or impending short-
age of international liquidity. This result
partly depends, however, on the char-
acter of speculation under the new sys-
tem, a question we shall consider.

Support limits under the band pro-
posal, defined in relation to declared
exchange-rate parities, would preserve
some of the supposed anti-inflationary
“discipline” of fixed rates. These limits
would also, it is said, “provide guidelines
for the harmonization of national eco-
nomic policies.”? On the other hand, if
harmonization required each country to
keep in step with inflation or depression
abroad, compartmentalization of mistakes
under truly free exchange rates might
be preferable. The band system would
go only part way toward removing a bias
of the present system running more to-
wards imported inflation than imported
deflation.

Related to the “discipline” claim is the
claim that fluctuations within a broad-
ened band would provide a more sensi-
tive and straightforward indicator of the
growing strength or weakness of a cur-
rency, and of a country’s payments posi-
tion, than would gains or losses of
reserves under the present system. Ex-
change-rate movements, some argue,
would signal the need for a change in
monetary-fiscal policies.* This advantage,
if genuine, is no more characteristic of

2 Halm, op. cit., p. 50.
3 1bid., p. 54.
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the band system, however, than of truly
free exchange rates.

The band system would bhreed am-
biguity about the purpose of the balance-
of-payments equilibrating mechanism—
whether it was designed for exchange-
rate flexibility or for externally disciplined
domestic financial policies. This ambigu-
ity could delay action to correct a deficit,
making its correction all the more difficult
in the end, and possibly necessitating a
devaluation (a change in the parity and
support limits) and loss of the supposed
advantages of the band system.* In con-
trast with the band and the adjustable
peg alike, both truly fixed and truly free
rates avoid this awkward ambiguity. The
fixed system squarely orients domestic
monetary-fiscal policy to the require-
ments of external balance; the free system
orients it to domestic considerations and
relies upon exchange-rate fluctuations to
ensure external balance.

II. Forward-Rate Policy

The band system—to return to argu-
ments for it—would increase the scope
for official forward-exchange-rate policy.
It is a familiar recommendation nowadays
that the authorities should support the
forward quotation of the home currency
when speculation would otherwise push
it to a discount and motivate an outflow
of arbitrage funds. Forward support
would take pressure off the spot quota-
tion and the official reserves. Vigorous
enough forward support could even pre-
vent an interest-motivated outflow of
funds by, in effect, making the home
country’s interest rate higher from the
international than from the domestic
point of view. As is well known, however,
a forward exchange rate cannot be held
outside the support limits of the spot rate
if these limits command firm confidence,

* Francis Cassell, Gold or Credit?, New York
and London: Praeger, 1965, pp. 183-184,



























OPEN MARKET RATES AND REGULATION Q

regard to the substitutability between
demand deposits, time deposits and pri-
mary securities. The most reasonable as-
sumption is that the household and cor-
porate sectors want to give up both de-
mand deposits and primary securities
when they increase their holdings of time
deposits (these financial assets are sub-
stitutes for each other).

The impact on primary-security rates
can be determined either through the
money market or the bond market. For
example, since demand-deposit supply is
fixed while demand for demand deposits
falls, the equilibrium open-market rate
must fall. Similarly, since the banking
system’s demand for primary securities
increases by the entire amount of the
increase in tirnze deposits, while the pub-
lic’s demand for securities falls by only
a fraction thereof, there is a net increase
in demand for primary securities—hence,
their yields will fall.

It is instructive to note that even if
the public wants only to give up primary
securities when it increases its holdings
of time deposits, there nevertheless will
be a fall in yields on primary securities
so long as the banking system uses the
entire increase in time deposits to buy
primary securities. Through economies of
scale and pooling of independent risks,
financial intermediaries can offer lower
interest rates to prospective borrowers
than can the household sector. Competi-
tion among individual banks will lead to
higher prices for primary securities—
hence, reduced vields. This can also be
shown by looking at the public’s demand
for money. Although we have assumed
in this case that demand deposits and
time deposits are not substitutes, there
has been a decrease in the need for
liquidity by the household sector, since
it now holds more liquid time deposits
instead of primary securities. The de-
mand far money, therefore, falls, and
with a given supply, the equilibrium in-
terest rate also falls.

The one complication that arises in this
analysis stems from the reserve require-
ment on time deposits. If the public is
induced to shift $100 in demand deposits
into time deposits, the banking system
will have only $16 in excess reserves,
given a reserve requirement of 20 percent
on demand deposits and 4 percent on
time deposits. This $16 of excess reserves
can be used to support an additional $80
of demand deposits. (When required re-
serves on time deposits were ignored,
there was an increase in excess reserves
equal to $20, that is, one-fifth of $100).
Hence, as a result of the shift from de-
mand deposits to time deposits, there was
a net increase in demand for primary
securities by the banking system equal
to $80 (instead of the $100 which we
implicitly assumed in the original case
when the time-deposit reserve require-
ment was not taken into account).

The effect on our mechanism of re-
quired reserves on time deposits can also
be explained using T-accounts:

I
Bank A

DD—-100
TD+ 100

RRai—20
RRui+4

ER=+16

11
Bank A

PS+16 DD+ 16

In Account I, we record Bank A as
losing $100 in demand deposits (DD)
and gaining $100 in time deposits (TD).
With required reserves on DD (RRuw)
at 20 percent and required reserves on
TD (RR:) at 4 percent, this implies that
excess reserves (ER) at Bank A increase
by $16. We assume that the bank wants
to hold zero excess reserves, so in Ac-
count II we record an increase in pri-

301






OPEN MARKET RATES AND REGULATION Q

its falls by 83314 while supply falls by
$20; hence, open market rates fall.

II1. Conclusion

It seems clear from this analysis that
the impact of a permissible increase
under Regulation Q, ceteris paribus, may
very well result in a fall in open-market
rates. There are two qualifications which
ought to be mentioned. First, the implicit
assumption of our discussion was that
open-market “rates” all behaved the same
way. Actually, we were identifving
“open-market rates” with one open-
market rate on a “representative” primary
security. However, once we admit more
than one rate, say a maturity structure
of rates, then the impact of a change in
permissible rates under Regulation Q
might twist the rate structure—that is,
reduce the spread between the short-rate
and the long-rate.® Precisely how the
“level of rates” is defined in that case will
determine (among other things) whether
“open-market rates” rise or fall,

The second qualification concerns the
fact that the argument presented here
ignores the dynamic context in which the
MTDR is usually raised. We have shown
that the impact of a ceteris paribus in-
crease in the MTDR is likely to be ex-
pansionary—that is, open-market rates
will fall® However, the introductory
paragraph to this paper suggests that
rates under Regulation Q are often in-
creased in response to increases in rates
on the liabilities of nonbank financial

8 See F. Modigliani and R. Sutch, “Innova-
tions in Interest Rate Policy,” American Eco-
nomic Review, May 1966, for a full discussion
of this possibility.

® This case is similar to the impact multiplier
in an econometric model, that is, a change in an
exogenous variable is imposed on an equilibrium
system, and we examine the new equilibrium
values of the endogenous variables.

intermediaries. Although the net effect
of Regulation-Q increases in this situa-
tion will still be expansionary (under the
conditions cited above), if Regulation-Q
rates are not increased, funds will flow
from time deposits to deposits at nonbank
financial intermediaries (assuming these
assets are substitutes for each other).
Since nonbank intermediaries have zero
reserve requirements, there will be a
mobilization of reserves on time deposits.
Assuming that these intermediaries buy
primary securities, with all their funds,
there will be a decrease (or smaller in-
crease) in open-market rates, which may
be greater than the decrease (smaller
increase) in rates when Regulation-Q
rates are increased (to prevent the out-
flow of funds).*

This last argument suggests that al-
though rate increases under Regulation
Q are likely to be expansionary, if this
increase occurs in response to increases
in rates on liabilities of nonbank financial
intermediaries, the altermative of not in-
creasing rates under “Q” may be even
more expansionary. This point, coupled
with the desire to maintain the competi-
tive position of commercial banks in the
savings market, suggests that it may very
well be rational to increase rates under
Regulation Q even in periods of tight
money. At the same time, however, a
compensating increase in tightness via
(say) open-market sales ought to be
undertaken to offset the net expansionary
impact of increased Regulation-Q rates.

10 This clearly depends upon the degree of
substitutability between time deposits and de-
mand deposits compared with that of nonbank
deposits and demand deposits. Although it
would take us too far afield in this paper, a
rigorous analysis of the substitute relationships
that produce various results could certainly be
undertaken by constructing a (mathematical)
general equilibrium model of the financial sec-
tor.
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DEMAND FOR MONEY BY OWNERSHIP CATEGORY

Since the motives for holding wealth-
claims, and the response to variations in
the constraints, may differ among owner-
ship groups, a separate demand equation
is hypothesized for each wealth-claim
ownership group.

Assuming that the demand functions
are linear in the logarithms of all vari-
ables, we have an equation of the fol-
lowing type for each wealth-claim owner-

ship group:

(3)
Lny'g = LnK + d1 LnS: + de LnFC. +
a, LnC. + ... + ax LnCy« +
b: LnR.. +...+ bn LnR.. + U,

where the error term, U., is assumed to
follow a logarithmic-normal distribution
and K, di, dz, a5, . . ., b are constants.
If all interregional differences in de-
mand factors are accounted for, the only
elements capable of confounding esti-
mates obtained from a pool of cross-
sections are differing annual regression
intercepts. Therefore, in order to remove
the intercept term, each variable is meas-
ured as a deviation from the average of
all areas during a given year. The equa-
tion to be estimated by least squares is:*

(4)
Lny*: = d: LnS: + d. LnFC. +
a; LnCy + ... + a LnCi: +
b: LoRyu + ... + b, LnR. + U

B. CoNSTRAINT VARIABLES: INDIVIDUALS ®

For individuals, income and/or wealth
are said to be the appropriate constraint

¢TIt will be understood that all variables are
deviations about the mean. No new symbols
will be introduced to designate this transforma-
tion.

"The same relationship estimated for indi-
viduals is used for farmers, except that net farm
income replaces permanent income.

variables.® Regional wealth data are in-
adequate, but the stock of wealth (which
may be viewed as the present value of
future expected incomes) may be ap-
proximated by a weighted average of
current and past income.® This type of
measure, commonly referred to as “per-
manent income,” is used as a wealth
proxy.”® In addition to income and
wealth, a retail sales variable (the Fed-
eral Reserve department store sales
index) is used as a constraint in the
demand-for-currency equation. Currency,
which is typically held to be a component
of the transaction-demand for money,
may be more responsive to a variable
more closely associated with transactions.

C. CoNSTRAINT VARIABLES: BUSINESs

Sales and operating receipts presum-
ably reflect a transactions-demand.”
Value-added is included because:

(a) the demand for money is not “fur-
nished by” the number and amount of
transactions, but by the ability and

8 Meltzer, “The Demand for Money: The
Evidence . . .,” p. 219; Milton Friedman, “The
Demand for Money: Some Theoretical and
Empirical Results,” Journal of Political Econ-
omy, LXVII, August 1959, pp. 327-351; and
Tong Hun Lee, “Income, Wealth, and the
Demand for Money: Some Evidence from
Cross-Section Data,” Journal of the American
Statistical Association, LIX, September 1964,
pp. 746-762.

*For a previous example of the use of
permanent income as a wealth proxy, see Fried-
man, “The Demand for Money. . . .” Because
current income is used in the calculation of
permanent income, one of these variables has
to be suppressed in the regression model.

10 Net migration among states introduces a
bias of unknown magnitude in observed perma-
nent income. See Appendix A, Permanent
Income and the Net Migration Bias.

11 For the transactions viewpoint, see: Edwin
Cannan, “The Application of the Theoretical
Apparatus of Supply and Demand to Units of
Currency,” Economic Journal, XXXI, December
1921, pp. 453-461; and Robert Neal Dean,
“Corporate Cash Balances: Relation to Asset
Size and Industrial Activity,” unpublished Mas-
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have lower average costs than compara-
ble conglomerations of unit banks (same
total size, number of offices, and distri-
bution of deposits among offices), they
may operate in areas incapable of sup-
porting a unit bank." As a result, branch-
banking areas may have a high level of
deposits. A dummy variable indicating
presence or absence of permissive branch-
banking legislation is included. Since the
holding company form of banking may
possess some advantage in accommodat-
ing to the changing needs of a shifting
and growing population, a dummy vari-
able denoting presence or absence of the
holding company form is also included.*

dichotomy of state legislation for savings and
loan associations is not easily defined. See
Bruce C. Cohen and George G. Kaufman, “Fac-
tors Determining Bank Deposit Growth by
State: An Empirical Analysis,” Journal of Fi-
nance, XX, March 1965, p. 65. For Federal
Reserve districts, number of branches divided
by number of bank offices will be used as a
structure proxy.

18 Stuart I. Greenbaum, “Banking Structure
and Costs: A Statistical Study of the Cost-
Output Relationship in Commercial Banking,”
unpublished Ph.D. dissertation, The Johns Hop-
kins University, 1964, pp. 286-322.

Horvitz notes that an office of a branch bank
may thrive in small towns and rural areas in
which unit banks cannot survive. “Thus the
Comptroller of the Currency has pointed out
that in many of these situations a2 new bank
is not the answer for the amount of available
business, is inadequate to permit profitable op-
eration. . . . On the other hand, these com-
munities could in a great number of instances,
readily support a branch office of a sizable
institution.” Paul M. Horvitz, Concentration
and Competition in New England Banking,
Research Report No. 2; Boston: Federal Re-
serve Bank of Boston, 1958, p. 53, quoting
U. S. Congress, Joint Committee on the Eco-
nomic Report, Monetary Policy and the Man-
agement of the Public Debt: Replies to Ques-
tions and Other Material, S. Doc. No. 123, Pt.
2, 82nd Cong., 2d Sess., 1952, p. 927.

20W. Ralph Lamb, Group Banking, New
Brunswick: Rutgers University Press, 1962, p.
148.

The presence of mutual savings banks
also may influence the level of bank de-
posits, and an appropriate dummy vari-
able is included to measure this phe-
nomenon.?

E. Yiecps

For each wealth-claim demand func-
tion, the relevant interest rates are those
on demand, time, and near-bank de-
posits.® Service charges as a percent of
demand deposits is used for the rate on
demand deposits, and interest payments
divided by average balances is the meas-
ure used for time and near-bank deposits.
In addition to direct measures of interest
rates on liquid assets, the demand-for-
wealth-claim relations should incorporate
noninterest returns, such as gifts and
premiums, because these payments also
affect the relative attractiveness of
wealth-claims.**  Per-capita advertising
expenditures are incorporated into the
demand relations for near-bank deposits,
in order to capture this phenomenon, so
far as possible.

II1. Empirical Results

Regressions specifying the factors iden-
tified are estimated for:*
(a) total deposits, by state, for 1950-
1960;

(b) total demand deposits, by state, for
1950-1960;

21 The ratio of long-term savings to income
in local institutions is lowest in the absence of
mutual savings and branch banking. Irving
Schweiger and John S. McGee, Chicago Bank-
ing, the Structure and Performance of Banks
and Other Related Financial Institutions in
Chicago and Other Areas, Chicago: University
of Chicago, 1961, p. 8.

2z Differences in yield due to differences in
state taxes are ignored.

23 Edgar L. Feige, The Demand for Liquid
Assets: A Temporal Cross-Section Analysis,
Englewood Cliffs: Prentice-Hall, 1964, pp. 19-
20.

2+ The 5 percent test level will be used
throughout for significance tests.
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COMMENT AND REJOINDER

tion between the proxy for demand and
the amount borrowed within the Fifth
District may be because the proxy is in-
adequate, as they state, or because a par-
ticular form of rationing has taken place,
such as that suggested above.

The analysis presented here does not
throw any new light on the substantive
question of whether the amount of credit
extended has been affected by differences
in administration, and, if so, to what ex-

tent. It does indicate that the issue of
nonuniformity cannot be simply ap-
proached through the demand for bor-
rowed funds (as suggested by Lapkin-
Pfouts), no matter how well specified (as
implied by Monhollon-Parthemos). To
reveal the impact of administration, a
supply function must also be specified,
and intrinsic properties must be distin-
guished from the discriminatory effects
postulated.




























































BOOK REVIEWS

lic finance will. if he is wise, have this work
at his elbow.

Much of the analysis consists of clarifica-
tion. Where aggregative theory is needed,
the Keynesian framework is brought into
play. Where price theory is indispensable,
Pechman first looks for a consensus among
contributors, and when no consensus can be
found, which is often the case, usually sets
forth various points of view.

In the chapter unhappily labeled Con-
sumption Taxes—meaning not only a tax
where the base is strictly consumption, illus-
trated by an expenditure tax, but also a
variety of excise and sales taxes, where the
commodities subject to tax are sometimes
consumption items, illustrated by tobacco,
and sometimes both consumption and in-
strumental items, illustrated by gasoline—the
author adopts the customary comparative-
elasticities approach. Despite the durability
of this approach in the analysis of com-
modity taxes, the logic of its methodology
gives results that fly in the face of common
sense. Taking one taxed-commodity at a
time, we learn that its price rises more or
less and its output falls less or more. As
more and more commodities are taxed, the
method gives the results that prices gen-
erally are higher and outputs generally are
lower. It is the latter result that is unbe-
lievable: in some mysterious manner re-
sources have been made to vanish from the
economic scene. Using the same method
of analysis, a general system of subsidizing
commodities gives the delightful but non-
sensical result that prices are generally
reduced and output is generally increased,
which implies a magical increase in re-
sources. If the theory were correct, govern-
ment should aggressively subsidize rather
than tax commodities. In view of the well-
established deficiencies of the approach, its
continued use in tax analysis by Pechman
and many others remains unexplained.

Pechman endorses the theory, highly
unpopular among enthusiasts of Social Secu-
rity, that the payroll tax levied upon em-
ployers is fully shifted to employees in the
form of lower wage incomes. It is refresh-
ing that this ancient piece of neo-classical
economics should be getting, even belatedly,
the support it deserves. With the tax on
employees’ wage income now in excess of

10 percent under the social security program
alone, perhaps the Congress may have
second thoughts about requiring voung
people of modest means to subsidize old
people, including very wealthy old people.

On what may be called issues in tax
design, the gospel according to Pechman
calls for a much tighter definition of income
for both the corporate and individual income
taxes. The corporate income tax is to remain
as a kind of second-best solution. The
excises are to be made more selective. The
social security taxes get a cool reception,
as indeed they should. The estate-tax base
is to be defined more tightly, and hopefully
made to yield more than a revenue that now
borders on the trivial. The existing tax
structure is found, on the whole, to be
reasonably satisfactory. One does not get
the impression that Pechman would care
to join in a crusade for drastic overhaul of
the Federal tax system.

This monograph provides substantial fare
for those seemingly few souls who are will-
ing to think seriously about the Federal
revenue system. Once again, The Brookings
Institution has demonstrated that a con-
genial intellectual environment peopled by
dedicated scholars has a substantial pay-off
in terms of the public interest.

Eart R. RoLpH

University of California, Berkeley

WY

The Term Structure of Interest Rates: Ex-
pectations and Behavior Patterns. By Bur-
ton Gordon Malkiel. Princeton, New
Jersey: Princeton University Press, 1966.
Pp. 271. $8.50.

During recent years, two antithetical posi-
tions have been taken in the literature con-
cerning the term structure of interest rates.
One group of economists maintains that
expectations alone is the principal factor
shaping the rate structure, while others
contend that the supply of debt instruments,
combined with the portfolio preferences of
financial institutions, determine the struc-
ture of interest rates. Professor Malkiel's
excellent study is an attempt to synthesize
these two diverse positions.

Following a brief historical introduction to
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interest of the branching and merging of
New York commercial banks. This volume
explores the capacity of small banks, both
branch and unit, to compete successfully
with large banks.

Mr. Kohn seeks to answer two principal
questions: First, does the entry of a branch
of a large bank into a community adversely
affect the profitability and the deposit
growth of the surviving small banks? (Home
office protection is provided to smaller com-
munities in New York State). Second, were
the small banks that recenty merged oper-
ating at a competitive disadvantage prior
to merger because of the presence of a large
bank in the community?

Separate consideration was given to unit
and branch banks. The results were then
combined to draw conclusions about small
banks in general.

The effects of entry on profitability were
measured by net profits after taxes as a
percentage of total assets, and net profits
after taxes as a percentage of average total
capital accounts. To determine the short-
run effects of large-bank entry on existing
banks, the profit ratios of the surviving
small banks for the three years immediately
after such entry were compared to the
average for the three years before entry.
The long-run effects were measured by
averaging the existing-bank ratios for the
three years 1961-1963 and expressing them
as a percentage of the ratios for the average
of the three years prior to entry.

Because these profit ratios reflect not only
the possible effects of large-bank entry but
also more general factors, they were com-
pared with profit ratios for various bench-
mark groups—type-of-area (major city,
suburban, rural, small urban), size, and all-
commercial-banks.

The entry of a large bank appeared to
have adverse short-run effects on the prof-
itability of the surviving unit bank, but the
unit bank was able to adjust over the long
run. On the other hand, although small
branch banks did not appear to be adversely
affected in the short run, the evidence on the
long-run effect was inconclusive (the two
net profit ratios yielded opposite results),

The casual reader should be forewarned
of Mr. Kohn's somewhat cavalier use of the
terms “adverse” and “not adverse” in sum-

marizing his results. The entry of large
banks was considered to have had an “ad-
verse” effect on the surviving small banks
if more than half of them performed more
poorly than the benchmark group. The
effect was considered “not adverse” if half
or more performed better than the bench-
mark. Why one-half was chosen as the line
of demarcation is not explained. A broad
middle range labeled “inconclusive” would
seem justified. Indeed, an examination of
the summary tables (Tables 44 to 49 and
99 to 104) leaves one with the feeling that
“inconclusive” might be the more appropri-
ate term to describe the general results.

His overall conclusion is that the evidence
does not support the conventional belief
that the profitability of most small banks
is adversely affected by the competition of
large banks. However, deposit growth rates
did appear to suffer.

Similar procedures were used in examin-
ing the premerger-profitability and deposit-
growth of small banks prior to their merger
with large banks. Premerger-profitability of
these banks was lower than that of banks
that did not merge, but the data do not
support the hypothesis that this was the
result of competition from large banks. Once
again, the growth rate of total deposits did
seem to be adversely affected by competition
from the large banks.

Although hank profitability must play
some role in policy formulation, the basic
focus for public policy must be the relative
efficiency with which different banking sys-
tems, in both their size and structural
dimensions, can provide banking services.
The definition and measurement of social
cost and social output remains the task at
hand.

This observation should not obscure the
fact that Mr. Kohn’s study has added con-
siderably to the body of current banking
research on which. hopefully, future policy
will be based.

Jou~n A. Powkns
Unicersity of Cincinnati
(O N

Gold and World Monetary Problems. Na-
tional Industrial Conference Board Con-
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vocation. New York: The Macmillan Com-
pany, 1966. Pp. 240. $5.95.

This book contains the edited proceedings
of a conference of representatives of finan-
cial, governmental, and academic circles
held October, 1965. Among the 39 partici-
pants were R. A. Young, P. Cortney, E. M.
Bernstein, W. Busschau, R. Triffin, G. Hab-
erler, W. Hoadley, ]J. Viner, O, Emminger,
R. Harrod, D. Dillon, H. Wallich, M. Gil-
bert, J. Exter, E. Despres, R. Reierson, and
A. Meltzer. Though sponsored hy the NICB,
the conference was financed by the Trans-
vaal and Orange Free State Chamber of
Mines. It does not appear that advocates
of a gold-price increase converted anvone
to their faith, or that there was a thinning
in the ranks of the believers. Nonetheless,
the debate was interesting.

In addition to a summary by |. B. Cond-
liffe, there were seven formal sessions, each
consisting of a position paper and comments
by various discussants, some obviously pre-
pared heforehand, others apparently unre-
hearsed.

Ralph Young set forth the official U.S.
position with these four points: (1) The
restoration of payments balance by the U.S.
and the UK. will mean inadequate growth
in international reserves and growing world-
wide deflationary pressure; (2) The world's
needs for additional external liquidity is
inversely related to the effectiveness of the
adjustment process; (3) An increase in the
dollar price of gold would be an inequitable,
disturhing, and probably ineffective way to
increase world reserves; (4) The best way
to get a deliberate and systematic creation
of reserves is through an evolution of the
IMF and the retention of the dollar and
sterling as reserve currencies.

This moderate position was essentially
endorsed by E. M. Bernstein, author of a
second paper, who explained his specific
proposal for the creation of a new reserve
asset, which he argued was superior on a
number of grounds to alternative proposals
by d’Estaing and Roosa.

A third “establishment position” was ad-
vanced by Otmar Emminger. Although he
believes that countries should “have their
domestic policies oriented more toward ex-
terior factors than they do now.” Emminger
opposes any return to a strict gold standard
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which, he notes, probably never actually
existed. He is also opposed to any increase
in the dellar price of gold. An urgent and
neglected mattér, in his view, is the creation
of international agreement on the composi-
tion of reserves. Believing that gold must
constitute a smaller fraction of total reserves
in the long run, Emminger notes that inter-
national liquidity has been depleted in re-
cent vears as countries have increased the
gold content of their reserves.

Three of the remaining position papers
advocated an immediate doubling (or more)
of the price of gold. Philip Cortney argues
that a failure to double the dollar price of
gold will lead to another Great Depression
which, in turn, will compel governments to
make massive public expenditures financed
by “paper money” and induce the triumph
of socialist governments evervwhere. Wil-
liam Busschau advocates increasing the
price of gold (appropriately to $75 an
ounce), because this is the only way to
increase net world liquidity—a matter of
some urgency in his eves. He contends that
dollars, sterling, and INF drawing rights
and the like do not provide genuine inter-
national liquidity, since reserves held in such
forms are liabilities, direct or indirect, by
residents of other countries. Wallich was an
especially effective critic of this argument.

Harrod also wants the gold price doubled,
for he believes that this is the most expe-
ditious way to correct the dearth of global
reserves that has existed now for a number
of vears. IHis interest centers, however, on
the establishment of a system for the regular
creation of fiat reserves in appropriate
amounts. He advocates that “the new
medium” be increased so as to maintain a
constant proportion between fotal reserves
and total “world trade,” and suggests that
increases in the new medium in anv n-th
vear he snch that

u-1 n-z / u-2
L.h:(zTi_zTi)/zT .
“ ' noc. n-i n-n
where R, = total reserves at the end of the
i-th vear and T, = the value of world trade
during the i-th vear. Harrod is staunchly
opposed to having payments imbalances cor-
rected swiftly, except when they stem from
“demand inflation”—a rarity (he argues)
among the developed countries today. He
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sees monetary and fiscal policies as inap-
propriate adjustment techniques and favors
an incomes policy instead.

Haberler attacks Harrod’s use of the ratio
of world reserves to world trade in 1939 as
a benchmark to assess the adequacy of world
reserves today. He points out that this ratio
was at a swollen level after the price de-
clines, trade contraction, and devaluations,
of the 1930’s. He also attacks Harrod for
assuming, naively, that the authorities will
“do the right thing” if only they have suffi-
cient time {liquidity) to enable them to take
gradual measures to correct an external
deficit.

In addition to serving as perhaps the most
effective of the many critical discussants of
the various papers and counter-statements
presented by the other participants, Haber-
ler (with able support by Meltzer) offered
the central arguments in favor of fluctuating
exchange rates:

I think the adjustment mechanism is
much more important than the liquidity
problem. If the adjustment mechanism
doesn’t work, no amount of liquidity is
enough. And on the other hand, if the

adjustment mechanism works well, then
you need have little liquidity. So we
should trv to speed up and make more
efficient the adjustment mechanism.

I assume that we want to avoid direct
controls. If that is accepted and if you
also wish to avoid inflation, then you
have to introduce some flexibility in
the exchange rates, because the adjust-
ment mechanism nowadays operates only
through controls or differential rates of
inflation.

Interesting counter-arguments were ad-
vanced by Bernstein, Harrod, Gilbert, Em-
minger, and Despres, but [ found none
convincing.

All in all, this is an engrossing book,
ranging as it does over the whole terrain of
recent debate in international finance. Al-
most all views are ably presented; and
almost all are vigorously criticized. Readers
are bound to come away with a better grasp
of current controversy in the field of inter-
national finance and with a more mature
judgment of men and opinions in the field.

Hexry N. GoLpstEIN

Washington State University
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