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DERIVATIVES DISCLOSURES BY MAJOR U.S.
BANKS, 1995

This review ol the 1995 annual reports of ten
major LS. commercial banks shows that public
disclosure about derivatives activities continues
to improve. Compared with reports for carlier
years, banks are providing more types ol infor-
mation in greater depth and in ways that make
the information more casily understood by read-
ers of public financial statements. These large
banks, in response to standards and recommen-
dations promulgated by various groups as well
as by sharcholder concerns, have made signifi-

cant strides in increasing the transparency of

their derivatives activities.

IREASURY AND FEDIRAL RESERVE
'OREIGN EXCHANGLE OPERATIONS

Over the second quarter of 1996, the dollar
appreciated 3.2 percent against the German
mark, 2.2 percent agaiast the Japanese yen, and
1.6 percent on a trade-weighted basis against the
other Group of Ten currencices. The U.S. mone-
tary authoritics did not undertake any interven-
tion operations in the forcign exchange market
during the quarter.

INDUSTRIAL PRODUCTION AND CAPACITY
UTHLIZATION FOR JULY 1996

Industrial production edged up 0.1 percent in
July, to 126.2 pereent of its 1987 average, afier
an upward revised gain of 0.6 pereent in June.
Industrial capacity utilization decreased 0.2 per-
centage point, to 83.2 percent.

STATEMENTS 10 THE CONGRESS

Herbert A. Biern, Deputy Associate Director,
Division of Banking Supervision and Regula-
tion, discusses actions that the Federal Reserve
has taken over the past several years o address
the problem of “prime bank™ financial instru-
ments and says that the Board believes that
continuing  successful  prosceution  of - cases
involving fraudsters selling these instruments is
crucial and that new statutory authority enhanc-
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ing law enforcement’s ability to prosccute
wrongdoers may prove uscful, before the Senate
Committee on Banking, Housing, and Urban
Aftairs, July 17, 1996.

Alan Greenspan, Chairman, Board of Gover-
nors, discusses the performance of the U.S.
cconomy in the first half of 1996 and the con-
duct of monetary policy and says that cven
though the U.S. economy is using its productive
resources intensively, inflation has remained qui-
escent and that looking forward, there are a
number of reasons to expect demands to moder-
ate and economic activity (o settle back toward a
more sustainable pace in the months ahead,
before the Senate Committee on Banking, Hous-
ing, and Urban Aftfairs, July 18, 1996. |Chair-
man Greenspan presented ideatical testimony
before the Subcommittee on Domestic and Inter-
national Monetary Policy of the House Commit-
tec on Banking and Financial Services on
July 23, 1996.|

Janct .. Yellen, member, Board of Governors,
discusses trends in consumer lending and the
lederal Reserve Board’s view of how recent
developments in this sector are affecting U.S.
commercial banks and says that although the
recently emerging trend of higher delinquencies
and personal bankruptcics has prompted the
Federal Reserve to devote more attention to the
monitoring of consumer loan exposures, both on
and off balance sheets, and to the ¢valuation of
risk-management practices, the industry’s condi-
tion is strong in terms of its profitability, capital
ratios, loss reserves, and overall asset quality,
before the Subcommittee on Financial Institu-
tions and Regulatory Reliel of the Scenate Com-
mittee on Banking, Housing, and Urban Affairs,
July 24, 1996.

Chairman Greenspan addresses certain recent
reports on the Federal Reserve’s operations, in
particular some issucs raised by the General
Accounting Office (GAO) with respect to the
management of the Federal Reserve System, and
says that in summary, although the Board
believes that much ot the GAQ's analysis and
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rccommendations have merit, the Board takes
exception to the broad implication of the GAO
report that the Federal Reserve has not excercised
appropriate budget constraint and that it has not
adequately addressed the changing technologi-
cal and financial environment in which it oper-
ates; Chairman Greenspan says that in his
experience the Federal Reserve is as well run an
organization as any with which he has been
associated, private or public, before the Senate
Committec on Banking, Housing, and Urban
Affairs, July 26, 1996.

ANNOUNCEMENTS

Nominations sought lor appointments to the
Consumer Advisory Council.

Final rule amending Regulation K.

Extension of comment period on proposal to
amend Regulation E; proposal to modify the
conditions under which section 20 subsidiaries
of bank holding companies may underwrile and
deal in securitics.

Availability of the revised lists ol over-the-
counter stocks and of foreign stocks that are
subject to margin regulations.

MINUTES OF THI. FEDERAL OPEN
MARKET COMMITTEE MEETING

HELD ON MAY 21, 1996

At its meeting on May 21, 1996, the Committee
adopted a directive that called for maintaining
the existing degree ol pressure on reserve posi-
tions and that did not include a presumption
about the likely direction of any adjustments to
policy during the intermecting period.
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LEGAL DEVELOPMENTS

Various bank holding company, bank service
corporation, and bank merger orders; and pend-
ing cascs.

FINANCIAL AND BUSINESS STATISTICS
These tables reflect data available as of
July 29, 1996,
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Derivatives Disclosures

by Major U.S. Banks, 1995

Gerald A, Fdwards, Jr., and Gregory E. Eller, of the
Bourd’s Division of Banking Supervision and Regula-
tion, prepared this article. Terrill Garrison provided
research assistance.

The use of derivative contracts has grown rapidly
during the 1990s. These oll-balance-sheet instru-
ments, whose market value (and cash flow) changes
with that of an underlying variable (such as an inter-
est rate, a foreign currency exchange rate, an equity
price, or a commodity price), are a powerful tool
for companies in managing their exposure o risk.’
The increasing importance of derivatives to finan-

cial institutions (including banks that are dealers of

these instruments), as well as 1o other enterprises, has
heightened the need o understand them better.

Public awarcness of these instruments has also
grown, a consequence of highly publicized losses
by some large businesses and municipalities that had
entered into derivative contracts. In a few instances,
the losses were blamed on derivatives cven though
they had in fact resulted from the trading of tradi-
tional (inancial instruments. Nevertheless,  these
events illustrate the need for finms entering into
contracts, sharcholders of these lirms, policymakers,
and the public to understand derivative instruments
more fully.

The risks associated with derivatives are no differ-
ent from the risks that firms have always had to
recognize and control (see box “Risks Associated
with Derivatives™). All financial contracts carry some
degree of risk. Nonderivative contracts, in fact, can
be riskier and more complex than derivatives. For
example, a junk-ratcd bond that is tied o a forcign
interest rate and is convertible into the issuer’s com-
mon stock carries credit and market risk that would
be difficult to quantify. In contrast, the risks of some
derivatives, such as futures contracts, can be easily
assessed because prices are observable from trading
on exchanges and cash changes hands daily 10 main-
tain collateral, mitigating credit risk. Nonctheless,
derivatives can be highly complex in their design,

. See box “Classes of Derivatives™ for an explanation of the
different types of derivatives and the ways they are used.

and their pricing can be opaque, making their risks
difficult to understand, measure, and manage.

One approach to increasing public understanding
ol derivatives has been the implemeutation of more
comprehensive accounting practices and disclosure
requirements. In particular, these two tools are help-
ful in characterizing more accurately the cflects of
these instruments on firms’ financial performance
and in explaining those effects through public finan-
cial reporting. The benefits of these tools are not
limited to derivatives, however. They should also
fead to better understanding of how firms manage
risks arising from nonderivative financial contracts as
well as Irom other sources. The goals are o demys-
tify derivatives, 1o facilitate the assessment of {irms’
derivatives activitics by readers of financial state-
ments, and thereby to help improve the allocation of
capital by financial markets.

Many groups have been involved in bringing about
changes in derivatives accounting and reporting:
authoritics that sct accounting standards, regulators
and bank supervisors, and industry associations.
These groups have set various regulatory require-
ments and have made numerous recommendations
(sce box *“Requirements and Recommendations for
Public Disclosure™). As a result, the nature of the
information publicly disclosed by firms has been
evolving in several ways, including the amount and
type of information disclosed and the way informa-
tion is presented.

The published annual reports to sharcholders and
other public financial reports of banks and other com-
panies play an important role in disseminating infor-
mation to investors, creditors, and other stakeholders
in the enterprises. The information they convey about
derivatives has improved significantly in the past few
years. A survey of the annual reports of the top ten
U.S. banks that deal in derivatives showed that their
1994 reports were substantially more “transparent”
than their 1993 reports, with more discussion and
analysis of, and more quantitative information about,
their use of these instruments.?

2. Gerald A, BEdwards, Jr., and Gregory 18 Eller, “Overview of
Derivatives Disclosures by Major U.S. Banks,” Federal Reserve
Bulletin, vol. 81 (September 1995), pp. 817 31.
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Classes of Derivatives

Derivatives are contracts that derive their market values by
reference to a physical commodity, another contract (such
as a debt or equity instrument), or an interest rate or equity
index (collectively referred to as *“‘goods”). Some deriva-
tive contracts may be scttled either by delivery of the
contracted-for good or by the payment of cash, while others
are settled only in cash. Derivative contracts make reference
to a notional amount. The amount is “notional” because it
is only an artifice for calculating the amount of cash due
periodically. There are two basic classes of derivatives,
forwards and options. Both types of instruments are used as
a means of transferring, between the parties to the contract,
risk associated with possible changes in prices.

Forward Contracts

A forward contract is a bilateral agreement in which one
party, the buyer, is obligated to purchase the contracted-for
good and the second party, the seller, is obligated to sell the
good to the buyer. At the inception of the forward contract,
the quantity and grade of the good, the price to be paid, and
the date and location of delivery are fixed. The price to be
paid in the future under a new forward contract will be
closely related to the good’s current market price (its spot
price), with adjustments to cover the costs of carrying an
inventory of the good during the interim period, such as the
costs of storage, insurance, and interest.

Futures. A futures contract is a type of forward that
has standard commodity-unit and delivery terms and
is traded on an organized exchange. A clearinghouse nor-
mally serves as counterparty to both the buyer and the
seller. This arrangement reduces credit risk because the
parties look to the clearinghouse for performance. Clearing-
houses typically reduce their credit risk by requiring that the
counterparties put up collateral and by marking to market
frequently. Futures are available for agricultural products
and other commodities, bonds and other interest-bearing
instruments, equity interests, and foreign exchange.

Forward Rate Agreements (FRAs). An FRA is a forward
contract between two parties seeking to fix a future interest
rate. The parties agree on an interest rate for a specified
period associated with a specified notional principal amount
(though no commitment to lend or borrow that amount
is made). The contract is settled in cash; the payment
amount is equal to the product of the notional principal
amount and the difference between a spot market rate and
the contractual forward rate. If the spot rate on the maturity
date is higher than the contracted rate, the seller pays the
difference; if the spot rate is lower, the buyer pays the
difference.

Swap Contracts. An interest rate swap can be viewed as a
contract that bundles a scries of forward rate agrecments
into a single instrument, with one FRA for each swap
payment through maturity of the swap contract. In a simple
interest rate swap. one party agrees to make fixed cash
payments (equivalent to a fixed rate of interest based on a
notional principal amount) and the other party agrees to
make variable cash payments (equivalent to a floating-rate
index such as the London Interbank Offered Rate, LIBOR).
Besides interest rates, the structure of exchanging a fixed
payment for a floating payment has been applied to such
goods as foreign exchange, precious metals, and bulk
commodities.

Option Contracts

An option contract is a unilateral agreement in which one
party, the option writer, is obligated to perform under the
contract if the option holder exercises his or her option. The
option holder pays a fee, or “premium,” to the writer for
this privilege. The option holder is under no obligation,
however, and will exercise the option only when the exer-
cise price is favorable relative to current market prices. If,
on the one hand, prices move unfavorably for the option
holder, the holder loses only the premium. If, on the other
hand, prices move favorably for the option holder, the
holder gains (a theoretically unlimited amount) at the
expense of the option writer. In an option contract, the exer-
cise (or “strike”) price, the delivery date, and the quantity
and quality of the commodity are fixed.

Options can be either calls or puts. A call option grants
the holder of the contract the right to purchase a good from
the option writer, while a put option grants the holder the
right to sell the underlying good to the option writer.

Interest rate caps and floors can be viewed as a series of
call options packaged into a single financial instrument in
which the underlying good is an interest rate index. For
example, a borrower arranges to borrow at a variable rate
reset quarterly at LIBOR. He also purchases a 6.5 percent
rate cap. If LIBOR rises to 9 percent, the borrower pays his
creditor 9 percent and receives from the cap writer 2.5 per-
cent (9 percent minus the 6.5 percent option exercise price).
The borrower has effectively limited his interest expense to
a maximum of 6.5 percent plus the premium paid for the
interest rate cap.

Under a floor contract, the borrower writes an option in
which he agrees to pay the difference between the strike
price and the interest rate index specified in the contract.
The premium received offsets a portion of the overall inter-
est expense of the obligation; however, the debtor retains
exposure to higher interest rates and forgoes the benefit of
lower interest rates on his floating-rate obligation,




Risks Associated with Derivatives

The risks associated with derivative contracts are no differ-
ent from those associated with other bank financial instru-
ments. The major categories of risk are described here.

Credit risk is the possibility of loss from the failure of a
counterparty to fully carry out its contractual obligations.
The types of information about credit risk associated with
derivatives that institntions might disclose include the
following:

* Gross positive market value—the gross replacement
cost of a contract, excluding the effects of any netting
arrangements

« Current credit exposure—the fair value on a given date
of contracts that are favorable to the holder (that is, are
assets)

* Potential credit exposure—a statistical measure of the
possible future value of contracts held today if prices or
rates move favorably for the holder before the contracts
mature

» Credit risk concentrations—indicators of diversifica-
tion by geographic area or industry group

* Collateral and other credit enhancements that may
reduce credit risk

» Counterparty credit quality, nonperforming contracts,
and actual credit losses.

Market risk is the possibility that the value of a financial
contract (or of a real asset, for that matter) will adversely
change before the contract can be liquidated or offset with

Derivatives Disclosures by Major U.S. Bunks, 1995 793

other positions. The value of these contracts may change
because of changes in interest rates (interest rate risk),
foreign exchange rates (foreign exchange rate risk), or
commodity prices or other indexes.

For some larger institutions, disclosure of information
about internal value-at-risk measures and methodology can
help financial statement readers understand the institution’s
exposure to market risk. Using value-at-risk methods
involves the assessment of potential losses in portfolio
value resulting from adverse movements in market risk
factors for a specified statistical confidence level over a
defined holding period.

Liquidity risk has two broad types: market liquidity risk
and funding risk. Market liquidity risk arises from the
possibility that a position cannot be eliminated quickly
either by liquidating it or by establishing offsetting posi-
tions. Funding risk arises from the possibility that a firm
will be unable to meet the cash requirements of its contracts.

Operational risk is the possibility that losses may occur
because of inadequate systems and controls, human error, or
mismanagement.

Legal risk is the possibility of loss that arises when a
contract cannot be enforced because of, for example, poor
documentation, insufficient capacity or authority of the
counterparty, or uncertain enforceability of the contract in a
bankruptcy or insolvency proceeding.

This article follows up on the previous survey by
reviewing the 1995 annual reports of the top ten
banks that deal in derivatives. Although disclosure
requirements did not change during the intervening
period, banks nonctheless improved their reporting of
derivatives activities in 1995 compared with 1994, In
particular, they expanded their discussions of deriva-
tives activities and provided more quantitative infor-
mation. The vastly greater amount of information
presented in the 1995 reports is especially evident
when they are compared with the financial statements
issued for 1992, in which banks typically disclosed
little more than the total value of their trading assets
and liabilitics, their total trading profits, their overall
net credit exposure across all counterpartics, and the
notional amounts of their derivative contracts.’ Regu-
lators and industry groups that have advocated fuller
disclosure have clearly had significant influence in

3. "T'he notional amount is the face amount of a contract to which an
interest rate, a price, or a rate of exchange is applied to determine the
contractual cash payments or receipts. In general, the notional amount
is not exchanged and does not reflect the risk of a transaction.

improving the overall quality of reporting about
derivatives activitics.

ReEview or 1995 ANNUAL REPORTS

The institutions whose annual reports were surveyed
for this article were the ten U.S. commercial banks
having the greatest credit risk exposure from deriva-
tives on December 31, 1995 (taking into account the
elfects of netting agreements) (table 1).4 Nine ol the
4. ln this article, “*bank™ refers o a banking organization, compris-
ing bank holding companics, their banking affiliates, and other subsid-
iaries that are consolidated for purposes of public financial reporting.
Credit risk exposure as of a particular date (current credit exposure)
is a measure ol the potential loss resulting from a hypothetical default
by a counterparty. It is the fair value on the date of measurement of
those contracts that are favorable to the bank (that is, those that are
assets). I a legally enforceable bilateral netting agreement is in place,
credit risk exposure is the net fair value of all contracts subject to the
agreement. For example, il a bank has two contracts with a counter-
party, one worth $10 and the other worth --$0, the bank's credit risk
exposure is $10. If, however, the bank and its counterparty have
agreed 1o net their contracts, the bank’s credit risk exposuwre is $4
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o Ten ULS connereral banks walbe the premtest expotane
io credit csh Trom derivatives on Decembe. 51 1995

Billions of dollars

i Total notional

Institution Credit ris}( : amount ()I:

exposure! 1 derivatives

i outstanding
§.P. Morgan & Company ............... 330 34103
Chase Manhattan Corporation? .. .. ..., 28.0 4,728
CIHCOIP « v e 19.4 2,301
Bankers Trust New York Corporation .. 12.1 [,742
BankAmerica Corporation ............. 8.3 1,515
First Chicago NBD Corporation ... ..... 73 8(H
NationsBank Corporation .............. 3.3 1,006
Republic New York Corporation ... ... 3.0 268
State Strect Boston Corporation ........ .0 58
Bank of New York ... ......... .. ..., 0 56

. Expostee takuyg o account the ellects ot legally eatoreeable bilateral
netting agreeients.,

2. 1o orma combination tor Chemical Banking Cotpotation and Chase
Maunhattan Cotporation.

Sourcr, Publicly avanlable repulatory 1eports fiked by bank holding com
panics with the Federal Reserve

ten banks were also included in the survey ol 1994
annual reports. Two ot the 1994 banks, Chemical
Banking Corporation and Chase Manhattan Corpora-
tion, merged in 1996 and published a combined
annual report for year-end 1995, Moving into the
group lor 1995 was State Street Boston Corporation.”

These ten banks dominate the banking industry’s
sharc ol the derivatives market: Collectively, they
accounted for more than 95 percent of the derivatives
held or issued by all U.S. banks at year-end 1995 in
teris of notional amounts; they accounted for a
similar share of the industry’s trading portfolios in
terms of fair value (table 2). Of the derivatives they
held or had issucd as of year-end, approximately
two-thirds were interest rate contracts and one-third
were foreign exchange contracts, with a small amount
ol cquity and comimodity cxposures. The ten banks
also accounted for nearly 90 percent ol the profits
from trading that were carned by all U.S. baoks in
1995.

[n their annual reports, banks disclose information
about derivative instruments on a consolidated basis
(that is, combining all legal entities that make up the
enterprise). The information is usually presented in
two main sections of the report:

($10 $6). Note that the current credit exposure of the ten banks on
December 31, 1995, was approximately | pereent ol the total notional
amount of their outstanding derivative contracts (sce table 1).

5. Also included in the tables in this wticle, o provide a baseline
lor assessing the extent of change, are data on disclosures in the 1993
annual reports of the top en banks. The group of banks tor that year
was essentially the same as in 1994, Continental Bancorp, which was
ranked in the top tenin 1993, was acquired by BankAmerica Corpora-
tion in 1994, 1t was replaced 1 the 1994 survey by Bank of New Yok,
which had been eleventh in 1993,

o Management’s discussion and analysis provides,
in narrative form supported by tabular or graphical
data, an analysis ol the bank’s financial condition and
performance. As part of its analysis, management
typically describes the bank’s exposures to risk and
its lechniques for managing, risk, This section is not
usually audited by independent accountants.

o The annual financial statement presents state-
ments of financial position, income, changes in
stockholders” equity, and cash Now. The financial
statement and any accompanying [ootnotes are typi-
cally audited by independent accountants.

This survey considered disclosures in both sections
ol the annual reports. The analysis was “binary,”
with coverage judged to he either present or not
present, and the decision about whether or not a
particular disclosure  was present was  in many
instances subjective. Information on derivatives used
for trading purposes was analyzed separately from
information on derivatives intended for risk manage-
ment or other end-user purposcs. Because groups
that set disclosure standards also recommend  that
tirms report on their trading ol nonderivative finan-
cial instruments and nonfinancial items (such as
precious metals or other physical commodities), we

Devnadives posiions and badme acavine of the P e
baudhs o all ULS banky,, 1990

Billions of dobais

[tem Top ten banks All banks

Notional amount
of detivatives outstanding
as of year-end

Tyt oF DERIVATIVE: INSIRUMEN

[nterest rate contracts ... ... 10,231 10,800
Foreign exchange contracts 5,286 5,366
Equity, commodity, or other contracts .. .. 361 36t

Total o 15,878 16,527

Fair value as of year-end

POSTFIONS IN TRADING POR1FOLIO

Trading assets ... oo 255 275
Derivatives ... oo 95 100
Trading liabilities ... .................. 159 169
Derivatives ..o 97 102
Total trading positions (absolute value) ... 414 444
Durivatives ... oo 194 202

Trading profit
from all sources for year

Typre or RISK ASSUMED 10 FARN PropT

Interest rate ....ooooon ciioi oo 2.9 33
Foreign exchange 2.0 2.4
Equity, commadity, or other ..., . ... 8 8

7 0.5

Total ..o 5.

Satmer . Publicly avadable repubitory teports filed by baak holding con
pamtes with the Federal Reserve



also reviewed the reports for disclosures about those
instruments. A look at the trading books of the ten
banks gives some perspective on the extent of the use
of derivatives as a trading vehicle: Derivatives
accounted for less than hall of the Tair value of their
trading asscts aund  liabilities  on Pecember 31
(table 2). In this article, imformation for all trading
account items is presented to give a more complete
picture of trading.

AT FEATIVE TR EMATTON

Managers give qualitative information in the narea-
tive portions of their annual reports it which they
identily the risks presented by their business activi-
tics and their miethods for measuring and controlling
those risks. The depth of these narratives on risk has
increased substantially over the past few years. The
banks® 1993 reports typically had only limited dis-
cussions about trading and perfunctory information
about derivatives. The 1994 reports had much richer
disclosure on these topics. The overriding characteris-

tics of the 1995 annual reports were reflinement of

methods of disclosure first used in 1994 and further
diffusion of these methods among, the top ten banks;
for example, whereas @ 1994 report might have dis
cussed overall value at risk, the 1995 report broke
down valuc at visk into its clements and discussed
exposure to differcat kinds of risk.©

Dviscussion of opecdic ik

Although nearly all of the banks described credit and
market risk in 1994, the 1995 reports contained luller,
more coherent explanations of exposures to those
risks (table 3). ‘The 1995 reports as a rule broadened
the approaches used in 1994 (o [rame discussions and
analyses of other products (such as bonds) and other
lines of business (such as sclling forcign currency o
custoniers or trading for the firm’s own account as
opposed to marketimaking). Also, the reports gener-
ally integrated discussions of derivatives into clearer
discussions of idcntical risks inherent in traditional
banking books; in contrast, disclosures about market
and credit risk in some ol the 1994 reports Tocused
solely on derivatives. In 1995, as in carlier years, the

6. Value at risk 16 i method of measuring risk by estimating,
potential losses in porttolio value that could result from adverse
moventents i market prices and other rish factors. The method is
based an statisties in which a confidenee level and a portfolio holding
petiod we specilicd.
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Vo hiaber of topowen baoky discuesing then mianagement
abypectves snd the sk of dedivatives e thea sl
ieporis, 19970 9%

Number of banks disclosing
Type of qualitative disclosure e TR S
1993 L 1994 4 1995

DISCUSSION OF MANAGEMENI
OBIFCHVES AND STRATEGHES

For trading activities ............... 4 G 10
For nontrading activities ............ 4 10 10

IISCUSSION 01F RISKS AND
MANAGEMEN TECHINIQUES

Placed in context with balance sheet

FSKS oo 7 10 t0
Creditrisk .o 6 9 10
Market risk ..., 6 49 {0
Liquidity risk ... 4 6 9

........... f 3 3

Operating and legal

depth ol discussion was roughly commensurate with
the nmportance of trading prolits o the nstitution’s
overall income. For example, some banks carned
more on deposit account service charges than they
did from trading, and the limited level of disclosure
about trading may have reflected that priority.

Similarly, banks’ discussions of funding liquidity
risk at their institutions and their means of controlling
it were generally more informative in 1995, Banks
summarized their processes for identifying their fund-
ing requirements, their procedures for predicting cash
needs, and contingency plans lor unexpected cash
demands. None of the banks, however, discussed the
market liquidity ol their financial instrument port-
folios.

Disclosures of operating and legal risks were
somewhat more detailed in 1995, but discussions of
management techniques for controlling these risks
remained rather shallow. This shallowness may
rellect the difficulty ol reliably quantilying  (hese
risks. However. it is noteworthy that the roots ol
some of the more notorious rading debacles in recent
years can be traced to operating or legal problems;
theretore, more discussion of these risks might have
been appropriate.

Most ol the ten banks described their processes for
controlling the risks arising (rom trading and other
business activities by identifying the management
group responsible for setting trading policies and by
describing the managerial lunctions responsible for
ensuring compliance with those policies. The typical
report gave an overview ol risk management that
sketched the bank’s business  objectives and its
management philosophiics (for example, by describ-
ing the extent o which its management responsi-
bilitics are centralized or diffuse). Most banks also
bricfly described the information  systems  and
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Requirements and Recommendations for Public Disclosure

Although authorities that set accounting standards, regula-
tors, and industry groups have long recognized that there
are deficiencies in accounting practices for and disclosure
of financial instruments in general, the growing use of
derivatives has brought these deficiencies into sharp focus.
The Financial Accounting Standards Board (FASB), the
organization that sets accounting standards, in 1986 created
a task force on financial instruments to address these defi-
ciencies. After some study, the FASB decided that the
accounting issues surrounding derivatives would be best
addressed by first establishing minimum disclosure require-
ments and then devising consistent accounting methods.
The FASB has so far published three statements of account-
ing standards (SFAS) affecting disclosures about deriva-
tives and other financial instruments. Financial statements
that conform to generally accepted accounting principles
necessarily follow these standards.

SFAS 105, Disclosure of Information about Financial
Instruments with Off-Balance-Sheet Risk and Financial
Instruments with Concentrations of Credit Risk, became
effective with 1990 annual reports. It requires the disclosure
of the basic contractual terms of certain derivative contracts
and discussion of their market and credit risks. It also
requires the disclosure of large concentrations in credit risk
and, for certain derivative instruments, the disclosure of the
loss the firm could incur if counterparties were to default on
their obligations.

SFAS 107, Disclosure about Fair Value of Financial
Instruments, requires the disclosure of the fair value of
derivatives (as well as that of most traditional banking
instruments). The standard first applied to 1992 annual
reports; it was amended by SFAS 119 for the purpose of
making fair value disclosures better organized and more
understandable to readers of financial statements.

SFAS 119, Disclosure about Derivative Financial Instru-
ments and Fair Value of Financial Instruments, became
effective for 1994 annual reports. It requires firms to differ-
entiate in their disclosures between derivatives used for
trading purposes and those used for risk management or
other “‘end-user” purposes.

« Trading activities. For derivatives used for trading,
firms must report the fair value of their derivatives posi-
tions (both as of year-end and as an annual average) and
must report their profits from the trading of derivatives
separately; these trading profits may be reported as a total or
may be broken down by, for example, line of business (such
as sales of foreign currency) or exposure to market risk
(such as interest rate or foreign exchange risk).

¢ End-user activities. Firms must explain their objectives
in using derivatives for hedging or other risk-management
purposes and must discuss their strategies for achieving
those objectives. They must also indicate where in their
financial statements end-user derivatives are presented and
give certain details about derivatives used to hedge

anticipated transactions (such as the amount of gains or
losses that were deferred). The fair values of end-user
derivatives must be disclosed separately from the fair
values of items hedged by the derivatives. Encouraged but
not required is the disclosure of quantitative information
that managers use as a basis for controlling risk exposure.

Proposed Requirements

Disclosures in the 1995 annual reports were influenced by
requirements formally proposed in December 1995 by the
Securities and Exchange Commission (SEC), the agency
responsible for administering federal securities laws and
for regulating accounting and disclosure by publicly traded
companies. The SEC has delegated much of its authority
for setting accounting standards for publicly traded compa-
nies to the Financial Accounting Standards Board, but it
also occasionalily issues supplemental guidance, The pro-
posed amendments to current requirements focus on the
disclosure of market risk. If adopted, they would become
effective for 1996 annual reports,

The SEC proposal requires more detailed disclosure of
quantitative and qualitative information about the market
risks associated with derivatives. Quantitative information
could be disclosed by means of (1) a table showing con-
tract terms and other information, including fair value,
expected cash flows, and effective rates and prices; (2) a
sensitivity analysis of a hypothetical loss of earnings, fair
values, or cash flows resulting from an arbitrary change in
current interest rates, foreign exchange rates, or commod-
ity or other prices; or (3) a statement of value at risk
expressing the companywide (that is, in trading as well as
in other lines of business) loss of fair values, earnings, or
cash flows of market-risk-sensitive instruments that might
arise from price movements of a given likelihood of occur-
rence over some time interval, with a separate estimate of
value at risk for each type of market risk to which the firm
is exposed. Also required would be the disclosure of limita-
tions that might cause the quantitative information about
market risk to not fully reflect the overall market risk to the
company.

The SEC proposal also requires that companies disclose
more detail than currently required by the FASB about
their procedures for accounting for derivatives, including
information about the accounting methods used, the types
of derivatives to which each method was applied, and the
criteria for choosing which method to apply.

Recommendations

In the past two years, several industry groups and regula-
tors, either individually or in association with other agen-
cies, have called for additional disclosure of derivatives
activities, These groups have generally stressed the advi-
sory nature of their recommendations, in an effort to encour-
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age firms to develop better ways of informing readers of
financial statements and of enhancing market discipline.
Their recommendations, though nonbinding, appear to have
influenced disclosures in the 1994 and 1995 annual reports.

Euro-currency Standing Committee

In 1994, a working group of the Euro-currency Standing
Committee of the Group of Ten central banks (ECSC)
recommended that firms disclose quantitative information
about their market and credit risk exposures and their suc-
cess at managing those risks, to provide a framework for
their qualitative discussions. At a minimum, quantitative
information about the market risk of the trading portfolio
should be disclosed; also desirable is similar disclosure
about the consolidated portfolio (that is, about derivatives
and financial instruments relating (o traditional banking
activities as well as to trading). The information should
reveal the portfolio’s riskiness by indicating the volatility of
its market value.

The ECSC also recommended that firms increase the
transparency of their disclosures about credit risk. Sugges-
tions include the reporting of current and potential credit
exposure and the quantification of the variability of credit
exposure over time. Reporting of actual credit losses,
arrangements for collateral, and other credit enhancements
were suggested to give an indication of the quality of the
firm’s risk-management practices.

Basle Supervisors Committee and
International Organisation of Securitics Commissions

In November 1993, the Basle Supervisors Committee (BSC)
and the International Organisation of Securities Commis-

Requirements and Recommendations for Public Disclosure—Continued

sions (I0SCQ), international associations of national regu-
lators, made several recommendations for the disclosure of
more qualitative and quantitative information about trading
and derivatives activities and their effect on credit risk and
earnings. The groups agreed on using a common set of data
provided by regulated enterprises to assess the use of
derivatives by these enterprises. The recommendations
were issued in connection with a survey of disclosures in
the 1994 annual reports of seventy-nine large international
banks and securities firms in the Group of Ten (G-10)
countries. The 1994 and 1995 annual reports described in
this article provided virtually all the data recommended by
these groups.

Other Information about Derivatives
Available to the Public

Regulators have long required that banking organizations
report notional amounts and fair values of the derivative
instruments they hold or have issued. Since 1995, the
Federal Reserve and the other federal banking agencies,
under the auspices of the Federal Financial Institutions
Examination Council (FFIEC), have required that notional
amounts and fair values be reported by risk exposure and
management objective. Information about trading revenues
and the effects of end-user derivatives on accrual-basis
income has also been required since 1995, as has the
past-due status of derivalive contracts and actual credit
losses. This information is available to the public. The
information required in these regulatory reports appears to
have influenced the disclosures made by the larger of the
top ten banks in their 1995 annual reports.

management ools used to assess the results of their
cfforts to control risk.

Laplanation of the
Vinancial Presertation of Derivatives

Under gencrally accepted  accounting  principles,
firms have long been required to desceribe their
accounting policies in general terms. More recently
they have had to disclose their means of determining
the fair value (sometimes called the fair market value)
of many financial instruments they hold or issue. Hor
derivatives, firms must describe not only the way
they determine fair value but also the accounting
methods under which they recognize income and
expense and the legal techniques that underlie their
presentation ol net credit exposure in linancial
reports, In meeting these requirements, all ten banks

discussed their reasons for using derivatives, identi-
ficd where in the financial statement information
about derivatives was presented, and explained how
derivatives were accounted for (that is, by fair valuc
or on an accrual basis; sce box “Accounting for
Derivative  Contracts”). In general, their 1995
deseriptions were better organized and more specific
than those in carlier reports. The 1995 reports also
provided much more detailed and more usctul
descriptions ol the methods and assumptions used
in valuing financial instruments that did not have
observable market prices.

QUANTITATIVE INFORMATION
Quantitative information illuminates management’s

discussion of the firm’s financial performance. With
respect to derivatives and (rading, these data give
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Accounting for Derivative Contracts

Derivative instruments, like some other financial instru-
ments such as traditional loan commitments, are executory
contracts. That is, the two parties to the contract have made
mutual promises but have not carried out all the obligations
specified in the contract. Under generally accepted account-
ing principles, an executory contract is reported in a finan-
cial statement only after some economic performance (in
what may be a series of requirements) has taken place—
under a firm commitment to lend, for example, when funds
are drawn. The commitment is “off balance sheet” until
some performance occurs. When the cash disbursement is
reported as a loan, the financial contract can be said to be
“on balance sheet.”

In keeping with this accounting principle for executory
contracts, the accounting treatment of derivative instru-
ments may reflect only the next required contractuat perfor-
mance during the period covered by the financial statement
(such as the accrual of a cash receipt or disbursement
characterized as income or expense). Under this procedure,
an example of accrual accounting, even though a party to a
derivative contract—an interest rate swap, for example—
could be obligated to make a series of cash payments over a
number of years if interest rates change adversely, these
potential future obligations are not reflected on the balance
sheet. Hence, the derivative contract is *“off balance sheet,”
and its potential risks and rewards are obscure. Also, when
derivative contracts are used as hedges, losses or gains on
them may be deferred to match revenue from loans or
interest expenses on deposits or other items being hedged.

Future benefits or obligations associated with off-balance-
sheet contracts, then, are not well captured in financial
statements and therefore lack transparency.

Although executory contracts may not be recognized for
accounting purposes, they nonetheless have economic
value. For example, an interest vate swap entitling a firm to
receive a fixed rate of 8 perceat is more valuable than one
entitling the firm to receive 7 percent, even though the
comparative benefit does not appear on the balance sheet. In
some financial reporting situations (such as in reporting
trading activities), using economic value is more relevant
than using accrual accounting conventions to represent
derivatives, The accounting practice of estimating eco-
nomic value, called marking to market, involves deter-
mining the fair value of the contract (by market quote, if
available; otherwise through estimation techniques), record-
ing that value on the balance sheet, and recognizing the
change in value as a gain or a loss. When derivative
contracts are marked to market, their fair value is reflected
in accounting statements at a point in time (the balance
sheet date) and their volatility is demonstrated through the
change in fair value reported in earnings.

Accountants may disagree about which procedure-—
marking to market or accruing cash flows—more faithfully
represents a particular transaction. However, they do agree
that more thorough disclosure of the contractual terms of
derivative contracts and discussion by management of their
hedging programs and the resuits of those efforts improve
the transparency of off-balance-sheet instruments.

readers of financial statements an indication of the
levels of market and credit risk assumed by the bank
and finer detail on the profit the organization carned
by taking those risks.

Basic Information
on Derivatives Positionys

The top ten banks continued in 1995 to disclose the
gencral contractual terms of their derivative contracts
(table 4). All ten reported the notional amounts of
such contracts, in all cases distinguishing derivatives
used in trading from those intended for other (so
called end-user) purposes. Most of the ten provided
details on their annual average and year-end trading
positions, giving the dollar values of assets and
liabilities in their trading portlolios disaggregated
among the different classes of derivatives and other
items therein. Some types of information published
in 1994 appeared less frequently in 1995: gross posi-
tive and negative fair values of derivatives positions

and, for interest rate contracts held for trading pur-
poses at year-end, detailed schedules of interest rates
and maturities.

Disclosures about Traded Derivatives

Most of the ten banks gave more detail about their
trading positions and trading revenues in 1995 than
had been done in 1994, This enhancement follows a
significant change in the 1994 reports: For that year,
generally accepted accounting principles for the first
time required that firms separate the fair values of
derivative contracts in a gain position (asscts) from
those in a loss position (liabilities), under much more
stringent rules for netting for accounting purposes.’
These details were supplemented in 1995 with more
information on the types of instruments, both deriva-

7. As aresult of this accounting change, the assets and liabilities of
one of the ten banks increased $14 billion. The change had no effect
on income, however,



4. Number of top ten banks disclosing, the general terms
of their derivative contracts in their annual reports,
1993- 95

Number of banks disclosing

Type of quantitative disclosure
1994

1993 1995

NOTIONAL AMOUNTS

Dealer (trading account) positions ..,

End-user (nontrading account)
POSIIONS ..........iiiiinnn., 19 10 10

Derivatives traded over the counter
separated from those traded

on an exchange ................ C 3 4
Maturity schedule
Dealer (trading account) positions ... 1 6 2
End-user (nontrading account)

positions ............. ...l 7 10 8
Combined ..., 2 1 3
Contract rates
Receive or pay rates ................ 3 10 4
Receive or pay notional amounts . ... 2 0 4

FAIR VALUE DATA

Gross positive fair value ............ 7 7 4
Gross negative fair value ........... 0 6 4
Trading account
Trading assets separated from
trading liabilities .............. 0 10 10
Nonderivative instrument detail
End-of-period fair value ...... 0 8 10
Average-for-period fair value 0 6 7
Derivative instrument detail
End-of-period fair value .......... 0 9 10
Average-for-period fair value ... .. 0 7 7
End-user positions
Overall fair value .................. 9 9 {¢]
By related asset or liability being
hedged ... 6 9 6
By type of derivative contract .. ..... 2 6 4

tive and nonderivative, that made up the year-end fair
value (and annual average fair value) of the trading
portfolio.

Credit risk

The state of disclosure about credit risk in 1995
compared with 1994 was mixed (table 5). As in 1994,
all ten banks reported their current credit exposure
taking into account the effects of bilateral netting
agreements. However, additional information about
credit risk exposure was generally lacking. Six banks
showed how much their gross credit risk exposure on
December 31 had been reduced through bilateral
netting agreements. Of these six, three also quantified
the potential credit exposure of their positions.® None
of the banks gave a quantitative measure of the

8. Potential credit exposure is a measure of the probable loss to the
bank if the contracts held on a certain date were to become more
valuable before they mature because of favorable market price
changes and then counterparties were to default.
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volatility during the year of their credil exposures
resulting from their trading activities.

Reflecting a general shortcoming of annual finan-
cial statements—one that is not limited to the report-
ing of derivatives—the ten banks furnished only
limited data on the credit quality of the financial
instruments they held or their portfolios as a whole,
Five banks disaggregated credit exposures for their
derivatives portfolios according 10 whether or not the
counterparty was investment grade (as rated by an
outside agency or internally), but banks generally did
not publish this information for loan or investment
portfolios. Disclosure about geographic concentra-
tion was less common in 1995 than in 1994. The
extent of disclosure of nonperforming contracts was
unchanged: Six banks either guantified their actual
credit Josses and their derivative contracts for which
payments were past due or explicitly stated that the
amounts were immaterial. In most instances, losses
were reported in the context of a discussion of losses
incurred from traditional banking activitics.

As a supplement to their disclosures of credit risk
and capital adequacy, seven banks reported the
risk-based-capital credit-equivalent amount of their
off-balance-sheet contracts in describing their risk-
weighted assets and risk-based capital ratios.”

9. The risk-based-capital credit-equivalent amount is a measure
resulting from the conversion of” oft-balance-shect contracts into an
equivalent balance sheet asset. Regulatory calculations of risk- based-
capital amounts and ratios arc used by supervisors to assess capital

adequacy.

5. Number of top ten banks disclosing in their annuaf
reports data on credit risk relating to derivatives they
trade, 1993 95

Number of banks disclosing

Type of quantitative disclosure
1993 ‘ 1994 T 1995

Current credit exposure (net) ........ 1¢ 10 10
Reduction of exposure attributed to

bilateral netting agreements .... 7 7 6
Potential credit exposure ............ 1 2 3
Volatility of credit exposure ........ 0 0 0
Counterparty credit quality
By counterparty type (for

example, bank, other

corporation, government) ..... 4 4 1
By internal or external credit

rating of counterparty .......... 0 i 5
Concentration
Exposure by geographic area ....... 4 4 1
Exposure by industry group or

government enfity ............. 4 6 5

Collateral and other credit

enhancements ................. 0 2 1
Actual credit losses ..., 4 6 6
Nonperforming contracts , . 1 6 6
Risk-based-capital credit eq

for derivatives ................. 4 7 7
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Market risk

Most of the ten banks reported details of their
measurements of market risk in their 1995 annual
reports. Seven reported using value at risk as a means
of assessing market risk and gave daily, monthly, or
quarterly data. These seven gave varying amounts of
detail on the assumed holding period, the high, low,
and average value at risk, and portfolio performance
versus management’s intended limits on losses that
could result from market risk exposure (table 6). One
bank gave portfolio performance figures without
giving details of management’s limits on losses. Four
reported both management’s limits and actual trading
profits and losses. The disclosure of numerical details
on value at risk was a significant innovation in the
1994 reports and became more widespread in the
1995 reports. [ndeed, inclusion of these details is
the single most remarkable development in annual
report disclosures over the past two years, In their
1993 reports, several institutions indicated that they
relied on a value-at-risk method but did not disclose
value-at-risk data, and in their 1992 reports they were
largely silent about how they managed market risk
and gave little or no mcasure of their market risk
exposure.

Several banks included in their 1995 reports addi-
tional data oo value at risk that reflected a recent
proposal by the Securitics and Exchange Commis-
sion regarding market risk disclosures (see box

6. Number of top ten banks disclosing in their aunual
reports data on the management ol market risk relating
to derivatives, 1993 95

Number of banks disclosing

1993 1994 1995

Type of quantitative disclosure

TRADING ACTIVITIES

Value-at-risk information
High and low value at risk for the

Y
Average daily value atvisk .........
Datly change in value of portfolio . ..
Average daily change in value

of portfolio ....................
Frequency of changes in

portfolio value exceeding

value-at-risk limit ..............
Confidence interval used in

value-at-risk anatysis .......... 0
Aggregation across risk factors ,..... 0

o ooo
W Eo e
> ~ LN

(=]
S
v

(== )
FSE ]

END-USER ACTIVITIES

Effect of derivatives on duration’
Effect of derivatives on gap positions .
Scenario analysis—Impact of rate
shock ..o
Value at risk for nontrading
portfolio ......................

[~
w o ow N
o mD

1

1. Duration is a method ol measuring interest sensitivity that is based on
financial instrument cash flows weighted by the time to receipt or payment.

“Requirements  and Recommendations™). These
banks not only described the market risks of their
trading portfolios in terms of value at risk but also
published data on their exposure to specific kinds of
market risk (for example, interest rate and foreign
exchange) as well as a measure of how these risks
interacted or correlated to reduce overall market
exposure through diversification,

The larger dealers among the ten banks wove these
quantitative details into their discussions of risk-
management policies, giving some flavor of the
dynamics of their risk-taking during the year by
disclosing their actual trading portfolio results rela-
tive to their risk measurements and their risk-control
objectives. Sceveral banks used graphics to more fully
convey information about their trading portfolios in
general, about daily value at rigk, and about daily
changes in porttolio valuc.

Liquidity risk

Quantitative information about liquidity risk was lim-
ited in the 1995 annual reports, as it was in the 1994
teports. The topic gencrally was addressed through
discussion of overall institutional liquidity require-
ments and policies.

Disclosures about End-User Derivatives

The most common disclosure about end-user der-
ivatives was general information about positions:
notional amounts, maturitics, and fair values
(table 4). The most prevalent means ol conveying
information about how derivatives were used to man-
age a bank’s interest rate risk continued to be a gap
position schedule (table 6).'0 All banks publishing a
gap schedule cautioned that it represented only a
point in time and did not capture option and other
dynamic characteristics of the balance sheet. In sev-
cral reports the gap schedule was supplemented
cither by a discussion of the clfect of a hypothetical
rate shock on capital or carnings or by a discussion of
earnings-at-risk methods applied to nontrading port-
tolios. Publishing these alternatives to gap analysis
was new in the (994 reports and became more
widespread in 1995, Most banks, in varying detail,

10. Gap analysis is 2 method used fo estimate interest rate risk in
which financial instruments are categorized by maturity in a series of
time bands. Liabilitics are subtracted from assets in each rime interval,
and the magnitude of the difference gives an indication of interest
sensitivity. Banks can use derivatives to adjust their sensitivity to
interest rate risk.
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described whether the derivatives were linked o spe-
cific components of the balance sheet or were used to
manage overall, or macro, exposurcs. Rellecting the
expansion of value-at-risk methods to activities not
related to trading, one bank furnished quantitative
information on the value at risk related to its nontrad-
ing portfolios.

As a result of minor changes in generally accepted
accounting principles, the 1994 anunual reports con-
tained clearer, more understandable information
about the fair value of the financial instruments in the
lirms’ portfolios. Firms were required to disclose the
fair value of financial assets and liabilities carried at
historical cost separately from the fair value of
derivatives used 10 hedge these instruments. This
approach makes it much more obvious whether an
instrument was favorable (that is, an asset from which
the bank could expect to receive cash) or unfavorable
(a liability on which the bank probably would pay
cash), given ycar-end prices or interest rates. The
1995 reports showed little change in how this infor-
mation was presented.

Disclosures ubout Earnings

For 1995, all ten banks disaggregated their trading
revenues: Nine reported their results according to
line of business or risk exposure with little differen-
tiation between derivative and other instruments, and
one reported about derivatives oaly (table 7). These
numbers compare favorably with the 1994 reports,

7. Number of top ten banks disclosiag data on income
relating to derivatives in their annual reports, 1993-95

Number of banks disclosing
1993 ’ 1994 1 1995

Type of quantitative disclosure

INCOME FROM TRADING ACTIVITIES

Disaggregation of income

By risk exposure or line of business . 2 5 9
By specific instrument (for

example, interest rate swaps) .. 8 7 !
By derivative versus nonderivative -

insmxmmts e fereaes 5 6 4

INCOME RELATED TO
END-USER ACTIVITIES -

Effect of derivatives on income from

OPErations ... .. ovihniiieanes 4 8 4
Amount of deferred gains or losses .. 6 5 3
Amortization petiod for deferred

gains or losses ................. 2 5 3
Unrealized gains or losses on

derivatives .................... 7 10 10

in which most banks gave only the minimum
required information (that s, they reported only about
derivatives). As a result, the 1995 reports gave a
more complele picture of profits and risks from
trading both derivative and nonderivative financial
instruments.

In contrast, fewer banks gave details about the
effects of end-user derivatives  on - accrual-basis
accounting income and cxpense. Only four banks
reported the effect on operating income of derivatives
accounted for on an accrual basis, compared with
eight in 1994. And only three banks disclosed gains
or losses from end-user derivatives that had been
deferred and provided details on when the detferrals
would be reflected in future carnings, down from five
in 1994, The absence of these details makes it some-
what more difficult to assess the accounting conse-
quences of a bank’s hedging activities (Tor example,
whether income will decrease in future years when
losses that had been deferred are recognized.)

CONCLUSION

The detail and clarity of information about deriva-
tives and trading published by the top ten ULS. dealer
banks continues to improve. The banks that had the
more innovative annual reports in 1994 also led the
group in 1995, reporting more quantitative details on
value at risk and the results of their trading activitics.
Also as was the case in 1994, the disclosures of those
banks whose trading revenucs make up a larger share
of their income tended to be more informative about
derivatives and trading. Institutions with larger tradi-
tional banking scgments devoted more altention to
those lines of business than to trading.

The experimentation in betler approaches to disclo-
sure that has been encouraged by standards sctters
and others is evident in the variety of methods used
to present information about derivatives activities—
and also in the discarding of some information that
was provided in 1994, None of the reports can be
singled out as the best; most of the banks had a novel
approach to reporting on some aspect ol their deriva-
tives activities that was not used by the others. Dis-
closures about market risk have been  greatly
improved, but it appears to us that credit risk dis-
closures are lagging and nced more depth. Further
experimentation should be encouraged, as these pri-
vate efforts have made significant strides in increas-
ing the transparency of derivatives activities. L]



Treasury and Federal Reserve

Foreign Exchange Operations

This quarterly report describes Treasury and System
Soreign exchange operations for the period from April
through June 1996, It was presented by Peter R.
Fisher, Executive Vice President, Federal Reserve
Bank of New York, and Manager for Foreign Opera-
tions, System Open Market Account. Daniel Katzive
was primarily responsible for preparation of the
report.!

During the second quarter of 1996, the dollar traded
in a relatively narrow range against the Japanese yen,
fluctuating between ¥104 and ¥110. Against the

I. The chaits for the report are available on request trom Publica-
tions Services, Mail Stop 127, Board of Governors of the Federal
Reserve System, Washington, DC 20551,

mark, the dollar appreciated carly in April, then pro-
ceeded to trade between DM 1.51 and DM 1.55 for
the duration of the quarter. Throughout the period the
dollar was supported by expectations of an increase
in U.S. interest rates by the end of 1996. Meanwhile,
evolving market views of the likely course of German
and Japanese monetary policy contributed to fluctua-
tions within the trading range. Over the quarter, the
dollar appreciated 3.2 percent against the German
mark, 2.2 percent against the Japanesc yen, and
1.6 percent on a trade-weighted basis against other
Group of Ten (G-10) currencies.2 The U.S. monetary

2. 'The dollar’s movements on a trade-weighted basis against ten
major currencics are measured using an index developed by staft of
the Board of Governors of the Federal Reserve System,

1. Forcign exchange holdings of U.S. monetary authorities, based on current exchange rates

Millions of dollars

Quarterly changes in balances by source
Item Balance, C Balance,
Mar. 31, 1996 | Net purchases Tmpact of Investment vatustion June 30, 1996
t 2 H
and sales sales income adjustments®
FEDERAL RESERVE
Deutsche marks 13,266.0 0 [V 1034 ~387.3 12,982.1
Japanese yen ............. 6,636.6 0 0 4.0 ~143.3 6,497.3
Interest receivables® . .................... 757 74.0
Other cash flow from investments? ....... 7.4 5
Total ... 19,9854 19,553.9
U.S. TREASURY
EXCHANGE STABILIZATION FUND
Deutsche marks ..............oocveieens 6,715.5 0 0 517 ~196.0 6,571.2
Japanese yen 9,730.5 0 (¢} 6.1 ~213.3 9,523.3
Mexican pesos? ... .ooiiiiiiniiiiin 10,500.0 ~235.3 0 2353 05 10,500.0
Interest receivables® ..................... 272. 2713
Other cash flow {rom investments” ....... 15 4.4
Total ............ccooiviiiiiiniiin 27,2262 26,876.2

Noin. Figures may not sum to totals because of rounding.

t. Purchases and sales include tforeign curtency sales and purchases related to
ofticial activity, swap drawings and repayments, and warchousing,

2, Caleulated using marked-to-market exchange rates; represents the dif¥er-
ence between the sale exchange rate and the most recent revaluation exchange
rate, Realized protits and losses on sales of foreign currencies, computed as the
difference between the tustoric cost-of-acquisition exchange rate and the sale
exchange rate, are shown in lable 2.

3. Foreign currency balances are marked to market monthly at month-end
exchange rates.

4. See table 4 fo a breakdown of Mexican swap activities, Note that the
investment income on Mexican swaps is sold back to the Bank of Mexico.

5. Valvation adjustments on peso balances do not affect profit and loss
because the effect is offset by the unwinding of the forward contract at the
repayment date. Note that the HSE does not mark to market its peso holdings,
hat the Tederal Reserve System does.

6. Interest receivables for the ESE are revalued at month-end exchange rates,
Interest receivables for the Uederal Reserve System are carried at cost and are
not wacked to market until interest is paid,

7. Cash flow ditferences from payment and collection of funds between
quarters.



authoritics did not undertake any intervention opera-
tions in the foreign exchange market during the
quarter.

In June, the dollar became increasingly entrenched
in tight ranges, pinned between DM 151 and
DM 1.54 and between ¥Y107.60 and Y110, After the
first week of June, the dollar’s Friday closing levels
against the mark and yen never varied more than
1 percent from the preceding week's close. In this
environment, implicd volatitity on dollar—mark and
dollar—yen onc-month options declined to levels
seldom scen. The probability distribution of [uture
exchange rates implied by one-month currency option
prices became notably tighter during the second
quarter, reflecting expectations ol lower exchange
rate volatility and market participants’™ greater will-
ingniess to bear the risks ol selling options.

SUPPORT 1OR THE DOLIAR ©ROM
XPECUATIONS G A HIKE IN LS KATES

Throughout the quarter U.S. cconomic data releases
led many market participants to anticipate a near-
term Federal Reserve tightening. Most notably, non-
farm payroll reports tor Macch and April provided
cvidence that the U.S. lubor market remained strong.
Initial reports (although later revised down) that (irst-
quarter gross domestic product (GDP) had grown at a
2.8 percent year-on-year rate reinforced the pereep-

tion of strength in the economy. Expectations of

monetary tightening were reflected in forward rates,
with three-month rates on December  Hurodoliar
futares rising ncarly 60 basis points from April | 10
mid-June.

The perception of underlying cconomic strength in
the United States prompted dollar buying during ¢pi-
sodes of dollar weakness, providing support for the
dollar at the bottom of its trading range. In the last
week of the second quarter, expectations of an immi-
nent Federal Reserve tightening were sharply scaled
back after several press and market rescarch reports
suggested that a change in policy in the near term
was unlikely. The dollar had little reaction to these
late developments, with foreign exchange market
participants focusing instcad on developments in
Germany and Japan.

Shifting expectations about U.S. monetary policy
caused sporadic disturbances in U.S. asset markets.
Declines in LS. stock and bond prices, which had
weighed on the dotlar in previous periods, did not
significantly weaken the dollar during this quarter,
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T DOLIAR BENIPTTS AGATINST P MR
IN AVRILC AN REAY 2ROM DN D0 CTATION
Of GLEKMAN BTONE PARY TCANING

darly in the period, expectations ol a further casing

ol money market rates by the German Bundesbank
were supported by olficial  policy  actions. On
April 18, the Bundesbank announced that it would
cul its discount and Lombard rates, clfectively lower-
ing the range within which German money market
rates fluctuate. Although the key repurchase rate
remained fixed at 3.3 pereent, the change in ollicial
rates spurred expectations that cuts in the repurchase
rate would follow 1 subsequent weeks,

These pereeptions were bolstered by weak cco-
nontic data and by downward icvisions of projections
for 1996 growth made by several German cconoic
institutes. Consumer price index data released in late
April for western Germany confirmed that inflation-
ary pressures remained  subdued; together  with
Bundesbank officials” hints that scope Tor casing
existed, this development appeared to reinforce the
prospects ol an case.

In this environment the dollar broke above the
trading range in which it had been contained for
much ol March. After decisively breaking DM .50
on April T, the U.S. currency continued to appreci-
ate, closing on May 28 at a high for the quarter of
DM 1.5470).

REAREAT O VHE 1300 AR N JUNE
FROM 00 TGS AGAINST THE MARA

The Bundesbank did not, in fact, reduce money mar
ket rates during the second quarter, and the repur-
chase rate remained fixed at 3.3 pereent. Anticipation
of additional Bundesbank casing during the cycle had
begun to fade by late May as indicators ol improved
business sentiment were released. Stronger-than:
expected industrial orders and continued growth of
M3 —well above the 7 percent ceiling ol the Bundes-
bank’s target range in April and May - -further damyp-
ened expectations. By mid-June, prices in Germar
credit markets began to reflect an expectation of
Bundesbank rate hikes by the autumn of 1996, aud
forward rate agreement (FRA) rates for three-month
Huromark deposits three months out moved sharply
higher than cash rates, after having traded in a range
roughly cqual to or lower than that of cash rates for
most ol the quarter.

Dissipating expectations of German monetary cas-
ing weighed on the dollar—mark exchange rate. The
dollar’s continued lailure to break through DM 1.55
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prompted market participants to scale back long dol-
lar positions, and the U.S. currency retreated from its
highs in May to close at a low for June of DM [.5122
on June 18. Apparently capped at DM 1.55 but well
supported above DM [.51, the dollar proceeded to
trade in a narrow corridor, and implied volatility on
one-month dollar—mark options approached record
lows. At the same time, although the dispersion of the
probability distribution of the future dollar—mark
exchange rate implied by currency options declined,
it became increasingly skewed toward a weaker
dollar.

EXPECTATIONS OF A HIKE IN JAPANESE
INTEREST RATES WEIGH ON THE DOLIAR-YEN
EXCHANGIE RATL

Early in the second quarter, the dollar fell against the
yen as sentiment grew that the Bank of Japan’s
accommodative monetary policy stance could end
as early as the later part of the quarter. This percep-
tion was supported by data released in April that
suggested recovery in the retail, manufacturing, and
housing sectors of the economy. Ofticial comments
also fucled interest rate anxieties. Market participants
were particularly wary of April comments from Gov-
ernor Matsushita, ot the Baok of Japan, suggesting
that rising rates were “natural” in a recovering ccon-
omy and noting the link between Japan’s easy money

oS

Net profits or losses (—-) on US. Treasury
and Pederal Reserve foreign exchange operations,
based on historical cost-ot-acquisition exchange rates

Millions of dollars

U.S. Treasury
. . Federal Exchange
Period and ftem Reserve Stabilization
Fund
Valuation profits and losses on
outstanding assets and liabilities,
Mar. 31, 1996
Deutsche marks ...............c..0 2,505.9 859.5
Japanese yen ......cociiiiiiieiiain 1,487,9 2,188.9
Total .......cccoviiiiiiiniiiiins 3,993.8 3,048.3
Realized profits and losses
from foreign currency sales,
Mar. 31, 1996-June 30, 1996
Deutsche marks ................000 0 0
JApanese yen ........ooiiiiiiiiiiins 0 0
Total ......ocoovevniiniieiae 0 0
Valuation prafits and losses on
outstanding assets and liabilities,
June 30, 1996}
Deutsche marks ................... 2,118.7 663.5
Japanese yen .........oooiiviia 1,337.5 1,968.3
Total ..o 3,456.1 2,601.7

Nouy. Figures may not sum to totals because of rounding.
L. Valuation profits or losses are not aflected by peso holdings, which are
canceled by forward contracts.

policies of the 1980s and the cnsuing ‘“‘bubble
economy.”

At the peak of these concerns and with December
Euroyen futures contracts reflecting three-month rates
nearly 90 basis points above cash rates, at the end
of April the dollar traded to the bottom of its range
for the quarter, The dollar briefly traded below ¥104,
and dollar-yen one-month implied options volatility
spiked to a high of 11.25 percent lor the quarter. The
dollar was supported at these levels by a market
perception that the Japanese monetary authorities
would not tolerate a weaker dollar because this might
jeopardize Japan’s economic recovery.

RECOVERY OF THE DOLIAR AGAINST THE YEN

By early June, anticipation of an imminent Japanese
rate hike began 10 ebb. Analysts concluded that ongo-
ing problems in Japan’s financial sector and the
absence of compelling evidence that Japan’s eco-
nomic recovery could sustain itself without (iscal
stimulus precluded such a step. That perception
became more prevalent on May 15 after Governor
Matsushita said that Japan’s recovery was not “self-
sustaining.” The Bank of Japan’s Tuanken survey,
released on June 7, was somewhat stronger than
cxpected but still too weak to alter these cxpectations.
Forward rates declined in this environment, and the
dollar recovered against the yen, appreciating from
its carly-May lows to trade above ¥109 in early June.

The June 18 announcement that Japan’s annualized
first-quarter GDP growth rate was 12.7 percent
briefly revived speculation that a Bank of Japan tight-
ening might be imminent, and the dollar traded off its
highs to below ¥108 in tandem with a sell-off in
Japanese credit markets. The dollar and Japanese
bonds recovered, however, as market participants
ultimately concluded that the strong GDP figure
would not in itself prompt a rate hike.

In the final weck of the quarter, remaining anticipa-
tion of a Bank of Japan tightening by summer’s end
subsided with the release of weaker-than-expected
industrial production figures and reports that in May,
unemployment had surged to a record high ot 3.5 per-
cent, December Euro—yen contracts ended the quarter
reflecting three-month rates only 53 basis points
above cash rates, and the dollar rose to close the
quarter at a twenty-nine-month high of ¥109.65.

As in preceding quarters, Japan reported declining
trade surpluses and sharp contractions of its trade
surplus with the United States. These data releases
provided support for the dollar throughout the period,
although immediate reaction to individual data



releases was muted. Data for March, April, and May
indicated that, in cach month the bilateral surplus had
declined more than 30 percent {rom the previous
yeat’s level.

WEAKENING OF THE MEXICAN PESO AMID
CONCERNS ABOUT A POSSIBLE ULS. RaTE HIKE

Through April and May, the Mexican peso traded
against the dollar in a steady range between NP 7.40)
and NP 7.55 despite a backup in ULS. bond yiclds. In
June, growing coucerns about a possible U.S. monc-
tary tightening sparked a correction. pushing the peso
out of its recent range to trade above NP 7.60 against
the dollar,

Toward the end of the period, markets reacted
positively to the Mexican authoritics” announcement
that in Auagust they intended to repay a substantial
portion of the $10.5 billion outstanding under the
U.S. Treasury’s Lixchange Stabilization Pund (ESE)
medium-term swap facility. This announcement came

3. Currency arranpements

Millions of dollws

- Amount of Outstanding,
Institution facility J June 30, 19%)6
Fuperat. RESERVE
RECIPROCAL CURRENCY
ARRANGEMENT
Austrian National Bank ............. 250 0
National Bank of Belgium . ........ 1,000
Bank of Canada .................... 2,000
National Bank of Denmack ......... 250
Bank of England ................... 3,000
Bank of France .................... 2,000
Deutsche Bundesbank .............. 6,000
Bank of ftaly ....................... 3,000
Bank of Japan ................o. 5,000
Bank of Mexico’ ................... 3,000
Netherlands Bank .................. 500
Bank of Norway ................... 250
Bank of Sweden ................... 300
Swiss National Bank ............... 4,000
Bank for Imternational Settlements
Dollars against Swiss franes ........ 600
Dollars against other authorized
European currencies ........... 1,250
Total ..., 32,400 0
. TREASURY
EXCHANGYE STABILIZATION FUND
CURRENCY ARRANGEMENTS
e e
Deutsche Bundesbank .............. 1,000 0
Bank of Mexico!
Regular swaps ................... 3,000 0
United Mexican States!
Medium-term swaps ............. 10,500
Total' ....... ... 10,500

t. Facilities available to Mexico comprise short-term swaps between the
Bank of Mexico and both the Federal Reserve and the ESE, as well as medinm-
ternt swaps and government gtarantees between the government ol Mexico and
the 1SE The total amount available from both mwedium term swaps and govern-
mient guaantees is $20 billion, less any outstanding diawings on the shont
term facilities.,

Treasury and Federal Reserve Foreign Fxchange Operations 805

amid continued positive news on the Mexican econ-
omy. Waning cxpectations of an immineat Federal
Reserve tightening in the final week of the quarter
also benefited the peso, and the currency partially
recovered, closing the quarter at NP 7.58.

TREASURY AND FEDERAL RESERVE FOREIGN
EXCHANGE RESERVES

The U.S. monetary authorities did not undertake any
intervention operations this quarter. At the end of the
quarter, the forcign currency reserve holdings of the
Pederal Reserve System and the ESEF were valued at
$19.5 billion and $16.1 billion, respectively, and con-
sisted of German marks and Japanese yen.

The U.S. monctary authoritics fnvest all their for-
eign currency balances in & variety of instruments
that yicld market-related rates of return and have a
high degree of liquidity and credit quality. A signili-
cant portion of these balances is invested in German
and Japancse government securities that are held
directly or uander repurchase agreement. As of
June 30, outright holdings of government securities
by U.S. monetary authoritics totaled $4.6 billion and
included investments in Japanese treasury bills and
German government bonds,

Japanese and German government securities held
under repurchase agreement are arranged either
through transactions cxccuted directly in the market
or through agreements with official institutions. Gov-
crnment sceeuritics held under repurchase agreements
by the U.S. monctary authoritics totaled $12.3 billion
at the end of the second quarter. Foreign currency
reserves are also invested in deposits at the Bank for
international Scttlements and in facilitics at other
olficial institutions,

In addition, the ESE held $10.5 billion cquivalent
in nonmarketable Mexican government securities in
connection  with the ESI?s  medium-terit swap
arrangement. [

4. Drawings/rollovers and repayments (- ) by Mexican
monctary authorities

Millions of dollars

i Out- Out-
N {standing, standing,
ftem M, 313, Apr. | May | June |%E0C 3&
1996 1996
[ I B [P
Currency arrangements
with the US. Treasury
Exchange Stabilization
Fund
Bank of Mexico
Regular ................ 0 0 4] 0 0
Medium-term ........... 10,500 4] 0 0 10,500

Noer, Datacare ona value date basis,
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Industrial Production and Capacity Utilization

for July 1996

Released for publication August 15

Industrial production edged up 0.1 percent in July
after an upward revised gain of 0.6 percent in June.
A 4.3 percent gain in the output of motor vehicles
and parts was mostly offset by a 1.8 percent decrease
in the output of utilities in July; output in other
categories was unchanged, on balance. The gain in
the production of motor vehicles and parts was led
by an increase in car and truck assemblies to a

[ndustrial production indexes
Twelve-month percent change
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seasonally adjusted annual rate of 13.4 million units;
the decrease at utilities reflected cooler-than-normal
weather on the Hast Coast. At 126.2 percent of its
1987 average, total industrial production in July was
3.8 percent higher than it was in July 1995. Industrial
capacity utilization decreased 0.2 percentage point, to
83.2 percent.

When analyzed by market group, the data show
that the production of consumer goods increased
0.3 percent because of the strength in the output of
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[ndustrial production and capacity utilization, July 1996

Category 1996
|
Apr. May' June!
Total .............. ... 124.5 125.2 126.0
Previous estimate ... ... ... . 124.5 1251 1287

Muajor market groups

Products, total* ..o L 120.8 121.2 121.8
Consumer goods .. . ... . [15.9 116.1 [to.1
Business equipment ... oL 166.3 166.2 168.5
Constiuction sapphes ... .0 L. 109.2 H10.4 128

Matertals. ..o 130.3 1314 132.5

Major industry groups

Manulacturing ... ...l ... 126.5 127.2 128.1
Dutable ..o oo 138.3 1392 141.2
Nondurable ... .....0 . . 113.5 114.0 1138

Mining ... H00.4 100.2 101.9

Utifities ... oo 1264 127.9 125.9

Averape, [.ow, thgly,
1967 95 1982 1988 89

Total ... . 82,1 718 84.9

Previous estimate ... . . L

Manutacturing ... ... 8.4 10.0 85.2
Advanced proc 807 714 83.8
['rimaty proc e e 826 60.8 &9.0

Mining ..... ... e 874 80.0 80.5

Utilities ... 809 76.2 92 O

Industiial production, index, 1987 =100

[ Percentage change
1996 July 1995
to
\ Julyr ' Apr! L May! L June! \ lulye July 1996
1 .
126.2 8 S K N 38
7 A 5
122.0 .6 A .5 2 3.3
1635 5 2 0 3 1.6
169.3 2.2 - (R 5 87
112.8 -2 1.1 22 0 5.2
132.0 ] 8 8 . 4.5
128.0 1.1 5 N R 4.3
142.0 2.0 6 14 .0 8.0
113.8 A K 2 N 4
101.6 ) 2 1.7 -3 8
123.0 1.3 1.2 1.5 -1.8 8
T . MEMO
Cupacity atilization, percent Capacity,
per-
\ 1995 ‘ 1996 centape
! change,
July 1995
y - . , ©
July Apr. 1 May ‘ June ‘ July? Tuly 1996
83.3 83.0 83.2 83.4 83.2 39
82.9 83.1 83.2
82.4 ¥1.9 82.0 82.3 32.3 4.4
80.6 80.4 80.3 8.6 80).7 5.1
86.7 85.5 80.0 80.5 86.2 2.5
90.0 89.7 89.6 911 90.9 1
90.8 921 93.7 9272 90.3 1.3

Noti, Data seasonally adjusted or caleulated from scasonally  adjusted
monthly data.
I Change from preceding month,

automotive products. Production of other durable
consumer goods edged down (.1 percent, and output
of nondurable consumer goods decreased 0.3 percent.
Apart from a drop in the residential use of clectricity,
output of nondurables was little changed: Production
gains in chemical and paper products were offset by
declines in foods, tobacco, and fuels.,

The output ol business cquipment increased
0.5 percent. The gain in motor vehicle assemblics
boosted the output of transit equipment, but the pro-
duction of other types of transit cquipment was little
changed. The output of industrial equipment declined
0.2 percent, its fifth consecutive monthly decrease.
This string ot declines is the most pronounced cumu-
lative drop i this grouping since 1991, Despite a
1.7 percent rise in the production ol computers and
office equipment, the output of information process-
ing cquipment cdged up only 0.2 percent; the produc-
tion of some Lypes of conununications equipment and
instruments (cll. The output of construction supplics
held steady after incrcasing substantially in the pre-
ceding two months; the production of” goods in this

2. Contains components i addition to those shown,
r Revised.
p Preliminary.

grouping has risen 5.2 percent during the past twelve
months.

The output of industrial materials edged up despite
the drop in clectricity generation. The output of dura-
ble goods materials advanced (.4 percent, reflecting
gains in computer parts and semiconductors. A
rebound in paper and paperboard production helped
the output of noodurable goods materials post a
0.2 percent increase.

When analyzed by industry group, the data show
that manufacturing production increased (0.3 percent;
excluding motor vehicles and parts, the gain was
0.1 percent. Although the output of durable goods
advanced 0.6 percent, the gain was concentrated in
clectrical machinery and in office and computing
cquipment in addition to motor vehicles and parts.
The production indexes for lumber, furniture, pri-
mary metals, instruments, miscellancous manufac-
tures, and stone, clay, and glass products declined
5 percent or more. The output of nondurable goods
edged down 0.1 percent. Among nondurable goads,
only the paper and products industry posted more
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than negligible gains; the output of food, tobacco,
apparel, petroleum products, and leather and products
fell 2 percent or more. Mining output decreased
0.3 percent.

The factory capacity utilization rate held steady at
82.3 percent. The operating rate for the advanced-
processing grouping edged up 0.1 percentage point,
to 80.7 percent, but the rate for the primary-
processing grouping fell 0.3 percentage point, to
86.2 percent. Capacity utilization in manufacturing is
little changed from its level a year ago. As was the
case a year ago, the rate for advanced-processing
industries stood at its 1967-95 average in July. The
rate for primary-processing induostries has slipped
0.5 percentage point since July 1995, but it remains
3.6 percentage points above its long-run average. The
operating ratc for mining decreased 0.2 percentage
point in July, and the rate tor utilities fell 1.9 percent-
age points; rates for both of these sectors remain
more than 3 percentage points above their 1967-95
averages.

This release and the history for all series pub-
lished here are available on the Internet at
http://www.bog.{tb.fed.us, the Board ol Governors’
World Wide Web site.

1996 ANNUAL REVISION

During the fourth quarter, the Federal Reserve will
publish revisions of its measures of industrial produc-
tion (1P), capacity, capacity utilization, and industrial
use of clectric power; the current target month for the
release is November. The revisions of 1P, capacity,
and capacity utilization will incorporate updated
source data for recent years and will feature a change
in the method of aggregating the indexes. From 1977
onward, the value-added proportions used to weight
individual series will be updated annually rather than
quinguenuially. In addition, the IP indexes and the
capacity measures will be rebased so that 1992 actual
output equals 100. Capacity utilization, the ratio of 1P
to capacity, will be recomputed on the basis of
revised IP and capacity measures.

The aggregate 1P indexcs will be constructed with
a superlative index formula similar to that introduced
by the Burcau of Economic Analysis as the featured
measure of real output in its January 1996 compre-
hensive revision of the National Income and Product
Accounts. At present, the aggregate [P indexes are
computed as linked Laspeyres indexes, with the
weights updated cvery five years. Because of the
rapid fall in the relative price of computers and
peripheral cquipment, that periodic updating of

weights is too infrequent to provide reliable estimates
of current changes in output, capacity, and capacity
utilization. With the publication of the revision,
valuc-added proportions will be updated annually,
and the new index number formula will be applied
to all aggregates of 1P, capacity, and gross value of
product. For the most part, relative price movements
among the 260 individual components of the IP index
arc likely to have little visible effect on total IP.
However, the more frequent updating of the rela-
tive price of the output of the computer industry
could lower overall [P growth in some years by as
much as Y2 percentage point; in other years, the
updating of weights will have virtually no effect.
Because the new index number formula will slow
capacity growth as well as TP growth, the effect of the
reaggregation on overall capacity utilization should
be small.

The regular updating of source data for 1P will
include the introduction of annual data from the /994
Annual Survey of Manufuactures and selected 1995
Current Industrial Reports of the Bureau of the Cen-
sus. Available annual data on mining for 1994 and
1995 from the Department of the Interior will also be
introduced. Revisions o the monthly indicators for
cach industry (physical product data, production
worker hour, or electric power usage) and revised
seasonal factors will be incorporated back to 1992,

The statistics on the industrial use of electric power
will be revised back to 1972, These revisions stem
from three basic sources. First, the new {igures incor-
porate more complete reports received from utilitics
for the past few years. Second, an updated panel of
reporters on cogeneration will be fully integrated into
our survey of electric power use. Third, the levels of
the monthly clectric power series tor manufacturing -
industries will be benchmarked to indexes derived
from data published in the Census Bureau’s annual
surveys and censuses of manutfactures. These indexes
will also be revised so that 1992 ¢lectric power usage
cquals 100,

More detail on the plans for this revision is avail-
able on the Internet at htip://www.bog.frb.fed.us.
Once the revision is published, the revised data will
be available at that site and on diskettes from the
Board of Governors of the Federal Reserve System,
Publications Services, 202-452-3245. The revised
data will also be available through the Economic
Bulletin Board of the Department of Commerce,
202-482-1986. In addition to the data currently pro-
vided, the time series of implicit prices necessary for
a user to aggregate IP and capacity under the new
methodology will be provided by the Industrial Out-
put Section, 202-452-3151. []
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Statement by Herbert A. Biern, Deputy Associate
Director, Division of Banking Supervision and Regu-
lation, before the Committee on Banking, Housing,
and Urban Affairs, U.S. Senate, July 17, 1996

[ am pleased to appear before the Committec on
Banking, Housing, and Urban Affairs to discuss
actions that the Federal Reserve has taken over the
past several years (o address the problem of “prime
bank” financial instruments and related illegal finan-
cial schemes. The Federal Reserve has taken an
active role in alerting the banking industry and the
public about the illicit activities of individuals trying
to peddle nonexistent financial instruments here in
the United States and abroad, and we have worked
closely with the law enforcement community to assist
their efforts to investigate and prosecute these
wrongdocers.

“PRIME BANK” SCHEMES AND ADVISORILS

In late 1993, Pederal Reserve stalf members were
alerted by domestic and [oreign banking organiza-
tions that their names were being used for apparently
unlawful purposes in connection with the attempted
sale of questionable financial instruments. We were
also contacted by individuals who had been
approached to purchase questionable, highly complex
investment-type instruments.

The transactions that were brought to our attention
involved notes, guarantees, letters of credit, deben-
tures, or other seemingly legititnate types of financial
instruments being issued by an unidentified “prime
bank’ or by a domestic or foreign banking organiza-
tion that was said to be keeping the issuance of the
instruments  secret.  The  various proposals  that
involved “prime bank”-related financial instruments
had similar characteristics:

I. The investor could realize cxtremely high rates
of return on an instrument described as risk free.

2. The investor was buying a part of a large
tranche of securitics or financial instruments that was
almost fully subscribed by other investors or was part
of a “roll program™ that automatically put the inves-
tor into an investor group of some sort.

3. The financial instrument that was being pur-
chased was traded on a worldwide secret exchange.

4. The documentation related to a “prime bank”
investment was extremely complex and difficult to
comprehend.

5. A secure escrow account maintained at a
“prime bank™ or by an attorney would be used to
hold the investors’ funds, and payments into this
account would be made by some sort of “key tested
telex” message.

6. The financial instraments being issued were in
formats purportedly approved by the International
Chamber of Commerce or fully sanctioned by the
Federal Reserve, the World Bank, or some other
known international organization.

Some “prime bank” schemes appeared (o be tar-
geted to individuals and companies who needed
loans. These potential borrowers were advised that
their toans would be funded by a “prime bank”
provided they paid a large, up-front fee o secure
the funding. Board stafl members believed that the
proposed payment of unrealistic rates of return was
indicative of a fraudulent scheme and contacted
several banks to make sure that legitimate banking
organizations were not referring to themselves as
“prime banks” or using financial instruments that in
any manner referred to “prime banks.” Once assured
that there was no legitimate use of the term “prime
bank” or lawful use of a “prime bank” instrument,
we drafted an intcragency advisory on “prime bank”
schemes and began to work through the Department
of Justice’s Interagency Bank Fraud Working Group
to issue the pronouncement. Coordination efforts to
address the problem were also initiated with sowe of
the other twelve agencics participating in the Work-
ing Group, including the Securities and Exchange
Commission (SEC), as well as with international law
enforcement authorities, including Britain’s Scotland
Yard and Department of Trade and Industry.

On October 21, 1993, the Federal Reserve and the
other federal banking agencies issued the first inter-
agency advisory catitled “Warning Concerning
‘Prime Bank’ Notes, Guarantecs, and lLetters of
Credit and Similar Financial Instruments.” The advi-
sory, which is attached 10 my prepared statement,
informed banking organizations and the public that
the Federal Reserve and the other regulators know of
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no legitimate use of any “prime bank™”-related finan-
cial instrument.! The advisory also asked the public
to contact ageney representatives if approached (o
invest in a prime bank™ instrument or pay an
advance fee o secure o loan funded by a “prime
bank™ note, letter ol credit, or other type of question-
able financial instrument. The banking agencics cont-
mitted to refer cases of potential illegal conduct asso-
ciated with supposed “prime bank™ documents (o a
senior ofticial in the Washington, D.C.. office of the

SEC and to the local offices of the Federal Burcau of

Investigation  because  almost all “*prime bank™
schemes appeared 1o involve fraud, including sceuri-
tics fraud.

The advisory prompted numerous calls and letters
about “prime bank™ matters. Between tate 1993 and
mid-1995, hundreds ol inquiries were received from
individuals who had been solicited to purchase
“prime baok™ financtal instruments, from imvestment

advisers considering potential investments on hehalf

of clicats, and from banking organizations  that
had received laxed solicitations. Calls and letters
came from as far away as South Africa, Germany,
Australia, France, and Singapore. The correspondents
were highly suspicious of the proposed schemes, and
many indicated they wanted 1o cheek with the gov-
crument o be sure” that their suspicions were justi-
ficd. During this period, Board staff members assisted
federal prosccutors  in New  Jersey,  Oklahioma,
Virginia, and in other districts o investigate and
cventually conviet individuals for “prime bank™-
associated federal criminal law violations,

Calls and letters o the Federal Reserve regarding
“prinmie bank” scams began to slow in lite 1995 and
carly 1996 but, unfortunately, began again in recent
months. The new inquiries have focused on the role
ol the Federal Reserve itself, with callers asking
whether the Pederal Reserve registers agents in cer-
tain Luropean countrics, licenses traders on secret

“prime bank” exchanges, clears the transfers of

“prime bank™  securities, or oversees investment
plans comprising “prime bank™ instruments.

The Federal Reserve responded with a new advi-
sory, released on June L, 1996, 1o dispel any miscon-

b the attachimaent 1o this statement s avatlable Trom Publications
Scrvices, Mail Stop 127, Bowd of Governors of the Federal Reserve
Systent, Washington, DC 20551,

ceptions that the Federal Reserve plays a role in
“prime bank”-related investments. The recent advi-
sory is also included with my statement.

THE BFEECT OF “PRIME BANK™ SCHEMIES

The Federal Reserve is not aware that banking
organizations supervised by the Board or any other
federal banking agency have engaged, or otherwise
knowingly pacticipated, tn any tllegal “prime bank” -
related conduct. We know ol no domestic bank that
has suftered losses from “investnients”™ in “prime
bank™ financial instruments or from any other enter-
prise involving such instruments. Most “prime bank”™
scams centail multimillion dollar investments, and as
such we are not aware ol losses o individual, as
opposcd to tnstitutional, investors. Some well-known
organizations, however, have sulfered large losses
because of their investments in phony “prime bank”
financial instruments.

In criminal matters involving  “prime  bank”
schemes, U.S. Attorney’s Offices have prosecuted
and won cases under existing criminal statutes, and
the SEC has been able to freeze accounts of wrong-
doers and obtain other injunctive relief.

LEGISLATION

The committee has asked the Federal Reserve to
comment on the need for additional legislation
addressing misconduct by fraudsters selling these
instruments. The Board generally defers to the law
cnforcement community and to the securities regula-
tors regarding legislative proposals such as S.1009,
the “Financial Instruments Anti-Fraud Act of 19957
proposcd by Scnator 1’ Amato. 1t is our view, how-
ever, that continuing successlul prosecution ol these
cases is crucial in sending @ message to potential
“prime bank™ fraudsters. Thus, new statutory author-
ity enhancing law enforcement’s ability to prosecute
wrongdoers may prove useful.

Fam happy to address any questions you may have
about the tederal Reserve's elforts o address the
problems associated with these illegal  financial
schemes,



Statement by Alan Greenspan, Chairman, Board of

Governors of the Federal Reserve System, before the
Conunnittee on Banking, Housing, and Urban Affairs,

el &

US. Senate, July 18, 1996

Betore 1 lake this opportunity to discuss the per-
formance of the US cconomy and the conduct ol
wonetary policy, | would first like to thank the chair-
man and the other members of this committee lor
their support during my conlirmation process.! I am
grateful for the opportunity Lo serve the nation i (his
capacity for another ternn.

REVIEW OF T1HE FIRST HALE 017 1990

Nincteen ninety-six has been a good year for the
American cconomy. By all indications, spending and
production were robust tn the fiest hall” of this ycar,
Gross domestic product increased at a 2V pereent
annual rate i the fivst quarter. Partial data suggest a
significantly stronger increase in the second quarter,
as the ceonomy, as expected, accelerated out of ity
soft patch around the turn of the year. During the
second quarter, industrial production rose at wir annual
rate ol 5% percent, and manulacturers are currently
running their plant and equipment at wtilization rates
thiat are a touch above their postwar averages. About
14 million workers have been added o nonlarm
payrolls in the first six montis of the year, and the
unciiployment rate felf o 5.3 pereent in June.

iven though the ULS. cconomy is using its produc
tive resources intensively, inflation has remained qui-
escent. The core inflation rate, measured by the con-
sumer price index less food and cnergy prices, at a
2.8 pereent annual rate over the first six months of the
year, is about /o pereentage point slower than the
same period one year ago. While increases in energy
prices have boosted the overall CPLinflation rale to
3.5 percent thus lar in 1990, a partial reversal of the
Jump in petroleam product prices observed i the first
hall appears 1o be in train. 1 shall be discussing in
ercater detail later some possible reasons for this
favorable inflation experience and offering some
thoughits about how fong it might last.

liconomic activity thus far this year has turned out
to be better than many analysts expected. An impor
tant supporting, lactor, as | pointed out in February,
was favorable conditions i financial markets in the
latter part of 1995 and carly 1996, Intermediate- and

[. See “Monctuy Policy  Report 1o the Congress,” in the
Augrust 1990 issue ol the Budlering pp. 701 6.
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longer term interest rates were low. Among, the inlhe
cnces accounting for this were optimism ahoul pro-
spective budget delicit reduction, small casings of
the stance ol monetary policy in the second hall ol
1995 and carly 1996, and the possibility ol a further
moderation in credit demands owing (o a potentially
soft ecconomy. Credil remained readily available, with
banks and other lenders in financial markets pener:
ally pursuing credit opportunities aggressively, And a
rising stock market reduced the cost ol capital Lo
businesses wid bolstered houschold balance sheels.

Fooking forward, there are a number of reasons to
cxpect demands (o moderate and cconomic activity (o
settle back toward a more sustainable pace in the
months ahcad.

First, the bond markets have taken a turn toward
restraint this year as they have responded to incoming
data depicting an cconomy hat was stronget than had
been anticipated. Intermediate- and longer terny inter-
estorales have risen from | opercentage poinl (o
[V pereentage points since January.

Sccond, the value of the dollar on foreign exchange
markets has appreciated significantly on a trade
weighted basis against the currencies of other indus-
trial countrics over the past year or so. 'This apprecia
tion umportantly reflects the market perception that
the ULS. cconomy has been performing better than
those of many ol our major trading partners. 'The rise
in the doltar helps to keep down price pressures, but
it also tends (o divert domestic demand  toward
unported goods and danip cxports some.

Third, the support to cconomic growth provided by
expenditures on durable goods, both Tor houschold
consumption and business fixed investment, is likely
o wane in coming quarters, Consumer spending in
the past few ycears has been boosted as houscholds
have made up for the purchases ol big-ticket items
that they had deferred during the recession and the
carly, weaker phase of the recovery. Five years alter
the business cycle trough, however, we should expect
that this pent-up demand has been largely exhausted.
Morcover, many houscholds have built up sizable
debt burdens in recent years, and coping with debt
tepayments could hold down their spending. The
business sector has been adding considerably 1o
capacily; opportunitics o invest profitably in new
capital should be incrcasing less rapidly as final
demand slows some.

While these are all good reasons (o anticipate that
cconomic growth will moderate some, the timing and
extent of that downshilt are uncertain, We have not,
as yel, seen much effect ol the rise o interest rates
o, lor example, the housiug markel. Tn many other
aspects, financial market conditions remain quite sup-
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portive to domestic spending, and the economics of
many foreign countries arc showing signs of achiev-
ing more solid growth, which should help support our
export sales. Morcover, and perhaps of most rel-
evance, a desire to build inventorics could add sig-
nificantly to production in the near term. Data avail-
able for 1996 through May show that inventories
were reduced relative to sales and are now fairly lean
in many important industrics. Although the use of
just-in-time inventory and production systems
encourages purchasing managers to keep stocks lean,
any evidence that deliveries of previously ordered
goods are being delayed for extended periods would
quickly alert companies to the need for higher safety
stocks. Indeed, indications of some mounting deliv-
ery delays in June do raisc warning flags in this
regard. The reversal of carlier draw-downs in inven-
tories, of course, could potentially impart an impor-
tant boost to incomes and production as we enter the
seccond half of the ycar. The cconomy is already
producing at a high level—and some carly signs of
pressures on resources are emerging, especially in the
labor market.

THE RECENT BEHAVIOR OF INFIATION

There are, to be sure, legitimate questions about how
much margin in resource wtilization currently exists.
Historically, current levels of slack, measured in
terms of cither the unemployment rate or capacity
utilization, have often been associated with a gradual
strengthening of price and wage pressures. Yet, the
recent evidence of such pressures is scant. [ have
already noted the lack of a distinct trend in the
growth rate of the so-called core CPI. Increases in
morc comprehensive, and perhaps more representa-
tive, chain-weighted measures of consumer prices,
based on the national income and product accounts,
actually have continued to edge fower. The same is
true of a still broader measure of price change, the
chain-weighted price index for gross domestic pur-
chases, which covers both consumers and businesses.
Although nominal wage rates have accelerated
recently, the rate of increase has been lagging signifi-
cantly behind that predicted on the basis of historical
relationships with unemployment and past inflation.
And domestic profit margins have held up far later
into this economic expansion than is the norm.

Have we moved into a new environment where
inflation imbalances no longer threaten the stability
and growth of our cconomy in ways they once did?
The simple answer, in our judgment, is no. But the
issue is not a simple one.

As we have discussed before, powerful forces have
evolved in the past few years to help contain infla-
tionary tendencics. An ever-increasing share of our
nation’s work force uses the tools of new technolo-
gies. Microchips embodied in physical capital make
it work more efficiently, and sophisticated software
adds to intellectual capital. The consequent waves of
improvements in production techniques have quickly
altered the economic viability of individual firms and
sometimes cven cntire industries, as well as the
market value of workers’ skills. With such fast and
changeable currents, it is not surprising that workers
may be less willing to test the waters of job change.
Indeed, voluntary job leaving to seek other employ-
ment appears to be quite subdued despite evidence of
a tight labor market. Because workers are more wor-
ried about their own job security and their marketabil-
ity if forced to change jobs, they are apparently
accepting smaller increases in their compensation at
any given level of labor market tightness. Moreover,
a growing share of all output competes in an increas-
ingly global marketplace, allowing fixed costs to be
spread over ever-broader markets, promoting greater
specialization and clficiency and enhancing price
competition.

As | indicated in February, these forces, to the
cxtent that they are operative, exert a transitory, not
permanent, effect in reducing wage and price infla-
tion. These trends leave the level of both wages and
prices lower than historical relationships would pre-
dict. But, at some point, greater job security will no
longer be worth the further sacrifice of gains in real
wages. The growth of wages will then again be more
responsive to tightaess of labor markets, potentially
putting pressure on profit margins and ultimately
prices. Moreover, the reductions in unit costs that arc
a consequence of the ever-expanding global reach of
many companies must ultimately be bound by the
limits of geography. To be sure, production and sales
will continue to be diversified across geographic
areas, but the world can only figuratively shrink so
far. At some point, possibly well into the future,
increasing returns from ever-greater globalization
must also ebb.

Perhaps reflecting these unusual influences, we
have yet to see early signs in prices themselves of
intensifying pressures, despite anecdotal and statisti-
cal evidence that the amount of operating slack in our
economy has been at low levels by historical stan-
dards for some time. Among the encouraging indica-
tors, industrial commodity prices have remained
roughly flat, and the list of reported shortages of
materials has been exceptionally small. This pattern
1s consistent with the view that American businesses,



by and large, have felt comfortable that inflation has
been subdued, and it ofters little evidence of the
advance buying and expanded commitments thal
would come if businesses were expecting significant
price pressures in the reasonably near future,
Nonetheless, there are carly indications that this
cpisode of favorable inflation developments, espe-
cially with regard to labor markets, may be drawing
to a close. The surprising strength in the employment
cost index for wages and salarics in the first quarter
raiscs the possibility that workers” willingness to
surrender wage gains for job security may be lessen-
ing. Wage data since March have been somewhat
difficult to read. Average hourly carnings clearly
accelerated in the second quarter. However, in look-
ing at those figures, one must be mindful that they
can reflect not only changes in wage rates but also
shifts in the composition of cmployment. And in

recent months, a significant part, although not all of

the pickup, has been accounted for by a tendency for
employment to shilt to relatively high-pay industrics,
such as durable goods manufacturing. Whether such
shifts also imply a cortespondingly higher level of
output per worker will determine whether unit labor
costs also accelerated to impart upward pressures (o
price inflation. Increases in pay, ol course, are not
inflationary so long as they are matched by gaing in
productivity. Without question, we would applaud
such trends, which increase standards of living. How-
ever, wage gains that increase unit costs and are caten
up by inflation help no one and ultimately place
economic growth in jeopardy.

Clearly, in this environment, the ederal Reserve
has had to becomie especially vigilant 1o incipicnt
inflation pressures that could ultimately threaten the
health of the expansion. The relatively good inflation
performance of the past few years, as best we can
judge, owes, in part, 1o transitional forces that are
only temporarily damping the wage-price inflation
process. We cannot be confident that we can ascertain
when that process will come to an end. This makes
policy responses more difficult than usual because, as
always, the impact of policy will be felt with a
significant lag. Of course, if the cconomy grows so
strongly as to strain available resources, transitional
forces notwithstanding, history persuasively indicates
that imbalances will develop that will bring the
expansion to a halt.

THE FOMC’S OUTLOOK FOR THEE REMAINDER
OF 1996 AND [997

The forecasts of the governors of the Federal Reserve
Board and presidents ol the Federal Reserve Banks
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for economic performance over the remainder of this
year and the next reflect the view that sustainable
cconomic growth is likely in store. The growth rate
of real GDP is most commonly seen as between
2V percent and 2% percent over the four quarters of
1996 and ¥4 pereent to 2V percent in 1997, Given
the strong performance of real GDP in the last two
quarters, this outcome implies slower growth in the
sccond hall of this ycar. Nonetheless, lor the remain-
der of this year and the next in these projections, the
uncmployment rate remains in the range of the past
V4 years. Inllation, as measured by the four-quarter
pereentage change in the consumer price index, is
expected to be 3 pereent to 3% percent in 1996, The
governors and bank presidents, however, view the
prospects for inflation o be more favorable going
forward. The expected reversal of somie of the recent
run-up in energy prices would contribute to that
result, but policymakers’ forecasts also retlect their
determination (o hold the line on inflation. The cen-
tral tendency of their inflation forecasts for 1997 is
24 to 3 pereent, returning to the range from 1991 to
1995,

THI: PURSUIT O PRICIE, STABILITY
We at the llederal Reserve would welcome faster

cconomic growth, provided that it were sustainable,
As | emphasized last February, we do not have firm

judgments on the specific level or growth rate of

output that would engender cconomic strains. Instead,
we respond o evidence that those strains themselves
are developing. Whatever the long-run potential for
sustainable growth, we believe that a necessary con-
dition for achicving it is low inflation. As a conse-
quence, the Federal Reserve remains committed 1o
preventing a sustained pickup in inflation and ulti-
mately achicving and preserving price stability.

Price stability is an appropriate and desirable goal
for policy, not only because it allows financial mar-
kets and the economy 1o work most efticiently but
also because it most likely raises productivity and
living standards in the long run. Specifically, in an
inflationary environment, business managers are dis-
tracted from their basic [unction of building profits
through prudent investment and cost control. My
own observation ol business practices over the years
suggests that the inability to pass cost increases
through to higher prices provides a powertul incen-
tive lo firms to increase profit margins through
innovation and greater cfficiency, which hoosts pro-
ductivity and ultimately standards of living over time.
Holding the line on inflation, thus, does not imposc a
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speed limit on economic growth, On the contrary, it
induces the private sector to focus more on efforts
that yield faster long-term economic growth.

In this context, we can readily understand why
financial markets welcome sustained low inflation.
Uncertainty about future inflation raises the risks
associated with investing for that future. Lowering
that uncertainty by keeping inflation down dimin-
ishes those risks, so that all commitments concerning
future income become more valuable. During periods
of low inflation, stock and bond prices tend to reflect
the higher valuation that comes from harnessing our
physical plant more cfficiently to provide improved
opportunities in the future, including higher wages
and profits. What investors fear, what all Americans
should fear, are inflationary instabilitics. They dimin-
ish our ability to provide the wherewithal for the
standards of living of the next generation and the
retirement incomes of our current work force. The
interests of investors as expressed in bond and stock
markets do not conflict with those of average
Americans—they coincide.

In order to realize the benefits of low and declining
inflation, Federal Reserve policy has, for some time
now, been designed to act preemptively—as | indi-
cated carlicr— 1o look beyond current data readings
and basc action on its assessment of” where the econ-
omy is headed. Policy restraint initiated in February
1994 followed from the judgment that unchanged
policy would encourage subsequent inflationary
imbalances that would ultimately cut short the eco-
nomic expansion. The three casing steps in the past
year were instituted when we anticipated that infla-
tionary imbalances would be less threatening and that
lower rates would be compatible with promoting
sustainable economic expansion. Similarly, [ am con-
fident that the Federal Open Market Committee
would move to tighten reserve market conditions
should the weight of incoming evidence persuasively
suggest an oncoming intensification of inflation pres-
sures that would jeopardize the durability of the
cconomic expansion.

THE RANGES FOR THE DEBT AND MONETARY
AGGREGATES

The Committee selecled provisional ranges for the
monetary aggregates in 1997 that once again encom-

pass the growth rates associated with conditions of

approximate price stability, provided that these aggre-
gates act in accord with their historical relationships
with nominal income and interest rates. These ranges
are identical to those endorsed for 1996—1 percent to

5 percent for M2 and 2 percent to 6 percent for M3,
The Committec reaffirmed its range of 3 percent to
7 percent for the debt of the domestic nonfinancial
sectors for this year and chose the same range provi-
sionally for next year. The Committee’s expectations
for inflation and nominal GDP cxpansion in 1996 and
1997 suggest growth of the monetary aggregates at
the upper ends of their benchmark ranges as a distinct
possibility this year and next, though debt should be
in the middle portion of its range.

The experience of the first part of the [990s—
when money growth diverged from historical rela-
tionships with income and interest rates—severely
set back most analysts’ confidence in the usefulness
of M2, Recently, there have been tentative signs that
the historical relationship linking the velocity of
M2 —or the ratio of nominal GDP 1o the money
stock—to the cost of holding M2 assets has reas-
serted itself. For now, though, the Committee is
satisficd with watching thesc developments carefully,
waiting for more compelling cvidence that M2 has
some predictive content in forecasting current and
prospective spending. Such evidence, however, at
best will only accumulate gradually over time.

BUDGETARY POLICY

Monetary policy is, of course, only one factor shap-
ing the macroeconomic environment. [ thus would be
remiss if' | did not again emphasize the critical impor-
tance to our nation’s cconomic welfare of continuing
to reduce our federal budget deficit. We have made
significant and welcome progress on this score in
recent years. But unless further legislative steps are
taken, that progress will be reversed. Inevitably, such
changes will require addressing the consequences for
entitlement spending of the anticipated shift in the
nation’s demographics in the first few decades of the
next century. Lower budget deficits are the surest and
most direct way to increase national saving. Higher
national saving would help to lower real interest
rates, spurring spending on capital goods so as to put
cutting-edge technology in the hands of more Ameri-
can workers. With a greater volume of modern equip-
ment at their disposal, American workers will be able
1o produce goods that compete even more effectively
on world markets.

The rally in capital markets last year that trimimed
as much as 2 percentage points from longer-term
Treasury yields was almost surely, in part, a response
to the developing positive dialogue on deficit reduc-
tion. While the backup in intermediate- and longer-
term market interest rates this year has mostly
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reflected the unexpected vigor ol cconomic activity,
market participants must also have been struck by the
dying out of serious discussions that might lead to a
bipartisan agreement to climinate the budget deficit
over time.

CONCLUSION

Our economy is now in its sixth ycar of cconomic
expansion. The staying power of the expansion has
owed importantly to the initial small size and rapid

correction of emerging imbalances, reflected in part
in the persistence of low inflation.

To be sure, the cconomy is not free of problems.
But as we address those problems, policymakers also
need to recognize the limitations of our influence and
the wellspring of our success. The good performance
of the American economy in the most fundamental
sense rests on the actions of millions of people, who
have been given the scope to express themselves in
frec and open markets. In this, we are a model for the
rest of the world, which has come to appreciate the
power of market cconomies o provide for the pub-
lic’s long-term welfare.

Chairman Greenspan presented identical testimony before the Subcommittee on Domestic and International
Monetary Policy of the Committee on Banking and Financial Services, US. House of Representatives,
July 23, 1990.

Statement by Janet L. Yellen, Member, Board of

Governors of the Federal Reserve System, before the
Subcommittee on Financial Institutions and Regula-
tory Relief, Committee on Banking, Housing, and
Urban Affairs, U.S. Senate, July 24, 1996

1 am pleased to appear before this subcommittee
today to discuss trends in consumer lending and the
Federal Reserve Board’s view of how recent develop-
ments in this sector are affecting U.S. commercial
banks. As the subconuuittee knows, consumer delin-
quencies on nonmortgage debt have increased in
recent periods and are beginning to affect profit mar-
gins at some financial institutions, The Federal
Reserve has been monitoring these conditions and
discussing their implications with individual banking
organizations and industry groups. However, given
the generally strong financial condition of the institu-
tions most aftected by these developments and that
of the U.S. banking system, we believe that these
adverse trends do not currently present a material
threat either to individual banking organizations or to
the overall banking system.

In my remarks, T would like to begin with an
overview of the economic developments that have
caused the Federal Reserve to devote greater attention
to consumer lending matters, | shall then turn to the
emerging—and still well-contained—consequences
that these developments are baving on the banking
organizations that are most affected and on the indus-
try overall. Because current concerns are predomi-
nantly centered on revolving credit portfolios, 1 shall

focus my comments on a discussion of credit card
lending activitics. Finally, T shall discuss the steps
taken by the Federal Reserve throughout the past
year to caution its examiners, state member banks,
and bank holding companies about the risks inherent
in weakening credit standards and to cnsure that
financial institutions arc taking appropriate action to
address  emerging  problems in consumer loan
portiolios.

ECONOMIC TRENDS

Eeonomic conditions in the United States have in
recent years been favorable to growth in spending
and borrowing by the houschold sector and to
strong growth in consumer lending by U.S. banks.
Just since early 1992, nontfarm payroll employment
has increased nearly (%2 million, driving the U.S.
unemployment rate to 5.3 percent in June of this year,
its lowest level in six years. As onc consequence,
personal income has risen substantially. The dramatic
rise in stock and bond prices in rccent years has also
produced sharp gains in wealth for some houscholds.

During this same time period, rates and fees on
consumer financing products have been coming
down. Average credit card rates, which stood at about
18 percent in late 1991, declined to less than
152 percent by May of this year. At the same time,
annual fees on credit cards were dropped by many
institutions. In addition, declining residential mort-
gage rates throughout most ol this interval contrib-
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uted to a significant reduction in monthly payments
on such debts. While mortgage rates have recently
backed up, the relatively low mortgage rates of the
carly 1990s precipitated o refinancing boom that
allowed many consumers to significantly reduce their
monthly mortgage obligations.

Combined, these generally lavorable developments
have given consumers the confidence and financial
foundation to incur additional debt to finance major
purchases. Nevertheless, some coneerns remain about
the increase in consumer debt. Aggregate statistics do
not address conditions in individual houscholds, an
important consideration because the economic expan-
sion has not atfected all households cqually. Further,
while for some households the use of credit in mak-
ing a purchasc is simply a matter of convenience or a
means of managing liquidity, for others borrowing
may be a means ol sustaining consumption through a
period of household cconomic distress.

Nonmortgage consumer debt has grown at double-
digit rates over the past two to three years. This rapid
pace is not unusual for a period of economic expan-
sion. Indeed, as the cconomy emerged {rom recession
in 1991, growth in nonmortgage consumer debt was
much slower than typical, reflecting sluggish spend-
ing on durable goods and lingering fears about long-
term layoffs and other threats to job security. How-
ever, by 1994, consumer confidence had recovered
considerably, and demand for autos and other durable
goods had strengthened. Nonmortgage consumer debt
grew about |5 percent that year and the next, but
even this rapid pace remained below that of a decade
carlier. Lower inflation in recent years can account
for some of the difference.

Recently, revolving credit—primarily credit card
debt—has been, by far, the fastest growing compo-
nent of consumer debt, averaging annual increases of
2() percent over the past two years. However, that
performance—rapid growth during an expansion—is
also typical of the past two decades. The cumulative
effect has been a dramatic rise in the relative impor-
tance of revolving credit. In 1977, when first reported
separately to the Federal Reserve, revolving debt of
U.S. consumers totaled $30 billion, or 14 percent of
all consumer debt. In May of this year, the amount
outstanding was $444 billion, or nearly 40 percent of
the total. Surveys show that 80 percent of U.S. house-
holds now have at least one credit card.

A consequence of the increase in consumer bor-
rowing of recent years is that debt-servicing
requirements—that is, the amount of scheduled pay-
ments of principal and interest—have consumed a
bigger share of disposable income. Our stall” esti-
mates that this ratio, which includes both mortgage

and nonmortgage payments, peaked in late 1989 at
about 7% percent and then declined over the next
four years to about 15%2 percent in 1993, as house-
holds curtailed their borrowing and average interest
rates on their debts fell. Since then, the ratio has risen
to about 16¥4 percent. This standard measure is based
on aggregates that include houscholds without debt
and uses estimates of scheduled payments. The Sur-
vey of Consumer Finances, conducted periodically
by the Federal Reserve, suggests that the median
ratio of’ actual debt payments to pretax income of
debt-holders was relatively constant from 1989 to
1995, as was the proportion of the debt-holders that
had very high debt repayment to income ratios. What
has tended to rise over time is the proportion of
low-income households with an unusually high frac-
tion of their income absorbed by debt repayments.
Unfortunately, the latest data—which are still
preliminary—are a year old.

To be sure, some of the increase in consumer debt
is merely a retlection of the greater prevalence of
convenience use of credit cards as a substitute for
cash or check payment, with card balances paid in
full each month. This trend has been reinforced in
recent years by a variety of incentives, such as the
availability of frequent flier miles. But—as our Sur-
vey of Consumer Finances suggests—-there are also
signs that some households have let their debts build
up to the point where they may have dithculty servic-
ing them: Loan delinquency rates and personal bank-
ruptcies arc both up.

Generally speaking, delinquency rates on nonmort-
gage consumer loans have been trending up for the
past year, with some of the increase in delinquency
rates merely the result of the “seasoning”™ of recently
underwritten loans, a typical pattern. However, for
credit cards, the widely followed statistics of the
American Bankers Association show that the delin-
quency rate by number of accounts is historically
high. The more comprehensive tigures from the offi-
cial bank Call Reports based on the dollar volumes of
loan balances, however, show a much milder upturn
in delinquencies—but still one warranting our
attention.

CREDIT CARD LENDING BY COMMERCIAL
BANKS

These economic and market developments have had
clear effects on banks. As a percentage of total bank
loans, consumer debt (including mortgages) has been
increasing steadily for some time—trom 33 percent
of total bank loans in 1980 to roughly 40 percent five



years ago and about 44 percent today. This shift in
assct allocation by banks reflects several factors, not
the least of which is a declining market share of the
credit extended to commercial customers. In part, it
also reflects substantial growth in credit card debt.
Since late 1991, credit card debt has risen about twice
as Tast as total loans. 1f one adds back estimates of the
outstanding  sccuritized credit card debt of banks,
such credit has risen almost three times as fast as
total loans at banks.

The industry’s total increase i credit card loans
has come about with the growing popularity of cards,
supported by their aggressive marketing by somie
banks. Marketing campaigns typically involve broad-
based, regional, or nationwide solicitations and often
include pre-approved lines of credit based on the
results of "credit scoring” models that statistically
evaluate an individual’s creditworthiness, In addi-
tion, banks’® success in securitizing consumer debt
instruments for resale in capital markets has increased
both their willingness and their ability to make such
toans.

Also encouraging niore aggressive competition
have been heavy investients in the technological
infrastructure necded to evaluate, originate, and
manage clfectively such credits. Indeed, the major
competitors have increasingly vsed special promo-
tions offering reduced fees and rates to obtain market
share and maximize the scale cconomies ol their
operations. Some have also been more willing to take
on greater risk in the interest ol increasing loan
volumes. Such competitive zeal all too often attracts
weak or otherwise marginal borrowers. The resultant
adverse selection of credit risks has contributed to a
decline in asset quality at some banks.

While these problems have croded returns at indi-
vidual institutions, a critical factor that continucs to
contribute to the emphasis on such lending has been
the significant, overall long-term profitability of the
credit card business. This is not irrelevant for a
banking system whose largest institutions had been
under carnings pressure through much of the 1980s
because of their exposures to developing countrics,
cnergy scctor borrowers, and commercial real estate
markets.

One indication of the profitability of credit card
lending can be seen in analyzing the so-called credit
card banks (defined here to include banks with more
than $1 billion in assets and with credit card balances
comprising more than 50 percent of total assets). For
various legal, tax, and operating reasons, most large
banking organizations find it convenient to establish
such banks, separate from their other operations, as a
vehicle for booking most, il not all, of their credit
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card loans. These roughly thirty entitics most recently
reported an average return on assets of 2 percent,
compared with 1.1 percent for all insured commercial
banks. They also maintained average equity to asset
and loan-loss reserve to total loan ratios well above
industry averages,

The strong carnings profiles of the credit card
banks, and their associated capital and rescrve alloca-
tions, are reflections of the risks associated with this
form of lending. Higher risk and higher return go
hand in hand, and the higher capital and reserves
associated with this form of credit are required to
balance the risk. Put another way, fenders active in
the credit card business are conscious of higher
potential loss rates and cxpect returns that will fully
absorb these losses and still provide an adequate
profit margin. They arc also aware of the necessity (0
take steps o assure that the variance in returns on
these loans does not create significant solvency con-
cerns for their organizations,

INCREASED INCIDENCE OF PERSONAL
BANKRUPTCY

On several occasions during the past year or so,
various industry and professional groups have
expressed concern about perceived weakening of
credit standards within consumer lending, including
the aggressive marketing of credit cards. At these
meetings, some of the private sector participants
have given anecdotal evidence of practices that
they believe to be potentially harmful in the long
run, cither to financial institutions or to the con-
sumer lending market in general. Similar, and still
anecdotal, indications of declining standards and
increased competition have been provided by various
state banking delegations that periodically visit the
liederal Reserve and other bank regulatory agencics.
One concern cited with increased {requency is a
higher incidence of borrowers with substantial credit
card debt declaring bankruptey, without any previous
record of missed or delinquent payments. Bankers
often cite borrowers who have tens of thousands of
dollars of outstanding loans on a number of credit
card accounts with various financial institutions. Such
borrowers may not always be readily detected by
controls and monitoring procedures and could con-
tribute to increased charge-ofts at card issuers.
Several factors are said to be contributing to higher
rates of personal bankruptey, including greater social
acceptability of the practice, changes in law that have
made bankruptey less onerous for individuals, and
increased advertising by bankruptey attorneys. What-
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ever the underlying causes, it is a reality that credit
card issucrs and others must address. Morcover,
banks and nonbanks that issue credit cards and other
consunier lines ol credit should also consider the
extent to which the trend is fueled by their willing-
ness o lend to individuals whose credit history is
dubious. One may not wish to foreclose the possibil-
ity of renewed credit access 1o those who have been
forced by uncontrollable circumstances to seck the
protection of bankruptey, but it should be recognized
that undue generosity on this score only encourages
greater use ol the bankruptey remedy and consequent
chargeolls.

SUPERVISORY RESPONSIE,

In response to these and other indications that terms
of credit and credit standards may have been declin-
ing, about a year ago the Federal Reserve issued
an advisory letter to its examiners and supervised
banking organizations cautioning them about the risk
of weakening, standards. This advisory also requested
'ederal Reserve examiners o discuss any question-
able casing ol standards with bank management,
regardless ol whether quantitative micasures ol prob-
lem loans had begun to increase.

Since March 1995, the Federal Reserve has also
been conducting a quarterly survey of its most senior
examiners to track their assessments ol conditions in
the banking market, including their assessments of
any changes in lending terms and conditions for
consumer loans. To supplement these surveys, regu-
lar discussions are conducted with bankers and super-
visory oflicials at the Reserve Banks to ascertain their
opinions on current lending conditions.

The Federal Reserve has also recently undertaken a
number of initiatives to focus its examinations more
tightly on the activities exposing linancial institutions
to significant risks and to heighten its emphasis on
cvaluating management processes to identify, mea-
sure, monitor, and control the risk of banking activi-
tics. We believe that these enhancements to our
supervisory procedures will further improve our abil-
ity to detect nascent problems - such as those arising
from the increased and more accommodating con-
sumer lending ol recent years- and will foster appro-
priate responses by bank management. Consistent
with these initiatives, an inter-District task force of
Federal Reserve examiners is currently conducting a
comprehensive review of the retail credit and credit-
scoring operations of several large bank holding
COMpaices.

Fartier this year, we also implemented procedures
whereby examiners assign specilic ratings (o an insti-
tution’s overall risk-management processes, includ-
ing its internal controls. This requirement, we
believe, further highlights the importance of sound
management practices and should help to provide
more specific feedback to senior management of the
examined institution. In the context of consumer
lending, such assessments generally address a bank-
ing organization’s operating strategies for increasing
market share, its goals, and the controls in place to
maintain credit standards, including ongoing review
ol the credit strength of its loan portfolio. Examiners
also typically evaluate the adequacy of the institu-
tion’s information systems and the appropriateness
ol the information provided (o directors and senior
managers.

Recently, our supervisory activitics, surveys of
examiners, and discussions with bankers all have
supported the view that banks are recognizing weak-
nesses in the consumer lending market and are
actively adjusting their underwriting and monitoring
procedures for these loans. Some banks have also
increased their levels of reserves for these loans in
recent months.

I should also note that in cach of the two most
recent Federal Reserve Senior Loan Officer Surveys,
approximately one-quarter of the respondent banks,
on net, had tightened underwriting standards for
approving new  credit  card applications.  More
broadly, the proportion of respondents less willing to
make consumer installment loans slightly exceeded
the proportion that was more willing to lend, for the
first time since 1991, Such a revisiting of current
credit standards and practices seems well considered,
given the leagth of the current period of economic
expansion and the signs of weakness in some cle-
ments of consumer finances that we have seen.,

CONCLUSION

To sum up, the rapid growth in consumer lending by
banks, particularly that involving credit card loans,
reflects a natural evolution ol banking activities
toward the household sector and has  generally
enhanced consumer convenience and produced sig-
nificant profits for banks. In recent years, this growth
has been caused, in part, by aggressive solicitations
of credit card customers by a relatively small number
of large bank and nonbank organizations and by an
active market for securitized credit card debt.

The recently emerging trend of higher delinquen-
cies and personal bankruptcies has certainly increased
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the costs of making consumer credit card loans and
is forcing some institutions to review and modify
their marketing strategies and underwriting stan-
dards. It has also prompted the Federal Reserve to
devote more attention to the monitoring of consumer
loan exposures, both on and off bank balance sheets,
and to the evaluation of risk-management practices,
including internal controls, for these activitics. Nev-
ertheless, the industry’s condition is strong when

Statement by Alan Greenspan, Chairman, Board of

Governors of the Federal Reserve System, before the
Committee on Bunking, Housing, and Urban Affdirs,
US. Senate, July 26, 1996

I appreciate this opportunity to appear before the
Banking Committee today to address certain recent
reports on the Federal Reserve’s operations. Of most
relevance, the General Accounting Office (GAQO) has
raised some significant issues with respect to the
management of the Federal Reserve System. Both the
GAO and the Congress descrve our [ull response.

We are strongly commiitted to ensuring that the
Federal Reserve System is managed cfficiently and
cffectively. It is most important to us at the Federal
Reserve Board and the Reserve Banks not only to run
a “tight ship” but to foster the attitudes and pro-
cesses that will cnsure continuous improvement in
the effectiveness of the Federal Reserve’s operations.
We recognize that spending nonappropriated funds
places a special obligation on us to be particularly
diligent in the usc and application ol those funds.

Accordingly, even though we may ultimately dis-
agrec with some of the specilic suggestions of the
GAO, we welcome all of them and their insights
because they require us to rethink our positions and
change them it appropriate. Certain GAO recomnien-
dations for review of specific aspects of our manage-
ment clearly have merit, and reviews of a number of
issues highlighted in the GAO’s report are currently
under way. These reviews may lead to changes in the
Federal Reserve’s administration that will further
enhance our effectiveness.

It is most important for any organization, including
the Federal Rescrve, periodically to reassess its
businesses and how they are carried out. Strategic
planning is particularly critical given our rapidly
changing environment in which technology is
advancing at an extraordinary pace and the financial
services industry is becoming ever more complex. It
is essential that the Federal Rescrve adapt to this

measured in terms ol its profitability, capital ratios,
loss reserves, and overall asset quality. Morcover,
banks price and rescrve for credit card loans with the
expectation of occasional periods of relatively high
rates of loss. Therefore, unless future conditions dete-
riorate dramatically, we believe that the industry is
well positioned to absorb any problems resulting
from the competitive consumer underwriting prac-
tices of the recent past.

changing environment with some foresight and as
elfectively as possible. To that end, in 1995 we
formalized our strategic focus by establishing a Sys-
tem Strategic Planning Coordinating Group 10 assess
how the Federal Reserve can most eflectively meet
its public policy objectives into the next century.

Our strategic locus is also rellected in recent sig-
nificant changes that the Federal Reserve has made
in the way it carrics out its major responsibilitics.
For example, we have undertaken a major redesign
and upgrade of our computer systems, communica-
tions nctworks, and critical software applications to
improve reliability, respond more quickly to chang-
ing business requirements, and improve our disaster-
recovery capabilitics. We have placed an increasing
reliance on automation to provide a more flexible
approach to bank examinations—an approach that is
risk-oriented, cost-cffective, and sensitive to the bur-
den placed on banks. We have also consolidated
certain liscal agency functions that we provide for the
government in order o improve cost-cffectiveness
and quality, and a Reserve Bank policy committee
has been established to coordinate the provision of
Federal Reserve financial services.

In addition, the Federal Reserve already had under
way several specific initiatives related to recommen-
dations made by the GAO. For example, we recently
engaged an independent accounting {irm to audit and
certify the combined financial statements of the
Reserve Banks. The tirm issued an unqualificd opin-
ion on the 1995 financial statements, as prepared in
accordance with the {inancial accounting manual for
the Reserve Banks. In addition, we are actively
reviewing the appropriate infrastructure for providing
certain financial services, taking into consideration
both cost-etficiency and service quality. One diflicult
issue that has confronted, and will confront, the Fed-
cral Reserve Board in our oversight of the System is
the appropriate degree of consolidation of various
activities. Certain Systemwide activities do appear to
be more cost-elfective it consolidated. For example,
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we anticipate that the consolidation ol our critical
clectronic payment applications will reduce our costs
of providing these services. But it is also evident that
the clement of auwtonomy that is accorded to the
Reserve Banks has created an environment within
the Federal Reserve that attracts highly qualified
stalt who contribute importantly to the clicctiveness
and cfticiency of the Federal Reserve System over the
long run. The advantages ol this environment must
be balanced against the possible  savings  {rom
consolidation.

FEDERAL RESERVE'S ROLE AS
SERVICE PROVIDIER

Many of our resources are devoted 1o providing
priced payment scrvices. The Federal Reserve has
played an integral role in the nation’s payments sys-
tem since the System’s inception. Indeed, one of the
Congress’s original goals in establishing the Tederal

Reserve System was (o improve the efficiency of

check clearing. Before the passage of the Monetary
Control Act (MCA) in 1980, the Federal Reserve
provided payment services (o its member banks; the
banks paid for these services implicitly with non-
interest-bearing rescrves rather than through explicit
fees, The MCA fundamentally changed the manner
in which the Pederal Reserve provided and received
payment for these services.

Because the act expanded reserve requirements to
all depository institutions, it also required that the
Federal Reserve ofler its payment services (o all
depository institutions. To offset the act’s reduction
in the level of required reserves, as well as to broaden
and level the competitive market tor interbank pay-
ment services, the Congress required us to price our
services at full cost with a rate of return comparable
to that of private firms. | believe that the increased
competition resulting from the MCA requirements
has benefited the payments system.

The GAO has recommended that we review our
future role in providing payment services. We are
in the process of conducting such a review in the
context of our overalt strategic plan. In general, we
view our role as a payments scrvice provider as
crucial in carrying out our overall central bank
mission. We believe it is important for the Federal
Reserve o toster the integrity, cfficiency, and acces-
sibility of the US. dollar payments system, which
{n e is important (o maintaio financial stability and
maximize  sustainable  cconomic  growth.  The
provision of services by the Federal Reserve has
contributed dircetly to these goals. In addition, the

knowledge and operational expertise we have gained
as a service provider strengthens our efforts in con-
taining systemic risks and is crucial in managing
potential financial crises.

We regard the wholesale payments services we
provide, such as Fedwire and net settlement, as essen-
tial central bank services and important in limiting
payments system risk. Our role in providing these
services probably will not change significantly as the
marketplace evolves, although the nature of the ser-
vices themselves might.

It is quite possible, if not likely, that as changes
oceur in the financial services marketplace over time,
or owing to other considerations, our role in provid-
ing other services, such as check collection, may
change as well. In this regard, we must be sensitive to
the fact that, as the nation’s central bank, we have an
unsurpassable credit rating that must not be used to
unfairly compete with private-sector providers. We
arc continually assessing our available means of
achicving our payments system goals, including our
regulatory authority and our role as a direct partici-
pant in the payments system, with our public service
role always kept paramount. For example, the Fed-
eral Reserve has adopted regulations that have fos-
tered competition and efficicncy in the provision of
check collection services, even though they resulted
in a reduction in the Federal Reserve’s direct partici-
pation in the check system. At the same time, the
Federal Reserve has encouraged other efficiencies in
the payments system through innovations in its scr-
vice offerings. To the extent that we can achieve our
payments system goals most effectively through our
direcet participation, our continued provision of these
services will remain appropriate.

FEDERAL RESERVE COST-IFFECTIVENESS

[n considering the cost structure of the Federal
Reserve, it is necessary to keep in mind the unique
combination of responsibilitics that have been
assigned to this institution. The Federal Reserve is
responsible for conducting monetary policy, supervis-
ing and regulating certain {inancial institutions, pro-
moting the efticiency and integrity of the payments
system, and providing fiscal agency services to the
Treasury and other government agencies at their
direction.

Different factors aftect the cost structure of each of
these {unctions. For example, priced services are
subject to the inherent discipline of the marketplace,
as the Federal Reserve must control costs in order to
meet the statutory directives for cost recovery in the
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Monetary Control Act. On the other hand, in provid-
ing depository and fiscal services to the Treasury, the

Federal Reserve must respond to the instructions of

the Treasury. We endeavor (o carry out the Trea-
sury’s directives in a cost-cffective manner but can-
not refuse legitimate requests because ol their effect
on our costs or because they are inconsistent with
other Federal Reserve plans. In the arcas of monetary
policy and financial institution supervision, there are
fewer external constraints on our expenses. Here we
must be particularly vigilant.

Given the critical nature of the Federal Reserve’s
responsibilities, particularly in the arcas of monetary
policy, financial stability, and financial institution
supervision, our major initiatives must be judged not
only in terms of cost but also in the context of risk
management and the appropriate level of resources to
be devoted to each function. For example, the Con-
gress, in cnacting the Foreign Bank Supervision
Enhancement Act in 1991, clearly concluded that the
additional costs of expanding the Federal Reserve’s
supervisory responsibilitics for U.S. operations of
forcign banks were justitied by the greater financial
stability and protection that the enhanced supervision
would bring.

We focus our banking examination resources based
on risk assessients, with the expectation that arcas
not covered extensively in the examinations will not
become scrious problems. Had we devoted more
resources to Daiwa, and perhaps less elsewhere,
would we have uncovered its wrongdoing at an carly
stage? We can’t know for sure, but the odds would
have been higher. But if we had had the foresight
to divert these resources from other activities, would
we have increased our risk exposure elsewhere?

As another example, the Vederal Reserve’s recent
investment in a major upgrade ol our computer
systems and personnel o adapt our surveillance
and payments technologies to the major changes
that have occurred in private financial markets
was also driven in large part to improve risk manage-
ment, While the costs of these improvements were
not trivial, they have enhanced our ability to ensure
the smooth functioning of the financial markets, even
during periods of {inancial or operational distuptions.
To hold the risk of systemic crises to acceptably
low levels in both U.S. markets and U.S. dollar
markets abroad requires some redundancy of
resources. Given the vast scale of the value of
payment transactions that flow through our systems- -
our Fedwire volume alone averages almost $1.5 tril-
lion a day-—we belicve that the benefits of this
redundancy far cxceed the associated incremental
costs.

The risk-management decisions that we make con-
cerning the way we provide payment services (o
depository institutions are tested directly in the mar-
ketplace. These services comprise more than one-
third of the Federal Reserve Banks® total budget, and
the Monetary Control Act requires that, over the long
run, we price these services to recover their costs as
well as costs that would be borne by private busi-
nesses, such as taxes and a return on equity. If we
provide these scrvices inefficiently, we price our-
selves out of the market.

Over the past decade, our track record has been
good. The Reserve Banks have recovered 101 percent
of their total cost ol providing priced services, includ-
ing the targeted return on equity. 1 should also note
that, by recovering not only our actual costs but also
the imputed costs that a private firm would incur, the
Federal Reserve’s priced services have consistently
contributed to the amount we have transferred to
the Treasury. During the past decade, priced ser-
vices revenue has exceeded operating costs by almost
$1 billion.

Our fiscal agency services, which comprise another
onc-sixth of the Reserve Banks’ total budget, are
provided at the direction of the Treasury and other
federal government agencies for whom we provide
these services and whose reimbursements to us are
made primarily with appropriated funds. Here our
difficulty has been in obtaining full reimbursement
over the years. We understand that, as part of its
funding request for fiscal year 1997, the Treasury
sought a permanent indefinite appropriation, similar
to that in place for the Burcau of the Public Debt, for
services provided to its Financial Management Ser-
vice. The Federal Reserve and our fiscal principals
continue to work closely to ideatily and implement
initiatives that improve further the efficiency of these
operations.

With respect to staff compensation and some other
aspects of our infrastructure that are necessary to
support our varicd responsibilities, only indirect
market criteria arc available to judge the Federal
Reserve’s costs. For example, we try 1o set salary
structures that can attract and retain the personnel
with skills necessary (o run the Federal Reserve Sys-
tem in a highly effective manner. To acquire and hold
such personnel, we strive to provide salaries and
benefits competitive with local private- and public-
sector markets, tempered by the willingness of many
professionals to accord a nonmonetary premium to
Federal Reserve employment. Although the GAO
report suggests that the Federal Reserve does not
adequately review Federal Reserve employee salary
and benefit levels to determine whether they continue
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to be justiticd, 1 can assure the committee that these
costs are scrutinized regularly to ensure that they are
appropriate.

We belicve that the GAO's comparison ol growth

in Federal Reserve cmiployee benefits with those of

the federal government is incorrect. The problem is
that although we accrue such benefits according to
generally accepted accounting principles, the federal
government does not. Were the federal government
to use accrual accounting, presumably the compari-
sons would be straightforward. The federal govern-
mient, however, employs an outmoded cash account-
ing system, which makes it ditticult for us to reverse
our accruals in a manner cousistent with it. As best
we can judge, when calceulated on a comparable basis
using federal government accounting prineiples, the
cost of benefits per employee for the Federal Reserve
and the federal government increased by approxi-
mately the same percentage during the 1988 to 1994
period—o064 pereent and 62 pereent respectively. We
believe the GAO significantly overstated the increase
in Federal Reserve benetit costs by including the cost
of future pension benefits related to Federal Reserve
carly retirement plans on an accrual basis without
considering the associated future savings attributable
to those programs. Lach of the carly retirement pro-
grams has a positive net present value, indicating a
net cost savings {rom such plans. Including the
present value cost of carly retirement plans without
considering the present value of cost savings skews
any comparison of the increase in total benefits costs
for the Federal Reserve and the federal government,
Applying peer analysis more broadly, during the
1988 to 1994 period reviewed by the GAO, the
increase in Federal Reserve operating costs was
slightly less than the 51 percent increase in federal
discretionary nondefense spending, which has been
subject to increasing congressional restraint in recent
years. The GAO makes this as one of its compari-
sons. The Federal Reserve effectively contained its
costs despite a signilicant expansion in its mandated
responsibilitics and expanded resources required to

monitor and contain the financial market turmoil of

that period. To also compare, however, as the GAO
did 1in its report, the rate of our expense increases
with that of total federal discretionary outlays, which
are dominated by the major post—cold war retrench-
ment in defense, is clearly inappropriate. Morcaover,
with the significant expansion of our computer sys-
tems now close to completion and our adjustment to
our expanded supervisory mandates reaching frui-
tion, our costs during the past two years and those
projected for the immediate future are definitcly on a
flattening trajectory.

More gencrally, we believe that the GAO s
mistaken in its notion that the Federal Reserve doces
not regularly assess certain ongoing programs to
determine whether they are rcasonable and justified.
In particular, we do not use a “current services”
approach to develop the Board and Reserve Bank
budgets. The significant rcallocation of System
resources armnong the various responsibility areas dur-
ing recent years clearly demonstrates that this is not
the case.

In summary, although the Board belicves that much
of the GAO’s analysis and recommendations have
merit, we take exception to the broad implication of
thec GAO report that the Federal Reserve has not
excrcised appropriate budget constraint and that it
has not adequately addressed the changing techno-
logical and financial environment in which it oper-
ates. In my experience, the Federal Reserve is as well
run an organization as any with which I have been
associated, private or public, over the decades. Is
there nonetheless room for improvement? Certainly. |
am not aware of any complex organization for which
this is not the case. In particular, the Board plans
to review several specific areas highlighted by
the GAO related to management of health care
benefits, Reserve Bank procurcment and contracting
procedures, and Reserve Bank travel reimbursement
policies.

THE FEDERAL RESERVE SURPLUS

One area discussed in the GAO report—the elimina-
tion or reduction of the Federal Reserve’s surplus—
has received substantial, and often misleading, media
coverage. | agree with the assessment of the Confer-
ence Report on the fiscal 1997 budget resolution on
this matter. The report concluded that a transfer of the
Federal Reserve’s surplus to the Treasury would be a
“gimmick’ that ““has no real economic impact on the
deficit.” While a transfer of Federal Rescrve surplus
would increase “unified receipts” (because the Fed-
cral Reserve, for technical reasons, is not included in
the unified budget), it would nonctheless be an
intragovernmental transter that would not change the
government’s true cconomic and financial position
with respect to the private sector.

The Federal Reserve holds government securitics
as the asset counterpart to its surplus, interest on
which it returns to the Treasury. If the Federal
Reserve decreased its surplus, it would do so by
selling government securitics and transferring the
proceeds to the Treasury, Consequently, the Federal
Reserve’s future payments to the Treasury would



decline permanently by the forcgone amount of inter-
est on the surplus funds ransferred, exactly offsctting
the Treasury’s savings on gross interest payments.
The surplus is part of our capital account. In that
context, | believe retention by the Federal Reserve of
somie level of surplus is desirable, but 1 acknowledge
that the appropriate level of the Federal Reserve’s
surplus is debatable. We would welcome the opportu-
nity (0 work with the Congress to review this issuc.

OTHER RECENT INQUIRIES

[ would like to conclude my testimony by comment-

ing on several recent inquiries into certain aspects of

the Reserve Banks” operations  -specifically, the
management of our Interdistrict Transportation Sys-
tem (ITS) and cash statistical reporting  problems
experienced by (he FLos Angeles Branch ol the Fed-
cral Reserve Bank of San Francisco.

Earlicr this year, Representative Henry Gonzalez
issucd a report on the administration ol the Federal
Reserve’s ITS network. The report asserts that the
Federal Reserve may have violated the Monetary
Control Act to the extent that it does not [ully recover
the costs of TTS through revenue attributable to its
usc. The GAO and the courts reviewed this issue in
the mid-1980s and concluded that such cost recovery
was rot required by the act.

No integrated company in the private sector (such
as one that provides cheek collection services) prices
individual scgments of its operation o achicve a
uniform rate of return, Optinm profitability, that is,
minimum consolidated costs, is enhanced through
transler pricing flexibility. Even aside from the impre-
cisions associated with allocating {ixed costs, it would
not make sense for us to separately recover the costs
ol cach input to a service, such as transportation, data
processing, or labor, as implicd by Representative
Gonzalez. Rather, afl of the costs the Reserve Banks
incur in providing check services (o depository insti-
tutions, including I'l'S costs (which represent less
than 5 percent of the costs of our check service), are
recovered through fees for their various check
products.

Representative Gonzalez’s report also alleges that
certain contracting practices used by the Boston
Reserve Bank in managing I'l'S were improper and
wasteful, Administration ol I'TS requires Federal
Reserve management to make numerous, rapid, and
complex business decisions cvery day, constantly
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balancing cfforts to improve service, reduce float, and
control operating costs. In hindsight, arc there some
decisions that should have been made differently?
Almost surely. But from a broad perspective, UI'S has
been managed cffectively in our judgment.

Finally, 1 would like to put in context the errors
made by the Los Angeles Branch of the Federal
Reserve Bank ol San Francisco in reporting certain
statistical cash information to the Federal Reserve
Board. Unfortunately, the press coverage of this mat-
ler, in our judgment, has significantly overstated the
proble.

First, these reports are used Tor informational pur
poses only. No taxpaycr inoney has been lost. No key
decisionmaking has been compromised. The crrors
have not affected the usclulness of the information
derived (rom the Federal Reserve’s financial state-
ments, nor have they alfected the Federal Reserve’s
calculation of the moncey supply, its conduct of mone-
tary policy, or the amount of shipments of currency
atl coin (o or from the Branch.

Sccond, although there were reports of niistakes
amounting to $178 million, (he crrors changed the
Branch’s reported production volume by less than
onc-half of | percent. I the nistakes had not been
discovered, at worst there would have been slight
errors in forecasting {uture currency demand, which
could have caused a slight increase o the Federal
Reserve’s order o the Treasury to prinl new cur-
rency. The cost of this higher currency print order
would have been olfset, however, by a lower print
order in the following year.

Third, the Los Angeles Branch had identified the
problems internally and was in the process of resolv-
ing them before Representative Gounzalez begian his
inquiry. The 1.os Angeles Branch is working dili-
gently to ensure that all of the data used 1o prepare
the cash statistical reports transmitted o the Board
are aceurate.

In closing, let me state that we appreciate the
GAQY’s review in that il assists us in our ongoing
cvaluation of the Dederal Reserve’s structure and
functions and our ctforts to continually improve
operations. As 1 noted, many recommendations are
useful, and we are pursuing them. In my opinion,
however, the general tenor of the report does not
refiect the high level of effectiveness with which the
Federal Reserve has fulfitled its mission. While, as is
likely the casc with any organization, the lederal
Reserve has opportunitics for further improvement, 1
believe these opportuaitics should be put in the con-
lext of our significant accomplishments. [



Announcements

NOMINATIONS SOUGHT FOR APPOINTMENTS 10
THE CONSUMER ADVISORY COUNCIL.

The Federal Reserve Board announced on July 2,
1996, that it is secking nominations ol qualified indi-
viduals for cight appointments to its Consumer Advi-
sory Council.

The Consumer Advisory Council consists ol thirty
representatives ol consumer and connuunity interests
andl of the financial services industry. "The council
was established by the Congress in 1976, at the
suggestion of the Board, to advise the Board on the
exercise ol its responsibilities under the Consumer
Credit Protection Act and on other matters on which
the Board secks its advice. The council by law
represents  the interests both of consumers  and
of the financial community. The group meets in
Washington, D.C', three times a year.

Eight new members will be selected to serve three-
year termis that will begin in January 1997, The
Board expects 1o announce the selection ol new mem-
bers by ycar-cnd 1990,

Nominations must be submitted in writing and
should include information about nominees’ past and
present positions held and about their special knowl-
edge, interests, or experience related (o community
reinvestment, consumer credit, or other consumer
linancial services.

Nomioations must be received by August 31, 1996,
and should be addressed to Dolores S. Smith, Associ-
ate Director, Division of Consumer and Community
Affairs, Board of Governors of the Federal Reserve
System, Washington, DC 20551,

REGUIATION K: FINAL RULL,

The Federal Reserve Board announced on July 23,
1996, a linal rule amending Regulation K (Interna-
tional Banking Operations) regarding the manage-
ment of offshore offices by U.S. branches and agen-
cies of foreign banks. The final rule was clfective
August 28, 1996.

The rule implements a provision of the Ricgle
Neal Interstate Banking and Branching Elfficiency
Act of 1994 that amended the International Banking

Act of 1978 by adding a new provision regarding the
management of shell branches of Toreign banks by
such banks™ U.S. offices.

The provision prohibits forcign banks from using
their ULS. branches or agencies to manage types of
activities through offshore offices that could not be
managed by a US. bank at its loreign branches or
subsidiaries. This prohibition applics with respect 1o
those olfshore offices that are “managed or con-
trolled”™ by a forcign bank’s U.S. branches or
agencices.

PROPOSED ACTIONS

The Federal Reserve Board on July 1, 1996,
extended the comment period Itom August | to Sep-
tember 6 on its proposal to amend Regulation
(Electronic Fund 'Fransfers).

The Dederal Reserve Board on July 31, 1996,
requested comment on three proposals to modify the
conditions under which section 20 subsidiaries of
bank holding companies may underwrite and deal in
securities.

The first proposal would increase the amount of
revenue that a section 20 subsidiary may derive from
underwriting and dealing in securitics from 10 per-
cent to 25 percent of its total revenue. Comments on
this proposal were requested by September 30, 1996,

The second proposal would amend or eliminate
three of the prudential  limitations, or  firewalls,
imposed on the operations of the section 20 subsidi-
aries us listed below:

« The  prohibition  on  director, ofticer, and
employee interlocks between a section 20 subsidiary
and its aftiliated banks or thrilt institutions (the inter-
locks restriction)

¢ The restriction on a bank or thrift institution
acting as an agent for, or engaging in marketing
activities on behalf of, an affiliated section 20 subsid-
tary (the cross-marketing restriction)

* The restriction on the purchase and sale of finan-
cial assets between a section 20 subsidiary and its
affiliated bank or thrift institution (the financial assets
restriction),



The third proposal would clarity, in an accounting
change 1o the revenue limit, that the Board will not
consider interest income carned on securitics that a
member bank could hold for its own account toward
a section 20 subsidiary’s revenue limit.

Comments on the second and third proposals were
requested by September 3, 1996.

AVAILABILITY OF REVISED LISTS OF
OVER-THIE-COUNTER STOCKS AND OF 'OREIGN
MARGIN STOCKS

The Federal Reserve Board on July 26, 1996, pub-
lished a revised list of over-the-counter stocks that
are subject to its margin regulations (OTC list). Also
published was a revised list of foreign equity sccuri-
tics (foreign list) that meet the margin criteria in
Regulation T (Credit by Brokers and Dealers). The
lists became effective August 12, 1996, and super-
sede the previous lists that were cffective May 13,
1996. The next revision of the lists is scheduled to be
eftective November 1996, ‘These lists are published
for the information of lenders and the general public.

The changes that were made to the revised OTC
list, which now contains 4,614 OTC stocks, arce as
follows:

* Two hundred cighty-two stocks have been
included for the first time, 233 under National Market
System (NMS) designation.

« Sixty-one stocks previously on the list have been
removed for substantially failing to meet the require-
ments for continued listing.

= Sixty-seven stocks have been removed for reu-
sons such as listing on a national securities exchange
or involvement in an acquisition.

The OTC list 1s composed ol OTC stocks that have
been determined by the Board 1o be subject to margin
requirements in Regulations G (Securities Credit by
Persons Other Than Banks, Brokers, or Dealers), T,
and U (Credit by Banks for Purchasing or Carrying
Margin Stocks). It includes OTC stocks qualifying
under Board criteria and also includes all OTC stocks
designated as NMS securities. Additional NMS sceu-
ritics may be added in the interiin between quarterly
Board publications; these sccurities are immediately
marginable upon designation as NMS securities.

The foreign list specifies those foreign equity secu-
rities that are cligible for margin treatment at broker-
dealers. The Board recently amended Regulation T,
effective July 1, 1996, to provide that foreign stocks
may be included on the foreign list cither by mecting
the existing Regulation T criteria for forcign sceuri-
tics or by being deemed to have a “ready market” for
purposes of the net capital rule of the Scceurities and
Exchange Commission (SEC). Since 1993, the SEC
has etlectively treated all stocks included in the
Financial Times/Standard & Poor’s Actuaries World
Indices as having a “rcady market” for capital pur-
poses. The Board is therelore adding 1,201 forcign
stocks currently included on the World Indices List
that were not on the previous foreign list. The revised
foreign list now contains 1,901 securitics displayed
by order of country. [
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Minutes of the

Federal Open Market Committee Meeting

Held on May 21, 1996

A meeting of the Federal Open Market Committee

was held in the offices of the Board of Governors of

the Federal Reserve System in Washington, D.C., on
Tuesday, May 21, 1996, at 9:00 a.m.

Present:
Mr. Greenspan, Chairman
Mr. McDonough, Vice Chairman
Mr. Boehne
Mr. Jordan
Mr. Kelley
M. Lindsey
Mr. McTeer
Ms. Phillips
Mr, Stern
Ms. Yellen

Messrs. Broaddus, Guynn, Moskow, and Parry,
Allernate Members of the Federal Open Market
Committee

Messrs. Hoenig and Melzer, and Ms. Minchan,
Presidents of the Federal Reserve Banks of
Kansas City, St. Louis, and Boston respectively

Mr, Kohn, Secretary and Economist
Mr. Bernard, Deputy Sceretary

Mr. Coyne, Assistant Secretary

Mr. Gillum, Assistant Secretary

Mr. Mattingly, General Counsel

Mr. Baxter, Deputy General Counsel
Mr. Prell, Economist

Mr. Truman, Economist

Messrs. Lang, Lindsey, Mishkin, Promisel, Rolnick,
Rosenblum, Siegian, Simpson, and Stockton,
Associate Economists

Mr. Fisher, Manager, System Open Market Account

Mr. Eittin, Deputy Director, Division of Research and
Statistics, Board of Governors

Mr. Slifiman, Associate Director, Division of
Research and Statistics, Board of Governors

Mr. Madigan, Associate Director, Division of
Monetary Affairs

Ms. Low, Open Market Secretariat Assistant,
Division of Monetary Affairs, Board of
Governors

Mr. Rives, First Vice President, Federal Reserve
Bank of St. Louis

Mr. Beebe, Ms. Browne, Messrs. Davis, Dewald,
Liisenbeis, Goodiriend, and Hunter, Senior
Vice Presidents, Federal Reserve Banks of
San Francisco, Boston, Kansas City, St. Louis,
Atlanta, Richmond, and Chicago respectively

Mr. Altig, Mses, Chen and Rosenbaum,
Vice Presidents, Federal Reserve Banks of
Cleveland, New York, and Atlanta respectively

By unanimous vote, the minutes of the meeting
of the Federal Open Market Committee held on
March 26, 1996, were approved.

The Manager of the System Open Market Account
reported on developments in foreign e¢xchange mar-
kets during the period March 26 through May 20,
1996. There were no open market transactions in
foreign currencies for System account during this
period, and thus no vote was required of the
Comimittee.

The Manager also reported on developments in
domestic financial markets and on System open mar-
ket transactions in government securitics and federal
agency obligations during the period March 26
through May 20, 1996. By unanimous vote, the Com-
mittee ratified these transactions.

The Committee then turned to a discussion of the
economic and financial outlook and the implementa-
tion of monetary policy over the intermeeting period
ahead. A summary of the cconomic and financial
information available at the time of the meeting and
of the Committee’s discussion is provided below,
followed by the domestic policy directive that was
approved by the Committee and issued to the Federal
Reserve Bank of New York.

The information reviewed at this meeling sug-
gested that economic activity had expanded moder-
ately on balance in recent months. Final demand,
which had been quite robust carly in the year, was
showing some signs of slowing in recent data. Con-
sumer spending appeared to be growing at a moder-
ate pace; business expenditures on durable equipment
had registered further large gains, though new orders



had flattened out; and housing demand seemed to
be holding up well despite the increase in mortgage
interest rates this year. Business inventories, most
notably in the automotive industry, had been brought
into better alignment with sales, and industrial pro-
duction and employment had risen appreciably.
Upward pressures on food and energy prices
accounted for somewhat larger increases in consumer
prices.

Nonfarm payroll cmployment was  essentially
unchanged in Aprit after rising substantially in the
first quarter; part of the slowdown resulted from an
unwinding of special factors that had boosted job
growth in the first quarter. Payrolls continued to
expand in April in retail trade; finance, insurance, and
real estate; and the services industries. In contrast,
employment in construction {ell sharply, reversing
much of the large first-quarter gaiu. In manufactur-
ing, cmployment declined further in April despite the
settlement of a major strike in the automotive sector
and the return of altected workers (o their jobs. The
civilian unemployment rate fell to 5.4 percent.

Industrial production rebounded in April [rom an
appreciable decline in March. The changes in indus-
trial output over the two-month  period  largely
reflected fluctuations in notor vehicle assemblies
associated with a strike and its subsequent settlement.
Manutacturing of products other than motor vehicles
rose moderately in April on the strength of (urther
large advances in the output of office and computing
equipment and ol construction supplics. Utilization
of total industrial capacity, which had varied in recent
months in concert with movements in production,
climbed in April to a rate slightly above that of the
fourth quarter ol 1995.

Retail sales declined somewhat in April alter post-
ing a strong gain it the first quarter. Sales of durable
goods, which had increased substantially in the first
quarter, retraced part of that advance in April; the
drop more than offset a further rise in sales ol non-
durable goods. Housing activity was well sustained
in April, with the run-up in mortgage rates that began
in February having had little pereeptible effect o
date. Single-family housing starts were up consider-
ably in April, and sales of new and existing homes
remained brisk in March (latest data available).

Business fixed investment accelerated sharply in
the first quarter of 1996 following three quarters of
relatively moderate expansion; however, recent data
on orders and contracts pointed, on balance, to some
deceleration in business spending on both durable
cquipment and nonresidential structures. Much of the
first-quarter pickup reflected stronger spending for
durable cquipment; purchases of computing equip-
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ment remained robust and spending on other durable
equipment increased. Nonresidential construction
activity also advanced further in the first quarter;
however, consteuction of office buildings continued
to lag, and construction of other commercial build-
ings slowed after recording strong gains for several
years.

Business inventories declined in March alter rising
appreciably on average over January and February;
inventory accumulation over the quarter as a wholc
was of modest proportions, as firms sought to bring
stocks into better balance with sales. In manufactur-
ing, tnventories changed little in March and the ratio
ol stocks to sales was not far above historical lows.
In the wholesale sector, inventories declined a little
further in March, reflecting a reduction in stocks
of motor vehicles, and the inventory—sales ratio
remained near the middle of its range in recent years.
Retail inventories also declined in March, with cuts
in stocks of motor vehicles more than accounting for
the drop. The inventory—sales ratio for the retail sec-
tor was near the Jow end of its range in recent years,

The nominal deticit on US. trade in goods and
services in the first quarter was substantially farger
than in the fourth quarter of last year. The value of
imports increased sharply in the first quarter after
declining in the two previous quarters. Morcover,
growth in the value of exports slowed considerably in
the first quarter from the pace of other recent quar-
ters. Available data indicated that the performance of
the cconomies of the major forcign industrial coun-
trics was mixed in the first quarter. The recovery in
Japan was still under way while cconomic activity
in continental Furope remained generally weak, with
the German economy apparently having contracted
further and the French cconomy exhibiting signs of
only a modest upturn alter a fourth-quarter decline.
Moderate Turther expansion in economic activity
evidently was occurring in Canada and the United
Kingdom.

Rising crude oil and, to a lesser extent, lood prices
led to somewhat larger increases in consumer and
producer price indexes in March and Aprif. or non-
food, non-energy items, however, consumer prices
rose only slightly in April after three months of
somewhat faster advances: over the twelve months
ended in April, this measure of consumer inflation
increased a little less than the rise over the compa-
rable year-carlicr period. At the producer level, prices
of finished goods other than food and energy items
recorded a third straight small increase in April. Over
the twelve months ended in April, this measure of
producer prices rose shightly less than over the com-
parable year-carlicr period. Hourly compensation of



828  Federal Reserve Bulletin (7] September 1996

private industry workers expanded in the first quarter
at the average rate for atl of 1995; the growth was
associated with & decline in benefit costs and a sharp
rise in wages and salaries.

At its meeting on March 26, 1996, the Committee
adopted a directive that called for maintaining the
existing degree of pressure on reserve positions and
that did not include a presumption about the likely
direction of any adjustments to policy during the
intermecting period. The directive stated that in the
context of the Committee’s long-run objectives for
price stability and sustainable economic growth, and
giving carcful consideration to economic, financial,
and monetary developments, slightly greater reserve
restraint or slightly lesser reserve restraint would be
acceptable during the intermeeting period. The
reserve conditions associated with this directive were
expected to be consistent with moderate growth in
M2 and M3 over coming months.

Open market operations were directed toward
maintaining the existing degree ol pressure on reserve
positions throughout the intermeeting period, and the
tederal funds rate averaged near 5V percent, the level
expected to be associated with that unchanged policy
stance. Other short-term market interest rates changed
little over the period, and because the Committee’s
decision had been largely anticipated in {inancial
markets, longer-term rates also were little changed
initially. Over the remainder of the period, however,
intermediate- and long-term rates came under upward
pressure when incoming cconomic data were seen by
market participants as pointing to stronger growth in
output and employment and therefore to a somewhat
tighter monetary policy stance than previously had
been expected. Despite the increase in bond yields,
most indexes of stock prices rose on balance over the
intermeeting period, apparently reflecting generally
favorable first-quarter carnings reports and  the
improved cconomic outlook.

In foreign exchange markets, the rise of U.S. inter-
est rates contributed to a considerable appreciation of
the trade-weighted value of the dollar in terms of the
other G-10 currencies. The dollar was particularly
strong against the German mark, reflecting incoming
data that suggested continued weakness in economic
activity in Germany and, accordingly, a greater like-
lihood of further monctary policy casing by the
Bundesbank. The dollar rose less against the yen,
partly owing to information indicating a strengthen-
ing of the cconomic recovery in Japan and height-
cned market expectations of a near-terin tightening of
monetary policy by the Bank of Japan.

Growth of M2 and M3 slowed substantially in
April after having recorded sizable increases carlier

in the yecar. Weakness in demand deposits after
unusually rapid first-quarter expansion and sluggish-
ness in currency demand were factors in the slow-
down. In addition, the rise in market interest rates in
recent months, which had increased the opportunity
costs of holding retail deposits, likely had a restrain-
ing effect on these deposits. For the year through
April, both aggregates grew at rates somewhat above
the upper bounds of their respective ranges tor the
year. Expansion in total domestic nonfinancial debt
remained moderate on balance over recent months,
and this aggregate stayed ncar the middle of its
monitoring range for the year.

The staff torecast prepared for this meeting sug-
gested that the economy would remain generally
around its estimated potential. Consumer spending
was expected Lo grow in lineg with disposable income;
the favorable effect of higher equity prices on house-
hold wealth and the still-ample availability of credit
were expected to outweigh persisting consumer con-
cerns about job security and the influence of already-
high houschold debt burdens. Homebuilding was
projected to decline a little in response to the recent
backup in residential mortgage rates but to remain at
a relatively high level because of generally support-
ive employment and income conditions and the still-
favorable cash flow affordability of homeownership.
Business spending on equipment and structures was
expected to grow less rapidly in light of the projected
moderate growth of sales and profits and the lower
rate of utilization of production capacity now prevail-
ing. The external sector was projected to exert a
small restraining influence on economic activity over
the projection period, even though an anticipated
firming of cconomic activity abroad would bolster
demand for U.S. exports. Little additional fiscal con-
traction was anticipated over the projection period.
Inflation recently had been lifted by adverse develop-
ments in the cnergy market and was projected to
remain above the levels of recent years, given the
high level of resource utilization and the effects of
tight grain supplies on food prices. Further risks of
inflationary pressure were associated with a possible
clevation of the federal minimum wage.

In their discussion of current and prospective eco-
nomic conditions, members commented that the
economy had been stronger this year than they had
anticipated and appeared to be growing at a quite
robust pace. However, they geaerally expected the
expansion to slow, kecping the cconomy close to its
potential. Views differed to some extent with regard
to the risks surrounding such an outlook. Some saw
those risks as fairly evenly balanced, given prospec-
tive restraint from the rise in bond yields and the



foreign exchange value of the dollar since carly this
year. Others expressed concern that cconomic growth
might continue at a pace that could increase pressures
on resources, with adverse implications for inflation
in an cconomy already operating, in the neighborhood
of its estimated long-term potential. Morcover, faster
increases in enerpy and (ood prices could contribute
to higher overall inflation, both directly and by boost
ing inflationary cxpectations, and the proposed
increase in the minimum wape would add to cost
pressures il it were enacted into law. Nonetheless,
while the chances of a pickup in inflation later had
risen (o some extent, a number ol members empha-
sized that no firm evidence had surfaced thus far to
signal that labor compensation was inereasing ab a
faster rate or that core inflation was worsening, and
even the carly signs of incrcased pressures on costs
and prices were tixed, The past few years had wit-
nessed significantly Tower cost pressures and more
subdued inflation than typically would have been

experienced in carlicr years with similar rates ol

resource utilization, but whether this favorable ont-
come would persist was an open question,

Mcmbers observed that the stronger-than-expected
performance of the cconomy thus far this ycar
reflected relatively rapid prowth in final demaud.
Favorable financial conditions, notably the relatively
low interest rates of the latter part of 1995 and carly
1996 and increases in wealth stemming from sizable
advances in stock market prices, evidently were
undergirding the expansion. Indications of improving,
or continuing high levels of cconomic activity were
widespread across the nation according o recent
anccdotal reports and regional data, though agricul-
tural conditions in many arcas were cited as a signifi-
cant exception. While the economy appeared to have
solid and balanced momentum that pointed to sus-
tained growth, a number of factors were seen as
likely to foster more moderate expansion beginning,
in the sccond hall” of the year. These included the
ellects of higher intermediate  and long-term interest
rates on interest-sensitive sectors of” the cconomy
such as housing, consumer durables, and business
fixed investiment. 'The appreciation of the dollar over
the past year and near-term moderation in federal
government spending also were expected o exert
some restraint on cconomic activity over the forecast
horizon, Some members also questioned the sustain-
ability of the performance ol the stock market; a
correction in this marketl would help to restrain aggre-
gale demand. Noncetheless, the continued strength in
cconomic activity raised questions about whether
these developments would damp demand sulticiently
1o keep resource wtilization at sustainable levels.
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In their review of recent developments and the
outlook for key scctors of the cconomy, members
noted that consumer spending had strengthened con-
siderably this year alter a period of sluggish growth
in late 1995, The recent data on consumer spending
were reinforced by ancedotad reports from various
parts ol the country. The wealth cffects from the
further gains that had occurred in stock market prices,
along with sustained increases in employment and a
ready availability of consumer [inancing, were scen
as playing a positive role in boosting consumer
expenditures. Barring changes in these underlying
factors, coutinued growth in consumer spending
scemed likely, although members referred to develop-
ments that could begin (o slow such growth over the
wonths ahead. The latter included the satislaction of
much of the carlier pent-up demand for consumer
durables and Fairly elevated levels ol consumer debt.
Ou balance, moderate expansion in consumer expen-
ditures, perhaps in line with the growth in incomes,
seemed likely over the projection period.

Business fixed investment was believed likely to
remain a source ol considerable strength in the expan-
sion, though growth in this scctor of the cconomy
also was expected to moderate from the elevated pace
thus far this year. ‘The desire of miany business lirms
and other users of capital equipment to take advan-
tage ol new, more clfective, and less expensive com-
puter and other technologies and more generally to
add further to capital in an clfort o reduce costs in
highly competitive markets would continue to under-
pin investinent spending. Lo addition, equity and other
financing remained available on relatively attractive
terms. On the other hand, the rise i business invest-
ment in recent years had brought capital stocks into
mote acceplable alipnment with expected  sales,
daruiping the need for further stzable additions.

Business {itms appeared (o have completed, or
nearly completed, their clforts o bring inventories
into better balance with sales, mneluding the rebuild-
ing of motor vehicle stocks atter the strike at a major
manufacturer was settled in March, On the basis of
recent experience, subducd growth in inventorics
could be anticipated in the context of the projected
expansion of overall cconontic activity at a pace near
the cconowny’s long-run potential. 1t was sugpested,
however, that such an expectation implied relatively
restrained inventory investiient in comparison with
past cyclical patterns. Accordingly, much stronger
growth in such investment could occur, with con-
comitant ¢lfects on tncomes and the growth ol overall
spending,

With regard (o the outiook for housing, the rise in
mortgage rates in the past few months could be
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expected to retard residential construction activity to
some extent. Thus far, however, increased interest
costs did not appear to have had any pereeptible
effects on housing sales or construction. Indeed, the
housing sector was continuing to display a good deal
of strength in many parts ol the country. Some mem-
bers observed that the appreciable momentum  in
housing activity reflected strength in the underlying
fundamentals, including continued affordability, that
seemed likely to sustain a high level of housing
construction for a considerable period ol time despite
somewhat higher mortgage rates.

In the arca of fiscal policy, legislative agreement
had not yet been reached on how to implement the
objective of a balanced federal budget over time, but
decisions covering the nearer term implied continued
budget restraint. On the forcign trade side of the
cconomy, an anticipated firming ol economic condi-
tions abroad would provide impetus to real net
exports. At the same time, however, imports were
expected o rise appreciably in response to the expan-
sion of domestic cconomiic activity and the apprecia-
tion of the dolar, and on balance the external sector
probably would not be boosting real GDP,

The outlook Tor imflation was of key importance (o
the tormulation of monetary policy at this time, but it
was clouded by substantial uncertainty. One source
ol uncertainty was the behavior of food and energy
prices. Increases in these prices largely accounted for
the more rapid rise in consumer prices thus far this
year, and they likely would continue to add to infla-
tion in the months ahcad. Retail encrgy prices had
risen appreciably, but at least some ol that increase
was expected 1o be reversed over the ncar term.
Retail food prices did not yet display any significant
effects from the sizable rise in grain prices in recent
months, and while some cffects on retail prices were
likely, their extent and duration were difficult to
gauge at this point. Morcover, it was dillicult to
anticipate how much the higher food and cenergy
prices might affect inflation cxpectations and wage
demands and thereby potentially become embedded
more generally in the price structure.

Also of concern to the members were the possible
cltects on inflation of continued  pressures  on
resourees, especially if the current pace of the expan-
sion should fail to moderate as much as projected. In
recent years, the relationship between resource vse
and inflation had not followed carlier patterns. In
particular, increases in labor compensation had been

comparatively subdued over an extended period of

what secmed to be relatively full employment high-
lighted by anecdotal reports of scarcities of various
types of fabor in numerous parts of the country. In

part, worker willingness to accept comparatively
limited increases in compensation could be attributed
o the apparent rise in insecurity about the perma-
nence of jobs or the availability of alternative jobs,
but the reasons were not fully understood. From the
standpoint of the inflation outlook, it therefore was
uncertain how long the period of relatively restrained
increases in labor compensation would last. Against
this background, a number of members indicated that
they pereeived an appreciable risk of rising tabor
costs and related inflation, cven though there was
little evidence to date of such developments; others
noted that they could not rule out the possibility that
the favorable experience would be extended.

In the Committee’s discussion of policy for the
intermeeting period ahead, all the members supported
a proposal to maintain an unchanged degree of pres-
sure in reserve markets. The members agreed that the
balance of risks on inflation had shitted substantially
since carly in the year. At that time, the cconomy had
scemed sluggish and inflation was scen as possibly
casing, but more recent developments indicated that
the economy was stronger and rising inflation down
the road could not be ruled out. Nonetheless, while
policy might need to be lirmed at some point to head
oft emerging inflation pressures, linancial conditions
were not so obviously stimulative as to counsel a
need for any immediate tightening of policy. The real
federal funds rate probably was not greatly out of line
with its appropriate level, and the rise in longer-term
interest rates and the exchange rate meant that finan-
cial conditions were now exerting more restraint than
carlier this year. More information might provide a
better sense of how the higher interest rates were
affecting aggregate  demand  and  perhaps  also
help—to a small degree—to shed light on the consid-
erable uncertainties surrounding the relationship of
output to inflation. In any ecvent, actual inflation
data—apart from food and energy prices—and many
ol the usual carly wurning signs of mounting price
pressures did not yet indicate a pickup in the under-
lying trend of prices. Accordingly, the members
viewed policy as appropriately positioned under cur-
rent circumstances, though oungoing developments
would need to be reassessed at the upcoming meeting
in early July. Some members noted that the Commit-
tee would need to anticipate, and act to preclude, a
rise in the core rate of inflatton that, if" it were to
materialize, would be difficult and costly to reverse.
In this regard, the view was expressed that a firming
in policy sooner rather than later was likely to end up
promoting stability in output and prices.

In the Committee’s discussion of possible inter-
meeting adjustments to policy, all the members indi-




cated at least some preference for retaining a sym-
metric  directive. Members  commented  that  the
probability of developments during this period that
would warrant a change in policy before the next
meeting was quite low. Moreover, symmetry did not
rule out an intcrmeeting adjustiment, and the Chair-
man could cal) for a Committee consultation should
the incoming information raise questions about the
stance of monetary policy. Some members felt that it
was especially appropriate that a policy action that
represented a reversal of the previous nmove be made
with a full discussion at a regular meeling. Some
members also commented that an asymmetric direc-
tive toward restraint would imply a predisposition on
the part of the Committee to tighten policy at some
point, possibly at the next meeting. While they would
be prepared to take such a step if the evidence war-
ranted, their prelercnee was to come into the July
meeting without such a presumplion.

At the conclusion of the Committee’s discussion,
all the members indicated a preference for a directive
that called for maintaining the existing degree of
pressure on reserve positions and that did not include
a presumption about the likely direction of any
adjustments to policy during the intermeeting period.
Accordingly, in the context of the Committee’s long-
run objectives lor price stability and sustainable cco-
nomic growth, and giving carcful consideration to
economic, financial, and monetary developments, the
Committee decided that slightly greater or slightly
lesser reserve restraint would be acceptable during
the intermeeting period. The reserve conditions con-
templated at this meeting were expected to be consis-
tent with moderate growth in M2 and M3 over com-
ing months.

At the conclusion of the mecting, the liederal
Reserve Bank of New York was authorized and
directed, until instructed otherwise by the Commit-
tee, 10 execute transactions in the System Account
in accordance with the following domestic policy
directive:

The information reviewed at this meeting suggests that,
on balance, cconomic activity has grown moderately in
recent months. Nontarm payroll employment changed little
in April after rising substantially in the first quarter; the
civilian unemployinent rate lell to 5.4 percent. Industrial
production increased sharply in April, largely reflecting a
rebound in motor vcehicle assemblics after a strike in
March. Retail sales declined somewhat in April after post-
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ing a strong gain in the first quarter, Single-family housing
starts rose considerably in April. Orders and contracts
point to some deceleration in spending on business equip-
ment and nonresidential structures after a very rapid expan-
sion in the first quarter. ‘The nominal deficit on ULS. trade in
goods and services widened significantly in the first quarter
from its rate in the fourth quarter of Jast year. Upward
pressures on food and energy prices have led to somewhat
larger increases in the consumer price index over recent
months.

Short-term market interest rates have changed little
while Jong-term rates have risen somewhat further since
the Committee niceting on March 26. In foreign exchange
markets, the trade-weighted value of the dollar in terms of
the other G-10 currencies has appreciated  considerably
over the intermeeting period.

Growth of M2 and M3 slowed substantially in April
after recording sizable increases carlier in the year. For the
year through April, both aggregates grew at rates sonie-
what above the upper bounds of their respective ranges for
the year. Expansion in total domestic nonfinancial debt
remained moderate on balance over recent months.

The Federal Open Market Committee secks monetary
and financial conditions that will foster price stability and
promole sustainable growth in output. [n furtherance of
these objectives, the Committee at its meeting in Januwary
established ranges for growth of M2 and M3 ol | 1o
5 percent and 2 to 6 percent respectively, measured from
the fourth quarter of 1995 (o the fourth quarter of 1996,
The monitoring range for growth of total domestic nonfi-
nancial debt was set at 3 to 7 percent for the year. The
behavior of the monetary agpregates will continue to be
evaluated in the light of progress toward price level stabil-
ity, movements in their velocities, and developments in the
cconomy and financial markets.

In the implementation of policy for the inunediate future,
the Committee seeks o maintain the existing degree of
pressure on reserve positions, In the context of the Com-
mittee’s long-run objectives for price stability and sustain-
able economic growth, and giving careful consideration to
cconomic, financial, and monetary developments, slightly
greater reserve restraint or slightly lesser reserve restraint
would be acceptable in the intermeceting period. The con-
templated reserve conditions are expected 1o be consistent
with moderate growth in M2 and M3 over coming months,

Votes  for this  action:  Messrs.  Greenspan,

McDonough, Bochne, Jordan, Kelley, Lindsey, Mcleer,

Ms. Phillips, M. Stern, and Ms. Yellen, Votes against

this action: None.

It was agreed that the next meeting of the Comimit-
tee would be held on Tuesday -Wednesday, July 2-3,
1996.

The meeting adjourned at {:15 p.m.

Donald I.. Kohn
Secretary
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ORDERS [SSUED UNDER BANK HOLDING COMPANY ACT

Orders Issued Under Section 3 of the Bank Holding
Company Act

Banco Santander, S.A.
Madrid, Spain

Order Approving the Acquisition of a Bank

Banco Santander, S.A., Madrid, Spain (“Santander™), a
torcign baak subject to the Bank Helding Company Act
(BHC Act™), has requested the Board’s approval under
section 3 of the BHC Act (12 U.S.CL§ 1842) 1o acquire
99.2 percent of the voting shares ol Banco Central Hispano
Puerto Rico, Hato Rey, Puerta Rico ("BCT-PR™).

Notice of the proposal, affording interested persons an
opportunity to submit conuments, has been published
(061 Federal Register 19,626 (1996)). The time for liling,
comments has expired, and the Board has considered the
application and all comments received i light ol the
lactors sct Torth in scetion 3(c) of the BHC Act.

On the basis of all the Tacts of record, the application is
approved for the recasons set forth in the Board’s Statement,
which will be released at a tater date. The Board also has
denied a request for a public hearing or meeting on this
proposal. The Board’s approval is specifically conditioned
on compliance by Santander with all the conitments

made in connection with this application. For purposes of

this action, the commitments and conditions relied on by
the Board in reaching i1s decision are deemed to be condi-
tions imposed in writing by the Board in connection with
its findings and decisions and, as such, may be enforeed in
procecdings under applicable faw.

The proposed acquisition shall not be consummated
betore the fifteenth day following the eliective date of this
order ov fater than three months after the eflective date of
this order, unless such period is extended for good cause by
the Board or by the Federal Reserve Bank of New York,
acting, pursuaat Lo delegated authority.

By order of the Board of Governors, cllective July 31,
1996.

Voting for this action: Chatman Greenspan, Viee Chaw Rivling and
Governors Kelley, Lindsey, Philtips, Yellon, and Meyer.

JENNIFER J. JOHNSON
Deputy Secretary of the Board

Stertement by the Board of Governors of the Federal
Reserve System Regarding the Application by Banco
Santander, SA. (o Acquire Banco Central Hispano
Puerto Rico

By Order dated July 31, 1996, the Board approved lhe
application ol Banco  Santander, S AL, Madrid, Spain
(“Santander™), a foreign bank subjeet to the Bank THolding
Company Act (“BHC Act™), under section 3 of the BHC
Act (12 U.5.C.§ 1842) to acquire 99.2 percent ol the vot
ing shares of Banco Central Hispano Puerto Rico, Hato
Rey, Puerto Rico (BCTI-PR™). The Board hereby issues
this Statement regarding its approval Order,

Natice of the proposal, allording interested persons an
opportunity to submit comments, has been published
(01 Federal Register 19,626 (1996)). The time for filing
comments has expired, and the Board has considered the
application and all commients received in fight of the
[actors set forth in section 3¢cy of the BHC Act.,

Santander, with total consofidated assets equivalent (o
approximately $136 billion, is the largest banking organi-
zation i Spain.” Santander s the secotd larpest commer
cial banking organization in Pucrto Rico, controlling total
deposits  of approximately  $3.1 billion, representing
14 pereent of total deposits i commercial banks in the
Commonwealth.

BCH PR is the fourth targest commerciad banking, orpa
nization in Puerto Rico, controlling deposits ol approxi
mately $1.7 billion, representing 7.6 percent ol total de
posits in commercial banks in the commonwealth, On
conswmation ol the proposal, Santander would reniain
the second largest commercial banking, orpaaization in
Pucrto Rico, controlling deposits ol approxiniately
$4.8 billion, representing 21.0 pereent ol total deposits in
commercial banks in the commonwealth.

I Santander’s subsidiary bank, Banco Santander Puetlo Rico, San
Juan, Puctto Rico ("BS-PR™), also proposes to purchase substantially
atl the assets and assime substantiatly all the abdities of BOT PR in
A transaction subject to approval by the federal Deposit Tosuranee
Corporation ("FDIC™) under section E8te) of the Federal Deposit
Insurance Act (17 US,.C0§ (8Z8(¢) 1D Act™)y (the *Bank Meiger
Act™). Imediaeely alter (his tansaction, BCTE PR would be Tiqui
dated and all minority sharcholders of BCHT PR wounld recerve a
pro rata disinbution of proceeds from the purchase and assuniption
transaction,

2. Asset data e as of December 31, 1995, Deposit data e as ol
June 30, 1995,
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Conmpetitive Considerations

The BHC Act prohibits the Board from approving an
application under section 3 of the BHC Act i the proposal
would result in & monopoly or if the eflect of the proposal
may be substantially to lessen competition in any relevant
market, unless the Board finds that the anticompetitive
elfeets of the proposal are clearly outweighed in the public
interest by the probable cifect of the proposal in meeting
the convenience and needs of the community to be served.

In evaluating the competitive ctfect of a proposed trans-
action, the Board nist determine the appropriate product
market and the relevant geographic market.' Based on all
the facts of record, the Board concludes that the appropri-

ate geographic markets for analyzing the combination of

Santander and BHC-PR wre the Aguadilla, Mayaguez,
Ponce, and San Juan banking markels as defined in the
Appendix* In reaching this decision, the Board has, as in
previous cases, considered the location of the relevant
banks, worker commuting patterns (as indicated by census
data), and other indicia of economic integration and the
transmission of competitive forces among depository insti-
tutions.?

The traditional product market for analyzing the compet-

itive efleets of a bank acquisition or merger is the cluster of

banking products and services approximated by market
deposits.© Using this approach, consummation of this pro-
posal wounld not have a significantly adverse cffect on
competition in any refevant banking market. In the May-
aguez and Ponce banking markets, the proposal would not
exceed the threshold evels of market concentration as
measured by the Hertindahl-Hirschman Index (“HHI™)
under the Department of Justice Merger Guidelines.” The

3. Chemical Banking Corporation, 82 Federal Reserve Bulletin
239, 241 (1996) (“Chemical Order™); See United States v. Philadel-
phia Nationat Bank, 374 US. 321, 357 (1963). Umted States v
Phillipsburg National Bank, 399 U.S. 350 (1909).

4. Based on the factors discussed below, which the Board believes
are the appropriate delincators of the market, the refevant market is
not the entire island of Puerto Rico, as argued by Santander, or small
geographic arcas, as argued by Inner City Press/Community on the
Move ("Protestant”™ ).

5. For a detailed discussion of the methodology and commuting data
used in defining the banking markets, see David Holdsworth, *Delini-
tion of Banking Markets in Puerto Rico,” manuscript, Federal Reserve
Bank ol New Yok, Febraary 1995, In defining the scope of the

Aguadilla banking market, the Board has included the municipality of

Rincon. Rincon is located approximately |3 miles from the city of
Aguadilla and approximately 30 percent of its residents reported that
they commute 1o the Aguadilla. MSA or to the municipalities ot
Isabela and San Sebastian within the Aguadilla banking market.

6. Chemical Banking Corporation, 82 Federal Reserve Bulletin
230,241 (1996) (“Chemical Order™y, See United States v, Philadel-
phia National Banh, 374 LS. 321 357 (1963).

7. The HIN would increase for the Mayagues bauking market by
147 points to 2096 and for the Ponce banking market by 51 points to
2412, Under the revised Department of Justice Merger Guidelines,
49 Federal Register 26,823 (June 29, 1984), a market in which the
post-tmierger HEL is above 1800 is considered to be highly concen-
trated. In such markets, the Department of Justice 15 likely to chal-
fenge a merger that increases the HEHI by more than 50 points, The
Department of Justice has informed the Board that a bank merger or

thresholds would be exceeded in the San Juan and Agua-
ditla banking markets.®

The Board notes that HHI thresholds are only guidelines
that are used by the Board, the Department of Justice, and
the other banking agencies to help identify cases in which a
more detailed competitive analysis is appropriate to ensure
that the proposal would not have a significantly adverse
effect on competition in any relevant banking market. A
proposal that fails 10 pass the HHL market screen may
nevertheless be approved because other information may
indicate that the proposal would not have a significantly
adverse eftect on competition. In this case, the Department
of Justice has reviewed the proposal and advised the Board
that consummation of the proposal would not likely have
any significantly adverse competitive effects in the San
Juan and Aguadilla banking markets or in any other rele-
vant banking markets. The Puerto Rico banking commis-
stoner and the FDIC also have not objected to the proposal.

The Board believes that a number of factors mitigate the
potential anticompetitive effects of the proposal in the San
Juan and Aguadilla banking markets. Sixteen commercial
banks and twa thrifts (together, “depository institutions™)
would remain in the San Juan banking market, and six
commercial banks would remain in the Aguadilta banking
market following consummation of this proposal.

In addition, 55 savings and credit union cooperative
societies (“cooperatives”) compete in the San Juan bank-
ing market and six cooperatives compete in the Aguadifla
banking market.” The Board has previously recognized that
cooperatives are significant competitors of commercial
banks in Puerto Rico.'? Cooperatives are commonwealth-
insured depository institutions that are unique to Puerto
Rico. Although cooperatives are membership organiza-
tions, few impose membership restrictions, and coopera-
tives are authorized to provide a full range of products and

acquisition generally will not be challenged (in the absence of other
factors mdicating amticompetitive effects) unless the post-merger HHI
is at least 1800 and the merger increases the HHI by 200 points. The
Depactiment of Justice has stated that the higher than normal HHI
thresholds for screening bank mergers for anticompetitive eflects
implicitly recognize the competitive effect of limited-purpose lenders
and other nondepositoty financial entities.

Market share dara are contained in the appendix and are as of June
30, 1995. These data are based on caleulations in which the deposits
of thrift institutions are included at 50 pereent. The Board previously
fas indicated that thrift institutions have become, or have the potential
to become, significant competitors of commercial banks. See Midwest
Financral Group, 75 Eederal Reserve Bulletin 386 (1989, National
City Corporation, 70 Federal Reserve Bullerin 743 (1984),

8. The HHI would increase for the San Juan banking market by 231
points to 1896 and tor the Aguadilla banking market by 253 points to
3001.

9. Cooperatives in the Aguadilla banking market control 31.7 per-
cent of total deposits in insured depository organizations.

10, For a detaited discussion of the activities of cooperatives,
incorporated herein by reference, see BanPonce Corporation, 77
Federal Reserve Bulletin 43, 45 (1991) C*Banlonce Order™). Vhere
are |80 cooperatives controlling approximately $2.2 billion in depos-
its, representing approsimately 8.9 percent of deposits in depository
institutions in Puerto Rico. All data tor cooperatives are as of Decem-
ber 31, 1995,



services to nomiembers.'t Cooperatives provide transac-
tion accounts and are authorized to lend to both members
and nonmembers for any purpose, including home pur-
chases and improvements and business purposes. In addi-
tion, the Puerto Rico Inspector of Cooperatives ts autho-
rized to grant broad lending authority, and cooperatives
were recently authorized by statute to make small business
loans 1o individuals.'” If cooperatives are factored into the
caleulation of the market indexes, the proposal does not
exceed the threstiolds in the Departaient of Justice Merger
Guidelines in the San Juan or Aguadilla banking markets, '

The Board has considered Protestant’s contention that
consummation of this proposal would have a significantly
adverse clieet on competition for small business loans in
arcas of Pucrto Rico. Based on an analysis of the record,
the Board concludes that this proposal would not have a
significantly adverse efiect on small business lending even
if that product were analyzed apart {rom the cluster of
banking products and services. Available data indicate that,
upon consummation of this transaction, the HHT for small
business lending in San Juan would increase by 440 points
to 3095. However, the celfect of the proposal on small
business lending would be significantly mitigated by a
number of factors. A large U8, bank holding company
with a substantial branch network m Pucrto Rico has
recently entered the market for small business lending and
has alrcady rapidly increased its share of small business
lending. In 1994, several large thrift institutions headqguar-
tered in Puerto Rico converted to commercial banks and
also entered the market for small business loans. In addi-
tion, cooperatives are authorized 10 make small business

loans to individuals and provide a meaningful amount of

small business credit. Moreover, there are @ large number
of other commercial banks in the relevant markets with
significant capacity, as measured by deposits, that could be
used to make small business loans.

1. Deposits in cooperatives are insurd to @ maximum ol $50,000
per person under the Shares und Deposits Insurance Program, an
ageucy of the commonwealth, See P.R. Stat. Ann. tit. 7, § T151(h).

12, ‘I'he record indicates that cooperatives were a significant source
of small business credit even before the legislation was enacted
because many personal loans were used to purchase or repair equip-
ment and provide working capital.

13, Protestant contends that deposits i cooperatives should be
weighted at 25 pereent, and Santander contetds that these deposits
should be weighted at 100 percent, ‘The Board has not weighted
cooperatives st 100 percent because of their limited ability to make
niedium- and farge-sized connnercial loans. Based on the asset com-
position of cooperatives, the Board belicves that cooperatives are at
least as signilicant as thrift institutions as competitors of commercial
banks, and should be weighted at 50 percent. 1F deposits of coopera-
tives are weighted at 50 pereent, the HEL would inctease tor the San
Juan banking market by 215 points to 1761, and lor the Aguadilla
banking market by 167 points to 2212, 11 deposits of cooperatives are
weighted at 25 percent, the fIHT would increase Tor the San Juan
banking market by 223 points to 1831, and for the Aguadilla banking
market by 202 points 1o 2429,
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Other Factors Under the BHC Act

The BHC Act also requires the Board to consider the
financial and managerial resources and future prospects of
the companies and banks involved, the convenience and
needs of the community to be served, and certain other
supervisory factors.

A. Supervisory Factors

The Board previously has determined that Santander is
subject (o comprehensive supervision or regulation on a
consolidated basis by its home country supervisor.™t The
Board also has carcfully considered the financial and man-
agerial resources and  future prospects of  Santander,
BS-PR, BCH-PR, and BCH-PR’s parent company, Banco
Central Hispanoamericano, S.A., Madrid, Spain (“Banco
Central™), as well as other supervisory {actors in light of
all the facts of record.”™ These facts include supervisory
reports ol examination assessing the financial and manage-
rial resources of the organizations and confidential manage-
rial and financial information provided by Santander.'*
Based on these and all other facts ol record, the Board
concludes that all the supervisory factors under the BHC
Act, including financial and managerial resources, weigh in
favor of approving this proposal.t”

14, See First Fidelity Bancorporation and Banco Santander, S.A.,
79 Federal Reserve Bulletin 622 (1993), The Board has determined
that Santander has provided adequate assurances of access to informa
tion necessary 1o deternsine compliance with ULS. law,

15. Protestant nintains that Santander has violated the terms ol
certain passivity commitments made i connection with its acquisition
ol u minority interest in First Union Corporation, Charlotte, North
Carolina (“First Union™) by making public statements reparding the
value ol this investment and implying that its passive investments in
other bank holding companies are of greater importance. See Buneo
Santander, S.A., 81 Federal Reserve Bulletin 1139 (1995) (“Santander
Order”). Protestant also argues that Santander, through a representa-
tive on the First Union board of directors authorized under the
conmiitments, is exercising a controlling influence over First Union’s
expansion strategices as evidenced by the board’s decision to enter a
market favored by the Santander representative. Santander denies any
violations of the commilments. Based on all the lacts of record, the
Board does not believe that Protestant’s allegations support the con-
clusion that Santander has violated its passivity commitments.

16. The Board has reviewed comments from several minority share-
holders of BCH-PR criticizing the petformance of bank’s nuanage
ment in a number of arcas, including allegations that baonk’s manage-
went has not provided them cnough information on the proposal, has
not provided an adequaste retin on their investinent, and has dimin-
ished the value of their investment by selling the bank’s branches
betore this proposal. ‘The Board has considered these comments in
light ol reports of examination assessing (he managerial resources of
BCH-PR and the Tact that the bank’s management will be substan-
tially replaced by Santander managers after consummation of the
proposal. The Board also believes that complaints concerning the
value of their investment do not relate to lactors specilicd in the BHC
Act and are therefore beyond the jurisdiction of the Board to consider
in reviewing applications under section 3 of the BHC Act. See
Western Bancshares, e, v. Board of Governors, 480 1.2d 749 (10th
Cir. 1973).

17. Protestant has provided publicly available information reparding,
possible violations of securities laws i connection with Santander’s
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B. Convenience and Needs Factor

The Board has long held that consideration of the conve-

nicnce and needs factor includes a review of the records of

the relevant depository institutions under the Community
Reinvestment Act (12 US.CL§ 2901 e seq) 1"CRA”). As
provided in the CRA, the Board has evaluated this factor in

tight of examinations by the primary federal supervisor of

the CRA performance records of the relevant institutions.
The Board also has carelully considered comments from
Protestant criticizing Santander’s record of performance
under the CRA 1t meeting the credit needs ol the delin-
cated community of its brancli in New York.

An institution’s most recent CRA performance evalua-
tion is & particularty important consideration in the applica-
tions process because it represents a detailed on-site evalu-
ation of the institution’s overall yecord of performance
under the CRA by its primary lederal supervisor,'™ lu
addition, the Board considers an institution’s policies and
practices Tor compliance with applicable fair lending laws.
The Board also takes into account information on an insti-
tution’s lending activities that assist in meeting, the credit
needs of low- and moderate-income neighborhoods, in-
cluding programs and activities initiated since its most
recent CRA performance examination.

Performance Fxaminations. BS-PR received an “out-
standing” rating for CRA performance from its primary
federal supervisor, the Federal Deposit Insurance Corpora-
tion (“EDIC?), as of September 18, 1995 (“FDIC Exami-
nation”), In addition, the New York branch of BS-PR
(“Branch”) received a satisfactory™ rating for CRA per-
formance from its primary supervisor, the New York State
Banking Department (" Department”), as of November 22,
1995 (“Department Examination™), ' BCH-PR also re-

purchase of stock in Fiest Fidelity Bancorporation, bLawrenceville,
New Jersey, priov to First Fidelity’s acquisition by First Union. The

Board has carefully reviewed this information in light ol all tacts ol

record, including inlormation provided by federal vepulatory agencies.
and concludes that all supervisory lactors relating o Santander are
consistent with approval. Protestant also asseits that Santander’s rela-
tionship with The Royal Bank of Scotland Group ple, Lidinburgh,
Scotland ("Royal Bank™), is inconsistent with approval ol thus pro-
posal. The Board approved Santander's retention of its minotity
interest in Royal Bank under section 3 of the BHC Act. See Banco de
Santander, S AL, T8 Federal Reserve Bulletin 60 (1992),

18 “The Board notes that the Statement of the Federal Financial
Supervisory Agencies Regarding the Community Reinvestment Act
provides that a CRA examination is an inportant and often controlling
factor in the consideration of an institution’s CRA recotd and that
reports of these examinations will be given great weight in the
applications process. 54 Federal Register 13,742, 13,745 (1989),

19, Protestant’s criticisms of the Department Examination were
considered by the Board in the Sautander Opder, and for the reasons
discussed in the Sautander Order and incorporated hetein by geler-
ence, the Board believes that the examination is suflicient. See San-
tander Order, 81 Federal Reserve Bulletin at 1141 n. 19 (1995),
Protestant atso maintams that Branch niahes an inadequite amount ol

founs within its dehineated service arca. Branch, with total assers off

approximately $67 inillion, has no retail bankmg operations and meets
conmunity credit needs by supporting the community development
projects of community-based organizations and financial intermediar-

.

ceived a “satislactory™ rating for CRA performance from
the FDIC, as of August 15, 199420

CRA performance record of BS-PR. After consunimation
of the proposal, Santander will implement its policies and
progranms in the communities  previously  served by
BCH-PR. The I'DIC Examination found that BS-PR cn-
gaged in extensive eflorts 1o ascertain and serve the eredit
needs of all segments of its community, including low- and
moderate-income arcas. For example, BS-PR’s Pequenas y
Medianas  Empresas program (“PYMES™), developed

Jointly with the University of Puerto Rico and the United

Retailers Center, provided small- and medium-sized busi-
nesses with free (echnical, administrative, and financial
advice. PYMES used a touring bus and a toll-free tele-
phone number to reach additional members of the commu-
nity, and met with local government officials in all
78 municipalitics 1 Puerto Rico. During 1994, through
PYMIS, BS-PR made $65 million of small business loans,
provided financial advice to 1,261 small businesses, and
developed loan programs to meet specific small business
requirements. BS-PR also is a Small Business Adininistra-
tion preferred lender and originated more than $10 miitlion
ol SBA guaranteed loans between October 1993 and Sep-
tember 1994, In addition, BS-PR participated with several
commonwealth housing agencies during 1994, and ex-
tended {3 residential construction loans for $83.8 miltion,

The FDIC Examination found that CRA performance
was a management priority of BS-PR und noted favorably
the close supervision of CRA programs by the bank’s
board ol directors, the bank’s extensive {air leading train-
ing, monitoring, and compliance auditing programs, and
the incorporation of CRA objectives inlo strategic market-
ing decisions. Several forms ol mass media and direct
advertising were used to promote retail banking products
in all arcas of the bank’s delincated community, including,
consumer loan products specifically developed for low-
and moderate-income borvowers.”! The bank’s branches
were considered to be readily accessible by all arcas of its
delineated community, and 27.7 percent of all loans were
originated in low- and moderatc-income arcas, LExaminers
found no evidence of any practices intended to discourage

ies serving low- and modente-incomie neighborhoods, such as Neigh-
borhood Tousing Services ol New York City, Toc., and the National
liederation ot Community Development Credit Unions. ‘Through its
cotmnunity development contacts, Branch has commitied $1 mittion
toward the rehabilitation of a foreclosed property in the Bronx in order
to produce approximalely 20 new housing units, and maintains a
100,000 certificate ol deposit in an institution in Brooklyn that
engages m community development activities. In addition, total loaus
by Branch within its delincated community exceed $12.4 million,
including $1.2 million in foans to businesses owned by minorities.

200 The New York branch of Banco Cenual received a “needs to
immprove” ating in ats most recent CRA pertormance evaluation from
the FDIC. The branch is separately owned by BCH PR’ s foreipn bank
parent and would not be acquired in connection with this proposal,
Protestant argues that a current management interloch between the
branch and BCH-PR would adversely affect Santander’s CRA perfor-
manee atter consummation of the proposal.

21 BS-PR made 30,324 consumer loans totallg $270.6 million in
1994,



or prescreen applicants, and no violations of flair Iending,
laws were noted.

Branch Closings. Santander has identificd three branches
of BCH-PR located in low- or moderate -income census
tracts that would be closed as a result ol this proposal. Two
of these branches are focated less than one-tenth of a mile
from BS-PR branches. The third branch is within one-half
mile of a BS-PR branch that is also equipped with an
automated teller machine. The Board notes that all branch
closings resulting from this proposal would be subject to
Santander’s branch closing policy and the Joint Agency
Policy Statement on Branch Closings (*“Joint Policy State-
ment’’).”?

Santander’s branch closing policy at BS-PR has been
reviewed by FDIC examiners and found (o be satisfactory.
Under the policy, the mipact of any proposed branch clos-
ing on the ability of the bank to serve its conmmunity,
including low- and moderate-income arcas, is assessed.
This assessment includes niceting, with representatives of
affected communitics and considering alternatives that
minimize the adverse impact of the proposed branch clos-
ing. The FDIC Examination lound that the two branches
closed and seven branches consofidated under this policy
during the period covered by the examination did not
adversely aflect the availability of banking products and
services in the communitics involved. The Board also
notes that any branch closings by BS-PR, particularly in
low- and moderate-income neighborhoods, would be as-
sessed by examiners as part of the institution’s future CRA
performance evaluations, and would be reviewed by the
Board in future applications 1o acquire a depository lacil-
ity.

Conclusion on Convenience and Needs Factor. 'The
Board has carelully considered the entire record in its
review of the convenicncee and needs lactor under the BHC
Act. Based on all the facts of record, including information

22, Protestant contends that Santander shouald be vequired, in con-
nection with the proposal, 1o determine all branches of the resulting,
institution that would be closed within the next 12 months and submit
this list. Santander has not yet determined all the branches of the
resulting institution that would be closed. As discussed above, the
Board has carctully 1evicwed the policies that Saatander applies in
determining whether 1o close a branch. In addition, under the DU Act,
all insured depository institutions are tequired (o submit a notice ol
any proposed branch closimg to the appropriate federal banking agency
no later than 90 days before the date of closure that contains:

(1) 'The identity of the branch to be closed and the proposed

closing date;

(2) A detailed statement of the reasons for the decision to close the

branch; and

(3) Statistical or other information supporting the reasons for c¢lo-

sure, consistent with the institution’s written: policy for branch

closings.

Movement of branches withim the sie immediate netghborhood
that do not substantially aflect the nature of the business o the
customers served we considered consotidations or relocations under
the Joint Policy Statenient and, as such, do not require prior notice.
See section 228 of the Pederal Deposit losurance Corporation hn-
provement Act of 1991, which added @ new section 42 (o the FD1 Act
(12 U0.8.0C.8 1830e-1). See also Joint Policy Statement, S8 Federal
Register 49,083 (1993),
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provided by Santander and CRA performance examina-
tions, the Board concludes that the eftorts of Santander and
BCH-PR to help meet the credit needs of all segiments off
the communitics served, including residents of fow- and
moderate-inconie arcas, are consistent with approval. In
this light, the Board concludes that convenience and needs
considerations, including the CRA perlormance records ol
Santander, BS-PR, and BCH-PR, are consistent with ap-
proval.”?

Conclusion

Based on the foregoing and all other facts ol record, the
Board has determined that the application should be, and
hereby is, approved.? The Board’s approval is specifically
conditioned on compliance by Santander with all the com-
mitments imade in connection with this application, For the
purpose ol this action, the commitments and conditions
relicd on by the Board in reaching, its decision are deemed
to be conditions imposed in writing by the Board in con-
nection with its findings and decisions and, as such, may be
cnforced in proceedings under applicable law.

August 1, 1996

JENNIFER J, JOHNSON
Deputy Secretary of the Board

23, Protestant also has requested that the Board hold public hearings
o1 micetings in Puerto Rico and New York (o consider public testi-
mony concerning, the convenience and needs and managerial tactors.
Section 3(b) of the BHC Act does not require the Boad to hold a
public hearing or meeting, unless the appropriate supervisory authonity
for the bank to be acquired makes atimely written recommendation of
denial of the application. In this case, neither the FDIC nor the Puerto
Rico banking commissioner has recommended denial.

Under the Board’s rales, the Board may, in its discietion, hold a
public hearing or meeting on an application to clarify factual issues
related to the application and to provide an oppottunity for estilnony,
il appropriate. 12 CER. 262.3(¢) and 262.25(d). The Board has
careludly considered Protestant’s request in light of all the Tiets ol
record. In the Board’s view, Protestant has had ample opportunity to
submiil its views and has, in fact, submitted substantial materials that
have been considered by the Boand in acting on the application,
Protestant Tails to demonstrate why its written submissions do not
adequately present its allegations and what, i any, addinonal matters
would be addressed in a public hearing or meeting. Basced o all the
{acts of record, the Board has determined that public hearings or
micetings are nol necessary 10 clarify the factual record or otherwise
warranted in this case. Accordmgly, Protestant’s request Lot public
licarings or meetings on the application is denied.

24, Protestant requests that action on this proposal be delayed
pending an on-site investigation of the competitive efteets of this
proposal, an investigation of Santander’s compliance with its passivity
conmnitments, and an on-site investigation of the New York branch of
Banco Central (or until the results of a forthcoming FDIC examination
ol the branch are made available Tor public comment). The Board is
required under applicable taw and its processing procedures to act on
applications submitied under the BHC Act within specified time
periods. Based o all the facts of record, and for the reasons discussed
above, the Board concludes that the record is suflicient to act on the
proposal at this time and that delay or denial of this proposal on the
grounds of informational msuflicicncy is not watrranted.
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Appendix
Banking Markets in Puerto Rico

Aguadilla Aguadilla Metropolitan Statistical Area and
the municipalities of Isabela, Rincon, and San Schastian.

Santander is the third largest deposttory institution in the
market, controlling deposits of approximately $93.4 mil-
lion, represeating 16,2 percent of deposits in depository
institutions in the market (“market deposits”). BCH-PR is
the fourth largest depository institution i the market,
controlling deposits of approximately $45.1 million, repre-
senting 7.8 pereent of market deposits, On consummation
of the proposal, Santander would vemain the third fargest
depository institution in the Aguoadilla banking market,
controlling deposits of approximately $138.5 million, rep-
resenting 24 percent of market deposits.

Mayaguez Mayaguez, Mctropolitan Statistical Arca and
the municipalities of Lajas, Las Marias, and Maricao.

Santander is the fourth largest depository institution in
the  market, controlling deposits ol approximately
$ 1189 million, representing 9.9 percent of market depos-
its. BCH- PR is the fifth largest depository institution in the
market, controlling deposits of approximately $88.7 mil-
lion, representing 7.4 percent of market deposits. On con-
summation of the proposal, Santander would become the
third largest depository institution in the Mayaguez bank-
ing market, controlling deposits of approximately $207.8
million, representing (7.3 pereent of market deposits.

Ponce Ponce Metropotitan Statistical Area and the mu-
nicipalities of  Adjuntas, Arrayo, Coamo, Guanica,
Guayama, Patillas, Salinas, and Santa Isabel.

Santander is the third largest depository institution in the
market, controlling deposits of approximatety $176.5 mil-
lion, representing |14 percent of market deposits, BCH-
PR is the ninth largest depository institution in the market,
controlling deposits of approximately $35 million, repre-
senting 2.3 percent of market deposits. On consummation
ol the proposal, Santander would remain the third largest
depository institution in the Ponce banking market, control-
ling deposits of approximately $211.5 million, representing
13.7 percent of niarket deposits.

San Juan San Juan-Caguas-Arecibo Consolidated Met-
ropolitan Statistical Arca and the municipalitics of Aiba-
nito, Barranquitas, Ciales, Jayuya, Lares, Muunabo, Oro-
covis, Quebradillas, Utuado, and Vieques.

Santander is the second largest depository institution in
the  market, controlling  deposits  of - approximatcly
$2.7 billion, representing 14.3 pereent of market deposits,
BCH-PR is the fourth largest depository institation in the
market, controfling deposits of approximately $1.5 billion,

representing 8.1 percent of market deposits. On consumma-
tion of the proposal, Santander would remain the second
largest depository institution in the San Juan banking mar-
ket, controlling deposits ol approximidely $4.2 billion,
representing 22,4 percent of market deposits,

Hibernia Corporation
New Orleans, Louisiana

Order Approving the Merger of Bank Holding
Companies

Hibernia Corporation, New Orleans (“Hibernia™), a bank
holding company within the meaning of the Bank Holding
Company  Act (“BHC Act”), has requested the
Board’s approval under section 3 of the BHC Act
(12 U.S.C. § 1842) to merge CM Bank Holding Company,
Lake Charles (““CM Company’’) into Hibernia, and thereby
indirectly acquire CM’s subsidiary bank, Calcasicu Marine
National Bank of Lake Charles, Lake Charles (“Calcasicu
Bank™"), all in Louisiana.!

Notice ol the proposal, affording interested persons an
opportunity 1o submit comments, has been published
(61 Federal Register 29,101 (1996)), The time for (iling
comments has expired, and the Board has considered the
proposal and all comments received in light of the factors
set forth in section 3 of the BHC Act.

Hibernia, with total consolidated assets of approximately
$7.5 billion, operates Hibernia Bank in Louisiana.? Hiber-
nia is the sccond largest commercial banking organization
in Louisiana, controlling approximately $6.3 hillion in
deposits, representing approximately |7 percent of the total
deposits in comimercial banks in the state (“state depos-
its”").s CM Company is the ciglth largest commercial
banking organization in Louisiana, controlling $624.6 mil-
lion in deposits, representing approximately 1.7 percent of
state deposits, On consummation of the proposal, Hibernia
would become the largest commercial banking organiza-
tion in Louistana, controlling approximately $7.1 billion in
deposits, representing approximately 19.3 percent of state
deposits.?

Competitive Considerations

Section 3 of the BHC Act prohibits the Board from approv-
ing an application il the proposal would result in & monop-
oly, or would substantially lessen competition in any rele-
vant market unless such anticompetitive effects are clearly

. Calcasicu Bank would be merged with and into Hibernia Na-
tional Bank, New Orleans, 1ouisiana (" Hibernia Bank”) immediately
after the merger ol the parent holding. compaaies. The Oflice of the
Comptroller of the Currency (“OCC™) has approved the merger of the
banks under section 18(¢) of the VFederal Deposit lusurance Act
(12 U.8.C. § 1828(c) (the " Bank Merger Act™).

2. Total consolidated assets data are as of June 30, 1996,

3. Asset and state deposit data are as of March 31, 1996,

4. These data reflect the pending acquisition of St Bernard Bank &
Trust Co., Arabi, Louisiana.



outweighed in the public interest by the probable effects of
the transaction in meeting the convenience and needs of
the community to be served. Hibernia and M Company
do not compete in any banking market. In light of all the
facts of record, the Board has concluded that consumma-
tion of the proposal would not result in any significantly
adverse efleet on competition or the concentration of bank-
ing resources in any relevant banking market.

Other ractors Under the BHC Act

The BHC Act also requires the Board to consider the
linancial and managertal resources and future prospects of
the companies and banks involved, the convenience and
needs of the community to be served, und certain other
supervisory factors,

A. Supervisory lactors

T'he Board has carefully considered the financial and man-
agerial resources and future prospects of Hibernia, CM
Company, and their respective subsidiaries, as well as
other supervisory factors, in light of all the lacts of record.
These facts include supervisory reports of examination
assessing the financial and managerial resources of the
organizations and confidential financial information pro-
vided by Hibernia, The Board notes that Tlibernia would
not incur or assume any debt in connection with the pro-
posal and would conform the loan and investment portlo-
lios of Calcasicu Bank to Hibernia’s lending and invest-
ment policies. Based on these and all the Tacts of record,
the Board concludes that all the supervisory factors under
the BHC Act, including financial and manageriad resources,
weigh in favor of approving this proposal.

BB. Convenience and Needs Factor

The Board has long held that consideration of the conve-
nience and needs Tactor includes a review of the records of
the relevant depository nstitutions under the Conmmunity
Reinvestment Act (12 US.CL§ 2901 ¢f seq.) (“CRA”). As
provided in the CRA, the Board has evaluated this factor in
light of examinations by the primary federal supervisor of
the CRA performance records of the relevant institutions.
The Board also has carelully considered the comments
from the Plaisance Development Corporation (“Protes-
tant”) that maintain that Hibernia and its subsidiary bank,
Hibernia Bank, have failed to meet the banking needs of all
segmients of the bunk’s delincated communities,> particu-
larly conununitics with predomtinately African-American

5. Tibernia’s delineated conmnunities melude Greater New Orleans
(Orleans, Jellerson, Latoucche, St Tammany, St Bernard, St Charles,
St. Johu the Baptist, ‘Terrebone and Washington Parishes), South
Central Louisiana (Hast Baton Rouge, Lalayelte, Livingston, Ascen-
sion, Vermillion, Iberia and St Mary Pacishes), Northeast Louisiana
(Avoyelles, East Carroll, Morchouse, Madison, Ouachita, Rapides and
West Carroll Parishes), and Northwest Louisiana (Caddo and Bossier
Parishes).

Legal Developments 839

residents, and to comply with fair lending laws.© Protestant
also contends that Hibernia Bank’s 1992 and 1993 lending
data reported under the Home Mortgage Disclosure Act
(12 U.S.Co§ 2801 ef seq) (C“HMDA”) indicate disparitics
in the rates of home-related loan applications from and
loan originations to African Americans compared to those
for nonminority residents, and contends that these data
demonstrate that Hibernia Bank engages in illegal diserim-
inalory practices.”

An institution’s most recent CRA performance evalua-
tion is a particularly important consideration in the applica-
tions process because it represents a detailed on-site evalu-
ation of the institution’s overall record of performance
under the CRA by its primary lederal supervisor® In addi-
tion, the Board considers an institution’s policies and prac-
tices for compliance with applicable fair fending laws. 'T'he
Board also takes into account information on an institu-
tion’s lending activities that assist in mecting the credit
needs of fow- and moderate-income neighborhoods, in-
cluding programs and activitics initiated since its most
recent CRA performance examination.

Performance Faaminations. Hibernia Bank received a
“satisfactory™ rating from its primary federal supervisor,
the OCC, at its most recent CRA performance examination
as of August 10, 1995 (“1995 Examination™). Calcasicu
Bank also recetved a “satistactory™ rating from the OCC
at its most recent CRA performance examination as of
Janvary 9, 1995,

The 1995 Examination found no evidence of prohibited
discrimination or any practices or procedures that discour-

6. Protestant alleges that Hibernia and Hibernia Bank have laited to:
(1Y Develop and implement CRA policies that assist Alvican
Americans;

(2) Provide capital and financing to Alrican-American homecown-

ers:

(33) Provide funds, grants, and loans to Alvican-American com-

munity organizations;

(4) Provide capital to businesses owned by Alrican Americans;

(5) Participate in community development projects 1o improve

econoniic opportunities in African-American communitics; and

(6) Locate branchies in Altican-Anierican conmunitics.

7. Protestant believes that several lactors contribute to the alleged
failure to comply with fair lending laws, including the following:

(1) Delineation of service arcas to exclude the Alrican-American
conunuity;

(2) Solicitation of real estate agents and developers serving
predominately nonminority residential arcas;

(3) Employment of few Alrican-American loan ofticers;

(4) Use of a compensation program for lending officers that
provides incentives 10 solicit and originate mortgages only on
higher-priced homes;

(5) Failure (o use media and images oriented (o the African-
American community in advertising its loan products; and

(0) lnfrequent marketing of its Federal Housing Administration,
Veterans Administration, and Small Business  Adiministration
loan producty in the African-American commnnity.

8. ‘The Board notes that the Statement of the Federal Financial
Supervisory Agencies Regarding the Community Reinvestient Act
provides that a CRA examination is an important and often controtling,
factor in the consideration of an institution’s CRA record and that
these examinations will be given great weight in the applications
process. 54 Federal Regisier 13,742, 13,745 (1989).
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aged applications for available credit from any segnient of
Hibernia Bank’s delineated commuunities. As part of the
examination, OC'C examiners conducted a lair lending
review ol howe improvement oan files and found no
evidence of itlegal discrimination or other iflegal credit
practices.” In addition, examiners noted that Hibermia Bank
has in place written policies, audit and review procedures,
and regularly scheduled training programs for all employ-
ces to ensure compliance with fair lending taws and regula-
tions. Mibernia Bank also has a second review process for
all housing-related and small conimercial loan applications
that are recommended for denial to ensure that atl relevant
information has been considered and that there are no
alternative means of” extending credit (o the applicant.
Hibernia Bank recently established o pilot second review
program for all consumer loan applications that are recom-
mended for denial.

The OCC examiners found that the community delinea-
tions of Hiberma Bank were reasonable and did not ex-
clude any low- and moderate-income arcas. Examiners
also reported that the peographic distribution of” Hibernia
Bank’s foan applications, approvals, and denials repre-
sented a reasonable penetration of all sepments ol its
delincated communities, The 1995 Examination stated that
Hibernia Baok’s clforts to ascertain credit needs and to
solicit credit applications from all segments ol its commu-
nity had been cffective.'® In addition, Hibernia Bank’s
branch network, with 25 percent of the bank’s branches
located in low- and moderate income ares, were considered
1o be reasonably accessible o all segments of its delineated
conumnunity.

Lending activities. Fxaminers noted that Hibernia Bank
participated in a variety of housing-related and other lend-
ing programs that assist in mecting the credit needs of all
its communities, including arcas with low- and moderate-
income and predominately minority residents. For exam-
ple, Hibernia Bank initiated its Affordable Home Program
in May 1995 to assist low- and moderate-income families
to purchase their first homes in all of its delineated commu-
nities by offering flexible underwriting criteria and below
market interest rates.' As of May 31, 1996, the program
originated approximately 630 loans totalling approximately
$38 mitlion. The bank also made a number of loans through
the Federal Housing Administration (“FHA™), Veterans

9. Examiners previously conducted a fair lendmg examination of
Hibernia Bank's residential mortgage toan applications as part of the
bank’s 1993 CRA performance examination and found no evidence of
illegal discrimination.

10, The 1995 Exanination noted that Hiberna's maketung clorts
included advertising in newspapers and on radio stations that focused
on commuruties with predomuately low- and moderate-meonie and
minority residents. Hibernd's advertising campaigns also have used
minority models.

1. In connection with the program, Hibernia worked closely with
several non-profit housing organizations that ofter homebuyer training
and education programs lor low- to moederate-income residents, in-
cluding the New Orleans Neighborhood  Development Foundation,
Alexandria Budget Management Services, Momoe Homeownership,
Ine., and St Tammany Community Housing Resource Board.

Administration (“VA”), and Farmers Tome Administra-
tion (*FMHA”)Y loan programs. In 1995, Hibernia origi-
nated 599 FHA, VA, and FimHA loans, totatling wore than
$37 mittion, including 157 loans totalling $8.5 million to
Alrican-American borrowers.

The 1995 Examination also discussed two affordable
housing programs in the New Orleans arca. In January
1995, Hibernia Bank initiated a Community Lending Pro-
gram (“CLP™), which uses fiexible underwriting standards
in cvaluating consumer loan applications from low- and
modecrate-income applicants, as a pilot lending program in
the Greater New Orleans arca. As of May 31, 1996, Hiber-
nia had originated through the program 2,882 foans total-
ling approximalely $17.6 mitlion. In addition, Tibernja
Bank participated in the Hast Baton Rouge Mortgage -
nance Authority (“LEBRMEA™), which provides funding to
low- and modcrate-income home buyers. ibernia Bank
serves as the master servicer and lead lender in the
EBRMEA bond program for low- and moderate-income,
first-time home buyers. Hibernia Bank was a participant in
a $21 million bond issue for home mortgages through
[EBRMEA and, as of June 30, 1995, Hibernia Bank funded
through this program 71 loans totalling $3.5 million.

Hibernia Bank created the Smadl Business Banking Divi-
sion in (992 to enhance its services to small businesses,
and OCC examitiers noted 2 number of Hibernia Bank’s
small business lending activities. For example, Hibernia
Bank made 68 Small Business Administration (“SBA™)
loans totalling $8.7 million, in 1994, and in the first two
guarters ol 1995, Hibernia Bank made 32 SBA  loans
totalling more than $5 million. Hibernia also participates in
the Lafayette Capital Certificd Development Company
(LCCDC), which makes direet loans o businesses un-
der the SBA 504 program. Since April 1993, Hibernia has
inade over $5 million in loans through this program in the
Acadiana region of Louisiana. Hibernia also is involved
with the Regional Loan Corporation ("RLC™), a non-
profit, government-sponsored orpanization offering small
business loans 1o stimulaie the cconomy and create jobs.
Hibernia has made several small business loans through
this program under the SBA 504 Loan Program. By
May 31, 1996, Hibernia had made 10 loans under the
program, totaling $1.4 million. Hibernia has established
programs to facilitate lending 1o small businesses, and has
invested in loan pools for economic development corpora-
tions and foundations in cach ol its designated regions. As
ol June 1996, loans closed through these cconomic devel-
opment corporations and foundations were approximately
$8 million.

Hibernin Bank also actively participated in programs
that focus on lending to businesses owned by minoritics
and businesses in fow- and moderate-income arcas.'” -

12, Hiberma supports a number of organtizations that provide train-
ing, cducational seminars and technical expertise to small businesses,
meluding businesses owned by minorities. Hibernia participates in the
Feonomic Freedom Association, New Orleans Minority  Business
Development Center, Northwestern Stale University Small Business



bernia Bank invested $300,000 in the Gull Cloast Business
and Industry Devetopment Corporation (“Gulf” Coast™), a
minority-owned and operated company that provides mez-
zanine financing to existing small businesses, including
minority-owned businesses. By June 24, 1996, Gall Coast
had funded nine loans for approximately $1.2 million.

OCC examiners also noted that Tibernia Bank supported
a variety of community development organizations. Hiber-
nia Bank donated more than $ 100,000 to the New Orlcans
and Baton Rouge oftices ol the Local lnitiatives Support
Corporation (“LISC™), a national non profit organization
that assists in organizing community development compa-
nics 1o redevelop low- and moderate-income neighbor-
hoods. '3 Hibernia also provided funding and other support
to the Holy Cross CDC, Creole Cottage Coalition, and the
Highland Arca Partnership to finance the renovation of
homes located in low - and moderate- income communities,
and to the Baton Rouge Mid City Fix-Up and the
ShreveCorp, two community organizations that focus on
neighborhood  clean-ap, renovation and  beautification
projects.

T'he Board has carcfully reviewed HMDA data covering
the period 1993 through 1995 in light ol Protestant’s
contentions  that Hibernia illegally discriminates on the
basis of race. These data show that, as a pereentage ol total
applications, Ihbernia’s  applications  {from  African-
Amcrican applicants, lrom minority census tracts, and from
fow- 1o moderate-income arcas, has increased over the
1993-1995 period. In 1995, Hiberaia’s percentage of total
applications fromt mtinority census tracts and from low- 1o
moderate-income tracts approximated that of the aggrepate
ol other lenders. In other respects, however, the data show
disparitics in the denial rates to miinority loan applicants as
compared to nonminority applicants.

The Board is concertied when the record of an institution
indicates disparities in lending to minority applicants, and
believes that all baunks are obligated to ensure that their
lending practices are based on criteria that assure not only
sale and sound lending, but also assure equal access (o
credit by creditworthy applicants, regardless of race. 'The
Board recognizes, however, that HMDA data alone provide
an incomplete measure of an institution’s lending in its
community because these data cover only a few categorics
of housing-related lending and provide limited information
about the covered louns, ™t HMDA data therefore have
limitations that make the data an inadequate basis, absent
other information, for concluding that an institution has
cngaged in illegal lending discrimination. Because ol the

Development Center, Central Louisiana Business Teague, and several
chambers ol commerce.

13, Hibernia has provided fanding and other assistance o several of

the connnunity development corporations that have received LISCTs
supporl. As ol June 24, 1996, Hibernia had made ten foans through
LISC.

14, For example, these data do not provide a basis (or an indepen-
dent assessment of whether an applicant who was denied credit was in
fact creditworthy. Thus, credit history problems and excessive debt
levels relative to income  veasons most frequently cited for credit
denial  are not available [rom the HIMDA data.
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limitations of HMDA data, the Board has carcfully re-
viewed other information, particularly examination reports
that provide an on-site evaluation of compliance by [Hiber-
nia with fair lending laws as discussed above.

Conclusion on Convenience and Needs Factor

The Board has carefully reviewed the refevant CRA exam-
ination information, the programs implemented by the refe
vant institutions, the policies in place to ensure fair lend-
ing, relevant HMDA and other fending data, cotnments and
concerns raised by Protestants, and other facts of record in
its consideration of the ceffect of this transaction on the
convenience and needs of the community. Based on this
review, and for the rcasons discussed above, the Board
concludes that convenience and needs considerations, in-
cluding Hibernia’s record of performance and its plans for
operating, Calcasicu Bank, are consistent with approval of
the application,

Counclusion

Bascd on the foregoing and all the other facts of record, the
Board has determined that the application should be, and
hereby is, approved. ™ The Board’s approval is expressly
conditioned on Hibernia’s compliance with alf the commit-
ments made in connection with this application. For pur-
poses of this action, these commitiments and conditions in
this order shall be deemed to be conditions mposed in
writing by the Board in connection with its findings and
decision, and, as such, may be enforced in proceedings
under applicable law.

This transaction shall not be consummated before the
filteenth calendar day following the cffective date of this
order, or later than three months after the eliective date of
this order, unless such period is extended for good cause by
the Board or by the Federal Reserve Bank ol Atlanta,
acting pursuant 1o delegated authority.

15. Protestant believes that Hiberia's record of employing Alrican-
American loan oflicers and originators 1s insufiicient. Because Hiber
nia cmploys more than 50 people, serves as a depository of govern-
ment funds, and acts as agent inselling ov redeemimg ULS. savings
bonds and notes, it is required by Departuient ol Labor regulations to:

(1) File annual reports with the Fiqual Pmiployment Opportunity

Commission (“TEOC™Y; and

(2) Have in place a written aftirative action compliance program

which states its eflorts and plans to actiieve equal opportunity m the

cimployment, hiring, promotion, and separation of personuel. See

A1 CER 60 1.7(), 60 1.40.

The EEOC has jurisdiction to investipate and determine whethier
companies e in compliance with federal equal employment laws.,
The Board has noted that unsubstantiated allegations ol improper
actions under a statute administered by another federad apency are
beyond the scope of the Board’s teview under the factors specified in
the BIC Act. On the other hand, substantiated improper actions may
be considered by the Board in tight of all the facts of record of an
application undey the factors in the BHC Act or in the context of the
Board's general supervisory authority over bank holdimg companics.
See Norwest Corporation, 82 Federal Rexerve Bulletin 580, 582
(19906).
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By order of the Board ol Governors, clieetive July 31,
1996,

Voting for this action: Chaliman Greenspan, Vice Chair Rivlin, and
Governors Kelley, Lindsey, Phitlips, Yelen, and Meyer.

JENNIFER J. JOHUNSON
Deputy Secretary of the Board

Hibernia Corporation
New Orleans, Louisiana

Order Approving the Acquisition of « Bank

Hibernia Corporation, New Orleans (“Hibernia™), a bank
holding company within the meaning of the Bank Holding
Company  Act  ("BHC  Act™), has  requested  the
Board’s approval under section 3 ol the BHO At
(12 U.S.C. § 1842) 1o acquire St Bernard Bank & Trust
Co., Arabi (**St. Bernard Bauak ™), both in Louisiana.!

Notice of this proposal, aftording interested persons an
opportunity to submit conmments, has been published
(6] Federal Register 29,1010 (1996)). "The time tor iling,
comments has expired, and the Bouard has considered the
proposal and all comments received in light of the factors
set forth in section 3 of the BHC Act.

Hibernia, with total consolidated assets of approximately
$7.5 billion, operates Hibernia Bank in Louisiana.? Hiber-
nia is the second fargest commercial banking organization
in Louisiana, controlling approximately $6.3 bitlion in
deposits, representing approximately 17 percent of the total
deposits in commercial banks in the state (“state depos-
its”). % St. Bernard Bank s the [5th largest commercial
banking organization in Louisiana, controlling $231.7 mil-
lion in deposits, representing less than one pereent ol state
deposits, On consummation of the proposal, [ibernia
would become the largest commercial banking organiza-
tion in Louisiana, controlling $7.1 billion in deposits, rep-
resenting approximately 19.3 percent of state deposits.?

Hibernia Bank and St. Bernard Bank cach operate offices
i the New Orleans banking market.> On consummation of
this proposal, Hiberuin Bank would remain the second
largest commercial bank or thrift (“depository institution™)

L. Hibernia would merpe St Bemard Bank, a state member bank,
wilth and into a wholly owned intetim state chartered bank. hmmedi-
ately alter this merger, St. Bernard Baonk would merge with and into
Hibernia National Bank, New Orleans, Touisiana (" Hibeoma Bank ™).
The Oftice of the Compuioller of the Currency (COCC™), has ap-
proved the merger of St Bernard Bank and Thibernia Bank under
secetion [8) of  the  Federal  Deposit Insurance  Act
(12 US.CO§ 1828(0)) (the “Bank Merger Act™), In light of all the
lacts of record, the Board believes that no regulatory puipose would
be served by requirving an apphication under the Bank Merper Act for
the interim merger,

2. Total consolidated assets data are as of June 30, 1996,

3. Assetand state deposit data are as of March 31, 1990,

4. These data reflect the pending acquisition ol CM Bank Holdmg
Conpany, Lake Charles, Louisiana,

5. The New Orleans banking market is comprised of Jefferson,
Orleans, Plaquemines, St Bernard, St Charles, St. John the Baptist,
and St Tammany Patishes, all in Louisiana,

in the New Orleans banking market, controlling market
deposits of approximately $3.1 biltion, representing ap-
proximately 24.2 percent of total deposits in depository
institutions in the market (“"'market deposits”).° The market
would remain moderately concentrated, as measured by the
Herfindahl=Hirschman Index (“THE),” and numcrous
competitors would remain in this market. Based on all the
facts of record, the Board concludes that consummation of
this proposal would not result in any significantly adverse
cflect on competition or concentration of banking re-
sources in the New Orleans or any other refevant banking
market.

The Board has carefully considered the tinancial and
managerial resources and future prospects of Hibernia and
St. Bernard Bank as well as other supervisory factors in
tight of all the facts of record. These lacts include supervi-
sory reports of examination assessing the financial and
managerial resources of the organizations and contidential
financial information provided by Hibernia, The Board
notes that Hibernia would not incur or assume any debt in
connection with the proposal and would conform the loan
and investment portfolios of St. Bernard Bank with Tiber-
nia’s lending and investment policies. Based on these and
all the facts of record, the Board conctudes that all the
supervisory factors under the BHC Act, including financial
and managerial resources, weigh in fuvor of approving this
proposal. ‘The Bouard also concludes that considerations
relating to the convenience and needs of the community 1o
be served, are also consistent with approvat.®

6. Market data are as ot June 30, 1995, Market share data are based
on calculations in which the deposits of thrifl institutions are included
at 50 pereent. The Bowd previously has indicated that thrift instite-
tions have become, or have the potential 1o become, signiticant
competitors of commercial banks. See Midwest Financial Group,
75 Federal Reserve Bulletin 386 (1989); National City C orporation,
70 Federal Reserve Bulletin 743 (1984), Thus, the Board has regularly
included thrift deposits in the calealation ol market share on a
SO-percent weighted basis, See, e.g., I'0st Havwaiian, Inc., 77 Federal
Rexerve Bulletin 52 (1991),

7. The HHI would increase by 81 points to 1783, Under the tevised
Departient of Justice Merger Guidelines (49 Federal Register 26,823
(June 29, 1984)), a market in which the post-merger HHHI is between
1000 and 1800 is considered to be moderately concentrated. The
Justice Department has informed the Board that o bank merger or
acquisition generally will not be challenged (in the absence of other
factors indicating anti-competitive eflects) unless the post-merger
HEN is at least 1800 and the merger increases the HHI by 200 points,
The Justice Department has stated that the higher than normal HHI
thresholds for sereening bank mergers for anti-competitive efects
implicitly recognize the competitive effects of limited-purpose lenders
and other nou-depository financial entities.

8. The Board received connments trom the Plaisance Development
Corporation criticizing Hibernia’s record ol performance under the
Community Reinvestment Act and fair lending laws, These comments
are identical to the comments considered by the Board in Hibernia’s
application to acquire CM Bank Holding Company (“CM Compa
ay”), and thereby indiectly acquire Caleasicu Marme National Bank
of Lake Charles, both in Lake Charles, Louisiana, In light ol all the
facts of record, and tor the reasons stated o the Board’s order
approving the CM Company acquisition dated today, which are incor-
porated herein by reference, the Board conctudes that all the factors
required to be considered under the BEC Act are consistent with
approving, the St Bernard Bank acyuisition.



Based on the foregoing and all the other facts of record,
the Board has determined that the application should be,
and hereby is, approved, The Board’s approval is expressly
conditioned on Hibernia’s compliance with all the commit-
ments made in connection with this application. For pur-
poscs ol this action, these commitments and the conditions
in this order shall be deemed to be conditions imposed in
writing by the Board in connection with its lindings and
decision, and, as such, may be enlorced in proceedings
under applicable [aw.

This transaction shall nol be consummated before the
fifteenth calendar day following the eflective date of this
order, or later than three months alter the eflective date of
this order, uniess such period is extended [or good cause by
the Board or by the Federal Reserve Bank ol Atlanta,
acting pursuant to delegated authority,

By order of the Board of Governors, effective July 31,
1996.

Voting lor this action: Chairman Greenspan, Vice Chair Rivlin, and
Governors Kelley, Lindsey, Phillips, Yellen, and Meyer.

JUENNIFER T, JOHINSON
Deputy Secietary of the Board

NVIE Bancorp, MHC
Fnglewood, New Jersey

NVE Bancorp, Inc.
Finglewood, New Jersey

Order Approving the ormation of Bank Holding
Companies

NVIL Bancorp, MHC ("MILIC™), and its wholly owned
subsidiary NVE Bancorp, lne. (“Bancorp™) have requested
the Board’s approval under section 3 of the BHC Act
(12 US.CL§ 1842) to become bank holding companics by
acquiring all the voting shares of NVIE Savings Bank
C'NVE Bank”)," alf ol Englewood, New Jersey.

Notice of this proposal, affording interested persons an
opportunity to submit comments, has been published
(61 Federal Register 17,703 (1996)). The time for [liling
comments has expired, and the Board has considered the
proposal and all comments received in light of the factors
set Torth in section 3 ol the BHC Act.

MHC is a company organized in mutual form, and it
would become a bank holding company by acquiring all
the voting shares of Bancorp, which in turn would acquire
all the voting shares of NVE Bank. NVE Bank is the 54th
largest depository institution in New Jersey, controlling
approximately $339.2 miltion in deposits, representing, less
than [ percent of afl deposits in depository institutions in

[ NVE Bank currently operates as a mutual savings bank, and has
applied 10 the Federal Deposit Insurance Corporation (“EFDIC™) 1o
convert {o a stock savings bank.
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the state.? Based on all the tacts of record, the Board
concludes that consummation of this proposal would not
have a significantly adverse effect on competition or on the
concentration of banking resources in any relevant banking
market, and that competitive considerations are consistent
with approval.

[ every application under section 3 of the BHC Act, the
Board is required to consider the financial and managerial
resources and future prospects ol the companies and banks
concerned, and the convenience and needs of the communi-
tics 1o be served. The Board previously has noted that
ownership of stock in a converted mutual bank by amutual
bank holding company and minority sharcholders could
raise significant issues under the managerial and conve-
nicnce and needs tactors in the BHC Act, il this structure
was used to transfer cconomic value from the mutual
holding company to the minority sharcholders.t Although
there are no minority sharcholders in this proposal and
applicants have no current plans to issue additional shares
in Bancorp or NVE Bank, stock issuances are contem-
plated for the future. Under the proposed structure, there-
lore, the potential exists that shares owned by niinority
sharcholders could raise the same concerns as those identi-
ficd in Northwest.

In order to address those concerns, MHC and Bancorp
have made a number of commitients,* including the fol-
lowing:

(1) MHC and Bancorp will obtain prior Board approval

for the issuance of sccuritics by Bancorp or NVE Bank

to third patrtics and for the conversion of MHC from
mutual to stock form; and

(2) In any subscquent transfer or issuance ol shares 1o

sharcholders other than MHCY, the depositors ol NVL

Bank will be accorded the same share purchase prioritics

as i MIIC were a mutual savings bank converting to

stock form.

These constraints would give the Board the opportunity to
review any future conversion or issuance ol sccuritics in
light of the concerns discussed above. Accordingly, based

2. All banking data are as ot June 30, 1995, In this conlext,
depository institutions include commercial banks, savings banks, and
savings and loan associations.

3. See Northwest Bancorp, MIIC, 80 Federal Reserve Bulletin 1131
(1994 (“Northwest”). In Northwest, the Board concluded that a
waiver of dividends by the mutual holding company sharcholder
could have the elteet of translerring, cconomic value from the mutual
holding company to the minotity sharcholders and depriving the
holding company ol resources necessary 1o serve as i source of
strength for the bank. The decision to waive the dividends would be
made by the tustees ol the mutuat holding company, who were also
minority sharcholders of the bank. and the decision would not be
reviewable by the mutual owners of the holding company. The Board,
therefore, viewed this potential conllict ol interest as ratsmg adverse
considerations under the factors in the BHC Act. "The Board relied on
a nuniber of commitments to address these issues, including commit-
nients 10 ensure that any dividends waived by the mutual holding,
company would be retained by the bank and would not inure to the
benetit of the bank’s minority sharcholders.

4, The commitments are listed in the Appendix.
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on all the facts of record, including commitments made by
MHC and Bancorp, the Board concludes that the financial
and managerial resources and future prospects of MHC,
Bancorp, and NVE Bank, and other supervisory tactors the
Board must consider under section 3 of the BHC Act, arc
consistent with approval, as are considerations relating to
the convenience and needs of the communities o be
served.

Based on the foregoing and other facts ol record, the
Board has determined that the applications should be, and
hereby are, approved. The Board’s approval of this pro-
posal is expressly conditioned on compliance with all the
commitments made by Applicants in connection with these
applications, and is conditioned on receipt by Applicants
and NVE Bank of all necessary approvals trom all relevant
regulators, and compliance with the requirements imposed
by those regulators. Tor purposes of this action, the com-
mitments and conditions relied on by the Board in reaching
this decision are deemed to be conditions imposed  in
writing and, as such, may be enforced in proceedings under
applicable law.

This proposal shall not be consummated before the thir-
ticth calendar day after the effective date of this order or
later than three months after the effective date of this order,
unless such period is extended for good cause by the Board
or by the Federal Reserve Bank of New York, acling
pursuant to delegated authority.

By order of the Board ol Governors, cliective July (5,
1996.

Voting for this action: Chairman Greenspan, Viee Chair Rivlin, and
Governors Kelley, Lindsey, Yellen, and Meyer. Absent and not voting:
Governor Phillips,

JENNIFER J. JOUNSON
Deputy Secretary of the Board

Appendix

(1) Aflter the reorganization, the NVE Bancorp MHC
("“MHC”)y will not sell, transfer, or otherwise dispose of
any of its shares in NVE Bancorp, Inc., (“Baucorp™) or
NVE Savings Bank (“Bank’) (together “Applicant’) to
any person (including Employee Stock Ownership Plan)
and Bancorp will not sell, transfer or otherwise dispose of
any ol ity shares of Bank without the prior approval of the
Board of Governors ol the Federal Reserve System (the
“Board”). If, subscquent to the reorganization, Bancorp or
Bank issues cquity securities or any securities that would
accord the holder the right to acquire equity securitics or
that would bestow upon the holder an interest in the
retained carnings of the issuer to persons other than MHC,
MHC and Bancorp will make prior application to the
Board for approval for the issuance of the securities.

{2) In any conversion of the MHC from mutual to stock
form, the holding company will file an application for
approval of the conversion with the Board (to the extent
the mutual holding company is a bank holding company).

(3) In connection with Commitments | and 2, Applicant

agrees with the following:
(A) In any sale, transfer or issuance of shares of Bank or
Bancorp to any person other than the MHC, the deposi-
tors of Bank will be accorded the same stock purchase
priorities given to depositors of a mutual savings associ-
ation in connection with such association converting to
stock form. In making such sale, or transferring or
issuing such shares, Applicants and their management
will comply with any fiduciary duty they owe,
(B) The Board will take into account the extent to which
the proposed transactions conform with the provisions
and purpose of the regulations of the Office of Thrilt
Supervision (“OTS”) (12 C.ER. Part 563b and 575) and
the Federal Deposit Insurance Corporation (“IDIC™)
(12 C.ER. 303.15 and 333.4), as currently in effect at the
time the Board reviews the required materials related to
the proposed transactions. Any nonconformity with
those provisions will be closely scrutinized. Conformity
with the OTS and FDIC requirements, however, will not
be sufficient for Board regulatory purposes if the Board
determines that the proposed transaction would pose a
risk to the institution’s safety and soundness, violate any
faw or regulation or present a breach of fiduciary duty.

Perryton Bancshares, Inc.
Perryton, Texas

Order Approving Formation of a Bank Holding Company

Perryton Bancshares, [nc., (“Perryton”), has requested the
Board’s approval under section 3 of the Bank Holding
Company Act (“BHC Act”) to become a bank holding
company by acquiring all the voting shares of Perryton
National Bank, both in Perryton, Texas (“Bank™).!

Notice of the proposal, affording interested persons an
opportunity to submit comments, has been published
(61 Federal Register 21,113 (1996)). The time for filing
comments has cxpired, and the Board has considered the
application and all comments received in light ot the
factors set forth in section 3 of the BHC Act.

Perryton is a nonoperating corporation formed for the
purpose of acquiring Bank. Bank is the 417th largest
commercial banking organization in Texas, controlling de-
posits ol approximately $41.5 million, representing less
thun | percent of total deposits in commercial banking

L. Perryton proposes to acquire Bank by chartering a wholly owned
interim national bank (“Interim Bank™) and merging Bank with and
into Interim Bank with Interim Bank surviving under the title of
Perryton National Bank. On June 12, 1996, the Oftice of the Comptrol-
ler of the Currency (“OCC™) approved the merger of Bank and
Interim Bank under the provisions of scction 18(¢c) of the Federal
Deposit Insurance Act (the “Bank Merger Act”, 12 U.S.C. § 1828(c)).
On consummation ol the merger and conversion of shares, Perryton
would own all the voting stock ol Interim Bank. Bank shareholders
would be entitled to receive cash or to tender their Bunk stock in
exchange for the number of Perryton shares set forth in the merger
agreement. Untendered Bank stock would represent evidence of the
sharcholder’s ownership of Perryton shares.



organizations in the state.” In this light, the Board concludes
that consummation of the proposal would not have a signili-
cantly adverse cflect on competition or on the concentration
of banking resources in any relevant banking, market and that
competitive considerations are consistent with approval.

The Board has also considered the other factors set forth
in the BHC Act in light of all the facts ol record, including
the reasonableness of the financial projections for satisly-
ing the debi to be acquired by Perryton, and the reports of
examination by Bank’s primary federal supervisor, the

OCC, that assess the financial and managerial resources of

Bank and its record of perlformance under the Conumunity
Reinvestment Act. Based oo all these facts, the Board
concludes that the financial and managerial resources and
future prospects of Perryton and Bank are consistent with
approval, as are convenience and needs considerations and
other supervisory Tactors that the Board is required 1o
consider under section 3 of the BHC Act.?

Based on the Toregoing and all the other acts of record,
the Board has determined that the application should be,
and hereby is, approved.t The Board’s approval is ex-

2. All banking data are as of June 30, 1995,

3. The Board has carclully veviewed commnients received from a
winority sharcholder and divector of Bank ("Commenter”) maintain-
ing that there are no valid reasons Tor forming a bank holding
company and that he should be permitted to retain his Bank stock,
Commenter also contends that the proposal would adversely aflect his
personal finances. Applicant asserts that a bank holding. company
provides tax advantages to sharcholders and operational flexibility 10
engige in nonbanking activities, Bank’s sharcholders must approve
the formation of the bank holding company and, as noted, the merger
transaction approved by the OCC over the objections ol Commienter
would convert Conmenter’s Bank stock into a right to receive Peny
ton stock, Commenter may also exercise dissenting sharcholder rights
under the procedures provided i the National Bank Act il he believes
that the consideration oftered for his Bank stock (cash o1 Perryton
shares) is unrcasonable. See 12 US.C. 8§88 215 and 2154, The Board,
morecover, is liited (o considering specilie statutory factors in teview-
ing applications under seetion 3 of the BHC Act, and courts have
determined that the Board does not have the authority to consider
share pricing and similar matters unfess they dircetly refate to a factor

spectfied in the BHC Act. See Western Baneshares, e, v, Board of

CGovernors, 480 E2d 749 (10th Cir. 1973). In hight ol alt the facts ol
record, and for the reasons discussed above, the Board concludes that
these factors are consistent with approval.

4. Commenter has requested the opportundy 1o speak if a public
meeting, or hearing is held in connection with the application. Sec-
tion 3(b) of the BHC Act does not require the Board to hold a public
meeting or hearing unless the appropricite supervisory authority for the
buank to be acquired makes a timely written recomniendation ol denial
ol the application. As noted, the OCC has approved the merger of the
national banks involved in the transaction. 'The Board may also, in its
discretion, hold @ public meceting or hearing on an application under
its Rules of Procedure (o claily Factual issues related to the applica
tion and to provide an opportunity for testimony, it appropriate.
12 C.ER, 262.3(¢) and 262.25(d). 'The Board notes that Comnienter
has had ample opportunity to submit his views and has, in fact,
submitted comnients that have been caretully considered by the Board.
The record fails to demonstrate why Commenter’s written subnits-
sions do not adequately present his allegations or why a public
meeting or hearing is otherwise warranted in this case, After a careful
review of all the Tacts of record, the Board concludes that a public
niceting or hearing s not necessary to clarity the tactual record in the
application and is not otherwise warcanted in this case.
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pressly conditioned on compliance with all the commit-
ments made by Perryton in connection with the proposal.
The comniitments and conditions relied on by the Board in
reaching this decision are deemed to be conditions im-
posed in writing by the Board in conncction with its
lindings and decision, and, as such, may be enforced in
proceedings under applicable law.

The transaction shall not be consummited betore the
fifteenth calendar day lollowing the clfective date of this
order, or later than three months alter the eflective date of
this order, unless such period is extended Tor good cause by
the Board or by the Federal Reserve Bank of Dallas, acting
pursuant to delegated authority.

By order of the Board of Governors, eflcctive July 22,
1996,

Voting for this action: Chairman Gieenspai, Viee Chair Riviing and
Governors Lindsey, Yellen, and Meyer, Absent and not voting: Gover
nors Kelley and Phillips.

JENNIFER J. JOHNSON
Deputy Secretary of the Board

Texas Financial Bancorporation, Inc.
Minncapolis, Minnesota

First Bancorp, Inc.
Denton, Texas

First Delaware Baucorp, lac.
Dover, Delaware

Order Approving the Acquisition of « Bank

Texas Financial Bancorporation, Inc., Minncapolis, Minne-
sota (“Bancorporation”), and its subsidiarics, lirst Ban-
corp, Inc., Denton, Texas (*Texas Company ™), and First
Delaware Bancorp Inc., Dover, Delaware ("Delaware Ban-
corp”) (collectively, “Applicams™), bank holding compa-
nics within the meaning ol the Bank Holding Company
Act (“BHC Act™), have requested the Board’s approval
under section 3 of the BHC Act (12 U.S.C.§ 1842) 1o
acquire all the voting shares of Riverside National Bank,
Grand Prairic, Texas (“Riverside Bank™).!

Notice ol the proposal, aflfording interested persons an
opportunity 1o submit comments, has been published
(61 Federal Register 18,731 (1996)). The time for filing
comments has expired, and the Board has considered the

I. Bancorporation owns 87.8 percent of the voling shares ol ‘Texas
Company which owns all of the voting shares of Delaware Bancorp.
Texas Company would acquire all the voting shares ol Riverside Bank
and then contribute the bank’s stock 1o Delaware Bancorp. Alter
constmmation ol these transactions, Riverside Bank would merge
with and into First State Bank ol Denton, Denton, ‘Fexas (““Denton
Bank™), a wholly owned subsidiany of Applicants. The merger is
subject to the approval of the Federal Deposit Insurance Corporation
C*EDICTY under seetion 18(¢) of the Federal Deposit Insurance Act
(the “Bank Merger Act”™, [2 ULS.CL§ 1828(¢)).
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proposal and all comments received in light of the factors
set forth in seetion 3 of the BHC Act.

Applicants, with total consolidated asscts of $1.3 billion,
operate subsidiary banks in Hlinois and ‘Texas.? Applicants
are the 23d largest commercial banking organization in
Texas, controlling approximately $952 million i deposits,
representing less than I percent of all deposits in commer-
cial banking organizations in the state (“state deposits™).
Riverside Bank is the 468th largest commercial banking
organization in ‘lexas, controlling approximately $40 mil-
lion in deposits. After consummation of the proposal, Ap-
plicants would remain the 23d Targest commercial banking
organization in ‘Texas, controlling approximately $993 mil-
lion in deposits, representing less than 1 percent of state
deposits.

Considerations under the BHC Act

Applicants and Riverside Bank compete in the Dallas,
Texas, banking market ("Dallas banking market” ).t On
consummation of the praposal, Applicants would operate
the 12th largest commercial banking organization in the
Dallas banking market, controlling deposits of approxi-
mately $644.6 million, representing 2.1 pereent of total
deposits in depository institutions in the market.> The
market would remain moderately concentrated, as mea-
sured by the Herfindahl-Hirschman Index (HHIE), and
numerous competitors would remain in the market. Based
on all the facts of record, the Board concludes that consum-
mation of the proposal would not result in any significantly

3. State deposit data are as of June 30, 1995, Data has been updated
for structural changes in commercial banking otganizations that have
occurred through May 15, 1996,

4. The Dallas banking market is approximated by MceKinney and
Plano m Collin County, Denton and Lewisvitle in Denton County, the
northern halt o Rockwall County, the communities of Forney and
Terrel in Kaufiman County, Midlothian, Waxahachic, and Ferris in
Ellis County, and Grapevine and Arlington in Tarcant County, all in
Texas.

5. Market data are as of June 30, 1995, Market share data are based
on caleulations in which the deposits of thrift institutions are included
at 50 pereent. The Board previously has indicated that thedt institu-
tious have become, or have the potential to become, significant
competitors ol commercial banks. See Midwest Financial Group,
75 Federal Reserve Bulletin 386 (1989); National City Corporation,
70 Federal Reserve Bulletin 743 (1984). Thus, the Board has regularly
included thrift deposits in the caleulation of market share on a
SO-percent weighted basis. See, e.g., First Hawaiian, Ine., 77 Federal
Rexerve Bulletin 52 (1991).

6. On consummation of this proposal, the HIT would remain
unchanged at 1330 points, Under the vevised Departiment ol Justice
Merger Guidelines, 49 Federal Register 26,823 (June 29, 1984), a
market in which the post-merger HHI is between 1000 and 1800 is
considered modetately concentrated. ‘The Justiee Department has in-
formed the Board that a bank nierger or acquistion generally will not
be challenged (in the absence of other factors indicating anticompeti-
tive clfects) unless the post-merger HHI is at least 1800 and the
merger increases the HIID by more than 200 points. The Justice
Department has stated that the higher than normal theeshold for an
increase in the HHE when scicenmg bank mergers and acquisitions fo
anticompetitive cflects implicitly recognizes the competitive ellects of
limited-purpose fenders and other non-depository financial entities.

adverse cffects on competition or concentration of banking
resources in the Dallas banking market or any other rele-
vant banking market.

The Board has carcfully considered the financial and
managerial resources and future prospects of” Applicants,
Riverside Bank, and their respective subsidiaries, and other
supervisory factors in light ol all the facts of record. These
facts include supervisory reports of examination assessing
the financial and managerial resources of the organizations.
Based on these and all other facts of record, the Board
concludes that all the supervisory factors under the BHC
Act, including financial and managerial resources and fu-
ture prospects of the institutions involved, weigh in favor
of approving this proposal.

The Board has long held that consideration of the conve-
nience and needs factor includes a review of the records of
the relevant depository institutions in assisting to meet the
credit needs of all the communitics served by an institu-
tion, inctuding low- and moderate-income communitics,
under the Community Reinvestment Act (12 U.S.C. § 2901
et seq) (CCRAV)Y. As provided in the CRA, the Board has
cvaluated the convenience and needs factor in light of
cxaminations by the primary federal supervisor of the CRA
performance records of the relevant institutions,

The Board also has carefully reviewed this factor in light
ol comments rom the African American Council for Em-
powerment (“Protestant”) which contends that Riverside
Bank has not adeqguately assisted in meeting the housing-
related and small business credit needs of the Dalworth
community in Grand Prairic, Texas.” As noted, Riverside
Bank would be merged with and into Denton Bank, Appli-
cants’ lead subsidiary bank in Texas, and Applicants have
commilted to implement the CRA-related policies, proce-
dures, and programs of Denton Bank in the communitics
now served by Riverside Bank, including the Dalworth
community. The Board has carclully considered Denton
Bank’s record of performance under the CRA in this light.

An institution’s most recent CRA performance evalua-
tion is a particularly important consideration in the applica-
tions process because it represents a detailed on-site evatu-
ation of the institution’s overall record of performance
under the CRA by its primary federal supervisor.® Denton
Bank, which comprises approximately 40 percent of Ban-
corporation’s consolidated assets, received an “outstand-
ing” rating from the Federal Deposit Insurance Corpora-
tion (“FDIC™) in its most recent cvaluation for CRA
performance in 994 (*Denton Examination™).” The Den-

7. Balworth iy a tow- and moderate-income community with a
predominately minority population that encompasses parts of’ Dallas
County census tract 16100 and Tarrant County census tract 1130.02.

8. The Board notes that the Statement of the Federal Financial
Supervisory Agencies Regarding, the Community Reinvestment Act
provides that a CRA examination is an important and olten controlting,
factor in the consideration of an institution’s CRA record and that
ieports of these examinations will be given great weight i the
applications process. S4 Federal Regisrer 13,742, 13,745 (1989).

Y. Bancorporation’s other subsidiary banks all received a CRA
performance rating of “satisfactory” or “outstanding” in their most
recent examinations by their primary federal supervisor.



ton Examination found that the Bank’s delineated commu-
nity is reasonable and did unot exclude any low- and

moderate-income  arcas. The geographic distribution of

Denton Bank’s credit extensions, applications, and denials
also were found 1o be reasonable. Examiners noted that
senior management of the bank maintained ongoing con-
tact with community leaders and povernment oflicials and
used wrilten surveys to ascertain the credit needs of the
community. According to the examination, the bank’s
strong marketing program which utilized publications that
rcach all arcas of the community, including African-
American and low- and moderate-income residents, indi-
cated that Denton Bank allirmatively solicits applications
[rom all segments of its commnunity.

A fair lending review conducted in connection with the
Denton Examination did not reveal any evidence of dis-
criminatory or other illcgal credit practices. Denton Bank
has developed policies and procedures to prevent illegal
discrimination, and examiners noted that Denton Bank had
audit and review procedures to ensure compliance with
anti-discrimination faws and regulations. 'The examiners
noted that the bank also conducted a sccond review of all
credit denials.

After consummation ol the merger with Riverside Bank,
Denton Bank will ascertain the credit needs of the bank’s
new communitics with the assistance of the Denton Bank
Community Reinvestmient Act Advisory Board, and will
expand the lending programs currently offered by River-
side Bank. or example, Denton Bank will initiate the
following lending progrums to assist low- and moderate-
income borrowers:

(1) Urban Homesteading, Program, which oflers home

improvement loans 1o cligible low- and moderate-

income residents;

(2) Federal National Mortgage Association’s Cominu-

nity Homebuyer’s Program, which offers alternative un-

derwriting standards for eligible applicants; and

(3) Homebuyer Assistance Program, which lends money

to cligible low- and moderate-income, flirst-time home

buyers who have received municipal government assis-
tance 1o pay the down payment and closing costs to

purchase a home. !0

Denton Bank also will ofler loans sponsored through the
Small Business Administration.

Riverside Bank received a “satistactory™ rating in its
most recent evaluation from its primary supervisor, the
Oflice of the Comptroller of the Currency, for CRA perfor-

10. As a member of the Federal Home Loan Baunk ol Dallas, Denton
Bank also would be cligible to patticipate i the Community lovest-
ment Prograne (“CIP™) and  the  Affordable  Housing  Program
(CANP”Y, CIP funds lielp finance atfordable housing, small busi-
nesses, industrial development, health care facilities, and the revital
ization of downtown business and shopping arcas. AHP [unds help
finance the construction or reliabilitation of low- and moderate
incone housing, and finance closing costs, partial down payments, or
reduced interest rates for low- and moderate- income individuals, Both
of these programs would be available (o assist Denton Bank in
addressing ascertained credit needs in Riverside Bank’s commiunitics,
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mance as of 1995 (“Riverside Bank Examination™). Iixam-
iners found that the bank made reasonable elforts to ascer-
tain the credit needs ol the community and 1o market its
products and services in newspapers that focus on African-
American and Hispanic communities. According 1o the
examination, the geographic distribution ol loans within
the community reflected a reasonable penctration of all
segments within the community. For calendar year 1995,
Riverside Bank originated 86 loans in low- and moderate-
income arcas totalling approximately $6.8 million and 115
small business loans totalling approximately $9.8 million,
[n addition, Riverside Bank offered loans with flexible
underwriting guidelines that allowed consideration of util-
ity and rent payment records [or customers without formal
credit histories. ‘The Riverside Bank FExamination noted
that the bank solicited credit applications Trom all seg-
ments of its local community, including low- and
moderate-income neighborhoods, and that the bank was in
compliance with anti-discrimination laws and  regula-
tions. !

The Board has carcfully reviewed all the Tacts of record
in light of the convenience and needs factor, including
Protestant’s comments, the banks’s most recent evalua-
tions for CRA performance and other supervisory informa-
tion provided by their primary lederal supervisors, and the
policics and programs ol Denton Bank to be tmplemented
after its merger with Riverside Bank. Based on this review,
the Board concludes that considerations relating to conve-
nicnce and needs, including the CRA performance records
of the retevant institutions, are consistent with approval of
the application,

Conclusion

Based on the foregoing and all other facts of record, the
Board has determined that the proposal should be, and
hereby is, approved. 'The Board’s approval is expressly
conditioned on compliance by Applicants with all the
conminitments made in connection with the proposal. For
purposes of this action, the commitments reficd on by the
Board in reaching this decision are deemed to be condi-
tions imposed in writing and, as such, may be enforced in
proceedings under applicable law.

1. Protestant alleges that Riverside Bank’s management facks
racial diversity which has significantly impaired its ability to serve the
credit needs ol its communities, particularly the Dalworth commnunity.
Based on all the facts of record and for the reasons discussed above,
the Board does not believe that Protestant’s atlegations of poor perfor-
nunce by Riverside Bank in helping to meet the eredit needs of all its
communitics, including low- and moderate-income arcas, we sup-
ported by the record. The Board also notes that Riverside Bank would
be merged with and into Denton Bank, and Denton Bank is required
under regulations of the Depattiment ol Labor to lile annual reports
with the Equal Lmployment Opportunity Commission and (o have in
place a written allirmative action comphiance program which states the
bank’s eflorts 1o achieve equal opportunity in the employment, hinng,
promotion, and scparation of personnel. See 41 CER. 60 [7(a),

00- 1.40).
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This proposal shall not be consummated before the fil-
teenth calendar day following, the effective date of this
order or later than three months following the effective date
of this order, unless such period is extended Tor good cause
by the Bourd or by the Federal Reserve Bank of Dallas,
acting pursuant to delegated authority.

By order ol the Board of Governors, effective July 22,

1996.

Voting tor this action: Chairman Greenspan, Vice Chaie Rivlin, and
Governors Lindsey, Yellen, and Meyer. Absentand not voting: Gover-
nors Ketley and Phillips.

JENNIFER ). JOHNSON
Deputy Secretary of the Board

Orders Issued Under Section 4 of the Bank Holding
Company Act

Banc Onc Corporation
Columbus, Ohio

CoreStates Financial Corp
Philadelphia, Pennsylvania

PNC Bank Corp.
Pittsburgh, Pennsylvania

KeyCorp
Cleveland, Ohio

National City Corporation
Cleveland, Ohio

Order Approving o Proposal to Fugage in Certain Data
Processing Activities

Bane One Corporation, Columbus, Ohio; CoreStates Finan-
cial Corp, Philadelphia, Pennsylvania, PNC Bank Corp,,
Pittsburgh, Pennsylvania; KeyCorp, Cleveland, Ohio; and
National City Corporation, Cleveland, Ohio (collectively,
“Applicants™), bank holding companies within the mean-
ing of the Bank Tolding Company Act {(*BHC Act™), have
requested the Board’s approval under section 4(¢)(8) of the
BHC Act (12 US.C. § I1843(ey8)) and section 225.23(a)
of the Board’s Regulation Y (2 CLNR. 225.23(a)) for their
joint subsidiary, Electronic Payment Services, Inc., Wil-
mington, Delaware (“EPS™), to engape in certain data
processing activitics pursuant 1o section 225.25(bY7) of
Regulation Y (12 CLER, 225.25(b)(7)).

Applicants, through EPS, would provide data processing
and related services o banks and other automated teller
machine (“ATM™) owners (“ATM Deployers™) in connec-
tion with the distribution through ATMs of tickets 1o con-
certs and other events, gilt certificates, prepaid telephone

cards, and other documents evidencing a prepayment for
poods or services.!

Notice of the proposal, affording interested persons an
opportunity to submit comments, has been published
(Ol Federal Register 27,352 (1996)). The time for filing
comments has expired, and the Board has considered the
proposal and all commeats received in light of the factors
set {orth in section 4(¢)(8) ol the BIC Act.

Applicants arc large commercial banking organizations
hicadquartered in Ohio and Pennsylvania, and cngage di-
rectly and through subsidiavies in a broad range ol banking
and permissible nonbanking activities in the United States.?
LIPS currentty provides data processing and transmission
services 1o banks and retail merchants that are members of
its branded ATM and point-of-sale (*“POS™) networks.
EPS also is engaged tn developing and providing a variety
of clectronic payment, benefit transfer, and data inter-
change services.*

Proposed Activities

LIPS proposes to provide data processing services to AI'M
Deployers in connection with the distribution through
AT'Ms ot tickets, gilt certificates, prepaid telephone cards,
and other documents evidencing a prepayment for goods or
services. P EPS would provide the software and telecommu-
nications channels necessary o transmit cardholder re-
quests and card issuer authorizations. and related switching
and account reconciliation services.”

b Bor purpases af this order. ATM Deployers include depository
tinancial institutions, retail merchants, and independent sales organiza-
tions that package and sell ATM services to merchants, o addition,
fimancial institnion means - bank, bank holding company, thritt
institution, thrilt holding company, and subsidiarics of any of these
companies,

20 Asset and deposit information for cach of the Applicants is
contained in the Appendix.

3. See Bane One Corporation et al.. 79 Federal Reserve Bulletin
LS8 (1993),

4. The tichets contemplated by this proposal would include public
transportation tickets and tickets to entertainment events. Gilt certili-
cates and prepaid telephone cards would be issued in fixed denomina-
tions tor a specilic merchant or group of merchants, and would
evidence prepayment of the purchase price of merchandise or services
to be selected by the bearer al some tite in the luture, ATM Deploy-
ers also would sell products that could be oftfered lor sale direetly by a
financial institution such as mutual fund shares or insurance policies
where permitted by applicable law,

S Specifically, EPS would provide “terminal driving services”
which include:

(1) stablishing and maintaining an clectronic link between an

ATM and a telecommunications switch to transmit cardholder re-

quests and card issuer authorizations; and

(2) Operating the Teature and tunction displays on an ATM screen

using computer soltware to permit an AI'M (o dispense various

products in addition to curency.

EPS also would provide switching services and transaction pro-
cessmg o transmit account debiting, transaction authortzation, and
settlement between the ATM Deployer, or its bank. and the cardhold-
or's bank, In certain cases, some ol these scrvices may be provided by
third pattics, such as national ATM networks o third-party  pro-
[QUSNSTRN




L a typical transaction, an ATM cardholder would sclect
a particular product front a menu olfered at an ATM.
Electronic commands transmitted by EPS would verily that
the deposit account or line ol credit designated by the
cardholder holds sufficient funds to make the purchase.
Aller the authorization is received, the AT'M then would
dispense the product and a receipt i accordance with the
Board’s Regulation I (Electronic Fund ‘Transfers).® Li-
nally, the card-issuing bank would debit an amount equal
o the cost of the purchase from the cardholder’s desig-
nated account and transfer the funds 1o the account of the
merchant or AI'M Deployer, as appropriate, using settle-
ment procedures established by the ATM network.,

Closely Related to Banking Analysis

Section A4CHB) of the BHC Act provides that a bank
liolding company may, with Board approval, engage in any
activity that the Board deterniines to be “so closcely related
to banking or managing or controlling banks as to be a
proper incident thereto.”” The Board previously has deter-
minced by regulation that processing and transmitting, finan-
cial, banking, or cconomic data are activities (hat are
closely related to banking and, therclore, permissible for
bank holding companics under section 4(e)(&) ol the BLIC
Act.® The Board also has specifically determined that a
bank holding company may provide data processing and
related services necessary (0 permit customers (0 use an
AT'M card to debit a deposit account or line of credit at an
ATM terminal for cash and credit transactions, and for the
purchase of travelers checks, money orders, and postage
stamps.” In addition, the Board has determined that a bank
holding company may provide data processing services

0,12 CLER, 205,

T 12 USCO§ IBA3(CH8BY. See National Counrier Association v
Board of Governors, 516 1.2d 1229, 1237 (D.C. Cie 1975). 11 addi
tion, the Bowrd may consider any other basis that may demonstrate
that the proposed activity has a reasonable or close connection or
retationship to banking or managing or controthng banks. See Board
Statemient Regarding Regulation Y, 49 Federal Register 800 (1984);
Securities Industry Association v Board of Governors, 468 ULS, 207,
21011, 0.5 (1984).

8. See 12 CUURL 2259.25(0)(T). Regulation Y afso requires that the
data processing services be provided pursuant to a written agreenient
and places certain limitations on the facilities and hardware provided
with the data processing services, Specifically, the facilities nust be
desipned, marketed, and operated for the processing and tansmission
ol flinancial, banking, or cconomic data; hardware must be provided
only in conjunction with pernussible software; and general purpose
hardware must not constitute more than 30 percent ol the cost ol any
packaged oftering, EPS has conmitied that it will provide the pro-
posed services pursuant to a wiitlen agreenient and will provide
facilities and hardware within the fimitations established by Regula-
tion Y.

9. See The Bank of New York Company, ¢t al., 80 Federal Reserve
Budletin 1107, 1109 (1994). EPS currently coducets these activitics,
See Leters dated February 13, 1996, from the Federal Reserve Bank
ol Cleveland o Phyllis Dictz, Esq., and from the Federal Reserve
Bank of Philadelphia to John P, Stefanowicrs, CoreStates Vinancial
Corp.
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that support the use ol credit cards by consumers it the
direct purchase ol goods and services from merchants, 19

The data processing activity proposed in this case in-
volves providing the same type of data processing support
as the Board previously has approved lor credit card trans-
actions and other more traditional types of ATM transac-
tions. Basced on all the Tacts of record, the Board has
concluded that the activit