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Iimportant Issues for Bankers and the Central Bank

By ALFRED HAYES
President, Federal Reserve Bank of New York

An address before the seveniy-first annual convention of the New Jersey
Bankers Association in Atlantic City, New Jersey, on May 23, 1974.

I want to express my pleasure at being able to meet
with you in Atlantic City today to speak on matters of
mutual concern. These gatherings have always provided
me with a welcome opportunity to see many old friends
among New Jersey bankers and to meect others of you
for the first time.

Many important changes have taken place in our na-
tional economy and in New Jersey’s banking structure
since I addressed this group in May 1970. On the national
scene, the worst upsurge of inflation we have seen in many
years has presented exceptionally difficult problems for
policy makers. Before turning to these problems and the
role of monetary policy in meeting them, I would like
to take the opportunity to discuss some developments in
banking structure in New Jersey that have been occurring
as a result of the changes enacted in the state’s banking
statutes in recent years. I would like first to comment
briefly on the opportunities this new legislation has given
bankers to expand, compete, and diversify their operations.
I would also like to call your attention to the added re-
sponsibilities these changes have placed on bankers and
regulators alike.

Since 1969, we have witnessed in New Jersey the
launching of multibank holding companies, the removal
of barriers to statewide branching, and the phasing-out
of nearly all of the branch-office and home-office pro-
tection features of the law. These legislative changes now
provide banks and bank holding companies in New Jersey
with broader opportunities than they have ever had before
to expand into the state’s most attractive banking markets.
You are also aware, I'm sure, that these new laws allow
banking organizations in the state to take advantage of
the opportunities provided by the Bank Holding Company
Act Amendments of 1970.

I would also like to emphasize strongly that bank regu-
lators must consider each proposal by a banking organiza-
tion to acquire a bank or nonbank firm in terms of its
impact on the competitive structure and performance of
the markets concerned. This appraisal must include an
evaluation of the scope and substance of the benefits the
proposed merger or acquisition would yield the public.
My associates and I at the Federal Reserve are keenly
aware that the prospective benefits from increased com-
petition, better services, and more efficient flows of finan-
cial resources would be quickly lost if only a few large
banking organizations were allowed to dominate the state’s
major banking markets. Both bankers and regulators
alike have an obligation to contribute to a structure of
banking in the state that will result in the greatest possible
benefit to the public.

From the point of view of formulating your own plans,
I think you may be interested in how the Federal Reserve
Bank of New York evaluates each of the many proposals
submitted to it by banking organizations. Each proposal
undergoes a scarching analysis from three distinct view-
points.

Our economists undertake to determine whether the
proposal would result in any loss of competition or, on the
contrary, would contribute to an improvement in market
performance. Our financial analysts study the terms of the
transaction, the financial condition and management capa-
bilities of the participants, and the ability of the combined
organization to meet its future capital needs, particularly
those of its bank affiliates. Our lawyers review each pro-
posal to determine whether it is in full compliance with
Federal banking and antitrust legislation, and whether
all other legal requirements of the application have been
met.
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All three staff groups evaluate the benefits the proposal
would offer the public either directly or indirectly in the
form of improved services, lower charges, or more con-
veniently located facilities. I should point out that much
of this evaluation takes place during the early stages of
the application process, when we provide every opportunity
for the applying organization to supply additional informa-
tion.

Once our staff completes its analysis, it makes a recom-
mendation of either approval or denial to a committee
of senior officers at our Bank. A recommendation of ap-
proval must reflect the solid finding that the proposal
would not seriously damage the competitive structure of
the market, particularly where the institutions to be com-
bined are represented in the same market, and would not
result in unsound banking practices. We would not look
with favor on any proposals that would consolidate com-
peting firms with relatively large market shares, or elimi-
nate a significant amount of future competition, or unduly
diminish the possibilities for entry by outside firms. We
would also discourage proposals that would tend to strain
the financial or management capacity of the acquiring com-
pany or inhibit the capital growth of affiliated banks, and
we would be particularly skeptical of proposals that held
little or no prospects of benefit to the public interest. These
are matters that also weigh heavily in the decisions of the
Board of Governors, which has final authority over all
holding company proposals and certain merger applica-
tions.

Within the framework of the process I have just de-
scribed, many changes have occurred in the structure of
banking in New Jersey since I spoke here four years ago.
Branching and merging into previously protected terri-
tories, coupled with the growth of multibank organiza-
tions, have resulted in considerable geographic diversifi-
cation of banking in New Jersey. Between mid-1969 and
the end of last year, about 350 new branches of commer-
cial banks were established. These new branches resulted
in almost a 40 percent increase over the number of offices
of commercial banks in existence during 1969. About
two thirds of these new branches could not have been
opened under the laws in existence prior to 1969.

These new offices have resulted in the introduction of
competitive forces in many communities that long had
been shielded from outside competition. Many of the ac-
quisitions and mergers concluded by New Jersey’s bank-
ing organizations since 1969 have involved entry into
new markets, contributing to an improvement in the com-
petitive environment in those markets. We have good rea-
son to believe that the expanded competition in banking
in New Jersey has increased the quality and quantity

of financial services available to individuals and businesses
in the state. We think that many more communities will
benefit from an improved competitive atmosphere as
home- and branch-office protection laws are further relaxed
through 1977.

Statewide branching became effective only in August
of last year when further revisions in New Jersey’s banking
statutes included the removal of the three banking districts
within which branching and merging by banks in New
Jersey had been confined until that time. By then, how-
ever, the development of statewide banking was well under
way through the formation and growth of multibank hold-
ing companies.

As of early May, New Jersey had ten multibank organi-
zations in operation. Including proposed acquisitions, they
accounted for about 43 percent of the state’s total deposits.
Seven of these companies operate banking subsidiaries in
more than one of the areas that formerly constituted a
banking district, and the offices of these subsidiaries span
fairly wide areas of the state. In addition, there were at
least ten one-bank holding companies in operation, with
just over 10 percent of total deposits of the state. Several
of these companies are in the process of expanding the
areas they serve either by acquiring additional banks or
by branching or merging.

Banking in New Jersey retains a great deal of diversity
in meeting the nceds of individuals and businesses for
financial services. There are about 160 independent banks
that play an important competitive role in the state’s major
banking markets, and they control a slightly larger share
of the state’s total deposits than do the multibank organi-
zations.

In retrospect, we think the development of diversified
banking organizations with statewide operations has been
of significant benefit to the public without any adverse
consequences for banking structure in the state. Many of
the holding company acquisitions have involved small- or
medium-sized banks seeking to broaden their resource
base through affiliation with larger organizations. At pres-
ent, the five largest organizations account for close to
one third of the state’s total deposits, a far lower concen-
tration of deposits than in many other states throughout
the nation.

In the years ahead I think New Jersey bankers will
continue to find attractive opportunities to merge and
branch throughout the state, and to expand and diversify
their financial services through the formation and growth
of bank holding companies. These opportunities offer
bankers the challenge of experimentation and innovation.
I would urge those of you who are contemplating expan-
sion to discuss these plans with your Reserve Bank. While
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we cannot make any commitments on behalf of the Fed-
eral Reserve, our officers who are close to the situation
in New Jersey will be able to offer you useful guidance
concerning the regulatory implications of your proposals.

Last year, as you know, we opened Regional Check
Processing Centers in Philadelphia, Pennsylvania, and
Cranford, New Jersey. I am sure that you are aware that
both these RCPCs have experienced more than their share
of problems, which, in turn, have had a direct impact on
your banks. While both Philadelphia and New York
anticipated some start-up problems, the period of adjust-
ment has taken far longer than expected. We want to as-
sure you that the senior officers in both Philadelphia and
New York have been deeply concerned about these prob-
lems.

Several steps have been taken to improve the operations
at the RCPCs: staffs have been increased and strengthened
with experienced personnel, training efforts have been in-
tensified, and work flows and the organizational structures
have been improved to increase both productivity and
controls. We are now operating close to normal levels and
continuing to strive for further improvements in quality
and efficiency. We thank you for your patience, under-
standing, and cooperation as we work together toward our
goal of a more efficient check-clearing operation.

Let me turn now to some of the major economic prob-
lems we are all facing at this time and to the appropriate
role of monetary policy in helping to meet these problems.
There is no need to tell you bankers that pervasive and
virulent inflation dominates the setting in which economic
policies must be formulated. The causes of this condition
are many, they have often been set forth at length, and I
shall not take time today to cover this ground again. While
a combination of special factors was of crucial importance,
fiscal and monetary policies were not altogether blameless.
Wage and price controls made a helpful contribution in
1971-72, as long as there was considerable slack in the
economy, but they became worse than useless as aggregate
demand outgrew available resources in late 1972 and
1973.

The net result of all this has been profound public dis-
illusionment with the efficacy of official anti-inflationary
policies, and widespread fear that inflation will continue
unabated for years to come. Of course when such expec-
tations develop, they tend to become self-fulfilling, as those
who no longer have faith in the value of money try to
protect themselves by buying anything and everything that
seems to offer some promise of price appreciation. No
doubt this psychology accounts, in the corporate world,
for much of the heavy current demand for credit to pur-
chase inventories and capital equipment; and among indi-

viduals we find an urgent search for new avenues of in-
vestment or speculation.

I hope this nation will refuse to succumb to the siren
song of those who would meet this situation by accepting
inflation as a way of life and establishing escalator or in-
dexing practices for salaries, bonds, and other vehicles of
income or savings. This may be a workable substitute for
proper fiscal and monetary policies in a few rapidly devel-
oping countries—although not without some very con-
siderable social costs——but I suspect that such a course
would prove very dangerous for this country. Complete
indexing of all claims probably could not be achieved as
a practical matter but, even if it could be achieved ulti-
mately, the transition would be costly. At any given time,
claims on a substantial fraction of the real wealth and in-
come payments of the country are outstanding in the form
of long-term contracts fixed in nominal terms. While pro-
gressive indexing of new contracts could protect the parties
to them, inflation would still cause disturbing and inequi-
table transfers of real wealth and income, owing to the
continued existence of outstanding, nonindexed long-term
contracts. I question whether the transition to comprehen-
sive indexing could be accomplished within a democratic
framework of social stability and reasonable equity. Even
apart from its domestic drawbacks, I fail to see any at-
traction in indexing for the leading country of the Western
world whose currency is still necessarily regarded as a
prime foundation of that world’s financial system. And
the most serious objection to this automatic indexing is
that it would vastly weaken the country’s resolve ever to
bring inflation under control.

It should not be an insurmountable task to make pro-
gress toward reduced inflation, provided enough people
become convinced that the fight is worth fighting. T do not
mean that a quick solution is possible, but I think it is
imperative that we continue to lay the base for gradual
improvement. Sound fiscal policy and restraint in setting
wages and prices are of critical importance. There is now
a good prospect of improvement in the Federal Govern-
ment’s debt management affairs, as the new Federal Fi-
nancing Bank prepares to begin operations that should
result in more orderly financing.

Certainly the Federal Reserve is determined that mone-
tary policy will do its part in fighting inflation, as Chair-
man Burns said a few weeks ago in his fine statement be-
fore the House Subcommittee on International Finance.
We must of course provide for enough money and credit
growth to take care of gradual expansion of the economy
and to prevent unacceptable levels of unemployment, but
not so much as to feed the fires of inflation. During a
period such as this, we recognize that you as commercial
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bankers have a difficult problem in deciding where to apply
restraint. We rely on your judgment to prevent excessive
pressures from falling on particular sectors of the economy.

Rising levels of unemployment would intensify the
pressure for more expansionary monetary and fiscal poli-
cies. Yet the experience of recent years suggests that the
low levels of unemployment we all would like to see may
not be attainable through monetary and fiscal stimulus
alone without exacerbating inflation. Even when aggregate
demand is excessive, some willing workers will be unable to
find employment if they reside in depressed areas or if
they lack the particular skills that are in demand. Trends
in the age and sex composition of the labor force appear
to have worsened the “structural” unemployment problem
over the past decade or so. This does not mean that the
nation must passively accept socially undesirable levels of
unemployment. It does mean that vigorous efforts—both
by private organizations and by government at all levels—
are needed to attack structural unemployment through
improved and better funded training programs, more effi-
cient fitting of available workers to available jobs, and
perhaps some relaxation of minimum wage requirements
for young workers and special carefully designed public
employment arrangements. Such reforms would be much
more likely to achieve a permanent reduction in unemploy-
ment than would excessive monetary stimulation and its
inevitable concomitant—chronic inflation. They are
needed not just to improve the economic performance of
the country, but to help attack the social ills stemming
from the lack of employment opportunities, particularly
among the young in our central cities.

As for monetary policy, its goals are, of course, much
easier to state than to translate into operational applica-
tions. As has been said so often, the central banker must
still use a very large portion of judgment in reaching pol-
icy conclusions. He must always take account of a wide
variety of factors, including the business outlook, price
and wage prospects, the international scene, Treasury fi-
nancing problems, developments in measures of money
and credit and in interest rates, etc. The central banker
must also be alert to the danger of undue credit stringency
threatening the stability of financial markets. The Federal
Reserve always stands ready to fulfill its essential role as
lender of last resort—not only to the member banks but,
in a broader sense, to the economy at large. This does not
mean that bankers and businessmen will necessarily be
spared the consequences of their own misjudgment. It
does mean that the continuous functioning of the credit
markets can be counted on.

There is no scientific way to determine exactly what
percentage rate of growth in one or several money aggre-

gates will best contribute to a given economic goal. Some
of our critics would have us follow a very simplistic path
with respect to growth in the quantity of money, paying
little attention to the fact that velocity of money is neither
constant nor dependably predictable. Money aggregates are
of course important, but there are differences of view as to
which of the various aggregates should get the most at-
tention. Even our statistical measurement of them is still
pretty rough; and I would again caution against reading
much into sharp swings in growth rates over periods as
short as a month or even a quarter. These swings could
be smoothed out only at the cost of extremely violent in-
terest rate changes; and it has never been demonstrated
that short-run fluctuations in the monetary aggregates do
any real harm to the economy, which seems to be affected
more by longer term tendencies of money growth. Inci-
dentally, it is worth noting that current Congressional
hearings on the proposed Financial Institutions Act give
promise of improvements in the structure and functioning
of our financial system.

I would point out, too, that at certain times changes in
credit growth may be just as important as those in money
growth, or more so. I have been concerned about the very
high level of aggregate credit demands this spring, which
by themselves would seem to call for a cautious monetary
policy. A surge in the demand for credit of this magnitude
certainly requires careful attention to analysis of credit-
worthiness.

As you know, the Federal Reserve System has been
moving toward greater reliance on market forces and less
reliance on regulatory constraints in controlling credit.
This trend was exemplified by the suspension of remaining
Regulation Q ceilings on large-denomination certificates of
deposit a year ago. I have long been an advocate of greater
reliance on the market mechanism in allocating credit.
This does not, however, relieve bankers of the responsi-
bility of exercising restraint when demands for credit seem
practically insatiable. If commercial and central bankers
do not share this responsibility, there could well be mount-
ing pressure on the Federal Reserve to reverse the trend
toward greater reliance on interest rates in free markets
for monetary and credit control. I think you will agree that
self-restraint is preferable to regulation, however well in-
tentioned.

I should like to add a word about certain international
aspects of the present setting for policy. There is no doubt
in my mind that overselling of the dollar in exchange mar-
kets within the past year or two contributed importantly
to our domestic inflation, not only through the direct ef-
fects on import and export prices as stated in dollars, but
—perhaps equally importantly—through the great psycho-
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logical damage to the faith in money throughout the world,
when the dollar, which did and does play such a big part
in most countries’ financial arrangements, seemed to be on
a downward slide. The United States monetary authorities
can never be indifferent to the valuation placed on the
dollar by the exchange markets, and Federal Reserve in-
tervention in those markets from time to time since last
summer has been a very healthy development. Now that
capital export controls are no longer in force, the possibil-
ity of large interest-induced flows of funds has been en-
hanced, and these too could encourage wide exchange rate
swings.

Monetary policy has always had to give some considera-
tion to international factors. This is truer than ever in a
world of freer capital movements between countries, es-
pecially since vastly augmented receipts of the oil-producing
countries are adding greatly to these international flows. In
any event, in setting ourselves against continuing high in-
flation rates, we can rightly feel that we are contributing
significantly to both domestic and world stability.

Let me conclude with a comment on the importance
of adequate savings in the kind of world we face today.
Not only energy shortages, but shortages of a great num-
ber of basic materials are seriously aggravating our infla-
tion. Thus, investment in new capacity should be a goal of
high priority—and, if this is not to exacerbate the inflation
further, there must be adequate savings to finance the in-
vestment. This may well imply some sacrificing of con-
sumption, or at least a willingness to forego as rapid gains
in consumption as have been sought and achieved in re-
cent years. But progress to this end calls for political un-
derstanding, and it also may call for fiscal and institu-
tional changes to induce us to save a higher proportion of
our national income. And there is a kind of circular pro-
cess here, too, for a slower inflation rate is itself a neces-
sary ingredient in providing an atmosphere conducive to
larger savings. I think you will agree that the future we
face is not an easy one; but I remain an optimist, and I
believe that we can work together to make substantial
progress against inflation a reality.
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The Business Situation

Economic activity appears to have begun a recovery
foliowing the sharp energy-shortage-induced decline that
marked the first quarter.* Industrial production expanded
moderately in April, after having decreased over the pre-
vious four months. New orders for durable manufactured
goods and retail sales both advanced in April, boosted
by a resurgence in the demand for automobiles. At the
same time, backlogs of unfilled durables orders continued
to mount and, despite the sluggish first quarter, large in-
creases in expenditures on plant and equipment appear to
be in prospect for the year. However, these statistics have
to be interpreted with some caution, as they are expressed
in nominal terms and thus in part reflect the rapid rate of
inflation. The one sector of the economy for which the out-
look remains troubling is residential construction. The re-
cent sharp runup in interest rates and the loss of deposits at
thrift institutions threaten to prolong and, perhaps, deepen
the housing slump. The Federal Government’s newly an-
nounced measures to bolster housing may succeed in stabi-
lizing housing activity at about current levels.

Price developments remained disturbing in April. While
food prices declined during the month, most other prices
continued to spurt ahead. At an annual rate, the increase
in consumer nonfood prices topped 10 percent again in
April and was about equal to the rate of increase over the
previous six months. In the same month, wholesale indus-
trial prices climbed at almost a 28 percent annual rate, this
too being about equal to the average rate of increase of the
past six months, Moreover, the price increases that have
occurred since the last of the price controls were removed

* The revised first-quarter estimates indicate that gross national
product (GNP) increased by $14.7 billion to a seasonally ad-
justed annual rate of $1,352.2 billion. The rate of increase in
the implicit GNP deflator was revised upward to 11.5 percent per
annum, and the rate of decline in real GNP was revised downward
to —6.3 percent. According to the preliminary estimates released
along with the GNP revisions, before-tax corporate profits in-
creased $12.7 billion in the first quarter.

were not reflected in the April data. In the next few
months, these post-controls increases are likely to maintain
the rate of inflation at very high levels.

INDUSTRIAL PRODUCTION, ORDERS,
AND INVENTORIES

In April, the Federal Reserve Board’s index of industri-
al production rose at a 4.8 percent seasonally adjusted
annual rate. In the four preceding months, total produc-
tion had fallen at nearly an 8 percent annual rate, about 40
percent of which was directly attributable to the steep
drop in automotive output. The April expansion in indus-
trial output appeared to signal the end of the energy-
shortage-induced declines of earlier months. Indeed, the
production of motor vehicles and parts spurted at almost
a 71 percent annual rate in April and accounted for almost
two thirds of the rise in total output. Another healthy sign
was the 9 percent growth in the production of iron and
steel mill products. In contrast, during the December-to-
March period, steel production had fallen sharply. Follow-
ing the sizable decreases that had occurred since last Octo-
ber when the oil embargo began, total energy output re-
mained virtually unchanged in April. Nevertheless, the
gasoline situation has shown marked improvement.
Whereas gasoline output had fallen over 45 percent at an
annual rate from last October to January, it increased al-
most 30 percent from January to March.

Activity in the automotive sector of the economy picked
up somewhat in April. Both production and sales increased
for the first time in many months, rising to the highest
levels since last December. New car assemblies rose 13.6
percent in April to a seasonally adjusted annual rate of
7.5 million units. This was, nevertheless, well below the
10 million assemblies averaged during the first six months
of 1973. New domestic car sales rose 5.4 percent in April
to a seasonally adjusted annual rate of 7.8 million units.
A renewed interest in full-size models was primarily re-
sponsible for this stepped-up sales activity. Although
greater availability of gasoline undoubtedly spurred pur-
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chases to some extent, dealer sales contests probably were
also a contributing factor. Meanwhile, it also appears that
the automobile inventories of retail dealers have finally
been brought into line with sales. Inventories totaled 1.49
million units at the end of April, down from the November
peak of 1.84 million. Moreover, dealers appear to have
achieved a better balance in the mix of inventories be-
tween large and small automobiles.

Seasonally adjusted new orders received by durable
goods manufacturers posted a 4.9 percent, or $2.1 billion,
gain in April (see Chart I). Large increases were recorded
in orders for transportation equipment and for fabricated
and primary metals, and these accounted for most of the
overall advance. Despite the April rise, new orders for
durable goods remained below the record levels attained
late last year. However, in recent months, the behavior of
this indicator has reflected the sharp reduction in the or-
ders and shipments of automobile manufacturers. Exclud-
ing transportation equipment, new orders for durables have
displayed a distinct upward trend throughout the year.
As shipments were again below new orders in April, the
backlog of unfilled durables orders mounted further.

The book value of manufacturers’ inventories advanced
in April at a $23.2 billion annual rate. This rate of ac-
cumulation was about the same as that of the previous
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month, and it was only slightly below the $25.6 billion
increase averaged in the December-to-February period.
According to disaggregated data, the buildup in inven-
tories in recent months has not been evenly distributed
among industries nor among inventories at different stages
of fabrication. This unevenness is quite apparent, for ex-
ample, in the inventory-to-sales ratios for manufacturing.
For nondurable goods industries, the inventory-sales ratio
in April remained at the near-record low levels of earlier
months of the year. In contrast, the inventory-sales ratio
for durable goods industries climbed further in April,
rising to the highest level in over a year. However, the
inventory accumulation by durables manufacturers does
not appear to have been produced involuntarily by lag-
ging sales, as the rise in inventories of durable finished
goods has been relatively modest. Rather, most of the
buildup has been in purchased materials and supplies and
in goods in process, especially in the machinery industries.
In view of the continued expansion in new bookings of
these capital goods industries, this pattern of inventory ac-
cumulation is more symptomatic of economic strength than
of weakness.

PERSONAL INCOME AND CONSUMER DEMAND

Seasonally adjusted personal income advanced at a
$7 billion annual rate in April. Farm income fell, as agri-
cultural prices continued to decline, but this was more
than offset by the increased social security benefits which
took effect during the month and by the gains in wage
and salary disbursements. Indeed, about half the overall
April advance stemmed from the rise in private wage
and salary payments, with disbursements in the manufac-
turing sector increasing $1.3 billion following their slug-
gish behavior of the previous four months. This increase
reflected not only the disproportionately large number
of collective bargaining agreements reached during the
month but also the renewed strength in manufacturing em-
ployment.

Retail sales turned in a strong performance in April,
rising at a 16,9 percent seasonally adjusted annual rate.
Most of the gain was attributable to increased automotive
purchases, as sales of other goods edged up only slightly.
However, over the three months ended in April, retail
sales rose along a broad front; total retail sales climbed
at a 13.8 percent annual rate over this period, and the
increase was rather evenly distributed among automotive,
other durable, and nondurable goods. For the year
ended April 1974, the growth in current-dollar retail
sales amounted to 7.8 percent, down from the 13.5 per-
cent increase posted during the previous twelve-month
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period. In view of the concomitant acceleration in con-
sumer prices, the slowdown in retail spending was con-
siderably greater in real terms.

The spurt in consumer prices, moreover, appears to
have given rise to a shift in the composition of consumer
spending. Evidently as a result of the sharply rising prices
of food and energy, consumers have been devoting an in-
creasingly smaller share of their budgets to purchases of
durable goods, which tend to be postponable. In the event
that the pace of inflation slows and other uncertainties in
the economic situation fade, consumers may well return
to their former spending patterns.

RESIDENTIAL CONSTRUCTION

The prospects for a full-fledged recovery in residential
construction from its recent slump have begun to dim,
despite some signs of temporary improvement. Private
housing starts rose in April to a seasonally adjusted
annual rate of 1.63 million units, up from the previous
month but about equal to the average of the first three
months of the year. Merchant builders’ sales of new one-
family homes rose steadily over the first quarter to a sea-
sonally adjusted annual rate of 600,000 units in March,
the latest month for which data are available (see
Chart II). This sales rate was almost 40 percent above the
depressed December level and was the highest since last
June. However, the inventory of unsold homes remained
near the record level attained last August. Moreover, the
leveling-off in these inventories over the past six months
conceals a shift in their composition that does not augur
well for home building. Since August, the percentage of
homes completed but not sold has increased from 22 per-
cent to 29 percent of total inventories while the proportion
of unsold homes not yet started—that is, where a permit
has been issued but ground not broken—has fallen to the
lowest level in about three years. Hence, there is a rela-
tively large volume of completed but as yet unsold homes
on the market. This may account for the lethargic be-
havior of newly issued building permits in recent months.

In the near term, the recent runup in market interest
rates is likely to have a severely constricting effect on mort-
gage availability. Indeed, the higher interest rates appear
to have given rise to a large outflow of deposits at New
York State savings banks in April. In that month, too,
deposits at savings and loan associations rose at a 4.9
percent seasonally adjusted annual rate, well below the
10.2 percent rise posted in the first quarter of the year.
Some tightening in the mortgage market is already in
evidence. For example, between mid-March and early
May, the average yield on four-month commitments on
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Government-insured mortgages at auctions conducted by
the Federal National Mortgage Association jumped more
than 1 percentage point to 9.48 percent, establishing a
new record.

With the slowing in thrift institution deposit flows, the
Federal Home Loan Bank (FHLB) Board, in an attempt
to encourage mortgage lending, has rescinded its pre-
viously announced increase in the proportion of liquid
assets that savings and loan associations must maintain.
In addition, the FHLB Board may soon act to allow sav-
ings and loan associations to issue negotiable large-
denomination certificates of deposit (CDs). At present,
savings and loan associations can issue only nonnegotiable
CDs, which carry stiff penalties for early withdrawals.
While this proposal, if implemented, will enable savings
and loan associations to compete for funds, the impact
on housing is far from certain, since usury ceilings in
many states still may restrict mortgage lending. In those
states without ceilings or with very high ceilings, poten-
tial home buyers may well balk at the high mortgage inter-
est rates.

In addition to these FHLB Board actions, the Admini-
stration announced in early May that it would soon insti-
tute a new housing program. The program consists of an
expansion of the “Tandem Plan” subsidies on Federal
Housing Administration-Veterans Administration mort-
gages, further advances by the FHLBs to savings and loan
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associations at bargain rates, and a new FHLB program
allowing the Federal Home Loan Mortgage Corporation
to purchase conventional mortgages at below-market rates.
Together, these three actions could pump as much as
$10.3 billion into the mortgage market. The extent to
which this program will benefit the residential construc-
tion sector is in question, however. Thrift institutions will
undoubtedly use only a portion of the $10.3 billion to ex-
tend new mortgages. The rest will be used in one way or
another to offset current and near-term deposit withdraw-
als. Moreover, whatever proportion of the $10.3 billion is
used to acquire new mortgages, some of these mortgages
will doubtless cover new homes that are already built but
not yet sold. While this would reduce the overhang of
unsold new homes, builders may nevertheless be reluctant
to begin constructing additional new units.

PRICES

Consumer prices, seasonally adjusted, rose in April at a
6.9 percent annual rate, the first time in four months
that the rate of increase was below the 10 percent mark.
However, the slowdown was almost entirely attributable to
a 5.3 percent rate of decrease in consumer food prices, the
largest drop in seven years. Prices of nonfood commodi-
ties, on the other hand, advanced in April at a 12.8 per-
cent annual rate, a bit above the average increase of the
previous six months. Evidently, the huge rise in wholesale
industrial prices in recent months is being translated into
increases at the consumer level. Once again, skyrocketing
energy prices led the overall April rise, as prices of con-

sumer power and fuel spurted ahead at a 24 percent an-
nual rate.

At the wholesale level, prices of farm products and
processed foods and feeds declined sharply in April for
the second consecutive month. These prices dropped at
an annual rate of nearly 36 percent in April. However,
during the last year or so, monthly movements in
wholesale farm prices have been quite erratic, registering
extraordinarily large increases and decreases within the
space of a few months. Furthermore, the April drop is
attributable mainly to declining grain and livestock prices,
and there are some indications that the fall in livestock
prices may soon be reversed. Beef prices have declined
in response to forces sct in motion about six months ago,
when large numbers of cattle were placed on feed. In
recent months, the number of cattle placed on feed lots
has fallen off dramatically.

In April, wholesale industrial prices shot ahead at a 27.8
percent seasonally adjusted annual rate. The advance in
wholesale power and fuel prices slowed noticeably, but
the increase in other wholesale industrial prices amounted
to a disturbing 31.5 percent on an annual rate basis. By
comparison, over the preceding three-month period these
prices had risen at a 20.6 percent rate. The single most
important factor behind the recent surge in wholesale
industrial prices has been the soaring price of metals,
particularly steel. This surge in wholesale industrial com-
modity prices is especially disconcerting, since additional
price rises were announced as the final vestiges of wage
and price controls were removed. These increases have
not yet appeared in the major price indexes.
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The Money and Bond Markets in May

After experiencing sharp increases over the past several
months, interest rates were mixed in May. Reports that a
large commercial bank was experiencing financial dif-
ficulties prompted some investors to favor high-quality
debt instruments, thereby resulting in enlarged demand
for securities of the United States Government. Yields on
Treasury coupon securities declined by about 2 to 29 basis
points over the month. By the end of the month, the mar-
ket rate on three-month Treasury bills was down more
than 80 basis points from its level at the end of April,
while rates on longer term bills fell somewhat more mod-
estly. A persistent scarcity of bills contributed to these
declines. In the money market, most rates rose early in
the month but subsequently moved slightly lower over the
remainder of the period. Commercial banks, in a lagged
response to the rise in short-term rates that had occurred
carlier, raised their prime lending rate during the month in
several V4 percentage point steps to 11%2 percent. In addi-
tion, the average effective rate on Federal funds advanced
80 basis points in May to establish a record monthly aver-
age level of 11.31 percent.

In contrast to rates in the Government securities mar-
ket, yields in the corporate and municipal bond markets
continued to drift upward in May. Over the month, the
Federal Reserve Board’s index of yields on newly issued
Aaa-rated utility bonds increased 10 basis points to 9.08
percent and The Bond Buyer index of municipal yields
rose 26 basis points to 6.08 percent.

During the month, the Board of Governors of the Fed-
eral Reserve System announced bench-mark revisions of
the money supply measures to reflect data on nonmember
bank deposits obtained from the December call reports.
Because deposits at such institutions are not available on a
current basis, they are estimated initially from data for
“country” member banks. The latest revision also incorpo-
rates the most recent data on deposits of domestic agencies
and branches of foreign banks. In the revision, the growth
of the seasonally adjusted narrow money supply (M,)-——
private demand deposits adjusted plus currency outside
commercial banks—was boosted over that previously re-
ported by 1.4 percentage points in the fourth quarter of
1973 to 8.9 percent at an annual rate and by 0.4 percentage

point in the first four months of 1974 to 7.4 percent. Simi-
lar upward adjustments were announced for the growth of
the broad money supply (M.,), which includes time and
savings deposits other than large negotiable certificates of
deposit (CDs) at weekly reporting banks. According to
preliminary information, the growth of the monetary ag-
gregates slowed appreciably in the first four statement
weeks of May. However, taking a somewhat longer run
perspective, growth in the aggregates has been rapid thus
far this year.

THE MONEY MARKET, BANK RESERVES, AND
THE MONETARY AGGREGATES

Rates on most money market instruments continued
their upward spiral over the first part of May but then
retraced some of this advance during the balance of the
period (see Chart I). Rates in the commercial paper mar-
ket were virtually unchanged from their closing levels in
April, while bid rates on bankers’ acceptances rose ¥2 per-
centage point. For the month as a whole, the effective
rate on Federal funds averaged 11.31 percent, 80 basis
points above April’s average and the highest monthly level
on record. In the face of persistent strength in the demand
for business loans, most major commercial banks raised
their prime lending rate in several steps during May to a
historically high 1132 percent, up from 10%2 percent at
the end of April. Member bank borrowings from the Fed-
eral Reserve System rose sharply during the month. In
part, this increase was attributable to the substantial
amount of funds the System provided to the Franklin Na-
tional Bank. On May 12, in reference to inquiries con-
cerning this bank, George W. Mitchell, Vice-Chairman of
the Board of Governors of the Federal Reserve System,
indicated that the System stands prepared to advance funds
to this bank as needed, within the limits of the collateral
that can be supplied. Other banks also increased their use
of the discount window, and borrowings averaged $2,489
million for the month (see Table I).

Commercial banks increased their offering rates on large
negotiable CDs in the first part of the month to attract suf-
ficient funds to meet the continued heavy demand for busi-
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ness loans. As the month progressed, investors began to
prefer CDs issued by the very largest commercial banks,
and these banks sold such instruments in volume. At the
same time, CD rates edged down from the peaks estab-
lished earlier in the month. On a seasonally adjusted basis,
CDs grew extraordinarily rapidly in the four statement
weeks ended May 22 relative to their average of the pre-
ceding four-statement-week period. From the end of 1973,
when the growth in business loans resumed its rapid pace,
through May 22, the volume of CDs outstanding rose
by about $18.6 billion, compared with an increase in CDs
outstanding of $19.2 billion for all of 1973.

According to preliminary data, the growth of the mone-
tary aggregates slowed in the first four statement weeks
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in May, following the rapid gains experienced in the pre-
ceding several months. However, relatie to its four-week-
average level in the period ended thirteen weeks earlier,
M, grew at a seasonally adjusted annual rate of 9.2
percent in the four-week interval ended May 22 (see
Chart II). From its four-week average of a year earlier,
M, grew at a sizable 6.6 percent. The growth in M, also
slowed over the first four statement weeks in May. How-
ever, the time deposit component of M, continued to ad-
vance at a rapid rate despite an increase in interest rates
on competing market instruments relative to rates on
consumer-type time deposits which are constrained at ceil-
ing levels. Much of the recent growth in the time deposit
component of M, may reflect increases in nonnegotiable
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FACTORS TENDING TO INCREASE OR DECREASE
MEMBER BANK RESERVES, MAY 1974

In millions of dollars; (+) denotes increase

Table I

MONTHLY REVIEW, JUNE 1974

and (—) decrease in excess reserves

Changes in daily averagesm

week ended
Factors Net
changes
May May May May May
1 8 15 22 29
““Market’’ factors
Member bank required
TESEIVES & v ovvvuvansanranoneenens — 752 4-457| —252|— 25| 4-322 250
Operating transactions
(subtotal) ..........c.oihiiin — 630 | — 413 ] ——448 | — 952 — 199 —2,642
Federal Reserve float .......... — 582 — 33| 4 79 i + 242| 451 — 745
Treasury operations* .......... — 797 | — 492§ 4253 |— 292 — 171 —1,499
Gold and foreign account ..... ' — T4 4 49 4 17 |— 66| 4+ 56 — 18
Currency outside banks ....... C4o932| — 104 — 576, — 729 | - 417 — 80
Other Federal Reserve
liabilities and capital ......... — 109 : + 167 | — 221 | — 109 | — 48 — 320
Total ‘‘market” factors ....... _1,382! 4 M| —T00{— 977 | 4123 —2,892
Direct Federal Reserve credit 7
transactions
Open market operations
(SUBEOLAL)  «venenrrinneennen 41,106 42| 455 |4 87 — 691 1436
QOutright holdings:
Treasury securities ............ 4 475 | yo3t| 4 83|— 395| 46681 41,060
Bankers’ acceptances .. d+ 8 + 6| + 41— 3|+ 9 4 A
Federal agency obligations ....| 4 166 — — + 200 — 4 4 362
Repurchase agreements:
Treasury securities ........... 4 264 | 4+ 37| J-282 |+ 225) — 850 — 42
Bankers’ acceptances ......... + 56| 4 17| 4 15 + 37| —186 — 61
Federal agency obligations ....| -+ 137] - 191 + 71 + 23| — 329 + 93
Member bank borrowings ... — 540 360 41,111 4 517 1,664
Seasonal borrowingst .... . 48 4 12|+ 18 + 2 + 60
Other Federal Reserve assetst ..j - 98| 4 50| — 83 |— 369 4 21 — 283
Total ..ottt —+1,420 — 8| 4732 ‘ + 829 | — 156 +-2,817
EXcess reservesi ................ + 38| 4+ 36 + 32 i — 148 | — 33 — 75
Daily average levels ave?";t;l;lsé
Member bank:
Total reserves, including
vault cashi ........ooiveviiinn, 36,845 | 36,424 | 36,708 | 36,585 | 36,230 36,558
Required reserves ............... 36,668 | 36,211 | 36,463 | 36,488 , 36,166 36,399
EXCOSS TESETVES «vvvvverinnrennnn 177 213 245 97 61 159
Total DOTTOWINZS ...vevvvvenvnnn 2,157 1.617 1,977 3,088 3,605 2,489
Seasonal borrowings .......... 74 82 94 112 114 95
Nonborrowed reservest .......... 34,688 | 34,807 | 34,731 { 33,497 | 32,625 34,070
Net carry-over, excess or
deficit (—)|| «.oviiiiiiiiiiiiat 118 100 101 134 105 112

Note: Because of rounding, figures do not necessarily add to totals.
* Includes changes in Treasury currency and cash.
1 Included in total member bank borrowings.

1 Includes assets denominated in foreign currencies.
§ Average for five weeks ended May 29, 1974.

|| Not reflected in data above.
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large CDs at weekly reporting banks and negotiable CDs
at nonweekly reporting banks. Like negotiable large CDs
at weekly reporting banks, such deposits are exempt from
Regulation Q ceilings. The adjusted bank credit proxy
continued to advance rapidly in May. Over the first four
statement weeks of the month, the proxy rose at a sea-
sonally adjusted annual rate of 18 percent, in comparison
with a 32 percent annual rate of increase recorded over the
four previous weeks.

THE GOVERNMENT SECURITIES MARKET

Yields on Treasury securities fluctuated widely during
May but, by the close of the month, most yields were be-
low the levels that had prevailed at the end of April. In the
first half of the month the market was dominated by the
Treasury’s refunding operation. The terms of the refund-
ing were viewed as attractive, and the refunding attracted
substantial demand, especially from small investors. The
successful marketing of the new Treasury issues, together
with the very good response to a large Federal Home Loan
Bank (FHLB) offering, prompted a rally in the Govern-
ment securities market. The market benefited as the month
progressed from increased investor preference for high-
quality debt instruments. The rally subsequently lost some
momentum, and rates edged up after Chairman Burns re-
affirmed the Federal Reserve’s resolve to resist excessive
expansion in money and bank credit.

Pressures on money market rates were a source of
concern to the Treasury bill market over much of the
month. Bidding was restrained in the monthly auction of
52-week bills on May 2, and a record average issuing rate
of 8.42 percent was established, 54 basis points above the
issuing rate in the previous such auction (see Table II).
Rates on the three- and six-month bills in the first regular
weekly auction of the month also advanced to record-high
levels. Subsequently, with the conclusion of the Treasury
refunding operation, investors displayed renewed interest
in bills. This demand, together with Federal Reserve pur-
chases for both the System and foreign accounts, pressed
against very thin dealer inventories, and rates moved
sharply lower through the middle of the month. Another
factor favorably affecting the bill market was the anticipa-
tion that some investors would shift part of their portfolios
into safer Treasury securities in view of the liquidity prob-
lems which had come to light. Some of this optimism was
tempered, however, by underlying concern over pressures
on interest rates. Hence, a cautious atmosphere persisted.
The Treasury’s announcement that it planned to raise some
$800 million in new cash through an auction on May 30
of a strip of bills was greeted favorably, since the financing
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was smaller than generally expected. The offering con-
sisted of $100 million of bills maturing each week from
September 19 through November 7, 1974; the auction re-
sulted in an average issuing rate of 8.28 percent for the
strip of bills. For the month as a whole, the market yield
on the three- and six-month bills declined 82 and 50 basis
points, respectively.

Yields on Treasury coupon securities followed the pat-
tern of fluctuations in bill rates during the month. Investor
activity diminished considerably prior to the refunding,
as the rise in bill rates and indications that the heavy de-
mand for loans at commercial banks was continuing un-
abated engendered a cautious atmosphere. Dealers were
also apprehensive of taking on new issues prior to the re-
financing because of the very high carrying costs relative
to available yields. However, the strong technical position
of the market and the attractive terms of the refunding
provided some support.

On May 7, the Treasury auctioned $1.75 billion of
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Source: Board of Governors of the Federal Reserve System.

Table I

AVERAGE ISSUING RATES
AT REGULAR TREASURY BILL AUCTIONS*

In percent

Weekly auction dates—May 1974

Maturity I i |
May | May May | May
5 ! 13 20 ! 24
\ ; 1
|
Three-month ..........ooeeveeunn. 9.036 | 8028 | 8197 5 7.983
Six-month ........oiiiiiiiiiiian 8440 | 8.205

Monthly auction dates—March-May 1974

April May May
3 2 29
Fifty-two Weeks ............c..... 7.886 t 8.421 ’ 8.248

* Interest rates on bills are quoted in terms of a 360-day year, with the discounts from
par as the return on the face amount of the bills payable at maturity. Bond yield
equivalents, related to the amount actually invested, would be slightly higher.

4Yva-year 8% percent notes. Interest in this issue proved
greater than expected, primarily because of the large vol-
ume of noncompetitive tenders that were attracted to the
record-high coupon rate, and the average issuing rate was
set at 8.73 percent. Interest in the 25-month 834 percent
note and in the 25-year 8% percent bond offered the fol-
lowing day was substantial. The issuing rate for the note
was 8.73 percent, and the yield on the bond was set at 8.23
percent. About 40 percent of the entire refunding was
awarded to noncompetitive tenders. Demand soon emerged
from dealers who had been unsuccessful in obtaining these
issues in the auctions. Thus, both the new issues and older
outstanding issues of comparable maturity benefited in
subsequent trading. As the month progressed, investors
seeking high-quality investments turned to the Treasury
market, and yields on most issues continued to move lower.
Yields on intermediate-term issues closed the month down
about 2 to 29 basis points, while yields on issues due in
ten years or more ranged from 3 to 22 basis points lower.

Yields on Federal agency securities moved in tandem
with yields in the Treasury coupon market, as a cautious
atmosphere prevailed over most of the month. Evidence
of the withdrawal of funds from thrift institutions mounted,
giving rise to expectations of increased supplies of is-
sues from the housing agencies. On May 10, the FHLBs
sold $700 million of eighteen-month 9.10 percent bonds,
$600 million of 3V4-year 8.80 percent bonds, and $400
million of five-year and $300 million of ten-year 8.75
percent bonds. While $1 billion of this $2 billion package
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was new money, the undertaking proved extremely suc-
cessful, and the securities advanced to sharp premiums in
subsequent trading. This sparked the agency market, and
on May 16 the Banks for Cooperatives and the Federal
Intermediate Credit Banks were able to sell quickly $351
million of six-month 8.90 percent bonds and $796 million
of nine-month 9 percent bonds, respectively. Late in the
month, the Federal National Mortgage Association sold
three issues totaling $1.5 billion, $750 million of which
was new money. The offering consisted of $500 million
of thirty-month 8.45 percent debentures, $650 million of
3% -year 8.45 percent debentures, and $350 million of
six-year 8.50 percent debentures. The issues received good
support in initial trading.

THE OTHER SECURITIES MARKETS

Concern over inflation and the escalation of short-term
rates remained a dominant influence in the corporate and
municipal bond markets, and yields rose over the month
on balance. Early in the month, both markets were pres-
sured by heavy supplies of new issues. Thereafter, prices
of corporate securities fluctuated widely. Higher yields and
hopes for an eventual downturn in rates caused some post-
ponements and scaling-down of announced offerings. This
alleviated some of the supply pressures from the corporate
sector. However, concern over deposit outflows at mutual
savings banks, which could cause those institutions to
refrain from purchasing corporate issues, coupled with in-
vestor preoccupation with disturbing news of the financial
condition of some electric utility companies dampened the
market over much of the month. Indeed, the disparity in
yields between industrial and utility bonds widened to his-
torically broad dimensions.

The tax-exempt market exhibited strains as a result of
the huge volume of new issues sold thus far this year. In
the first four months of 1974, nearly $8.7 billion of tax-
exempt securities was marketed, up 18 percent from the
first four months of 1973. Volume remained heavy in
May, and the market was further depressed by the lack of
commercial bank interest in the new offerings. The Bond
Buyer index of twenty municipal bond yields rose to 6.08
percent on May 30, the highest level since August 1971.

As the month began, one of the few Aaa-rated manu-
facturing corporations marketed $50 million of 25-year
debentures priced to yield 8.52 percent. The issue was the
company’s first bond financing in the United States, and
it was received enthusiastically. About a week later, two
large industrial offerings generally sold well on a negotiated
basis. However, around the same time, offerings of two
utility companies located in large cities experienced only

moderate receptions. Specifically, $35 million of A-rated
thirty-year debentures was priced to yield 9.75 percent,
about 7 basis points higher than similarly rated outstand-
ing issues, and $25 million of A-rated bonds of similar
maturity was priced to return 9.68 percent. The somewhat
cautious investor response to these issues was generally at-
tributed to ratings reductions for several large urban utili-
ties. The atmosphere of investor sensitivity to the financial
position of urban electric utilities persisted, and in the
next week $100 million of A-rated thirty-year utility de-
bentures attracted only limited interest when priced to
yield 9.95 percent. These bonds had recently been down-
graded from Aa. An A-rated nonurban utility issue offered
the next day sold well, even though priced at a somewhat
lower yield. Later in the month, as additional postpone-
ments materialized and relieved some of the supply pres-
sures from the market, the American Telephone and Tele-
graph Company marketed $500 million of debentures
priged to yield 8.80 percent in 2005. This is the highest
return ever offered by the company on its long-term debt
instruments. The issue sold out quickly, but it failed to
stimulate the market for older outstanding issues. Two ne-
gotiated corporate issues, which were priced rather gen-
erously, encountered good receptions toward the end of
the month.

In the tax-exempt market, the major long-term issues
encountered mixed receptions during the month, Early in
May, $125 million of highly regarded Aaa-rated bonds
sold quickly when priced to yield from 5 percent in 1975
to 5.50 percent in 1989. Several days later, $146 million
of Aaa-rated securities was reoffered to yield 5.30 percent
in 1982. The return was 20 basis points higher than that
on the comparable maturity of the previous Aaa-rated
offering, and the issue sold out. Later in the month, an
aggressively priced two-part offering-—consisting of $25.2
million of Aa-rated bonds scaled to yield from 5.25 per-
cent in 1980 to 6.10 percent in 1999 and $24.8 million of
bonds priced to yield 6.25 percent in 2014—met some in-
vestor resistance. Shortly thereafter, a negotiated placement
of $38 million of Aaa-rated revenue bonds priced to yield
5.92 percent in 2001 sold quickly, However, two lower
rated competitive offerings did not fare as well. This re-
sponse was indicative of the trend toward negotiated is-
sues, which typically win better receptions in periods of
tight money. Later in the month, $40 million of A-rated
revenue bonds was oftered on a competitive basis. The
bonds were priced to return from 5.50 percent in 1975 to
7.10 percent in 2004. Investor interest was restrained de-
spite the relatively generous yields. The Blue List of deal-
ers’ advertised inventories rose $142 million to $616 mil-
lion by the end of the month.
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Treasury and Federal Reserve Foreign Exchange Operations
Iinterim Report*

By CHARLES A. COOMBS

Early in January, the dollar continued its strong advance
in the exchange markets, spiraling upward against some
currencies to levels prevailing before the February 1973
devaluation. The market’s bullish appraisal of the dollar
mainly derived from the favorable trends in the United
States payments balance that had emerged during 1973
and the judgment that this country could better cope with
the damaging consequences of the oil crisis than most other
industrial countries. Later that month, however, exchange
market sentiment abruptly shifted against the dollar and a
steady slide in dollar rates developed over the following
three months covered by this report. By the end of April,
the dollar had fallen from its January peak by as much as
17 percent against the German mark and some other Eu-
ropean currencies, while also depreciating considerably
against both the Japanese yen and the Canadian dollar. As
a result, more than three fourths of the dollar’s improve-
ment since October 1973 was eroded.

This adverse shift of market sentiment coincided with
the complete elimination of United States capital controls
on January 29 and the subsequent easing of European bar-
riers against short-term capital inflows. Moreover, United
States interest rates had already begun to fall off sharply
while rates abroad held firm, and this swing in interest
rate differentials temporarily provided a further strong in-
ducement to outflows of United States funds into foreign
markets. Foreign demand for dollar credit mounted as Eu-
ropean countries rushed to launch medium-term borrow-

* This interim report, covering the period February through
April 1974, is the third of a series providing information on Trea-
sury and System foreign exchange operations to supplement the
regular series of semiannual reports appearing in this Review. Mr.
Coombs is the Senior Vice President in charge of the Foreign
function of the Federal Reserve Bank of New York and Special
Manager, System Open Market Account. The Bank acts as agent
for both the Treasury and the Federal Reserve System in the
conduct of foreign exchange operations.

ing programs to meet anticipated balance-of-payments
deficits. In response to these pressures, claims on foreigners
reported by United States banks, the bulk of which is short
term, ballooned by a record increase of well over $6
billion during the three months, February through April.
Even more disturbing, the energy crisis threatened to
provoke a more rapid and pronounced deterioration in
our trade balance than originally expected, while Germany
showed a continuing trade surplus of surprising strength.

As this picture unfolded, the dollar came on offer, and
dollar rates against most European currencies declined
steadily during February to levels nearly 10 percent below
the January highs. Such recurrent declines in dollar rates
threatened to generate speculative pressures and disorderly
trading, and the Federal Reserve accordingly resumed
intervention on February 22. By the month end, the Fed-
eral Reserve had sold $91.2 million equivalent of marks,
financed by drawings on the swap line with the German
Bundesbank, of which $3.7 million was repaid with mar-

FEDERAIL RESERVE SYSTEM DRAWINGS AND REPAYMENTS
UNDER RECIPROCAL CURRENCY ARRANGEMENTS

In millions of dollars equivalent

Drawings (+) or
repayments (—)
System swap February 1 System swap
commitments, through commitments,
Transactions with January 31,1974 April 30 April 30, 1974
National Bank of Belgium........ 261.8 -0- 261.8
German Federal Bank ... -0- {i“g% 364.5
Swiss National Bank................ 371.2 -0- 3712
Bank for International Settle-
ments (Swiss francs)............. 600.0 -0- 600.0
Total oo 1,232.9 {i“g% 1,597.4

Note: Discrepancies in totals are due to rounding.
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ket purchases early in March. In addition, this Bank also
sold $6.8 million equivalent of Belgian francs from
System balances, as well as some $8.9 million equivalent
of German marks and $15.8 million equivalent of French
francs from Treasury balances.

Meanwhile, the divergent trend between the United
States weakening trade position and the continued strength
of Germany’s export surplus had kindled renewed debate
over German exchange rate policy. During March, specula-
tion over a possible revaluation of the mark became the
dominant factor in the market. The mark, now at the top
of the EC snake, pulled other European currencies up
against the dollar as it posted new gains almost daily.
The Federal Reserve intervened intermittently but in siz-
able amounts to sell a further $225.5 million equivalent of
German marks by the end of March, financed by addition-
al drawings on the swap line with the Bundesbank. These
operations were conducted in close coordination with the
Bundesbank, which also supplied marks on a substantial
scale both by buying dollars outright and by intervening
in the EC snake arrangement. In other operations during
March, this Bank sold $10 million equivalent of Belgian
francs from System balances and $17.9 million equivalent
of French francs from Treasury balances.

By April, interest rates in the United States had turned
around and began to move upward sharply while rates
abroad were on an easing trend, thereby progressively re-
versing earlier interest-arbitrage differentials adverse to the
United States. Moreover, trade figures for March showed
a more modest United States deficit than generally expected
in the market and a slightly reduced surplus for Germany.

Nevertheless, the market remained fearful of a possible
revaluation of the German mark or disbanding of the EC
snake. In addition, publication of first-quarter figures, show-
ing a drop in United States output and a distressing ac-
celeration of domestic inflation, prompted gloomy mar-
ket reassessments of United States business and foreign
trade prospects. Developments in the Watergate affair also
exerted a depressing influence on the international value
of the dollar from time to time. As the dollar fell still
further, the Federal Reserve continued to intervene and
sold $51.6 million equivalent of marks in April, financed
by further drawings under the swap line with the Bundes-
bank.

Over the three-month period, February-April, Federal
Reserve and Treasury intervention amounted to $427.5
million. Of this total, $368.2 million was financed by Fed-
eral Reserve drawings on the swap line with the Bundes-
bank. As of the end of April 1974, $364.5 million of these
drawings remained outstanding. During the period under
review, market conditions ruled out any repayments of out-
standing System swap debt in Swiss francs and Belgian
francs amounting to $971.2 million and $261.8 million,
respectively.

Apart from the $1 billion increase in the Federal Reserve
swap line with the Bank of Italy on February 1, already re-
ported, the only other change in the swap network during
the period was an increase in the Federal Reserve’s swap
line with the Bank of England from $2 billion to $3 bil-
lion, effective March 26. As of April 30, swap lines be-
tween the System and other central banks totaled nearly
$20 billion.
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An Analysis of the Public Benefits Test of the
Bank Holding Company Act

By MICHAEL A. JESSEE AND STEVEN A. SEELIG*

This article investigates the nature of the public benefits
required by the Board of Governors of the Federal Re-
serve System in connection with the applications of bank
holding companies to acquire both banks and nonbanking
firms. The findings are based on an inspection of the
Board’s orders in all bank and nonbank cases published in
the Federal Reserve Bulletin since January 1971. In addi-
tion, approximately thirty nonbank orders published only
in the Federal Register were examined.

The Board, in considering proposals of bank holding
companies to acquire banks, is required by Section 3 of
the Bank Holding Company Act as amended (hereafter
referred to as the Act) to deny a proposed acquisition if its

effect in any section of the country may be substan-
tially to lessen competition, or to tend to create a
monopoly, or which in any other manner would be
in restraint of trade, unless [the Board] finds that the
anticompetitive effects of the proposed transaction
are clearly outweighed in the public interest by the
probable effect of the transaction in meeting the con-
venience and needs of the community to be served.

In addition, the Board is required to consider the financial
and managerial aspects of the proposal. Thus, it would
appear that the Board could approve a proposed bank
merger where the proposal would yield relatively modest
benefits for the public’s convenience and needs, provided
any anticompetitive effects were not substantial and no ad-
verse financial or managerial factors militated against ap-
proval.

The requirements relating to public benefits are stated

* The authors are economists in the Banking Studies Depart-
ment. They wish to acknowledge the substantial contribution of
Leon Korobow, Manager, Banking Studies Department, to this
article.

somewhat more explicitly regarding proposed acquisitions
of nonbanking firms by bank holding companies. Section
4(c)(8) of the Act requires the Board to determine if a
proposed nonbanking activity is

so closely related to banking or managing or control-
ling banks as to be a proper incident thereto. In de-
termining whether a particular activity is a proper
incident to banking or managing or controlling banks
the Board shall consider whether its performance by
an affiliate of a holding company can reasonably be
expected to produce benefits to the public, such as
greater convenience, increased competition, or gains
in efficiency, that outweigh possible adverse effects,
such as undue concentration of resources, decreased
or unfair competition, conflicts of interests, or un-
sound banking practices.

In essence, the test contained in Section 4(c¢) (8) suggests
that every nonbank acquisition must yield net benefits to
the public for it to be approved.

To learn how the Board has interpreted these require-
ments relating to public benefits, we examined 434 orders
where the Board approved acquisitions of banks and 104
orders where nonbank acquisitions were approved. As a
control group, we studied 47 bank and nonbank cases in
which the Board denied the proposed acquisitions.

SUMMARY OF FINDINGS

Analysis of the Board’s decisions revealed six types of
public benefits: (1) improvements relating to convenience
and needs of the community to be served, (2) increased
competition, (3) improved operational efficiency, (4) ex-
panded financial resources for the firm to be acquired and/
or the holding company, (5) improved management for
the acquired firm, and (6) other benefits unique to the
particular case.
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Benefits that improve public convenience or meet ex-
panded needs were manifest primarily in the introduction
of new financial services, the provision of an alternative or
expanded source for presently offered services, or an ex-
pansion in the geographic scope of the services being of-
fered. Increased market competition was viewed by the
Board to result from de novo entry into either banking or
nonbanking markets, reduction of rates charged on loans
or other services, a strengthening of a small firm through
affiliation with a bank holding company, and the reorienta-
tion of management policies from conservative to aggres-
sive. Improvements from economies of scale and comple-
mentary expertise have also been recognized by the Board.
The injection of new equity capital into a firm to be ac-
quired as well as the acquisition of a financially weak firm
also has been construed to be in the public interest. Im-
proved managerial resources and the provision of needed
management depth are still further benefits. Other bene-
fits include the elimination of a specific unfair competi-
tive situation, the lowering of management fees for sub-
sidiary banks, and the continuation of a particular finan-
cial service being provided in an area. It is worth noting
that all these public benefits are not mutually exclusive
since, for example, an alternative or more efficient source
of financial services may also stimulate additional com-
petition.

In both bank and nonbank cases where the proposal
was denied, the principal adverse effects cited by the Board
comprised: (1) significantly reduced existing competition
within a well-defined geographic market for a particular
product(s), (2) probable elimination of significant
amounts of future or potential competition in a particular
market where alternative forms of entry (i.e., de novo or
foothold entry) were feasible, (3) the accumulation of
financial resources to such an extent as to lead to possible
abuse of economic power, (4) a possible weakening of the
holding company’s ability to support the growth of its
banking subsidiaries, and (5) covenants restricting com-
petition.

We conclude from the examination of bank and non-
bank cases undertaken in this study that the willingness
of the Board to attach significance to the public benefits
cited by an applicant was heavily dependent on the sever-
ity, or lack thereof, of any adverse competitive, financial,

or managerial factors the Board perceived to be inherent
in the application. Where the Board determined a proposal

involved no seriously adverse competitive or other effects,
it generally accepted the applicant’s claim of probable
benefits to the public and approved the acquisition. We
believe it is particularly significant, however, that the
Board appears never to have found, so far as we can tell,
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proposed public benefits sufficient to outweigh the adverse

, effects of a substantial reduction of competition, unsound
banking practices, or undue concentration of resources.
In view of the often unique circumstances of each case,
it is difficult to generalize on the exact situation in which
the Board would conclude that public benefits would out-
weigh or be outweighed by adverse effects. Our review of
the Board’s orders suggests, however, that approval has
required increasingly substantial evidence or demonstra-
tion from applicants that their proposals would yield net
public benefits, particularly in cases where significant
adverse effects were present.

THE ROLE OF PUBLIC BENEFITS IN SELECTED
BOARD ORDERS OF APPROVAL

The following discussion of the role of specific public
benefits is organized by the type of benefit most frequently
cited by the Board. A listing of these benefits by type is
available in Table 1. In general, these cases all involved ap-
plications that presaged no severely adverse consequences
from the loss of existing, future, or potential competition,
or significant danger to the public interest from unsound
banking practices. Neither did they involve the weaken-
ing—financially or managerially—of the parties con-
cerned. The Board’s treatment of public benefits in cases
where adverse factors were important is discussed in the
next main section.

CONVENIENCE AND NEEDS. Improvements affecting the
convenience and needs of the community are the most
significant public benefits that have been accepted by the
Board in its approvals of bank acquisitions and bank hold-
ing company formations. Such improvements have often
taken the form of new services, or the expansion of exist-
ing services or facilities, thereby facilitating the economic
growth of an area. The Board has been especially respon-
sive to the introduction of new services not yet offered in
a locale. However, it has also recognized benefits in the pro-
vision of an alternative source of services that are already
provided in an area and has frequently stated that an alter-
native source of services would stimulate competition.?

1 See, for example, Missouri Bancshares (71 FRB 143) and
First Florida Bancorporation (73 FRB 183)—the former an al-
ternative source for retail services, the latter a source of whole-

. sale banking services. FRB refers to the Federal Reserve Bulletin.

The number preceding FRB represents the year of the Bulletin,
and the number following FRB is the page on which the order
appears.
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Table X

TYPES OF BENEFITS CITED BY THE BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM
IN ORDERS OF APPROVAL OF BANK HOLDING COMPANY ACQUISITIONS*

Type of henefits

Bank

Nonbank

Convenience and needs:

Providing an alternative source of services to a
MATKE oo

Increased lending capacity to support strong eco-
nomic growth in an area ...

or
to stimulate growth in economically depressed
ATEAS  .ooooviror ittt ettt

Expansion of specialized credit services ..................

Geographic expansion of service .......................

Improving allocational efficiency ....

Missouri Bancshares, Incorporated
(71 FRB 143)

Southeast Bancorporation, Incorporated
(71 FRB 41)

First Union Incorporated (71 FRB 531)
[see Table 1I]

Imperial Bancorp (72 FRB 503)

Marine Bancorporation (72 FRB 504)

Mortgage: First Chicago Corporation (72 FRB
175). Consumer: First Bank System, Inc. (72 FRB
172). Commercial: Bank of Virginia Company (72
FRB 934). Agricultural: Western Kansas Investment
Corporation, Inc. (72 FRB 737). Leasing: Provident
National Corporation (72 FRB 933).

American Fletcher Corporation (72 FRB 741)
First Union National Bancorp, Inc. (72 FRB 72)

Increased competition:
Increased competition through de novo entry ...

Reduction of rates charged on loans or other ser-
vices .

Strengthening the competitive position of a small
firm through affiliation with a larger bank holding
COMPANY ..ottt ettt ettt

Increasing competition by changing a limited-
service institution into a full-service firm ...

Changing a conservative firm into a more aggres-
sive COmMPetitor ...

Atlantic Bancorporation (71 FRB 689)

First National City Corporation (71 FRB 944)

First Florida Bancorporation (71 FRB 256)
Barclays Bank DCO (71 FRB 45)

Barnett Banks of Florida, Inc. (71 FRB 529)

U.N. Bancshares, Inc. (73 FRB 204)

Northwest Bancorporation (38 FR 14205)

Bank of Virginia Company (72 FRB 934)

Improved efficiency

Economies of scale ...

Complementary skills ... ST

First Security National Corporation
(71 FRB 1005)

First American Bancshares, Inc.
(72 FRB 730)

Zions Utah Bancorporation (72 FRB 72)

Improved financial resources:
Acquiring a financially weak firm ........................

Improvmg the debt-to-equity ratio of the acquired

Injecting a specific amount of equity capital into
the acquired firm ...

Providing ‘‘access to the greater financial re-
sources” of the holding company .................

State Street Boston Financial Corporation
(73 FRB 526)

Continental Bancor, Inc. (71 FRB 676)
Great Lakes Holding Company (71 FRB 545)

First Alabama Bankshares, Inc. (71 FRB 404)

BankAmerica Corporation (73 FRB 687)

Manufacturers Hanover Corporation (73 FR 27659)

Third National Corporation (38 FR 9686)

Improved managerial resources:
Alleviating management succession problems ........

Providing management depth ...

Depositors Corporation (71 FRB 36)

First National Charter Corporation
(71 FRB 37)

Northwest Bancorporation (73 FRB 701)
Zions Utah Bancorporation (72 FRB 72)

Other benefits:
Correcting an unfair competitive situation .............
Preventing the termination of a financial service......

Lowering management fees for subsidiary banks ....

Bank Securities Inc. (72 FRB 280)

Newport Savings and Loan Association (72 FRB 313)
American Fletcher Corporation (38 FR 14203)

* All references are to the Federal Reserve Bulletin (FRB) or the Federal Register (FR).
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Table II lists a sampling of the new services that bank hold-
ing companies have proposed to introduce in bank acquisi-
tions.

In nonbank cases the introduction of new, or the exten-
sion of existing, services to a market is also cited as a
public benefit, notably the provision of specialized credit
services. For example, many of the recent approvals of
acquisitions of mortgage banking firms by bank holding
companies have been granted on the expectation that such
affiliation would result in increased flows of funds into
residential or low-income housing and urban renewal. In
these instances, however, the applicant must indicate
that the acquisition would not cause a reduction of credit
to independent mortgage companies that may be customers
of the bank affiliates of the holding company.®

Increases in the supply and availability, as well as re-
ductions in the cost, of consumer credit to individuals
have been cited frequently as significant public benefits
in approvals of acquisitions involving consumer finance
companies® and firms that extend second mortgages.* Fur-
ther, acquisitions of commercial finance firms and factoring
concerns have been granted on the expectation of expanded
flows of commercial credit,’ yielding benefits particularly
for small businesses® and high risk enterprises.” Also cited
by the Board as beneficial to the public are the provision
of agricultural lending through the acquisition of agri-
cultural credit companies® and the provision of personal
property leasing services.?

The Board has held as beneficial the geographic expan-
sion and the offering of new products by bank holding
companies in the fields of mortgage, consumer, and com-
mercial credit. Several applicants have specifically stated
that their newly acquired affiliates would expand outside
their respective current market arcas.’® In one order ap-

2 See First Union National Bancorporation (72 FRB 72) and
First Chicago Corporation (72 FRB 175).

3 First Bank System (72 FRB 172) and American Fletcher
Corporation (72 FRB 741).

4 Bank of Virginia Company (72 FRB 934) and Dominion
Bankshares Corporation (72 FRB 597).

5 Industrial National Corporation (72 FRB 171) and Bank of
Virginia Company (72 FRB 935).

6 Citizens and Southern Holding Company (71 FRB 1037).
7 Lincoln First Banks (72 FRB 169).
8 Western Kansas Investment Corporation, Inc. (72 FRB 737).

9 Marshall and Ilsley Bank Stock Corporation (72 FRB 74) and
Provident National Corporation (72 FRB 933).

10 First Bank System (72 FRB 172) and American Fletcher
Corporation (72 FRB 741).
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Table II

NEW SERVICES PROPOSED IN BANK ACQUISITION CASES

Service

Reference®

Trust SEIVICES ..o

Electronic data processing

Increased and larger commercial lending..

Bond portfolio management (internal)

New physical facilities ........................

Leasing

Internal auditing

International services

Venture capital

Marketing (internal) ...

Urban and business development

Federal Housing Administration and
Veterans Administration loans

Overdraft checking and other
deposit services

Accounts receivable financing

Investment management services for
small investors ..

Municipal bond financing ... RS

New branches

Credit cards

Wholesale banking services

International trade financing

Society Corporation
(71 FRB 52)

Security New York State
Corporation (71 FRB 133)

Commerce Bankshares, Inc.
(71 FRB 146)

Florida National Banks of
Florida, Inc. (71 FRB 939)

Boatmens Bancshares, Inc.
(71 FRB 39)

First National Charter Corporation
(71 FRB 754)

Florida National Banks of
Florida, Inc. (71 FRB 939)

Huntington Bancshares
Incorporated (71 FRB 940)

Central and State National
Corporation of Alabama
(71 FRB 860)

Florida National Banks of
Florida, Inc. (71 FRB 939)

First Virginia Bankshares
Corporation (71 FRB 1022)

BancOhio Corporation
(71 FRB 1035)

First Virginia Bankshares
Corporation (72 FRB 288)

Shorebank Inc.
(72 FRB 914)

First National Boston Corporation
(73 FRB 759)

Security New York State
Corporation (71 FRB 133)

Merrill Bankshares Company
(71 FRB 262)

State Street Boston Financial
Corporation (73 FRB 526)

First Florida Bancorporation
(73 FRB 183)

Dai-Ichi Kangyo Bank, Ltd.
(72 FRB 49)

* All references are to the Federal Reserve Bulletin (FRB).

proving the acquisition of a mortgage banking firm,* the

Board noted that an improved

flow of funds would take

11 First Union National Bancorporation (72 FRB 72).
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place from capital-surplus areas to those in deficit. More-
over, in the BankAmerica-GAC Finance case, the Board,
on reconsideration of a revised application, determined that
one of the benefits inherent in the acquisition would be a
more efficient allocation of consumer credit.?

The introduction of more active lending and business
development policies by banks has been held by the Board
to be beneficial in those areas that have been economically
depressed.’* Also considered beneficial were the expansion
of bank lending and the introduction of new credit services
necessary to sustain the rate of economic expansion in
those areas experiencing strong cconomic growth.'* Pro-
viding a stimulus to the economic growth of an area has
been cited as an important public benefit in several non-
bank cases where the applicant argued that approval would
result in increased flows of mortgage credit to depressed
areas and would aid municipal governments in obtaining
long-term funds.®

INCREASED COMPETITION, De novo entry into a market
either by a bank or nonbank affiliate of a bank holding
company has usually been regarded by the Board as an en-
hancement of competition, on the grounds that such entry
adds “a new decision maker” to the market.’® Also, in sev-
eral cases the shift of a limited “loan production office”, lo-
cated off the premises of a subsidiary bank, to a full-service
facility was held by the Board to be a stimulant to competi-
tion. These instances involved such nonbank firms as fac-
toring companies’” or mortgage banking firms,'* which

1273 FRB 687. On July 27, 1973, the Board denied Bank-
America Corporation’s application to acquire GAC Finance, Inc.,
on the grounds that the acquisition would result in reduced com-
petition and an undue concentration of resources. On reapplying,
the applicant proposed the divestiture of a significant amount of
sales finance and commercial finance receivables and of all of
GAC:s offices that were competitive or potentially competitive with
the applicant. The Board determined that such divestiture removed
its initial objections to the acquisition on competitive grounds. More-
over, based on new information, the Board concluded “that [GAC)]
Finance must be sold . . . to a buyer of considerable financial strength
to avoid the collapse of Finance and its parent, and possibly serious
financial repercussions of a more general nature”.

13 New Mexico Bancorporation (71 FRB 134) and First Union
Incorporated (71 FRB 531).

14 Southeast Bancorporation (71 FRB 41) and Commerce Banc-
shares, Inc. (71 FRB 146).

15 See, respectively, Marine Bancorporation (72 FRB 504) and
Northwest Bancorporation (73 FRB 701).

16 See, for example, Atlantic Bancorporation (71 FRB 689),
Imperial Bancorporation (72 FRB 503), and U.N. Bancshares,
Inc. (73 FRB 204).

17 Bank of Virginia Company (72 FRB 934).
18 United Virginia Bankshares (72 FRB 938).

formerly had been acquired under Section 4(c)(5) of the
Act prior to 1970 and cperated as loan production offices.*®

Rate reductions on banking and nonbanking services
are regarded as an important direct benefit to the public
and conducive to an improvement in the quality of compe-
tition in the markets for the services involved. In a number
of proposed acquisitions of banks, applicants promised to
reduce interest rate charges on loans below those charged
by other banks in the market® or to eliminate fees or ser-
vice charges on demand deposits,?! or to pay more compet-
itive rates on time and savings accounts.??

Reductions in interest rates on loans also have been
viewed by the Board as a significant public benefit in non-
bank cases.?* Indeed, with regard to applications to acquire
credit-life insurance underwriters or reinsurers, Regulation
Y explicitly requires an applicant to demonstrate

that approval will benefit the consumer or result in
other public benefits. Normally such a showing would
be made by a projected reduction in rates or increase
in policy benefits due to bank holding company per-
formance of this service.

The Board has approved applications which have provided
for rate reductions of 2 to 20 percent below existing aver-
age levels for each state in which consumer credit is ex-
tended by the bank holding company.?* Moreover, the
Board has held that credit-life insurance subsidiaries of
bank holding companies must refrain from issuing level
term insurance to cover instalment loans, i.e., coverage in
excess of the outstanding loan balance.?’

The affiliation with a large bank holding company by a
small bank that competes ineffectively with much larger

19 Subject to Board regulations and interpretations, limited-
purpose subsidiaries can be acquired by bank holding companies
under Section 4(c)(5), which allows the ownership of shares in
firms that a national bank could own under Section 5136 of the
Revised Statutes.

20 First National City Corporation (71 FRB 944).

21 First Holding Company (71 FRB 139).

22 First National State Bancorporation (38 FR 6236) and
Chemical New York Corporation (38 FR 31472). FR refers to
Federal Register. The number preceding FR represents the volume.

23 BankAmerica Corporation—GAC Finance, Inc. (73 FRB 687).

24 See, for example, Fourth Financial Corporation (73 FRB
208) and Northwest Bancorporation (38 FR 14205).

25 Fidelity Corporation of Pennsylvania (73 FRB 472). However,
the Board has determined that the issuance of level term credit-life
insurance is permissible in connection with single-payment loans
(Winters National Corporation, Board Press Release, December 27,
1973).
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banks in its market area has been recognized by the
Board as strengthening the competitive position of the
smaller bank.?® Also, the formation of regional bank hold-
ing companies within a state has been viewed by the
Board as a competitive stimulant to the larger statewide
holding companies.?

Other examples of proposed actions the Board has
regarded as beneficial to the public through the enhance-
ment of competition include the following: (1) changing
a foreign banking agency into a full-service bank,?® (2)
acquiring a conservative bank and reorienting its operating
policies to make it aggressively compete for funds and
expand its lending activities,?® and (3) the severing of chain
banking ties leading to reduced concentration of resources.*

IMPROVED EFFICIENCY. Both bank and nonbank acquisi-
tions and holding company formations may give rise to
operating efficiencics or economies of scale. On several
occasions, the Board has taken the view that the organiza-
tional form of the bank holding company is conducive to
such economies. In a case involving the “corporate re-
organization of established interests and relationships”
into a multibank holding company, the Board noted that

Although Applicant proposes no significant changes
in services to the public as a result of the proposed
acquisitions, the convenience and needs of the com-
munities involved should benefit from the improved
economies and efficiencies of operation expected to
result from the proposed restructuring of Applicant
into a coordinated multibank holding company or-
ganization.®?

Furthermore, in a concurring statement to the order
approving The First National Bancorporation’s acquisition
of The Exchange National Bank of Colorado Springs,®:
Governor Mitchell cited various studies which indicate
that significant economies of scale exist in banking, econ-

26 First Alabama Bankshares (71 FRB 404) and First Florida
Bancorporation (71 FRB 256).

27 First American Bankshares (72 FRB 730).
28 Barclays Bank DCO (71 FRB 44).

29 Barnett Banks of Florida, Inc. (71 FRB 529), United Mis-
souri Bankshares, Inc. (72 FRB 655), and Missouri Bankshares
(71 FRB 542).

30 First National Bancorporation (71 FRB 345).
3t First Security National Corporation (71 FRB 1005).
3271 FRB 345.

omies that tend to be passed on to the public through
additional convenience in offices and facilities. He noted
that “banking competition can only exist in a meaningful
sense if at least some banking units have the capacity to
broaden their services and make them more conveniently
available. Their capacity to do so is a matter of realizing
economies of scale.”

Other references to such efficiencies are frequently
found in Board orders, which often also refer to the
“pooling of resources and complementary skills” allowing
the holding company to utilize the expertise of one affiliate
to expand the services of the other affiliates.®

IMPROVED FINANCIAL RESOURCES. The infusion of capital
funds to a newly acquired bank or nonbank subsidiary is
an often-quoted (indirect) benefit to the public. There
have been several cases where the applicant holding com-
pany has promised a specific amount of capital contribu-
tion to the proposed bank® or nonbank affiliate.*® More
frequently, applicants have argued that affiliations of the
proposed nonbank firms with bank holding companies
would provide “access to the greater financial resources
of applicant”.*

This argument regarding access to a holding company’s
resources implies that the affiliation of a small bank-related
firm with a large bank holding company gives that small
firm an “assured” source of working funds at probably a
lower cost than is obtainable as an independent firm.3” It
has been argued that this source of funds would be likely to
be more “stable” than onc obtainable independently.?

Finally, there are examples in both bank and nonbank
cases where holding company affiliation was expected to
result in the strengthening of a financially weak firm. In
several bank®® and nonbank*® acquisitions, the acquired firm

33 See, for example, First Alabama Bankshares (71 FRB 404)
and First American Bancshares (72 FRB 730).

3¢ Great Lakes Holding Company (71 FRB 545).

35 First Arkansas Bankstock Corporation (73 FRB 28), Deposit

Guaranty Corporation (73 FRB 593), and Manufacturers Hanover
Corporation (73 FR 27659).

36 See, for example, Third National Corporation (38 FR 9686),
Bank America Corporation (73 FRB 687), and Northwest Bancor-
poration (73 FRB 701).

27 Industrial National Corporation (72 FRB 171).

38 See, for example, concurring statement in the BankAmerica-
GAC order (73 FRB 687).

39 State Street Boston Financial Corporation (73 FRB 526) and
The First National Bancorporation (71 FRB 613).

40 BankAmerica Corporation (73 FRB 687) and Zions Utah
Bancorporation (72 FRB 72).
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had been experiencing financial problems and eventually
might have become insolvent. In one case the acquisition
resulted in the revitalization of a credit office that would
otherwise have been closed.** In another instance, the Board
ruled that it was beneficial for the debt-to-equity ratio to
be lowered in the case of an otherwise strong bank through
the establishment of a debt repayment program scheduled
by the applicant.*?

IMPROVED MANAGERIAL RESOURCES. Another indirect ben-
efit to the public is found in cases where the managerial
resources of the acquired firm are to be substantially im-
proved. Applications have been approved where it was
found that the acquisitions would alleviate management
succession problems*® or provide needed management
depth.

otHER PUBLIC BENEFITS, Other significant benefits to the
public which have been cited in the Board’s orders include:
(1) agreement by the applicant holding company to lower
its management fees charged its subsidiary banks,®> (2)
the correction of an unfair competitive situation,*® and (3)
the continuation of a particular financial service being pro-
vided in an area.*’

THE TREATMENT OF PUBLIC BENEFITS BY THE
BOARD IN APPLICATIONS THAT WERE DENIED

An important consideration regarding the Board’s pub-
lic benefits test is the circumstances under which an appli-
cant’s claimed public benefits would outweigh or be out-
weighed by adverse effects expected to arise from the

41 First National City Corporation (38 FR 31711).
42 See Continental Bancor, Inc. (71 FRB 676).

43 See, for example, Depositors Corporation (71 FRB 36) and
Northwest Bancorporation (73 FRB 701)—bank and nonbank
cases, respectively.

44 First Banc Group of Ohio (71 FRB 418).
45 Bank Securities Inc. (72 FRB 280).

46 Newport Savings and Loan Association (72 FRB 313) and
Old Colony Co-Operative Bank (72 FRB 417). As a result of
various legal and regulatory restrictions, savings and loan associ-
ations in Rhode Island have been at a competitive disadvantage with
respect to other thrift institutions in providing checking account
services. Mutual savings banks have been able to issue demand de-
posits through commercial bank subsidiaries acquired prior to 1971.
Since 1971, credit unions with shares of more than $1 million have
been permitted to accept demand deposits. Noting this competitive
disadvantage, the Board has allowed each of the above savings and
loan associations to become a bank holding company and acquire a
commercial bank in Rhode Island.

47 American Fletcher Corporation (38 FR 14203).

transaction. Some insight into this issue may be gained
from an examination of the factors that resulted in the
denial of bank holding company applications—both in
bank and nonbank proposals.

NONBANK AcQuisttions. As of February 1974, twenty-
five orders of denial under Section 4(c)(8) were published
in the Federal Reserve Bulletin. In addition, four orders of
denial were published in other sources. These cases rep-
resent a very small percentage of the total number of non-
bank applications. Table III gives the distribution of ap-
plications by the type of activity and the Board’s record
of denials and approvals of holding companies’ proposed
nonbank acquisitions as of year-end 1973. The table
shows that about 90 percent of the applications were ap-
proved. Most applicants have recognized that the acquisi-
tion of close competitors or of major firms where smaller
ones are available would encounter stiff Board opposition.
Moreover, the Board’s practice of formally determining
permissible nonbank activities has precluded many oppor-
tunities for denial.*

In eleven of these denials, public benefits were not
treated in detail—i.c., the benefits the applicants claimed
would result from the acquisition were not mentioned
or received only brief mention in the order.*® Apparently
in these cases the Board believed the adverse effects from
the reduction of existing and potential competition or the
undue concentration of resources to be so obvious and
overwhelming and/or the benefits to be so weak that no
explicit treatment was deemed necessary.

In eighteen cases in which the proposals were denied,
the Board treated the public benefits explicitly. In these
orders the Board not only discussed the expected adverse
effects, but enumerated each of the applicant’s arguments
as regards public benefits and, in turn, presented its ob-
servations on each argument.

Half of the eighteen denials involved the proposed acqui-
sition of a mortgage banking firm. In every one of these
cases disapproval was based primarily on the reduction of
existing and/or potential competition. One benefit claimed

48 There have been four proposed nonbank acquisitions that were
denied on the grounds that the activities were not closely re-
lated to banking. See R.ILH.T. Corporation (72 FRB 595), First
Commerce Corporation (72 FRB 674), and Marine Midland
Banks, Inc. (72 FRB 676). BankAmerica’s proposed formation of
BAC Computer Corporation—a nonpayout computer leasing firm
—was denied by letter in 1972.

49 See, for example, U.S Bancorporation (72 FRB 177) and
Crocker National Corporation (72 FRB 419).
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by practically all of the nine applicants was that affiliation
would result in the mortgage firm’s assured access to
greater working capital at more competitive rates. The
Board responded to this argument with the following:%

While the acquisition of a mortgage company by a
bank holding company could have the effect of
strengthening the company in certain markets, it
appears certain that such increased ability and ser-
vice, if it came from a bank holding company not
now competing or not likely to compete in the mar-
ket, would have a substantially more desirable im-
pact on the public interest.

In some instances the Board considered such claims to
be “essentially conjectural”.’* Governor Bucher explained,
in his concurring statement in two cases involving acquisi-
tions by the Mellon National Corporation®? and the Manu-
facturers Hanover Corporation,®® that:

Serious questions can arise as to whether the public
benefits relating to operating efficiency, better ser-
vices, and lower cost, which are frequently ascribed
to proposed affiliations of mortgage banking firms
with bank holding companies, exist to a significant
degree, especially when larger firms are involved.
The advocacy voiced by applicants may not reflect
the actual probability of the occurrence of the as-
serted benefits, Bank holding companies bear the
burden of demonstrating that their proposed non-
banking acquisition will have public benefits out-
weighing any adverse effects, inasmuch as the basic
balancing test of Section 4(c)(8) requires a showing of
public benefits.

50 BTNB Corporation (72 FRB 70). See also Marine Bancorpo-
ration (72 FRB 504) and Philadelphia National Corporation (73
FRB 913).

51 See Manufacturers Hanover Corporation (73 FRB 532) and
First Tulsa Bancorporation (72 FRB 317). The Board later recon-
sidered the former case subsequent to an order of denial and ap-
proved this acquisition after the applicant submitted pertinent new
information. Moreover, the applicant agreed to eliminate a cove-
nant not to compete from various employment agreements. Such
covenants, if unreasonably restrictive, have been cited by the Board
as anticompetitive—see Manufacturers Hanover Corporation (73
FRB 908). For a further discussion of the Board’s view on cove-
nants not to compete, see order denying Citizens and Southern
National Bank’s acquisition of Ison Financial Corporation (74
FRB 136).

5273 FRB 910.
5373 FRB 908.

Several other cases, denied because of anticompetitive ef-
fects, include proposed acquisitions of a sales finance firm,**
consumer finance companies,” and an industrial loan and
thrift company.*®

One denial related to a leasing firm®* where the princi-
pal difficulty involved possible adverse effects for the bank-
ing affiliates of the holding company. Chemical New York
Corporation sought to acquire CNA Nuclear Leasing, Inc.
—a firm which had a high debt-equity ratio and would
have required heavy financing to meet its long-term growth
objectives. Such an affiliation would have required Chemi-
cal to increase its short-term borrowings substantially, pos-
sibly sapping the financial strength of the company. In its
order of denial, the Board stated that “one of the primary
purposes of a holding company is to serve as a source of
financial strength for its subsidiary banks”. It concluded
that this acquisition would reduce Chemical’s ability to
supply capital to its banks in the future.

Three of the eighteen orders which involved explicit
treatment of public benefits were denied on grounds
that included undue concentration of resources. These in-
volved BTNB Corporation,™ First National City Corpora-
tion,’® and The Chase Manhattan Corporation.® The latter
two orders presented detailed discussions of the applicants’
arguments relating to benefits to the public.

First National City Corporation named the following
benefits: (1) the affiliation of applicant and Advance Mort-
gage Corporation (this was a retention application) had
made available funds which allowed Advance to increase
its volume of originations of construction loans; (2) the
applicant allowed Advance to originate and warchouse
$30 million of mortgages without investor take-out com-
mitments—this, the applicant contended, had a counter-
cyclical effect on the flow of funds into mortgage lending;
and (3) the applicant would expand Advance’s geographic
operations.

The Board, however, argued as regards (1) that the con-
struction loans of the applicant’s bank had increased by a
greater margin during this period than did those of Ad-
vance. Moreover, the Board noted that originations of one-

5¢ First Commercial Banks, Inc. (73 FRB 118).

55 First National Holding Corporation (73 FRB 203) and
Bankers Trust New York Corporation (73 FRB 694).

56 Tennessee National Bancorporation (73 FRB 700).
57 Chemical New York Corporation (73 FRB 698).
58 72 FRB 71.

59 74 FRB 50.

60 74 FRB 142.

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



FEDERAL RESERVE BANK OF NEW YORK

159

Table ITX

BANK HOLDING COMPANY EXPANSION IN
NONBANKING ACTIVITIES, 1971-73

Total Proposed acquisitions decided by Board of Governors
Type of activity de nove
notifications™ Total Anproved Deniedt A;:f;::lngh

Finance company (consumer, commercial,
general) ... 148 86 80 6 93.0
Mortgage banking ... 173 64 55 9 86.0
Insurance (broker or agency, underwriting) ...... 80 55 51 4 92.7
Leasing personal property ... 123 12 10 2 83.3
Advisory services 92 8 5 3 62.5
54 6 6 0 100.0
13 6 6 0 100.0
Factoring 22 7 7 0 100.0
Community development .................. 13 1 0 1 0.0
Industrial banks 0 7 6 1 85.7
2 7 6 1 85.7
Total ... 720 259 232 27 89.6

Note: Applications are classified by primary activity only.

* Through June 30, 1973.

1 Includes the denial of proposed acquisitions of three de novo firms.
Source: Board of Governors of the Federal Reserve System.

to four-family mortgage loans by Advance had increased
by a lesser margin than the industry as a whole. As regards
(2) the Board noted that both affiliated and independent
mortgage banking firms appeared to warehouse an increased
volume of mortgages during periods of tight money. With
respect to (3) the Board called attention to the applicant’s
resources which give it the capability to enter new markets
de novo or through the acquisition of a smaller firm. In ad-
dition, the Board was evidently concerned with the possible
adverse implications of the acquisition of the third largest
mortgage banking firm in the nation by the second largest
banking organization. The application was denied on the
grounds of reduced existing and potential competition and
an undue concentration of resources.

The Chase Manhattan Corporation’s proposed acquisi-
tion of Dial Financial Corporation®' was another application
recently denied primarily on the grounds of undue con-
centration of credit-granting resources and the elimination

6174 FRB 142.

of potential competition. The applicant stated that the
proposed affiliation would result in the diversification by
Dial into such product lines as small business loans, farm
loans, and first and second mortgage loans. The Board
noted that many consumer finance companies are diversi-
fying into these areas and that Dial has the ability and
resources to do so. The order also declared that Dial
is capable of opening new offices and, indeed, appears
to have planned to do so in the absence of the affiliation.
The Board noted that, while rate reductions on consumer
loans constitute a significant public benefit, it considered
Chase’s proposal in this area similar to one that Dial
had already instituted and had the resources to expand.
On the subject of increased availability of capital and
credit to Dial, the Board noted that Dial was well able to
obtain funds in national markets and that its rate of re-
turn on equity significantly exceeded the industry average.
The Board summarized its arguments in this case as follows:

While the proposed acquisition would clearly lead
to some public benefits, there is little indication that
the above or other claimed benefits are not likely
to be obtained in the absence of the acquisition.
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Moreover, the Board’s order noted the following as regards
the issue of concentration of resources:

.. .the issue of concentration in credit-granting re-
sources . . . was within the intent of Congress in
enacting the 1970 Amendments. While the matter
is not free of doubt and is one on which reasonable
differences of judgment may occur, the Board has
concluded that, at a minimum, this factor weighs
against approval of the application.

BANK AcquisitTions. In the Board’s denials of proposals
by bank holding companies to acquire banks, the prin-
cipal adverse factors have involved a lessening of existing
or potential competition, a weakening of the financial and/
or managerial condition of the bank, and unsound bank-
ing practices. When considering the proposed benefits em-
bodied in these applications, the Board has not been willing
to conclude that the gains from prospective new services
would offset the adverse factors unless it was satisfied
that the community involved had significant unmet needs
that would be fulfilled. In this regard, the Board denied
at least three cases where competition or financial factors
were adverse and it concluded that the community was
already being served adequately.®

In the case involving Cegrove Corporation, the Board
determined that the applicant would be unable to service
the debt incurred in financing the acquisition and suggested
that the capital position of both the bank to be acquired
and the existing subsidiary bank might consequently be
impaired. As a benefit, the applicant proposed to offer
services that were not being offered by the banks involved.
However, the Board determined that the relevant markets
were being adequately served and, therefore, concluded
that “considerations relating to the convenience and needs
of the community to be served are regarded as consistent
with, but lend no weight toward, approval”.®?

In the case of First International Bancshares, Inc., the
Board determined that the acquisition would eliminate
both existing competition and a foothold for another poten-
tial entrant to the market and would also increase deposit
concentration among the largest organizations in the mar-
ket. The Board concluded that the needs of the residents of

62 See, for example, Central Bancorporation, Inc. (73 FRB 461),
Cegrove Corporation (73 FRB 676), and First International Banc-
shares, Inc. (73 FRB 453).

63 The Board subsequently approved the acquisition after
Cegrove offered to raise additional equity capital (39 FR 8387).

the Dallas areca were being adequately served by the exist-
ing facilities, and that consummation of the proposed ac-
quisition would have little impact. The Board determined,
therefore, that the benefits would not outweigh the adverse
competitive effects.

Some cases have been denied when there was no exist-
ing competition between the holding company’s subsidiary
banks and the bank to be acquired. One such case (sub-
sequently approved a year later) involved the proposed
acquisition of Citizens National Bank, Englewood, New
Jersey by Midlantic Banks Inc., Newark.®* With five gov-
ernors voting, the Board concluded that the acquisition
would result in: (1) the foreclosure of a substantial
amount of potential competition, (2) the elimination of a
desirable foothold entry for holding companies located in
other banking districts within the state, and (3) the pos-
sible development of a trend toward concentration within
banking districts. The Board determined that the public
benefits from the applicant becoming an additional com-
petitive alternative for large customers in the market were
not sufficient to outweigh the adverse effects. The Board
further concluded that consummation of the acquisition
would have an adverse effect on the convenience and needs
of the community since it would preserve home-office
protection.®®

In another denial®® in which existing competition was
not an issue, the Board expressed its concern over the size
disparity among the holding companies in Texas and the
likelihood that the concentration of deposits among the
five largest holding companies might increase as a result
of the acquisition. The Board stated that it

is not required to await the development of undue
concentration among bank holding companies in
Texas before it intervenes. Indeed, the underlying
purpose of the Clayton Act, as incorporated in The
Bank Holding Company Act, is to break the force of
a trend toward undue concentration before it gathers
momentum. . . . It is, therefore, the tendency toward
undue concentration the Board must guard against

~ 647] FRB 684.

%5In 1972, as the holding company movement in New Jersey
gathered momentum, the applicant reapplied and the Board in a
four-to-three decision approved the acquisition after the applicant
indicated that it would move the head office of the bank. This move
would open its previous home community to branching by other
banks.

66 First International Bancshares, Inc. (74 FRB 43).
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when viewing the probable effect of an acquisition upon
future competition in a banking market.

The Board further concluded that the entry into small
markets by the state’s largest holding companies through
the acquisition of large independent banks would increase
the levels of concentration in these markets,

In the cases discussed above, as well as others, the
Board concluded that the financial and managerial con-
ditions of the bank and the holding company and their
future growth prospects were satisfactory. It, therefore,
considered these factors as consistent with approval. How-
ever, in none of these cases did these factors lend any
weight toward approval.®’

On March 1, 1974, in an order of denial involving an-
other proposed acquisition by First International Banc-
shares, Inc.,*® the Board reaffirmed its position of guarding

against the tendency toward undue concentration not
only in a local market but at the Statewide level as
well when viewing the probable effect of an acquisi-
tion upon potential competition.

The Board concluded that the acquisition would have sig-
nificantly adverse effects on potential competition in the
local banking market and throughout Texas.

In discussing the applicant’s proposal to inject equity
capital into the bank to be acquired, the Board stated that
affiliation with First International Bancshares was not the
only means by which the bank’s financial resources could
be strengthened. The Board indicated that the acquisition
of the bank by a smaller holding company could result in
similar assistance without the anticompetitive effects at-
tached to the proposal then under consideration. The
Board recognized that the applicant’s managerial resources
and expertise would be available to the bank if the affilia-
tion were approved, resulting in new services being offered
to the public, both of which would lend weight toward
approval. Nevertheless, it concluded that banking factors
and convenience and needs considerations did not out-
weigh the substantially adverse effects the proposal would
have on potential competition.

In at least two cases in which it denied the acquisition of
de novo banks, the Board found that adverse competitive

67 See also Dominion Bancshares Corporation (74 FRB 49) and
Southeast Banking Corporation (73 FRB 460).

68 74 FRB 290.

effects were likely because the applicant was already rep-
resented in the market. The Board concluded that further
offices would raise barriers to entry by other organizations
and increase concentration of banking resources in the
market. It held that the proposed benefits (i.e., the addi-
tion of new services not readily available in the market)
did not lend sufficient weight to offset the adverse effects.®
In another denial,” the Board concluded that a recently
established bank would be hurt by the opening of yet an-
other de novo bank in the same market and, consequently,
that the proposed new bank would have an adverse effect
on the development of future competition. In discussing
the applicant’s claim that the convenience of the com-
munity would be enhanced because the new bank would
be closer to its potential customers than existing banks, the
Board held that this factor lent very little weight toward
approval.

PUBLIC BENEFITS IN RETROSPECT

Many public benefits, such as infusions of equity capi-
tal, access to lower cost funds, or economies of scale are
indirect and yield gains to the public only if the consumer
realizes lower prices or better services. Governors Robert-
son and Brimmer have noted that “it is the public’s inter-
est—not Applicant’s—that is paramount”.”* In a major-
ity of cases in which thc Board has approved appli-
cations where the public benefits are indirect, it has done
so on the grounds that direct gains to the public would
eventually be forthcoming.™

In proposals where the anticompetitive effects were
either slight or nonexistent, the published orders seldom
dwelt on the public benefits of the case. Frequently, the
Board has stated that the “banking factors are regarded
as consistent with approval” and that “considerations
relating to the convenience and needs of the communities
to be served are also consistent with approval of the
application”.”® Or that “. . . Applicant will give [the com-
pany] access to the greater resources of Applicant, and

69 See Security Financial Services, Inc. (70 FRB 834).
70 First at Orlando Corporation (73 FRB 302).

7t See dissenting statement, Chemical New York Corporation
(72 FRB 165).

72 In a speech before the Bank Counsel Seminar of the California
Bankers Association on April 26, 1974, Governor Jeffrey M. Bucher
emphasized that “the Board requires measurable indications of
gains for the public from bank holding company acquisitions, [and]
. . . the Board has moved significantly in the direction of making
those gains quite specific”.

73 See C.B. Investment Corporation (71 FRB 142), for example.
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enable it to compete more effectively”.™

It is perhaps more significant that the Board’s treatment
of public benefits suggests only a narrow range within
which the types of benefits discussed in this paper would
sway the Board when important adverse factors are
present in a proposal. Our study indicates many instances
where the benefits that might ordinarily be considered
significant were viewed as insufficient to outweigh sub-
stantially adverse effects. For example, the denial of First
Commercial Bank’s acquisition of Schenectady Discount
Corporation”™ was based primarily on anticompetitive
grounds. But a benefit (i.e., that the injection of capital
would enhance loan expansion) claimed by the applicant
—and recognized in other applications’>—was discounted

74 Patagonia Corporation-Model Finance Company (72 FRB
170).

7573 FRB 118.
76 First Virginia Bankshares Corporation (73 FRB 202).

by the Board in this case. The Board noted that this bene-
fit “could be achieved by the investment by Applicant of
capital funds into its own mobile home sales finance op-
erations”.

A similar example may be found in the order denying
First National City Corporation’s retention of Advance’
Mortgage Corporation (cited above). As discussed pre-
viously, the Board discounted the applicant’s argument that
the affiliation had made funds available to Advance which,
in turn, increased the latter’s volume of originations of
mortgage and construction loans.

The overall results of our study suggest that public bene-
fits provide the strongest support for an application when
the benefits are concrete, when they result in the alleviation
of a specific problem, or when they result in lower prices or
increased services to the public. Applicants must recognize
that such benefits are essential in cases where even a small
amount of competition would be eliminated. Yet the
value of substantive benefits is increasingly uncertain the
more severe are the anticompetitive or other adverse fac-
tors perceived by the Board.
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