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Bank Structure-

Consolidation of Banks

Reshaping Texas Markets*

The Texas banking industry has
grown rapidly in recent years.
From 1950 to 1970, for example,
total deposits in the state more
than quadrupled and the number
of banks increased nearly a third.
Pfut the industry has also shown
Signs of consolidation, and the out-
look is for still more-perhaps even
faster—consolidation.

Spurred by state banking laws
that prohibit branching (except
for facilities on military bases),
the industry has responded to the
growing demand for bank services
not merely by creating new banks
but also by forming networks of
chain and correspondent banking
arrangements between existing
banks. These efforts to keep up
With growth in demand-especially
In large population centers—have

ecome extensive, though until

Very recently the links between

banks have been largely informal.

Since mid-1970, however,
Several Texas banks have applied
to the Board of Governors of the

ederal Reserve System for per-
mission to form multibank holding
Companies. And through Novem-
ber 1971, all these applications
ad been approved. The result has
been that in addition to chain

anking arrangements, new pat-
terns of group banking have begun
to emerge in Texas.

Meanwhile, there has been an
éven greater expansion of one-
bank holding companies. Bankers
—

*Much of the research for this
article was conducted jointly
with Peter S. Rose while he was
a financial economist with the
Federal Reserve Bank of Dallas.
M, Rose is now associate pro-
fessor of finance at Texas A&M
University.
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in Texas, as elsewhere across the
country, have formed one-bank
holding companies as a means of
providing additional sources of
loanable funds, such as through
the issuance of commercial paper;
of diversifying into other activities
where they can make further use
of such resources as computer
facilities and management person-
nel; and of preparing for multi-
bank holding company status.

It was, in fact, the recent rapid
increase in one-bank holding com-
panies and the fear that their
expansion into activities other
than banking would break down
the long-established separation
of banking and commerce that led
Congress to enact the 1970
amendments to the Bank Holding
Company Act. These amendments
accomplished essentially three
objectives, each of which has im-
portant implications for the future
expansion of bank holding com-
panies in Texas.

e They closed the one-bank
loophole in the Bank Holding
Company Act by extending juris-
diction of the Board of Governors
to include one-bank holding com-
panies. Under the original act,
companies holding only one bank
were excluded from regulation as
bank holding companies.

o They broadened the concept
of bank control by giving the
Board of Governors authority to
determine whether an organization
becomes a bank holding company
through the exercise of controlling
influence over a bank. Under the
original act, a company was not
required to register as a bank
holding company until it owned or
controlled at least 25 percent of
the outstanding stock of each of
two or more banks or it was able to

control the election of a majority
of the directors of each of two or
more banks.

e They redefined the nonbank-
ing activities in which a bank
holding company can engage. With
minor exceptions, the only activi-
ties now allowed are those the
Board of Governors considers so
closely related to banking or
managing or controlling banks as
to be a proper incident thereto. . . .
The original act also placed limits
on the extent to which bank hold-
ing companies could diversify into
nonbanking fields, but because one-
bank holding companies were
exempt under the act, these limits
applied only to multibank holding
companies,

Effects of these legislative
changes on the banking industry
in Texas are already evident. And
in a state where the structure of
banking is already marked by the
prevalence of chains, the effects
seem almost certain to become
even more evident in the years
immediately ahead.

Legislative background

The Bank Holding Company Act,
as first passed in 1956, dealt
mainly with the acquisition of
banks by bank holding companies.
This act, along with the amend-
ments to it enacted ten years later,
required that companies owning
25 percent or more of the out-
standing stock of each of two or
more banks register with the
Board of Governors as bank hold-
ing companies. Also, a bank hold-
ing company had to have the
Board’s prior approval to acquire
as little as 5 percent of the stock
of an additional bank.

Although the Board could not
approve an acquisition that cre-



Multibanking terms

Group banking implies ownership or control
of at least two banks by a formal holding
company. Chain banking usually refers to
the control of two or more banks by an
individual or informal group of individuals.
In contrast to group banking, then, chain
banking reflects an informal arrangement.

An associate bank is one in which a regis-
tered holding company owns as much as 5
percent of the outstanding stock.

An affiliate bank is a bank related to an-
other bank in any of several different ways.
It can be actually controlled by the other
bank, as when 50 percent or more of its
stock is held in trust for the shareholders
of the other bank. Or, there can be sub-
stantial commonality of stock ownership in
the two banks. An affiliate relationship
exists, for example, when the shareholders
owning 50 percent or more of one bank also
own 50 percent or more of another. A bank
can also be affiliated with another if a ma-
jority of its directors are directors of the
other bank.

A subsidiary bank is one in which a hold-
ing company owns as much as 25 percent of
the outstanding stock or is able to control
the election of a majority of the directors.

In this article, chain banking refers to
banks linked (directly or indirectly)
through affiliate relationships or through
single shareholders owning as much as 10
percent of the outstanding shares of each
?f two or more banks. The cutoff point
in determining major shareholder links has
peen set at 10 percent because information
1s not available on stockholders owning
less than 10 percent of the stock of state

banks that are not members of the Federal
Reserve System.

New guidelines for use in determining
“controlling influence” over a bank tend to
break down the distinction between chain
banks and group banks, however, by sug-
gesting that links through chains may be
enough to constitute a holding company
arrangement. Guidelines recently issued by
the Board of Governors of the Federal
Reserve System suggest that effective con-
trol may be established when a company
owns 5 percent or more of the stock of a bank
and also has certain additional interlocking
relationships with it (such as interlocking
directors) or when the company owns 5 per-
cent of the bank and its officers, directors,
or substantial shareholders own additional
stock in the bank that, when combined with
the company’s shares, aggregates 25 per-
cent or more of the bank. The company can
be a corporation, partnership, business trust,
association, or similar organization.

For purposes of this article, however, the
company must control at least 25 percent
of the stock in a bank before being consid-
ered a holding company. And to be consid-
ered a multibank holding company, it must
control at least 25 percent of the stock in
two or more banks. If, for example, a com-
pany owned as much as 25 percent of the
stock in one bank but from 5 to 24.9 per-
cent of the stock in any number of other
banks, it would still be considered only a
one-bank holding company. Thus, while
banks associated with multibank holding
companies are not members of chains,
banks associated with one-bank holding
companies can be. Chains and multibank
holding companies, then, are mutually ex-
clusive, while chains and one-bank holding
companies may overlap.




ated-or even attempted to create—
amonopoly in banking, it could
approve an acquisition that less-
eéned competition, even substan-
tially, provided the restraints on
Competition were clearly out-
Weighed in the public interest by
the probable effects of the trans-
action in meeting the convenience
and needs of the community to be
Served. This was more in the
hature of a public utility approach
to bank acquisitions than a
Strictly antitrust approach. While
Concern for the preservation of
Competition was still evident, the
act also reflected concern for bank
Stability and public convenience.
Slpce the act was explicit in
equiring registration only by
Companies owning as much as 25
Percent of the stock of two or
more banks, many large Texas

CHAIN BANKS IN TEXAS-

banks deliberately limited their
direct ownership in smaller banks
to less than 25 percent, depending
on informal ownership ties to gain
effective control of other banks.
The result has been that many of
the largest chains in Texas are
made up of large metropolitan
banks and affiliate banks, often
referred to as 24.9 percent-held
affiliates. And many of the state’s
multibank holding company appli-
cations approved by the Board of
Governors since passage of the
1970 amendments have been
merely to formalize relationships
already existing through informal
chain arrangements.

The distinction, then, between
chain and group banking in Texas
has been largely legal. Although
both types of arrangements have
had the effect of consolidating the

THEIR NUMBER AND RELATIVE IMPORTANCE

e ——
Percent of total
Chain in area®
Area banks?! Banks Deposits
SMSA'’s, by population size®

500,000 and over
B T s s e B e ) e 57 49% 72%
FortWorthi e B el s i sy, 23 52 63
Houston ................c...cvuuin. 55 38 42
S AN AN ON O e s e e e et 19 53 52

100,000 to 499,999
A oN e e i SR e '3 25 53
ATA ]ORN S A i e i e 2 22 6
LB Ty o 8 62 33
Beaumont-Port Arthur-Orange . ........ 8 40 44
Brownsville-Harlingen-San Benito ... ... 4 44 43
CRFEREI I o0 s e e s 11 42 21
Bl P g0 e e e e s 7 54 78
Galveston-Texas City ................ 11 85 81
Killeen-Temple ...............000uu 1 44 58
B DO O s e s s A e 4 40 29
McAllen-Pharr-Edinburg . ............. 10 63 68
RO i s e e s 5 36 51
O T A S A e 4 40 84

50,000 to 99,999
Bryan-College Station ................ 3 60 53
Larado e e 1 33 29
Odessa ,,...... T v R 4 80 81
AN ANGel O e 3 60 - 63
Sherman-Denison ................... i/ 58 44
ITETR (o oo ri s T i S W apete 3 38 40

Totals

2D S S A B e s e e s okt et 259 45 53

NON-SMS/A gl =SRuii e O e 175 28 29
LN R A e e o T S 434 36% 49%

3 December 1, 1971

3 June 30, 1971
* “eBnsus estimates for 1970
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state’s banking resources, the
Board of Governors has had
authority to regulate only group
banking. But it is now possible
that chains, too, will come under
regulation as a result of the con-
trolling influence provision of the
1970 amendments, And even if the
Board does not decide that chains
are holding companies under this
new provision of the law, many
chains in Texas, especially those
involving the state’s largest banks,
are still apt to be reorganized into
formal groups.

This could be particularly true
in cases where chains contain large
banks that are also subsidiaries of
one-bank holding companies. Now
that these holding companies are
required to register, they are al-
most certain to look on banks
linked to them in chains as natural
targets for acquisition. As a result,
the expansion of bank holding
companies in Texas will more than
likely reflect patterns already ex-
isting in the form of chain banking
arrangements.

The prevalence of chains

Demand for banking services has
increased rapidly in Texas in re-
cent years. Total bank deposits in
the state, for example, grew from
about $6 billion in 1950 to more
than $26 billion at the end of 1970."
And during that time, total bank
loans increased from about $2
billion to more than $15 billion.
With full-service branching pro-
hibited, the additional demand for
banking services was met largely
by the formation of new banks.
From about 900 in 1950, the
number of banks in Texas in-
creased to nearly 1,200 in 1970.
But as individual banks have
tried to broaden their market
areas and enlarge their lending
capacities in the face of the pro-
hibition against branching, there
has also been the tendency toward
consolidation that brought on the
large networks of chain arrange-
ments now permeating the state’s



banking industry. In December,
there were at least 124 chains in
Texas, containing 434 banks, To-
gether, these chains accounted for
36 percent of the state’s banks and
about half its total deposits.

The industry’s fastest growth—
and, therefore, its greatest con-
solidation-has been in metropoli-
tan areas. Last year, about 45
percent of the banks in the state’s
25 SMSA’s (standard metropoli-
tan statistical areas) were mem-
bers of chains, and these 259
banks held about 53 percent of
the deposits in these SMSA’s, By
contrast, only about 28 percent of
the banks outside SMSA’s were
members of chains, and these 175
banks held only about 29 percent
of the deposits of banks outside
SMSA’s.

Although chains operate in all
but two of the SMSA’s, they are
concentrated in the four largest
population centers-Dallas, Fort

Worth, Houston, and San Antonio.

Of the 259 chain banks in SMSA’s
last year, 154 were in these four
areas. And banks in these big
cities accounted for about three-
fourths of the deposits held by
chain banks in SMSA’s. Barred
from branching into the suburbs,
where much of the fastest growth
in demand for banking services
has taken place, large downtown
banks in these cities have tapped
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MULTIBANK HOLDING COMPANIES IN TEXAS-
THEIR NUMBER AND RELATIVE IMPORTANCE

Percent of total

Assoclate in area?
Area banks? Banks Deposits
SMSA’s
Beaumont-Port Arthur-Orange ........... 4 20% 29%
Dallae s e e A e S 5 4 12
BOr W oI e i e e e = 6 14 29
Galveston-TexasCity .................. 1 8 15
5 LT 0 ot M Sy Bk e s pe A R 16 11 33
Killeen=Tomplei i i s st et wiah 1 6 5
Totals
PG M S A S e e e e 33 6 16
NoR=SMSAISIE S ey vy i e 8 1 2
L1 o e KA = e s o 41 3% 13%

1. December 1, 1971
2. June 30, 1971

these expanding markets by estab-
lishing affiliate relationships with
attractively located banks in the
outlying areas.

There are also important chain
systems in Austin, Bryan-College
Station, El Paso, Galveston-Texas
City, McAllen-Pharr-Edinburg,
Odessa, San Angelo, and Sherman-
Denison. Last year, chain banks
accounted for more than half the
insured banks in each of these
centers.

For the most part, these chain
systems are locally based—in the
sense that the largest bank in the
chain is located within the SMSA.
But there are important excep-
tions. Last year, major chains in
the Corpus Christi and Galveston-
Texas City areas, for example,
were headquartered in Houston.
The largest chain in the Waco
SMSA was centered in Dallas, and
the largest chains in Odessa and

San Angelo were centered in
Lubbock.

Multibank holding companies

There are still only a few multi-
bank holding companies in Texas,
!_out they are becoming increasingly
important. There were only three
multibank holding companies in
Texas at the start of 1969—one
each in Dallas, Fort Worth, and
Houston. Together, these three
companies, represented by 20

associate banks, accounted for
less than 6 percent of the state’s
deposits. In December 1970, an-
other multibank holding company
was formed in Houston. And with
this addition, the number of banks
associated with multibank holding
companies increased to 28.

By December 1971, the Board
of Governors had approved the
formation of three more multibank
holding company systems, as well
as four bank acquisitions by exist-
ing multibank holding companies.
This brought to 41 the number of
banks associated with multibank
holding companies and to 13 per-
cent the proportion of deposits in
the state held by associate banks.

In addition, there were 16 more
bank holding company applica-
tions pending before the Board of
Governors on December 1. Ap-
proval of all 16 applications would
bring to 13 the number of multi-
bank holding company systems in
Texas, to 71 the number of banks
in the state associated with such
companies, and to 22 percent the
share of deposits in Texas held
by associate banks.

Like chains, multibank holding
companies operate mainly in the
largest population centers. Of the
41 banks associated with multi-
bank holding companies in Decem-
ber, 33 were in six SMSA’s with
populations well over 100,000.



ONE-BANK HOLDING COMPANIES IN TEXAS-
THEIR NUMBER AND RELATIVE IMPORTANCE

Percent of total

Subsidiary ____In area
Area banks! Banks Deposits
SMSA'’s, by population size®
500,000 and over
DETTECY o ri et Al Ao e A e 12 10% 60%
ROV O el e B 3 7 28
HoUston e, TEREL . e e N o By ey 11 8 26
S RNTANTON] 0 e N S S 2 6 2
100,000 to 499,999
Abllane A 2 17 33
AMANIIO: s e e e e e R e il 11 5
AUISTINRE (5 il e e Mg o Bl 1 N 1 8 19
Beaumont-Port Arthur-Orange . 5 25 62
GO P T R e e 3 12 22
El R eSO it o e neie e s s poeers S 3 23 46
Galveston-Texas City ................ 2 15 38
Killeen-Temple ..................... 2 13 27
LI 10 C N e 1 10 (%)
Waco il Do wols du mh bl 6 43 57
W chita Al s I s e 2 20 50
50,000 to 99,999
Midland ) e e e e 1 33 28
Sherman-Denison ................... 2 17 17
AT e i | i 1 13 3
Totals
2D M S A e e s Byt e s bk s (o et el 60 11 33
NON=SM S A S i s e e 1% 31 5 6
Stateisr i e S e S 91 8% 28%
e ———

;- December 1, 1971
+ June 30, 1971
3 Census estimates for 1970
« Less than one-half of 1 percent

Together, these 33 banks held
about 16 percent of the deposits
In all Texas SMSA’s and about 23
Percent of the combined deposits
of the six SMSA’s where they were
eadquartered. By contrast, the
eight holding company banks
located outside SMSA’s accounted
for only about 2 percent of the
deposits held by banks outside
MSA’s,

Although multibank holding
Companies have operated in Dallas
and Fort Worth for several years,
most of the recent expansion has
Centered in Houston. Currently,
16 banks in the Houston SMSA
are associated with multibank

olding companies, and these
banks hold roughly a third of the
area’s bank deposits. Multibank

olding companies have also been
Ormed recently in the Beaumont,
Galveston, and Killeen areas, and
Indications are that this type
Organization will probably soon
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be found in other major SMSA’s
across the state.

One-bank holding companies

Activity by one-bank holding com-
panies has also been on the rise

in Texas. Where the state had an
estimated 40 banks affiliated with
one-bank holding companies in
1968, it had 91 in late 1971. And
where such banks held only 4 per-
cent of the state’s deposits in 1968,
they held 28 percent in 1971.

With this growth, one-bank
holding companies have made sub-
stantial inroads into metropolitan
banking. In 1971, there were an
estimated 60 subsidiary banks of
one-bank holding companies doing
business in 18 SMSA’s. In 1968,
there were only 24 and they
operated in only ten SMSA’s.

While making up about 11 per-
cent of the state’s metropolitan

banks last year, such subsidiary
banks held roughly a third of the

deposits in metropolitan areas. By
contrast, subsidiary banks of one-
bank holding companies outside
metropolitan areas accounted for
only 5 percent of the nonmetro-
politan banks and held only 6
percent of the deposits outside
metropolitan areas.

Most of the subsidiary banks
were in the four largest metropoli-
tan areas. Dallas alone had 12
banks that were subsidiaries of
one-bank holding companies, and
these banks held about 60 per-
cent of the deposits in that area.
Houston had 11 subsidiary banks,
which held 26 percent of the de-
posits in that area.

One-bank holding companies in
Texas are also active in a number
of areas outside banking. While
most of these activities are closely
related to banking, some appear to
be unrelated. Of the 94 one-bank
holding companies that registered
as a result of the 1970 amendments
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to the Bank Holding Company
Act, for example, 38 operated or
leased real estate (often properties
totally separate from their banking
facilities), 16 provided business or
consulting services, and 13 pro-
duced livestock. Other activities
included commodity trading, in-

surance brokerage, and investment
servicing.

Holding companies in the future
The outlook for bank holding com-
pany activity in Texas-at least
in the near future-is for growth
to follow patterns already set by
the development of chains. The
banking markets most likely to
be affected are, therefore, those
with the heaviest concentrations
of chains-certainly Dallas, Fort
Worth, Houston, and San Antonio
but also several smaller SMSA’s
where chain banks outnumber
their independent competitors.
Not all chains will become hold-
ing companies, and some banks
that are not now parts of chains
could become associated with
holding companies. Nevertheless,
examination of the types of chains
that are most likely either to form
multibank holding companies or
to become members of existing
multibank holding companies pro-
vides some insight into the possi-
bilities for future expansion of
multibank holding companies in
Texas. Three types of chains are
apt to be acquired by multibank
holding companies or serve as
units in their formation,
First—and most likely to be
involved in holding company
activity-are chaing already linked
to multibank holding companies,
Chains of this type contained 13
banks last year, Together, how-
ever, these banks held only about
1 percent of the state’s deposits.
Second-and next most likely
to be acquired or otherwise used in
forming multibank holding com-
panies-are chains in which the
largest bank is a subsidiary of a
one-bank holding company.
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POTENTIAL FOR FURTHER EXPANSION

OF MULTIBANK HOLDING COMPANIES IN TEXAS

Percent of total

Potential LRISA

Area bankst  Banks Deposits
SMSA's, by population size®
500,000 and r
Dallas .. Ove ....................... 42 36% 69%
O N O e s 1 tairs vl smsis e e 17 39 56
OIS O Ty e s e oyl Fera r e haraes 42 29 39
S AN A ON O e e s T et e s 10 28 43
100,000 to 499,999
NI et e D A 3 25 53
VDT o o e A N 2 15 217
Beaumont-Port Arthur-Orange ... . . 5 25 31
C oIl S ] I e e 1 4 el
) s e e e e et e T 54 78
Galveston-TexasCity ................ 5 38 3
Killeen-Temple ..................... 2 13 2
L o] 010700 s iy s s e S G A PR 1 10
N O O e s e T Fe e e T e 4 29 46
WM s ae b hh e A o 3 30 81
50,000 to 99,999
B S s e el oopeacie s 2 40 gg
SanAngelo ..............cc000innnnn 1 20 D
Shermanz:DenisoniE et 2 17
Tyler ........ AR Al e A T 2 25 38
Totals
ASEINEINT b v v A e I 151 26 46
Non-SMSA’S . ... ... .00, 23 4 5o
I v o e e e e 174 16% 38%

1. December 1, 1971
2. June 30, 1971
3. Census estimates for 1970

Chains of this type accounted for
98 banks last year, and these
banks held some 26 percent of the
state’s deposits.

Third are chains in which the
largest bank is of substantial size.
Not counting banks in the other
two chain categories, there were 63
banks in chains last year in which
the largest bank had deposits of at
least $50 million. These chains
held almost 11 percent of the
state’s deposits.

Taken together, these three
types of chains accounted for
about 15 percent of the banks in
Texas and about 38 percent of the
deposits. And they were even more
important in the large banking
markets of the state.

Banks associated with these
three types of chains did business
in 18 of the 25 SMSA’s. And in
five of these markets, they held
more than half the local deposits.
Of the 174 banks in these chains,
151 were in SMSA’s and 111 were

in the four largest SMSA’s. Dallas
alone had 42 such banks, and they
held about 69 percent of the area’s
deposits. Houston also had 42 such
banks, holding about 39 percent of
the area deposits. -
These three types of organiza-
tions—chains already linked to one-
bank or multibank holding com-
panies or to large banks that are
not part of a holding company-—
provide the potential in Texas for
an estimated 31 new multibank
holding companies. Whethera
significant number of these organi-
zations are actually transformed
into bank holding companies will
depend, of course, on several fac-
tors—the economic growth of the
state and its major banking mar-
kets, management decisions of
bankers weighing the advantages
and disadvantages of forming a
holding company, any possible
changes in the state’s banking
laws, and the policy stance of the
Board of Governors in carrying out



The Bank Holding Company Act

The Bank Holding Company Act of 1956
was the first comprehensive effort to effect
federal supervisory control over bank hold-
ing companies. Under the Banking Act of
1933, the Federal Reserve Board (now the
Board of Governors of the Federal Reserve
System) had been given limited powers to
regulate some bank holding company activi-
ties. It was empowered, for example, to
examine holding companies and their sub-
sidiaries, to supervise their financial prac-
tices, and to set certain reserve require-
ments. But not until 1956 was the Board
able to exercise control over the formation
and expansion of bank holding companies
or to prevent acquisitions that might ad-
versely affect competition.

By requiring the registration of com-
panies owning as much as a fourth of the
stock in each of two or more banks and
authorizing the Board of Governors to re-
quire that holding companies divest them-
selves of interests outside banking before
they could be registered, the Bank Holding
Company Act gave the Board effective con-
trol over the spread of multibank holding
companies. In considering an application to
form a bank holding company, the Board
had to take into account the solvency of the
company, its management and prospects for
earnings, any benefits to the public that

might result from the transaction, and the
possibility that local economic power might
become too concentrated.

Ten years later, the Bank Holding Com-
pany Act was amended to clarify the mat-
ters of public benefit and concentration of
power. Under the act as amended in 1966,
the Board of Governors was authorized to
approve only bank acquisitions that could
be soundly managed, would improve public
convenience, and would not seriously affect
competition. This change represented a con-
siderable departure from previous banking
legislation.

By allowing the Board to approve acqui-
sitions that tended to lessen competition—
still short of outright monopoly and pro-
vided the anticompetitive effects of the
acquisition were clearly outweighed by ben-
efits to the community-the amendment
shifted emphasis from concern merely with
the stability of banks and the preservation
of competition in banking to equal concern
for the needs and convenience of the public.

The act, however, did not extend to hold-
ing companies with only one bank until
1970. Until these most recent amendments,
only multibank holding companies were re-
quired to register with the Board of Gov-
ernors, one-bank holding companies being
exempt from regulation.

1ts responsibilities under recent
amendments to the Bank Holding
Company Act.
ased on experience of the past
0 decades, however, and the
turn of events over the past two
years, a significant number of
Multibank holding companies will
Probably be formed. And once
olding companies become firmly
established as a form of organiza-
tlfm in Texas banking, the stage
Will be set for still further con-
Solidation as the industry moves
meet the growing credit needs
of the state’s expanding economy.

~William H. Kelly
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Industrial Production-

Consumption of Electricity
Included in New Texas Index

This Bank has revised its Texas
industrial production index, up-
dating the base period from
1957-59 to 1967 and incorporating
the use of additional data. The
result is the new index appearing
in the Statistical Supplement,
Designed for comparison with the
recently revised national index of
industrial production prepared by
the Board of Governors of the
Federal Reserve System, the new
state index provides an empirical
measure of production more in line
with the theoretical relationship
between inputs and output.

As with the revised national
index, the new Texas index pro-
vides additional insight into recent
developments in the state’s econ-
omy. While trends in production
are still similar to those shown by
the previous index, the increase in
the state’s industrial output in
the late 1960’s was apparently
stronger than indicated in previ-
ous estimates. The main reasons
for this strength (which also ap-
peared when the national index
was revised) were the greater
than expected gains made in man-
ufacturing output and the greater
weight given to manufacturing in
the new index. Revised estimates
of the output in mining and utili-
ties follow the levels and trends
indicated in the old index.

In addition to production levels
in 1967 being set at 100 and
changes in production being mea-
sured from that point-a revision
that brings the Texas industrial
production index into line not only
with the Board’s new production
index but also with other economic
indexes-new seasonal factors were
developed and several other
changes were made to improve
the accuracy of the Bank’s index,
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e Electric power consumption
was added to manhours worked for
each industry to reflect the relative
contributions of both capital and
labor to the industry’s output.

e Productivity factors were
recomputed for each industry to
reflect more recent trends in the
industry’s production efficiency.

e Relative weights for indus-
tries in the total index were re-
computed to reflect shifts in the
composition of the state’s indus-
trial production.

Electric power series

Ideally, a production index would
be formulated from actual produc-
tion data furnished by the indus-
tries accounting for most of the
state’s production. These data are
available on a monthly basis in
Texas, however, for only about a
fourth of the state’s total indus-
trial production. As a result, a
reliable proxy is needed for use in
estimating the production of most
industries.

In the previous index, manhours
were used as a means of estimating
industrial output. For most indus-
tries, changes in manhours worked
were combined with estimated
changes in per-manhour output
(productivity factors) to arrive at
estimated changes in output.

While manhours worked in each
industry is still used as an input
to the index, a new variable has
been added-the kilowatts of
electricity used in each industry.
The addition of electric power as
a proxy for the amount of capital
equipment used during a reporting
period serves two purposes.

First, with the manhour vari-
able representing labor inputs and
the electric power variable repre-
senting capital inputs, the index

more closely resembles the theo-
retical production function and,
hopefully, gives a more reliable
estimate of the state’s industrial
production.

Second, because the structure of
employment in many industries
does not allow demand for labor to
vary greatly with current needs,
actual manhours worked can con-
ceal changes in production. With
inclusion of the electric power
used to drive plants and equip-
ment, the sensitivity of the in_dex
to fluctuations in production is _
expected to be improved, rgvealmg
changes that might otherwise go
undetected.

Relative importance of inputs

Because the relative importance of
labor and capital must be taken
into account in estimates of pro-
duction changes, relative weights
have been assigned to the man-
power and electric power inputs to
each industry group covered in the
index. To compute the value of
relative weights, the total wage bill
each industry paid in 1967 was
divided by the value added by the
industry that year to arrive at an
approximation of the contribution
of labor to the industry’s total
output. The rest of the value added
was assumed to be the contribution
of capital. The result was coeffi-
cients showing the relative impor-
tance of labor and capital in the
production of each industry.

New productivity factors

To measure increases in the pro-
ductivity of capital and labor, new
productivity factors were com-
puted for each industry from gains
in value added as indicated in the
Census of Manufactures for 1963
and for 1967 (the most recent



New production index shows Texas industry
Performing at higher level than previously thought
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years for which data were avail-
able). And to eliminate the effect
of rising prices, value-added fig-
ures for these two years were de-
flated by changes in appropriate
wholesale prices. In an approach
similar to that taken by the Board
of Governors in the preparation of
its national index, a monthly aver-
age increase in productivity was
then derived for both inputs and
projected forward through the
years since 1967.

New industry weights

The final major revision in the
Texas industrial production index
was the redistribution of weights
between industry groups. The rel-

10

ative importance of industries in
Texas was based on the contribu-
tion of each industry group to the
total value added by all industries
in 1967. For purposes of analysis,
these industries were aggregated
(as in previous Texas indexes) into
three main categories—manufactur-
ing, mining, and utilities.

As might be expected, the struc-
ture of the state’s economy had
changed considerably as it ex-
panded over the decade from 1958
to 1967. The manufacturing base
broadened, from a contribution of
only slightly more than half the
value added by all industries mea-
sured in 1958 to roughly two-
thirds in 1967. Meanwhile, the

relative importance of mining to
the Texas economy dropped, from
almost 37 percent of the total
value added by Texas industry in
1958 to about 27 percent in 1967.
Much of this shift was due, of
course, to the growth in manufac-
turing over this ten-year period,
but some was due to the declining
importance of crude oil production.

A more detailed description of
the method used in constructing
this index, as well as revised data
for the major industry groupings
beginning in mid-1967, can be ob-
tained from the Research Depart-
ment, Federal Reserve Bank of
Dallas, Station K, Dallas, Texas
765222,



New par bank

The South Central Bank, Hutchins, Texas, an insured nonmember bank located
in the territory served by the Head Office of the Federal Reserve Bank of Dallas,
was added to the Par List on its opening date, December 15, 1971. The officers

are: Reggie Howard, President; Mackey Harral, Vice President (Inactive); and

Randy Johanson, Cashier.
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