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COMMODITY PRICES:
USEFUL INTERMEDIATE TARGETS 
FOR MONETARY POLICY?
Robert DeFina
Some analysts have suggested that the 
Federal Reserve aim at stabilizing the 
prices of industrial commodities as a means 
of achieving stability in the general price 
level. They argue that commodity prices 
respond more quickly than other prices to 
changes in monetary policy, and other 
factors, that eventually affect the general 
inflation rate. But there are both theoretical 
and empirical reasons for doubting the 
tightness of the linkage between com
modity prices and prices in general, mak
ing it unlikely that targeting commodity 
prices is a viable way to control inflation.

JOINT VENTURES:
MEETING THE COMPETITION 
IN BANKING
Paul Calem
As banks continue to move into new 
geographic and product markets and face 
increased competition in markets for 
financial services, they must choose among 
different strategies for expanding. One 
strategy that is becoming increasingly 
popular is the joint venture—a sharing of 
ownership between the bank and another 
firm, often a nonbanking firm. In certain 
cases, joint ventures offer real advantages 
over other choices such as internal expan
sion, mergers and acquisitions, or franchis
ing. To make a joint venture succeed, how
ever, a bank must resolve the “contracting 
problems" associated with defining the 
relationship between the partners.
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Commodity Prices: 
Useful Intermediate Targets 

For Monetary Policy?
Robert H. DeFina*

Monetary policy seeks to move toward a sta
ble price level by gradually reducing inflation 
while fostering steady growth in output and 
employment. Toward those ends, monetary 
policymakers aim at intermediate targets—goals 
which have no intrinsic value, but which help 
policymakers reach their ultimate objectives.

•Robert H. DeFina is Vice President of the Macro and 
Financial Economics Division at Security Pacific Bank, Los 
Angeles, California. He prepared this paper while he was 
Research Officer and Economist in charge of the Macro
economics Section of the Research Department of the Fed
eral Reserve Bank of Philadelphia.

At different times during the past 20 years, the 
Federal Reserve has in effect targeted short
term interest rates such as the federal funds rate, 
and monetary aggregates such as M l, M2, and 
M3. Each strategy has enjoyed its share of suc
cess, but each has revealed significant short
comings as well. Those shortcomings have led 
policymakers and economists to explore other, 
possibly more effective intermediate targets.

Industrial and agricultural commodity prices 
which are sensitive to changes in the level of 
economic activity are one suggested alternative. 
Supporters of commodity price targets argue 
that by limiting movements in the prices of items
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like gold, lumber, and other raw materials, the 
Fed can better stabilize economic activity. Indeed, 
one proponent claimed that such a guide would 
have enabled the U.S. economy to avoid all major 
recessions since 1915.1

Contrary to those claims, the strategy of target
ing commodity prices is hardly foolproof. Close 
scrutiny of the approach and a review of avail
able empirical studies that bear on the issue 
uncover serious weaknesses. Overall, the case 
for commodity prices as intermediate targets 
appears unconvincing based on currently avail
able evidence.

USING INTERMEDIATE TARGETS 
TO GUIDE POLICY

Several factors in addition to monetary policy 
influence real economic growth and inflation, 
and changes in any of them can destabilize the 
economy. Swings in spending by businesses, 
consumers, and governments, for example, can 
cause sizable fluctuations in prices and output. 
So too can shifts in production costs, like wages 
and energy prices, which affect the supplies of 
goods and services. Monetary policy essentially 
tries to counteract those disturbances so as to 
keep the economy on an even keel.

Since their aim is to stabilize economic con
ditions, it would seem natural for policymakers 
to focus directly on the latest price and output 
data when making short-run operating decisions. 
Lags in the policy process, however, make such 
a strategy impractical and imprudent, and have 
led the Fed to take a different tack.

Information Lags. Information lags con
stitute an important practical difficulty facing 
policymakers. At present, timely data on aggre
gate prices and output are unavailable. Com
prehensive data on overall economic conditions 
are available only on a quarterly basis: pre
liminary estimates are released about 20 days 
after the end of the quarter, and the numbers are

^Robert J. Genetski, "The Benefits of a Price Rule," The 
Wall Street Journal (Decem ber 1 0 ,1982).

subsequently revised at least twice. All told, 
policymakers must wait almost three months 
after a quarter ends to get an accurate view of 
that period's aggregate economic performance.

Policymakers obviously cannot base their de
cisions solely on three-month-old data or they 
would be reacting to conditions that have already 
occurred. By that time, the situation could be 
totally different, and could require a completely 
different policy response. In the end, policy
makers could actually destabilize rather than 
stabilize prices and output.

Impact Lags. But even if policymakers could 
somehow get more timely information on real 
growth and inflation, they still would shy away 
from acting solely on that news because it takes 
time for policy changes to affect the economy. 
When the Fed seeks to alter economic activity, it 
must use one of its tools to start a lengthy chain 
of events that eventually moves the economy in 
the desired direction. The Fed's actions, such as 
its conduct of open market operations, most 
rapidly affect financial markets where they alter 
interest rates, money supplies, and credit avail
ability. Those financial market developments 
then lead consumers and businesses to reevaluate 
their spending decisions. If interest rates rise, 
for example, consumers will want to purchase 
fewer cars and houses, and businesses will want 
to buy fewer new machines than otherwise. And 
as each group revises its spending plans, busi
nesses will correspondingly adjust production 
levels. Eventually, perhaps six to nine months 
after the Fed's initial action, the overall levels of 
output and employment will change. Inflation 
also will change, but with an even longer lag; by 
some estimates, monetary policy actions take 
between one and two years to influence 
prices.

Impact lags argue against stressing current 
economic events in policy decisions. The Fed 
might quickly develop a policy response which 
is right for existing conditions. But by the time 
those actions begin to take effect, the situation 
and its policy needs could have changed dramati
cally. The economy could end up receiving a
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dose of stimulus when restraint is called for, or 
vice versa. Once again, policy could lead to less 
economic stability, not more.

From Final Goals to Intermediate Targets. 
The dangers of focusing directly on the goal 
variables are clear, and make a case for using an 
alternative policymaking approach. Throughout 
much of the post-war period, that alternative has 
taken the form of targeting intermediate vari
ables.

Using an intermediate target approach requires 
the Fed to find a variable on which it can get up- 
to-date information, which it can closely control, 
and which has a tight, reliable link to future 
movements in the goal variables. Once policy
makers locate such a variable, they must select 
its target value, that is, the level or growth rate of 
the variable which is consistent with steady eco
nomic growth and long-term price stability. The 
Fed then uses one of its tools, such as open 
market operations, to keep the variable on target. 
The hope is that by quickly correcting deviations in 
the chosen variable from its target, the Fed will 
better achieve ultimate economic goals. "Hitting 
the intermediate target" has no intrinsic signifi
cance; it only has importance insofar as it helps 
the Fed reach its final objectives.

In theory, intermediate targeting mitigates 
the difficulties created by lags. Information delays 
no longer stymie policymakers because they 
now track a variable on which current data are 
readily available. The procedure handles impact 
lags as well, because policymakers rely on some
thing that reliably signals future changes in the 
goal variables. And if the chosen variable's devia
tions from its target consistently warn of pro
blems far enough in advance, then they will 
permit corrective policy actions to be taken, to 
filter through the economy, and eventually to 
work at the desired time.

Finding the Right Intermediate Target. A 
significant practical challenge facing policy
makers is to find a variable that fits the bill of an 
intermediate target. The Fed has tried several 
through the years, most notably nominal interest 
rates and the M l measure of money (currency

plus checkable deposits). At the conceptual 
level, each of those variables appears to be a 
good candidate. Current information on each 
variable is readily available, and there are solid 
theoretical arguments suggesting that money 
and interest rates are linked to future economic 
conditions. Moreover, each is a financial variable 
and so is likely to be controllable by the Fed, 
presuming that depositors and banks behave in 
relatively stable, predictable ways.

Interest rates and M l actually have served 
well as targets during particular periods. Even
tually, however, each exhibited shortcomings.2 
The link between these variables and future 
economic activity ultimately deteriorated and 
their performance as targets became erratic. Thus, 
the Fed could no longer rely on them to give 
clear warnings of coming problems. The Fed 
currently sets target ranges for the M2 and M3 
measures of money, which are broader than M l 
and include less liquid items such as savings and 
time deposits. While M2 and M3 are somewhat 
useful as intermediate targets, studies suggest 
that they too have a fairly loose connection with 
the goal variables.3 Consequently, the search 
for more effective intermediate targets continues.

Commodity Prices Are a Possibility. Some 
analysts recently have recommended targeting 
sensitive industrial commodity prices—either 
the price of a single commodity, like gold, or the 
price of a basket of commodities, including metals, 
lumber, and oils, among others. The thrust of 
their proposals is that the Fed should use its 
policy tools to correct deviations in commodity

2Discussions of the usefulness of interest rate and mone
tary targets are found in Gordon H. Sellon, Jr. and Ronald L. 
Teigen, "The Choice of Short-Run Targets for Monetary 
Policy, Parts I and II," Federal Reserve Bank of Kansas City 
Economic Review (April and May 1981), pp.3-16 and pp.3-12. 
A thorough empirical study of the breakdown in the link 
between M l and economic activity is contained in Herbert 
E. Taylor, "W hat Has Happened to M l? "  Federal Reserve 
Bank of Philadelphia Business Review (September/October 
1986) pp.3-14.

3See, for example, David E. Lindsey and Paul Spindt, "An 
Evaluation of Monetary Indexes," Federal Reserve Board of 
Governors Special Studies Paper 195, (March 1986).
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prices from a predetermined target level. They 
argue that doing so will help the Fed achieve sta
ble prices and sustainable economic growth. For 
example, one proponent has written:

If m onetary  po licy  can not effectively  stabilize 
p rices ...b y  co n tro llin g  q u a n tities  o f M , th e n  w hy 
n o t fo cu s d irectly  o n  so m e  se n sitiv e  m ea su re  o f 
p rice?  If su ch  p rice s  a re  fa lling , th at w ou ld  b e  a 
sign ...for th e  Fed  to  b u y  b o n d s, o r  to  lo w er th e  d is
co u n t ra te  o r  re se rv e  re q u ire m e n ts . If  p rices  start 
to  clim b , it is tim e  to  tig h te n ....S in ce  b ro a d e r p rice  
in d e x e s  are  to o  in se n sitiv e , w hat a b o u t n arro w in g  
th e  list to  o n ly  o n e  co m m o d ity — n am ely , g o ld —  
that is n o to rio u sly  se n sitiv e  to  ev e ry  w h iff o f  in fla 
tio n  or d efla tio n ?4

Another has expressed a similar sentiment:

A ban d on  the p resen t co n cep t o f m onetary  
targets....In  p lace  o f  th e  targ e ts  th e  Fed  sh o u ld  b e  
p erm itted  a m o n th ly  ran g e  o f d iscre tio n  reg ard in g  
th e  c re a tio n  o f m o n ey . T h e  ra n g e  o f d iscre tio n  
should  change autom atically  in  resp on se  to changes 
in  an  in d e x  o f se n sitiv e  co m m o d ity  p rice s .5

The idea that commodity prices should play 
some role in monetary policymaking is not a 
new one. Around the turn of this century, the 
U.S. monetary system embraced a gold stan
dard, under which the Treasury bought and sold 
gold so as to peg its price at $20.67 per ounce. 
Members of Congress and the academic com
munity during that period felt such a scheme 
would lead to steady growth without inflation. 
Although the plan had limited success and was 
ultimately dropped, some individuals, such as 
Professor Robert Mundell of Columbia Univer
sity, currently think monetary policy should return 
to the gold standard.6

Policymakers have also used commodity prices 
through the years as one of their many indicators

4Alan Reynolds, "The Trouble With Monetarism," Policy 
Review (Summ er 1982) pp.38-40.

5Robert J. Genetski, "The Benefits of a Price Rule."
6Robert Mundell, "The Debt Crisis: Causes and Solutions,"

The Wall Street Journal (January 31 ,1 9 8 3 ).

of future economic conditions. That is, policy
makers have relied on commodity prices for 
clues about future trends in goal variables without 
mechanically responding to movements in those 
prices, as would happen if commodity prices 
were targeted. Indeed, Treasury Secretary Baker 
has recently suggested that paying greater atten
tion to commodity prices can help industrial 
countries coordinate their monetary and fiscal 
policies in mutually beneficial ways.7 Proposals 
for targeting commodity prices, then, contain 
elements of procedures that have already been 
followed.

As with nominal interest rates and money 
measures, one can enumerate legitimate reasons 
why sensitive commodity prices might make 
effective intermediate targets. The case is not 
ironclad, however. There can be no dispute that 
current commodity price data are readily avail
able. Newspapers publish information on various 
commodity prices with a one-day lag, an incon
sequential delay for policymakers. But whether 
the Fed can control those prices, and whether 
exerting such control leads to desired future 
economic conditions, is less clear-cut.

CAN THE FED CONTROL 
COMMODITY PRICES?

Avenues by which the Fed could influence 
commodity prices certainly exist. Most com
modity prices are determined in auction markets 
where they respond readily to shifts in supply 
and demand. Monetary policy can do little to 
change the supplies of commodities. Those 
depend on factors such as the amount of resource 
exploration that firms undertake, changes in 
extraction technologies, changes in the weather, 
and so forth. Policy can, however, influence the 
demand for commodities.

Manufacturing activity represents a major 
source of demand for commodities—the pro-

7Secretary Baker's proposal is discussed in "Baker Sug
gests Role for Gold in Setting World Economic Policy," The 
Wall Street Journal (October 1 ,1987).
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duction of finished goods like jewelry, per
fumes, and houses entails the use of commodities 
like gold, oils, and lumber. Because monetary 
policy influences aggregate spending for goods 
and services, it can alter the industrial demand 
for commodities. Commodities are also de
manded as investments by individuals and firms 
who speculate that commodity prices will rise in 
the future—by buying commodities when they 
are relatively cheap and selling or using them 
when they are relatively expensive, individuals 
obtain a capital gain. Because Fed actions influ
ence both the future path of commodity prices 
and the level of interest rates (the return on 
alternative investments), they can lead inves
tors to adjust their speculative demands for 
commodities.

But while some link between policy actions 
and commodity price movements exists, chances 
are small that the Fed can control those movements 
quickly enough or precisely enough. The fact 
that policy affects industrial commodity demands 
only indirectly by changing the overall level of 
economic activity suggests control through that 
channel will be subject to lengthy impact lags. It 
also suggests control will be inexact. In par
ticular, monetary policy is only one of many fac
tors determining commodity prices. Unanticipated 
shifts in other factors could make commodity 
prices quite variable and hard for the Fed to 
target closely, especially within sufficiently short 
time spans. Moreover, because the Fed influen
ces industrial commodity demands by affecting 
overall activity, the relation between com
modity prices and policy actions will vary when
ever policy's relation to aggregate demand 
changes. The large variations in M l velocity that 
have occurred throughout the 1980s exemplify 
such changes. Those variations have made it 
more difficult for policymakers to predict how 
their actions will affect aggregate demand, and 
thus commodity prices. To the extent that such 
instabilities are unforeseen, the Fed's ability to 
control commodity prices diminishes.

The Fed is not likely to be any more effective 
in controlling commodity prices through its in

fluence on speculative demands. Like industrial 
commodity demands, speculative demands re
spond to a variety of forces in addition to mone
tary policy. Those other factors include "economic 
fundamentals" such as the stance of fiscal policy, 
political developments such as war in the Middle 
East, and intangibles often termed "investor psy
chology." As a consequence, speculative com
modity demands tend to be quite volatile, and 
hence hard to control. Moreover, a given change 
in monetary policy can have very different effects 
on investors' price expectations, depending upon 
whether investors believe the policy change is 
temporary or long-lasting. Thus, the Fed cannot 
be sure exactly what impact a policy change will 
have on speculative demands. Ongoing innova
tion in financial markets also makes the connec
tion between policy changes and commodity 
price movements unstable. As new financial 
products are introduced, the speculative demand 
for commodities might become more or less 
sensitive to policy-induced interest rate changes. 
Since the Fed cannot forecast those innovations, 
and since their impacts on speculative com
modity demands are hard to fathom, they make 
policy's effect on commodity prices more unpre
dictable.

Available Evidence Finds No Obvious Link.
Unfortunately, empirical evidence which bears 
on the Fed's ability to control commodity prices 
is sparse and somewhat unsophisticated. Con
sequently, it cannot be taken as conclusive. But 
what evidence is available suggests that the Fed 
would have difficulty controlling commodity 
prices closely. R. W. Hafer examined the issue 
by gauging how quickly and reliably commodity 
prices changed in response to movements in the 
money stock, his proxy for the Fed's policy instru
ment.8 To measure how closely money and 
commodity prices have moved historically, he 
calculated the simple correlation coefficient be

8R.W. Hafer, "M onetary Policy and the Price Rule: The 
Newest Odd Couple," Federal Reserve Bank of St. Louis 
Review (February 1983) pp.5-13.
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tween quarterly percent changes in an index of 
industrial commodities and quarterly percent 
changes in M l lagged one quarter. Hafer con
cluded that the relationship has been very weak. 
He found the correlation to be statistically signifi
cant (different from zero) for the entire 1960:1 
to 1983:3 period that he studied, although the 
magnitude of the correlation is quite small (0.23). 
Moreover, the link appears very unstable: the 
correlation is statistically significant in only one 
of the four subperiods between 1960 and 1982 
that he studied. And even in the 1965:1 to 1969:4 
period when the link is significant, the size of the 
correlation is again quite small (0.47).

One limitation of Hafer's study concerns his 
proxy for the Fed's policy tool. The money stock 
is not something that the Fed can control di
rectly; rather, the Fed controls variables such as 
nonborrowed reserves and the federal funds 
rate. But a simple extension of Hafer's analysis to 
examine the correlation between those instru
ments and commodity prices or gold prices leaves 
his conclusions unaltered.9 Virtually none of 
the correlations is statistically significant (dif
ferent from zero), even allowing a full year for 
changes in the policy instruments to have an 
effect. In addition, some correlations which are 
statistically significant change sign across dif
ferent time periods, suggesting that those rela
tions are unstable. Similar results emerge when 
simple regressions are used to examine the 
links.10

9The monetary policy instrument variables used in tire cal
culations are quarterly changes in the federal funds rate and 
quarterly percent changes in nonborrowed reserves. The 
commodity price variables used are the quarterly percent 
changes in the price of gold and in the Business Conditions 
Digest commodity price index. Each commodity price vari
able was correlated with the contemporaneous value and 
four lagged values of each instrument variable. Four time 
periods were studied: 1959:1 to 1965:2; 1965:3 to 1971:4; 
1972:1 to 1978:2; and 1978:3 to 1984:4.

10The regressions are of the form:
7

Ct = a 0 +  2  ai+ 1 Pt.i +  ut 
i= 0

where C is the percent change either in the price of gold or 
the BCD index, P is either the percent change in non-

8

Taken together, available evidence and sim
ple extensions reveal no obviously strong con
nection between commodity prices and the Fed's 
operating instruments. The results suggest that 
the Fed cannot quickly bring commodity prices 
to desired levels, and thus do not support target
ing them. It is, of course, possible that more 
sophisticated statistical techniques might uncover 
the necessary relation. Moreover, the Fed has 
never tried to control commodity prices, and 
perhaps it could find a way to do so successfully. 
But before trying, policymakers need to know 
whether commodity price targets will help achieve 
economic goals. That is, will correcting devia
tions in commodity prices from a predeter
mined target level improve the Fed's chances of 
promoting steady economic growth and stable 
prices? The answer, as it turns out, is not 
clear-cut.

CAN CONTROLLING COMMODITY PRICES 
HELP THE FED ACHIEVE ITS GOALS?

In Some Cases It Might. Controlling com
modity prices will help if commodity price in
creases have a strong positive link to future 
changes in the goal variables, for instance, if ris
ing commodity prices reliably signal future accel
erations in real economic growth and inflation.11 
Then, when the Fed tightens policy to reverse 
the commodity price increase, it will slow overall 
economic activity and moderate the coming eco
nomic boom. That is exactly the right response 
given the Fed's desire for steady growth and sta
ble prices.

Such a positive link might exist if commodity

borrowed reserves or the simple change in the federal funds 
rate, t indexes time in quarters, and u is a random error. 
Equations were estimated for the same four periods as were 
the correlations (see footnote 9). The conclusions men
tioned in the text about the closeness of the relations are 
based on inspections of the " t"  statistic for the sum of the 
lagged coefficients and of the "F "  statistic for the equation as 
a whole.

11 For ease of exposition, we focus on cases when com
modity prices are rising. However, the discussion applies 
equally to cases when commodity prices are falling.
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price increases are part of a general inflation 
caused by aggregate spending pressures. Rapidly 
growing demands for goods and services typically 
elicit more real output while bidding up prices, 
including commodity prices, throughout the eco
nomy. Those commodity price increases are 
thought to precede the eventual rise in output 
and other prices associated with a spending 
surge. Indeed, the belief that changes in sensi
tive commodity prices precede changes in real 
economic activity lies behind the Commerce 
Department's inclusion of sensitive commodity 
prices in an index of leading indicators. The 
logic of the argument is that industrial com
modities lie at the source of the production chain. 
As businesses gear up to meet increasing demands 
for their products, one of their first tasks is to 
acquire additional raw materials. Firms, then, 
start to bid up commodity prices before produc
tion rates rise dramatically. Commodities, more
over, are bought and sold in auction-type mar
kets, which makes their prices quite flexible and 
r e s p o n s iv e  to  g r o w in g  d e m a n d s . T h a t  se n s it iv ity  

reinforces the tendency of commodity prices to 
lead increases in production.

Not all prices adjust continuously in auction- 
type markets as do commodity prices, however. 
Many are set by long-term supply contracts and 
other, perhaps implicit, arrangements at the 
wholesale and retail level. Such prices move 
gradually, only after those agreements lapse and 
are renegotiated. The greater flexibility of com
modity prices means that they can react more 
quickly than most other prices to an increase in 
aggregate demand. They thus could foreshadow 
accelerations in overall inflation, as well as in 
real growth.

But There Are No Guarantees. Increases in 
commodity prices need not always portend faster 
real output growth and inflation, however. And 
if they do not, then commodity price targeting 
will not help achieve policy goals. Restraining 
commodity price increases when they have no 
implications for future business conditions will 
prove inappropriate—the Fed's tightening will 
induce an economic slowdown when there other

wise would have been none.
Situations in which commodity prices do not 

have a positive link with the goal variables arise 
from developments in specific commodity mar
kets.12 * Various market-specific forces, as well as 
aggregate conditions, alter commodity prices. 
Adverse weather conditions, for example, can 
restrict the availability of crops and hence raise 
their prices. Purposeful actions by suppliers can 
also affect individual markets, such as when 
OPEC raises the price of crude oil. Changes in 
technologies and tastes can move particular prices 
as well. If consumers suddenly prefer gold jewelry 
over silver, then the price of gold will rise while 
the price of silver falls.

Such relative price changes can hold little 
significance for future real growth and inflation 
because they generally cause offsetting adjust
ments in other prices. As in the jewelry example, a 
run-up in gold prices can go hand in hand with a 
decline in silver prices. The overall price level, 
which reflects both, may not change much at all. 
Neither would overall output: production of 
gold jewelry will rise while that of silver jewelry 
will fall.

The Fed might target an index of commodity 
prices to overcome the difficulties caused by 
changes in the relative price of commodities, 
especially ones like gold and silver which have 
fairly unstable demands. Use of an index would 
decrease the likelihood of the Fed mistaking 
market-specific developments for aggregate ones. 
But even that strategy has its Achilles' heel. Com
modities as a group might experience a relative 
price shift, and hence even the movement in an

12When commodity prices change as a result of develop
ments in particular markets, policymakers should adjust the 
target level of commodity prices, rather than try to hit the 
original target. The obvious practical difficulty is deter
mining which commodity price changes reflect specific fac
tors and which reflect generalized inflation pressures. An 
extended discussion of this point is found in Robert E. Hall, 
"Explorations in the Gold Standard and Related Policies for 
Stabilizing the Dollar" in Inflation: Causes and Effects, Robert 
E. Hall, ed. (Chicago: The University of Chicago Press 1982)
pp.111-122.
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index of commodity prices might have no impli
cations for real growth and inflation. For exam
ple, commodities on average might become less 
expensive relative to services. Such a relative 
price shift occurred in the early 1980s due to the 
dollar's sharp appreciation. The dollar's apprecia
tion made foreign goods less expensive, and 
since the U.S. imports many commodities and 
raw materials, their prices fell. The average or 
general price level did not fall, however. Rela
tive price changes, moreover, might reverse 
quickly. Speculators, for instance, can inflate 
commodity prices only to have their bubble 
burst soon after.

The theoretical case for commodity price tar
gets appears far from airtight. Conceptually, one 
cannot know what implications a change in com
modity prices has for real growth and inflation, 
and hence whether reversing that change makes 
sense. The Fed could try to determine the impor
tance of each change in commodity prices before 
acting. But the time and effort required for that 
procedure greatly diminish the potential useful
ness of commodity prices as intermediate 
targets.

Available Evidence Again Finds No Obvious 
Link. The rationale for controlling commodity 
prices might become clearer at the empirical 
level, however. For although a variety of relations 
between commodity prices and the goal vari
ables can arise, one which is strong, positive, and 
quantitatively consistent might actually pre
dominate. And if it does, policymakers might 
feel confident that controlling commodity price 
fluctuations will help.

Alan Garner provided one piece of evidence 
on the issue.13 He computed simple correlations 
between real GNP and current and lagged values 
of an index of commodity prices to see if com
modity price changes give information about 
future economic activity. He then made the same

13C. Alan Gamer, "Commodity Prices and Monetary Re
form," Federal Reserve Bank of Kansas City Economic Review 
(February 1985) pp. 7-21.
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calculations using the GNP deflator, a com
prehensive price index, to see if commodity 
price changes contain information about future 
inflation. Garner studied two time periods and 
used quarterly percent changes of all the vari
ables involved.

Within Gamer's framework, positive and statis
tically significant correlation coefficients would 
be evidence in favor of commodity price target
ing. Such correlations would indicate that in
creases in commodity prices eventually and 
consistently lead to accelerations in real growth 
and inflation. If they also display similar pat
terns across the two time periods that Garner 
examined, that would suggest that relations be
tween commodity prices and the goal variables 
are stable. Garner found, however, that the cor
relations were generally small and insignificant 
in both periods, and thus provide no support for 
commodity price targets. Applying his approach 
to a wider range of commodity price measures 
and time periods also fails to find consistently 
strong positive correlations.14

Correlation coefficients only reveal the con
nection between commodity price changes in 
one quarter and changes in goal variables in 
some other quarter. It may happen, however, 
that the link between commodity price changes 
and movements in the goal variables is dis
tributed over several quarters. To investigate 
that possibility, and hence to obtain a broader 
view of the link between commodity prices and 
the goal variables, simple regressions were 
estimated in which real growth and inflation 
were permitted to correlate with percent changes 
in commodity prices over an eight-quarter 
horizon. Several time periods and several com

14The goal variables used in the calculations are quarterly 
percent changes in real GNP and in the GNP price deflator. 
Each goal variable was correlated with the contem
poraneous value and four lagged values of the quarterly per
cent changes in die price of gold and in the Business Conditions 
Digest commodity price index. Four time periods were studied: 
1959:1 to 1965:2; 1965:3 to 1971:4; 1972:1 to 1978:2; and 
1978:3 to 1984:4.
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modity price measures were examined.15 But in 
no case did a close and reliable link, positive or 
negative, emerge.

Brian Horrigan studied the connection bet
ween commodity prices and goal variables by 
taking simple regression analysis one step fur
ther.16 Using monthly data, he used a statistical 
technique call vector autoregression (VAR) which 
allows one to examine relations among several 
variables at once. His monthly estimates gauged 
the linkages between commodity prices, several 
other factors, and the goal variables. He inves
tigated various commodity price measures and 
used consumer price inflation and the growth in 
industrial production to proxy for the goal vari
ables. As with the other results, Horrigan's re
vealed virtually no relation between changes in 
commodity prices and changes in either of the 
goal variables.

One piece of evidence that does suggest a 
relation between commodity price movements 
and future changes in inflation was provided by 
F e d e ra l R e s e r v e  B o a r d  G o v e r n o r  W a y n e  A n g e ll .17 

Governor Angell discussed evidence that indi
cated that, over a long historical period a variety 
of indexes of commodity prices tended to have 
peaks and troughs that preceded peaks and

15The regressions are of the form:

7
G t = ao +  £  ai + l c t-i +  ut 

i= 0
where G is either the percent change in real GNP or in the 
GNP price deflator, C is either the percent change of the 
price of gold or of the BCD index, t indexes time in quarters, 
and u is a random error. Equations were estimated for the 
same four periods as were the correlations (see footnote 14). 
As before, the conclusions mentioned in the text about the 
closeness of the relations are based on inspections of the "t" 
statistic for the sum of the lagged coefficients and of the "F "  
statistic for the equation as a whole.

16Brian R  Horrigan, "Monetary Indicators, Commodity 
Prices, and Inflation," Federal Reserve Bank of Philadelphia 
Working Paper No. 86-7 (April 1986).

17 Wayne D. Angell, "A  Commodity Price Guide to M one
tary Targeting," m imeo prepared for the Lehrman Institute
dated Decem ber 10, 1987.

troughs in consumer price inflation.18 Governor 
Angell did not argue, however, that this evi
dence supported using commodity prices as 
intermediate targets. In fact, the lags from the 
turning points in an average of several com
modity price indexes to the turning points in 
consumer price inflation are quite variable, 
which is not the kind of tight link necessary for 
commodity prices to serve effectively as inter
mediate targets. Instead, Governor Angell's results 
were intended to point out the potential value of 
commodity prices as a leading indicator of infla
tion, and to propose that they could be used to 
aid the Fed in implementing changes in its mone
tary targets.

Overall, the usefulness of commodity prices 
as intermediate targets receives very little sup
port from available empirical evidence. The 
apparent lack of a significant connection over 
various time periods found by most studies 
means that, on average, movements in com
modity prices have no consistent link to future 
macroeconomic developments. In such cir
cumstances, controlling commodity prices, even if 
the Fed could do so, would not help monetary 
policymakers reach their objectives.

THE CASE FOR COMMODITY PRICES 
IS CURRENTLY WEAK

Problems with monetary and interest rate 
targets have led some analysts to argue that the 
Fed should control commodity price move
ments as a way to achieve its policy goals. It is 
conceivable, but not likely, that commodity prices 
meet the criteria of an effective intermediate 
target. Certainly the available evidence, while 
sparse, argues against it. The need for close con
trol over an intermediate target variable pre
sents a large, perhaps insurmountable, impedi
ment to using commodity prices as a target,

18The construction of several of these commodity price 
indexes is described by John Rosine, "Aggregative Measures of 
Price and Quantity Change in Commodity Markets," Board 
of Governors of the Federal Reserve System Working Papers 
Series, No. 81, (December 1987).
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given that the Fed can influence them only 
indirectly. Available empirical evidence under
scores the point that the Fed is unlikely to be 
able to correct deviations from a commodity 
price target quickly. And while controlling com
modity prices could help the Fed achieve its 
goals in certain circumstances, in other instan
ces controlling commodity prices could push 
the economy away from the desired outcomes. 
Here again, the weight of available empirical

results argues against commodity price targets 
because there appears to be no significant, sys
tematic link over time between commodity prices 
and real output or inflation. Further and more 
in-depth empirical study might present a stronger 
case for using commodity prices as intermediate 
targets. But unless such a case for commodity 
prices is made, their prospects as intermediate 
targets are not bright.
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Joint Ventures: 
Meeting the Competition in Banking

Paul Calem*

In recent years, banks have grown less con
tent to be simply "banks." Faced with increasing 
competition in their traditional product markets, 
banks have sought to broaden the range of their 
activities. They have introduced new products, 
such as securities backed by consumer loans. 
They have pressed successfully for permission 
to engage in activities that were once legally off- 
limits, such as discount brokerage and invest

*Paul Calem is a Senior Economist in the Banking Section 
of the Research Department of the Federal Reserve Bank of 
Philadelphia.

ment advice. And they have proceeded to exploit 
various loopholes in the legal and regulatory 
structure. For instance, the Federal Reserve per
mits bank holding companies to underwrite and 
deal in some securities deemed ineligible under 
the Glass-Steagall Act so long as they do so 
through a subsidiary that is not "principally 
engaged" in those activities. As a result, a num
ber of bank holding companies now underwrite 
and deal in commercial paper, mortgage-backed 
securities, municipal revenue bonds and con
sumer-related receivables through such sub
sidiaries.

One way banking organizations expand is
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through "joint ventures" with other banks or with 
a nonbanking firm. Indeed, the trend towards 
greater product variety in banking has generated 
an increase in joint venture activity. Between 
1971 and 1982, joint ventures among financial 
service firms were not very common, with, on 
average, about three joint subsidiaries formed 
per year. But in 1983,36 joint subsidiaries were 
formed, signaling the start of the new trend. 
Bank holding companies, in particular, became 
more active in forming joint subsidiaries at about 
that time, going from about two per year bet
ween 1971 and 1982 to 12 in 1983 and 12 again 
in 1984. Joint ventures not involving the crea
tion of a joint subsidiary have also become more 
common. For instance, many banking organi
zations are now offering mutual funds to their 
customers by participating in joint ventures with 
mutual fund companies.1

If deregulation proceeds and banks are allowed 
to engage in a wider range of nonbanking activi
ties, joint venture activity is likely to continue at 
a robust pace. Although some banking organi
zations have used joint ventures as a way around 
regulatory restrictions, others have found them 
the least costly, most efficient way to expand 
into permissible activities.

What lies behind the recent upsurge in joint 
venture activity? What advantages do joint ven
tures have over other expansion strategies? What

1 These figures come from Kathryn R. Harrigan, "Joint 
Ventures and Competitive Strategy," First Boston Working 
Paper Series, Columbia University School of Business, 
(December 1984); Bank Expansion Reporter (December 19, 
1983) pp. 16-18 and Qune 3, 1985) pp.16-17; and "Rising 
Number of Banks Offer Mutual Funds to Customers," American 
Banker (October 28 ,1986) pp. 31ff. According to the American 
Banker article, about seven out of ten banks now offer mutual 
funds to their customers. The article states that close to 40 
percent of these banks make mutual funds available through 
"their investment area (23 percent), trust department (9 per
cent), or retail department (7 percent)," with the rest simply 
providing access to mutual funds through a discount 
brokerage service or self-directed IRA. Those banks making 
mutual funds available through their investment, trust, or 
retail departments are probably engaged in joint ventures 
with mutual fund companies.

are some of the potential pitfalls of joint ven
tures? Little has been written on how these issues 
pertain to banking organizations, and the time is 
ripe to begin investigating these questions.

WHAT IS A JOINT VENTURE?
A joint venture between two firms differs 

sharply from a mere producer-supplier relation
ship. A correspondent bank and its commercial 
bank customer do not have a joint venture—the 
commercial bank simply "produces" checking 
accounts by buying check-processing services 
from a correspondent bank. In a joint venture, 
however, the firms share ownership at some 
stage of the production process.

In a vertical joint venture, the partners share 
supply or distribution facilities, but their pro
ducts retain distinct identities. A check-printing 
shop that is jointly owned by two banks is a 
shared supply facility. Automated teller machines 
(ATMs), when jointly owned by a group of banks, 
are shared distribution facilities. ATMs give a 
retail customer access to his bank account without 
altering the identity of that account as a product 
of the customer's bank. The bank retains control 
over account fees and services; ATM access is 
simply a service provided in conjunction with 
an account. Frequently, vertical joint ventures 
serve to make banks' supply or distribution 
more efficient.

Banks often engage in horizontal joint ven
tures in order to expand a product line or cus
tomer base. In a horizontal joint venture, the 
firms create a distinct, joint product. Each firm 
contributes labor, materials, expertise, or assets 
to the venture, and the firms share ownership of 
the final product.

One kind of horizontal joint venture is a join
tly owned subsidiary providing a special pro
duct or service. A trust company owned by two 
banks is a case in point. But horizontal joint ven
tures can involve other types of arrangements as 
well. For instance, banks and mutual fund com
panies have cooperated to offer investment pack
ages that include both mutual funds and time 
deposits.
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Banks that offer mutual funds to their cus
tomers through cooperative ventures with mutual 
fund companies are, in a sense, circumventing 
regulations that prohibit them from sponsoring 
mutual funds. Sometimes, cooperating with an
other financial firm in a joint venture is the only 
legal way a bank could participate in a restricted 
activity, of which there are many. For example, 
Federal Reserve member banks are prohibited 
by the Glass-Steagall Act, enacted in 1933, from 
underwriting and dealing in stocks, corporate 
bonds, or stock and bond funds. Also, the insur
ance activities of member banks are limited by 
the Bank Holding Company Act of 1956 and by 
the Garn-St. Germain Act of 1982. For state- 
chartered banks, which need not be members of 
the Federal Reserve, each state has its own re
strictions on their nonbanking activities. In addi
tion, the Bank Holding Company Act of 1956, as 
amended in 1970, permits a bank holding com
pany to engage only in those activities that are 
"closely related to banking." Once a nonbank
ing activity is shown to be closely related to 
banking, the expected public benefits from a 
bank holding company engaging in that activity 
must then be shown to outweigh any possible 
adverse effects. In most cases, the Board of Gover
nors of the Federal Reserve determines which 
activities are permissible according to these 
criteria.

Bank holding companies have used horizon
tal joint ventures to expand into various per
missible activities. The Fed's Regulation Y lists 
commercial financing, leasing, financial plan
ning, investment advice, and various other activities 
as generally permissible for bank holding com
panies. The Glass-Steagall Act authorizes banks 
to engage in certain municipal bond financing 
activities. Forming a joint subsidiary to pursue 
these activities, however, must be approved by 
the Federal Reserve Board. If two banking organi
zations wish to form a joint subsidiary, the Board 
takes into account the financial strength of the 
organizations, as well as the potential for adverse 
competitive effects. If a bank holding company 
and a nonbanking firm wish to form a joint sub

sidiary, the Board also takes into account the 
degree of separation between the joint sub
sidiary and the nonbanking firm.2

COMPETITION HAS MADE JOINT 
VENTURES MORE ATTRACTIVE

The push by banks to expand into new activi
ties stems from stiffer competition, both from 
outside the banking industry and within it. From 
outside, competitors have made inroads into 
banks' traditional base of deposit and loan cus
tomers. On the lending side, securities firms that 
offer commercial paper and commercial bond 
financing have become increasingly sophis
ticated and aggressive.3 * On the deposit side, 
mutual fund companies compete by offering 
stock and bond funds as well as money market 
funds that provide checking and debit card ser
vices. Since the Garn-St. Germain Act of 1982 
liberalized regulation of the thrift industry, thrifts 
have competed with banks on both fronts, in the 
market for commercial loans, as well as for demand 
deposits. Perhaps the greatest threat comes from 
the "financial supermarkets," commercial firms 
such as Sears, K Mart, and J. C. Penney that pro
vide various kinds of banking services packaged 
with insurance and discount brokerage.

Within the banking industry, new technology 
and deregulation have tightened competition. 
The development of ATM networks and elec
tronic payments systems has greatly enhanced 
customer access to bank services. As a result, 
just about any bank faces competition from within 
a larger geographic area. Deposit rate deregula

2For a discussion of Federal Reserve policy towards joint 
ventures, see William J. Sweet, Jr. and John D. Hawke, Jr., 
"Joint Ventures Provide Vehicle for Nonbanking Activities," 
Issues in Bank Regulation (Spring 1984) pp. 25-36. For a dis
cussion of antitrust issues related to joint ventures, see 
Steven D. Felgran, "Shared ATM Networks: Market Struc
ture and Public Policy," New England Economic Review, 
Federal Reserve Bank of Boston (January/February 1984) 
pp. 23-38.

3For details concerning the growth of the commercial 
bond market, see Jan Loeys, "Low-Grade Bonds: A Growing 
Source of Corporate Funding," this Business Review
(November/December 1986) pp. 3-12.
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tion has also been an important factor. Regulatory 
ceilings on deposit interest rates were gradually 
removed over the period 1982-1986. To the extent 
that these ceilings were binding, banks must 
now pay more competitive rates on deposits. 
Geographic deregulation has further enhanced 
competition in banking. In the last few years, 
most states opened their borders to entry by out- 
of-state bank holding companies. Large re
gional and money center banking organizations 
are now moving into new markets nationwide, 
increasing the competitive pressures on banks 
in those markets.4

Horizontal joint ventures are one way that 
banks have gone forth and met the competitive 
challenge. Through joint ventures, banks have 
expanded the variety of products they offer to 
their customers, strengthening customer ties 
against the pull of competition. Also through 
joint ventures, banks have found new sources of 
revenue, easing competitive pressures on their 
profitability.

HOW JOINT VENTURES WORK
One of the most common types of joint ven

tures is between a bank and an insurance com
pany, a partnership which enables a bank to 
offer its customers a convenient package of bank
ing and insurance products. The bank is thus 
able to counter the competitive threat posed by 
financial supermarkets that offer "one-stop finan
cial shopping." At the same time, a bank engaged 
in an insurance joint venture generally earns 
some rental income.

In an insurance joint venture, an insurance 
company sets up shop in the bank's lobby and 
pays the bank either a flat rental rate or a rate that 
is tied to the number of insurance sales originated 
there. In addition, the bank may provide for 
automatic payment of insurance premiums out

4For an analysis of how interstate banking is affecting 
competition in banking markets, see Paul Calem, "Interstate 
Bank Mergers and Competition in Banking," this Business 
Review (January/February 1987) pp. 3-14.
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of customer accounts. In most cases, federal or 
state regulations curtail the bank's insurance 
marketing activities. What is permissible, how
ever, is for the bank to place the insurance sales 
staff in a prominent spot, and to include an 
advertisement from its venture partner in its 
customer mailings. The John Hancock Mutual 
Life Insurance Company took a creative approach 
in 1986 in a joint venture with Wilbur National 
Bank, a small bank in upstate New York. The 
bank leased space in its main branch in Oneonta 
to the insurance company to set up an office to 
sell life and disability insurance products. The 
office is conveniently located, accessible both 
from the bank's lobby and through a separate, 
external entrance, enabling the insurance agents 
to keep separate hours from those of the bank. In 
addition to advertising through the mail to bank 
customers, Hancock tries to attract customers by 
offering basic financial planning services free of 
charge. The Hancock agents generate some refer
rals for the bank's products when counseling 
customers, but they do not receive commissions.5

Many banks are engaged in joint ventures 
with mutual fund companies. By making stock 
and bond funds available to its customers, a 
bank can retain the loyalty of depositors who 
might otherwise abandon the bank in favor of a 
mutual fund company. In addition, the bank can 
earn substantial fee income. Most commonly, a 
bank acts as a sales agent for a mutual fund spon
sor; since it neither sponsors nor underwrites 
the fund itself, it does not violate the Glass- 
Steagall Act. Chase Manhattan Bank took a more 
unusual approach when it teamed up with The 
Dreyfus Corporation in 1985. Chase acts as the 
organizer and manager of the "Park Avenue 
Funds," while Dreyfus acts as the sponsor and 
distributor of these funds. Chase informs its 
bank and Visa Card customers in statement 
stuffers that these funds are available through

5Details on this joint venture are found in "O ne Bank/ 
Insurer Venture that W o r k s ABA Banking Journal (February, 
1987) p. 84.
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Dreyfus. In announcing the venture, the chair
man of Chase said it "will provide our customers 
with a convenient means of obtaining the benefits 
of mutual fund investments." 6 The arrange
ment also enhances the bank's prestige, since 
the bank is providing its own original mutual 
fund.

Strengthening customer relationships is only 
one of several reasons that banks have turned to 
joint ventures. As banks have faced more com
petitive conditions in their traditional markets, 
and have watched their profit margins decline, 
they have sought out new sources of revenue. 
Sometimes banks have used joint ventures to

6This joint venture was reported in “Dreyfus and Chase 
Join Forces on Mutual Funds," American Banker, (November 
13, 1984) p. 32.

expand into new, specialized kinds of lending or 
assets, such as municipal bond guarantees. In 
other cases, they have sought to expand geo
graphically or broaden their customer base, as 
when a U.S. bank holding company teams up 
with an automobile manufacturer to form a motor 
vehicle financing subsidiary. (For details on these 
arrangements, see HORIZONTAL JOINT VEN
TURES: TWO CASE STUDIES.)

ADVANTAGES OF JOINT VENTURES...
Although joint ventures may be the only legal 

route to expansion into restricted activities like 
insurance and mutual funds, banks have found 
them a useful way to engage in permissible activi
ties as well. But they are not the only way. Bank 
holding companies also have responded to chang
ing competitive conditions by acquisition or 
merger, by developing new products on their

Horizontal Joint Ventures: Two Case Studies
A  Motor Vehicle Financing Joint Venture: O n  D ecem b er 9 ,1 9 8 7 , the Federal R eserve Board  A pproved  

th e  fo rm a tio n  o f a jo in t  su b sid iary  b y  M arin e  M id lan d  B an k  and  S u b a ru . T h e  su b sid iary , M a rin e  M id land  
A u to m o tiv e  F in a n cia l C o rp o ra tio n , w ill o ffer v ario u s k in d s of f in an cin g  and  lea sin g  serv ice s  to  Su b aru  
d e a lers  and  th e ir  cu sto m e rs, in clu d in g  reta il fin an cin g  fo r Su b a ru  p u rch a se rs  and  in v en to ry  fin ancin g  
fo r  S u b a ru  d ea lers . S in c e  th e  jo in t v en tu re  p u ts M arin e  M id lan d  in  d irect co n ta ct w ith  S u b a ru  d ea lers 
and  th e ir  cu sto m e rs , it w ill en a b le  th e  b an k  to  exp an d  its a u to m o b ile  fin a n cin g  and  leasin g  activ ities. 
S u b a ru  s tan d s to  b e n e fit  from  M arin e  M id lan d 's e x p e rie n ce  and  k n o w -h o w  in  th e  area  o f m o to r v eh ic le  
fin a n cin g , an d  fro m  th e  b a n k 's  ab ility  to  su p p ly  fu n d s for th e  su b sid iary 's  activ ities.3

A  Municipal Bond Insurance Venture: In  1 9 8 4 , B an k ers  T ru st N ew  Y ork  C o rp o ra tio n , X e ro x  C red it 
C o rp o ra tio n , P h ib ro -S a lo m o n  Inc. and  A m e rica n  In tern a tio n a l G ro u p  Inc. fo rm ed  a jo in t  in su ra n ce  su b 
sid iary  sp e cia liz in g  in  m u n icip a l b o n d  in su ran ce . T h e  v en tu re , B o n d  In v e sto rs  G u a ra n te e  In su ra n ce  
C o m p a n y , g u a ra n te e s  th e  tim ely  p ay m en t o f p rin cip a l an d  in te re s t o n  n e w ly  issu ed  m u n icip a l b o n d s 
and  b o n d  p o rtfo lio s . W h at a p p aren tly  a ttracted  B an k ers  T ru st to  th is v e n tu re  w as th e  rap id ly  exp an d in g  
m a rk et fo r m u n icip a l b o n d  in su ra n ce  and  th e  ex p e cta tio n  o f g e n e ra tin g  su b stan tia l p rem iu m s. A cco rd 
ing  to  o n e  in d u stry  analyst, "d e m a n d  for th is co v era g e  h a s w id ely  o u tstrip p ed  th e  su p p ly ."

E ach  o f th e  v e n tu re  p artn ers  h as so m e  e x p e rie n ce  in  a reas re la ted  to  m u n ic ip a l b o n d  co v erag e . B an k 
ers  T ru st an d  P h ib ro -S a lo m o n  a re  b o th  m a jo r  m u n icip a l b o n d  u n d erw riters . A IG  u n d erw rites  and  se lls 
v ario u s k in d s o f f in an cia l g u a ra n tee  in su ran ce , in clu d in g , o n  o c ca s io n , m u n ic ip a l b o n d  in su ran ce . X ero x  
C o rp ., th ro u g h  certa in  su b sid iaries, h as b e e n  in v o lv ed  in  in su rin g  h o sp ita l m u n icip a l b o n d s as w ell as 
p ack ag in g  m u n ic ip a l u n it tru sts. In  a d d ition , B an k ers  T ru st b rin g s to  th e  v e n tu re  its c re d it an aly sis skills. 
In  th e  w o rd s o f  o n e  in su ra n ce  ex p ert, "m u n ic ip a l b o n d  in su ra n ce  is a fo rm  o f fin an cia l g u a ra n tee  and  
b a sica lly  in v o lv es a cre d it an aly sis d ecision."**

aDetails on this joint venture are found in "Marine Midland Teams Up With Subaru," Bank Expansion Reporter 
(January 4, 1988) pp. 15-16.

bThis joint venture is reported in "Bankers Trust Joins Venture in Thriving Municipals Market," American Banker 
(July 20, 1984) pp. 3ff.
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own, and by introducing new products that are 
obtained from a wholesaler. So why is a joint 
venture sometimes preferred to these expan
sion strategies?

...Compared to Internal Expansion... Risk and 
financing considerations can make a joint ven
ture a more attractive option than internal expan
sion. The parties to a joint venture share 
whatever risks are involved, while internal expan
sion requires a firm to face those risks alone. A 
joint venture may also offer financing advan
tages. A single organization, especially a small 
or moderate-sized one, may not have access to 
the capital needed for expansion. Internal financ
ing may be unavailable, and raising outside capital 
may be too expensive. Outside investors will 
require an unnecessarily high risk premium if 
they cannot adequately evaluate the organi
zation's ability to expand.7 Moreover, obtaining 
a loan or floating a new stock issue involves trans
actions costs, such as the costs of finding, negotiat
ing with, and paying an underwriter. These costs 
are present regardless of whether the amount of 
funds raised is large or small. By engaging in a 
joint venture, individual companies can pool 
their resources. Thus, the partners to a venture 
may be able to provide their own financing, or at 
least provide enough collateral to reduce the 
risk premium required by outside investors. 
Moreover, a joint venture may be able to reach a 
larger market than its partners would reach indi
vidually, resulting in comparatively large scale 
operations and financing needs. Outside financ
ing will then involve a comparatively small trans
actions cost per unit of funds raised. The joint 
venture will thus achieve economies of scale in 
raising capital.8

7 As compensation for the perceived riskiness of a security, 
investors require a risk premium, that is, a discount on the 
purchase price of the security. There is some statistical 
evidence that higher risk premiums are associated with 
smaller firms. See F. M. Scherer, Industrial Market Structure 
and Economic Performance (Boston: Houghton Mifflin Com
pany, 1980) pp. 104-108.

8 A joint venture may also have relatively more bargaining 
power with a prospective lender or underwriter, since the
lender is dealing with more than one corporation.

A joint venture may achieve other kinds of 
scale economies as well. Consider a mortgage 
banking joint venture, in which the venture part
ners find themselves serving a fairly large market. 
The venture can improve its productivity by hir
ing highly trained mortgage banking specialists, 
because the large scale of the enterprise ensures 
that their talents will be fully used.9

Another advantage a joint venture might have 
over internal expansion is the ability to use com
plementary technology, skills, or information. A 
U.S. bank holding company familiar with the 
products of American exporters might team up 
with a Japanese bank familiar with the needs of 
Japanese firms to form an export trading com
pany. Or a Texas bank holding company familiar 
with the regional real estate market might pool 
its skills with an investment banking firm experi
enced in the area of investment advice to form a 
real estate investment advisory firm.

While a bank may be able to achieve any or all 
of these advantages through merging with or 
acquiring the venture partner, those options 
may be ruled out for some activities by regula
tion. The Bank Holding Company Act would 
prohibit a bank holding company from acquir
ing a commercial firm, and interstate banking 
restrictions could prevent a merger between 
bank holding companies located in different 
parts of the country. But even when a merger or 
acquisition is feasible, a joint venture may be the 
more attractive option.

...Compared to Mergers or Acquisitions... An 
agreement regarding a joint venture might be 
quick and easy to achieve as compared with a 
merger or acquisition, where negotiations can 
be costly and time-consuming. Also, a joint ven
ture is relatively easy to dissolve. Hence, it may 
be preferred by banks that wish to achieve a 
short-term objective, or engage in activities of 
uncertain profitability.

9For a full discussion of economies of scale in banking, see 
Loretta Mester, "Efficient Production of Financial Services: 
Scale and Scope Econom ies," this Business Review (January/ 
February 1987) pp. 15-25.
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Also, two banks may prefer a joint venture to a 
merger if they complement each other in ways 
specific to the venture, while in other respects 
the two organizations are incompatible. The 
Japanese bank in the above example may be 
highly decentralized, with individual departments 
operating fairly independently, while the U.S. 
bank holding company may be far more hierarchi
cal, with the bank president and other top officers 
exercising considerable control. One organiza
tion may be more aggressive, accustomed to 
making riskier investments for the sake of a 
higher return, and the other may be more con
servative. Or the organizations may have very 
different procedures for handling employee re
lations and business practices. Eliminating such 
conflicts subsequent to a merger could require 
costly restructuring of the combined organi
zation.

...Compared to Franchising. A practical expan
sion strategy for a bank holding company is to 
package and sell a product obtained from a whole
sale provider. For instance, many banking organi
zations have introduced discount brokerage by 
linking into the franchise services provided by 
companies such as Fidelity Brokerage Services 
and INVEST.10 If insurance agency activities 
become permissible for bank holding com
panies, conceivably some banks would sell in
surance as part of such a franchise network. 
However, not all products and services a bank 
might wish to provide can be obtained through a 
wholesale distribution network. Hence, an organi
zation limiting itself to this strategy might pass 
up some profitable opportunities for product 
expansion.

The more customized a product, the less likely 
that it will be available wholesale. When a bank

10Details concerning such franchise networks are found 
in Steven D. Felgran, "Bank Entry into Securities Brokerage: 
Competitive and Legal Aspects," New England Economic 
Review," Federal Reserve Bank of Boston (November/Decem- 
ber 1984) pp. 12-33, and "Networking in Retail Financial Ser
vices," TransDataCorp Deposits and Credits Advisor (November
1986).

is trying to fill a customer's special needs with a 
tailored product, wholesale distribution will be 
inappropriate. Investment advice is a product 
that is often customized. An individual investor 
is likely to have unique needs and a special 
relationship with her bank; face-to-face dis
cussions and a working relationship between 
the investor and a specialist may provide the 
best framework for evaluating her investment 
needs.11

Suppose that "Fourth National Bank of the 
Rockies" wants to advise individual and institu
tional investors on real estate investment oppor
tunities in the west. Because a franchise 
arrangement would be inappropriate, the bank 
might set up an internal operation. Alter
natively, the bank might engage in a joint ven
ture with an established investment counseling 
firm. A joint venture may be chosen over inter
nal expansion for any one of the reasons dis
cussed earlier. For instance, while Fourth National 
may be quite familiar with the western real estate 
market, its customer base may be too narrow to 
justify setting up its own specialized subsidiary.

While joint ventures can offer some distinct 
advantages over other expansion strategies, 
they are not without problems of their own. 
Generally speaking, the aspect of joint ventures 
that is most likely to be troublesome is the 
relationship between the venture partners.

JOINT VENTURES AND 
THE CONTRACTING PROBLEM

A joint venture is like any other contractual 
relationship: it can be disrupted by dis
agreements, misunderstandings, conflicts of 
interest, or opportunistic behavior. These pro
blems arise when it is not possible to write a con-

^ O f  course, a bank can offer limited investment advice 
through a franchise arrangement. The bank can provide a 
standard form for customers to fill out and mail to the 
wholesaler, who evaluates the customers and provides recom
mendations. However, truly customized investment advice 
cannot be provided in this way.
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tract that allocates specific rights and responsi
bilities, or specifies actions to be taken, under all 
possible contingencies. One of the main pro
blems is when both parties have different infor
mation. Suppose the parties to a joint venture 
want the revenues to be divided according to 
each party's share of the costs. The parties can
not enforce such a contract unless they know a 
lot about each other's costs. Unlike people who 
split the cost of a lottery ticket, and can divide 
their winnings proportionately, it is difficult if 
not impossible for two firms who produce a 
joint product to verify each other's costs.

Problems also arise when future contingen
cies cannot all be anticipated, or when the appro
priate contract terms are not evident until a 
particular contingency arises. Consider, for 
instance, a joint venture in municipal bond under
writing. It is virtually impossible for the venture 
partners to write a contract specifying all future 
bond offerings they will be willing to bid on.

Individuals and firms interacting in a market
place, and workers and managers interacting 
within a firm, rely on various institutional 
mechanisms to minimize contracting problems. 
In repeated market transactions, contracting pro
blems are made manageable by the use of stan
dardized, legal contracts, and by the need of 
contracting parties to maintain a reputation for 
reliability. The use of a standardized contract 
reduces ambiguity and discourages bickering 
over the interpretation of contract terms. When 
a contingency arises that is not covered in the 
standard contract, a party that behaves "unrea
sonably" would see his reputation tarnished. 
Within a single organization, transaction costs 
are minimized by such institutional structures 
as the division of a firm into profit centers and 
cost centers and hierarchical control. For instance, 
division managers have a certain amount of 
authority to determine their division's response 
to unforeseen contingencies, but they must defer 
to their superiors on major decisions.12

12For an examination of contracting problems and the 
mechanisms that have evolved to deal with them, see Oliver
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The parties to a joint venture are not engaged 
in a series of "arm's length" interactions in a 
marketplace. Nor are they integrated into a single 
organization; they retain their independence. 
As a result, the parties to a joint venture are less 
able to rely on institutional mechanisms to reduce 
contracting problems, so they are especially vul
nerable. Opportunistic behavior or haggling over 
rights and responsibilities may bring a joint ven
ture to a screeching halt, or may keep it from get
ting started in the first place. The parties to a 
joint venture have to reconcile differing goals 
and expectations and build mutual confidence, 
trust, and understanding in order to succeed. 
Indeed, just as clashing corporate cultures can 
make a merger difficult to accomplish, it can 
cause instability in a joint venture.

Consider a joint venture between a bank and 
a mutual fund company. The bank may have a 
simple objective—making mutual funds avail
able to its customers. It might make a minimal 
effort to market the funds, which are competi
tive with the bank's traditional products. The 
mutual fund company may expect the bank to 
make more of an effort to market the funds. 
Interpreting the bank's passivity as a breach of 
understanding, it may pull out of the relation
ship.

Or consider a joint venture by several banks 
in municipal securities underwriting. At some 
point, one of the banks may wish to bid indepen
dently to underwrite a security; the issuer of the 
security could be a longtime client of the bank, 
so the bank is willing to accept a lower margin of 
profit on the security than its partners want. The 
other partners may consider such independent 
bidding a breach of the joint venture 
agreement.

The relative instability of joint ventures is the 
primary reason why they are less common than 
alternative expansion strategies, such as mergers 
or acquisitions. Parties deciding whether or not

Williamson, "Transaction Cost Economics: The Governance 
of Contractual Relations," The Journal o f Law and Economics 22 
(October 1979) pp. 233-261.
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to engage in a joint venture weigh the expected 
advantages against the potential for instability. 
A joint venture agreement between a bank and 
mutual fund company could carefully spell out 
how the bank will go about marketing mutual 
funds. Similarly, the agreement governing an 
underwriting joint venture could delineate cir
cumstances under which independent bidding 
would be allowed. To some extent, then, the 
threat of instability can be reduced through fore
sight and ingenuity when a joint venture agree
ment is fashioned.

CONCLUSION
Faced with increasing competition from out

side the banking industry and from within, banks 
have sought to strengthen customer ties and 
generate new sources of revenue through pro
duct expansion. To these ends, joint ventures 
involving banking organizations and other finan
cial firms have grown substantially in number. 
Through horizontal joint ventures, banking 
organizations have participated in some activities

they could not legally engage in on their own. 
But banking organizations have also taken the 
joint venture route to expand into permissible 
activities, because joint ventures can offer various 
advantages over other expansion strategies. 
Thus, joint ventures are likely to remain an impor
tant expansion strategy even if deregulation makes 
securities, insurance, and other activities per
missible for bank holding companies.

In contrast to internal expansion, a joint ven
ture might allow for firms to share risks and to 
achieve greater economies of scale. And a joint 
venture is often easier to arrange than a full-scale 
merger or acquisition, which may be encum
bered by a clash of corporate cultures or long, 
drawn-out negotiations. But while joint ven
tures may offer some distinct advantages, they 
also are particularly vulnerable to disputes over 
rights and responsibilities and other such con
tracting problems. The parties to a joint venture 
have to overcome conflicting goals and develop 
confidence in their relationship in order to suc
ceed.
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