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Utilizing the bank holding company

Excerpts from aspeech by Mr. Robert P. Mayo, President,
Federal Reserve Bank of Chicago to the 41st Assembly for
Bank Directors, Southhampton Princess, Bermuda, May 26, 1980

The use of the bank holding company as an
organizational form for owning and control-
ling commercial banks is neither a new device
nor a recent one. In fact, it dates back to
around 1900. At that time, the bank holding
company provided a device for owning sev-
eral banks at a time when branching was
prohibited, or severely limited, in every state.
To this day, restrictive branching laws have
remained one of the primary reasons for
embracing the holding company organiza-
tional form as banks have sought to approach
the geographic mobility of their customers.
Multibank holding companies tend to be
most important in those states with highly
restrictive branching laws and to be relatively
unimportant in those states that allow state-
wide branching. In states that prohibit multi-
bank holding companies, chain or group
banking has flourished. What distinguishes
bank holding companies from chain banking
organizations is the fact that bank holding
companies are formally organized and are
generally chartered as corporations.

Bank holding companies have been or-
ganized to get around not only state branch-
ing restrictions but other types of banking
regulation as well. One of the more common
reasons for forming bank holding companies
was to engage in activities that banks were
prohibited from performing themselves, or
to engage in a permissible activity (like lend-
ing) at a geographic location where a parti-
cular bank subsidiary was not allowed to
operate.

Holding company flexibility takes other
forms as well. The parent bank holding com-
pany, like any other kind of holding com-
pany, is able to exploit avery useful account-
ing device. The holding company can down-
stream funds raised in the debt market to its
bank subsidiary, on whose balance sheet they
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appear ascommon stock or equity. This seem-
ingly magical transformation from debt to
equity has been accorded the loaded label of
“double leveraging." While not unique to
banking, it is another example of the flexibil-
ity of the holding company mechanism as a
device for circumventing certain regulatory
barriers.

The bank holding company form of or-
ganization declined in importance duringthe
1930s and early 1940s, thus minimizing the
need for additional regulation, particularly
with regard to the formation and expansion
of holding companies. But a major merger
movement began following World War II.
Existing bank holding companies began to
increase the number of banks they controlled.
A few of these holding companies operated
banks in several states. In addition, some
bank holding companies were being used as a
corporate device to engage in business activi-
ties unrelated to banking, thus evading the
intent of the Banking Act of 1933 which,
among other things, sought to separate bank-
ing from other lines of commerce.

Regulating bank holding companies

Comprehensive federal regulation of
bank holding companies was not enacted
until 1956. The main thrust of the Bank Hold-
ing Company Act of 1956 was that it formally
recognized the bank holding company, de-
spite some abuses that had taken place in the
past, as alegitimate form of banking organiza-
tion, the formation and expansion of which
may be in the public interest if properly regu-
lated and controlled.

Congress had three primary concerns
with bank holding companies that it felt
could be dealt with most effectively by regu-
lation. First, there was the fear of economic
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concentration, and the social and political
overtones associated with it. The increased
number of banks affiliated with bank holding
companies, while certainly not posing a
monopoly problem nationally—there were still
more than 13,000 insured commercial banks
in operation in 1956—did, nevertheless, give
rise to concern about increased concentra-
tion of financial resources at the state and
local level. Congress tried to nip this trend in
the bud by applyingtheantitrust laws to bank
holding company expansion.

A second concern of Congress was the
potential for unsound banking practices facil-
itated by the holding company form of orga-
ization. Because of this concern, Congress
directed the Federal Reserve Board to con-
sider financial and managerial criteria in de-
termining whether to approve or deny an
application by a multibank holding company
to acquire an additional bank. Congress’s last
major concern, addressed in the Bank Hold-
ing Company Act, was that a holding com-
pany’s nonbanking activities should bestrictly
circumscribed, being merely "a proper inci-
dent to” banking and limited to activities of a
"financial, fiduciary, or insurance nature.”

Companies that controlled only one bank
were not covered by the 1956 legislation. In
part this was because there weren’tvery many
of them; their control was primarily limited to
small banks; and there were few, if any,
abuses or circumventions of regulation by
these companies. Following the credit squeeze
of 1966, many bankers began to realize that a
holding company might provide improved
access to the money and capital markets, in
particular, to the commercial paper market
where there were no interest rate ceilings to
contend with. As aresult, many of the nation’'s
largest banks began to organize holding com-
panies to achieve the financial flexibility they
deemed necessary to deal with the next credit
squeeze. Many of these one-bank holding
companies also took advantage of their unreg-
ulated status by performing nonbanking activ-
ities that were prohibited to their bank subsi-
diaries or performing bank-like activities at
locations where their banks were not allowed

to operate. Congressional concern with per-
formance of these nonbank activities, partic-
ularly those that clearly broke with this
nation's tradition of arm’s length dealings
between abank and its customers, resulted in
closing the one-bank loophole in 1970.

Current Federal Reserve emphasis

There are many benefits to a bank hold-
ing company, but most of these are private
benefits that accrue to the owners of the
holding company. To some extent, of course,
these benefits may trickle down to a holding
company's customers and translate into bene-
fits to the general public. The focus of the
Bank Holding Company Act is on net bene-
fits to the public that outweigh any possible
adverse effects such as unsound banking
practices, conflicts of interest, undue con-
centration of resources, and anticompetitive
effects. Thus, the Federal Reserve is charged
by law with examining the impact of holding
companies on bank customers.

The benefits of a bank holding company
to stockholders are numerous. Among these
benefits are tax deferral and tax avoidance,
financial leverage, improved access to capital
markets, and the ability to expand product
and geographic markets. The last two of these
private advantages also improve the ability of
abank to serve the convenience and needs of
the public—one of the factors that the Fed-
eral Reserve must take into consideration in
weighing all applications.

In deciding on the merits of an applica-
tion, the Fed must focus first on the competi-
tive effects of a holding company formation
or bank acquisition. If anticompetitive effects
are found, then enhanced convenience and
needs or improved managerial or financial
factors can be given weight. In practice, how-
ever, serious anticompetitive effects have
never been outweighed by these other con-
siderations except where the acquired bank
was on the brink of failure. Where the anti-
competitive effects are only slight, these
effects can be, and sometimes are, out-
weighed by enhanced convenience and needs
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or financial factors—for example, by the pro-
vision of new or additional services, a com-
mitment to increase interest rates to Regula-
tion Q ceilings, or an injection of equity capi-
tal into one of the holding company’s banks.

Regardless of whether there are anti-
competitive effects, the Board must examine,
in every application, convenience and needs
and financial factors. The Board, by denying
dozens of applications on these grounds, has
voiced its concern about the use of the hold-
ing company device as a means of increasing
financial leverage and achieving tax avoid-
ance at the expense of the potential safety
and soundness of the subsidiary bank. The
Board’s legal authority to concern itself with
the capitalization of affiliated banks over
which it has no direct supervisory authority
was upheld by the U.S. Supreme Court in the
1978 First Lincolnwood decision.1

Filing an application

An application to form or expand a bank
holding company must make a compelling
case that the public will benefit as a result of
the proposal. It is, of course, a foregone con-
clusion that the holding company and its
owners will benefit—or else why would the
transaction be undertaken in the first place? It
is the responsibility of the Federal Reserve to
ensure that a holding company does not
benefit at the expense of the nonbank public.
In order to carry out this responsibility and to
satisfy the legal requirement of a complete
public record, the Fed requires that a stan-
dard application be submitted for prior ap-
proval—in multiple form, since copies must
go to the Board, the Reserve Bank, other ap-
propriate bank regulators, and the Justice
Department.

Each application has several sections that
deal with a description of the transaction and
its competitive, financial, and convenience
and needs implications. More recently, sev-
eral questions have been added to ascertain

1Board of Governors of the Federal Reserve System
v. First Lincolnwood Corporation, 439 U.S. 234 (1978).

the applicant’scompliance with the spirit and
intent of the Community Reinvestment Act.
Rarely is an application submitted that con-
tains fewer than 50 pages; the majority of
applications contain at least 75 pages; and it is
not unusual for applications involving com-
plex transactions to total more than 200 pages.
To a considerable extent, this one-time re-
porting burden is mandated by the require-
mentthatan application be “ legally sufficient
and informationally adequate.” This could be
more simply expressed as the need for an
application to contain all information a rea-
sonable person would find necessary to decide
whether it should be approved or denied. The
time involved in processing an application
has generally been reduced when the appli-
cant has assumed a large burden of the proof
by making certain that the application sup-
ports, with facts, any promises of public
benefits.

Costs and benefits

The Federal Reserve System has been
very much concerned with both on-going
and one-time reporting burdens on banks
and bank holding companies. Nevertheless,
filing a bank holding company application is
not inexpensive. Research done at the Chi-
cago Fed has shown that, on average, an
application to form aone-bank holding com-
pany would cost the applicant approximately
$15,000.2 It would cost almost that much for
an existing holding company to apply to
acquire another bank. In addition, holding
companies must file an annual report with the
Fed, typically costing at least $1,000 and for
the larger, active, or complex holding com-
panies, around $3,000-$5,000. Companies with
assets exceeding $300 million have additional
reporting requirements, as well as more
frequent—generally annual—inspections by
a Federal Reserve team to assure compliance
with the bank holding company laws and to
assess the overall financial condition of the

2Harvey Rosenblum, "A Cost-Benefit Analysis of the
Bank Holding Company Act of 1956,” in Proceedings ofa
Conference on Bank Structure and Competition, Fed-
eral Reserve Bank of Chicago, 1978, pp. 61-98.
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company. Bank holding companies with more
than 500 stockholders must also file reports
with the Securities and Exchange Commis-
sion, so they can expect the costs just men-
tioned to increase some three or fourfold. The
combined costs to the holding companies
and to the Federal Reserve System of comply-
ing with requirements of the Bank Holding
Company Act are not trivial. For 1978, the last
year for which complete data are available,
they have been estimated to be running
around $30 million per year, about equally
divided between the holding companies and
the Federal Reserve.

What has been gained by an expenditure
of resources of this magnitude? How is the
public better off as a result of this compliance
and enforcement burden? Although policy-
makers within the Federal Reserve have been
deeply concerned with these questions, the
best available research shows that enforce-
ment of the Bank Holding Company Act has
generated benefits to the public that have
exceeded its costs. For example, the Board
has denied dozens of applications that would
have eliminated competition between two
banks in the same market. The benefits to
bank customers in the form of lower-priced
bank services, just from denials of applica-
tions that would have eliminated existing
competition, have been more than sufficient
to outweigh all other costs associated with the
act.3

The Board has also been concerned by
holding company acquisitions of leading
banks in markets that could be entered by
more procompetitive means, such as by char-
tering ade novo bank or by acquiring one of
the smaller banks in the market. The Board
has denied several such potential competi-
tion cases in the last six months. The Board has
not limited its concern about anticompetitive
effects to multibank holding companies; in
May 1977, it began to treat chain banking
organizations as de facto multibank holding
companies and has denied the private bene-
fits of the holding company organizational

Jibid.

form to one-bank holding companies whose
existence would further an anticompetitive
arrangement. Public benefits have also been
generated by the Board’s insistence that when
competitive effects are slightly adverse, the
holding company must make some commit-
ment to provide services or alter prices
charged by the acquired bank so that the
public will be better off from the acquisition.
The Fed follows up to see that those commit-
ments are met.

Finally, the Board must evaluate the im-
pact of the holding company on the safety
and soundness of its subsidiary bank(s). The
Board’s main concern in this area has been
with the use of excessive debt at the holding
company level and the consequent strains on
the bank affiliate to help in servicing that
debt, year-in and year-out, in good times and
bad. While the Board has recently relaxed its
debt standards somewhat for small one-bank
holding companies, it has in no way relaxed
its commitment to maintain the safety and
soundness of affiliate banks. The Board will
continueto look askance at holding company
proposals that may entail difficulties in debt-
servicing, particularly if they would be likely
to lead to impairment of the capital accounts
of the bank subsidiary.

As with most regulations, the costs of the
Bank Holding Company Act are imposed
upon all those who must comply, not just on
those few whose abuses gave rise to the need
for regulation in the first place. But, unlike
many other laws and regulations on the
books, it appears that for the Bank Holding
Company Act, the benefits of regulation
outweigh the costs. Furthermore, the costs
imposed by holding company regulation have
not been sufficient to outweigh or stifle the
creativity and advantages stemming from the
bank holding company organizational form.

The holding company offers financial,
product, and geographical flexibility that is
beyond the reach of an individual bank. The
holding company movement's continued
vitality demonstrates that the Federal Reserve
has allowed this flexibility to work to the pub-
lic's good.
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The credit restraint program

In perspective
Randall C. Merris and Larry R. Mote

The anti-inflation program the President an-
nounced on March 14 included—along with
promises of cuts in federal spending for the
rest of this fiscal year and a balanced budget
for the year beginning in October—a set of
selective policy measures designed by the
Federal Reserve to restrain credit growth.

Parts of the Federal Reserve program
were implemented under the Credit Control
Act of 1969, which the President invoked for
the first time. The act empowers the President
to authorize the Federal Reserve Board “to
prohibit or limit any extensions of credit
under any circumstances the Board deems
appropriate." Such broad powers could be
used to impose far-reaching controls on banks
and other financial institutions and, in fact, on
all private and public credit markets.

Under the new program, however, the
Board chose to implement credit restraints
only in aselected set of private credit markets
and, within the markets directly affected, in a
somewhat flexible way. The limited scope of
the program reflected the Board's intention
that the credit restraints supplement, not
supplant, the restrictive fiscal and monetary
policies that the Administration and the Fed-
eral Reserve had announced they would
pursue. The program was designed partly to
reinforce these general economic policies
and partly to mitigate their most serious side
effects.

The program

One of the most important actions taken
by the Board on March 14 was the establish-
ment of a voluntary Special Credit Restraint
Program applicable to banks, bank holding
companies, and finance companies. Several
provisions of the Special Credit Restraint
Program were addressed specifically to banks.

They were advised to hold loan growth within
the 6 to 9 percent range previously targeted
for total bank credit by the Federal Reserve.
Banks were also encouraged to restrain cer-
tain types of lending considered nonproduc-
tive, inflationary, or of low social priority.
Included were unsecured consumer lending,
financing of corporate takeovers or mergers,
and financing of purely speculative holdings
of commodities. Banks were also asked to
restrain the growth in commitments for backup
lines to support commercial paper borrow-
ing. They were strongly urged to maintain the
availability of funds to small business, farmers,
and homebuyers.

The Special Credit Restraint Program
originally called for monthly reports on lend-
ing activity at large domestic banks, bank
holding companies, and U.S. agencies and
branches of foreign banks. Monthly reports
were also requested on commercial paper
issues and overseas borrowing of a panel of
large corporations and on business credit
outstanding at large finance companies. Quar-
terly reports on lending were required from
intermediate-sized banks ($300 million to $1
billion in total assets). Smaller banks were
exempted from reporting under this program.

Reporting burdens were reduced on May
22 when the Board announced that lending
institutions previously scheduled to report
monthly would henceforth report bimonthly.
At the same time, the first quarterly report for
intermediate-sized banks, due in June, was
simplified. The need for subsequent reports
from these banks was to be evaluated by the
Board after the first set was received. The
Board also discontinued the reporting re-
quirement for the panel of large corporate
borrowers.

Another important action taken by the
Board was the imposition of a 15 percent spe-
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cial deposit requirement on increases in con-
sumer credit. This requirement was, in essence,
the first application of asset-based reserve
requirements in the United States. The idea of
applying reserve requirements to specific
categories of asset holdings, rather than de-
posits, originated during the early 1950s and
has been widely discussed ever since.1

Special deposit requirements on increases
in consumer credit were adopted in the belief
that consumer spending, a sizable part of
which has been financed by an unprece-
dented expansion in consumer borrowing in
recent years, has been a major contributor to
the inflationary spiral. Mortgage credit, auto-
mobile loans, and other forms of secured
credit involving purchase of the security with
the proceeds of the loans were exempted
from the special deposit requirement because
of the depressed state of the housing and
automobile industries.

A 15 percent special deposit requirement
on increases in total assets of money market
mutual funds was also instituted on March 14.
This requirement, however, is conceptually
different from the asset-based special deposit
requirement against consumer loans. Because
the deposit requirement on money market
funds applies to increases in any and all of
their assets, it does not represent an attempt
to direct credit away from (or into) any spe-
cific uses.2In fact, no substantive difference
would have resulted if the special deposit
requirement had been applied to increases in
the amount of money invested in these
funds—that is, the net purchases of new
shares of money market funds—rather than

'For example, see Monetary Policy and the Man-
agement of the Public Debt, S. Doc. 123, Pt. 1,82d Cong.
2d Sess. (Government Printing Office, 1952), pp. 484-88;
and Samuel B. Chase, Jr., “ Use of Supplementary Reserve
Requirements and Reserve Credits to Even Out the Flow
of Mortgage Funds,” in Ways to Moderate Fluctuations
in Housing Construction (Board of Governors of the
Federal Reserve System, 1972), pp. 97-109.

Other countries have made extensive use of selec-
tive credit restrictions, including in some cases asset-
based reserve requirements. In reviewing the experience
of these countries, it is important to keep in mind that
they differ widely from the United States both in terms of

to increases in the assets of these funds.

Similarly, the other major actions taken
by the Board on March 14 were aimed at
increasing the costs of lending by banks and
other financial institutions, rather than at
selectively encouraging or discouraging par-
ticular types of loans. These actions included
an increase from 8 percent to 10 percent in
the marginal reserve requirements against
the managed liabilities of large member
banks—such as large short-term time depos-
its, borrowings from foreign branches, repur-
chase agreements, and federal funds pur-
chases from nonmember institutions. At the
same time, the base amount of these liabilities
that would be free of reserve requirements
was reduced from the level set when the
requirements were introduced in October
1979. A 10 percent special deposit require-
ment on increases in managed liabilities of
large nonmember banks was also included in
the Board's March 14 actions. A 3 percent
surcharge on member bank borrowing from
the Federal Reserve was introduced tempor-
arily but was discontinued in early May.

On May 22 the Board announced reduc-
tions from 10 percent to 5 percent in the mar-
ginal reserve requirement on managed liabil-
ities of member banks and in the special
deposit requirement on such liabilities at
nonmember banks, together with an upward
adjustment in the requirement-free base.
Responding to the slowdown in credit-financed
consumer spending, the Board also halved
the special deposit requirement against cov-
ered types of consumer credit; both this
requirement and the special deposit require-

their financial systems and their instruments and tech-
niques of monetary and fiscal policy. For an analysis of
selective credit controls overseas, see Donald R. Hodg-
man,Selective Credit Controls in Western Europe (Asso-
ciation of Reserve City Bankers, 1976).

2An exception was those money market funds that
invest at least 80 percent of their assets in short-term
tax-exempt obligations. Tax-exempt holdings of such
funds were exempted from the special deposit require-
ment. To this extent, the special deposit requirement on
assets of money market funds contained a selective
element.
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ment on increases in assets of money market
funds were lowered from 15 percent to 7V2
percent.

Lessons from experience

The program was designed to cope with
problems very much in evidence in previous
periods of credit stringency, notably 1966,
1969, and 1973-74. In each of these periods,
interest rates rose to new post-World War |l
highs and such interest-rate sensitive sectors
as homebuilding, small business, and state
and local governments were severely squeezed.
This was in contrast to the growth in credit to
finance business spending, including mer-
gers and takeovers, which continued to grow
until well into the recessions that followed
the periods of tight credit. More and more
frequently in recent years, these temporary
imbalances in the economy have been seen
as involving heavy social costs, as for example,
the cyclical underutilization of resources in
the homebuilding industry, increases in the
rates of failure by small businesses, and the
postponement of projects by state and local
governments.

At the same time, there has also been a
widespread notion that the traditional tools
of fiscal and monetary policy either are inade-
quate or have not been used with sufficient
vigor to restrain the growth of credit during
business expansions—in either case, they have
not succeeded in controlling inflation. It has
become fashionable to observe that as high
interest rates have not held down business
borrowing, it is necessary to use more direct
means to limit the availability of credit and
restrain growth in aggregate demand. It has
even been suggested that as interest is an
element of business costs, high interest rates
are counter-productive in the fight against
inflation. They simply translate into higher
commodity prices.

The purposes of the credit restraint pro-
gram in an inflationary environment were to
reinforce the Federal Reserve's efforts, through
its pursuit of a reserve target, to slow the
growth of money and credit and to mitigate

some of the more painful dislocations that
usually come with tight credit. To the extent
that the program has succeeded in slowing
the growth of consumer and total credit—
and there is considerable evidence that it
has—while maintaining to some extent the
flow of credit to agriculture, housing, small
business, and municipal finance—here the
evidence is less convincing—it has done its
job.

The program may also have had the salu-
tary effect of lowering the public’s expecta-
tions of future increases in prices—thereby
hastening the adjustment to a slower rate of
expansion of demand and reducingthesever-
ity of the impact on employment and output.
If so, it has done all one could reasonably
hope for. But any permanent lowering of the
public’s expectations for price developments
will depend on the steadfastness with which
restrictive monetary and fiscal policies are
pursued over the coming year.

To evaluate the credit restraint program
properly, it is necessary to keep in mind its
goals and the difficulties that would be likely
to accompany any effort to broaden its scope
or purposes. The program was designed to
limit the cyclical variation in the supply of
credit for housing, agriculture, and small bus-
iness, not to increase the share of credit going
to these sectors over the long run. It was not
intended to remain in effect beyond the
period of difficulty that gave rise to it.

Accepting for purposes of discussion the
validity of the arguments for increasing the
share of resources going to certain sectors,
the program is not well suited to the pursuit
of such long-term goals. Because of the broad
categories it established, its basically volun-
tary character, and the fact that it has left all
individual credit decisions to the private lend-
ing institutions, the program could more
accurately be described as a call for coopera-
tion than a system of rigid controls. In what
was widely regarded as a short-term quasi-
emergency, the cooperation the program
relies on was forthcoming. But in the long
run, the program would be unlikely to be
effective in the face of contrary forces affect-
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ing the profits of participating institutions. In
blunt terms, a dollar loaned to a large busi-
ness may be more profitable than a dollar
loaned to a family buying a house.

Experience with mandatory credit con-
trols on consumer credit during World War I
and on both consumer and mortgage credit
during the Korean War showed that controls
become progressively less effective the longer
they are in force. Lenders find ways to cir-
cumvent regulations. Reflecting its fungible
nature, credit extended for one purpose is
actually used for another. When controls are
in force long enough, new institutions arise to
service demands left unmet by regulated
institutions. To keep up with such devel-
opments, regulation must be constantly ex-
panded in detail and institutional coverage.
Otherwise, it gradually loses its potency.3

The decisions that shaped the key ele-
ments of the program announced March 14
were taken in light of a full consideration of
experience in terms of the scope, cost, and
efficacy of previous credit restraint programs.
For example, some features of the program
were designed to increase its efficacy and
prevent its circumvention.

Consumer credit, the sector singled out
for special attention, is the one in which the
borrowers typically have limited alternative
sources of credit. Unlike large corporations,
consumers cannot turn to the open market to
sell bonds or commercial paper when tradi-
tional institutional sources of credit dry up.
Within this sector, moreover, the program
covered all major sources of credit, not only
banks but also finance companies, credit
unions, thrift institutions, retail establishments,
oil companies, and travel and entertainment
card companies.4

To get the maximum effect from alimited
commitment of resources, the program focused

3U.S. experience with credit controls beginning in
World War lis discussed in Arnold Dill, "Selective Credit
Controls: The Experience and Recent Interest,” Monthly
Review, Federal Reserve Bank of Atlanta (May 1971), pp.
78-86.

4An unsuccessful Congressional drive for mandatory

on lenders, who are relatively few in number,
instead of borrowers, who number in the mil-
lions. It concentrated, then, on the supply of
credit rather than the demand for it. Because
of the huge administrative problems entailed,
few efforts have been made to control the
demand for credit. The most prominent exam-
ple was the Federal Reserve Board’s Capital
Issues Committee in World War I. The com-
mittee screened proposed issues of stocks
and bonds over $100,000, approving only the
issues conducive to the war effort.

Unlike the credit controls of both World
War Il and the Korean War, the program did
not prescribe specific limits on the nonprice
terms of credit transactions, such as minimum
downpayments and maximum maturities. The
special deposit requirement raised the cost of
extending consumer credit. However, the
program relied on disclosure and consulta-
tion to limit overall extensions of credit. But,
aside from an admonition in the Special
Credit Restraint Program that “rates should
not be calculated in a manner that reflects the
cost of relatively small amounts of marginal
funds subject to the marginal reserve require-
ment on managed liabilities,” it was left to
individual institutions how best to ration
credit among particular borrowers.

All these characteristics of the program
serve to point up its limited scope and expected
short duration. Even more decisive proof of
its limited aims is the relatively small com-
mitment of resources and personnel to its
implementation.

Fallacies regarding credit control

The temporary nature of the program
recognizes fully the demonstrated limitations
of credit restraints. However, some propo-
nents of credit controls persist in seeing a

allocation of bank credit to selective uses was mounted in
1975. A major criticism of these legislative proposals was
that nonbank financial institutions were virtually ignored.
For a discussion of the 1975 proposals, see Randall C.
Merris, “Credit Allocation and Commercial banks,” Bus-
iness Conditions, Federal Reserve Bank of Chicago
(August 1975), pp. 13-19.
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larger and more enduring role for them.

Recent stabilization policy. Although there
is no indication that the cyclical behavior of
homebuilding has lowered the industry's
long-run growth, it iswell established that the
extreme swings of homebuilding involve social
costs—periodically idle resources and fore-
gone production, bankruptcies of construc-
tion companies, excessive startup costs, and
inconvenience to the public due to post-
ponement of housing purchases until a later
phase of the interest rate cycle. This insta-
bility, sometimes diagnosed as the inevitable re-
sult of an unregulated economy or of the basic
inability of monetary and fiscal policy to
moderate the business cycle, has formed the
basis for many proposals for imposing per-
manent credit controls.

This prescription presupposes that the
aggregate demand policies followed in recent
years have been the best that could be
achieved. But for at least two decades, the
homebuilding industry has been alternatively
the beneficiary and victim of overly expansive
and excessively restrictive monetary and fis-
cal policies.

To take the most recent example, as the
economy and the homebuilding industry re-
covered from the recession of 1974-75, the
narrow money supply (M-1) accelerated from
an annual growth rate (fourth quarter over
fourth quarter) of 4.6 percent in 1975 to 5.8
percent in 1976, 7.9 percent in 1977, and 7.2
percent in 1978, before slowing to 5.5 percent
in 1979. Thatthis acceleration was unintended
appears clear from repeated statements of
Federal Reserve Board Chairmen Burns and
Miller that inflation is the nation’s most serious
economic problem and that a precondition
to reducing inflation is a gradual reduction in
monetary growth.

Given that the most widely accepted
estimate of the lag between changes in the
rate of growth of money and the maximal
impact on the rate of inflation is two to three
years, the strong inflationary pressures seen
since late 1979 are not hard to explain. As is
generally understood today, the efforts of
lenders to protect the purchasing power of

their principal cause actual and anticipated
rates of inflation to be incorporated in nomi-
nal market interest rates. To this preexisting
upward pressure on interest rates was added
a sharp cutback in the growth of money and
credit initiated by the Federal Reserve’s more
vigorous efforts to achieve its monetary targets
and thereby to combat inflation, particularly
since adoption of its new reserves targeting
procedure on October 6, 1979. It is not sur-
prising that interest rates skyrocketed in the
months immediately following the change in
operating procedures.

Fiscal policy has not helped much. After
being in surplus in 1974, the worst year of the
recession, the high employment federal budget
went from a deficit of $18.2 billion in 1975 to
$18.6 billion in 1977 before declining and
turning into a $9.8 billion surplus in 1979. The
actual budget has been in deficit consistently
in recent years, putting heavy pressure on the
credit markets and pushing interest rates
even higher than the required degree of
monetary restraint would otherwise require.

The overly stimulative fiscal and mone-
tary policies followed during the expansion
were shaped, at first, by what was considered
the sluggishness of the recovery in 1975 and
1976. They may have continued through 1977
and 1978 because of an exaggerated estimate
of the excess capacity in the economy. It has
been estimated that economic obsolescence
due to the sharp rise in oil prices since 1973
may have reduced the effective capacity of
the American economy as much as 5 percent.
Failure to give full recognition to this loss may
have led policymakers to overestimate the
economy’scapacity to expand before encoun-
tering inflationary pressures.

Policymakers—and many economists,
public and private—may have also been de-
ceived by historically high levels of hominal
interest rates into believing policy was more
restrictive than it turned out to be. Neverthe-
less, there is little or nothing in the recent
expansion to suggest monetary and fiscal pol-
icies have lost their potency. What has been
demonstrated is that inappropriate policies
continued too long can build up a great deal
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of momentum that is not easily reversed. On
the positive side, there is reason to believe
that avoidance of the same mistakes in the
future could prevent much of the enormous
volatility in interest rates that has driven
homebuilding from a state of frenzy in 1977
and 1978 to a projected depression in 1980,
while putting severe financial pressure on
farmers, small businesses, and municipal
governments.

Availability versus interest rates. The dis-
credited, long dormant, but never dead asser-
tion that high interest rates cannot slow credit
expansion has been heard more and more
frequently in recent years. Interest rates have
risen continuously, but credit has continued
to grow. The lesson—as often observed by
Governor Wallich—is that a 17 percent prime
rate, though historically high, is not restrictive
when the annual inflation rate (as measured
by the Consumer Price Index) is also around
17 percent.51t should be recalled, moreover,
that as late as early September 1979, the prime
rate stood at only 12¥4 percent. Depending on
how price expectations are measured, the
real (inflation adjusted) burden of borrowing
at the prime rate may have been no higher
than 2or 3 percent, and conceivably negative,
through last September.

The evidence is clear, however, in the
form of falling prices of sensitive commodi-
ties, slowing retail sales, and other signs of
declining economic activity, that the subse-
quent rise in interest rates to 20 percent was
adequate to the task. As tight credit continues
to do its job, perhaps to excess, the recurring
doctrine of its impotence should at last be put
to rest. The timing of the introduction of the
credit restraint program may result in its
receiving the credit (or blame) for what were
actually the results of high interest rates. Its
primary effect was to cushion the harsh impacts
of those high rates on particular sectors.

Interest rates and inflation. Another par-
ticularly durable fallacy with widespread sup-

BA recent statement to this effect is in Henry B. Wal-
lich (remarks to the Swiss-American Society Basel, Basel,
Switzerland, June 10,1980; processed).
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port today is the notion that high interest
rates are not only ineffectual in combating
inflation but perverse. The argument is that
interest represents a major cost to business
and increases in interest costs are passed
along in the prices of products. It is hard to
trace the origins of this doctrine, but it was
conclusively discredited by the prominent
Swedish economist, Knut Wicksell, around
the turn of the century. Maybe because of its
common sense appeal, it remains a staple
among many bankers and businessmen today.6

The essential error of the doctrine is that
it combines a partial equilibrium analysis of
the effects of high interest rates (an analysis
limited to the adjustment of a single firm,
taking other factors as given) with a naive
cost-plus theory of product pricing, ignoring
demand. Although the immediate effect of
rising interest rates may be to raise business
costs and induce price increases, the damp-
ening effect of higher rates on spending will
eventually reduce demand, idle productive
resources, and put downward pressure on all
prices.

Much of the support for the doctrine
comes from the evident empirical association
of high interest rates with high rates of infla-
tion. However, as indicated above, this asso-
ciation largely reflects the incorporation of
inflationary expectations into nominal inter-
est rates. That both high interest rates and
persistent inflation are generally associated
with sustained high rates of monetary growth
buttresses this conclusion.

This particular fallacy might seem to have
crept into the credit restraint program in the
form of its imposition of asurcharge only on
persistent borrowing at the discount window
by large banks and the admonition to lenders
in the Special Credit Restraint Program not to
base lending charges on the high cost of mar-
ginal funds. A close reading of the program's
provisions, however, reveals that the Federal

6For athorough analysis of the doctrine, see Thomas
M. Humphrey, “The Interest Cost-Push Controversy,”
Economic Review, Federal Reserve Bank of Richmond
(January/February 1979), pp. 3-10.
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Reserve's effort to moderate increases in
rates was based not on the mistaken notion
that high interest rates are inflationary, but on
its concern over the sectoral incidence and
distributional effects of high rates.

Inflation and the uses of credit. Like its
predecessors, the credit restraint program
distinguishes between productive and non-
productive activities. Banks were urged "to
avoid financing for purely speculative hold-
ings of commodities or precious metals or
extraordinary inventory accumulation” and
"to discourage financing of corporate take-
overs or mergers and the retirement of cor-
porate stock." The primary reason for avoid-
ing such speculative lending is to help main-
tain the flow of credit to, and moderate dislo-
cations in, the interest-sensitive sectors of the
economy.

But it is also occasionally argued that
lending for nonproductive activities is infla-
tionary. This is an extraneous argument that
appears to involve the fallacy of generaliza-
tion about wholes based on analysis of parts.
Credit used to finance speculation in com-
modities and inventories will certainly help
drive up prices of the affected goods in the
short run. But it will prove profitable in the
long run only if speculators have correctly
anticipated future demand. To the extent that
they guess right, the net effect is that prices
rise sooner than they would otherwise and
there isasocially beneficial reallocation from
present to future consumption. If they guess
wrong, prices will fall as speculative positions
are liquidated.

More critically, credit used to speculate
in one commodity is not available for bidding
up (or maintaining) the prices of other com-
modities. Hence, any undue upward pressure
on some prices due to speculation on credit
will be offset by downward pressures on
other prices. The net effect on the price level
overall should be limited to increases that can
be attributed to increases in total credit.

In the case of credit used to finance
mergers and takeovers and other purely finan-
cial transactions, the concern seems to be that
these represent a withdrawal of credit from

Federal Reserve Bank of Chicago

more productive uses, such as net investment
in plant and equipment. But here a distinc-
tion has to be drawn between credit as seen
by individual enterprises and credit in the
context of the economy. To a firm, having
credit available is tantamount to having a
desired new piece of equipment. One is
exchangeable for the other in the market-
place. But for the economy as awhole, credit,
like money, is simply a claim on real resour-
ces. Multiplying the claims does not multiply
the resources. It simply bids up their prices.
A withdrawal of some part of the avail-
able supply of credit from financing real
investment and consumption to financing
transfers of ownership or purchases of com-
mon stock should actually reduce the demand
for real goods and tend to lower their prices.
In no sense can this be called inflationary.B
A striking illustration of this point was the
credit-fueled boom in the stock market in the
late 1920s. Although banks withdrew credit
from industrial purposes to lend to specula-
tors that, in turn, bid stock prices up to
unprecedented—and as is now clear, unsus-
tainable—Ilevels, there was no similar evi-
dence of overheating in the real sector of the
economy. Consumer prices actually fell
throughout the second half of the 1920s.0
Investment and inflation. The only dis-
tinction between uses of credit that has any
major significance for inflation—and one also
stressed in the credit restraint program—is
that between consumption and investment.
As often observed, the use of credit to increase
productive capacity can increase the supply
of goods in the future relative to any given
level of demand, reducing future inflation.

TThis point was made recently in Paul M. Horvitz,“In
Defense of Nonproductive Loans,” American Banker,
November 5,1979.

8The divergent behavior of commodity and security
prices during the late 1920s is discussed at some length in
Milton Friedman and Anna Jacobson Schwartz, A Mone-
tary History of the United States, 1867-1960 (Princeton
University Press, 1963), pp. 251-66, 289-92, and 699. The
same point was made earlier in Clark Warburton, "Mone-
tary Difficulties and the Structure of the Monetary Sys-
tem,” journal of Finance, vol. 7 (December 1952), pp.
523-45.
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Though true, this argument needs to be
qualified. First, the division of current output
between consumption and investment reflects
the preference of people for current con-
sumption over future consumption. It is not
clear that any compelling social reason can be
adduced to override those preferences.

Second, redistributing demand from con-
sumption to investment cannot be expected
to have any effect on current inflation. The
increases in the supplies of goods it promises
lie in the future. Most important, even adou-
bling of the increase in productivity from its
historical rate of 2.5 percent ayear—awholly
unrealistic goal—would make only a minor
contribution toward curing an inflation rate
of more than 10 percent.9

9rhe limited role of investment in combating infla-
tion is described in Martin Feldstein, “Inflation and
Supply Side Economics,”” The Wall Street Journal, May 20,
1980.

Conclusions

The emphasis in the credit restraint pro-
gram on curbing the growth of total credit
had an important but distinctly limited con-
tribution to make in controlling inflation. The
program may, however, have made the appli-
cation of tight monetary policies more politi-
cally palatable by mitigating the harsh sec-
toral impacts of high interest rates.

The role of credit in the inflationary pro-
cess is still a matter of debate. Some would
argue that the crucial element in controlling
aggregate demand and, therefore, inflation is
not total credit, but money. Nevertheless,
given the close secular relationship between
the growth of money and the growth of
credit, the implications for monetary and fis-
cal policy are similar in either case. Without
long continued restraint in both the expan-
sion of bank reserves and government spend-
ing, no anti-inflation policy can be effective.

Phase-out of the Selective Credit Restrictions

The Board on July 3released aschedule
for the complete phase-out of its program of
selective credit restrictions. Stating that the
program was no longer necessary, the Board
cited the moderate credit growth, particu-
larly at banks, for the first six months of 1980
and the slowing of demands for consumer
credit and credits of an anticipatory or specu-
lative nature.

Effective with the reserve computation
week beginning July 10, the 5 percent mar-
ginal reserve requirement on managed lia-
bilities of large member banks, and similar
special deposit requirement on large non-
members, were eliminated. (A 2 percent
supplementary reserve requirement on large
time deposits of member banks, introduced
in November 1978, also was eliminated.) The
Board abolished the 7Vi percent special de-
posit requirements on increases in con-
sumer credit and assets of money market
funds—effective for consumer credit extend-
ed in June and for previously covered assets
of money market funds after July 20.

The Board on July 3 also announced its
intention to phase out the Special Credit

14

Restraint Program limiting domestic loan
growth at banking institutions and finance
companies to a 6 to 9 percent range. The
Board's decision to dismantle the program
was conditioned on the slower expansion of
bank loans to domestic borrowers, which
grew at an annual rate of only 3 percent
during the first five months of the year. Ex-
perience with the program was to be dis-
cussed with individual banks following re-
ceipt of final reports due July 10. Although
the Board indicated that the Special Credit
Restraint Program had served its purpose, it
remained concerned over the volume of
credit extended for speculative purposes in
the past and was considering ways to moni-
tor such developments in the future.

In announcingthese measures, the Board
emphasized the temporary nature of the
credit restraint program and the fact that it
had been designed to supplement more
general measures of monetary restraint. The
Board reaffirmed its goal of restraining the
growth of money and credit in order to
achieve a further reduction of inflationary
pressures in the economy.
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The history of potential competition in
bank mergers and acquisitions

W. Stephen Smith

The theory of potential competition and its
application to the banking industry has been
asubject of continuing controversy since the
1960s, when banks and bank holding com-
panies (BHCs) began to expand the geogra-
phic scope of their activities through mergers
and acquisitions. During the past decade the
policy of the Board of Governors of the Fed-
eral Reserve System toward acquisitions in-
volving potential competition has come full
circle. Prior to 1975 potential competition was
accorded an important role in Board denials.
Then, between May 1975 and November
1979, with one limited exception,1the Board

did not deny an application solely on the basis
of potential competition. Since then, how-
ever, potential competition has again been
emphasized in the Board's analysis of the
competitive effects of bank mergers and
acquisitions. The past, present, and future
roles of potential competition in the regula-
tion of banks and bank holding companies
are discussed in this article.

The origin of the potential
competition theory

In the years following World War I, cor-
porate mergers occurred primarily between

The economics of potential competition

Traditional microeconomic theory ar-
gued that, in the absence of government
interference, firms in markets in which
sellers were few would recognize their
economic interdependence and collusively
determine market price and output in
order to earn higher-than-competitive
rates of return. With complete freedom of
entry, however, such cooperation would
yield only short-term economic gains.
Excessive profitability in a market would
attract additional competitors, each of
which would cause arise in market output
and acorresponding drop in market price
until, eventually, all firms would be earn-
ing anormal rate of return. In the presence
of significant barriers to entry, however,
firms in a market would continue to earn
above normal rates of return without in-

IThe Board of Governors’ denial of Northwest Ban-
corporation’s application to acquire First National Bank,
Fort Dodge (63 Federal Reserve Bulletin [FRB] 585 (1977))
was overturned upon reconsideration (63 FRB 1096
(1977)).

eral Reserve Bank of Chicago

ducing additional entry.

While the theory of potential competi-
tion dates to the turn of the century, it was
not formalized until the 1950s and 1960s,
when Joe Bain and Sylos-Labini developed
“limit pricing” models to approximate firm
pricing decisions when various levels of
entry barriers are present.2 These models
suggest that an optimal corporate policy
may involve setting prices which do not
maximize short-run profits in order to
deter entry by new competitors. The mod-
ern theory of potential competition thus
evolved from the theory of limit pricing.
Basically, it states that a firm (the potential
competitor), even though it has not entered
a given market, may influence the price-
output decisions of the firms in that
market.

2Joe S. Bain, “A Note on Pricing in Monopoly and
Oligopoly,” The American Economic Review, vol. 39
(March 1949), p. 448. Paolo Sylos-Labini, Oligopoly and
Technical Progress (Cambridge, Massachusetts: Harvard
University Press, 1962).
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directly competing firms. By the early 1960s,
however, this trend tapered as the Justice
Department won several significant suits
blocking such horizontal merger activity. Busi-
nesses responded logically to this new regula-
tory and legal environment byacquiringfirms
outside their traditional product and/or geo-
graphic markets. As these product and market
extension mergers became more common-
place, the Justice Department and various
regulatory agencies looked for a method to
analyze the competitive impact of these
actions. Their answer, in large part, was the
theory of potential competition.

As the potential competition theory came
into use in judicial and regulatory circles,
three types of potential competitors were
distinguished:3

« Thedominant entrant is afirm which has
such enormous resources that it can
wield monopoly power upon entering a
market.

e The potential entrant is a firm which, by
virtue of its perceived ability and intent
to enter agiven market, causes the firms
in that market to behave more
competitively.

e The probable future entrant is a firm
which, though it seeks to enter a given
market through acquisition, may not
have altered the competitive behavior
of the market's participants. Permitting
this firm to enter precludes the possibil-
ity that it could have eventually decon-
centrated the market through ade novo
or foothold acquisition.

Potential competition and the
Supreme Court

Beginning in the late 1950s, the Antitrust
Division of the Department of Justice sought

Stephen A. Rhoades, “A Clarification of the Poten-
tial Competition Doctrine in Bank Merger Analysis,”

journal of Bank Research, vol. 6 (Spring 1975), p. 35. U.S.
v. Falstaff Brewing Corp., 410 U.S. 526 (1973).

to bring merger cases involving potential com-
petition under the purview of Section 7 of the
Clayton Act.4 Having accomplished this task
in a series of industrial cases, it then at-
tempted to extend the potential competition
doctrine to the banking industry. The Justice
Department’s early experience in this area
was singularly unsuccessful. Beginning with
the Crocker-Anglo decision in 1967 5Justice
lost four consecutive potential competition
cases involving the banking industry before
deciding to appeal to the Supreme Court the
attempt by Colorado’s First National Ban-
corporation to acquire the First National Bank
of Greeley.

The Greeley decision

First National Bancorporation (FNB) owned
the controlling interest in Denver’s First
National Bank, the largest bank in both
Denver and the state of Colorado. At the
time, Colorado’s banking structure was shift-
ing from being primarily composed of inde-
pendent unit banks to being dominated by
multibank holding companies (MBHCs). As a
result, the major BHCs were looking for
acquisition candidates throughout the state.

At the time FNB applied to acquire First
National,thesecond largest bank in theGree-
ley market, it also applied to acquire the larg-
est bank in Pueblo and the second largest
banks in Boulder and Colorado Springs. The
Board of Governors denied the Pueblo acqui-
sition on potential competition grounds, ap-
proved the Boulder acquisition because the
bank to be acquired was in financial trouble,
and narrowly approved the Colorado Springs

AClayton Act Section 7, as amended in 1950, reads in
part:

That no corporation engaged in commerce shall
acquire, directly or indirectly, the whole or any part of
the stock or other share capital ... or any part of the
assets of another corporation engaged also in com-
merce, where in any line of commerce in any section
of the country, the effect of such acquisition may be
substantially to lessen competition, or tend to create a
monopoly.

3J.S. v. Crocker-Anglo National Bank, 277 F. Supp.
133 (N.D. Calif. 1967).
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and Greeley acquisitions. The Justice Depart-
ment filed suit in the latter two cases, alleging
violations of Section 7 of the Clayton Act, and
FNB subsequently dropped its plans to acquire
the bank in Colorado Springs.

First National Bank of Greeley was the
largest independent bank in its market with
total deposits of $39.2 million, about 34 per-
cent of the market. The Justice Department
argued that the elimination of FNB as a poten-
tial competitor in the Greeley market consti-
tuted aviolation of the Clayton Act. The Dis-
trict Court disagreed with this contention for
four reasons: FNB officials had testified that
they had no intention of entering the Greeley
market except by acquiring a leading bank;
de novo entry was unlikely because the
market was adequately banked and expe-
riencing only moderate growth; regulatory
officials testified that approval of future de
novo applications was unlikely; and foothold
entry was not "a likely possibility" because
the only available small unaffiliated bank was
not then for sale.

The District Court's ruling against the
government was upheld in a 4-4 decision by
the Supreme Court.6 Thus, not only did the
Court fail to express an opinion on the appli-
cation of the potential competition doctrine
to banking, but no one could even be sure
which justice voted which way.

It is interesting to note the events that
transpired in the year and a half following the
District Court's Greeley decision. First, FNB,
which had argued that it would only enter
Colorado Springs by acquiring a leading bank,
acquired a local bank with less than 20 per-
cent of the deposits of the bank it initially
sought to acquire. Second, after being denied
acquisition of the largest bank in the Pueblo
market, FNB acquired a bank less than one-
third as large. Third, the foothold bank in
Greeley, which the District Judge ruled was
not likely to be sold, was in fact sold to
another Colorado BHC. Fourth, after the Dis-
trict Court had accepted the testimony of

KJ.S. v. First National Bancorporation, 410 U.S. 577
(1973).

regulators that de novo applications would
not be approved, the state banking commis-
sion granted another BHC approval to estab-
lish a new bank in the Greeley market. Finally,
the banks which FNB sought to acquire in
Pueblo and Colorado Springs formed their
own MBHC and subsequently entered the
Denver market, competing directly with FNB’s
lead bank.®

The Falstaff decision

The same day the Supreme Court handed
down the “Greeley” decision, it also clarified
some potential competition issues in its opin-
ion in U.S. v. Falstaff Brewing Corp.6 Falstaff,
the fourth largest beer producer in the coun-
try at the time, sought to enter the New Eng-
land market by acquiring the market’s largest
brewer. The District Court held that, in its
judgment, Falstaff would never enter the
New England market on a de novo or foot-
hold basis, and therefore could not be consi-
dered a potential entrant.

The Supreme Court overturned the Dis-
trict Court, ruling that potential entrants are
within the scope of the potential competition
doctrine. The Court left unresolved, how-
ever, whether probable future entrants are
also within the scope of the doctrine.

The Marine decision

The Supreme Court issued its first opin-
ion applying the potential competition doc-
trineto banking in its June 1974 decision,U.S.
v. Marine Bancorporation.9 In Marine, the
Court approved the merger of Washington
Trust Bank (WTB) of Spokane, the third larg-
est bank in the Spokane market, and Seattle's
National Bank of Commerce (NBC), the sec-
ond largest bank holding company in the
state of Washington.

7Donald Baker, “Potential Competition in Banking:
After Greeley, What 1" Banking LawJournal, vol. 90(May
1973), p. 362.

KJ.S. v. Falstaff Brewing Corp., 410 U.S. 526 (1973).
9.5. v. Marine Bancorporation, 418 U.S. 602 (1973).
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The Court agreed with the Justice Depart-
ment's arguments that the potential competi-
tion doctrine was applicable to commercial
banking, and that the Spokane market was
sufficiently concentrated for the doctrine to
be a relevant consideration in the case. It
noted, however, that determining the extent
of the loss of potential competition in bank-
ing markets depends largely on a state’s
branching laws, which can limit the effective
alternatives for entry.

The Court, therefore, held that NBC was
not a potential entrant. Banks in the Spokane
market, the court majority reasoned, must
have recognized that the state’s branching
restrictions made NBC's entry into the Spo-
kane market infeasible, except by merger
with WTB.

The Supreme Court did not rule on
whether elimination of probable future com-
petition constitutes aviolation of the Clayton
Act. Inthe Court’sopinion, the Justice Depart-
ment failed to establish that feasible means of
entry existed and that there was a reasonable
prospect of long-term structural improve-
ment or benefits in the target market.

Foothold entry, the Court reasoned,
would not be a feasible alternative because
the only bank available in the downtown area
could not be purchased for four years. Even
then, state law would preclude NBC from
branching from this location, thus limiting
the procompetitive impact of such an acquisi-
tion. The Court deemed NBC's other entry
alternative, sponsoring a bank and acquiring
it later, to be feasible at some indefinite
future date, but felt that it was not likely to
produce greater competition since NBC
could not legally branch from the sponsored
bank.

Therefore, the Justice Department did
not establish, prima facie, that NBC was a
probable future competitor. As a result, the
Court did not address the issue of the legality
of bank mergers which, while not reducing
the present level of competition, might pre-
clude future market deconcentration through
de novo or foothold entry.

The Board of Governors and
potential competition

Beginning in the early 1960s, it was not
uncommon for the Board of Governors to
deny a proposed merger on the basis of an
adverse impact on potential competition.
These denials invariably involved acquisition
of one of the leading banks in a market by one
of the state's largest bank holding companies.
Beginning in 1975, however, the Board grew
increasingly reluctant to deny applications on
potential competition grounds alone. In fact,
it was not until November 1979 that potential
competition became aviable issue once again.
The Board of Governors’ attitude toward
potential competition in banking can best be
illustrated by analyzing specific issues in some
key Board decisions.

The Tyler Doctrine

The first major potential competition
denial in the mid-1970s involved an attempt
by First International Bancshares of Dallas,
the largest BHC in Texas, to acquire Citizens
First National Bank of Tyler, the largest bank
in the Tyler market.10The reasoning behind
the January 1974denial, which became known
as the “Tyler doctrine,”" consisted of two
elements:

First, observing that the share of total
state deposits held by the five largest BHCs in
Texas had increased from 22 percent in 1970
to 31 percent in 1973, and that the same five
companies held two-thirds of the deposits of
all 24 BFICs, the Board wanted to prevent any
worsening in the concentration of state
deposits. 11

1060 FRB 43 (1974).

"Denial orders based on potential competition fre-
quently discuss the adverse impact on statewide concen-
tration because, as arule, the cases involve an acquisition
by one of the state’s largest BHCs. Theoretically, how-
ever, the two issues are distinct: if there is an adverse
competitive impact, the change in statewide concentra-
tion should be irrelevant. However, a case might arise in
which the adverse competitive effects are not significant
enough to warrant denial unless combined with the
impact on statewide concentration.
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Second, because Tyler was the leading
bank (30 percent of market deposits) in a
highly concentrated market, and becausethe
Tyler market was attractive for de novo entry,
the Board argued that the acquisition would
harm competition within the Tyler market.
De novo or foothold entry, it concluded,
represented the only means of providing
more competition.

Austin: Before the pendulum swings

An equally important decision was the
Board’s February 1975 order denying the
application by Texas Commerce Bancshares
(TCB) of Houston, the third largest BHC in
Texas, to acquire Austin National bank (ANB),
the largest bank in the Austin market.12There
was no existing competition between the two
organizations.

The Board emphasized that itwas “ prim-
arily concerned with the significantly adverse
effects ... on the concentration of banking
resources within the Austin banking market”
(emphasis added). It denied the application
and stated that the acquisition would have an
adverse impact on potential competition in
that it would:

e appreciably reduce the likelihood that
the market would become less concen-
trated and more competitive in the future
through continued potential competi-
tion from TCB;

e eliminate ANB as a lead bank for a BHC
that would continue to compete in Austin
as well as possibly expand into a regional
holding company; and

e eliminate TCB as a “new and aggressive
competitor” via de novo entry.

The Texas turnaround

The ANB decision and the Board's posi-
tion on potential competiton were, in

161 FRB 109 (1975).

essence, overturned in May 1977 when the
Board approved TCB’s application to acquire
Capital National Bank (CNB) in Austin.1I3CNB
was the second largest bank in the Austin
market with 21.4 percent of total deposits,
slightly less than the 23 percent share of ANB.
As with ANB, no existing competition issues
were involved.

The Board, however, reversed two of its
three conclusions regarding the impact of
such an acquisition on potential competition
in the Austin banking market. First, acknowl-
edging that “the level of concentration of
banking resources in the Austin market has
not changed appreciably "since the previous
denial, the Board concluded that it

does not now view Applicant’s acquisition
of Bank as significantly reducing the likeli-
hood that the market would become less
concentrated in the future (emphasis
added).

The stated reason for this reversal was that,
given the attractiveness of the Austin market
for de novo entry,

approval of this application would not
foreclose the possibility of such other com-
petitors entering the market de novo or
through acquisition of one of the many
independent banks.

Of course, the Board had found the Austin
market attractive to de novo entry in the ANB
case as well. Since neither the ANB nor the
CNB acquisition would have foreclosed de
novo or foothold entry by these other com-
petitors, the change in attitude apparently
reflected the change in the Board’s
composition.4

1%3 FRB 500 (1977).

140f the six Governors who voted to deny the ANB
acquisition, only one, Governor Wallich, voted to deny
the CNB acquisition. Voting to approve the CNB acquisi-
tion were the four Governors who were not members of
the Board at the time of the ANB application and Gover-
nor Burns and Coldwell, who had previously voted to
deny the ANB application.
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Second, the Board had contended that
potential competition would be reduced since
ANB could serve as the lead bank for another
BHC. CNB, a bank the same size as ANB,
could also have become the lead bank for a
regional BHC while remaining an active com-
petitor in the Austin market. In the CNB
order, however, the Board does not discuss
this issue.

Finally, the Board had stated in the ANB
order that approval of the acquisition would
have an adverse effect on competition by
eliminating TCB as “a new and aggressive
competitor” through de novo entry. In CNB,
however, the Board reversed its opinion, stat-
ing that “approval of this application may
have a positive effect on competition in the
market by introducing a new and aggressive
competitor” (emphasis added). Comparison
of the arguments used to justify these contra-
dictory conclusions seems to favor the logic
of the ANB case. Though TCB became a new
competitor in Austin upon consummation of
the CNB acquisition, CNB was eliminated as a
competitor; thus, one competitor was merely
substituted for another. In the ANB case, on
the other hand, had TCB entered the market
de novo, the two organizations would have
competed head on.

Recent revisions: First City and
Old Kent

After the approval of TCB's acquisition of
CNB, the Board did not deny an application
solely on the basis of potential competition
until its November 1979 decision on Old Kent
Financial Corporation's application to acquire
Peoples Banking Corporation of Bay City,
Michigan.5

The Board's new attitude first emerged in
its September 1979 four-to-three approval of
First City Bancorporation's [FCB] acquisition
of First Security National Corporation [FSN]
of Beaumont, Texas.16The order stated:

155 FRB 1010 (1979). See note 1.
1855 FRB 862 (1979).

it is not the Board's intention to sug-
gest by this Order that it will generally
approve the acquisition of leading local
market competitors by major statewide
organizations. To the contrary, this case
approaches the limits in terms of the size of
the banking organization being acquired
and the effects on competition and con-
centration of what the Board will regard as
approvable in light of present structural
and legal considerations.

FCB was the second largest banking or-
ganization in Texas with 8.2 percent of total
state deposits, while FSN was the 17th largest
with 0.6 percent of deposits statewide. The
Board expressed particular concern about
the effects on potential competition in the
Beaumont market, in which FSN was the lead-
ing organization, controlling 24.1 percent of
market deposits.

The “limits” referred to in First City were
apparently exceeded by Old Kent in its at-
tempted acquisition of Peoples. Old Kent was
the sixth largest banking organization in
Michigan with 35 percent of total state de-
posits, while Peoples was the 12th largest with
1.6 percent of deposits statewide. The Board
argued that the proposed acquisition would
have eliminated potential competition. Al-
though there were no banking markets in
which subsidiaries of both Old Kent and Peo-
ples operated, each holding company was
among the dominant organizations in the
majority of markets it served. Since Old Kent
several proposed acquisitions have been
denied on largely the same grounds.I7 The
Board majority in these cases used essentially
the same arguments that had been made in
the previously cited denials of the mid-1970s
and the dissents of the late 1970s.18 Thus,
present Board policy maintains that, in gen-
eral, the largest BHCs in a state will not be
permitted to acquire the leading banks in a

IDETROITBANK Corporation (Second National Cor-
poration), 66 FRB 242 (1980); The Marine Corporation
(First National Bank and Trust Co., Racine), March 26,
1980; Mercantile Texas Corporation (Pan National
Group), April 16, 1980.
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concentrated market when foothold or de
novo entry is a feasible alternative.

Empirical evidence

A major factor contributing to the Board's
changing policy with respect to the potential
competition doctrine has undoubtedly been
the lack of any empirical verification of the
doctrine and its major assumptions. As postu-
lated, the doctrine makes three implicit
assumptions:

« that higher levels of market concentra-
tion are associated with above-normal
rates of return;

* that de novo or foothold entry will pro-
duce market deconcentration and im-
prove performance; and

» that the Board or the courts can accu-
rately predict future entry.

Economic studies to date have generally
supported the first assumption. A 1977 paper
by Rhoades summarizes the results of 39 stu-
dies of the structure/performance relation-
ship in banking undertaken since 1959.19
Thirty of these studies found astatistically sig-
nificant relationship. Rhoades concludes that
while “market structure clearly affects price
and profit performance in commercial bank-
ing, . . . the effect is quantitatively small."
However, Rhoades notes that more conclu-
sive findings would result from employing

BrexasCommerce Bancshares, Inc. (Bancapital Finan-
cial Corporation), 63 FRB 500 (1977); First City Bancorpo-
ration of Texas (City National Bank of Austin), 63 FRB 674
(1977); DETROITBANK Corporation (Lake Shore Finan-
cial Corporation), 63 FRB 926 (1977); Northwest Bancor-
poration, 63 FRB 1096 (1977); First City Bancorporation of
Texas, Inc. (Lufkin National Bank),64 FRB969 (1978); First
City Bancorporation of Texas, Inc. (First Security National
Corporation), 65 FRB 862 (1979); National Detroit Corpo-
ration (Farmers and Merchants National Bank), 65 FRB
928 (1979).

1Btephen A. Rhoades,Structure Performance Studies
in Banking: A Summary and Evaluation, Staff Economic
Studies 92 (Board of Governors of the Federal Reserve
System, 1977).

improved methodology in future empirical
work.

Much less empirical work has been done
on the second assumption. The impact of
foothold entry on market structure was the
subject of a 1978 study by Rhoades and
Schweitzer. DThey employed multivariate re-
gression techniques to analyzethechanges in
market structure in 70 markets during the
period 1966 to 1976 and found no statistically
significant relationship between foothold en-
try and changes in concentration. The authors
observed, however, that their conclusions, if
accurate, did not necessarily imply that per-
formance in these markets was not improved
by foothold entry; additional competition
might have been induced by the new entrant,
even though market shares had remained
constant. No study has provided strong evi-
dence of the impact of de novo entry on
market structure.

While the impact of foothold entry on
market performance has not been tested
empirically, McCall and Peterson have ana-
lyzed the impact of de novo entry on market
performance.2L Their results indicate that de
novo entry has a positive effect on perfor-
mance (decreasing prices without reducing
profits to threatening levels) in states with
restrictive branching laws, while in the other
states de novo entry has a negligible impact.2*
McCall and Peterson conclude that this dif-
ference may well be due to the fact that the
less restrictive branching laws have promoted
greater competition.

There is also limited empirical evidence
regarding the third assumption. Rhoades
examined 50 cases of merger denials from

ABtephen A. Rhoades and Paul Schweitzer,Foothold
Acquisitions and Bank Market Structure, Staff Economic
Studies 98 (Board of Governors of the Federal Reserve
System, 1978).

21A. S. McCall and M.O. Peterson, “Impact of De
Novo Commercial Bank Entry/’Journal of Finance, vol.
32 (December 1977), p. 1587.

2ZThis finding is interesting in light of the Supreme
Court’s conclusion in Marine Bancorporation that de
novo entry is a less viable alternative in states with restric-
tive branching laws.
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1960 to 1975 in which subsequent entry was
predicted. He found that 68 percent of the
1960-69 predictions were realized by mid-
1975, and that 36 percent of the 1970-75 pre-
dictions were realized by August 1977.23The
study thus gives a good preliminary indica-
tion that the Board has been fairly accurate in
predicting subsequent entry in the cases it has
denied. There is, of course, no way of measur-
ing the number of approvals which, had they
been denied, would have resulted in subse-
quent entry. Without that information, it is
difficult to assess the overall accuracy of the
Board in forecasting de novo or foothold
entry.

The potential competition doctrine:
How far have we come . . .

The Board of Governors has led the
Supreme Court in the development and appli-
cation of the potential competition doctrine,
particularly with respect to the banking indus-
try. The Court has held that elimination of
potential competition can constitute a viola-
tion of the Clayton Act. It has also held that
this doctrine applies to the banking industry.
However, the Court has never found a bank-
ing organization to be guilty of a Clayton Act
violation on the basis of potential competi-
tion. More importantly, the Court has yet to
rule, in either a banking or industrial context,
on whether the elimination of probable future
competition constitutes a violation of the
Clayton Act.

While the Board has denied acquisitions
which would eliminate potential or probable
future competition, it has not done so con-
sistently. This vacillation is probably attribu-
table to the lack of empirical evidence to
support the theory of potential competition.
The Board has had a longstanding policy of
denying acquisitions within the same market,
but, as noted above, there is a large body of
theoretical and empirical evidence demon-
strating the anticompetitive consequences of
these horizontal acquisitions. Since neither

“Stephen A. Rhoades, "Probable Future Competi-

tion and Predicting Future Entry in Bank Merger Cases,”
Antitrust Bulletin, forthcoming.

the Board nor the courts have had the benefit
of a theoretical and empirical consensus re-
garding potential competition, it is not sur-
prising that the Board’s use of the doctrine
has varied with the Board’s composition, and
that the courts have been reluctant to address
the issue at all.

. . and where do we go from here?

There is obviously an urgent need to
assess empirically the theory of potential
competition. If the resulting evidence pro-
vides aclear picture of the competitive impact
of leading bank acquisitions by large BHCs, it
will undoubtedly help formulate a long-term
consensus at the Board regarding the poten-
tial competition doctrine. However, until such
evidence emerges, if it ever does, the ques-
tion remains: what costs are associated with
different potential competition policies?

In order to answer this question, two
scenarios are analyzed. First, what would be
the costs of pursuing a strong potential com-
petition policy if, in reality, there are few
harms associated with the elimination of
potential competition? The most significant
costs would be incurred by the shareholders
of the banking organizations involved in the
acquisition.22When the Board denies an appli-
cation, it may be forcing a banking organiza-
tion to forego some short-run return on its
capital.5 Absent any socially beneficial in-
crease in competition, this cost to share-
holders represents a net loss to society.

Second, what would be the major costs
of pursuing aweak potential competition pol-
icy if, in reality, there are significant harms

“ Most studies show little advantage to consumers
from BHC affiliation. See Dwane B. Graddy, The Bank
Holding Company Performance Controversy (Washing-
ton, D.C.: University Press of America, Inc., 1979) and,
most recently, Stephen A. Rhoades and Roger D. Rutz,
Impact of Bank Holding Companies on Competition and
Performance in Banking Markets, Staff Economic Studies
107 (Board of Governors of the Federal Reserve System,
1979).

ZDAssuming the banking organization has alternative
investment opportunities, the cost in terms of foregone
return on capital is represented by the rate of return on
the bank acquisition minus the rate of return on the most
profitable investment alternative.
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associated with the elimination of potential
competition? The cost to the consumer from
decreased competition is higher prices, fewer,
and/or lower quality services. These costs are
usually analyzed in two parts: deadweight

loss and transfer loss. Deadweight loss is a net
cost to society that results from the fact that
some people will stop using banking services
when the price of these services rises. Transfer
loss is the income that is transferred from
consumers to the banks when price increases
force consumers to pay more for the same
quality services.

Moreover, the Board’s history of pursu-
ing different policies not only incurs the costs
described above, but each policy shift imposes
an additional cost upon the shareholders of
banking organizations that were planning
acquisitions on the basis of the Board’s policy
before the shift took place.

Quantifying and comparingthese costs is
a difficult empirical task, given the uncertain
and subjective nature of the issues involved.
Consequently, there is no potential competi-
tion policy that is clearly optimal in an uncer-
tain environment. However, two additional
considerations lend weight toward favoring a
strong potential competition policy.

First, the costs associated with a weak
policy affect a larger number of people in a
more basic way. Consumers of banking ser-
vices outnumber the shareholders of banking
organizations. Moreover, the loss to any sin-
gle shareholder is likely to be small, and the
shareholder has the option of reorganizing
his investment portfolio. The consumer, on
the other hand, has no practical alternative to
banking in his local market.

Second, the costs associated with aweak
policy are permanent. Acquisitions approved
by the Board are, for the most part, irreversi-
ble. If it turns out that a strong policy is pref-
erable, the resulting higher prices and fewer
services are likely to continue indefinitely. In
contrast, under astrong policy, denied acqui-
sitions can be approved at a later date, with
the cost to the shareholders being incurred
only in the interim period.

Summary

The potential competition doctrine was
initially developed and applied in an indus-
trial context. While the Supreme Court has
found the concept applicable to the banking
industry, it has yet to review a banking case in
which the elimination of potential competition
constituted a violation of Section 7 of the
Clayton Act. Moreover, the Court has never con-
sidered acase involving probable future com-
petition, and, as a result, has never ruled on
whether the elimination of such competition
violates the Clayton Act.

The Board of Governors has led the
Supreme Court in applying all three forms of
the potential competition doctrine to mergers
and acquisitions in the banking industry. Its
application of these concepts, however, has
shifted with the composition of the Board.
This inconsistency is probably due, in large
part, to the lack of empirical studies testing
the assumptions underlying the potential
competition doctrine.

Until such empirical evidence emerges,
if it ever does, the Board faces the problem of
formulating policy in an uncertain environ-
ment. While the major costs and benefits of
pursuing alternative policies can be identi-
fied, quantifying the absolute and relative
magnitudes of these costs and benefits is a
difficult empirical task.

The Board of Governors is presently pur-
suing a relatively strong potential competi-
tion policy. While there are costs associated
with any of the Board’s available alternatives,
the potential costs associated with a strong
policy appear to be significantly lower than
those associated with a weak policy. More-
over, the available empirical evidence, limited
as it may be,tendstosupporttheassumptions
underlying the potential competition doc-
trine. Thus, until the uncertainties regarding
the doctrine can be resolved, the Board can
best serve the public interest by making afirm
commitment to pursue the strong potential
competition policy established in recent
months.
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