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An Analysis of the Public Benefits Test of the
Bank Holding Company Act

By MICHARL A. JESSEE AND STEVEN A. SEELIG*

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

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

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

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

The requirements relating to public benefits are stated

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

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

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

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

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

SUMMARY OF FINDINGS

Analysis of the Board’s decisions revealed six types of
public benefits: (1) improvements relating to convenience
and needs of the community to be served, (2) increased
competition, (3) improved operational efficiency, (4) ex-
panded financial resources for the firm to be acquired and/
or the holding company, (5) improved management for
the acquired firm, and (6) other benefits unique to the

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

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

We conclude from the examination of bank and non-
bank cases undertaken in this study that the willingness
of the Board to attach significance to the public benefits
cited by an applicant was heavily dependent on the sever-
ity, or lack thereof, of any adverse competitive, financial,
or managerial factors the Board perceived to be inherent
in the application. Where the Board determined a proposal
involved no seriously adverse competitive or other effects,
it generally accepted the applicant’s claim of probable
benefits to the public and approved the acquisition. We
believe it is particularly significant, however, that the
Board appears never to have found, so far as we can tell,
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proposed public benefits sufficient to outweigh the adverse
effects of a substantial reduction of competition, unsound
banking practices, or undue concentration of resources.
In view of the often unique circumstances of each case,
it is difficult to generalize on the exact situation in which
the Board would conclude that public benefits would out-
weigh or be outweighed by adverse effects. Our review of
the Board’s orders suggests, however, that approval has
required increasingly substantial evidence or demonstra-
tion from applicants that their proposals would yield net
public benefits, particularly in cases where significant
adverse effects were present.

THE ROLE OF PUBLIC BENEFITS IN SELECTED
BOARD ORDERS OF APPROVAL

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

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

18ee, for example, Missouri Bancshares (71 FRB 143) and
First Florida Bancorporation (73 FRB 183)—the former an al-
ternative source for retail services, the latter a source of whole-
sale banking services. FRB refers to the Federal Reserve Bulletin.
The number preceding FRB represents the year of the Bulletin,
and the number following FRB is the page on which the order
appears.
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TYPES OF BENEFITS CITED BY THE BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM
IN ORDERS OF APPROVAL OF BANK HOLDING COMPANY ACQUISITIONS*

Type of benefits

Convenlence and nceds:

Providing an alternative source of services to a
market

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

or
to stimulate growth in economically depressed
areas

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

Geographic expansion of SEIVICE .........ccoesrersasnmsen.

Improving allocational efficiency .........

Missouri Bancshares, Incorporated
(71 FRB 143)

Southeast Bancorporation, Incorporated
(71 FRB 41) > PO
First Union Incorporated (71 FRB 531)
[see Table II]

Imperial Bancorp (72 FRB 503)

Marine Bancorporation: (72 FRB 504)

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

National Corporation (72 FRB 933).
American Fletcher Corporation (72 FRB 741)
First Union National Bancorp, Inc. (72 FRB 72)

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

Reduction of rates charged on loans or other ser-
vices

Strengthening the competitive position of a small
firm through affiliation with a larger bank holding
company
Illl-l' i petition by changing a limited-
service institution into a full-service firm ...........

Changing a conservative firm into a more aggres-
sive petitor

Atlantic Bancorporation (71 FRB 689)

First National City Corporation (71 FRB 944)

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

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

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

Northwest Bancorporation (38 FR 14205)

Bank of Virginia Company (72 FRB 934)

Improved efficiency
E ies of scale

Complementary skills

First Security National Corporation
(71 FRB 1005)

First American Bancshares, Inc.
(72 FRB 730)

Zions Utah Bancorporation (72 FRB 72)

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

‘Iimprnving the debt-to-equity ratio of the acquired
rm

Injecting a sg;:ciﬁc amount of equity capital into
the acquired firm

Providing “access to the greater financial re-
sources” of the holdi pany

State Street Boston Financial Corporation
(73 FRB 526)

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

First Alabama Bankshares, Inc. (71 FRB 404)

BankAmerica Corporation (73 FRB 687)

Manufacturers Hanover Corporation (73 FR 27659)

Third National Corporation (38 FR 9686)

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

Providing

Depositors Corporation (71 FRB 36)

First National Charter Corporation
(71 FRB 37)

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

Other benefits:
Correcting an unfair competitive situation ............
Preventing the termination of a financial service......
Lowering management fees for subsidiary banks ....

Bank Securities Inc. (72 FRB 280)

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

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

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

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

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

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

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

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

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

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

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

10First Bank System (72 FRB 172) and American Fletcher
Corporation (72 FRB 741).
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Table I1
NEW SERVICES PROPOSED IN BANK ACQUISITION CASES

Service Reference*

i Society Corporation
Trust services tet FRB?ZO)
Security New York State

Electronic data proCessing ... Corporation (1 FRE 133)

Commerce Bankshares, Inc.

ial 1 .
Increased and larger commercial lending.. | Commeres nor

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

Bond portfolio management (internal)

Boatmens Bancshares, Inc.
(71 FRB 19)

First National Charter Corporation
(71 FRB 754)

New physical facilities .......coceoeerrencsssrsenees

Florida Nationsl Banks of

Internal auditi
nternal auditing Florida, Inc. (71 FRB 939)

Huntington Bancshares
Incorporated (71 FRB 940)

International services

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

Venture capital

Florida National Banks of

Marketing (internal)
Florida, Inc. (71 FRB 939)

First Virginia Bankshares

Urban and business development ..............
Corporation (71 FRB 1022)

Federal Housing Administration and
Veterans Administration loans BancOhjo Corporation

(71 FRB 1035)

Overdraft checking and other
deposit services First Virginia Bankshares

Corporation (72 FRB 288)

Shorebank Inc.
(72 FRB 914)

Accounts receivable financing

Investment management services for
small investors

‘Fjrst NationalgBoston Corporation

“(73 FRB 759)

Municipal bond fi 8 Security New York State
Corporation (71 FRB 133)

New branches Metrill Bankshares Company
(71 FRB 262)

Credit cards State Street Boston Financial

Corporation (73 FRB 526)

First Florida Bancorporation

Wholesale banking services
(73 FRB 183)

International trade financing

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

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

proving the acquisition of a mortgage banking firm,** the
Board noted that an improved flow of funds would take

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

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

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

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

to avoid the collapse of Finance and its rarent, and possibly serious

financial repercussions of a more general nature”.

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

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

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

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

17 Bank of Virginia Company (72 FRB 934).

18 United Virginia Bankshares (72 FRB 938).
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formerly had been acquired under Section 4(c)(5) of the
Act prior to 1970 and operated as loan production offices.*®

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

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

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

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

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

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

20 First National City Corporation (71 FRB 944).

21 First Holding Company (71 FRB 139).

22 First National State Bancorporation (38 FR_6236) and

Chemical New York Corporation (38 FR 31472). FR refers to
Federal Register. The number preceding FR represents the volume.

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

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

25 Fidelity Corporation of Pennsylvania (73 FRB 472). However,
the Board has.determined that the issuance of ]evel term credit-life
insurance is permissible in connection with single-payment loans
(Winters National Corporation, Board Press Release, December 27,

1973).



156

banks in its market area has been recognized by the
Board as strengthening the competitive position of the
smaller bank.2¢ Also, the formation of regional bank hold-
ing companies within a state has been viewed by the
Board as a competitive stimulant to the larger statewide
holding companies.**

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

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

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

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

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

27 First American Bankshares (72 FRB 730).

28 Barclays Bank DCO (71 FRB 44).

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

80 First National Bancorporation (71 FRB 345).

81 First Security National Corporation (71 FRB 1005),

3271 FRB 345.
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omies that tend to be passed on to the public through
additional convenience in offices and facilities. He noted
that “banking competition can only exist in a meaningful
sense if at least some banking units have the capacity to
broaden their services and make them more conveniently
available. Their capacity to do so is a matter of realizing
economies of scale.”

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

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

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

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

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

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

35 First Arkansas Bankstock Corporation (73 FRB 28), Deposit
Guaranty Corporation (73 FRB 593), and Manufacturers Hanover
Corporation (73 FR 27659).

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

37 Industrial National Corporation (72 FRB 171).

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

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

40 BankAmerica Corporation (73 FRB 687) and Zions Utah
Bancorporation (72 FRB 72).




pad been experiencing financial problems and even.tl.u}lly
might have become insolvent. In one case the acquisition
resulted in the revitalization of a credit office that would
otherwise have been closed.*! In another instance, the Board
* ruled that it was beneficial for the debt-to-equity ratio to
. e lowered in the case of an otherwise strong bank through
the establishment of a debt repayment program scheduled

by the applicant.*?

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

depth.*

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

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

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

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

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

44 First Banc Group of Ohio (71 FRB 418).

45 Bank Securities Inc, (72 FRB 280).

46 Newport Savings and Loan Association (72 FRB 313) and
Jld Colony Co-Operative Bank (72 FRB 417). As a result of
sarious legal and regulatory restrictions, savings and loan associ-
ttions in Rhode Island have been at a compétitive disadvantage with
'espect to other thrift institutions in providing checking account
iervices. Mutual savings banks have been able to issue demand de-
Yosits through commercial bank subsidiaries acquired prior to 1971.
since 1971, credit unions with shares of more than $1 million have
'een permitted to accept demand deposits. Noting this competitive
lisadvantage, the Board has allowed each of the above savings and
oan associations to become a bank holding company and acquire a
‘ommercial bank in Rhode Island.

47 American Fletcher Corporation (38 FR 14203).

FEDERAL RESERVE BANK OF NEW YORK 157

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

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

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

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

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

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

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

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

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

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

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

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

52 73 FRB 910.
5373 FRB 908.
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Several other cases, denied because of anticompetitive ef
fects, include proposed acquisitions of a sales finance firm,*
consumer finance companies,® and an industrial loan an
thrift company.5®

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

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

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

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

3¢ First Commercial Banks, Inc. (73 FRB 118).

S5 First National Holding Corporation (73 FRB 203) and
Bankers Trust New York Corporation (73 FRB 694).

38 Tennessee National Bancorporation (73 FRB 700).
57 Chemical New York Corporation (73 FRB 698).
3872 FRB 71.

59 74 FRB 50.

80 74 FRB 142.
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Table IX

BANK HOLDING COMPANY EXPANSION IN
NONBANKING ACTIVITIES, 1971-73

Yotal Praposed acquisitions decided by Board of Governers
Type of activity de novo
notifications® Total Approved Denledt Ap(::orvc:ln 2‘.

Finance company (consumer, commercial,
general 148 86 80 6 93.0
Mortgage banking 173 64 55 9 86.0
Insurance (broker or agency, underwriting) ...... 80 55 51 4 92.7
Leasing personal property 123 12 10 2 83.3
Advisory services 92 8 5 3 62.5
Data processing 54 6 6 0 100.0
Trust 13 6 6 0 100.0
Factoring 2 7 7 0 100.0
Community develop 13 1 0 1 0.0
Industrial banks 0 7 6 1 8s5.7
Other 2 7 6 1 85.7
Total 720 259 232 27 89.6

Note: Applications are classified by primary activity only.

* Through June 30, 1973.
t Includes the denial of proposed acquisitions of three de novo firms.
Source: Board of Governors of the Federal Reserve System.

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

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

61 74 FRB 142.

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

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

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

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

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

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

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

8 The Board subsequently approved the acquisition after
Cegrove offered toraise additional equity capital (39 FR 8387).
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the Dallas area were being adequately served by the exist-
ing facilities, and that consummation of the proposed ac-
quisition would have little impact. The Board determined,
therefore, that the benefits would not outweigh the adverse
competitive effects.

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

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

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

6+ 71 FRB 684.

8sIn 1972, as the holding company movement in New Jerscy
gathered momentum, the applicant reapplied and the Board in a
four-to-three decision approved the acquisition after the applicant
indicated that it would move the head office of the bank. This move
\évouklg open its previous home community to branching by other
anks.

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

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

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

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

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

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

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

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

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

08 74 FRB 290.

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

PUBLIC BENEFITS IN RETROSPECT

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

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

69 See Security Financial Services, Inc. (70 FRB 834).

70 First at Orlando Corporation (73 FRB 302).

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

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

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

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

78‘ Patagonia Corporation-Model Finance Company (72 FRB

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

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

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

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



