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Equal Credit Opportunity

This article wuas prepared in the Division of
Consumer Afluirs.

The Equal Credit Opportunity Act and the Fed-
eral Reserve's implementing  Regulation B,
prohibiting discrimination in the granting of
credit on the basis of sex or marital status,
became cifective in October 1975, In March
1976 the Congress amended the act by prohib-
iting discrimination on seven new bases: race,
color, religion, national origin, age, receipt of
public assistance benetits, and the good faith
exercise of rights under the Consumer Credit
Protection Act. These statutory amendments and
a revised Regulation B go into cffect on March
23,1977, This article points out the highlights
of the amended act and offers some insight into
the revised regulation. The technical aspects of
the regulation are treated first, followed by a
discussion of some aspects ol discrimination.

The Equal Credit Opportunity Act (ECOA)
is a hybrid law-—geared in part to consumer
protection and in part to antidiscrimination. Its
consumer protection aspects include two re-
quirements: (1) that creditors notify applicants
of the action taken on their applications, and
(2) in the event credit is denied, that applicants
be told the reason for the denial. But the law
is primarily a civil rights law in that its principal
provision is a ban on discrimination, and it takes
its meaning from the body of judicial decisions
in such arcas as employment and housing dis-
crimination.

Regulation B applies to all types of credit.
but it treats consumer credit differently from
other kinds of credit. The definition of consumer
credit is similar to that found in Regulation 7
(Truth in Lending) except that credit extended
for agricultural purposes is not deemed to be
consumer credit. The classes of transactions that
are aflorded specialized treatment in Regulation
B are business credit, securities credit, credit

extended by utilities, credit extended to govern-
mental units, and incidental credit; that is, open
book credit in which neither a credit card is used
nor a finance charge is imposed. Whercas most
of these classes of credit are not subject to many
of the technical provisions of the regulation,
they are subject to the general rule that prohibits
discrimination.

REQUIRENLENTS

The principal new requirement of the act and
Regulation B is that creditors must notify appli-
cants of the action taken on their applications.
If the action is affirmative-—that is, if the appli-
cation is approved—the notice of approval may
be given by implication. Thus in most situations
when credit is granted, creditors will be required
to do no more than they now do- -for example,
make the loan, or sell the goods, or mail the
credit card. Only when the action is “*adverse,”
must additional measures be taken.

WHAT CONSTITUTES
ADVERSE ACTION?

Adverse action is one of the most important
aspeets of the new regulation. Adverse action
occurs when the creditor refuses to grant credit
in substantially the amount or on substantially
the terms requested in an application. But if the
creditor makes a counteroffer—ollering  less
credit or different terms-—and that offer is ac-
cepted, no adverse action has occurred. Adverse
action also may occur after the initial extension
of credit; for example, when an increase in a
line of credit is requested and refused. In this
event, action on the request must be in accord-
ance with the creditor’s normal procedures on
applications for such an increase. However., a
refusal to extend credit at a point of sale when
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the credit would exceed a previously established
credit limit is not considered adverse action,
Finally, adverse action occurs when a creditor
terminates an account or changes the terms in
a way unfavorable to the account-holder, but
a change cxpressly agreed to by the account-
holder or a change covering an entire class of
account-holders is not deemied to be adverse
action,

Regulation B also describes other events that
are not adverse action. An action taken as a
result of default or inactivity of an account is
not adverse action. 1f an applicant requests a
type of credit (a credit card. for instance) that
the creditor does not offer, the refusal to extend
the credit is not adverse action. But if an appli-
cant requests a personal loan at an annual per-
centage rate of S per cent and the creditor
normally charges 12 per cent, the refusal to
make the loan at 5 per cent is adverse action—
unless, of course, the applicant agrees to pay
12 per cent.

NOTICEE OF ADVERSE ACTION

To reiterate. if the action is not adverse. the
notification of action taken may be given by
implication. However, if the action is adverse.
then within 30 days after the decision is made,
a written statement must be given to the appli-
cant. The statement must make clear the action
taken and must contain the ECOA notice.

The ECOA notice consists of a brief state-
ment of the act’s prohibition of discrimination
and the name of the Federal agency that enforces
the act with respect to the particular creditor.
It 1s principally an cducational device that was
included in the carlier Regulation B at the sug-
gestion of consumer advocates who believed it
would improve public awareness of the law. The
carlier rcgulation, which required creditors to
provide the ECOA notice to all applicants at
the time an application was made, caused some
serious compliance problems.

When the regulation was revised, it was be-
licved that the notice probably was most impor-
tant to those persons whose applications had
been denied and would be most meaningful at
the time they learned of the adverse action.

Therefore, the revised regulation requires that
the ECOA notice be combined with the state-
ment of adverse action. A sample KCOA notice
is included in the rcgulation, but it nced not
be used verbatim.

In addition to tclling applicants that adverse
action has been taken. creditors must tell them
cither the specific reasons for the adverse action
or of their right to know the reasons and have
the explanation confirmed in writing upon re-
quest.

What happens if more than one creditor is
involved in a transaction? A typical situation
involves an automobile dealer who checks with
several sources of credit, such as one or more
banks and possibly a sales finance company,
before making the sale. Each institution con-
tacted has “participated in the decision to ex-
tend credit™ and thus is respousible for furnish-
ing the notice. Regulation B provides, however,
that i credit is extended by one of the sources
contacted, no adverse action has occurred and
no notice need be sent. If, on the other hand,
no one agrees to buy the paper and the dealer
does not extend the credit, then the notice must
be sent. Each source of credit may comply with
the notice requirement directly, or the sources
may supply the information to a third party.
such as the dealer, who may provide the notices
on their behalf. In doing so, however, the dealer
must supply the name of cach institution to
which the contract was offered.

Institutions that purchase contracts after the
dealer has extended the credit are not considered
1o have participated in the decision to extend
credit and therefore are not subject to the notifi-
cation provisions.

REASONS FOR DENYING APPLICATIONS

How detailed or specific the reason for denial
must be was one of the most controversial
questions the Board faced in revising Regulation
B. The statute provides that a statement of
reasons is sufficient only if it contains the ““spe-
cific reasons for the adverse action taken™ but
“specific”” is not defined. The legislative history
of the 1976 amendments indicates that the Con-
gress viewed the statement of reasons for the



denial of eredit as an important tool for educa-
ting consumers and that the statement was in-
tended to help consumers understand the credit:
granting process. Against this background. the
arguments of creditors that they should be per-
mitted 10 tell applicants merely that they failed
to qualify were not persuasive.

However, it is often exceedingly difficult to
identify the reason why an application has been
denied. Many factors enter into a credit judg-
ment, and the decision to grant or deny credit
is made after weighing all of them. This is best
illustrated by a credit-scoring system, although
creditors that do not use such a system have
the same problem. In a credit-scoring system.
if an applicant fails to achicve the cut-off score,
credit is denied. If the applicant had achieved
more points on any of, say. five factors scored,
credit might have been granted. Which, if any,
of the factors then can be pinpointed as the
principal reason or reasons for denial?

To avoid the identification probleni. creditors
preferred to tell applicants that the reason for
adverse action was the fatlure to achieve a
qualifying score. The Board thought that such
an explanation would not satisty the statutory
language or the congressional goals; hence the
regulation indicates that a statement that the
applicant failed to achicve a minimum score is
not suflicient explanation. The regulation con-
tains a model form that lists specific reasons for
credit denial such as insuflicient income, exces-
sive obligations, and so on.

DATA FOR
MONITORING COMPLIANCE

When the carlier version of Regulation B was
being drafted, feminist groups fought hard for
a provision banning questions about an appli-
cant’s sex or marital status on application forms.
They believed that keeping this information
from creditors  would reduce  discrimination
against women. Such a ban also was viewed
as a way of re-educating those who still thought
that these factors were crucial to the credit
decision. But a year later these same groups
were supporting civil rights groups in calling
for a provision in Regulation B requiring credi-
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fors to ask the sex and race of applicants for
credit. This change was based on the realization
that these data constituted an important en-
forcement tool.

The regulation provides that in applications
for residential mortgage credit. creditors must
ask applicants to provide information as to their
race or national origin, sex. marital status, and
age. Nevertheless, applicants are not required
to supply the information. They are to be in-
formed that supplying the information is volun-
tary and that the information is being sought
for the purpose of monitoring compliance with
the ECOA and the Fair Housing Act.

The Board’s model real estate application
form was developed in cooperation with the
Federal Home [Loan Mortgage Corporation and
the Federal National Mortgage Association. The
model form inctudes the required questions and
disclosures, but those inquiries need not appear
on the application form. They may appear on
a separale picee of paper so long as that paper
can be refated to the application form.

CREDIT REPORTING

The credit-reporting provisions ol revised Reg-
ulation B are drawn from the earlier regulation.
Although the language has been altered sub-
stantially, the basic requirements have not been
changed. These provisions arce intended to pro-
vide married women with credit histories in their
OWI NAMes.

After June 1, 1977, whenever a new account
is opened. a creditor will have to determine
whether the applicant’s spouse will use the
account, in the case of open-end credit, or will
be contractually liable for it, and the creditor
will report eredit experienee about the account
in a manner that will result in the creation of
a credit history in the name of cach spouse. With
respect to existing accounts, creditors have al-
ternative ways to comply. If they can determine
from their (iles whether an account-holder’s
spousce is contractually liable or is an authorized
user. they may begin reporting in the name of
each spouse. Often, however, this information
would not be reflected in a creditor’s files or
could not be found casily. In such event, credi-



104 IFederal Reserve Bulletin 1) February 1977

tors may send their account-holders the notice
set forth in the regulation informing them of
their right to have credit history reported in both
their own and their spouses’ names when both
arc liable for the account or, in the case of
open-end credit, when both use the account.

APPLICATION FORMS

The restrictions on requests for information
about marital status or about the applicant’s
spouse are drawn from the existing Regulation
B. and therefore few changes in application
forms should be required. One diflerence be-
tween the old and new regulation involves the
ECOA notice. To comply with the carlier Reg-
ulation B, many creditors chose to include the
notice on their application forms. Since that
notice is no longer required to be given to all
applicants. creditors may drop it from their
forms. The regulation provides. however. that
creditors may continue to use their existing
forms until their present stock is exhausted or
until March 23, 1978, whichever comes first,

To help creditors comply with the regulation,
the Board included model application forms in
an appendix to the regulation. Creditors need
not usc the model forms: but if they do. they
will be deemed to be in compliance with those
provisions of the regulation atfecting application
forms. It is anticipated that creditors will start
with the model forms and strike out those in-
quiries that they do not find useful in granting
credit.

DISCRINIINATTON,
BASED 3 AT

With respect to most of the bases of prohibited
discrimination covered by the amended Equal
Credit Opportunity Act, the prohibition of dis-
crimination is absolute. The same is not true,
however. of the prohibition of discrimination on
the basis of age. Therefore it is important to
discuss this particular form of discrimination.

When the ECOA amepdments were being
considered in the Congress, representatives of
the clderly testified that many creditors refused

to extend credit to anyone over 65 years of age.
The clderly also complained that certain banks
made a practice of terminating credit cards when
the account-holders reached the age of 60 or
65. Although the Congress wished 1o abolish
arbitrary practices such as these, in the final
analysis, the law’s prohibition of age discrim-
ination is not absolute.

Unlike the absolute prohibition against con-
sidering a person’s sex, race, or religion in the
credit judgment, the prohibition relating to age
consideration is qualified - in recognition of the
fact that a person’s age is relevant to the ability
to repay. In fact, the Senate report on the equal
credit amendments states that the law is intended
to prevent creditors from rejecting or “thlack-
balling™ any applicant solelv because of age,
and is not intended to prevent any consideration
of this factor,

SYSTEMS OF EVAILUATION

The amended act divides the credit world into
two parts and specifies different rules about the
consideration of age for cach. Onc part, by far
the larger. consists of the creditors who use what
Regulation B calls “'judgmental™™ systems for
cevaluating creditworthiness. In these systems
the creditor relies primarily upon judgment in
determining whether to approve an application.

The other part of the credit world consists
of the creditors who rely upon credit-scoring
systems to make their credit decisions. Such
systems predict creditworthiness by allocating
points to key attributes about the applicant (in-
come, length of time on job, length of resi-
dence. and so on). Occasionally a credit-scoring
system considers aspects of the transaction. such
as the amount of credit applied for. These sys-
tems are used principally by the large credit-card
wssuers and increasingly by consumer finance
companies and smaller creditors,

JUDGMIENTAL SYSTEMS. The law says
that creditors who use judgmental systems may
ask the applicant’s age. They may not consider
age directly. but may use it to determine a
“pertinent element of creditworthiness.™ The



statute identifics amount of income, probable
continuance of income levels. and credit history
as pertinent clements of creditworthiness. and
Regulation B adds length of ame until retire-
ment to the list. These four criteria are only
examples, however. and do not exhaust the list
of pertinent clements.

It is true that this standard is vague. Ncither
the statute nor the regulation specifies a rule of
thumb that is casy to apply. In fact, the legisla-
tive history reveals that the Congress chose to
describe the standard by means of examples.
The Senate report identifies adequacy of collat-
cral as another pertinent clement of  credit-
worthiness and explains that

- laln elderly applicant might not qualify
for a 5% down condominium loan because
the duration of the loan exceeds his Tife
expectancy and the condominium itself has
a speculative future value. But that same
applicant ought to he deemed creditworthy
when he seeks a $10.000 home improvement
loan secured by a $50,000 homesite.

In other words. the law prohibits arbitrariness
and blanket rules. such as refusing 10 grant
credit o anyone over 65, The law does not mean
that cvery refusal to grant credit to an clderly
person is itlegal. Credit may be denied after the
creditor has evaluated the facts and determined
that this particular applicant does not meet the
creditor’s usual standards.

CREDIT SCORING. In a credit-scoring sys-
tem, different rules apply. The first rule is that
a creditor may consider the applicant’s age
directly: that is, age may be used as a factor
only in a system that is a demonstrably and
statistically sound. empirically derived credit-
scoring system as defined by Regulation B.
Although this definition seems long and sounds
forbidding, a statistician will recognize that the
regulatory standards are not very diflicult to
satisfy.

Fundamentally, the system must be based on
the creditor’s recent experience with credit ap-
plications, and generally accepted  statistical
techniques must be used for sampling and vali-
dation. In short, the regulatory definitions de-
scribe what any creditor -motivated by business
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interest in having a system that accurately iden-
tifies good and bad credit risks: would do. 1f.
and only if. a creditor’s system passes the
standards set forth in the regulation, may the
creditor use age as a predictive variable in the
system.

After qualifying as being demonstrably and
statistically sound and empirically derived. the
systent must then meet the requirements of the
second rule. Scction 701(h)(3) of the amended
act forbids assigning a “negative’ factos or
vilue to the age of an “elderly™™ applicant,
defined in Regulation B as 62 years or older.
To comply with the law, a creditor should
examine the scores for age assigned to the
various categories ol applicants. If the creditor
finds that in s system all applicants aged 62
or older receive a score at least as high as that
of any category below that age. no change is
required. I, howcever. any category of appli-
cants aged 62 or older currently is being as-
signed fewer points than any category of appli-
cants younger than 62, the creditor must adjust
the systemi. Either the score for persons aged
62 or over must be increased or the score for
the younger applicants must be lowered.

ExXCrErTION FAVORING THE BELDERLY

The amended act containg one final rule relating
to the consideration of an applicant’s age
namely that a creditor may consider the age of
an elderly applicant when this factor is used 1o
favor the applicant. It is not entirely clear how
this rule meshes with the rules just discussed.
but it apparently was intended to authorize a
creditor to make an exeeption to its usual credit
standards in order to grant credit to an clderty
applicant.

OV TERMINING THIEC EXISTENCE
O CREDIT DISCRININATION

In recent years judicial decisions have outlawed
practices that have had the effect of discrim-
inating, regardless of an employer's motive in
adopting the practice. Out of these decisions
there has emerged the “eflects™ test for deter-
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mining whether discrimination does. in fact,
exist,

Tue Evvects Test

The effects test is a judicial doctrine first enun-
ciated in Griggs v. Duke Power Company |401
U.S. 424 (1971)], a case brought under Title
VII of the Civil Rights Act of 1964, Such a
test has been applied in a series of employment
discrimination cascs. The legislative history
[Scnate Report No. 94-589, 94th Congress.,
Second Session (19763, pp. 4 and 5] specifically
dirccts the Board of Governors and the other
enforcement agencies. as well as the courts, to
use employment discrimination cases such as
Griges and  Albermarle Paper Company v,
Moody 1422 U.S. 405 (1975)] as guides in
determining the cexistence ol credit discrim-
ination under the ECOA.

In the Griggs case, several black employcees
of the Duke Power Company challenged the
company’s policy of requiring. as a prerequisite
for hiring and promoting workers in a power
plant, a high school diploma and a passing score
on an intelligence test. The Court of Appeals
found for the company on the ground that the
plaintiffs had not shown that adoption of this
policy was motivated by discriminatory intent.
The Supreme Court reversed  the  decision,
holding that Title VI outlawed practices that
had the effect of discriminating. regardless of
the employer’s motive in adopting the practice.
Thus, the Griggs case obviates the need to prove
racial purposc or invidious intent to cstablish
a violation of Title VII

In the second case, Albermarle Paper Com-
pany v. Moody, the Supreme Court described
the plaintifi’s and the defendant’s respective
burdens of proof in a Title VII employment
discrimination case. The Court explained that
the initial burden is on the plaintift to show that
the challenged employment practice sclects ap-
plicants for hire or promotion in a racial pattern
significantly diflerent from that of the pool of
applicants. This showing of disproportionate
racial impact, which is usually made through
the use of statistics, constitutes a prima-facie
case of discrimination. The burden then shifts

to the employer to demonstrate that the em-
ployment practice is job-related. If the employer
shows the relationship. the plaintift then has the
option of attempting to point out that other (ests
or sclection devices, without a similarly unde-
sirable racial effect. would also serve the em-
ployer’s legitimate interest in finding qualified
cmploycees.

POSSIBLLE APPLICATION
or EFrFrcrts TEST

It is not clear exactly how the courts will apply
the ctfects test to the arca of credit discrim-
ination, but the following three-step process
represents one possible approach. In step 1. the
plaintill. would attemipt to show that, although
consideration of a particular credit standard -
homeownership lor instance  does not appear
on its face to discriminate on the basis of sex,
reliance on this standard of  creditworthiness
results in the rejection of the credit applications
of women, who are members of a class pro-
tected by the law. and that such rejections occur
at a significantly higher rate than rejections of
men. Such a showing would present a prima-
facie case of illegal discrimination by the credi-
tor.

[n step 2. to rebut the plaintiff’s prima-facie
case, the creditor would have to show that this
credit standard s customarily applied to all
applicants, and that the standard has a manifest
relationship to creditworthiness.

The plaintift then would have the option of
going to step 3, where she would attempt to
prove that an alternative credit standard that
would have a lesser adverse impact on women
doces exist and that the alternative would serve
the creditor’s legitimate business interests at
least as well as the criterion of homeownership.
If the plaintiff made such a showing, the credi-
tor -to prevail---would have to demonstrate that
the alternative practice would not have a lesser
adverse impact or that it would not scrve the
creditor’s interests at least as well as the con-
sideration of homeownership.

In revising Regulation B to implement the
amendments to the act, one of the most difficult
issues confronting the Board was how (o deal



with the effects test. At one extreme, some
groups urged the Board 1o take the position that
credit was fundamentally different from ¢m-
ployment and that thercfore the eflects test
should not be applied in cases arising under the
HCOA. At the other end ol the spectrum, some
civil rights groups urged that Regulation B con-
tain a list of credit practices that have the cflect
of violating the act or contain guidelines for
complying with the test.

In the light of the legislative history. there
can be 1o doubt that the Congress intended the
cffects test to be applied 1o cases under the
HCOA. On the other hand, there was a persua-
sive argument against including in Regulation
B detailed guidelines on the effects test or a
“laundry fist™ of prohibited practices - the ar-
gument being that the test is a judicial doctrine
and that as such it is subject to re-interpretation
and modification by the courts.

This fact was brought home forcibly on De-

cember 7, 1976, when the Supreme Court

handed down its deciston in General Electrice

v. Gilbert [45 USL.W 4031]. This class action
was brought under Title VI by women em-
ployees of the General Electric Company chal-
lenging the company’s disability plan. Specifi-
cally, the plaintifls challenged the fact that the
disability plan excluded disabilities arising from
pregnancy. The Supreme Court. reversing the
Court of Appeal’s decision in favor of the
plaintifls, held that General Electric’s disability
plan did not violate Title VI because of its
failure to cover pregnancy-related disabilities.
According to the majority opinion, the plaintifls
had failed to make the requisite showing that
the failure to provide benelits for pregnancy had
gender-based etfects. How the General Flectric
case allects the eflects test as formulated in
Griggs. Albermarle. and similar cases is not
clear. It would appear that the test still exists,
but the Supreme Court is re-examining it and
may make some adjustments.

A footnote to Regulation B states that the
legislative history indicates that the Congress
intended the cflects test to be applied to the
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credit field. It is possible that at some time in
the future the Federal Reserve might propose
guidelines for complying with the test.

Without guidelines, creditors and their law-
yers are justiliably concerned about the prospect
of the effects test being applied in credit dis-
crimination cases, and they question what they
can do to protect themselves. Any advice on
this subject has to be prefaced with the warning
that the courts may apply the eflects test to credit
discrimination cases diflerently from the way it
is applied in employment discrimination: and
as noted above, the Supreme Court may re-in-
terpret the test. Nevertheless some preliminary
observations can be made: The relatively small
number of creditors that use demonstrably and
statistically sound, empirically derived credit
systems should have little trouble in successfully
completing step 2 as desceribed above  that s,
rebutting the plaintill’s prima-facic case of dis-
crimination—because if a credit-scoring system
meets the regulatory standard, the factors con-
sidered by the system must have a manifest
relationship to creditworthiness.

For the great majority of creditors who rely
on judgmental systems, building a credit system
that will withstand an attack based on the effects
test is by no means an casy task. Perhaps the
most that can be done is to ask the credit
manager, the lending officers, or the manage-
ment to identify the factors considered in mak-
ing credit decisions. Once the factors are iden-
tificd, 1t is necessary to take a long, hard look
at cach one to see whether there is a rational
relationship between the factor and the goal of
identifying acceptable credit risks. One shouid
keep in mind that although alimost every stand-
ard of creditworthiness traditionally used by
creditors (income, own or rent, length of time
on job, and so on) can be shown to have a
disproportionate adverse impact on women or
minoritics, that does not mean that a creditor
must stop using these standards in evaluating
creditworthiness. Itis likely that the creditor can
show that these factors have a manifest rela-
tionship to creditworthiness. [
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Domestic Financial Developments
in the Fourth Quarter of 1976

This report, which was sent to the Joint Eco-
nomic Committee of the U.S. Congress on Feb-
ruary 17, 1977, highlights the important devel-
opments in domestic financial markets during
the fall and early winter.

Interest rates generally declined during  the
fourth quarter of 1976, in many cases reaching
their lowest levels in several years. The further
casing of credit conditions may in part have
been attributable to the slower pace of economic
expansion since the spring. In this less robust
environment, business nceds for external fi-
nancing were reduced on balance, reflecting
efforts to balance inventories and, in some in-
stances, to stretch out or postpone capital
spending plans. The weakness of cconomic in-
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weighted averapes of new publicly
LA oflered bonds rated Aaa. Aa, and
A by Moody's lavestors Scervice
and adjusted 1o Aaa basis: U.S,
Govt. bonds. market yields ad
justed to 20-year constant maturity
by U.S. Treasury; State and local
povt. honds (20 dssues. mixed
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loans of immediately available bank funds—fell
from 5% per cent at the end of September 1o
4% per cent around year-end. In addition. com-
plementary adjustments were made in other in-
struments of monetary policy. The discount rate
was cut by % of a percentage point to 5% per
cent on November 22, and a modest reduction
in reserve requirements on demand deposits at
member banks was announced in December. 1o
become etlfective in the week ending January
5. Reserve requirements were reduced by %A
of a percentage point on the first $10 million
of net demand deposits of member banks. and
by Y% of a percentage point on the remainder
in cxcess of $10 million: this action released
about $550 million of bank funds for additional
loans and investments.

Total flows of funds through financial markets
were little changed from the preceding quarter,
and credit demands remained heavily focused
in the longer-maturity scctors. The home mort-
gage market absorbed an especially large vol-
ume of funds; with demands for home loans

I. Changes in sclected monetary aggregates

In per cent. seasonally adjusted annual rates

expanding along with enlarged inflows of sav-
ings to the major lending institutions, interest
rates on conventional residential  mortgages
posted only small declines.

The narrowly delined money stock (M-1)
grew at an annual rate of 6.3 per cent in the
fourth quarter, up from the 4.2 per cent rate
of the previous quarter. Growth rates of the
broader monctary aggregates accelerated more,
as the decline in market rates of interest in-
creased the relative attractiveness of savings and
small-denomination time deposits at commercial
banks and thrift institutions. M-2 rose at a 12.3
per cent annual rate and M-3 at a 14,3 per cent
rate- -the largest quarterly gains for the broader
aggregates since the spring of 1975, Faced with
heavy inflows of funds and declining returns on
new loans and investiments, some depositary
institutions toward year-end moved to cut olfer-
ing rates on time and savings deposits or to take
other steps to slow the growth of higher cost
funds.

Over the course of 1976, M-1 increased 5.5

1976
ltem 1075 1976 —_— — ]— - -
l \ Ql Q2 ‘[ [GX) Q1
S T N U SN B e NOILS:
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Total R 1.0 14 7 43 AT 1 iy currency plus private
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M . L ) 5.5 2 R 2 6.3 than large €1y
M2 " 10.9 9y 1o 5 9.2 12.3 AT 3 s A2 plus deposits
:;: l(l)”l I_‘:,T IL\‘ l(l"_): l(l) : '3':; mutual savings huqks u_n(I savings
MSs - 7 103 % 0 91 9.3 125 and founs and credit union shul'l.‘:\.

A <L is AL 2 plus larpe negotia

Fime and savings de ble €D,

posits at commer - M-S is M3 plus large negotia
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S“\”h;’f:c o }-}r ‘/, l}i L; : l,_;—t ::2 l,((:ﬁ mutual savings banks. and credit
Other time 80 8.0 b)) 4.9 12.5 8.2 Haons.

Thrilt institutions’ 15 % 15.9 142 13.7 (A 17 3 “Total member bank - deposity

[P— —_ —_—— ————— . - plus tunds provided by Euro-dollar

Bunk credit proxy - [ 4.3 AN 22 3.9 8.2 borrowings and bunk-related com

Mi-smao (Change in bil mercial paper.

hons ol dollars.
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I.AII!g\" D' S 19,0 6.1 5.4 4.3 1 from Ihu- average  amounts  oul
LS. Gove. demand standingt in cach quarter. Annual
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member banks 2 3 .0 2 O 1 have been adjusted for changes in
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per cent, while M-2 and M-3 rose 10.9 per cent
and 12.8 per cent, respectively. These advances
ranged between | and 2% percentage points
above the comparable figures for the preceding
year.

MONETARY AGGREGATES

Over the course of the fourth quarter. the short-
run growth rates of M-1—currency and demand
deposits held by the public—exhibited consid-
crable short-run volatility, as had been the case
during carlier periods of 1976, Apart {rom the
wide week-to-week fluctuations. however, the
aggregates trended upward during the quarter
at a somewhat faster pace than in the preceding
3 months. The acceleration in growth of M-1
probably reflected to some extent the larger
increases in personal income and in retail sales
that occurred in the closing months of the year,
as well as the stimulative effects of a somewhat
more accommodative monetary policy.
Growth in the public’s demand for checking

Savings account prowth
al depositary intermediries,

Basis points

YIELD DIFFERENTIAL W
Commercial bank savings account Gklg
minus 30-day Treasury bill rute (+)

200

t | | | 1
Annual rate of growth, per cent

SAVINGS ACCOUNT GROWTH

v

| | |
1972 1974 AL

Savings account prowth data are scasonally adjusted. Sav-
ings account growth includes accounts at commercial banks.
mutual savings banks, and savings and [oan associations.

Consumer-(vpe tme deposit growth
Al depositary mtermediarios

Basis points

YIELD DIFFERENTIALS

Commercial bank deposifrate ceilings 200
1-10 2 I/2-gear account minus

N |-year Treapury yield / 4

AN/ ~ 0

O T 2vear

acceunt s S-vear -

Trcasd:y yicld 200
I | | |

Anmial rate of growth. per eent

TIME DEPOSIT GROW[H

\{ 0
| | |
1972 1974 ) 1976

Time deposit growth data are scasonally adjusted. Time
deposit growth includes time accounts at mutual savings banks.
savings and loan associations, and commercial banks. The
commercial bank data include only time accounts of less than
S100.000.

account balances during 1976 again was de-
pressed by the growing availability of interest-
bearing alternatives for transactions purposes.
Given the observed behavior of income and
interest rates, it is estimated that the growth of
M-1 was about 12 percentage points less than
would have been expected on the basis of past
relationships. Most of this difference appears to
have stemmed from the shift of transactions
balances into such alternatives as negotiable
order of withdrawal (NOW) accounts in New
England and savings accounts for busincsses
and State and local governments. (Commercial
banks were first authorized to offer savings
accounts to State and local governments in No-
vember 1974 in November 1975 they were first
permitted 1o ofler savings accounts to businesses
operated for profit, with a maximum balance of
$150,000.)

The transfer of demand deposits into interest-
bearing alternatives did not depress the broader
monetary aggregales as it did M-1 because these
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alternatives are included for the most part in
M-2 and A-3. Turthermore, growth of Af-2 uand
M-3 may have been enhanced by shifts of funds
from market instruments to the new interest-
bearing deposits because of their liquidity. More
important in explaining the increased growth in
the broader aggregates. however, was the de-
cline in market vields below regulatory ceilings
on both time and savings deposits. Growth in
savings accounts at commercial banks, savings
and loan associations, and mutual savings banks
accelerated in the fourth quarter from the al-
ready high third-quarter pace (see accompany-
ing chart). Time deposits other than large money
market certificates of deposit (CD7sy at all three
types of institutions continued to expand at a
very rapid. though slightly reduced. pace in the
fourth quarter. “T'he relationship between time
deposit ceiling rates and rates on Treasury se-
curities of comparable maturity remained very
favorable.

Responding to the continued case in credit
market conditions, an increasing number of de-
positary institutions took action in the fourth
quarter to reduce their cost of funds. For ex-
ample. toward the end of the quarter some
institutions reduced offering rates or withdrew
some maturitics on certificate accounts. Many
also cut back on promotional activity that had
been used to attract deposits. Mutual savings
banks and savings and loan associations seem
(o have Tocused their actions on longer-term
certificate accounts, while banks appear to have
cmphasized the lowering of costs on short-term
time and savings deposits.

Large commercial banks permitted further
declines in outstanding large negotiable CD's
during the fourth quarter. Howcever, the attrition
in CD volume at large banks was slightly more
than offset by an increase in their net purchases
of Federal funds. The total of such money
market sources of funds of large banks thus
continued 1o increase moderately.

The impact of the growth of interest-bearing
alternatives 1o demand deposits. and the rela-
tively greater stimulus aflorded interest-bearing
deposits by declining market yields, help to
explain the divergent behiavior of the velocity

Clamees i mcome selocity ol N and M

Pereentage rute ol chitnge

20
1
4
u
I I
. [CRE
Vol
! 10
N
N
NS +
= Y
., GNP .
\/ . N
10

\ 1
74 1978 1976

Data are at seasonally adjusted anoual rates of growth.

of M-1 (V-1 the ratio of gross national product
to M-1) and the velocity of M-2 (V-2 the ratio
of GNP 10 M-2) in recent quarters. V-1 in-
creased at @ 2.7 per cent annual rate during the
fourth quarter, while V-2 declined at a 3.1 per
cent rate. During the tast year and throughout
the current expansion, V-1 has risen at an unu-
sually rapid rate. In contrast, V-2, which had
shown 1o systematic trend in previous years,
declined by 0.7 per cent in 1976,

BANK CREDIT
AND COMMERCIAL PAPER

Total loans and investments at commercial
banks increased at an 8 per cent annual rate
during the fourth quarter. somewhat above the
6.3 per cent average rate of increase during the
year as a whole. The relatively strong demands
for funds on the part of the houschold sector
were reflected it continued gains in instalment
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loans and home mortgages. During 1976 as a
whole, consumer and real estate loans accounted
for three-fourths of total loan  growth at
banks—an unusually large proportion. Banks
also stepped up their purchases of U.S. Gov-
crnment sccurities in the fourth quarter, partic-
ularly those with maturitics of less than | year,
bringing their total acquisitions for the year to
$17 billion. compared with $30 billion during
1975.

Short-term business credit- -measured as the
sum of business loans at banks plus commercial
paper issued by nonfinancial firms  recorded
the largest increase in more than 2 years.
Growth in business loans accounted for the butk
of this gain. About two-fifths of the $4 billion
increase in such lToans at all banks represented
acquisitions of acceptances by large banks, ap-
parcntly to expand their asset bases used to
calculate tax-deductible loan loss reserves. Even
after adjustment for the positioning of accept-
ances, however, growth of business loans—and
of total short-term business credit — was stronger

2. Rate spreads and changes in
business toans and commercial paper

l Change
_ -— ._l - . ——
Rate Busi Commer- |
Portod spreid? [JTCNN cral l'otal Annual
thasis loans’ paper rate lor
pamis | JR - total
’ In billions of dotlars, JLI':LHI)
scasonally adjusted
1075
Ol 237 T % 1.6 a2
Q2 170 LO 1.5 ¥ bl
Q3 121 1ot 3 (3 3.5
Q4 192 3 1.0 13 2.7
1976
Q.. 19:4 R ¥ 25 5.3
(O 171 10 19 K] 1.9
Q1 193 .5 1.2 3 O
Q4 . 180 b2 O 4N 1.3

"Prime rate fess 300 1o 59 day commiercial paper rate.

“Atall commercial banks based on Last- Wednesday of -month
data, adjusted Tor outstimding amounts of loans sold 1o allili
ates.

FNonlinanert company paper measured trom end-of month
o end-ol month,

Components ot
bank credit

Major categorics of
bank loans

Change. billions of dollars
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Scasonally adjusted. Total loans and business Joans adjusted
for tanster between banks and  their holding companies,
aflifiates, subsidiaries, or foreign branches.

than in any other quarter of the past 2 years.
Retlecting declines in short-term market yiclds,
the prime rate at most banks fell during the
quarter from 6% to 6% per cent,

NONBANK INTERMEDIARIES
AND THE MORTGAGE MARKET

Total mortgage lending again expanded strongly
in the fourth quarter, as commercial banks and
nonbank thrift institutions continued to receive
large inflows of time and savings deposits. The
combined deposits of savings and loan associa-
tions and mutual savings banks grew more than
16% per cent in the final quarter, modestly
above the 15% per cent pace for the year as
a whole.

The continuation of strong deposit growth
during the final quarter of 1976 enabled savings
and loan associations to extend new mortgage
credit at a record pace without placing signifi-
cant pressure on their liquidity positions. Out-
standing  mortgage commitments  (including
loans in process) at savings and loan associa-
tions rose to a new scasonally adjusted high of
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$25.4 billion at year-end. as these institutions
continued to dominate the market for conven-
tional - to 4-family home mortgages. Net
morigage acquisitions by commercial banks and
mutual savings banks also moved higher in the
fourth quarter, but the continued weakness in
the commercial and multifamily mortgage mar-
ket restrained the inerease in lending by these
and other institutions such as life insurance
companics. Issues of mortgage-backed pass-
through sccurities guaranteed by the Govern-
ment National Mortgage Association (GNMA)
continued to be important in the final quarter
of 1976, as extensions of credit through pur-
chases of these sccuritics were about one-fifth
above the previous quarter’s record rate.
Interest rates on new commitments for home
mortgages in the primary market moved about
10 1o 15 basis points lower in the final quarter
of 1976, while vyiclds on Government-
underwritten  home mortgages in the  sce-
ondary market declined about %2 of a percentage
point. The relative stability of primary market
rates was duc both to a limited response by
diversified lenders to the relatively attractive

3. Net change in mortgage debt outstanding

In hillions of dollars, scasonally adjusted annual rates

19775 L7606
Change e — o — o
l,)-JJ QIL)J Q[ Qar
By type of debn
Total . . . o700 e T B ud
Residentiad 0 0 L 8389 55 06 71
Other! L 1/ 7 I8 22 2}
By type ol holder:
Commercial banks .~ . . 1011 9 10 12
Suvings and loans . 036 44 49 82
Mutual savings bhanks .. . 3 3 R 4 5
Lile insurance cos. ! 4 2 3
FNMA GNMA . . . O 1 3 | |
Other® .. . .. 21 20 24 23

"Includes commercial and other nonresidential as well as
farm properties.

“Less than $300 milion.

fecludes  net changes  in mortpape backed  securities
puaranteed by the Government National Mortgage Association,
Federal Home Loan Mortgage Corporation, or Farmers Home
Administration, some of which may have been purchased by
the institutions shown separately .

“Estimated.

'Revised.

yields on primary mortgages and to extremely
strong demands by houscholds for home mort-
gage funds.

Deposits
|

Sl o ke e e s e |

Amual rate of change. per cetit

01 0l 0r GF 0s
1975 1976

Seasonally adjusted. Quarterly averages at annual rates.

SECURITIES MARKETS

Gross lTong-term debt and cquity financing by
U.S. corporations, scasonally adjusted, con-
tracted somewhat in the final quarter of 1976,
reflecting a lighter pace of new common and
preferred stock offerings. Public bond offerings
by industrial corporations—particularly prime-
rated  concerns—continued to  be  relatively
modest by recent standards, but lower-rated
industrial corporations (less than Aa), public
utilities, and finance companies continued to
restructure their balance sheets by increasing
their volume ol long-term debt issuance. In
addition, privately placed bond issues are esti-
mated to have been taken down in record
amounts during the final months of the year.

Although the $26 billion of public bond of-
ferings by domestic corporations in 1976 was
only about 80 per cent of the record volume
in 1975, private placements of debt securitics—
most of which arc for lower-rated industrial
concerns—are estimated to have increased about
50 per cent to $15.3 billion in 1976. The step-up
in private placement activity, mostly in the form
of bond acquisitions by major life insurance
companies, suggests that lower-rated corpora-
tions probably issued a record volume of new,
long-term debt in 1976.
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4. Gross offerings of new security issues

In billions of dollars. seasonadly, adjusted annual rates

I
20

Q4 T Q2] Q3 | Qi

Type ol issue

Clorporate securities: 1otal It U S SLANLS: - R )
Bonds .. A 30 3R hE 42 a2
Stocks . ... o000 £ 12 10 7

Forcign securtties . 10 1010 10

12
State and local povt. bonds 26 33 35 35 3o

‘bstimated.,
'Revised.

In addition to bond offerings by domestic
corporations, foreign bonds also continued to
be issued in large amounts in the U.S. market
during the final quarter of 1976. Public offerings
of foreign bonds were at a near record in the
last 3 months of 1976, but private placements
were below the pace registered carlier in the
year when Canadian provinees placed unusually
large issues with major institutional investors.
For the year as a whole, about $9.8 billion of
foreign bonds were publicly oftered or privately
placed in U.S. capital markets: Canadian prov-
inces and corporations accounted for more than
half of the total.

With the volume of prime-rated industrial
bond oflerings remaining relatively light and the
continuing pausc in cconomic activity contrib-
uting to an appreciable decline in market in-
terest rates, corporate bond yiclds during the
fourth quarter declined to their lowest levels in
nearly 3 years. The Federal Reserve index of
yields on newly issued Aaa-rated utility bonds
moved below 8.00 per cent in carly December.
a decline of almost ¥2 of a pereentage point from
the level of yields that had prevailed in late
September. Bond  yields continued to move
lower throughout most of December and into
January, but then the indications of a re-cmer-
gence of more robust economic activity, to-
gether with a build-up of the new issue calendar
carly in January. caused yields to move up again
and crase a large portion of their end-of-De-
cember price gains. Nevertheless, the Board's
index of Aaa utility bond yickls finished 1976

more than 1% per cent below its level at the
end of 1975,

New stock offerings continued to contract in
the last 3 months of 1976, due in large part
to reduced oflerings by manufacturing and other
industrial concerns. For the year as a whole,
new common and preferred stock offerings are
estimated to have totaled $10.7 billion, slightly
less than the total for 1975, Major factors in-
fluencing the reduced pace of offerings in the
second half of the year were the continuing
growth of internal sources of funds and the
over-all flatness in stock prices. Share prices
moved up sharply carly in the year, but then
fluctuated in a relatively narrow range through
year-end as investors became increasingly con-
cerned about the probable [uture course of cco-
nomic activity. The Dow Jones industrial
average closed the year at 1,005, compared with
852 a ycar carlicr, but price/carnings ratios
generally edged lower during the year as the
growth in earnings per share outstripped market
price appreciation.

In municipal sccuritics markets, State and
local governments continued to borrow heavily
in the long-term sector during the fourth quarter,
as secasonally adjusted new bond oflerings
cqualed the previous record established in the
third quarter of 1975, State and local borrowing
units took advantage of the lowest long-term
tax-exempt yields in 2% years to refund prior
high-cost issues, 1o reduce their dependence on
the short-term market, and to accelerate otler-
ings originally scheduled for later dates. In-
creased participation by property -casualty in-
surance companies, commercial banks, and
investment  companies—including  the newly
authorized open-end municipal bond funds—
allowed the large volume of new sccuritics to
be marketed with sharply lower vyields. The
Bond Buyer index of tax-exempt yields declined
to 5.83 per cent at year-end 1976, a decline
of nearly two-thirds of a percentage point over
the quarter and 1% per cent for the year.

The Federal Government financed about one-
fourth of its sizable deficit during the final quar-
ter of 1976 by running down its large end-of-
September cash balance. Net borrowing, at
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5. Federal Government borrowing and cash balance

Quarterly totals, in billions of dollars. not seasonally adjusted
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Treasury financing
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Change in cash balanee ] AN 4

Federally  sponsored  credit agen-

cres, net cash borrowings’ .8 1.8 3

0.2 12.7 LR
7 20 l
9.4 18.0 17,4
4.0 .7 K
6.8 2.0 57
5 1.7 3

"Includes ontlays ol the Export-lmport Bank, Pension Benetit Guaranty Corporation,
Postal Service Tund, Rural Llectritication and Telephone Revolving Fund, Rural Tele
phone Bank, Housmy tor the Blderly or Handicapped  Fund. and Federal Financing

Bank.

TCheeks issued less checks paid. accrued items and other ransactions.

‘Includes debt of the Federal Hlome Loan Morigage Corporation. Federal home Toan
hanks, Faderal Gt bunks. Pederal intermediate credic baaks, Banks (or cooperatives,
Federal National Mortgage Associanon Gincluding discount notes and secutities puaran
tead by the Government National Mortgage Association), and tarm credit banks.,

$17.4 billion. was little changed from the level
of the third quarter. The U.S. Treasury contin-
ued to pursue the objective ol lengthening the
maturity structure of its marketable debt, al-
though somewhat less aggressively than during
the preceding two quarters: it raised only $2.5
billion of net new money with Treasury bills
compared with $11.1 billion of coupon issues.
Sales of savings bonds, State and Jocal govern-
ment series  obligations,  and  nonmarketable
foreign series issues accounted for the remaining
$3.8 billion of the Treasury’s net cash borrow-
ings.

The Federal Reserve System purchased about
$1.3 billion of U.S. Treasury coupon issues and
Federal agency securities during the final quarter

of 1976, while its holdings of bills declined by
almost $900 million. For the year as a whole,
the System’s securities portfolio increased $9.8
billion. with about two-thirds of this amount
accounted for by a rise in outright holdings of
seeurities. Acquisitions of Treasury coupon se-
curities accounted for about 85 per cent of the
net outright purchases. while the System’s bill
holdings increased more than $850 million. The
increase in the System’s securitics portfolio
principally served to olflset increases in currency
outstanding and Treasury balances held with the
Federal Reserve: the System’s member bank
reserve balances posted a modest decline when
measured  from  year-end 1975 to year-end

1976.
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Statements to Congress

Statement by Stephen S. Gardner, Vice Chair-
man, Board of Governors of the Federal Re-
serve System, before the Commerce, Consumer,
and Monetary Affairs Subcommittee of the
Committee on Government Operations and the
Financial Institutions Supervision, Regulation
and Insurance Subcommiittee of the Committee
on Banking, Finance, and Urban Affairs, U.S.
House of Representatives, February 2, 1977.

Mr. Chairman. members of the committees.
These introductory remarks will be brief. The
General Accounting Office (GAQ) report on
Federal bank supecrvision alrcady contains the
comments of the agencics. | would like to move
on to an cvaluation of major findings in the
study.

The data and recommendations in the report
viewed in the perspective of the entire U.S.
banking system confirm the judgment that the
industry is sound; that it has weathered the worst
economic conditions since the 1930’s: that, as
a result of this experience, some additional
supervisory powers to control abuscs are de-
sirable; that formal coordination between agen-
cics would be helpful; that the agencies them-
selves have begun many new programs to refine
examination techniques; and that no basic revi-
sion of the Federal structure of bank supervision
is required.

The economy in 1974 and 1975 experienced
the longest and most severe recession in the
post-World-War-11 cra. During this period, real
GNP fell five consccutive quarters, industrial
production fell sharply, and unemployment
reached a post-World-War-1I high of 8.9 per
cent. The 14,000 commercial banks in our di-
verse and regionalized banking system are the
principal suppliers of credit to business. Their
loan portfolios are a mirror image of America’s
industrial and commercial economy. Only the

uninformed would not ¢xpect the banking sys-
tem to be subjected to the financial pressures
of an historic recession following immediately
after a severe period of inflation. Banks, how-
cver, were generally able to cope with these
extraordinary problems. And there are no con-
clusions in the GAQ study that suggest we do
not still have a viable and sound banking in-
dustry.

Federal oversight of banking and the per-
formance of the supervisory agencics aided in
the achievement of this result. In addition to
supervising banks and other depositary institu-
tions, Federal and State experts annually exam-
ine banking and thrift institutions. No other
private industry is subject to such detailed Fed-
cral and State financial reviews. The experience
of decades, through periods of changing cco-
nomic conditions, has gone into the evolution
of this process. The system, which was cssen-
tially completed and enacted by the Congress
in the 1930’s, has served the country well.

Let me substantiate this. The GAO study
dirccts considerable attention to banking prob-
lems and ‘‘problem banks.’” Relatively few
banks, less than 5 per cent of the 14,000 banks
in the United States, have been on the ““problem
lists’” of the agencies at any on¢ time. More-
over, as the data prepared by the GAO show,
the composition of these lists changes frequently
as problems are identified by the regulators and
resolved by the institutions. Only a small per-
centage of problem banks actually fail. In the
difficult period from 1970 through 1975, there
were only 42 bank failures and most such insti-
tutions were relatively small. In the majority of
these cascs, the supervisory agencies were able
to arrange takeovers of the failed institutions by
healthy banks. Few were ligquidated, and this
permitted uninterrupted services to customers
and held losses to uninsured depositors to a
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minimal aggregate dollar amount. It scems un-
necessary to compare the percentage and num-
bers of bank failures to the many thousands of
business liquidations and bankruptcies or to
compare the number of bank failures in the carly
193(’s with the entire period since that time.

[ would also like to clarify the use of the
term ““problem lists.”” The GAO study based
some of its conclusions of supervisory ellec-
tiveness on the length of time a given institution
remained on such lists. ‘The majority of banks
on these lists were institutions that had experi-
enced some difliculties and had been identified
as needing more than the usual degree of super-
visory attention and monitoring. Supervisory
performance should not be measured by the
number of institutions that the supervisor be-
Heves warrant close attention and/or the length
of time such attention is given. That may also
be a measure of the supervisor’s alertness. In ad-
dition, it should be recognized that there are
banking institutions—fortunately not maiy—-
that are only marginally successful businesses
but that provide essential services to their com-
munities. If the supervisors believe they can
work closcly with the bank and safely let it
continue, they may find it necessary o maintain
close scrutiny for a number of years. We believe
this is a responsible policy that is in the public
interest.

The GAO study has resulted in considerable
attention being focused on the number of vio-
fations of law uncovered by bank examiners.
The GAO study, however, quite correctly points
out that many of these violations were of a
technical nature and had little or no impact on
the financial soundness of the institutions. Fur-
ther, the very fact that examiners uncovered
such violations demonstrates the ceffectiveness
of the examination process. They found such
violations, technical or otherwise, in reviewing
tens of miltlions of transactions of the kind
indigenous to the complex [1.S. ecconomy today.

In the important arca of consumer affairs, the
Board of Governors of the Federal Reserve Sys-
tem has had the major responsibility for drafting
companion regulations for the surging growth of
legislation that has taken place over the past 2
years. The Board's newly organized Division of

Consumer Aflairs is working closely with the
other agencies and has formed a task force to
develop methods to enforee the newly enacted
consumer credit laws. A cadre of examination
specialists is being trained to concentrate on
inspection for compliance with consumer pro-
tection statutes. Two schools on consumer regu-
lations were conducted in 1976 and four are
planned for 1977. In addition. examination
manuals that deal with the full array of consumer
regulations have recently been prepared. A new
cxamination report form dealing exclusively with
this arca has been developed and is expected to
be in use in the near future. In short. prior to the
GAQO study. we had been moving ahead vig-
orously to insure implementation of these new
laws.

The percentage of problem institutions among
bank holding companies is relatively as small
as the pereentage of problem banks. In discuss-
ing holding companies, it is again necessary to
scek perspectives. Despite the flurry of acquisi-
tion activity in the ecarly 1970’s, most of the
major bank holding companies continue to be
primarily commercial banking operations with
less than 5 per cent of their total asscts repre-
senting nonbank activities. There arc some
1.800 bank holding companies. and they control
banks that hold more than two-thirds of the total
U.S. banking deposits. While there are dramatic
instances in which nonbank activities contrib-
uted signilicantly to banking problems, there are
many more instances when this did not occur.
This is due in large part to the tradition of sound
banking that has been fostered across the dec-
ades by our bank supervisory system.

Following the 1970 amendments to the Bank
Holding Company Act, there were some in-
stances ol cxcessive expansion, and in early
1974 the Board adopted a **go slow™ policy
concerning holding company and bank expan-
sion. This policy, which curbed expansion, was
instituted because the Board believed that man-
agerial and financial resources in some instances
needed to be used first and foremost to
strengthen existing operations of bank subsidi-
arics, some of which had experienced sharply
declining capital ratios. The Board took other
actions, such as the use of cautionary letters
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concerning  credit  expansion.  These  efforts
helped to slow and discipline the accelerating
growth of the U.S. banks in the carly 1970’s.
The impact of the recession would have been
more severe had these actions not been taken.

In October 1974 the Board's request for
ceasc-and-desist authority over bank holding
companies was granted. Since that time, the
Board has significantly expanded its supervisory
efforts and has concentrated primarily on bank
holding companics exhibiting problems. The
on-site inspection program for bank holding
companies has been stepped up. and a relinement
of the System’s computer-based monitoring ca-
pabilities is under way. In the 26 months the
Board has had the authority. it has issued 12
ccasc-and-desist orders and 12 written agree-
ments against holding companices.

Far more important than the issuance of
cease-and-desist orders have been the numerous
instances in which Federal Reserve personnel
have advised holding companics to defer ex-
pansionary programs. The withholding of super-
visory approval needed by bank holding com-
panies that seck 1o engage in additional activitics
or, in some cases, to expand their present
operation has proven to be a most effective
supervisory tool. T am sorry that we do not have
a precise record of the number of occasions
when Federal Reserve personnel have advised
holding companics against submitting expan-
sionary proposals until bank deficiencies were
corrected.

The GAO study makes a number of recom-
mendations  to assure greater  uniformity in
supervisory procedures among the agencies.
Scnator Stevenson introduced the Federal Bank
Examination Council Act (S. 3494) in May
1976. Such a council would cstablish uniform
standards and procedures for Federal cxamina-
tion of banks as well as uniform reporting sys-
tems and joint schools for examiners. The Board
supports such legislation. A proposal along
those lines would accomplish most of the ob-
jectives set forth in the GAO study’s comments
on uniform procedures. Even without such leg-
islation, the Board intends to continue to work
toward more effective coordination with the
other agencics.

The GAO study also confirms the desirability
of expanded supervisory legislation. 'The Board
reccommended such measures to the Congress
as carly as Scptember 1975, The legislation
proposed in H.R. 9743 and S. 2304 would have
provided civil penalties for violations of a num-
ber of provisions of Federal law. [t would have
imposed new restrictions on a bank’s transac-
tions with insiders and placed the agencies in
a position to make more effective use of the
Financial Institutions Supervisory Act of 1966.
These bills were not enacted. but the Board
intends to propose similar measures again.

The principal recommendations in the GAO
study relate to refinement of examination tech-
niques. changes in the formats of examination
report forms, and improved communications
with the banks. Most of the recommendations
appear sound. In fact. they involve concepts that
have been extensively discussed and considered
by bank supervisors, and some, in varying de-
grees, have been implemented. For example,
the GAO recommends that the examiner meet
with the bank’s board of directors after cach
cxamination. The Tederal Reserve has used a
similar technique through its policy of insisting
that the board of directors of all Statc member
banks be informed of the cxaminers’ findings.
In most examinations this is done by requesting
the directors to approve the bank’s reply to the
examiner’s report. Many meetings with direce-
tors have also been held. In addition, it is Board
policy that such a meeting be required in those
instances when there has been a marked deteri-
oration in the condition of the bank. Reserve
Bank officials are routinely expected to request
meetings with bank directors whenever they feel
it is appropriate.

The further evolution and improvement of the
supervisory system will be aided by congres-
sional action on the legislative proposals that
arc supported in the GAO study. There is ap-
propriate cvidence in the GAO study that the
supervisory agencies have adopted systems and
procedures to meet significant changes that have
occurred and will continue to occur in the in-
dustry they oversee. We have a comprehensive
system of Federal oversight of banks. It has been
improving, but it can be improved further as



many of GAQ’s suggestions indicate. Never-
theless, the present system has been well con-
ceived. and. judged on the record of the industry
it regulates, it has been successtul,

1 would also like to make an observation
concerning the role of bank supervision. Bank
examination and supervision should not only be
directed at sccuring compliance with laws and
regulations and assuring the safety and
soundness of depositors’ funds but supervisors
also should manage their responsibilities in the
broadest sense of the public interest. so that the
community and the cconomy have competitive,
vigorous. and sound banking units. A system
of bank regulation that goes beyond these goals
imposes social costs and cconomic dangers. [t
is not the job of the supervisors to determine
whether specific loans or types of loans should
or should not be extended or even how a bank’s
resources should be used except when such
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actions contravene law or imperil the safety and
soundness of the bank.

In closing, 1 wish again to note that the U.S.
cconomy is in the process of recovering {rom
a prolonged and severe recession, which saw
the near collapse of the construction and housing
industries. The commercial banking system has
made progress in managing the loan problems
that have arisen from those hard-hit industries
and from other borrowers adversely allected by
the sharp cconomic downturn. The experience
with the problems encountered during this re-
cessionary period has increased the awareness
of some bank managers as to the risk factors
in banking and improved their ability to assess
and deal with such risks. It has also pointed
to the need for some additional legislation and
for some improvements in supervisory tech-
niques. The Federal Reserve has taken steps to
meet these needs. i

Statement by Arthur 1. Burns, Chairman,
Board of Governors of the Federal Reserve
Svstem. before the Committee on Banking, Ii-
nance. and Urban Affdirs, U.S. House of Rep-
resentatives, I'ebruary 3. 1977.

[ am pleased to meet once again with this
distinguished committee to present the report of
the Board of Governors of the Federal Reserve
System on the condition of the national economy
and the course of monetary policy.

When 1 last met with you in July 1976, the
growth of cconomic activity had begun to slow
perceptibly, after a year of brisk recovery. At
that time. I noted that the balance of cconomic
forces suggested an carly return (o stronger rates
of expansion in production and employment.
The favorable turn of events during the past
several months indicates that our cconomy s,
in fact, emerging from the recent pause.

Periods of retardation in economic growth,
followed by a renewed upsurge of cconomic
activity, have been a fairly common feature of
business-cycle expansions. In 1962, for c¢x-
ample, the growth of output slowed markedly

for several quarters, but a more rapid pace
resumed in 1963, Farlier, economic expansion
appeared to falter in late 1951 and carly 1952,
and then picked up with some vigor. Looking
back still further to the business cycles before
World War 11, we (ind that periods of retarded
growth and subsequent resurgence frequently
occurred during the longer phases of cconomic
CXpansion.

The improvement in the condition of the
national cconomy over the past scveral months
is duc in some measure to the impetus provided
by governmental policies. Monetary policy re-
mained accommodative throughout 1976, In-
deed, open market operations by the Federal
Reserve sought late last year to encourage
somewhat more ample supplies of money and
credit. Also, the discount rate on loans to mem-
ber banks was reduced in November, and re-
serve requirements on demand deposits were
again lowered in December. By promoting some
casing of conditions in the money and capital
markets at a time of business hesitation, these
actions helped to bolster the state of business
and consumer confidence.
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Fiscal actions also became more stimulative
during the latter half of 1976. Expenditures of
the Federal Government, as mcasured in the
national income and product accounts. fell short
of official projections during the first half of last
year. Later in the year, as a part of the carlier
shortfall was made up, Federal expenditures
rose rather rapidly.

These facts deserve only passing notice. The
noteworthy feature of the recent pick-up in
business activity is that it mainly resulted from
the normal workings of sclf-corrective forces
within the private cconomy. Last summer, many
manufacturers curtailed production of items for
which inventories were rising too rapidly. Re-
tailers. in their turn, offered price concessions
to consumers and increased their advertising in
order to stimulate sales. Before long, consumers
began to respond energetically. Retail sales re-
gained strength in October and then moved up
substantially further in the closing months of
the year.

Homebuilding activity, which has been in an
upward trend since carly 1975, also rose signif-
icantly late last year in response to improving
conditions in the mortgage and real estate mar-
kets. The strong underlying demand for hous-
ing-—especially in sections of the country ex-
periencing rapid population growth-—led to a
rapid increase in sales of new and existing
homes and to a rising fevel of new starts for
both single-family and apartment dwellings.
Total housing starts during the last 3 months
of 1976 advanced nearly 15 per cent from the
preceding quarter and reached the highest level
in more than 3 years.

Thus, despite some weakening in the pace
of business investment in fixed capital, the
physical volume of final purchascs— that is, all
purchases of goods and services except for ad-
ditions to inventorics—rose at an annual rate
of almost 5 per cent in the fourth quarter. This
was the most rapid advance of any quarter
during 1976. The strengthening of final pur-
chases enabled business firms across the Nation
to work off a good part of the excess inventorics
that had accumulated over the preceding
months. True, the aggregate volume of business
inventories rose further in the fourth quarter,

but the rate of advance was much slower than
in the summer and much slower also than the
increase in final sales. This reduced pace of
inventory accumulation, along with strikes in
some major industries, was responsible for a
disappointing performance of physical output
during the final quarter of last year. But it st
the stage for a return to a more vigorous rate
of economic expansion by bringing sales and
stocks into better balance.

Actually, the pace of orders and production
has alrcady begun to quicken. New orders for
durable goods began moving up in November
and rose sharply further in December. The out-
put of our Nation’s factorics, mines, and power
plants also rebounded sharply in November, as
the depressing impact ol major strikes abated:
and another strong advance of production was
registered in December.

Conditions in labor markets were improving
noticeably around year-end. Employment rose
briskly in December, and unemployment de-
clined across a range of industrics, The reduc-
tion in unemployment among hcads of housc-
holds was particularly encouraging. A strength-
ening of demand for labor has also been evident
n the recent declining rate of layofls and the
rising pace of new hires at manufacturing es-
tablishments. With employment growing more
rapidly. the volume of personal income during
the fourth quarter rose at an annuai rate of nearly
1 per cent—half again as fast as in the previous
J-month period.

Activity in the current quarter is being ad-
versely affected by plant shutdowns in many
parts of our country as a result of shortages of
natural gas and other fuels. The diflicultics im-
posed on many American familics by the bitterly
cold winter will be long remembered. but 1 do
not expect large or lasting cffects on the per-
formance of the cconomy during 1977,

Thus, further good gains in economic activity
scem very likely during the course of this year.
Consumers arc now spending more freely —the
pereentage of disposable personal income spent
on goods and services during the fourth quarter
was the highest in several years. Except for
arcas where the weather has been unfavorable,
retail sales during January appear to have con-



tinued at a satisfactory pace. Morcover. con-
sumers have built up their stock of liquid assets
substantially during the past year, and they have
also been cautious in adding to their debts. The
over-all financial condition of the houschold
sector has thus improved, and this will contrib-
ute to stronger consumer markets in the months
ahead.

Prospects for residential construction are also
bright. Construction of single-family homes has
already rebounded sharply. and production of
multifamily units is now gradually recovering
from overbuilding and the other problems that
had been troubling this sector. Mortgage credit
is in ample supply. Commitments by thrift insti-
tutions for home mortgage loans are at record
levels: the inflow of savings to these institutions
is continuing at a high rate: and mortgage interest
rates are gradually declining. Housing  starts
should therefore continue to move up at a good
pace.

Our cxport trades. too. can he expected to
improve during 1977, Muny foreign cconomics
experienced a retardation of growth last year just
as we did, and they too are likely to enjoy a
pick-up in the tempo ol activity relatively soon,
The demand for our exports should therefore
increase. Of course, our imports will also be
increasing as the domestic cconomy continues
to expand, so that our net trude balance may
not improve appreciably during the course of
this year. The growth of imports, however, is
not expected to be as rapid as it was in 1976,
and nct income from services should increase
further. Thus. our deficit on current account
with other countries will probably be rather
moderate in 1977,

Business spending should contribute substan-
tially to cconomic expansion this year. Inven-
tory tnvestment may proceed at a cautious pace
for a little while longer; but with consumer
purchases continuing to  grow satislactorily,
business firms will soon have to add substan-
tially to their inventories.

Outlays for plant and equipment should also
strengthen as 1977 unfolds. During the course
of this recovery. businessmen have been plan-
ning for the future with considerable caution,
Additional hesitancy  developed  last summer
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when the pace of expansion slowed. and a few
firms postponed new projects while some others
stretched out their capital expenditure programs.
These attitudes are now changing. Confidence
has been strengthened by President Carter’s firm
statement rejecting wage and price controls, as
well as by the recent trend of business develop-
ments.

I feel reasonably confident that 1977 will be
a good year for the Nation's economy., but this
is no time for complaceucy. Much remains o
be accomplished. Although the proportion of
our adult population holding jobs has been ris-
mg, more than 7 million people are still out
of work. and our labor force is growing very
rapidly. Last year women entered the labor foree
in exceptionally large numbers. and the total
number of individuals at work or secking em-
ployment rose on an unprecedented scale—by
2.8 million.

Although uncmployment is widespread, the
inflation from which our country has also been
suflering has not come to an end. Despite heart-
ening progress over the past 2 years, prices are
still rising at a troublesome rate. In 1976 con-
sumer prices on the average rose about 5 per
cent  down from 7 per cent in 1975 and 12
per cent in 1974, But the Amwerican people are
not content to live with a 3 per cent rate of
inflation, nor should they be. If the general price
level were o continue rising at a rate of 5 per
cent a year, the value of a family's savings—-or
the purchasing power of @ retiree’s pension
check-+would be cut in half in just 15 years.
Worse still, if a § per cent rate of price advance
were to be accepted complacently by Govern-
ment, inflationary expectations would intensity,
and the actual rate of price increases would then
almost certainly move toward higher levels.

Unfortunately, it will be difficult to achieve
a significant reduction in the rate of inflation
in the immediate future. Wholesale prices of
industrial commaditics rose during the past half
year at an annual rate of over 9 per cent. At
the consumer level, prices of heating fuels and
gasoline have of late been rising rapidly again,
As the pace of economic activity quickens in
coming months, pressures could develop for
larger and more widespread increases in wages
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and prices than we have recently experienced.
The outlook for prices is thus a worrisome
matter, and it must be given very careful atten-
tion. For a durable prosperity will not be
achicved in our country until we gain better
control of the inflationary forces that have dam-
aged our economy for more than a decade.

There are several other longer-range problems
to which public policy must attend. During the
past decade, increases in the output per manhour
in the private scctor have averaged less than 2
per cent a year—a substantial decline from the
3 per cent rate achieved during the preceding
decade. There are numerous rceasons for this
sorry performance. For one thing, the work
habits of the American people are not what they
once were: absentecism s a growing problem
for many firms. and there are other manifesta-
tions of less dedication by workers. Another
reason is that the expansion and modernization
of our industrial plant has been inadequate. Last
year, our country devoted less than 10 per cent
of its total output of goods and services to the
production of new plant and equipment. Other
industrialized nations have been committing a
much larger fraction of their resources to capital
formation than we—and they have also been
experiencing faster economic growth.

Public policy must also come to grips with
the need to revitalize our central citics. with the
need to reform a welfare system that has become
chaotic and inordinately costly, and with the
nced to strengthen our national sccurity by re-
gaining substantial independence in the energy
arca. Lnergy consumption is rising rapidly
again, and the recent very cold weather has
reminded us poignantly of the critical role
played by supplics of natural gas and petroleum
in our cconomy. The shortage of natural gas
is now receiving constructive attention from the
Congress. But, unfortunately, we are still at the
mercy of a few oil-exporting countries; in fact,
our dependence on foreign sources of oil s
substantially farger now than at the time of the
1973 oil embargo.

We will not solve this or our other longer-
term problems simply by loosening the Federal
purse strings and letting the money roll out. That
course would sooner or later accelerate inflation

and thereby create other, and perhaps cven
greater, economic problems. It should be abun-
dantly clear by now that a healthy and prosper-
ous cconomy can be achicved only by pursuing
policies that are consistent with steady progress
toward restoration of general price stability.

That principle is continuing to guide Federal
Reserve policy. Over the past year, growth rates
of the major monetary aggregates have not been
excessive, and our projected ranges for the
future have been gradually reduced. This course
of action, by dampening inflationary cxpecta-
tions, has helped to restore public confidence—
both here and abroad—in the value of our cur-
rency and in the future of our economy.

Mainly as a result of this lessening of infla-
tionary fears, interest rates have not increased
as they usually do in a period of cyclical expan-
sion. In fact, the level of interest rates on short-
and long-term sccurities is appreciably lower
now than it was at the beginning of cconomic
recovery in 1975,

Thus. the monctary policy we have pursued
has fostered conditions in financial markets that
have aided the process of cconomic recovery.
Supplies of credit have been ample. In fact, the
volume of funds raised by the nonfinancial sec-
tors of the ceconomy has increased considerably
faster than the dollar value of the gross national
product. Mcanwhile, the financial condition of
business firms has improved materially; and
financial institutions have rebuilt their liquidity,
so that they will be able to accommodate a
substantial vise of credit demands in the months
ahead.

The growth rates of major monetary aggre-
gates have remained relatively close to those we
had expected carlier. In the year ended in the
fourth quarter of 1976, M-1—that is, the money
stock defined narrowly so as to include only
currency and demand deposits—rose 5.4 per
cent, somewhat below the midpoint of the range
projected a year ago. In contrast, M-2- —~which
also includes savings and consumer-type time
deposits at commercial banks-—increased 10.9
per cent. just above the upper end of its pro-
jected range. Growth of M-3—a stll broader
mecasure ol money that ¢ncompasses. besides
the components of M-2, the deposits at savings



banks. savings and loan associations, and credit
unions—amounted to 2.8 per cent. and also
exceeded its range by a small margin.

There was an unusually wide gap during the
past vear between the growth rates of M-1 and
the broader monetary aggregates. This stemmed
in large measure from changes in financial mar-
kets that have served o reduce reliance on
demand deposits for handling monetary trans-
actions. Recent financial innovations have im-
portant implications for the conduct of monetary
policy, and it may therefore be worthwhile to
comment on them.

Elements of the innovational process cur-
rently under way in {inancial markets can be
traced as far back as the carly 1950°s. When
interest rates rose during the cyclical upswing
of 1952 and 1953, some large corporations
began 1o invest their spare cash in Treasury
bills. In subscquent years, more and more firms
increased their efforts to develop better systems
of cash management, so as 1o minimize holdings
of demand  deposits  which-—under  existing
law - bear no interest. In time, individuals
began to emulate business practices—Dby shift-
ing idle funds into liquid market securities or
savings deposits.

[n the late 1950°s and carly 196(07s, the inno-
vational process was accelerated by more ag-
gressive efforts of commercial banks, especially
the larger institutions, to bid for loanable funds.
Major cflorts were made to attract the highly
interest-sensitive  funds  of  corporations  and
other large depositors. For example, banks in
the money market centers began in 1961 to sell
large-denomination certificates of deposit on a
significant scale; and a sccondary market, which
soon developed for these instruments. enhanced
their acceptability.

With inflation pushing interest rates to ex-
traordinary heights during the past decade, both
business firms and individuals have intensificd
their scarch for ways to minimize holdings of
non-interest-bearing  assets,  Financial  institu-
tions, meanwhile, have been competing actively
to meet the public’s needs. As a consequence,
the innovational process has accelerated. An
array of new financial instruments and practices
has developed that has enabled the public to

hold an increasing fraction of its transactions
balances in interest-bearing form.

For example. the so-called negotiable order
of withdrawal (NOW) accounts have grown
steadily in the New Lngland States, and they
serve elfectively as checking accounts for many
individuals. Smaller businesses and State and
local governments nowadays hold a significant
part of their cash balances in the form of savings
accounts at commercial banks: which only re-
cently were granted authority 10 aceept such
deposits.  Morcover, many  individuals  are
learning to use savings accounts for transactions
purposes by making payments through third-
party transfer arrangements, or by telephonic
transfers of funds from savings to demand de-
posits to cover newly written checks. Others are
using money market mutual funds for the same
purpose. And still others have worked out over-
draft arrangements with their banks to reduce
the amount ol funds held in demand deposits
bearing no interest.

[n projecting its monetary growth ranges. the
Federal Open Market Committee has had to
keep these developments of financial technology
carcfully in mind because they alfect the rates
of growth ol monctary aggregates that are
needed to sustain economic expansion. At its
meeting about 2 weeks ago, the Committee
adopted ranges for the year ending in the fourth
quarter of 1977 that ditfer only a litde from
those announced last November. For M-1. the
previous range of 4% to 6% per cent has been
retained. For A-2 and M-3, the lower bounda-
ries of the ranges were reduced by a half of
a pereentage point. Consequently, the new
range is 7 1o 10 per cent for M-2 and 8% to
I1% per cent for M-3,

The downward adjustment of the lower
boundary of the ranges for M-2 and M-3 largely
reflects technical considerations, By historical
standards. growth of the broader measures of
money in 1976 was relatively rapid in relation
1o growth of M-1. Over the course of last year.
M-1 rose 5.4 per cent, very close to the 5.6
per cent average of the preceding 10 years. But
M-2 increased 10.9 per cent in 1976, in contrast
to an average yearly rise of 8.3 per cent over
the preceding decade; and M-3 incrcased 12.8
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per cent, in contrast to an average annual in-
crease of 8.8 per cent in the preceding 10 years.

It seems likely that growth rates of these
broader aggregates will move back toward his-
torical norms in 1977. Last year the growth of
M-2 and M-3 was influecnced by shifts of exist-
ing stocks of financial asscts from market sc-
curities to time and savings deposits. This ad-
justment of assets may not go much further.
Moreover, some banks and thrift institutions,
having experienced larger inflows of funds than
they can readily invest, have of late taken steps
to slow deposit inflows—by reducing the inter-
est rate offered on savings certificates and de-
posits, or by curtailing promotional activity, or
in other ways. These actions should tend to
moderate the growth of M-2 and M-3 without
impairing the flow of funds for homebuilding.

Besides these technical considerations, the
adjustment of the lower limit of the projected
ranges for M-2 and M-3 reflects the Federal
Reserve’s firm intention to continue moving
gradually toward rates of monctary expansion
that over the longer run arc consistent with
general price stability. The step we have taken
on this occasion is a very small one, but it may
still bolster the confidence of the public in the
commitment of the Federal Reserve to do what
it can to unwind the inflation from which our
economy continucs to suffer.

The projected range for M-1 in the year ahead
reflects our assumption that the financial inno-
vations now in train will continue to reduce
materially the proportion of transactions bal-
ances that are held in the form of currency and
demand deposits. If our assumption is correct,
the range we have projected for M-1, together
with the ranges projected for M-2 and M-3,
should be adequate to finance a faster rate of
growth of physical production in 1977 than we
experienced in 1976. 1 must note, however, as
I have repeatedly in the past, that profound
uncertainties surround the relationships among
the various monetary aggregates and between
rates of monetary expansion and economic per-
formance. We shall therefore monitor emerging
developments closely and stand ready to modify
our projected growth ranges as circumstances
may dictate.

Let me also take this opportunity to state once
again that substantial further reduction in growth
rates of all the major monetary aggregates will
be needed over the next few years if our Nation
is to succeed in halting inflation. The long-run
growth rate of physical production at full em-
ployment has declined in recent years and is
probably around 34 per cent at present. Judging
by the experience of the past two or three
decades, a stable price level would require a
rate of expansion in M-1 that over the long run
is well below the growth rate of total output.
Growth rates of the broader monetary aggre-
gates consistent with general price  stability
might be somewhat higher than long-term
growth of output; but in any cvent they would
have to be tar below the rates experienced in
recent years.

Our Nation needs to make progress during
1977 in creating more jobs and in expanding
our industrial capacity. We at the Federal Re-
serve fully recognize this fact, as our recent
policy actions have made clear. We are also
mindful of the need to make further progress
in the battle against inflation. Highly cxpan-
sionist policies that seek to achieve striking
gains in cconomic activity with little or no
regard to their inflationary consequences are apt
to fail. Once inflationary expectations arc in-
flamed, conditions in financial markets will de-
teriorate, and the confidence of businessmen and
consumers will be eroded. Hopes for a sustained
cconomic recovery would then be undermined.

Public policy must find a middle ground.
Deficits in the Federal budget must be scrupu-
lously watched and gradually reduced. Growth
in supplies of money and credit must also be
brought down gradually to rates consistent with
general price stability.

Our Nation has paid a heavy price for per-
mitting inflation to get out of control in the late
1960’s and carly 1970°s. We must not lose sight
of that fact. The substantial progress we have
made in slowing inflation since 1974 has helped
to heal our cconomy. Gradual restoration of
price stability is within our mcans. Unless we
stay on that course, the lasting prosperity to
which the American people aspire will continue
to elude us. U
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o Statement by Philip C. Jackson, Member,

“Board of Governorsfof the Federal Reserve
S y.s‘lﬂth hefore the Consumer Affairs Subcom-
mittee of the Committee on Banking. Finance,
and Urban Affairs. U.S. House of Repre-
sentatives, February 9. 1977.

Mr. Chairman, [ appreciate this opportunity to
participate on behalf of the Board of Governors
of the Federal Reserve System in your subcom-
mittee’s hearings on the current status of con-
sumer credit laws. While it supports the basic
public purposc of consumer credit legislation,
the Board has become increasingly concerned
about the degree of complexity and overlap of
existing laws and hopes the situation can be
clarified and simplified. It is small wondcr that
the members of the Congress and of the Board
have received a substantial quantity of com-
plaints, particularly from small creditors, stating
that they have difliculty understanding  and
complying with all of the laws. Some responsi-
ble observers are now questioning whether the
existing regulatory framework is providing ben-
cfits to the public commensurate 10 its costs.

To give perspective to the issues we will
raise, 1 would like first to provide a brief review
of consumer credit legislation in our country.
I will also report generally on the Board's ¢x-
perience to date as the principal agency charged
with writing regulations to implement Federal
legislation in this field. Finally, 1 would like
o suggest some matters your commitiee may
want to consider.

With rare cxceptions, consumer credit regu-
latory legislation prior to 1968 was cnacted by
the various States rather than the Federal Gov-
ernment. Even then the laws were complicated.
Most States have long had laws setting a ceiling
on the price for loans to consumers. To this
basic legislation, most States over time have
added a multiple layering of special conditions
and rules.

Your own home State of Hlinois, Mr. Chair-
man, is a typical example. | am told that vir-
tually no consumer credit transactions take place
under the [linois basic interest ceiling law,
Instead, they occur under many different laws.
For example, the Retail Installment Sales Act

governs the credit sale of goods other than motor
vehicles, which fall under the Motor Vehicle
Retail [nstallment Sales Act. There are six sep-
arate, but partially overlapping, laws in [llinois
governing consumer loans. Lach of these dif-
ferent laws tends to have its own set of special
requirements for contract provisions, notices.
administration. advertising, insurance, disclo-
sure. and retated matters. Thus. even without
Federal fegislation, the statutory situation was
complex.

The Federal Government entered the con-
sumer credit field initially through various credit
programs concerning home mortgage credit, in-
surance or guarantics, and larm credit. The
Board of Governors first began to regulate con-
sumer credit practices in 1968 with the passage
of the Federal Consumer Credit Protection Act,
commonly known as Truth in Lending. The Act
directed the Board to write implementing regu-
lations, which became Regulation 7.,

Since 1968 the Congress has passed seven
major amendments to the Consumer Credit Pro-
tection Act, as well as three separate disclosure
statutes involving credit terms. Significantly. 8
of these statutory changes have been enacted
since October 1974- - period of less than 28
months-—and 9 of the 10 laws have required
implementing regulations.

Specilically, the statutory changes include in
chronological order:

1. The Fair Credit Reporting Act (1970),

2. The Credit Card Amendments to Truth in
Lending (1970).

3. Technical Amendments to Truth in Lend-
ing (1974).

4. The Fair Credit Billing Act (1974).

5. The Equal Credit Opportunity Act (1974).

0. The Real Estate Scttlement Procedures
Act (1974),

7. The Federal Trade Commission Improve-
ment Act (1975).

8. The Home
(1976,

9. The Consumer Leasing Act (1976).

10, Amendments to the Equal Credit Oppor-
tunity Act (1976).

At the direction of the Congress, the Federal
Reserve has been involved in developing written

Mortgage  Disclosure  Act
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regulations under all but one of the Acts. The
Board also issues official interpretations of its
regulations. Recently, the Congress empowered
the Board to authorize oflicial stafl’ interpreta-
tions upon which creditors could rely without
fear of civil liability, and the stall has begun
issuing these interpretations. In addition, our
staff has historically answered informal inquirics
about the regulations. Although these stall in-
terpretations do not have the foree and cffect
of law, most conscientious creditors react to
them as if they did. Finally, the courts have
been oflering further interpretations of the Acts,
regulations, and interpretations. At this time,
there arc several hundred reported decisions on
Truth in Lending alone.

In addition to implementing relatively spe-
cific statutory provisions. the Federal Trade
Commission and the Board have been directed
by the Congress to issue rules and regulations
defining and outlawing unfair or deceptive trade
practices under the 1975 FTC Improvement Act.
Currently pending under that authority are three
detailed trade regulation rules proposed by the
Commission: the Creditor Practices Rule, deal-
ing with collateral and collection practices: the
creditor amendment to the Rule Preserving
Consumers” Claims and Defenses (the so-called
Holder Rule); and the Used Motor Vehicle
Rule.

In summary. we now have a system that
layers State laws, State regulations, Federal
laws and regulations, stafl interpretations, and
State and Federal court decisions.

Il one had the advantage of knowing in ad-
vance that the governmental control of con-
sumer credit would develop in the form 1 have
outlined, two conclusions could readily have
been drawn. First, State and Federal law would
not fit very well together and. therefore, would
produce substantial conflicts and  difliculties.
The second would be that the entire consumer
credit regulation framework would be complex
and difficult to understand, administer, and
comply with.

The relationship between State and Federal
law is complicated by provisions in many of
the Acts the Board administers relating to pre-
emption or exemption of State law. When

should a State law be pre-empted by a Federal
law? When should transactions within a State
be exempred from a Federal law? Further con-
fusion arises from the fact that the various
statutes sct dilferent standards applicable to dif-
ferent arcas of law. In addition, the problem
is more complex because the subject matter and
purposes ol these statutes differ widely. Let me
give you some cxamples of the pre-emp-
tion—exemption problem.

The original Truth in Lending Act set a rather
simple standard under which those State disclo-
sure Taws found to be “‘inconsistent™ with the
Federal law were pre-empted. Likewise, the
Truth in Lending standard for determining when
a State should be exempt from Chapter 11 of
the Truth in Lending Act is that the State law
must be **substantially similar™ to the Federal
law. '

The Fair Credit Billing Act carried the stand-
ard for Federal pre-emption of State law one
step further. As under Truth in Lending, a
State’s law is pre-empted to the extent that it
is found inconsistent. However, the Board may
find that the State law is not inconsistent to the
extent that it provides greater protection to the
consumer. This additional step has caused con-
siderable conceptual difliculty. How should the
laws be compared —-in their entireties or section
by section”? Defining and applying the standard
raises still more problems. For example. New
York requires that a billing inquiry be sent by
registered mail: the Federal law does not. It
could be argued that the New York law is more
protective since it provides for better proof that
the customer sent the inquiry. Alternatively, one
could argue that it is less protective and thus
inconsistent because of the additional burden
placed upon the consumer to register the Ietter
and pay the increased postage costs.

The Consumer Leasing Act adds a further
complication. Under it, to bhe protected from
pre-cmption, an otherwise inconsistent State law
must provide not only greater protection but also
greater benefit to the consumer.

While the pre-emption—exemption standards
under the Equal Credit Opportunity Act (ECOA)
are similar to the Truth in Lending Act, the
subject matter of the ECOA—adverse discrim-



ination- is so different as to make the experi-
ence gained under Truth in Lending of limited
yalue to the Board. Determining what is incon-
sistent may not be too diflicult. For example,
Ohio prohibits discrimination on the basis of
age. The Federal law permits the use ol age
in a credit-scoring system so Jong as the age
ol an clderly applicant is not assigned a negalive
factor. The Ohio law is in direct conflict and
thus is pre-empted as of March 23, 1977,

Determintng what s more protective in the
context of an antidiscrimination law is much
trickier. Several years ago civil right groups
insisted that questions as to an applicant’s race
should not be permitted. Today, they take the
position that not only should race be asked but
also the information should be recorded for
enforcement purposes. Which approach is more
protective? Similar questions arise with respect
to recordkeeping as 1o sex, marital status. and
age.

Other State statutes may be affected as well.
For example, in Alabama a person gains legal
capacity to contract at the age of 21- unless
that person is married. in which case the Tegal
age is 18, Can a creditor take that statute into
account in granting credit? If the creditor does
so. is the creditor discriminating on the basis
of marital status? I that s illegal diserim-
mnation. then the Alabama law may be pre-
cmpted. But if the Alabama statute is pre-
empted. does that mean that an unmarried 18-
year-old can enter into a binding contract or that
a marricd 18-year-old cannot?

The intricacies ol the State Federal refation-
ship is not the only source of complexity. The
cconomice practices and customs of every facet
of American society are more varied and diver-
gent than any law or regulation can anticipate.
A rule designed to meet one need often produces
unexpected consequences 1 another situation.
The extensive regulations that result are a direct
product of the dynamic credit system to which
they apply.

Given these dynamices and (his complexity,
given the sheer quantity of State and Federal
statutes, regulations, interpretations. and judi-
cial decisions. and given the fact that they fit
together so badly. it is not surprising that the
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loan officer of a small bank-- charged with the
varied responsibilities  of  making  instalment
loans, buying dealer paper, overseeing a credit-
card operation, making home mortgage loans.
extending  construction  credit,  arranging  for
credit insurance, and so forth —is hard pressed
to comply.

The Board ol Governors is taking several
actions in an cflort to be responsive to some
of the obvious needs that 1 have outlined. We
have established a Consumer Advisory Council
in accordance with the provisions of the 1976
statute. ‘The Council met in November, with the
next meeting scheduled for March 10, These
meetings are open to the public. Membership
of the Council is broadly representative of the
interests of consumers and creditors alike. The
Council is establishing study groups that plan
to make on-site investigations of large and small
creditors to better understand the ramifications
of consumer credit laws regarding the credit-
granting process,

The Board also has contracted with the Sur-
vey Rescarch Center of the University of Mich-
igan to undertake a special consumer survey
intended to provide much needed information
on the consunmier’s relationship to credit. Several
other Federal agencies are joining us in this
survey elfort. 1t is our hope that the survey will
cnable us to understand better the various cir-
cumstances in which consumers use credit. to
evaluate consumers” pereeptions of and interest
in the benelits that consumer credit laws pro-
vide, and 1o gain insight as to how regulations
can be more responsive to the consumer’s
needs.

In order 1o assist creditors, particularly small
ones. in their efforts at compliance, the Board
is cxpanding its issuance of approved forms,
which may be used by creditors without fear
of violating technical provisions ot the statutes
or regulations. We are also continuing (o issue
binding stafl interpretations  when necessary.
Under the statute. which your committee au-
thorized. creditors relying on these stafl’ inter-
pretations are protected from the penalties of
the law should the courts determine that such
interpretations are invalid,

Members of the Board's stall are engaged in
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areview of present consumer credit regulations
for the purpose of developing proposals to make
them casier to understand and comply with.

The Board recently promulgated a new Reg-
ulation AA to encourage consumers to inform
the System of their credit problems and (o
provide a better basis for action on the part of
the Board in response to these consumer com-
plaints.

Finally, as the supervisor for State member
banks, we are substantially expanding our com-
pliance and enforcement activities under the
various consumer credit statutes. Our experi-
ence in this process will enable us to better
understand the impact of our regulations issued
under consumer credit statutes.

The Board of Governors made a number of
specific legislative recommendations in its 1975
year-cnd report. Among these was a suggestion
that the Congress re-examine the ‘I'ruth in
Lending Act's provisions on the issuance of
credit cards and on cardholder liability in the
cevent of unauthorized use in light of recent
developments in the clectronic funds transfer
field.

Specifically. the Board recommended that the
Congress extend the $50 limit on consumer
liability to noncredit funds transfer cards. In
addition. the Board suggested that the Congress
reconsider the need for the existing ban on the
unsolicited issuance of credit cards. In the
Board’s view, the present limitation on liability
has itself adequately curtailed the profligate is-
suance of credit cards prevalent in the mid-
1960y, while the Act’s provisions restricting
credit card issuance have lessened competition
in the credit card ficld. We sincerely hope that
your committee may find time to consider these
proposals, as well as the other recommendations
in the Board’s report.

In our view. substantial benetits to the public
could be realized if there were a determination
as to the proper role of the States versus the

Federal Government in consumer credit protec-
tion statutes. Such a determination should cover
not only which law might govern or which
might be pre-emptive of the other but also such
questions as which supervisor—State or Fed-
cral—is charged with policing organizations
operating within the States. As the larger credi-
tors conduct their affairs over wide geographical
arcas, there is more urgent need to understand
which benefits could accrue to the public from
uniformity of regulations and procedures. Such
benelits would then need to be weighed against
the historic rights of the citizens of the several
States to pass laws uniquely applicable to those
who reside therein.

The cllort to simplify consumer credit laws
and regulations is complex in and ol itself.
While the need for such action warrants your
committee’s consideration, it will not be casy
to accomplish. Even some creditors would argue
against any attempt to simplify. Some feel that
they have now mastered the complexitics of the
regulations and that any attempts to simplify
will result only in a new set of requircments
that will require substantial retraining and pro-
duce another period of uncertainty.

There arc many who feel that the complexity
of the Truth in Lending statute 1s a byproduct
of the penalties that the Act imposes. The origi-
nal concept of private enforcement of this statute
has obvious imperfections. We believe there
would be substantial potential for simplification
if the penalties provided as a result of a private
suit or class action were restricted to instances
of substantive violations that impair the con-
sumer’s capacity to comparison-shop for credit.
Technical violations of the statute might well
be limited to administrative supervisory cn-
forcement.

Mr. Chairman, I hope these comments have
been responsive to the committee’s needs and
I will be pleased to respond to any questions
you may have. i
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Record of Policy Actions
of the Federal Open Market Committee

MEETING HELD ON DECEMBER 20-21, 1976

1. Domestic Policy Dircctive

The information reviewed at this meeting suggested that growth
in recal output ol goods and services in the fourth quarter had
remained close 1o the pace in the third quarter- —now indicated by
revised estimates of the Commerce Department to have been at
an annual rate of 3.8 per cent, compared with 4.5 per cent in
the second quarter. The rise in average prices—as measurcd by
the fixed-weighted index for gross domestic business product—ap-
peared to have been somewhat faster than in the third quarter,
when it had slowed to an annual rate of 4.3 per cent.

A staft analysis suggested that final purchases of goods and
services in real terms were expanding at a higher rate in the fourth
quarter than in the third —reflecting a substantial increase in growth
of personal consumption expenditures and an acceleration of the
rise in residential construction, offset only in part by a slowing
of the expansion in business lixed investment. It also appeared
that the strengthening in final demands was being accompanied
by a substantial reduction in the rate of inventory accumulation.,

The staft projections suggested that the rate of inventory accu-
mulation would not decline further in the first quarter of 1977 and
that, consequently, growth in real output of goods and services
would pick up. Projections of cconomic activity for the rest of
1977. it was noted. depended on the assumptions made with respect
to the cconomic policies that would be pursued by the new admin-
istration taking office on January 20. Currently, the question of
the need for, and the character of, new fiscal stimulus was being
considered by the incoming administration.

Retail sales now appeared to be much stronger than they had
scemed to be a month ago. Sales were estimated to have risen
considerably more in October than had been indicated carlier. and
the advance cstimate for November suggested a large further
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increase 1o a level appreciably higher than the average for the third
quarter. Over the October—November period gains in sales were
particularly strong at general merchandise stores and at furniture
and appliance stores. In latc November sales of new domestic
automobiles began to recover, after having been reduced carlier
by the strike-induced limitation of supplies; for November as a
whole, sales were at an annual rate of 8.0 million units, compared
with 7.6 million in October and an average of 8.7 million in the
first three quarters of 1976, Sales of imported models fell in
November from an advanced level in the preceding 2 months.

The index of industrial production rose by an cstimated 1.2 per
cent in November, more than recovering the losses in the preceding
2 months that had been caused in part by strikes in the automobile
and farm machinery industrics. More than half of the November
increase resulted from the termination of the strikes, although
moderate gains in output were widespread among other industries.
At 132 per cent of the 1907 average in November, the total index
had recovered to the pre-recession high reached in June 1974,
Capacity utilization in the materials-producing industries was 81
per cent in November, compared with about 90 per cent in the
second quarter of 1974,

In November employment in manufacturing recovered from the
effects of strikes, and employment also expanded in the service
sectors, in construction, and in mining. Adjusted for the effects
of strikes, however, the increase in over-all payroll employment
in nonfarm cstablishments was moderate. As mcasured by the
houschold survey, total employment rose considerably after 2
months of decline; however, the civilian labor [orce—-which had
changed little over the preceding 3 months—rose ¢ven more, and
the unemployment rate increased from 7.9 to 8.1 per cent.

The advance in personal income- —which had been sizable in
October, in part because of an increase in pay scales in the Federal
Government—was even greater in November. The gain in wage
and salary disbursements was especially large in manufacturing,
reflecting to a considerable extent the return to work after the major
strikes were over, and it continued to be sizable in other private
activities.

Indicators of residential construction activity had remained strong
in recent months. Residential building permits rose in November.
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Although private housing starts declined further in November, the
ligure for October had been revised to show a somewhat smaller
decrease than that indicated a month carlier; as a result, the
October- November level of starts- -at an annual rate of 1.7 million
units—was about 10 per cent above the third-quarter average. In
October, morcover. the dollar volume of mortgage commitments
outstanding at savings and loan associations had continued to
advance, again reaching a record.

On the other hand, the latest data suggested a weakening in
the outlook for business plant and cquipment expenditures. Al-
though the most recent Departiment of Commercee survey of business
plans. conducted in late October and November, indicated that a
strong gain in spending was being planned for the current quarter,
it suggested that the increases planned for the first two quarters
of 1977 would be no greater than the rise in prices. Other data
suggested that in the current quarter actual spending would fali
short of that planned, but that the shortfall might be made up later
on.

New orders for nondefense capital goods rose further in October.
However, the rate of increase from June to October was appreciably
below that during the {irst 6 months of the year. Backlogs of unfilled
orders for such goods continued to change little in October. Con-
struction contracts for commercial and industrial buildings—rmcas-
ured in terms of floor space-- -rose alter having declined in Sep-
tember; the October level was close to the average for both the
sccond and the third quarters.

The index of average hourly carnings for private nonfarm pro-
duction workers advanced at an annual rate of about 7 per cent
in November, somewhat more than in the preceding 2 months.
However, over the 3-month and 6-month periods ending in No-
vember the index rose at annual rates of about 6 per cent and
0% per cent. respectively, compared with a rise of almost 8 per
cent over the 12 months ending in December 1975, The moderation
in the rate of increase since 1975 had occurred in all major
industries.

The rise in wholesale prices of industrial commoditics. which
had accelerated around midycar, remained rapid in November:
another substantial increase for the fuels and power group accounted
for a large part of the rise, although increases continued to be
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widespread among other commodity groups. Since May the index
of industrial commodity prices had risen al an annual rate of necarly
10 per cent, compared with a rate of about 3 per cent over the
first 5 months of the year. Average wholesale prices of farm
products and foods changed little in November after having declined
on the average over the preceding 4 months.

The consumer price index rose in both October and November
at an annual rate of about 3% per cent. and in November it was
5 per cent higher than a year carlier. In the October—November
period average retail prices of foods changed little while average
prices of all other items—including services as well as commodi-
tics—increased at an annual rate of about 6 per cent.

The average value of the dollar against lecading foreign currencies
declined slightly over the 5 weeks between the November and
December mectings of the Committee. The pound sterling and also
the currencies associated in the European *‘spake’ arrangement
strengthened against the U.S. dollar, while the Canadian dollar
depreciated sharply.

The U.S. forcign trade deficit, which had increased in September,
remained substantial in October—with declines in both exports and
imports. Exports of agricultural commodities rose sharply, mainly
because of a jump in shipments of corn to arcas of Lurope that
had suffered drought carlier in 1976, but exports of other commod-
itics fell by a larger amount. In real terms, exports of nonagricul-
tural commodities had been falling since midycar. Among imports,
the reduction in October was about cqually divided between fuels
and other commodities.

In November expansion in total credit at U.S. commercial banks
was somewhat slower than in October but was faster than in any
other month of 1976. Banks added a substantial amount to their
holdings of U.S. Government and other sccurities, and their out-
standing business loans increased for the third consecutive month.
While the expansion in business loans was appreciable, more than
half was accounted for by acquisitions of bankers acceptances by
some commercial banks that were enlarging their loan portfolios
for purposes of their year-end statements.

Outstanding commercial paper issued by nonfinancial corpora-
tions rose slightly in November, after having declined in the
preceding 2 months. Over the October—-November period the ex-
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pansion in the total of such commercial paper and of business loans
at banks was larger than in any other 2-month period in more than
2 years, cven after allowance for bank acquisitions of bankers
aceeptances.

The narrowly defined money stock (M,), which had declined
slightly in September and then grown at an annual rate of 3%
per cent in October, was unchanged in November. The average
rate of increase in My was about 4% per cent over the 3 months,
and 4% per cent over the 12 months, ending in November.

Growth in M, and M; moderated in November, reflecting the
behavior of M,, but was still substantial. Inflows to commercial
banks of the types of time and savings deposits included in M,
remained at the advanced rate of October, and inflows of deposits
to thrift institutions—while down from the pace in October—con-
tinued strong. Offering rates on such deposits remained attractive
in relation to yields on short-term market instruments, although
a significant number of institutions were reported to have reduced
rates offered on some types of deposits and to have withdrawn
offerings of longer-term deposits.

Systen open market operations since the November meeting had
been guided by the Committee’s decision to scek bank reserve and
money market conditions consistent with moderate growth in mon-
clary aggregates over the period ahead. Soon after that meeting.
incoming data suggested that over the November—December period
growth in M, would be in the lower half of the range that had
been specified by the Committee while growth in M, would be
ncar the midpoint of its specified range. Accordingly, System
operations were conducted pursuant to the Committee’s decision
that the Manager should aim to reduce the Federal funds rate to
about 4% per cent within the first week after the meeting and to
4% per cent within the following week—provided that growth in
the monetary aggregates did not appear to be strong relative to
the specified ranges. By the last week of November the Federal
funds rate had declined to 4% per cent.

After the first week ol December, incoming data suggested that
in the November -December period growth in M, would be below
its specified range while growth in M, would be at about the
midpoint of its range. Therefore, System operations hecame some-
what more accommodative in the provision of reserves, and at the
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time of this meeting the Federal funds rate was about 4% per
cent —near the lower limit of the specitied range of 42 10 5%
per cent.

On November 19 the Board of Governors of the Federal Reserve
System announced its approval of actions by the directors of 11
Federal Reserve Banks reducing the discount rate from 5% to 5%
per cent, cffective November 22: soon afterward the rate was
reduced at the remaining Reserve Bank. On December 17 the Board
announced a structural adjustment in reserve requirements on de-
mand deposits that would reduce required reserves by about $550)
million. This action applied to net demand deposits held by member
banks beginning in the week of December 16-22; under the lagged
reserve system, it would reduce required reserves during the week
of December 30 January 5.

Over the inter-mecting period, market interest rates declined
substantially to their lowest fevels in more than 2 years, under
the influence of the actions 1o case moncetary conditions and of
the continuing evidence of relatively slow growth in economic
activity. Yields on bonds declined about 30 basis points. Yields
on most short-term instruments fell 40 to 60 basis points to levels
that suggested that market participants were expecting some further
decline in the Federal funds rate. Most commercial banks reduced
the prime rate on business loans from 6% to 6% per cent during
the period, and two large banks reduced the rate to 6 per cent.

The volume of new bonds offered to the public by domestic
corporations was unusually light in November as new issues of
high-grade industrial firms and of finance companies fell substan-
tially. However, declines in rates in the U.S. market attracted a
record volume of publicly oltered foreign bonds. A resurgence of
offerings by domestic corporations appeared (o be under way in
December.

The supply ol new State and local government bonds remained
large in November. Total offerings of such bonds during the first
L't months of 1976 amounted to $32 billion, exceeding the previous
record volume of offerings in all of 1975,

The U.S. Treasury raised $6.0 billion of new money during the
inter-mecting period. In addition, it sold $1 billion of 2-year notes
for payment in late December and announced an offering of $2'%

billion of 5-ycar notes to be auctioned before the end of the month.
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Activity in the mortgage market apparently remained at a high
level during November. Mortgage credit expansion continued to
be dominated by loans for new and existing single-family houses,
but the multifamily sector also strengthened somewhat. With yields
on market sccuritics declining, downward pressures on home mort-
gage rates intensified. Although the latest available national serices
indicated little change in rates {or primary home mortgages, trade
sources suggested that some cutting of rates on these instruments
was developing.

The recent declines in long-term interest rates were expected
to encourage a heavy volume of capital market financing both by
business corporations and by State and local governments during
the carly weeks of 1977, However, much of this financing seemed
likely to involve cither funding of short-term debt or advance
refunding of bonds issucd in carlier years when interest rates were
substantially higher.

Growth in mortgage credit seemed likely to remain strong,.
Savings and loan associations. with a record volume of commit-
ments outstanding, were expected to continue providing a large
volume of mortgage credit. Also, the sizable premium prevailing
for mortgage rates over bond yiclds was cxpected to encourage
acquisitions of mortgages by more diversified types of lenders. At
the same time, it appeared likely that continuing strong cash {lows
to insurance companies would sustain the demands of these com-
panies for bonds.

At its telephone meeting on November 8 the Committee had
agreed that from the third quarter of 1976 to the third quarter of
1977 average rates of growth in the monetary aggregates within
the following ranges appeared to be consistent with broad economic
aims: My, 4% to 6Y%2 per cent; My, 7% 10 10 per cent; and My,
9 to 11% per cent. The associated range for growth in the bank
credit proxy was 5 to 8 per cent. It was agreed that the longer-term
ranges. as well as the particular aggregates for which such ranges
were specifiecd, would be subject to review and modification at
subscquent meetings. It also was understood that short-run factors
might cause growth rates from month to month to fall outside the
ranges contemplated for annual periods.

In their discussion of economic developments and prospects at
this meeting. Committce members generally agreed that the latest
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business statistics indicated a strengthening in the situation and
that the recent sluggishness appeared to have been only a “‘pause™
in the growth of real output rather than the forerunner of a new
recession, It was noted that in November the rise in industrial
production had exceeded the amount attributable to recovery from
strikes, that increases in personal income and retail sales had been
sizable, and that progress was apparently being made in adjusting
inventories. Moreover, it was suggested that confidence had im-
proved; in particular, it was thought that the business community
had been reassured by indications that the incoming administration
would take a cautious approach to cconomic problems and that
it would not seek price and wage controls in any situation short
of a national emergency. Despite the disappointing results of the
Commerce Department survey of business spending plans for the
first two quarters of 1977, onc member expressed the opinion that
the improvement in business confidence, combined with the recent
declines in longer-term interest rates, would contribute to a signifi-
cant expansion in plant and cquipment outlays.

Although Committce members in gencral viewed the business
situation and outlook as having improved, some noted that the
strengthening thus far had not been great and that it was not certain
that the pause had ended. Also, attention was called to a number
of continuing and potential problems. Among these was the outfook
for uncmployment, which might remain high for some time to
come, especially if the labor force continued to rise at a rapid
pace, in part because of increasing participation of women. In this
connection, it was suggested that specific Government programs
to deal with scctoral problems might be far more effective in
reducing uncmployment than general monctary and fiscal policies.

Inflation also continued to be a source of concern; it was noted
that while the rise in the consumer price index had moderated in
recent months, the increase in average wholesale prices of industrial
commodities had accelerated to an annual rate of about 10O per
cent. It was also noted that there was continuing uncertainty about
how much prices of imported oil would be raised at the start of
1977, and about how the impact of further increases in the price
of oil would aflect the performance of the economy.

[t was obscrved during the discussion that the Federal budget
deficit in fiscal 1976 had been substantiul—especially when *ofl-
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budget outlays™ and deficits of Government-sponsored agencics
were taken into account--—and that another deficit of almost the
same size was in prospect for fiscal 1977 even without allowance
for new stimulative measures. Some concern was expressed that
fiscal stimulus might foster new inflationary expectations or that,
as at times in the past, its effects might come so late in the expansion
as o cause growth of real output to accelerate at a time when
it should be moving gradually toward the longer-term rate of growth
in potential output. The view was also expressed, however. that
a degree of fiscal stimulus was desirable.

Members of the Commitice did not difler greatly in their views
on appropriate monetary policy for the period immediately ahead.
With respect to the annual rate of growth in My over the Decem-
ber-January period, most members Tavored a range of cither 2%
to 6'2 per cent or 3 to 7 per cent, although one suggested a range
of 2 10 7 per cent. For M, there was general support for a range
of 9 to 13 per cent.

Most members favored giving greater weight than usual to money
market conditions in conducting open market operations in the
period until the next meeting. in part because projections of growth
in monetary aggregates around the year-cnd were highly uncertain.
A majority favored directing operations toward maintaining the
Federal funds rate at about its prevailing level of 4% per cent for
the time being, unless growth in the monetary aggregates appeared
to be deviating significantly from the rates currently expected. Most
of these members favored specifying an inter-meeting range for
the Federal funds rate that was symmetrical around the prevailing
rate—specifically, 4% to 5 per cent-- but one preferred a range
of 4 to 5 per cent.

A number of reasons were advanced for maintaining prevailing
money market conditions at this time. These included the evidence
of improvement in the economic outlook, the substantial declines
in interest rates over the past few weeks, the recent reductions
in Federal Reserve discount rates and in member bank reserve
requirements, and the recent weakening in the value of the dolar
in forcign cxchange markets. Also noted were the uncertainties
regarding the amount of fiscal stimulus that might be forthcoming.
the large Federal deficit in prospect even without new fiscal meas-
ures. and the continuing inflation.
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A minority of Committec members favored aiming at the outset
of the coming period for a slight further reduction in the Federal
funds rate—to about 4% per cent, the midpoint of the 4 to 5 per
cent range that they preferred. A principal argument offered for
this course was that it would tend to avoid the increases in other
short-term interest rates that-——in the light of current market expec-
tations—might result if the prevailing Federal funds rate were
maintained. Other arguments advanced were that a slightly lower
Federal funds rate might encourage further declines in long-term
rates, that it would tend to validate the reduction in reserve
requirements, and that the evidence of an end to the period of
slow growth in real output was not yet conclusive.

At the conclusion of the discussion the Committee decided that
operations in the period immediately ahead should be directed
toward maintaining the money market conditions now prevailing,
including a wecekly-average Federal funds rate of about 4% per
cent. With respect to the annual rates of growth in M, and M,
over the December—January period, the Committee specificd ranges
of 2% to 6% per cent and 9 to 13 per cent, respectively. The
members agreed that, if growth in the aggregates should appear
to be strong or weak relative to the specified ranges, the weekly-
average Federal funds rate might be expected to vary in an orderly
fashion within a range of 4% (o 5 per cent. As at other recent
meetings, the Committee decided that approximately equal weight
should be given to M; and M, in assessing the behavior of the
aggregates.

As customary, it was understood that the Chairman might call
upon the Committee to consider the need for supplementary in-
structions before the next scheduled meeting it significant incon-
sistencies appeared to be developing among the Committee’s
various objectives.

The following domestic policy directive was issued to the Federal
Reserve Bank of New York:

The information reviewed at this mecting suggests that growth
in real ouwtput of goods and services in the fourth quarter has
remained at about the reduced pace of the third quarter. In both
October and November retail sales increased substantially. Industrial
production rose appreciably in November—following 2 months of
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decline  n large part as a result of termination of strikes in two
major industries, although advances in output were widespread
among other industries. Employment in manufacturing also recov-
cred from the effects of strikes. According to houschold survey data,
the gain in total employment was large. but the unemployment rate
increased from 7.9 10 8.1 per cent as the civilian labor force  which
had changed little over the preceding 3 months  increased consid-
erably. The wholesale price index for all commodities rose as much
in November as in October., reflecting another substantial increase
in average prices of industrial commodities; average prices of farm
products and foods changed little. The advance in the index of
average wage rates over recent months has remained below the rapid
rate of increase during 1975,

The average value of the dolar against leading foreign currencies
has declined slightly in recent weeks. The pound sterling and also
the currencies associated in the European ““snake™  arrangement
strengthened against the U.S. dollar. while the Canadian dollar
depreciated sharply. In October the U.S. foreipn trade deficit re-
mained substantial.

M, which had expanded sharply in October, was unchanged in
November. Although growth in M, and A, moderated, it remained
substantial as inflows of the time and savings deposits included in
these broader aggregates continued strong. Interest rates have de-
clined appreciably in recent weeks. In late November Bederal
Reserve discount rates were reduced from 5% to 5% per cent, and
in mid-December member bank reserve requirements were lowered
somewhalt.

In light of the foregoing developments, it is the policy of the
Federal Open Market Committee to foster financial conditions that
will encourage continued cconomic expansion, while resisting in-
flationary pressures and contributing to a sustainable patern of
international transactions.

To implement this policy, while taking account of developments
in domestic and international tinancial markets. the Committee secks
to maintain prevailing bank reserve and money market conditions
over the period immediately ahead, provided that monetary aggre-
gales appear 10 be growing at about the rates currently expected.

Votes Tor this action: Messrs. Burns. Volcker.
Balles, Black, Coldwell. Gardner, Jackson, Kim-
brel, Lilly, Partee. Wallich, and Winn. Votes
against this action: None.
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2. Foreign Currency Instruments

At this meeting the Committee agreed upon broad revisions in the
Authorization for Foreign Currency Operations and the Foreign
Currency Directive. The most recent basic revision in these docu-
ments had been made in June 1966, and several amendments to
specific provisions had been adopted over the ensuing period.

The main purposcs of the current revisions were to simplify and
clarify the Committee’s instructions to the Federal Reserve Bank
of New York in this area and to bring the documents up to date
in light of changes under way in the international monetary system
and its functioning. These revisions were not intended to signify
achange in policy orientation; they simply codified current practice
under the evolving regime of floating exchange rates.

The main change in the Authorization was to replace the several
scparate limits on various types of spot and forward transactions
with a single limit on the System’s ‘‘over-all open position,™ as
defined in paragraph (D). The previous separate limits, which had
been developed in particular historical circumstances under the
Bretton Woods system, had lost relevance under current circum-
stances or under the cvolving exchange rate regime. The main
change in the Dircctive was to omit the detailed listing of basic
purposes and specific objectives of System foreign currency opera-
tions—many of which were anachronistic in current circum-
stances—and to indicate instead that System operations were gen-
crally to be directed at countering disorderly conditions in the
exchange markets.

As revised, the two documents read as follows:

AUTHORIZATION FOR FOREIGN CURRENCY OPERATIONS

1. The Federal Open Market Committee authorizes and directs the
Federal Reserve Bank of New York, for System Open Market Account,
to the extent nccessary to carry out the Committee’s foreign currency
directive and express authorizations by the Committec pursuant thereto,
and in conformity with such procedural instructions as the Committee
may issue from time to time:

A. To purchase and sell the following foreign currencies in the form
of cable transfers through spot or forward transactions on the opeén market
at home and abroad, including transactions with the U.S. Exchange
Stabilization Fund established by Section 10 of the Gold Reserve Act
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of 1934, with foreign moncetary authoritics, with the Bank for International
Scttlements, and with other international financial institutions:

Austrian schillings French francs Netherlands guilders
Belgian francs German marks Norwegian kroner
Canadian dollars Italian lire Swedish kronor
Danish kroner Japanese yen Swiss francs
Pounds sterling Mexican pesos

B. To hold balances of . and to have outstanding forward contracts
to receive or 1o deliver, the foreign currencies listed in paragraph A above.

C. To draw forcign currencies and to permit foreign banks to draw
dollars under the reciprocal currency arrangements listed in paragraph
2 below, provided that drawings by cither party to any such arrangement
shall be fully liquidated within 12 months alter any amount outstanding
at that time was first drawn, unless the Committee, because of exeeptional
circumstances, specifically authorizes a delay.

D. To maintain an over-all open position in all foreign currencics
not exceeding $1.0 billion, unless a larger position is expressly authorized
by the Committee. For this purpose. the over-all open position in all
foreign currencies is defined as the sum (distegarding signs) of open
positions in cach currency. ‘The open position in a single foreign currency
is delined as bholdings of balances in that currency. plus outstanding
contracts for future receipt, minus outstanding contracts for future delivery
of that currency, i.c.. as the sum of these elements with due regard to
sign.

2. The Federal Open Market Commitiee directs the Federal Reserve
Bank of New York to maintain reciprocal currency arrangements (““swap”™’
arrangements) for the System Open Market Account for periods up to
a maximum of 12 months with the following foreign banks. which are
among those designated by the Board of Governors of the Federal Reserve
System under Section 214.5 of Regulation N, Relations with Foreign
Banks and Bankers, and with the approval of the Commniittee 1o renew
such arrangements on maturity:

Amount ol arrangement

FForeign bank (millions of dollars cquivalent)
Austrian National Bank 250
National Bank of Belgium 1,000
Bank of Canada 2.000
National Bank of Denmark 250

Bank of England 3,000
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Amount of arrangement

Forcign bank (millions of dollars equivalent)
Bank of I'rance 2,000
German Federal Bank 2.000
Bank of [taly 3,000
Bank of Japan 2,000
Bank of Mexico 360
Netherlands Bank 500
Bank of Norway 250
Bank of Sweden 300
Swiss National Bank 1,400

Bank for International Scttlements:
Dollars against Swiss francs 600
Dollars against authorized
LEuropean currencies other
than Swiss francs 1.250

Any changes in the terms of existing swap arrangements, and the
proposed terms of any new arrangements that may be authorized, shall
be referred for review and approval o the Committee.

3. Currencies to be used for liquidation of System swap commitments
may be purchased from the foreign central bank drawn on, at the same
exchange rate as that employed in the drawing to be liquidated. Apart
from any such purchases at the rate of the drawing. all transactions in
foreign currencies undertaken under paragraph 1(A) above shall, unless
otherwise expressly authorized by the Committee, be at prevailing market
ratcs.

4. [t shall be the normal practice to arrange with foreign central banks
for the coordination of foreign currency transactions. In making operating
arrangements with foreign central banks on System holdings of foreign
currencics, the Federal Reserve Bank of New York shall not commit
itself to maintain any specific balance, unless authorized by the Federal
Open Market Commitlee. Any agreements or understandings concerning
the administration of the accounts maintained by the Federal Reserve Bank
of New York with the foreign banks designated by the Board of Governors
under Scction 214.5 of Regulation N shall be referred for review and
approval to the Committee.

5. Foreign currency holdings shall be invested insofar as practicable,
considering needs for minimum working balances. Such investments shall
be in accordance with Section 14(e) of the Federal Reserve Act.

6. All operations undertaken pursuant to the preceding paragraphs shall
be reported daily 1o the Foreign Currency Subcommittee. The Foreign
Currency Subcommiittee consists of the Chairman and Vice Chairman of
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the Committee. the Vice Chairman of the Board of Governors, and such
other member of the Board as the Chairman may designate (or in the
absence of members of the Board serving on the Subcommittee, other
Board Members designated by the Chairman as alternates, and in the
absence of the Vice Chairman of the Committee, his alternate). Meetings
of the Subcommitiee shall be called at the request of any member, or
at the request of the Manager, for the purposcs of reviewing recent or
contemplated operations and of consulting. with the Manager on other
matters relating to his responsibilitics. At the request of any member
of the Subcommittee, questions arising from such reviews and consulta-
tions shall be referred for determination 1o the Federal Open Market
Committee.,

7. The Chairman is authorized:

A. With the approval of the Committee, to enter into any needed
agreement or understanding with the Sccretary of the Treasury about the
division of responsibility for foreign currency operations between  the
System and the Treasury;

B. To keep the Secretary of the Treasury fully advised concerning
System foreign currency operations, and to consult with the Sceretary
on policy matters relating to Toreign currency operations,

C. From time to time, (o transmit appropriate reports and information
to the National Advisory Council on International Monetary and Financial
Policices.

8. Stafl officers of the Committee are authorized to transmit pertinent
information on System forcign currency operations to appropriate officials
of the Treasury Department,

9. All Federal Reserve Banks shall participate in the foreign currency
operations for System Account in accordance with paragraph 3 G(1) of
the Board of Governors™ Statement of Procedure with Respect to Foreign
Relationships of Federal Reserve Banks dated January 1, 1944,

FOREIGN CURRENCY DIRECTIVE

1. System operations in foreign currencies shall generally be directed
at countering disorderly market conditions, provided that market exchange
rates for the U.S. dollar reflect actions and behavior consistent with the
proposed IMIY Article TV, Section 1.

2. To achieve this end the System shall:

A. Undertake spot and forward purchases and sales of foreign
exchange.

B. Maintain reciprocal currency (F'swap’’) arrangements with se-
lected foreign central banks and with the Bank for International Settle-
ments.
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C. Cooperate in other respects with central banks of other countries

and with international monetary institutions.
3. Transactions may also bhe undertaken:

A. To adjust System balances in light of probable future needs for
currencics.

B. To provide means for meeting System and Treasury commitments
in particular currencies, and to facilitate operations of the Exchange
Stabilization Fund.

C'. For such other purposes as may be expressly authorized by the
Committee.

4. System currency operations shall be conducted:

A. In close and continuous consultation and cooperation with the
United States Treasury;

B. In cooperation, as appropriate, with foreign monetary authoritics,
and

C. In a manner consistent with the obligations of the United States
in the International Monctary Fund regarding exchange arrangements
under the proposed IMFE Article 1V.

Paragraph 1(D) of the new Authorization specified a limit of
$1.0 billion on the System’s over-all open position in all foreign
currencies ‘‘unless a larger position is expressly authorized by the
Committce.”” The $1.0 billion limit was intended to apply to the
open position exclusive of the System’s obligations in Swiss francs
remaining under drawings made in 971, which currently were
in process of repayment under a schedule agreed upon with the
Swiss National Bank. Accordingly, the Committee adopted the
following special authorization:

The Federal Open Market Committee authorizes the Federal
Reserve Bank of New York to maintain an over-all open position
in forcign currencics cxeeeding the figure of $1.0 billion specified
in paragraph (D) of the Authorization for Foreign Currency Opera-
tions by an amount cqual to the remaining forward commitments
associated with the System’s outstanding 1971 swap drawings in
Swiss francs.

Votes for these actions: Messrs. Burns, Volcker,
Balles, Black, Coldwell, Gardner, Jackson, Kim-
brel, Lilly. Partee, Wallich, and Winn. Votes
against these actions: None.
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The Committee also agreed upon certain procedural instructions.
These were intended to clarify the respective roles of the Commit-
lee, the Foreign Currency Subcommittee designated in paragraph
6 of the Authorization, and the Chairman in providing guidance
to the Manager of the System Open Market Account with respect
to proposed or ongoing foreign currency operations under the
Authorization and Directive. These instructions read as follows:

PROCEDURAL. INSTRUCTIONS

In conducting operations pursuant to the authorization and direction of
the Federal Open Market Commitiee as set forth in the Authorization
for Forcign Currency Operations and the Foreign Currency Directive, the
Federal Reserve Bank of New York, through the Manager of the System
Open Market Account, shall be guided by the following procedural
understandings with respect to consultations and clearance with the Com-
mittee, the Forcign Currency Subcommittee, and the Chairman of the
Committee. All operations undertaken pursuant to such clearances shall
be reported promptly to the Committec.

I. The Manager shall clear with the Subcomunittee (or with the Chair-
man, if the Chairman believes that consultation with the Subcommittee
is not feasible in the time available):

AL Any transaction which would result in a change in the System’s
over-all open position in foreign currencies exceeding $100 million on
any day or $300 million since the most recent regular meeting of the
Commuittee.

B. Any transaction which would result in gross transactions (exclud-
ing swap drawings and repayments) in a single foreign currency exceeding
$100 million on any day or $300 million since the most recent regular
meeting of the Committee.

C. Any swap drawing proposed by a foreign bank not cxceeding
the larger of (i) $200 million or (ii) 15 per cent of the size of the swap
arrangement.

2. The Manager shall clear with the Committee (or with the Subcom-
mittee, if the Subcommittee believes that consultation with the full
Committee is not feasible in the time available, or with the Chairman,
if the Chairman believes that consultation with the Subcommittee is not
feasible in the time available):

A. Any transaction which would result in a change in the System’s
over-all open position in forcign currencics exceeding $500 million since
the most recent regular meeting of the Committee.

B. Any swap drawing proposed by a foreign bank exceeding the
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larger of (1) $200 million or (ii) 15 per cent of the size of the swap
arrangement,

3. The manager shall also consult with the Subcommittece or the
Chairman about proposed swap drawings by the System, and about any
transactions that are not of a routine character.

Votes for this action: Messrs. Burns, Volcker,
Balles, Black, Gardner, Jackson, Kimbrel, Lilly,
Partee, Wallich, and Winn. Vote against this action:
Mr. Coldwell.

In dissenting from this action, Mr. Coldwell noted that paragraph
2 reserved to the full Committee the power to approve market
transactions by the System and swap drawings by foreign central
banks exceeding specified figures. However, that language was
qualified by a parcnthetical statement (similar to a statement in
paragraph 1) indicating that such transactions could be approved
by the Subcommittee or the Chairman under particular circum-
stances, relating to the availability of time. Mr. Coldwell would
have preferred language indicating that such power—which ex-
tended to operations up to the limits permitted by the Authori-
zation—was rescerved to the full Committec except under circum-
stances of cxtreme emergency.

The foregoing actions were effective December 28, 1976.

3. Authorization for
Domestic Open Market Operations

Paragraph 2 of the authorization for domestic open market opera-
tions authorizes the Federal Reserve Bank of New York (and, under
certain circumstances, other Reserve Banks) to purchase short-term
certificates of indebtedness directly from the Treasury, subject to
certain conditions. This authorization is, in turn, based on a
provision of Scction 14(b) of the Federal Reserve Act authorizing
the Federal Reserve Banks to buy and sell obligations of specified
types “‘directly from or to the United States,”” subject to certain
conditions. It was noted at this meeting that, because the statutory
authority in question had expired on November |, 1976, paragraph
2 of the authorization had been in a state of de facto suspension
since then, and that the paragraph would remain in suspension until
the cnactment of expected legislation extending the authority.

* # # * *

Records of policy actions taken by the Federal Open Market Committee at each
meeting, in the form in which they will appear in the Board’s Annual Report,
are released about a month after the meeting and are subsequently published in
the Burrkmin.
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Statutes, regulations, interpretations, and decisions

INTERLOCKING BANK RELATIONSHIPS
UNDER THE CLAYTON ACT

The Board of Governors has amended its Repu-
lation [. 1o permit, with certain prescribed limita-
tions, a director, oflicer. or employee of a member
bank to serve simultancously as a director, oflicer.
or employee of a minority bank.

AMENDMENT TO REGULATION [,

Effective January 4. 1977, Regulation 1. is
amended by adding a new section 212.3¢h) to read
as follows:

SECTION 212.3—
RELATIONSHIPS PERMITTED BY BOARD

In addition to any relationships covered by the
foregoing exceptions. not more than one ol the
following relationships is hercby permitted by
the Board of Governors of the Federal Reserve
System in the case of any one individual.

ke e W B e

(h) MINORITY BANK. Any director. oflicer, or
cmployee of a member bank of the Federal Re-
serve System may be at the same time a director,
oflicer, or employee of not more than one other
bank that is controlled or managed by persons who
arc members of minority groups or by women
subject to the following conditions: (1) Such rela-
tionship is determined by the Board to be neces-
sary to provide management or operating, expertise
to such other bank: (2) not more than three inter-
locking relationships between any two banks shall
be permitted by this paragraph, except that persons
serving in interlocking relationships pursuant to
this paragraph shall in no instance constitute a
majority of the board of directors of the other
bank; (3) no interlocking relationship permitted by
this paragraph shall continue for more than a
five-year period; and (4) upon such other terms
and conditions in addition to or in licu of the

foregoing, as may be determined by the Board in
any specific case.

VARIOUS TECHNICAL AMENDMENTS

The Board of Governors of the Federal Reserve
System has adopted various amendments 1o its
Regulations B (Equal  Credit Opportunity), 7.
(Truth in Lending), AA (Unfair or Deceptive Acts
or Practices), and Rules Regarding Delegation of
Authority. The amendments delegate authority to
issuc certain examination, inspection, and report-
ing materials to the Board’s Division of Banking
Supervision and Regulation and Division of Con-
sumer Aflairs. The amendments also retlect the
transfer of the Sccurities Credit Regulation section
from the latter division to the former.

The amendments are eflective December 29,
1976.

1. Scction 202.13(¢) is amended as follows:
EQUAL CREDIT OPPORTUNITY
SECTION 202,13 —PENALTIES AND LIABILITIES
* * * #
()1 Any request for Tormal Board interpreta-
tion or oflicial stafl’ interpretation of Regulation

13 must be addressed to the Director of the Division
of Consumer Aftairs, # * *

ok e Ed ES
(3) Pursuant to section 706(¢) of the Act, the

Board has designated the Director and  other
officials of the Division ol Consumer Aftairs ##*
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2. Section 226.1(d) is amended to read as lol-
lows:

TRUTH IN LLENDING

SECTION 226.1—
AUTHORITY, SCOPE, PURPOSE, ETC.

EY ® Y B *

(d) (1) Any request for formal Board interpreta-
tion or official staff interpretation of Regulation
7. must be addressed to the Director of the Division
of Consumer Alfairg, * * *

E ES BY % ®

(3) Pursuant to section 130(f) of the Act, the
Board has designated the Director and other
officials of the Division of Consumer AfYairs ® % *

* = #* k £

3. Scction 227.2(a) is amended to read as fol-
lows:

UNFAIR OR
DECEPTIVE ACTS OR PRACTICES

SECTION 227 .2 —
CoNSUMER COMPLAINT PROCEDURE

(a) SUBMISSION OF COMPILAINTS. * * %

# P % By

(2) Consumer complaints should be made to:
(i) The Director, Division of Consumer Af-
fairg * * =

# # # * #

4. Scction 265.2(¢) is amended by adding new
paragraphs (19), (20), (21), and (22). As amended
§265.2(¢) reads as follows:

RULES REGARDING
DELEGATION OF AUTHORITY

SECTION 265.2—SPECIFIC
FUNCTIONS DELEGATED TO BOARD
EMPLOYEES AND TO FEDERAL RESERVE BANKS
* k * X ke

(¢) THE DIRECTOR OF THE DIVISION OF
BANKING SUPERVISION AND REGULATION (or
in the Director’s absence, the Acting Director) is
authorized:

(19) Under the provisions of §§ 207.2(1),
220.2(¢), and 221.3(d) of this chapter (Regulations
G, T, and U, respectively) to approve issuance
of the list of OTC margin stocks and to add, omit,
or remove any stock in circumstances indicating
that such change is necessary or appropriate in the
public intercst.

(20 Under the provisions of § 207.4(a)(2)(ii)
of this chapter (Regulation G) to approve repay-
ments of the ‘‘deficiency’™ with respect to stock
option or employee stock purchase plan credit in
lower amounts and over longer periods of time
than those specified in the regulation.

(21) Pursuant to the provisions of Part 261
of this chapter, to make available reports and other
information of the Board acquired pursuant to
Parts 207, 220, 221, and 224 (Regulations G, T,
U, and X) of the nature and in circumstances
described in § 261.6(a)(2) and (3) of Part 261.

(22) Pursuant to the provisions of section
[1(a) of the Federal Reserve Act (12 U.S.C.
248(a)) and scctions 17(¢), 17(g), and 23 of the
Sccurities  Exchange Act of 1934 (15 U.S.C.
78q(c), 78q(g). and 78w) to issue examination or
inspection manuals, registration, report, agree-
ment, and examination forms, guidelines, instruc-
tions or other similar materials for use in connec-
tion with the administration of sections 7, 8, 15B,
and 17A(¢) of the Securities Exchange Act of 1934
(15 U.S.C. 78g, 78h, 780-4, and 78q-1).

* EY w %k %

5. Section 265.2(h) is amended by deleting
paragraphs (1)—(3), revising paragraphs (4) and
(6), and redesignating paragraphs (4), (5), and (6)
as paragraphs (1), (2). and (3) respectively. As
amended § 265.2(h) reads as follows:

SECTION 265.2—SPECIFIC
FUNCTIONS DELEGATED TO BOARD
EMPLOYEES AND TO FEDERAL RUESERVE BANKS

* # # * #*

(h) THE DIRECTOR OF THE DIVISION OF
CONSUMER AFFAIRS (or, in the Director’s ab-
sence, the Acting Dircctor) is authorized:

(1) Pursuant to the provisions of section 11(a)
of the Federal Reserve Act (12 U.S.C. 248(a)),
sections 108(b), 621(c¢), and 704(b) of the Con-
sumer Credit Protection Act (15 U.S.C. 1607(b).
1681s(¢), and 1691¢(b)), section 305(¢) of the
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Home Mortgage Disclosure Act (12 U.S.C.
2804(c)), section 18(1)(3) of the Federal Trade
Commission Act (15 U.S.C. 57a() (3)), and sce-
tion 808(c) of the Civil Rights Act of 1968 (42
U.S.CL 3608(0)). to issue examination or inspec-
tion manuals, report, agreement, and examination
forms, guidelines, instructions or other similar
materials for use in connection with

(1) sections | through 709 (excluding sections
201 through 500) of the Consumer Credit Protec-
tion Act (15 U.S.C. 160L-1691T1),

(i) sections 301 through 310 of the Home
Mortgage Disclosure Act (12 U.S.C. 2801-2809),

(iit) sections 18N 1)-(3) of the Federal Trade

BANK HOLDING COMPANY AND

Commission Act (15 U.S.C. 57a(f)(D)-(3)), and

(iv) section 805 of the Civil Rights Act of
1968 (42 U.S.C. 3605); and rules and regulations
issucd thereunder.

ik EY B

(3) Pursuant to section 703(b) of the Consumer
Credit Protection Act (15 U.S.C. 1691b(b)), to
call meetings of and consult with the Consumer
Advisory Council established under that scction,
to approve the agenda for such meetings, and to
accept any resignation from Consumer Advisory
Council members.

BANK MERGER ORDERS [SSUED BY THE BOARD OF GOVERNORS

ORDERS UNDER SECTION 3
0oF BANK HOLDING COMPANY ACT

American National Bancshares, Inc.,
Midwest City, Oklahoma

Order Denying
Formation of Bunk Holding Company

American National Bancshares, Inc., Midwest
City, Oklahoma, has applied for the Board's ap-
proval under § 3(a)(1) of the Bank Holding Com-
pany Act (12 U.S.C. § 1842(a) 1)) of formation
of a bank holding company through acquisition
of 8O per cent (or more) of the voting shares of
American National Bank of Midwest City, Mid-
west City, Oklahoma (**Bank™").

Notice of the application, aftording opportunity
for interested persons to submit comments and
views, has geen given in accordance with § 3(b)
of the Act. The time for filing comments and views
has expired, and the Board has considered the
application and all comments received, including
those of the Comptroller of the Currency. in light
of the factors set forth in § 3(c) of the Act (12
U.S.C. § 1842 (¢)).

Applicant is a nonoperating corporation orga-
nized for the purpose of becoming a bank holding
company through acquisition of Bank. Bank, with
deposits of $23 million,' representing .22 per cent
of the total commercial bank deposits in Okla-

PAll banking data are as of December 31, 1975,

homa, is the 19th largest of 43 banking organi-
zations within the relevant banking market.? Bank
holds 1.0 per cent of the total commercial bank
deposits in this market. Inasmuch as the proposal
represents merely a restructuring of Bank’s own-
ership into corporate form and Applicant has no
other banking interests, the acquisition of Bank
by Applicant would have no adverse eflects on
existing or potential competition within the rele-
vant banking market and would not increase the
concentration of banking resources in the relevant
market. Accordingly. competitive considerations
are consistent with approval of the application.
The Board has indicated on previous occasions
that it believes that a holding company should
constitute a source of financial and managerial
strength to its subsidiary bank(s), and that the
Board will closely examine the condition of an
applicant in cach case with this consideration in
mind. The financial and managerial resources and
prospects of the newly formed Applicant are gen-
erally dependent upon these considerations as they
relate to Bank. While the Board considers the
financial and managerial resources of Bank to be
generally satisfactory, it appears that Bank is in
need of some additional capital. Although Appli-
cant would initially incrcase Bank’s capital, the
Board notes that Applicant would borrow the funds
to make such a capital injection and that such
borrowing. coupled with the acquisition debt Ap-

*Fhe relevant market is approximated by Oklahoma County.
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plicant would incur in connection with the pro-
posed transaction, would increase the demands on
Bank’s earnings to service such debt, thus coun-
teracting to a significant extent the bencfits of any
capital contributions by Applicant. In the Board’s
view, besides straining Bank’s capital adequacy,
the debt servicing obligations 10 be incurred by
Applicant would also significantly limit Appli-
cant’s ability to meet any unforeseen financial
problems that might arise.

In addition, it appears that Applicant’s principal
shareholder may not be in a sufficiently strong
(inancial position because of his personal debt to
provide meaningful assistance to Applicant in the
cvent problems arise in the servicing of Appli-
cant’s debt or in meeting other unforeseen finan-
cial needs. Morcover, if Applicant is called upon
to assist in the servicing and retirement of its
principal sharcholder’s personal debt, further
strains would be placed on Bank’s capital position.

Finally, the Board notes that a covenant in the
loan agreement between representatives of Appli-
cant and the lending institution from which Appli-
cant would borrow the funds to acquire Bank’s
stock involves the use of Bank’s cexamination
reports to monitor the value of Bank’s stock
pledged as collateral on the loan.* The Board does
not view such a covenant as an appropriate usc
of examination reports and is of the view that such
a practice may thrcaten the integrity of the exami-
nation process by providing a bank’s management
an incentive to provide less than complete and
candid disclosure of information to the examiner.
In addition, the examiner would be subjected to
extrancous outside pressures by the knowledge that
if he classifies a large percentage of a bank’s assets
it may result in a default on the loan and increase
the likelihood of a change of ownership of the
bank that could further weaken the bank’s condi-
tion." The Board is of the opinion that an accurate
assessment of the value of bank stock as collateral

*The loan agreement provides tor default and immediate
payment of all outstanding indebredness:

(d) Sound Condition of Bank. In the cvent the applicable
governmental agency bank examiners should, in the course
of an oflicial examination, classily assets of Bank as sub-
standard, doubtful or as a loss, to the extent that said
classified assets equal or exceed 30 per cent ol the total
capital structure of Bank, the indebtedness to which this
Loan Agreement relates shall become due and  payable
immediately, unfess such defauft shall have been cured
within 90 days after receipt by Debtor of notice of such
classitication.

ISee opposite column for foomote.

on a loan can be developed without reference to
confidential cxamination reports.

In view of the substantial debt to be incurred
by Applicant in connection with this proposal, the
strain that could be placed on Bank’s capital posi-
tion as a result of Applicant’s debt servicing re-
quirements, the limited financial flexibility of Ap-
plicant and its principal shareholder, and the fact
that the terms of the loan agreement may accelerate
any diflicuttics that might occur in Bank’s opera-
tions, the Board is of the opinion that consid-
crations relating to financial resources and future
prospects weigh against approval of the applica-
tion.

Applicant indicates that banking services cur-
rently rendered in the community served by Bank
will remain unchanged upon consummation of the
proposal. Accordingly, considerations relating to
the convenience and needs of the community to
be served do not outweigh the adverse findings
with respect 1o the financial factors involved in
Applicant’s proposal.

On the basis of the circumstances concerning
this application, the Board concludes that the
banking considerations involved in this proposal
present adverse factors bearing upon the financial
resources and future prospects of both Applicant
and Bank. Such adverse factors are not outweighed
by any procompetitive effects, managerial re-
sources, or by benefits that would result in serving
the convenicnce and needs of the community.
Accordingly, it is the Board’s judgment that ap-
proval of the application to become a bank holding
company would not be in the public interest and
that the application should be denied.

On the basis of the facts of record, the applica-
tion is denied for the reasons summarized above.

By order of the Board of Governors, effective
January 10, 1977.

Voting for this action: Vice Chairman Gardner and
Governors Wallich, Jackson, and Lilly. Absent and not
voting: Chairman Burns and Governors Coldwell and
Partee.

(Signed) GriFrrtH .. GARWOOD,

[sEaL] Deputy Secretary of the Board.

‘In commenting on this application, the Comptroller of the
Cuwrreney expressed concern over this particular provision of
the loan agreement. The Board notes that such a provision
appears to be inconsistent with the Comptroller’s regulation
relating to disclosure of examination reports to tinancial insti-
tutions (12 CFR § 4. 18(¢).



The Daiwa Bank. Limited.
Osaka, Japan

Order Approving
Formation of Bank Holding Company

The Daiwa Bank, Limited, Osaka, Japan, has
applied for the Board™s approval under § 3(a)(1)
of the Bank Holding Company Act (12 U.S.C.
1842¢a)(1)) of formation of a bank holding com-
pany through acquisition of 100 per cent of the
voting shares of Daiwa Bank Trust Company. New
York, New York (*"Bank™™), a proposed new bank.

Notice ol the application, atfording opportunity
for interested persons to submit comments and
views, has been given in accordance with § 3(b)
of the Act. The time for filing comments and views
has expired, and the Board has considered the
application and all comments reeeived in light of
the factors set forth in § 3(¢) of the Act (12 U.S.C.
1842(¢)).

Applicant, a Japanese commercial bank with
total assets of approximately $13.8 billion and
total deposits of approximately $9.2 billion. is the
ninth largest commercial bank in Japan.' In addi-
tion o 1ts offices in Japan. Applicant operates
branches in London, Frankfurt, and Los Angeles,
and an agency in New York Clity.

Bank proposcs to be a full-service commercial
bank in the metropolitan New  York market:?
however, Bank will primarily be a wholesale bank
specializing in the financing ol trade between
Tapan and the United States. Bank will also otfer
certain trust services. Applicant has one oflice in
New York City, but that oflice is an agency and
under New York law it 1s not authorized to aceept
deposits or provide fiduciary services. Bank i
expected to compete primarily with other banks
in New York City that are controlled by Japanese
banks, and, to some extent, with the larger New
York banks having international banking capabil-
ities. At present, there are three banks in the
relevant market that arc controlled by Japanese
banks.® On the basis of the information of record

VAL bankimg and tinancial data are as ol March 37, [976,

“The metropolitan New York market is detimed toinclude
the five boroughs of New York City . Nassan County, West
chester County. Putniun County, Rockland County. and west
ern Suffolk County i New York, as well as the northern
two-thirds of Bergen County and eastern Hudson County in
New Jersey. plus southwesten Faittield County in Connecticut.

THRank of Tokyo Trust Company, the Fuji Bank and ‘Trust
Company, and ‘The [ndustrial Bank ot Japan ‘[rust Company,
all of New York. New York,
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the Board concludes that consummation of the
proposed transaction will not have an adverse
effect on existing or potential competition in the
relevant market. nor would it have a significant
eiflfect on the concentration of banking resources
in any relevant arca. Accordingly, competitive
factors are consistent with approval ol the subject
application.

The financial and managerial resources and fu-
ture prospects of Applicant and Bank are regarded
as satisfactory and consistent with approval. Con-
siderations relating to the convenience and needs
of the community to be served lend some weight
toward approval, due to the addition to the metro-
politan New York market of a new bank and
another international banking link to Japan.

Applicant presently owns 0.9 per cent of the
outstanding voting shares of New Japan Sccurities
Co., Lid.. Tokyo, Japan (“*New Japan’’), a com-
pany that indirectly engages in a general securitics
business in the United States through its wholly-
owned subsidiary New Japan Sccurities Interna-
tional, Inc.. New York, New York. a member of
the Nuational Association of Sccuritics Dealers.
Inc., and the Boston Stock Exchange. The reten-
tion of shares of New Japan by Applicant would
be impermissible under section 4 of the Act;! thus,
i accordance with the requirements of § 4(a)x2)
of the Act, Applicant will reduce its ownership
of shares in New Japan to not more than 5 per
cent of the outstanding voting shares ol such
company within two years after the date on which
Applicant becomes a bank holding company.®

In light of the purposes of the Bank Holding
Company Act to maintain the separation of bank-
ing and commierce in the United States, the Board
has given special attention in previous bank hold-
ing company applications by Japanese commercial
banks to the relationships that Japanese banks are
permitted o have with industrial or commercial
companics under the laws of Japan. In particular,
the Board has been concerned where the applicant

'See Order Disapproving Retention by Banco di Roma of
its investinent in BEuropartners Scecurities Corporation {58 Fed-
eral Reserve Bur e un 940 (1972wl the Bawd™s Ovders
approving the applications of The Fujr Bank. Limited, and
The Industrial Bank of Japan, Lid., to become bank holding
companics [39 Federal Register 39503, 305041,

sUnder § HeXo) of the Act. a bank holding, company may
own “shares of any company which do not include more than
3 per centumy of the outstanding voting shares ol such com
pany.’’
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Japanese bank is linked in a group with its major
Japancse customers  through interlocking  stock
ownership, and where these commercial customers
do a significant business in the United States.

Based on the record of this application, the
Board has concluded at this time that Applicant
is not linked through interlocking stock ownership
in a group with its major Japanese customers.
Accordingly, the Board has not found it necessary
in this application to reach the issucs of “*control™”
present when a group of commercial companies
arc closely associated with a Japancse bank
through interlocking stock ownership.

On the basis of the record, the application is
approved for the reasons summarized ubove. The
transaction shall not be made (a) before the thir-
ticth calendar day following the effective date of
this Order, or (b) later than three months after that
date, and (¢) Daiwa Bank Trust Company, New
York, New York, shall be opened for business
not later than six months after the effective date
of this Order. Each of the periods described in
(b) and (¢) may be extended for good cause by
the Board., or by the Federal Reserve Bank of New
York pursuant to delegated authority.

By order of the Board of Governors, cifective
January 26, 1977.

Voting for this action: Chairman Burns and Gover-
nors Gardner, Coldwell, Jackson, Partee, and Lilly.
Absent and not voting: Governor Wallich,

(Signed) Grigrrrh L. GARWOOD,
[SEATL] Deputy Secretary of the Board.
Indiana National Corporation,
Indianapolis, [ndiana

Order Approving Retention of Bank Shares

Indiana National Corporation, Indianapolis, In-
diana, a bank holding company within the meaning
of the Bank Holding Company Act, has applicd
for the Board's approval under § 3(a)3) of the
Act (12 U.S.C. § 1842(a)(3)) to retain. through
its wholly-owned subsidiary, 'The Indiana National
Bank, Indianapolis, Indiana (*"Indiana Bank’),
8.16 per cent of the outstanding voting shares of
Gary National Bank, Gary, Indiana (**Bank’").

Notice of the application, aflording opportunity
for interested persons to submit comments and
views, has been given in accordance with § 3(b)
of the Act. The time for filing comments and views
has expired, and the Board has considered the

application and all comments received in light of
the factors set forth in § 3(c¢) of the Act (12 U.S.C.
§ 1842(¢)).

On March 1, 1976, Indiana Bank received 8.16
per cent (48,960) of the outstanding voting shares
of Bank from a predecessor trustee pursuant to
a revocable inter vivos trust agreement between
Mildred C. Gasser and Bank. In that agreement,
Indiana Bank, a wholly-owned subsidiary of Ap-
plicant, was named successor trustee and was
granted sole discretionary voting power over the
48,960 shares and is required by the terms of the
trust to vote the shares in the best interest of the
immediate beneficiaries of the trust, members of
the Gasser family, who control an additional 29,12
per cent of the outstanding voting shares.

Bank, with deposits of $367.8 million, is the
(ifth largest commercial bank in Indiana, control-
ling 2.1 per cent of the total deposits in commer-
cial banks in the State.! Indiana Bank, with de-
posits of $1.3 billion, is the second largest com-
mercial bank in Indiana, controlling 7.3 per cent
of the total commercial bank deposits in the State.
Indiana Bank and Bank arc located in scparate,
non-adjacent banking markets, approximately 200
miles apart. Each bank derives trom the service
arca of the other less than (.5 per cent of its loans
to, and deposits from, individuals, partnerships,
and corporations. Hence, the proposed retention
of shares would not eliminate any significant cx-
isting competition between the two banks nor
would it incrcase concentration of banking re-
sources in any local banking market. Furthermore,
the proposal would not climinate any significant
future competition since Indiana law prohibits ei-
ther bank from operating a branch office outside
its home office county and prohibits Applicant
from acquiring an additional bank for its own
account. Hence, competitive considerations arc
consistent with approval of the application, partic-
ularly in that it does not appear Applicant will
be capable of controlling the management or poli-
cies of Bank by virtue of the instant acquisition.

The financial and managerial resources and fu-
ture prospects of Applicant, Indiana Bank, and
Bank are satisfuctory. Accordingly, banking fac-
tors are consistent with approval. There is no
indication that the convenicnee and needs of the
community to be served are not currently being

"Unless otherwise indicated, all banking data are as of
December 31, 1975,



met. Although there will be no immediate increase
in the services olfered by Bank. convenience and
needs considerations are consistent with approval.
Therefore, it is the Board’s judgment that the
retention of the shares of Bank would be in the
public interest and that the application should be
approved.

On the basis of the record, the application is
approved for the reasons summarized above.

By order of the Board of Governors, eftfective
January 12, 1977.

Voting for this action: Vice Chairman Gardner and
Governors Wallich, Coldwell. Jackson, Partee. and
Lilly. Absent and not voting: Chairman Buros.

{Signed) Griviann b Garwoon,

[SEAL] Deputy Secretary of the Bouard.

Independent Bank Corporation.
Tonia, Michigan

Order Approving Acquisition of Bank

Independent Bank Corporation, lTonia. Michi-
gan, a bank holding company within the meaning
of the Bank Tolding Compuny Act. has applied
for the Board’s approval under § 3(ax3) of the
Act (12 U.S.C.§ 1842(ax3)) to acquire all of the
voting shares of the successor by consolidation to
Western State Bank, Howard City,  Michigan
(**Bank’’). The bank with which Bank is to be
consolidated has no significance except as a means
to facilitate the acquisition of the voting shares
of Bank. Accordingly, the proposed acquisition of
shares of the successor organization s treated
herein as the proposed acquisition of the shares
of Bank.

Notice of the application. affording opportunity
for interested persons to submit comments and
views, has been given in accordance with § 3(b)
ol the Act. The time for filing comments and views
has cxpired. and the Board has considered the
application together with all comments received,
including those of the Commissioner of the Finan-
cial Institutions Burcau of the State of Michigan,
in light of the factors set forth in § 3¢) of the
Act (12 L.S.C. § 1842(¢)).

Applicant, the 51st largest commercial banking
organization in Michigan. controls three banks
with aggregate deposits of about $74 million.!

fUnless otherwise indicated, banking datic are as of De
cember 31, 1975,
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representing less than one percent of the total
commercial bank deposits in Michigan. Acquisi-
tion of Bank would increase Applicant’s share of
commercial bank deposits in the State only slightly
and would not have a significant etfect upon the
concentration of banking resources in Michigan,
Bank (deposits of $11.3 million) operates three
offices. one in cach of three separate banking
markets, the Grand Rapids banking market.” the
Freemont-Newaygo  banking  market® and  the
Montcalm County banking market.* which are the
relevant geographic markets for purposcs of ana-
lyzing the competitive eftects of the proposed
acquisition. Bank is (he sixteenth largest of seven-
teen banking organizations operating in the Grand
Rapids banking market. the seventh largest of
seven  banking  organizations  operating  in  the
Freemont-Newaygo banking market, and the sixth
fargest of nine banking organizations operating in
the Montcalm County banking market, with O.1,
0.4, and 7.6 per cent. respectively, of the total
deposits in commercial banks in cach market.?
Applicant is presently represented in cach of the
three relevant banking markets. In the Grand
Rapids banking market, Applicant’s  subsidiary
bank was formed de novo in 1974, and controls
deposits of $2.7 million. representing 0.2 per cent
of the total deposits in commercial banks in the
market. In the Montcalm County banking murket,
Applicant’s subsidiary bank controls deposits of
$9.3 million f representing 7.9 per cent of the wotal
deposits in commercial banks in the market. In
the Ireemont-Newaygo banking market, Appli-
cant’s subsidiary bank controls deposits of $8.8
million, representing 13.9 per cent of the total
commercial bank deposits in the market. It is the
Board’s view that consummation of this proposal
would not have any signilicunt adverse eflfect on
existing competition in any relevant market in
view of the relative size of these organizations,
their small market shares, and the number of
remaining banking alternatives in cach market.
Accordingly. on the basis of the facts of record,

“The Grand Rapids banking market is approxmnated by the
Grand Rapids Ranalty Metro Arca (RMA™).

FThe Freemont-Newaypo banking market is approximated
by 1he southern two thirds of Newaypo County.

UI'he Montcalm County binkmg market is approxmmated by
Montcalm County and the two extreme northeastern townships
of Kent County which wie not inchuded i the Grand Rapids
RNMA

2Dreposits as of June 30, 1975

Deposits as ol June 30, 1975,
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the Board concludes that consummation of the
proposal would have a slightly adverse effect on
competition, but the Board does not regard it as
significant and believes that it is outweighed by
the convenience and needs factors  discussed
below.

The financial and managerial resources and fu-
ture prospects of Applicant, its subsidiary banks,
and Bank arc satisfactory. Applicant will make
available additional experienced financial person-
nel to assist Bank. Considerations relating o the
banking factors are consistent with approval of the
application. Applicant states that its affiliation
with Bank would result in Bank’s being able to
draw upon Applicant’s financial and managerial
resources and, thus, should provide Bank with
assistance in improving the quality of its services
to the public, including the addition of data pro-
cessing services, increased real estate mortgage
lending, larger lines of credit, and the daily com-
putation of interest on passbook savings accounts.
Considerations relating to the convenience and
needs of the community to be served lend some
weight toward approval of the application and
outweigh in the public interest the slightly adverse
competitive cffects that might result from con-
summation of the proposal. Based upon the fore-
going and other considerations reflected in the
record, it is the Board’s judgment that the pro-
posed acquisition is in the public interest and that
the application should be approved.

On the basis of the record, the application is
approved for the reasons summarized above, The
transaction shall not be made (a) before the thir-
tieth calendar day following the effective date of
this Order or (b) later than three months after the
effective date of this Order, unless such period
is cxtended for good cause by the Board, or by
the Federal Reserve Bank of Chicago pursuant 1o
delegated authority.

By order of the Board of Governors, effective
January 3, 1977,

Voting for this action: Vice Chairman Gardner and
Governors Coldwell and Lilly. Voting against this ac-
tion: Governor Wallich. Absent and not voting: Chair-
man Burns and Governors Jackson and Partee.

(Signed) Griekrrii L. GARWOOD,

[sEAr] Deputy Secretary of the Board.

LLake View Bancorp, Inc.,
Northbrook, Hlinois

Order Denying
Formation of Bank Holding Company

Lake View Bancorp, Inc., Northbrook, Illinois,
has applicd for the Board’s approval under §
3(a)(1) of the Bank Holding Company Act (12
U.S.C. § 1842()(1)) of formation of a bank
holding company through acquisition of 100 per
cent of the voting shares (less directors” qualifying
shares) of l.ake View Trust and Savings Bank,
Chicago, Hlinois (**Bank™).

Notice of the application, affording opportunity
for interested persons to submit comments and
views, has been given in accordance with § 3(b)
ol the Act. The time lor filing comments and views
has expired, and the Board has considered the
application and all comments received in light of
the factors set forth in § 3(¢) of the Act (12 U.S.C.
§ 1842(¢)).

Applicant is a recently chartered, nonoperating
corporation organized under the laws of Delaware
for the purpose of becoming a bank holding com-
pany through acquisition of Bank ($329.7 million
in deposits).! Upon acquisition of Bank, Applicant
would control the 12th largest banking organi-
zation in the State of Illinois and would control
approximately (.5 per cent of total deposits in
commercial banks in the Statc.

Bank, located approximately 5 miles north of
downtown Chicago, is the 1lth largest of 296
commercial banks located in the Chicago banking
market? and holds approximately 0.8 per cent of
the total commercial bank deposits in the market.
The proposed transaction involves the transfer of
ownership of Bank from an individual to a cor-
poration owned by the same individual.* Appli-
cant’s principal, the present owner of Bank, is also
the owner and dircctor of two registered bank

PAll banking data are as of December 31, 1975,

*The Chicago banking market, the relevant geographic mar-
ket tor purposes ol analyzing the competitive effects of the
proposed transaction, is approximated by all of Cook and
DuPige Counties and the southern portion of Lake Comnty.

Prior to the sale of Baonk to Williwn N Lane, Applicant’s
principal, Bank was owned by N L Industries, Inc., New York,
New York (NET), a0 diversified manufacturing company,
which becamie a bank holding company by virtue of the 1970
Amendments o the Act. On May 5. 1972, Nl. filed an
irrevocable declaration to divest its interest in Bank by year-end
1980. Sale of Bank to Applicant’s principal is infended to
comply with that commitment.
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holding companics and an additional bank. ' Each
of these organizations operates in the Chicago
banking market. Given the size of the banks in-
volved and the structure of the market. it is the
Board™s view that the combination of these entities
would have no significant adverse effects on coni-
petition.

Morcover, since the subject proposal is cssen-
tially a corporate reorganization and Applicant has
no subsidiaries, it does not appear that consum-
mation of the proposal would have any adverse
cifect upon existing or potential competition nor
increase the concentration of banking resources,
or have any other adverse cflect upon any other
banks in the relevant market. Thus, the Board
concludes that the competitive considerations are
consistent with approval of the application.

Under § 3(¢) of the Act. the Board is required
to consider the financial and managerial resources
and future prospects of the proposed bank holding
company involved and the bank to be acquired.
With respect 10 the subject application, it appears
that the financial and managerial resources and
future prospects of Applicant are entirely depend-
ent upon Bank. With respect to the managerial
considerations of Applicant, they are regarded as
generally satisfactory. In acting on  one-bank
holding company formations, the Board huas been
less restrictive than otherwise with respect o fi-
nancial considerations in cases that involve a cur-
rent or prospective owner-chiel executive estab-
lishing a holding company to hold the individual's
dircet equity interest in the bank. The Board re-
gards such a policy as being in the public interest
in order to facilitate management succession on
the community level at the Nation™s many smaller,
independent banks. However., the Board has long
held that, as a general matter, such a less restric-
tive policy with respect to financial considerations
should not apply to those situations where the
individuals arc involved in more than a single
one-bank holding company. such as those situa-
tions involving individuals that are engaged in
establishing a serics or chain of one-bank holding
companics. In such situations, the Board belicves
that it is more appropriate (o analyze such organi-

'Northbrook  Bancorp. Inc.. winch controls Northbrook
Trust & Savings Bank, Northbrook. [Hlinois (854.9 million in
deposits) and Notthwesteo, Ine . which controls Northwest
National Bank ot Chiciago (5312 4 nullion in deposits)y axd
Pioncer Bank and ‘Urust Co., Chicago. Hlinais ($303.5 million
in deposits).

zations under the standards that are normally ap-
plicable in analyzing acquisitions by multibank
holding companies. The application of multibank
holding company standards in such circumstances
appears appropriate because of the interdepen-
dence of the banks in a chain of commonly-owned
one-bank holding companies and the distinet pos-
sibility that the financial and managerial resources
of one or more of the banks in the chain may
be used to support the operations of other members
in the banking group.®

As part of this proposal, Applicant would as-
sume the debt that its principal incurred in his
acquisition of Bank’s shares. Thus, Applicant
proposes 1o incur a high level of acquisition debt.,
$27.6 million, which it expects o service over
a 12-yeur period through Bank dividends that
would appear to be in excess of half of Bank’s
projected annual net income, as well as through
cash payments made by Bank and retained by
Applicant to the extent that they represent savings
from filing consolidated tax returns. The projected
carnings for Bank, in the Board's view, would
not provide Applicant with the necessary financial
flexibility to meet its annual debt servicing re-
quirements as well as any unexpected problems
that might arise at Bank. Morcover, if Bank’s rate
of growth approaches the growth rate of banks in
its market arca,” total capital funds of Bank as
refated to its total assets would become insufficient
because of Applicant’s inability to augment Bank’s
capital duc to its substantial debt servicing re-
quirements.

Furthermore. the Board notes with concern the
highly leveraged condition of the two other one-
bank holding companies owned by Applicant’s
principal as well as the high level of debt incurred
by Applicant’s principal in acquiring Pioncer Bank
and Trust Co., Chicago, Ilinois. It is also noted
that the terms of the foan used to finance the

*See Board Order dated January 15, 1974, denying the
application of B H Co.. Inc., Hardin, Montana (60 Federal
Reserve Burrrnx 123 (197-0): Board Order dated October
17. 1975, approving the application ot Commercial Bank-
shates. Ine . Grand Ishand, Nebraska (01 Pederal Reserve
Bert N 307 (1973 and Board Order dated June 14, 1976,
denying the application ol Nebraska Banco, Ine.. Ord, Ne
braska (02 Federal Reserve Bun nkELIN 638 (1976)).

% Apphicant has projected Bank’s annual growth in assets over
the debt-retirettient period at -5 per cent. The Board notes
that over the last ten yeirs the other banks in the market arca
ol Bank have expericnced an average compound rate ol asset
growth ol 11.2 per cent.
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purchase of Bank’s shares are dependent upon a
compensating balance provided by Bank, an action
which the Board regards as an improper use of
Bank funds. On the basis of the foregoing and
other facts of rccord, the Board is of the view
that it would not be in the public interest to
approve the formation of a bank holding company
with an initial debt structure that could result in
the weakening of Bank’s overall financial condi-
tion. Accordingly, the Board concludes that the
considerations relating to the banking f{actors
weigh against approval of the application.

As stated previously, the proposed formation of
Applicant merely represents a restructuring of
Bank’s ownership. No significant changes in
Bank's operations or in the services offered to
Bank’s customers are contemplated. Conse-
quently, considerations relating to the convenience
and neceds of the community to be served arc
consistent with, but lend no weight toward ap-
proval of the application.

On the basis of all of the circumstances con-
cerning this application, the Board concludes that
the financial considerations involved in this pro-
posal present adverse circumstances bearing upon
the {inancial resources and future prospects of both
Applicant and Bank. Such adverse factors are not
outweighed by any procompetitive cflects or by
benefits that would result in serving the conven-
ience and needs of the community. Accordingly,
it is the Board’s judgment that approval of the
application would not be in the public interest and
that the application should be denied.

On the basis of the record, the application is
denicd for the recasons summarized above.

By order of the Board of Governors, eflective
January 3, 1977.

Voting for this action: Vice Chairman Gardner, and
Governors Wallich, Coldwell, and Lilly. Absent and
not voting: Chairman Burns, and Governors Jackson
and Partee.

(Signed) GRIFFITH L. GARWOOD,

[sEAL] Deputy Secretary of the Board.

Seilon, Inc.,

Toledo, Ohio

Order Denying Retention of

Additional Shares of Bank Holding Company

Seilon, Inc., Toledo, Ohio, a bank holding
company within the meaning of the Bank Holding

Company Act, has applied for the Board’s ap-
proval under § 3(a)(3) of the Act (12 U.S.C. §
1842(a)(3)) to rctain 5.509 voting shares (approx-
imately .42 per cent) of Nevada National Bancor-
poration, Reno, Nevada (‘‘NNB’’), a onc-bank
holding company that controls Nevada National
Bank, Reno, Nevada (‘*Bank’’).!

Notice of the application, affording opportunity
for interested persons to submit comments and
views, has been given in accordance with § 3(b)
of the Act. The time for filing comments and views
has expired, and the Board has considered the
application and all comments received, including
those submitted by the Comptroller of the Cur-
rency, in light of the factors set forth in § 3(¢)
of the Act (12 U.S.C. § 1842(c)).

Scilon currently owns 39.4 per cent of the
voting shares of NNB, a one-bank holding com-
pany that owns 100 per cent of the voting shares
(less directors’ qualifying shares) of Bank.? Bank
(deposits of $192.6 million) is the fourth largest
of cight commercial banking organizations in Ne-
vada and, through its 24 banking offices, controls
approximately 10.2 per cent of the total deposits
held by commercial banks in that State.® Inasmuch
as Seilon’s proposal involves the retention of vot-
ing shares of a bank holding company that it
alrcady controls, the proposed retention would
climinate neither existing nor potential competi-
tion, and would not increase the concentration of
banking resources in any relevant area. Therefore,
competitive considerations are consistent with ap-
proval of the application,

The Board has indicated on previous occasions
that it believes a bank holding company should
constitute a source of both financial and managerial
strength to its subsidiary bank(s). Accordingly, in
acting upon any application under the Act, the
Board will closely examine the financial condition,
managerial resources, and future prospects of an
applicant and its subsidiary bank(s) with these

28eilon became a bank holding company on December 31,
1970, by virtue of its ownership of 36.5 per cent of the voting
shares of NNB and the 1970 Amendments to the Act. Seilon
engages, through its subsidiarics, in vartous activitics including
banking and personal property leasing. In addition, it engages
in manufacturing, selling, and distributing agricultural ma-
chinery in the United States and abroad. which activities are
impermissible for bank holding companies and must be di-
vested by December 31, 1980, pursuant to § 4(a)(2) of the
Act.

Al banking data arc as of December 31, 1975, unless
otherwise indicated.
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factors in mind. Based upon an evaluation of such
factors with respect to this application, the Board
has determined that dental of this application is
warranted.

With respect to the financial resources and future
prospects associated  with  this  application, the
Board notes the continued existence of some of
the same concerns that it expressed in its Order
of July 20, 1972, denying Scilon’s application to
acquire up to an additional 63.5 per cent of NNB.*
In this regard, Scilon’s overall financial condition
still does not permit it to be a source of financial
strength to Bank. Rather, based upon an examina-
tion of all the facts of record, the Board concludes
that Seilon, through NNB, has sought to improve
its overall financial condition at the expense of
Bank through liberal dividends drawn from Bank.
It appears that such a continued program could
hinder Bank’s financial condition. Therefore, the
Board concludes that banking factors weigh
against approval ol this application.

With respect to the managerial resources asso-
ciated with this application, the Board is con-
cerned, as it was in its denial Order in (972, with
absentee management of the nature involved in
Scilon’s structure. Furthermore. as the Board has
previously indicated, the reference to “"managerial
resources’” does not reler solely to the business
abilitics of management or to its past financial
success or Tailure but also 1o management’s dispo-
sition to conduct the affairs of the bank holding
company in accordance with the requircments of
law.”

Section 3(a)(3) of the Act states that it shall
be unlawful, except with the prior approval of the
Board “*for any bank holding company to acquire
direct or indirect ownership or control of any
voting shares of any bank if, after such acquisition,
such company will dircctly or indirectly own or

P37 Fed. Reg. 15052 (1972): 58 liederal Reserve Buonns
729 (August 1072).

*See the Board's order dated July 29, 1976, denying the
application by Florida National Banks of Florida, Inc., Jack-
sonville, Florida, to acquire Citizens Bank ol Bunnell, Bunnell,
Florida. 41 Fed. Reg. 33334 (1976): 1976 Federal Reserve
BULLITTIN 696, As originally cnacted. § 3(e)3) of the Bank
Holding Company Act provided that among the Tactors o he
considered by the Board is the ““character ot [the man-
agement. I Also see Senate Report No 1005, 3dth Cong..
Ist Sess., at page 10, accompanying the 1956 Act. The present
8§ <) of the Act includes the same stndard without any
substantive change in its meaning having been made by the
1966 Amendments o the Act that brought this section into

control more than 5 per centum of the voting
shares of such bank. . . "

It appears from the facts of record in this case
that Scilon, without prior Board approval, ac-
quired 5,509 voting shares of NNB that are the
subject of this retention application in settlement
of a lawsuit threatened by two sharcholders of
NNB. These voting shares were acquired, at a cost
of $52.500, in three installments over a one-year
period.® It appears that at the time of the acquisi-
tion in question, Scilon was fully aware of the
Act’s requirement  of prior  Board approval.
Despite this knowledge. and without any obliga-
tion to do so, Scilon acquired the 5.509 voting
shares of NNB. Inits application. Seilon has stated
that:

We were familiar as our application in
1971 [to acquire an additional 63.5 per cent
of the voting shares of NNBY indicates that
tender offers or market purchases of First
Bancorporation [now known as NNB| com-
mon stock by Seilon required the prior ap-
proval of the Federal Reserve System. We
were not aware that the Act went 50
far as to prohibit management from exercis-
ing its responsibilities in the resolution of
litigation by requiring the prior approval of
the Federal Reserve where the acquisition
of a miniscule number of shares is a part
of a larger settlement of litigation problem.

In assessing the managerial resources of an
applicant the Board must consider all the factors
that bear upon the management’s competence,
quality, and disposition to conduct in accordance
with the requirements of law the aflairs of any
bank holding company sceking to acquire. or to

harmony with the Bank Merger Act. The Federal Home Toan
Bank Board has had occasion in a similar context to consider
the scope of the *managerial resources™ stundard as contained
in that scction of the National Housing Act dealing with savings
and loan holding companies. (12 U.S.C. § 1730a¢)2)). The
Bank Board concluded that its standard was adopted trom the
Bank Holding Company Act and that the phrase *“managerial
resources”” encompasses considerations relating to the integrity
of management. Opinion and Order of the Pederal Home T.oan
Bank Board in the matter of the Joinge Applications of Fidelity
Financial Corporation and Fidelity Savings and Loan Associ
ation, Sacramento, Cualifornia, and Six Rivers Savings and
Loan Association, tureka, California (Resolution Na. 73
1772, December 7. 1973), at page 20,

Ihe shares were purchased as follows: 2,369 shares on
November b, 1973 1,570 shares on May 1. 1974 and 1,570
shares on November 1, 1974
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retain, control of a bank or of any other bank
holding company. The Board previously has stated
that when it comes to the Board’s attention that
an acquisition has been made, or activities have
been commenced, without the requisite prior ap-
proval of the Board, whether or not such violation
of the law appears to have been *‘willful,”’ such
conduct may retlect so adversely upon the mana-
gerial factors in connection with an application for
permission to retain the illegally acquired shares
or activity that the conduct, in and of itself,
constitutes grounds for denial of such an applica-
tion.

Section 3(a) of the Act is explicit that prior
Board approval is required for any acquisition by
a company of voting shares of a bank in which
itowns less than a majority interest if, thereafter,
that company will own or control more than 5 per
cent of the bank’s voting shares. While the Board
recognizes that Scilon was desirous of avoiding
potential legal expenses in the defense of a threat-
encd lawsuit, the Board notes that the two share-
holders involved were sharcholders of NNB and
not of Seilon and that Scilon was not obligated
to acquire the shares in question. In view of the
fact that Seilon was fully awarc of the Act’s
requirement of prior Board approval in 1972 when
it sought to acquire 63.5 per cent of NNB’s voting
shares; that the Board had issued an order in 1972
denying Seilon’s previous application because of
less than satisfactory financial and managerial
considerations at that time; and that Scilon was
unable to substantiate its position that acquisitions
of small amounts of shares in settlement of threat-
encd lawsuits were exempt from the Act’s prior
approval requirements; the Board concludes that
insofar as this application is concerned the man-
agement of Seilon has not demonstrated a disposi-
tion to conform the conduct of Secilon’s affairs to
the requirements of the Act. As was mentioned
carlier, § 3(a) of the Act is explicit as to acquisi-
tions of voting shares for which prior Board ap-
proval is required. When an acquisition of voting
shares is made without obtaining such prior Board
approval, under circumstances such as those pre-
sented here, the Board believes that it should not
approve an application to retain the illegally ac-
quired shares and, thereby, allow the offending
party to reap the fruits of its violation.

There is evidence in the record that the conven-
ience and nceds of the community are currently
being adequately scrved by Bank. Therefore,
within the context of this application, these con-

siderations are not suflicient to outweigh the ad-
verse managerial and banking factors associated
with this proposal. Accordingly, it is the Board’s
judgment that approval of the application would
not be in the public interest and that the application
should be denied.

On the basis of the record, and in light of the
factors sct forth in § 3(¢) of the Act, the application
is denied for the reasons summarized above. Sci-
lon is hereby ordered to take all necessary steps
to divest the 5,509 voting shares of NNB that were
illegally acquired by Scilon no later than thirty
days after the ctfective date of this Order.

By order of the Board of Governors, effective
January 14, [977.

Voting for this action: Vice Chairman Gardner and
Governors Wallich, Coldwell, Jackson, and Partee.
Absent and not voting: Chairman Burns and Governor
Lilly.

(Signed Grirrrrii 1. GARWOOD,

[sEAL| Depury Secretary of the Board.

Southeast Banking Corporation;
Exchange Bancorporation, Inc.,
Miami, Florida

Order Approving Acquisition of Banks

Southeast Banking Corporation, Miami, Florida
(“*Southeast””), a bank holding company within
the meaning of the Bank Holding Company Act
(“*Act’’), has applied for the Board's approval
under § 3(aX3) of the Act (12 U.S.C. §
1842(a)(3)) to acquire 80 per cent or more of the
voting shares of (1) The Exchange Bank of North
Winter Haven, Winter Haven, Florida (“*Winter
Haven Bank''); and (2) The Exchange Bank of
Westshore, Tampa, Florida (** Westshore Bank’’),
both of which are presently controlled by Ex-

change Bancorporation, Inc., Tampa, Florida
(**Exchange’). Southeast proposes to  acquire

Winter Haven Bank through its wholly-owned
subsidiary, Southecast Acquisition Company.

At the same time, Exchange, a bank holding
company within the meaning of the Act, has
applicd for the Board’s prior approval under §
Ja)(3) of the Act to acquire 80 per cent or more
of the voting shares of (1) Southeast Bank of Gull
Gale, Sarasota, Florida (“‘Gulf Gate Bank™): and
(2) Southcast National Bank of Manatee, Braden-



ton, Florida (**Manatee Bunk™), both of which
are presently controlled by Southeast.!

Notice of the applications. affording opportunity
for interested persons to submit comments and
vicws, has been given in accordance with § 3(b)
of the Act. The time for liling comments and views
has expired. and the Board has considered the
applications and all comments received in light of
the factors set forth in § 3(¢) of the Act (12 U.S.C.
§ 1842(¢)).

Applications of Southeast

Southeast, the largest banking organization in
Florida, controls 47 banks with aggregate deposits
of approximately $2.7 billion, representing 10.7
per cent of the total deposits in commercial banks
in the State.” Acquisition of Winter Haven Bank
and Westshore Bank would not significantly in-
crease Southeast’s share of State deposits, nor
would it alter Southcast’s ranking among other
State banking organizations. Approval of the sub-
ject applications to acquire Winter Haven Bank
and Westshore Bank would not result in a signifi-
cant increase in the concentration of banking re-
sources in Florida.

Winter Haven Bank holds deposits of approxi-
mately $5.2 million, representing 1.6 per cent of
the total deposits in commercial banks in the East
Polk County banking market.* and ranks as the
[3th largest of 15 banks operating in that market.
The three largest banking organizations operating,
in this market control approximately 69 per cent
of the market's commercial bank deposits. Ex-
change is the largest banking organization in the
martket, controlling 31.6 per cent of total deposits
in commercial banks in the market. The office of
Applicant’s  subsidiary bank closest to Winter
Haven Bank is located approximately 43 miles
away in a separate banking market. It appears from
the record that no meaningful competition pres-

'Southeast and Exchange propose 1o accomplish the subject
acquisitions through the exchange ot ali ol the voting shares
of Winter Haven Bank and Westshore Bank now held by
Exchange Tor all of the voung shares of Gull Gate Bank and
Maunatee Bank now held by Southeast. In addition. Exchange
would also acquite approximately 3800 shares ot the com
mon stock of Southeast. which represents 0.3 per cent of
Southeast’s otal outstanding votng shares

?All banking datic are as of December 310 1975

“The East Polk County banking market. the relevant geo-
praphic market for purposes of analyzing the  competinve
ellects of the proposal o acquite Winter Taven Bank, s
approximated by the castern halt of Polk County. Florida.
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ently exists between Southeast’s subsidiaries, both
bank and nonbank, and Winter Haven Bank. On
the other hand, acquisition of Winter Haven Bank
by Southeast should have some positive effects on
competition by reducing  the  concentration  of
banking resources controfled by the market’s larg-
est banking organization and introducing an addi-
tional competitor.

Westshore Bank holds  deposits of  approxi-
mately $7.4 million. representing 0.4 per cent of
the total deposits in commercial banks in the
Tampa banking market.” and ranks as the 31st
largest of 43 banks in the market. The three largest
banking organizations in the market control more
than 59 per cent of total commercial bank de-
posits in the market. Southeast currently controls
one  subsidiary bank in the Tampa  market,
which holds deposits of approximately $26 mil-
fion. representing 1.5 per cent of the market’s total
deposits, and ranks as the market’s 19th largest
bank. Although consummation of  Southcast’s
proposal to acquire Westshore Bank would elimi-
nate some existing competition, the Board believes
that on balance, the proposal should have a posi-
tive ceffect on competition in the Tampa banking
market. In view of the relatively small sive of both
Westshore Bank and Southeast’s present subsidi-
ary bank in the market and the number of compet-
ing banks in the market, the existing competition
that would be climinated would be insignificant
in relation to the market. Furthernmore, the amount
of competition existing between Southeast’s mort-
guage banking subsidiary and Westshore Bank is
also considered insignificant. However, the acqui-
sition of Westshore Bank by Southeast would
decrease slightly the level of concentration of
banking resources controlled by the market's larg-
est holding companics.

On the basis of the foregoing, the Board con-
cludes that consummation of Southeast’s proposals
o acquire Winter Haven Bank and Westshore
Bank from Exchange would not have any signifi-
cant adverse effects on existing or potential com-
petition in any relevant arca, and that competitive
considerations are consistent with approval of the
applications.

With respect to the financial and managerial
resources of Southeast and its subsidiaries, the

Ulhe Tampa banking market is approximated by ull of
Hillsborough County and the Land O’Lakes arca of  Pasco
County. all in Florida.
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Board denicd an application by Southcast to ac-
quire another bank in March of last year on the
basis that Southeast should not divert any of its
financial or managerial resources from its existing
subsidiaries for purposes of making an acquisi-
tion.” However, the subject proposal is to be
accomplished through an exchange of shares
without any cash outlay or increased indebtedness
and the two subject banks would not divert Appli-
cant’s attention or resources from its present sub-
sidiaries because of the generally satisfactory fi-
nancial and managerial resources of the two banks.
Therefore, the Board concludes that the banking
factors are consistent with approval of the appli-
cations.

Southeast proposes to gencrally expand and
improve the services currently available to cus-
tomers of the two banks; thus, considerations
relating to the convenience and needs of the com-
munities to be served are consistent with approval
of the applications. Accordingly, it is the Board’s
judgment that consummation of the proposal to
acquire Winter Haven Bank and Westshore Bank
from Exchange would be in the public interest and
that the subject applications should be approved.

Applications of Exchange

Lixchange, the 13th largest banking organization
in Florida, controls 14 banks with aggregate de-
posits of approximately $573 million, representing
2.3 per cent of the total deposits in commercial
banks in the State. Acquisition of Gull Gate Bank
and Manatee Bank would not significantly increase
lixchange’s share of State deposits, nor would it
alter Exchange’s ranking among other State bank-
ing organizations. Approval of the subject appli-
ations to acquire Gulf Gate Bank and Manatee
Bank would not result in a significant increase in
the concentration of banking resources in Florida.

Gulf Gate Bank holds deposits of approximatcly
S$8.5 million, representing 1.5 per cent of the total
deposits in commercial banks in the Sarasota
banking market,® and ranks as the [3th largest of

*Roard Order dated March 16, 1976, denying the application
of Southeuast 10 acquire Worth Avenue National Bank, Palm
Beach, Florida. In addition, on November 7. 1975, the Board
approved the acquisition by Southeast of the financially trou-
bled Palmer Bank Corporation and its subsidiaries, all of
Sarasota. Florida.

%The Sarasota banking market is approximated by the north-
ern portion of Sarasota County and the extreme southern
portion of Manatee County, all in Florida.

16 banks operating in the market. The three largest
banking organizations in the market control ap-
proximately 86 per cent of the market’s total
deposits. Southeast is the second largest banking
organization in the market controlling more than
one-third of the market’s deposits. The office of
a subsidiary bank of Exchange closest to Gulf Gate
Bank is located approximately 60 road miles away
in a separate banking market. It appears that there
is no meaningful competition presently cxisting
between any of Exchange’s subsidiary banks and
Gulf Gate Bank. Although Exchange could enter
this market on a de novo basis, the subject proposal
would have a positive cffect on competition by
reducing slightly the concentration of banking re-
sources held by the market’s second largest bank-
ing organization and providing a foothold entry
for a new competitor in the market without elimi-
nating any independent banks that could be ac-
quired by other potential entrants in the future.

Manatce Bank holds deposits of approximately
$3.5 million, representing 0.9 per cent of the total
deposits in commercial banks in the Bradenton
banking market,” and ranks as the 9th largest of
12 banks operating in the market. The three largest
banking organizations in the market control ap-
proximately 64 per cent of the market’s total
deposits. Southeast is the second largest banking
organization in the market controlling almost 22
per cent of total market deposits. The office of
a subsidiary bank of Exchange closcst to Manatee
Bank is located approximately 45 road miles away
in & separatc banking market. It appears that no
meaningful competition presently exists between
any of Exchange’s subsidiary banks and Manatee
Bank. Again, the acquisition of Manatec Bank
from Southcast should have positive effects on
competition in the Bradenton market by slightly
decreasing the concentration of resources held by
the market’s sccond largest banking organization
and introducing an alternative source of banking
services  without eliminating  any independent
banks that could be acquired by potential entrants
to the market in the future.

The financial and managerial resources of Ex-
change, its subsidiaries, Gulf Gate Bank and
Manatece Bank arc considered generally satis-
factory and the future prospects for cach appear

“The Bradenton banking market is approximated by all of
Manatee County, Florida, except the extreme southern portion.
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favorable. Thus, the banking factors are consistent
with approval of the applications.

Exchange proposes to offer specialized loan
services to customers of Gulf Gate Bank and
Manatee Bank. In addition, Exchange plans to
provide both banks with stafl training and man-
agement development programs.  Considerations
relating to the convenience and needs of the com-
munitics to be served are consistent with approval
of the applications. It is the Board’s judgment that
consummation of the proposed acquisition of Gulf
Gare Bank and Manatee Bank from Southeast
would be in the public interest and that the appli-
cations should be approved.

It should be emphasized that the Board will
scrutinize with special care any proposal that in-
volves the exchange of bank subsidiaries between
bank holding companies. Furthermore, the Board
will only approve such a proposal if it would have
a positive competitive cffect. us is present in the
instant proposals, or a beneficial effect upon the
convenience and needs of the communities 1o be
served suf