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You will recall that we made a study in the Citibank about a year ago 
in which we related our loan loss experience to our earnings stream, our bad 
debt reserve, and our capital funds. You and Governor Mitchell expressed 
some interest in this study, and we have now published its basic conclusions 
in the financial section of our current Annual Report. 

At the time you and I talked about the Federal Reserve Board1s 
philosophy about capital adequacy, you expressed interest in our study and I 
mentioned that we were pursuing our investigation of existing literature on this 
subject. Mr. George Vojta, who is currently the Vice President in charge of 
our Corporate Planning, made a scholarly review of all existing literature and 
wrote the enclosed booklet entitled 11Bank Capital Adequacy, 11 which I sincerely 
hope you and your associates will find useful. Our purpose was to make a con- 7 
structive contribution to the continuing dialogue on this subject. I have enclosed ,,, 
an extra copy in the event you would like to send it on to Governor Mitchell. 
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Sincerely yours, 
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INTRODUCTION 

Most of the people whose job it is to forecast the future developments in the world's 
economy are agreed on one point: the demand for capital will continue to increase. 
As financial intermediaries, banks will be expected to play their part in an expanding 
world economy, but in so doing they in tum will have to join the queue of those companies 
which will be required to tap the capital market. The pattern of capital adequacy of 
banks around the world is extremely uneven and, therefore, it seems both timely and 
important to restudy the entire problem in the hope of making some constructive contri-
bution to this subject. 

George Vojta, Vice President in charge of Corporate Planning in the Citibank, 
and I recently undertook to review the existing literature about bank capital adequacy 
and to put in place some computer programs which would allow us to test various 
assumptions. The experience of the banking community during the credit crunch of 
1969 drove home once more the practical lesson that the strongest capital ratios do not 
insure liquidity. Mr. Vojta's extensive research validated this pragmatic conclusion. One 
authoritative study of the capital ratios of banks which failed and those which survived 
during the period 1921 to 1931 showed that the capital ratios of banks which survived 
were lower than for those which failed. Other scholarly research indicates that most 
of the banks which have closed their doors in the past have met or exceeded capital ratio 
tests applied by regulators immediately prior to their bankruptcy. 

Since the record of history is so clear that capital ratios by themselves are no barrier 
against insolvency, it seems appropriate to rethink the whole problem of bank capital 
adequacy. In the pages that follow, Mr. Vojta has traced the history of capital adequacy 
tests, delineated the differences in philosophy which appear among various regulatory 
bodies, and has put forward some ideas looking toward a redefinition of capital adequacy. 
In the course of these studies, we have constructed analytical software which permits 
us to reconstruct historical loan loss experience over extended time frames. Various 
risks have been catalogued and analyzed, and we have built a simulation model for testing 
capital adequacy which is fully set forth in Appendix III. 

We make no claim that the tests proposed for capital adequacy represent a final answer. 
Rather, all of us in the Citibank hope that this study will serve as a useful starting point in 
stimulating the various regulatory bodies, the academic community, and our colleagues 
in the banking world to rethink the whole problem. Hopefully, out of this dialogue 
will come some constructive ideas to help guide our industry in the years ahead. 

February, 1973 

WALTER B. WrusTON, Chairman 
FIRST NATIONAL CITY BANK 
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ON DECEMBER 31, 1970, the President signed into law important and far-reaching 
amendments to the Bank Holding Company Act.2 This legislation broadened the Act to 
cover one-bank holding companies, as well as multi-bank holding companies. It also 
broadened diversification possibilities by authorizing bank holding companies to engage 
in activities which, in the judgement of the Federal Reserve Board, are closely related to 
banking or managing or controlling banks and are expected to result in benefits to the 
public that outweigh possible adverse effects. Implementation of the amended act has 
been consistent with the intent of Congress. The Federal Reserve Board has approved 
nine areas into which bank holding companies with its approval may diversify, rejected 
nine others, and currently is holding two more under consideration.3 The legislation 
created incentives for commercial banks to convert to holding companies and take advan-
tage of permissible diversification opportunities. In a period of twelve months, bank 
holding companies became the dominant competitive factor in commercial banking. By 
December 1971, bank holding companies controlled 56.5% of domestic commercial bank 
assets and 55.1 % of domestic deposit liabilities.4 During 1972, the formation of holding 
companies continued. The holding company structure is rapidly becoming the norm. It 
is fair to conclude that the 1970 amendments have had the two-fold effect of stimulating 
bank diversification and reconstituting the organizational base of the industry. 

In June 1969, the peak period of the "credit crunch", the Hunt Commission was estab-
lished by Presidential order to analyze the nation's financial structure and recommend 
appropriate changes in public policy. In December 1971, the Commission submitted a 
report which called for legislative and regulatory change to encourage free competition 

1 Written by George J. Vojta, Vice President-Corporate Planning, First National City Bank. 
2 The specific title of the statute is "Bank Holding Company Act of 1956" as amended by "Bank Holding 

Company Act Amendments of 1970" (Public Law 91-607, approved December 31, 1970; 12 U.S.C. 1841 
et seq.). 

3 Pursuant to Section 4 ( c) ( 8) of the amended Bank Holding Company Act the Federal Reserve Board has 
determined the following as permissible activities for bank holding companies: ( 1) making and acquiring 
loans or other extensions of credit such as would be made by a mortgage, finance, credit card, or factoring 
company; ( 2) operating as an industrial bank, Morris Plan Bank, or industrial loan company; ( 3) servicing 
loans or other extensions of credit; ( 4) providing trust or fiduciary services; ( 5) acting as investment or 
financial adviser in specified respects; ( 6) leasing personal property and equipment on a full pay-out basis; 
( 7) making equity and debt investments in corporations or projects to promote community weHare and 
economic rehabilitation and development of low income areas; ( 8) providing bookkeeping or data process-
ing services for the internal operation of the holding company and subsidiaries, storing and processing 
banking, financial, or related economic data; ( 9) acting as an insurance underwriter, agent or broker for 
insurance related to banking and financial services. These rulings are found in Regulation Y ( 12 CFR 
225.4 (a) ) . The Board has ruled adversely on ( 1) underwriting life insurance that is not sold in connec-
tion with a credit transaction by a bank holding company or its subsidiary; ( 2) insurance premium funding, 
i.e. the combined sale of mutual funds and insurance; ( 3) real estate brokerage; ( 4) land development; 
( 5) real estate syndication; ( 6) property management, except as permitted by law or regulation, i.e. 
management of properties in a fiduciary capacity, used in its own operations by a bank holding company or 
its subsidiaries or required in satisfaction of debts previously contracted; ( 7) non-full pay-out equipment 
leasing; ( 8) general management consulting; and ( 9) operation of savings and loan associations for the 
present. Matters currently under consideration are ( 1) performing armored car or courier services; ( 2) 
full pay-out leasing of real property. 
Some of the Board's rulings currently are under challenge in the courts. 

4 Source: Federal Reserve Bulletin, hereafter cited as Bulletin, August 1972, p. AlOl. 
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between financial intermediaries and proposed far-reaching extensions of powers for com-
mercial banks, thrift institutions, and credit unions.5 Although these proposals have been 
criticized widely and implementing legislation at state and federal levels has not been 
forthcoming, the consensus of opinion is that the financial structure is likely to evolve-
de jure or de facto-in the pro-competitive manner called for by the Report. 

This sequence of events confirms that for the first time in 40 years the nation's financial 
structure and patterns of financial intermediation are in flux. A process of fundamental 
adaptation has been initiated. Public policy, expressed in the amendments to the Holding 
Company Act and most probably by the legislative consequence of the Hunt Commission 
report, has signalled the need for an evolutionary reform designed to render the financial 
structure more suited to the service requirements of today's trillion dollar economy. It 
is already obvious that commercial banking has been importantly affected by these under-
lying trends. 

The 1970 amendments to the Holding Company Act did not alter primary supervisory 
and regulatory responsibilities for commercial banks. The amendments continued to vest 
responsibility for regulating the organization and expansion of holding companies and 
administering related diversification activity in the Federal Reserve Board.6 In practical 

5 More specifically, the Commission recommended the abolition of interest rate ceilings on time and savings 
deposits; thrift institutions would be permitted to offer checking accounts, credit cards, consumer loans, 
to manage and sell mutual funds, and be granted broadened investment powers to service individual and 
non-corporate customers; over time thrift institutions would lose preferential treatment on taxation and 
reserve requirements vis-a-vis commercial banks. Similar powers would be granted to credit unions. 
Commercial banks would be permitted to manage and sell mutual funds, underwrite bonds secured by 
revenue from public services, issue subordinated debt instruments of all maturities, extend real estate 
loans free of restriction and benefit from the elimination of statutory limits governing the creation of 
acceptances; thrift institutions would be permitted to compete for corporate business by converting to 
commercial bank status organized on a stock or mutual basis. The Commission also recommended enact-
ment of state-wide branching laws in all states and abolition of interest rate ceilings in the mortgage 
markets. 

Presently the Administration is drafting implementing legislation to be introduced in the 93rd 
Congress. The nature of these proposals currently is not known. At least some of the Commission's 
recommendations are expected to be enacted into law at both Federal and State levels, notwithstanding 
the Commission's strong recommendation that the report be evaluated and acted upon in toto. Recom-
mendations for a reform of the regulatory structure also were made, but are not material to this discussion. 
The Report of the President's Commission on Financial Structure and Regulation, Superintendent of Docu-
ments, U.S. Government Printing Office, Washington, D. C. No. 4000-0272, December 1971. 

6 In hearings related to the amendments, the following exchange took place between Senator Cranston and 
Chairman Burns regarding the regulatory domain of the various Federal agencies involved with banks and 
bank holding companies: 

Senator Cranston. You indicated you believe that it would be most effective to place responsibility 
for administration of this act in one agency. 

Wouldn't that mean a significant shift of jurisdiction among the three Federal banking agencies? 
Dr. Burns. I don't think so, Senator Cranston. We now have three Federal agencies regulating banks. 

The agencies that now regulate banks would continue to regulate the banks. 
Let us say that you gave the power of regulation to the Federal Reserve Board. The Board would then 

be simply regulating the bank holding companies, not the banks themselves. The banks would continue to 
function under their present supervisory authorities. 

All that we would do, if this came to us at the Federal Reserve Board, would be to determine whether a 
given acquisition is or is not in accordance with the principles of the legislation and regulations that we 
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terms, these powers together with the pre-existing jurisdiction of the Board over inter-
national banking operations, established the Board as the dominant regulator of bank 
holding companies. 7 

ENVIRONMENTAL CHANGE 

Need for banking reform was perceived early in the post World-War II period. By 
the mid-1950's, it was evident that commercial banks were being adversely affected by a 
restrictive regulatory climate, effective competition from non-bank intermediaries, and a 
profit squeeze resulting from the erosion of demand deposit growth and increasing reli-
ance on market funds to finance earning assets. 

Post-war bank supervision focused on achieving the objectives of the banking reform 
legislation of the 1930's. But the banking enterprise of the post-war period was hardly 
comparable to its pre-1935 counterpart. Banking institutions in the 20's and early 30's 
operated as wholesale banks, dealers and investors in government and corporate securities, 
and as principal lenders to securities and real estate related industries on a non-amortizing 

might have drawn; or whether a divestiture is or is not proper in the circumstances or whether it is or is 
not being carried out. 

But, we would not be examining the banks which we are not presently examining. We would not be 
supervising banks we are not presently supervising. Therefore, the distribution of regulatory functions, as 
far as the banks are concerned, would remain entirely unchanged. 

Source: One-Bank Holding Company Legislation of 1970, Hearings Before the Committee on Banking 
and Currency, U.S. Senate, May 14, 1970, pp. 157-158, U.S. Government Printing Office, Washington, D. C. 

7 The language of the amended Bank Holding Company Act is broad enough to justify the primacy of the 
Board's regulatory role. In Section 5, the Board is authorized to issue such regulations and orders as 
may be necessary to enable it to administer and carry out the purposes of the Act and prevent evasions 
thereof; the Board also is authorized to require reports relative to compliance with the Act and the 
Board's orders and regulations. Section 5 further requires bank holding companies to register with the 
Board stipulating that such registration "include such information with respect to financial condition and 
operation, management, and inter-company relationships of the bank holding company and its sub-
sidiaries and related matters" as the Board may deem necessary. The Board is authorized to examine 
each bank holding company and each subsidiary thereof and is given access to reports of examination 
by the Comptroller of the Currency, The Federal Deposit Insurance Corporation and state bank 
supervisors. 

The only other reference in the Act to other bank supervisory authorities is in Section 3, which 
provides that before the Board approves or denies an application for the formation of a bank holding 
company or the acquisition of a bank by an existing company, the Board must advise the Comptroller 
of the Currency or the appropriate state bank supervisor as the case may be. If the Comptroller or the 
state supervisor recommends disapproval, then the Board must conduct a hearing on the proposal. 

The financial condition of a bank holding company and its subsidiaries receives emphasis in that 
provision of Section 3 which sets forth specific matters to be considered by the Board in acting on 
applications. In acting on every application to form a bank holding company or expand its group of 
banks, the Board must consider "the financial and managerial resources and future prospects of the 
company or companies and the banks concerned", in addition to the needs and convenience of the 
community and the competitive effects of the proposal. Section 4( c) of the Act, in addition to author-
izing the Board to define the areas of permissible non-bank activity, includes "unsound banking practices" 
among the factors to be considered by the Board in acting on applications to acquire non-banking 
interests or activities pursuant to that section. Although this change in regulatory responsibility has not 
been validated in the courts, the language of the Act contains adequate provision to permit the Board 
to act in reference to any aspect of a bank holding company's operations which in its judgement is 
material to the business. 
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basis. Assets were funded primarily by low cost demand deposits arising from the pay-
ment flows of corporate, retail, government, and correspondent bank customers. Integra-
tion of business functions was characteristic of the industry. The business base of the 
post-war commercial bank shifted to amortizing wholesale and retail credit, dealing and 
trading only in government and municipal securities, and investment advisory activity 
conducted in accordance with rigidly defined conflict of interest regulations. Securities 
and real estate-related lending operations were circumscribed and closely regulated. 
Increasingly, assets were funded by sale of government securities and by interest bearing 
deposits and borrowed funds taken at market rates of interest. Functional business inte-
gration was eliminated. 

Strict regulation tended to eliminate possible abuses and increase public confidence in 
banks. The trade-off for increased stability in the banking system was a progressive 
erosion of competitive strength, and substandard earnings performance and rates of 
return on capital. 

During the 1950's commercial banks lost market share of debt-ownership to thrift 
institutions, pension funds, insurance companies and finance companies ( Chart I). In 
the early sixties, banks were regaining market share until the 1969-70 credit crunch, when 
market share again was lost particularly to direct investments. In the 1950' s bank earnings 
recorded only modest gains, and rates of return on bank capital were extremely low in 
comparison with manufacturing enterprises. There was legitimate concern that commer-
cial banks would not be able to maintain adequate levels of capital owing to relatively poor 
earnings performance, lackluster future prospects, and consequent lack of interest in 
bank securities ( Chart II). In the 1960' s new sources of competition emerged. The com-
mercial paper market, private placements, leases and the intermediate corporate bond 
market vigorously competed for both short and medium term bank loans. Premier foreign 
financial institutions established a presence in the United States market, and major manu-
facturing based enterprises entered the financial services field. 8 The profit squeeze, deriv-

8 In the 1950's and 60's major banks from the United Kingdom, Western Europe and Japan established 
direct business capabilities in the United States market. Most important are bank branches and agencies, 
direct ownership of full service banks, particularly in California and Illinois, and more recently securities 
related activity. 

Entry by non-bank financial intermediaries into banking is well known. Bank ownership by major 
finance companies and thrift institutions is occurring. In the international banking field, in addition to 
non-bank financial intermediary banking involvements, ( American Express is an important case), manu-
facturing corporations have opened up the field-Dow Chemical Corporation's Swiss Bank being the most 
prominent example. The growth of non-bank integrated data processing firms, the appearance of facilities 
management companies, data centers, data banks, and the Federal Reserve's entry into electronic payments 
processing is aimed directly at the traditional commercial bank dominance of payment and financial 
transaction processing. Competition with industrial based enterprise in the congeneric areas brings the 
bank holding company into direct competition with major industrial corporations. General Motors, Ford, 
Chrysler, General Electric, and International Harvester operate major finance companies. Competition in 
the credit card and consumtr credit fields originates from the major petroleum companies and retailers 
( Sears Roebuck, J. C. Penney, etc.). The proliferating involvement of prime industrial and retail corpo-
rations in the financial services field is of major competitive consequence. These involvements extend to 
consumer credit, credit cards, insurance, mutual funds, investment banking, leasing and mortgage finance. 
In these areas, bank holding companies confront the best of enterprise in general in the market place. 
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Source: Economics Department, First National City Bank. 

5 

The graph on the left shows the increase in total debt over the last twenty years as well as the changing com .. 
position of debt ownership. The time interval is divided into three periods and the percentage figures indicate the 
compound growth rates of debt acquisition by the different financial interests as well as for total debt. For 
example, during the period 1960-1965, total debt grew at an annual rate of 7½%, During a similar period debt 
owned by banks and thrift institutions grew at annual rates of 9% and 11½% respectively. The chart on the right 
shows how the percent of total debt (market share) owned by the various entities changed between 1952 and 
1972. For example, the commercial banks' market share of total debt dropped from 29% in 1952 to a low of 25% 
in 1960 before increasing during the 1960's. 
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CHART II 
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Source: FNCB Corporate Profits Tabulations, Historical Summary 1925-1971, Economics Department First 
National City Bank, 1972, New York. ' 
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ing from the changing liability mix continued, particularly for larger and money center 
banks. By the third quarter of 1972, for 331 reporting banks with $100 million or more 
in deposits, interest bearing time deposits accounted for over 50% of total domestic deposits, 
borrowed funds were slightly in excess of 10% of total loans, and interest expense was the 
largest element of total cost.9 

It was inevitable that commercial banks would react to the array of adverse factors 
associated with the post-war business environment. The one-bank holding company 
was the "change agent" that led commercial banking into a new era. In the 1960's, several 
major banks reorganized as one-bank holding companies and established positions in 
leasing, factoring, mortgage banking, and other congeneric areas. The one-bank holding 
company vehicle permitted nationally-chartered banks to enter congeneric businesses dur-
ing a time when non-bank competitors were seeking-through the courts-to prevent 
national banks from entering these fields under the National Banking Act. The thrust 
of this · activity was an attempt to acquire the competence to compete effectively in a 
rapidly changing business environment. The 1970 amendments to the Holding Company 
Act validated this response, ex post facto, as an act consistent with public policy. 

The viability of the bank holding company has been confirmed by the market place . 
Competitive significance in commercial banking has been achieved; diversification is 
being accomplished. As holding companies expand and diversify, institutional differentia-
tion is occurring. At one end of the spectrum are highly-diversified enterprises operat-
ing in world markets; at the other, smaller but equally successful enterprises are found 
offering limited services in an immediate trading area. Well managed holding com-
panies now generate earnings streams and returns on capital which compare more favor-
ably to manufacturing corporations.10 Investment interest in holding company securities 
is rising. Holding companies and their subsidiaries are competing more successfully for 
both financial and human capital, debt, and liquidity in oper. markets to support both 
banking and congeneric operations. Share of market is being stabilized (ref. Chart I). 
The level of management competence has improved as banks have successfully attracted 
able people into their management structures. In the holding company context, com-
mercial banking has re-entered, viably, the mainstream of the private enterprise system. 
A new form of organization, an enlarged business scope, new risk/reward profit dynamics 
and a re-alignment of regulatory relationships are involved. On the whole, these develop-
ments have been constructive, but problems remain. 

9 "How Banks Are Doing," Bank Stock Quarterly, Nov. 1972, p. 4 . 
10 From 1961-1971, earnings per share of 24 leading banks and bank holding companies grew at a compound 

growth rate of 7.5%. During the same period, both the "Dow Jones Industrials" and the "Dow Jones 
Utilities" achieved a compound growth rate of 5.6% in earnings per share and the "Fortune 500 Indus-
trial Corporations" grew at a rate of 6.87%. Keefe Bank Stock Manual, 1972, p. 6, "Fortune 500 Indus-
trial Corporations," Fortune Mazazine, May 1972, Vol. 85, No. 5, p. 189. In 1970 and 1971, rates of 
return on net worth were 10.1 % and 10.8% for Citibank's index of 2,319 manufacturing companies, 
10.4% and 10.6% for all member banks, and 12.4% and 12.7% for 50 leading commercial bank holding 
companies respectively. Source: "Review of 1971 Profits", Monthly Economic Letter, First National City 
Bank, April 1972. 



8 BANK CAPITAL ADEQUACY 

The final assurance that bank holding companies will prove capable of adjusting to 
the present business environment and achieve the larger objective of sustainable competi-
tive vitality is a regulatory posture which is in sympathy with these purposes. A re-
ordering of traditional regulatory priorities and a re-formulation of established supervisory 
norms are necessary. The Federal Reserve Board's capital adequacy standard for com-
mercial banks merits this kind of attention. It is appropriate to suggest a prudent re-
examination of this policy tradition at the regulatory level. Recent amendments to the 
Board's capital adequacy policies indicate that the Board intends to reemphasize a tra-
ditional approach which may not suit contemporary requirements. Application of this 
standard can complicate the constructive cause of banking reform to the detriment of the 
public interest. 

BANK CAPITAL AND CAPITAL ADEQUACY: HISTORICAL PERSPECTIVES 

Bank capital ratios have been declining since the early 1800's. Throughout most of 
the 19th century, banks were heavily capitalized. In the early 1800's capital funds to total 
assets were in the 70% range, but moved to about 20% by 1900. The rapid expansion 
of bank assets during World War I and the economic expansion of the 1920's brought the 
ratio to just under 13%. From the Depression years to 1945 the ratio moved to 6%. In 
the post-war period the ratio adjusted to just under 10% through the 50's before revert-
ing to the present 6-10% range. The ratio of capital to deposits showed a parallel trend, 
running somewhat above the ratio of capital to total assets. In the 1870's the ratio was as 
high as 80%. By 1920, the ratio had dipped just under the 20% level. From a low of 
6% in 1945, the ratio rose before adjusting to the present 6-10% range. The ratio of 
capital to risk assets was nearly 60% in the late 1870's, 25% by 1900, 15-18% in the 1920's 
and in the post-war period reached the present 8-12% range.11 The historical experience 
in this country is that a normative standard of bank capital in relation to assets or deposits 
has not been maintained.12 

The consensus of scholarly research is that the level of bank capital has not been 
causally related to the incidence of bank failure. Historically, banking crises occurred 
in periods of prolonged cyclical instability. Failures resulted from a loss of public confi-

11 Data are taken from Lindow, Wesley "Bank Capital and Risk Assets", National Banking Review, Vol. I, 
No. 1, September 1963. 

12 Foreign banking experience is equally inconclusive. The large money center banks in the United States 
historically tended to have higher capital/deposit ratios than comparable foreign banks. Further, "the 
decline in capital ratios in the United States has had a parallel in almost every foreign country". 

Generally, banks in the Netherlands, West Germany, Switzerland, Belgium and the Scandinavian 
countries have been roughly comparable to equivalent U.S. banks in size of capital accounts, whereas 
banks in the United Kingdom, France and Italy tended to maintain much lower ratios. Conclusions and 
quotation are from Robinson, Roland I., and Pettway, Richard H., Policies for Optimum Bank Capital: A 
Study Prepared for the Trustees of the Banking Research Fund, Association of Reserve City Bankers, 
Chicago, 1967, pp. 25-6. . .. Data for the Robinson and Pettway Study came from Sayers, Richard D. 
(ed. ) Banking in Western Europe, New York, Oxford University Press, 1962, and Great Britain, Report 
of the Committee on the Working of the Monetary System (Radcliffe Report) London, H.M. Stationery 
Office, 1959. . . . Major Japanese banks also maintain lower levels of capital than do U.S. banks. Since 
1967, there have been no material developments which alter these conclusions. 
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dence in the banking system. The level of bank capital has not been established as a 
material factor in determining whether or not banks survived pressures of this nature. In 
periods of stability, bank failure has been caused principally by inept or dishonest man-
agement practices.13 

As public policy progressively succeeded in reducing the amplitude and destabilizing 
effects of the business cycle, regulatory judgement became the more important factor 
bearing on confidence. Loss of regulatory confidence derived primarily from adverse 

13 The weight of scholarly research is overwhelmingly to the effect that the level of bank capital has not been 
a material factor in preventing bank insolvency, and that ratio "tests" for capital adequacy have not been 
useful in assessing or predicting the capability of a bank to remain solvent. Further, the documented insol-
vency experience of the banking system suggests that the important causal factors relating to solvency are 
competence and integrity of management. This evidence is well known, but is summarized here. 

Secrist studied 6784 ratios of capital to deposits for national banks which failed from 1921 to the year 
of failure, and 1221 ratios from 1921 to 1931 for national banks which did not fail. Testing these findings 
against the prevailing regulatory standard that a bank should maintain a capital/deposit ratio of 10% to 
minimize threats to solvency, Secrist found that the ratios were lower for non-failures than for failures, 
that the earlier the time of failure, the higher the average and prevailing levels of capital. "The assertion 
that banks in order to remain solvent must have a ratio of at least 10% is illusory. . . . According to this 
standard, the safer institutions are those first to fail." The same conclusion was reached in regard to the 
ratio of capital funds to total liabilities. Secrist, Horace, National Bank Failures and Non-Bank Failures, 
Bloomington, Indiana, The Principia Press, 1938, as quoted in Cotter, Richard V. "Capital Ratios and 
Capital Adequacy" National Banking Review, Vol. 3, No. 3, March 1966, p. 344. 

Utilizing data for West Coast banks which failed between 1921-33, Cotter used statistical methods to 
test the hypotheses that ratios of capital to deposits, risk assets, and total assets showed significant differences 
in banks which have survived financial panics and depressions and those which did not. Such differences 
were not found among the banks studied. "Thus it was found that the ratios of capital to deposits, capital 
to total assets, and capital to risk assets would not have been useful in determining the need for capital in 
those cases" ( Ibid p. 333). Other studies related to bank insolvency experience during the Depression 
which either omit reference to capital as a factor in insolvency or cite other reasons for bank failure. Federal 
Reserve System, Case Histories of 225 Banks prepared by the Branch, Chain and Group Banking Committee 
of the Federal Reserve System-unpublished, but available in Federal Reserve Libraries, Mosher, Curtis L., 
The Causes of Banking Failures in the Northwestern States, Minneapolis, Federal Reserve Bank of Minne-
apolis, 1930, Popejoy, T. L., "Analysis of Causes of Bank Failures in New Mexico", University of New Mexico 
Bulletin, 1931, Robb, T. Bruce, "State Bank Failures in Nebraska", Lincoln, Nebraska, Studies in Business 
No. 35, April 1934, Rodkey, Robert, "State Bank Failures in Michigan", Ann Arbor: Michigan Business Studies, 
Vol. 7, No. 2, 1935. Additionally, a study by Howard Crosse, formerly of the Federal Reserve Bank of New 
York, of 50 banks, 31 of which failed or were required to recapitalize before re-opening after the Bank Holi-
day, and 19 of which survived the Depression unscathed, showed that "For the banks which were required 
to raise additional capital, the ratio ( of capital to risk assets) averaged somewhat higher ( 22.8) than for the 
banks which survived. For the latter, the comparable figure was 18.7 percent . . .. " Crosse, Ho~ard D. 
Management Policies for Commercial Banks, Englewood Cliffs, N. J. 1962, p. 181. Although one of the 
important figures in influencing the Federal Reserve's ratio approach to capital adequacy, Crosse in testi-
fying in the Continental Bank case on the Depression experience of banks presented examples of banks 
which failed in the Depression and stated, "Their difficulty was not the amount of capital they had, but the 
frozen nature of the assets." Quoted in Hahn, Philip J. "The Conflict in Standards of Bank Capital", 
The Bankers Magazine, Vol. 148, No. 3, Summer 1965, p. 38. Robinson and Pettway conclude that the 
Depression experience does not contain "much of a message for us with respect to capital adequacy .... " 
Robinson, Roland I., and Pettway, Richard H., op. cit. p. 28. 

In the post Depression period, the evidence is even clearer. FDIC experience is the best record on bank 
failures available. From 1934 through December 31, 1968, the FDIC made disbursements to protect deposi-
tors in 473 insured banks, with 1.6 million depositors, with total deposits amounting to $838.7 million. 
99.7% of depositors were fully paid off, representing 97.1 % of total deposits . From January 1969 to April 
1972, 20 banks closed with a total of 129,698 depositors and total deposits of $219.8 million. In 9 cases 
deposit liabilities were assumed by the FDIC resulting in no loss to depositors; in the remaining cases, 
depositors were paid up to the total insured amount and assets assumed in receivership. Distributions 
"therefore are expected as a whole to approximate our averages". All failures have involved smaller banks; 
causes of bank failure have been wholly related to incompetent or dishonest management practices. "There 
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appraisals of bank solvency through the examination process.14 Capital adequacy has been 
a principal factor in these assessments. 

The transition from note issue to deposit based banking took place in the 50 year 
period after the Civil War. During that time, deposit liabilities rose seven times as fast as 
notes in circulation. The first explicit regulatory approach to capital adequacy was logi-
cally conceived as a relationship between capitalization and deposit liabilities. At the turn 
of the century, the familiar 10% capital to deposit ratio was well established. By the late 
30's, as a consequence of the World War I and the Depression experience, nearly all banks 
fell below the 10% standard. In the late 30's, the Federal Deposit Insurance Corporation 
began to use a capital to total asset ratio in place of capital to deposit ratio. During the 
Second World War, the inflation of bank assets, primarily riskless government securities 
associated with war financing, rendered the total asset test obsolete and regulatory focus 
on the ratio of capital to risk assets ( which excluded government securities) emerged as 
the prevailing benchmark. Originally a 20% ratio was considered sufficient. The capital-
risk asset standard evolved in recognition of the material difference in default risk between 
government securities and loans. During this period the concept of capital adequacy 
became associated with risks inherent in the earning asset portfolio. This relationship 
remains dominant in regulatory policy. 

In the 1950's, stimulated by research in the industry, Federal Reserve regulators moved 
to a capital to adjusted risk asset approach to capital adequacy, which related capital funds 
to risk assets, computed as total assets less a more broadly defined category of relatively 
riskless assets; the standard usually applied was $1 of capital funds required for $6 of risk 
assets on the balance sheet. 

have been no banks in recent times that were closed principally because of economic factors" Barnett, 
Robert E., Assistant to the Chairman, Federal Deposit Insurance Corporation, "Anatomy of A Bank Failure". 
The Magazine of Bank Administration, Vol. 48, No. 4, April 1972, pp. 20-21. 

In the tradition of Cotter's work, Vincent R. Apilado and Thomas G. Gies tested statistically the appli-
cability of the Federal Reserve Bank of New York's adjusted capital risk asset tests for capital adequacy 
and an excess capital approach as defined by Cotter on 1969 data covering a sample of 90 successful banks 
and 43 banks that failed over the 1960-69 period. The overall results show that the Federal Reserve Bank 
of New York's formulation "does not clearly show, particularly at the group level, that banks that failed 
would likely be capital deficient at the time of failure". The authors found an excess capital approach 
( excess capital defined as total capital accounts less capital stock) to be more promising, as did Cotter, but 
concluded that for aggregate comparisons on a group basis the significance of the predictability was "spotty" 
and noted the impracticality of the concept. In summary, the authors state "It cannot be unequivocally 
concluded . . . ( from this study) that ratio analysis is useful in measuring capital adequacy" Apilado, 
Vincent R. and Gies, Thomas G. "Capital Adequacy and Commercial Bank Failure", The Bankers Magazine, 
Vol. 155, No. 3, Summer 1972, pp. 24-30. 

The conclusions from these data are that bank failure cannot be attributed to particular standards of 
capitalization that have been maintained. In the Depression banks failed because they became illiquid as a 
consequence of the deterioration in asset portfolios. In more normal conditions, incompetent management 
practices were the primary cause of failure. 

14 To quote Crosse, "The primary function of bank capital funds is to assure both the public and the bank 
supervisor ( especially the latter) that the bank is in a position to withstand whatever strains may be placed 
upon it" Crosse, Howard D., op. cit. p. 159. 
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In 1952, the Federal Reserve Bank of New York established its present formulation 
which categorized all assets according to risk and assigned capital requirements to each. 
Minimum capital required was defined as equal to 100% of computed capital require-
ments; banks with capital funds of over 125% of requirements were rarely questioned. 

The adjusted risk asset approach was carried out to an additional dimension by the 
Federal Reserve Board, which in 1956 adopted an adjusted risk asset approach together 
with a liquidity test for capital adequacy which required more capital from banks which 
were less liquid. Non-balance sheet factors were also considered. In March 1972, the 
Board proposed amendments to the 1956 standard, the refinements reflecting an ex post 
analysis of the credit crunch experience of 1969-70.15 The evolution of the capital to 
adjusted risk asset standard for capital adequacy and its later modifications represented an 
endeavor to carry the ratio approach to higher degrees of sophistication. Greater com-
plexity in the concept resulted. 

In 1962, the Comptroller of the Currency departed from the prevailing regulatory 
standard by officially de-emphasizing traditional ratio analysis as an approach to capital 
adequacy in favor of a focus on managerial performance articulated in general guidelines 
appropriate for banks operating in normal conditions.16 

15 The Board of Governors' 1956 and 1972 capital analysis forms are reproduced in Appendices I and II. 
These will be discussed in detail in a later section. 

16 The Comptroller of the Currency's present approach to capital adequacy was succinctly summarized by 
Charles Van Horn, Regional Administrator of National Banks for the Second Region in a speech 
reported in the American Banker, August 2, 1972. 

"The traditional capital-to-risk assets and capital-to-total deposit ratios are no longer relied 
upon, because such arbitrary formulas do not always take into account important factors. 

"In evaluating capital adequacy, the Comptroller's Office considers the following factors: the 
quality of management; liquidity of assets; the history of earnings and of the retention thereof; the 
quality and character of ownership; the burden of meeting occupancy expenses; potential volatility 
of the bank's deposit structure, the quality of operating procedures and the bank's capacity to meet 
present and future financial needs of its trade area, considering the competition it faces. 

"In addition, we use a formula which relates capital to the volume of loans and discounts. 
In making the calculation, the numerator is gross loans and discounts. Total capital accounts, 
including reserves, are the denominator. This loans-times-capital ratio is a first, quick test of 
capital adequacy. Where gross loans exceed seven times the total capital accounts, the bank is 
scrutinized more closely. 

"Application of any-rule-of-thumb obviously requires- judgement. The Comptroller's Office 
analyzes the loan portfolio for quality and liquidity, Such loans :is commercial paper, brokers' 
loans, municipal loans and loans guaranteed or insured by the United States Government are taken 
into consideration, By carefully evaluating all relevant factors, we avoid penalizing well-managed, 
profit-conscious banks. 

"Earnings are extremely important from a supervisory standpoint. Generally, a bank with a 
good earnings record is in a position to do better in five vital areas: ( 1) pay adequate salaries and 
thus attract and retain executive talent; ( 2) withstand a shrinkage in asset values; ( 3) raise new 
capital because of greater investor appeal; ( 4) permit the payment of competitive interest rates 
on deposits; and ( 5) support investment in modern and efficient premises, fixtures and equipment. 
A good-earning bank is a more viable competitor and normally, a more progressive institution 
overall. 

"A bank's asset quality is measured initially by relating the aggregate volume of assets classified 
Substandard, Doubtful or Loss, to gross capital funds, including reserves, Each bank is assigned 
to one of four categories. 

"Generally speaking, banks with total classified assets of less than 20% of gross capital funds 
receive an "A" rating. Banking, after all, is a risk business and the evaluation of credit involves 
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Currently, regulatory opinion is deeply divided on the issue of capital adequacy. In 
essence, the Federal Reserve Board's adjusted risk asset/ liquidity approach quantifies 
capital required to protect a bank under abnormal conditions. Additionally, non-balance 
sheet factors are weighed in judging the bank's capital position. The Federal Deposit 
Insurance Corporation continues to rely on a ratio of capital funds, net of investments in 
fixed and substandard assets, to average total assets. The Comptroller of the Currency 
de-emphasizes static ratios, relying instead on guidelines for appraising management 
performance and viewing the bank as a going concern under normal conditions.17 Prac-
tice in state and various Federal Reserve jurisdictions varies widely, but in general is more 
in line with Board and FDIC standards than those of the Comptroller of the Currency. 

judgment. It is certainly no reflection upon management or the directors if an examiner criticizes 
a moderate volume of the bank's assets. 

"When classified assets amount to more than 20% but less than 40% of gross capital funds, 
banks earn a "B" rating. At this point, the board of directors usually receives a letter from the 
Regional Administrator directing attention to the volume of criticized assets and requesting to be 
advised as to actions taken or contemplated to rectify the weaknesses cited in the report. 

"A "C" rating goes to banks with classified assets aggregating more than 40% but less than 80% 
of gross capital funds, and a "D'' rating to banks with classified assets in excess of 80% of gross 
capital funds. With few exceptions, a bank in the "C" or "D" category, with classified assets equal 
to 40% or more of the capital structure, constitutes a so-called "Problem Bank". 

"In connection with the examination of "C" and "D" banks, a National Bank Examiner usually 
convenes the board of directors to appraise them of the situation and to obtain assurances that 
corrective measures will be instituted. Incidentally, examiners' meetings with directors are not 
limited to "Problem Bank" situations. National Bank Examiners are always pleased to meet with 
directors at the conclusion of an examination. Such meetings give the directors and officers of 
National banks the benefit of seeing their banks through the examiner's eyes. 

"Only after weighing capital adequacy and asset quality is management assigned a rating. 
It would clearly be difficult to assign the highest management rating, "Strong", in a bank which had 
a heavy volume of classified assets, inadequate controls and safeguards, violations of law, or inade-
quate capital protection. Conversely, it would not be consistent to give management a rating of 
"Poor", the lowest rating in a bank free of asset, operating or capital problems. 

"In judging the qµality of management, we take into consideration the overall condition of 
the ?ank, its liquidity position, its earnings compared with banks of similar size, the adequacy of its 
credit files, the effectiveness of collection efforts, the quality and distribution of the investment 
account, the adequacy of internal controls, the efficiency of operations, provision for management 
succession, and the bank's service to the community. 

_"Based largely upon the combination which results from the earlier evaluation of capital, asset 
quality and management, a group or composite rating is assigned to each examination report. 
. "G_roup # 1 banks are sound in every respect. Fortunately for supervisors, most banks fall 
mto this category. 

"Group #2 banks have one or more unfavorable factors, such as asset weaknesses ranging from 
mo_derate_ to moderately heavy, inadequate capital, or less-than-satisfactory management. This 
ratmg might also apply when certain special factors prevail such as lack of adequate supervision 
by _the directors, detrimental domination by one or more persons, significant deficiencies in auditing 
or mternal controls, or unfavorable effects resulting from local economic conditions. 

"Group #3 banks are characterized by an excessive volume of asset problems in relation to 
capital, serious management deficiencies, exposure to extremely adverse local economic conditions or 
a combination of these or other problems which could reasonably develop into a situation urge~tly 
requiring emergency aid from shareholders. 

"Group #4 banks are confronted with asset problems of an extremely serious nature and with 
gross ~a~equacy of ma1;1agement_ and directorate so that shareholder aid is urgently required. If 
such aid 1s not forthcommg drastic supervisory measures appear to be warranted." 

17 Summary taken from Mayne, Lucille S. "Impact of Federal Bank Supervisors on Bank Capital", The Bulletin, 
New York University Graduate School of Business Administration, Institute of Finance, Nos. 85-86 Septem-
ber 1972, pp. 9-12. ' 
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An absolute standard of capitalization has not been characteristic of commercial bank-
ing, nor have regulatory approaches to capital adequacy converged to a generally accepted 
position. Levels of capitalization appear to have had no causal relationship to incidence of 
bank failure. The historical record documents a secular trend of asset and deposit growth 
in excess of levels of capital; bank capitalization has tended to adjust materially in periods 
of structural change in the economy or in the industry with regulatory standards adapting 
ex post facto. 

THE FEDERAL RESERVE BOARD'S CAPITAL ADEQUACY STANDARD 

The Federal Reserve Board's approach to capital adequacy bears particular examina-
tion, since it is the present controlling standard for all banks in holding company systems.18 

The Board views bank capital as necessary to acquire premises and other fixed assets, but 
more importantly as providing protection against the threat of insolvency arising from 
materially adverse disposition of assets, shrinkage of deposits or other liabilities, and/ or 
occurrence of loss from trust operations and other contingencies. The function of capital is 
to protect a bank in abnormal conditions to assure that the institution is not forced to close 
its doors to the public. In general, equity capital instead of debt capital is preferred. 

The Federal Reserve Board's 1956 standard quantifies the capital provision necessary 
to protect against asset disposition by applying judgementally differentiated ratios against 
asset values on the balance sheet. On the liability side, volatility ratios are applied to the 
liability accounts to derive total gross capital provision required for liquidity purposes. 
From the total gross capital provision for liquidity is subtracted the liquidity inherent in 
segments of the asset portfolio-less capital provision-to derive net capital required for 
liquidity purposes. Capital provision required to cover trust department liabilities ( 300% 
of gross earnings )-if any-and other contingent factors peculiar to the bank are added to 
the total requirement for capital. 

The general capital adequacy test compares the amount of actual capital funds 
( capital, surplus, undivided profits, and all other reserves except depreciation and amorti-

18 Ref. footnote 7. There is abundant evidence that the Board has exercised its general authority under the 
Holding Company Act to assure compliance with its standard of capital adequacy. This antedates the 
passage of the 1970 amendments to the Act. The Board has used its authority to rule on the financial 
condition of bank holding companies to express judgements on the capital position of both holding 
companies and subsidiary banks. In several cases, the Board has approved applications under the Act only 
on the condition that equity capital or debt position be improved or strengthened ref. Bulletin 1968, 
Sll, 515, 773-775; 1969, 6ll, 612-13, 962, 964; 1970, 291, 293, 845, 847; 1972, 298, 299. When the 
Board has deemed the situation sufficiently serious, it has denied applications ref. Bulletin 1964, 1261, 
1263; 1966, 971. There is evidence of a growing concern by the Board with the capital position of 
bank holding companies. For example in approving the application of Michigan National Corporation's 
application to form a bank holding company, which included 5 national banks, the Board expressed 
"serious concern over what it considered to be the inadequate capital positions of the proposed subsidiary 
banks" ... and the "Board's view that the capital position of each of the banks should be improved 
without delay" ref. Bulletin 1972, 804. In denying the North Shore Capital Corporation's applica-
tion to become a bank holding company, the Board's action was based principally on what it regarded 
as excessive acquisition debt and the need for "an infusion of capital" for the proposed subsidiary bank 
"to what the Board deems to be an acceptable level". The Board observed that the applicant had been 
"unreceptive" to the suggestion ref. Bulletin 1972, 809. Other cases of approvals conditioned on effecting 
increases in capital can be cited ref. Bulletin 1972, 812-814, 817-818, 819-21, 826-7, 827-8, 829-31, 836-7. 
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zation reserves) with required capital computed as the sum of capital provision for fixed 
assets, asset protection, liquidity, trust operations and other contingencies. A ratio of 
actual capital to required capital of 80-85% or better for well managed banks has in 
practice been deemed adequate. If actual capital is significantly less than required capital, 
the presumptive judgement is that the level of capital is below standard and corrective 
action is called for to increase capital. 

The 1972 revisions to the Board standard extend the 1956 approach to a more 
conservative extreme. Asset categories are redefined by separating secondary reserve 
assets into a distinct category calling for separate treatment for capital purposes. Asset 
classifications are more conservative. Asset risk factors are separated into "credit risk" and 
"market risk", the former involving loss exposure arising from credit considerations, the 
latter from value deterioration owing to adverse external market factors governing asset 
disposition. The conceptual approach to capital provision for liquidity is unchanged. 
Capital requirement ratios are more conservative in the 1972 form in comparison to 1956 
standards. Capital provision for trust operations is reduced from 300% to 200% of gross 
trust earnings. Capital provision for special factors is continued. An additional capital 
requirement of 2% of adjusted net assets ( computed as total assets net of assets classified 
doubtful or loss) appears, Total required capital is defined as the sum of capital required 
for asset-related market risk, for asset-related credit risk, for total assets and gross trust 
earnings and for special factors. The liquidity calculation compares total liquidity require-
ments from liabilities against net liquidity available from assets, after provision for credit 
and market risk. The liquidity aggregation from net assets may not exceed the total 
liquidity required for capital purposes; a short-fall of net liquidity in reference to require-
ments would call for additional capital funds. 

The total capital requirement calculation is compared against the "adjusted capital 
structure" of the bank ( total capital accounts plus reserves on securities and loans, minus 
assets classified loss and 50 % of assets classified as doubtful) and to "adjusted equity 
capital" ( adjusted capital structure minus debt capital). 

Capital ratios to adjusted total assets and total deposits are re-introduced. "Adjusted 
capital structure" as a percent of total assets ( total assets minus primary reserves, U. S. 
Treasury and agency securities) and total deposits are computed and adjusted equity 
capital as a percentage of total assets and deposits are calculated. 

The intent of the 1972 amendments is to create a bias to more conservative levels of 
capitalization and to favor equity capital as opposed to debt capital in banks. The Board's 
standards for judgemental interpretation of the 1972 Board form are not known. The 
conservative modifications in the 1956 standards and the formal reintroduction of the 
traditional capital ratios are most significant. 

The implicit assumptions of the Federal Reserve's analytic methodology (in both the 
1956 and 1972 standards) need to be recognized. For capital adequacy purposes, banks 
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continue to be viewed in static terms. Incidence of major adversity in the business environ-
ment is pre-supposed. "Worst case" probability assumptions establish the magnitude of 
the ratios applied to assets, liabilities, and the capital provision formula for trust operations 
and other contingencies. The ratios applied to assets and liabilities, and the aggregate 
capital-asset/ deposit ratios have presumptive validity for all banks. The implicit govern-
ing perspective is that banks are in essence public utilities to be sufficiently capitalized to 
assure solvency and the continuation of essential services notwithstanding occurrences 
of crisis proportion. 

The presumptive current mandate of public policy is that commercial banking in the 
holding company context is to re-enter the mainstream of private enterprise, diversify into 
related fields, and compete in the market place. It follows that public policy requires that 
banks be regulated in terms generally appropriate to private enterprise. Most enterprises 
operate as going concerns and are measured in terms of profit results and rates of return 
on capital. A capital adequacy standard which posits the level of capitalization as that 
necessary to protect a business against the incidence of simultaneous "worst case" loss 
experience in all categories of risk is at variance with the view of banking as an on-going 
business enterprise. Capital in an on-going business must be sufficient to anticipate periods 
of relative difficulty and provide a prudent margin of safety; a business which maintains a 
level of capital sufficient to withstand judgementally exaggerated risks of ruin will incur 
competitive disadvantage in the market place. Earnings performance cannot be overlooked 
as a factor of paramount importance to bank capitalization. 

Finally, it must be recognized that the liquidation, volatility, and other contingency 
ratios employed to compute capital requirements reflect judgemental standards instead 
of the business experience of a prudently managed enterprise. The effect of the Board's 
test( s) of capital adequacy is to create a bias for all banks to capitalize to the lowest 
standards of competence, the highest standard of risk, and to disregard the factual differ-
entiation in business performance that is now characteristic of commercial banking. The 
structure of the financial system and of commercial banking are changing at a rapid rate. 
It is consistent with historical experience to anticipate that standards of capital adequacy 
will adapt to these new realities. A re-assertion of traditional and in some cases discarded 
standards, which issue from an obsolete public policy definition of commercial banking, 
can only inhibit the ability of a bank to adjust to the new environment in which it now 
competes. 

Tow ARD A REDEFINITION OF CAPITAL ADEQUACY 

Regulators presently perceive banks as core businesses of bank holding companies. 
Presently, the typical holding company is dominated by the balance sheet and profit and loss 
results of subsidiary bank( s); dividends from the bank( s) are a major factor in the holding 
company's cash flow, essential to the financing of acquisitions and to the servicing of 
dividend payments and debt. Over time the bank( s) ought to be viewed as an important 
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business in a holding company portfolio, together with consumer finance companies, leasing 
companies, mortgage banks, etc. In the latter position, the financial condition of the hold-
ing company is strengthened by dividend payments from the larger investment portfolio; 
the long-run role of the holding company is to maintain appropriate levels of capital in 
subsidiary businesses, including banks, and to stand ready to provide additional support 
in case of need.19 

The overriding objective of regulatory policy must be to prudently promote the 
evolution of banks and bank holding companies in pro-competitive terms. Cognizance 
must be given to the fact that banks can only perform the intermediation function by 
competing against a formidable array of competitive bidders for funds in the money and 
capital markets. Success in the market place necessitates management of banks to pru-

. dently maximize earnings and return on capital. As appropriate, weight must be given 
to the supportive role of the parent holding company in determining capital adequacy 
for subsidiary bank ( s). 

From this point of view, the functions of bank capital are two-fold: first to permit 
acquisition of the institutional structure necessary to perform the intermediation function 
and provide related services, and second in conditions short of total economic collapse 
to provide protection against unanticipated adversity leading to loss in excess of normal 
expectations. The capital provision against excessive loss permits the bank to continue 
operations in periods of difficulty until a normal level of earnings is restored.20 

The first function is self-validating and consistent with the Board's current formula-
tion. Capital funds permit an enterprise to acquire the physical and skill base to compete 
in the markets it chooses to enter. It is legitimate to expect the shareholders, as prin-
cipals at interest, to finance these requirements. Banks, as enterprises, require capital 
funds for the same purposes and it is the shareholders' responsibility to provide them. 

The second function of capital requires precise definition. There are six generic risks 
in commercial banking which occasion loss, or stated another way, negative claims on 
earnings and capital. These are: credit risks, losses arising from externally-or internally-
caused deterioration in the quality of earning assets; for purposes of this discussion, the 
proxy for credit risks is assumed to be the loss experience in the loan portfolio; investment 

19 Articulation of this position can be found in Bulletin 1972, pp. 301 and 717. 

20 Stated another way, capital permits a bank to absorb losses while earning its way out of difficulty. The 
pivotal relationship between earnings and solvency is avowedly emphasized by these definitions of 
capital functions. Regulatory bias tends to view "profit maximization" as imprudent, because it leads 
banks to assume a higher than desirable level of risk which can cause future problems. Factual cases 
exist to illustrate the point. Excessive risk taking and profit maximizing managerial behavior are properly 
associated with institutions not recognized as business enterprises. Since banks now are compelled to 
compete as enterprises, risk taking and profit maximization must be accepted as integral to bank manage-
ment processes. The regulatory psychology must empathize with management's view of the world in 
these terms. The post-war experience, particularly in the 50s, confirms that inhibiting risk-taking and 
profit maximization functions at the regulatory leve_l can only cause banks to lose ground to competition 
in the market place; and over time the demise of the banking system as a viable vehicle of intermediation 
is involved. Managers of banks are employed to assume and manage risks and they must be permitted 
to seek the verdict of the market place in validating or invalidating performance in this regard. 
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risks, defined as losses in the principal values of bank investments, primarily the securi-
ties portfolio and fixed assets; liquidity risks, losses arising from financing mismatches in 
the tenor of assets and liabilities and from liquifying assets or switching liabilities in 
adverse market conditions to meet liquidity claims; operating risks, losses arising from 
operating errors, inefficiencies, and other contingencies which are uninsured and chargeable 
to earnings and capital funds; fraud risks, losses arising from the malfeasance or dishonesty 
of staff and customers; to the degree that these risks are not insured, contingent claims on 
earnings and capital are involved; and fiduciary risks, losses arising from the improper dis-
charge of fiduciary responsibilities. In most businesses, risks of loss are both known and 
predictable and unknown and unpredictable in terms of frequency of occurrence and 
magnitude of exposure. Loss of both types inheres in each of the generic categories of risk. 

Little progress has been made in systematically analyzing the recurrent loss experience 
associated with commercial banking. Instead, attention has focused on losses related to 
crisis periods. Incidence of loss in banking exhibits reasonably regular patterns. In stable 
market conditions portfolio and operating losses tend to occur within narrow ranges of 
amplitude, and losses related to the investment portfolio, management of the liquidity 
position, operating error, fraud and fiduciary risks tend to be negligible. Unanticipated 
loss tends to rise in periods of instability in all categories of risk; more importantly, unan-
ticipated loss tends to occur in random sequence. The concept of capital adequacy should 
properly derive from the analysis of risk dynamics and loss phenomena in the business. 
In these terms two general "tests" of capital adequacy can be suggested. 

The first is the degree to which current earnings ( after taxes, accounting provision 
for losses, other charges to reserves and net of dividend payments) cover anticipated 
losses, estimated as a continuation of "normal", historical loss experience, on the assump-
tion that stable business conditions prevail. A proposed "earnings test" for capital ade-
quacy requires that annualized current earnings be equal to at least twice the amount 
of actual loss anticipated by management. The "two for one" earnings test warrants 
that earnings coverage to this extent provides a reasonable cushion. Actual loss is 
computed as the five year moving average of total charges to loan and other contingency 
reserves expressed as a percentage of total risk assets net of cash and due from banks modi-
fied by a variable representing management expectations concerning departures from the 
historical mean as indicated by future business plans, as well as known factors in the 
environment. 21 

21 A five year moving average of net losses ( defined as total net charges to all reserves) expressed as a 
percent of average total assets less cash and due from banks is the basis for estimating total net losses 
in the current year. The average loss factor is applied to average total assets less cash and due from banks 
for the current period in order to gain an estimate of total net losses consistent with historical experience. 
Management can recognize that actual net losses during the current year will show some variance with 
respect to the calculated value for average historical losses. To capture this variability, a multiplicative 
relationship can be established between historical loss and expected actual loss. For example, assume 
that by employing the moving average formulation net losses were determined to be $25 million. Using 
the assumption of a triangular distribution for the multiplicative factor, N, management can define its 
expectations for current net losses in terms of the average net loss value experienced historically. The 
distribution for N is described in terms of low, most likely and high estimates equal to .8, 1.5 and 4 
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The second proposed test of capital adequacy is the extent to which capital funds 
( capital, surplus, undivided profits, and all reserves except depreciation and amortization 
reserves) cover "unexpected" losses, expressed as a deviation from average historical loss 
expectations by a prudent margin, say a factor of two. Capital funds aggregating to twenty 
times twice the average value of historical loss experience ( as computed above) can be 
regarded as providing a reasonable margin of protection against unanticipated loss.22 

respectively. In numerical terms, management's expectations regarding actual net losses in the current 
period would range from a low of $20 million ( .8 X $25MM) to a high of $100 million ( 4 X $25MM) 
with the most likely amount being $38 million ( 1.5 X $25MM). Expected actual loss in the current 
period is calculated by multiplying the expected value of N ( E ( N ) is ¼ ( .8 + 1.5 + 4.0), equal to 
2.1) times the value of average historical loss (2.1 X $25MM = $53MM). The expected value of N can 
be confirmed in a practical sense within a simulation framework and represents a valid proxy for the 
numerical value of N utilized to determine the expected actual loss. 

In graphic terms the distribution for N is illustrated as follows. 

I 
Probability - P (N) 

I 
I 

/ 
I 

I 

(Expected value for N is 2.1) 
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P ( N) on the vertical axis represents the probability of N. N is measured along the horizontal axis and 
management has said in effect that the probability of N falling between .8 and 4 is I or P ( .8~N ~4) 
= 1. 

The curve as drawn evidences a triangular distribution pattern. Obviously this is an implicit assump-
tion. A more sophisticated mathematical-statistical approach would be required to establish the true nature 
of the observed distribution of N. However, in the real world, management of an enterprise cannot totally 
risk business solvency by literal adherence to a theoretical formulation. Management has no choice but to 
anticipate risk in expectational terms based on past experience, what is known, probabilistically, about thB 
future and allow for a prudent margin of error. Random values of N, within the limits imposed by the 
distribution, can be produced and evaluated within the confines of a simulation model. A simulation model 
also can provide a framework for evaluating extreme values of N since the probability of generating extreme 
values with a random draw mechanism is very low. Simulation techniques can be utilized as a cross check on 
management's expectational assumptions as well as to permit management to work toward more precise 
insights about future loss experience. The case for the use of expectational considerations is not dependent 
upon theoretical satisfaction of the risk distribution question but the nature of the assumptions must be 
clearly understood. A simulation model which fully elaborates the approach is presented in appendix III. 

Another way to analyze the problem is to express net losses as a percent of average total assets less 
cash and due from banks. Suppose, on average, net losses equal 0.5% of average total assets less cash 
and due from banks. Using the previous range of values for N, expected actual net losses would range from 
0.4% ( 0.8 X 0.5%) to 2% ( 4.0 X 0.5%) of average total assets net of cash and due from banks. The expected 
value of actual losses would be 1.05% ( 2.1 X 0.5%), representing $1.1 million of pre-tax losses for every 
$100 million of average total assets less cash and due from banks forecasted. 

22 The capital cushion or "rule of twenty" test can be illustrated in additive terms to the example utilized 
in Footnote 21. If average historical losses are $25 million and N is within a normal range, the "rule of 
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The "rule of twenty" test applies as a minimal level of capital required provided a 
bank meets the following preconditions; first, the "two for one" earnings test is satisfied;23 

second, that management performance is rated superior by the regulators;24 and third, 

twenty" test requires that there be sufficient capital to cover twenty times twice the average historical 
loss or N = 20 X 2 = 40. Capital in this instance would have to exceed $1 billion ( 40 X $25MM) to 
satisfy the "rule of twenty" test. 

An illustrative example using the triangular distribution with the high value of N is outlined below. 

normal case . 8 < N < 4 E(N) 2.1 

Probability - P (N) 

extreme case . 8 < N < 40 E (N) 14.1 

10 ••••••••• 40 
.8 4 5 6 7 

N 

By moving the high value from 4 to 40 the expected value of N increases from 2.1 to 14.1 with the 
expected value of actual losses increasing from $53 to $353 million. The result of spreading out the 
distribution is to increase the probability that significant losses will be realized. For example, every 
$100 million of average total assets less cash and due from banks forecasted would result in expected losses 
of $7.1 million ( 14.1 X 0.5% = 7.1 X $100MM = $7.IMM) as opposed to $I.I million in the normal case. 

In the extreme case ( N = 40 ) , the required level of capitalization could run quite high depending 
upon loss experience. If loss experience reached the 1% level than the "rule of twenty" test would require 
capital equal to 40% ( 40 X 1.0%) of average total assets net of cash and due. This is excessive in real 
terms and tends to work against banks with small footings if a significant loss occurs. It is impractical to 
expect a 40% level of capitalization even though this in fact may be prudent to protect the smaller bank, 
with a highly concentrated loan portfolio. In these cases the regulators may place an upper bound on 
the "rule of twenty" test which limits total capitalizations to 20% of average total assets net of cash and 
due, provided that other factors are favorable. 

23 Current earnings significantly in excess of the "two for one" test would obviously permit greater 
flexibility in management of the capital account and the cash flow of the bank. For example assume 
average historical losses in year (t) are $20 million, and expected net earnings are $100 million, in 
excess of anticipated loss by a ratio of 5: I; aggregate capital funds required total $800 million 
(2 X $20MM X 20). At the end of the year management would have $80 million in surplus undivided 
profits. After allowing for forecasted earnings, losses and asset growth in the following year ( t + I ) , 
management options then exist to increase dividends, build up capital, seek acquisitions, etc.; on the 
other hand, if earnings were O in the year t, and losses were $20 million, required capital would be 
deficient both in the current year ( t) and in the following year ( t + 1); management would doubtless 
have to raise capital in these instances. 

Another possibility in the first case would be to temporarily reduce capital during year ( t) in 
anticipation that earnings in year t would be retained to restore capital to the prudent limit of 40 
times average historical losses. A strong earnings performance would permit this to occur without 
jeopardizing the capital position of the bank. 

24 Management "rating" in this sense involves assessments as currently made by the Comptroller of the 
Currency and the Federal Reserve Examiners, ref. footnote 16. Relevant considerations are the over-
all condition of the bank's liquidity position, earnings compared with banks of similar size, the 
adequacy of credit files, the effectiveness of collection efforts, quality and distribution of the invest-
ment account, the adequacy of internal controls, efficiency of operations, provision for management 
succession, and the bank's service to the community. 
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that known adverse contingent claims on capital in the form of loans classified sub-
standard, doubtful or loss, and other known potential write-offs are not in excess of 50% 
of total capital funds. 25 A supplementary requirement of the "rule of twenty" test relates 
to asset/liability concentration factors. A proposed rule of prudence is that the total 
capital cushion must increase by 5 points for every risk asset/liability concentration by 
industry/customer group in excess of 10% of total non-bank private risk asset/liabilities 
respectively.26 The two tests for capital adequacy and three pre-conditions operate subject 
to the constraint that total capital requirement is not less than 5% of average total assets 
net of cash and due from banks and not more than 20% of total assets net of cash and 
due from banks.27 

The proposed capital adequacy tests are applicable to banks operating in conditions 
short of total collapse of the financial system. It is recognized that regulatory opinion 
maintains that the level of capital must be sufficient to assure solvency in these conditions; 
reappraisal of this point of view is needed. 

Prudence dictates that bank management anticipate recurrent crisis. In the absence 
of countervailing action by the monetary authorities, disaster conditions carry the risk of 

25 This pre-condition is consistent with the approach of the Comptroller of the Currency utilized in 
assessing a bank's loan portfolio for capital adequacy purposes, ref. footnote 16. The purpose of the 
requirement is to anticipate difficulty as it becomes known to management through external or internal 
audit processes. The proposal is that when substandard assets ( assets classified sub-standard, doubtful, 
or loss), and/or other potential write-offs aggregate to 50% of capital funds, a review of the bank's capital 
account is triggered and appropriate remedial action is to be initiated. This "trigger condition" is broader 
in scope than the Comptroller's formulation since it includes potential losses arising from investment, 
liquidity, operational, fraud and fidelity risks as well as from credit risks. The trigger condition is designed 
to assure the maintenance of timely audit coverage of the bank's operations and permit maximum lead-time 
to work out of emerging difficulties. 

26 As an illustrative case, a bank satisfying the earnings test, management performance, and "trigger" condi-
tions, would be required to maintain a capital provision of 20 times twice the average value of historical 
losses, provided the loan portfolio did not contain an industry loan/asset concentration in excess of 10% of 
total non-bank private risk assets or a non-bank private liability concentration ( from deposits or borrowings) 
of the same amount. If one such concentration existed, the rule of twenty requirement would require 
total capital funds to aggregate 25 times twice the average value of historical losses; if an asset/liability 
concentration exceeded 20% of risk assets, the test would require maintenance of 30 times twice the 
average value of historical losses. 

In evaluating concentration factors in the asset/liability structure definitional precision and prudent 
regulator judgement would be required. Utilization of established business loan and liability classification 
formulae for reporting purposes would be a prudent point of departure. Personal credit extended to a 
widely diffused set of borrowers probably need not be given as much analytic weight in the regulatory 
judgement. 

Clearly, concentration factors could escalate the capital cushion requirement to excessive impractical 
levels of capital on a formula basis. Again a maximum of 20% of capital to total assets net of cash and 
due from banks might be prudently accepted as a maximum condition for those banks deemed excessively 
vulnerable to solvency problems owing to concentration factors. 

27 The maximum ratio condition of capital funds not to exceed 20% of total assets net of cash and due from 
banks established a prudent limit to which bank capital can be extended by formula. A bank which is 
required, by formula, to maintain a higher level of capitalization is either substandard in risk terms or is 
not in a position to shift assets or defend against liquidity pressure to any significant degree. This is in 
fact the real world of banking. This degree of vulnerability would require careful continuing management 
attention, or the ready availability of external assistance should adverse conditions materialize. The mini-
mum 5% condition is intended to set a prudent "floor" to assure that significant capital is maintained in 
the business. If actual losses over a five-year period are zero or trivial, obviously the proposed formulation 
will require only nominal capitalization. In practice most banks will fall within the ranges. Regulatory 
judgment at the extreme conditions will obviously be needed to establish reasonable standards for the par-
ticular banks involved. 
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massive deposit/liability shrinkage and totally illiquid asset portfolios. In these circum-
stances capital funds aggregating to not less than 100% of total liabilities, held in cash, 
are required to prevent insolvency. Since the banking system operates on a fractional 
reserve basis, a capital cushion to this extent is, by definition, not available. It is time 
to draw the realistic conclusion that in environments which bring the financial system close 
to collapse, the only recourse of all institutions-including banks-is to the capability of the 
authorities to manage the economy out of crisis. Public confidence is and must be retained 
by the general expectation that the authorities will not hesitate to act in this manner. In 
severe cyclical swings caused by economic policies, the authorities must assume respon-
sibility for public confidence in the financial system. This does not mean that govern-
ment is expected to bail out mismanaged institutions; but neither should financial institu-
tions be expected to be so over capitalized as to bail out government's mismanagement of 
the economy. As a matter of fact and practicality, the economic disaster case should be 
excluded as a relevant scenario for capital adequacy purposes. More positively, the range 
of conditions which is operative for the proposed tests of capital adequacy extends from 
conditions of external stability or "normalcy" to conditional severity short of the peak 
pressures experienced in the credit crunch of 1969/70.28 

The proposed capital adequacy tests are demonstrably responsive to the need of 
relating capital adequacy to the six generic categories of risk, referred to previously. 

28 The experience of the credit crunch of 1969/70 provides a basis to measure the capacity of the financial 
system to withstand crisis. Severe inflationary pressures triggered by expansive monetary and fiscal policies 
associated with the Vietnam War, brought inflationary expectations to a peak. The attempt by the Federal 
Reserve to restrict growth in the monetary aggregates, caused more sustained upward pressure on the interest 
rate structure. In time, more fundamental stress occurred which threatened the viability of the entire 
financial system. Severe commercial bank illiquidity resulted from operative interest rate ceilings on cer-
tificates of deposit imposed by Regulation Q. Massive disintermediation from the banking system forced 
money center banks to Eurodollar sources to off-set the run-off of domestic CD's caused by Regulation Q 
ceilings. Ensuing crises in the international exchange markets, commercial paper market and the stock 
market, bankruptcy declarations by Penn Central and several major brokerage houses threatened the level 
of public confidence. 

It was not until the monetary and fiscal authorities re-established direct support to the credit markets, 
lifted Regulation Q ceilings, and suspended the convertibility of the dollar, that public confidence was 
restored, and the level of inflationary expectations abated. The significance of the credit crunch experience 
is that in contrast to the 1930's, the authorities acted to stabilize the financial system and provide liquidity 
to maintain the credit base, while leading the economy out of danger. This policy mix permitted commercial 
banks and other financial intermediaries to survive. Had the Federal Reserve not stood ready to intervene 
in the markets, incidence of insolvency in the banking system, the brokerage houses, and among distressed 
corporations would have been high and the commercial paper market probably would have been near col-
lapse. No level of capital would have been adequate to permit affected institutions to withstand general 
stress of this magnitude. 

This is not to say that what is proposed is that the authorities permit banks to operate free of 
capital constraint in normal times and support banks in difficult periods. The point is that, in crisis, main-
tenance of solvency in the banking system necessitates official support to the credit markets if the system 
as a whole is to survive. 

The nature and frequency of future crises cannot be predicted with any certainty. What is certain is 
that the viability of the system depends finally upon the successful execution of stabilization policy by the 
authorities. Individual institutions can and should be adequately capitalized to deal with relative and 
individual adversity but not to withstand a pervasive crisis as severe as the 1969/70 credit crunch. 

Interestingly, incidence of bank failure in 1969 and 1970 was not exces~ive. B~tween January 1969 
and March 1971, nineteen commercial banks failed. The Honorable Frank Wille, Chairman of the Federal 
Deposit Insurance Corporation, testified before the House Committee on Banking and Currency on various 
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CREDIT Risx: 
Analytic software now permits banks to reconstruct historical loan experience over 

extended periods. Utilizing these techniques, loss occurrence, gross and net of recoveries, 
can be charted and correlated with parallel earnings experience and net changes in pro-
visions for loan losses, criticized loans, and in the total reserve for loan losses. Historical 
loss experience provides a basis for estimating future loss experience within prudent ranges 
of expectational probability.29 

Anticipated loss experience derived in this manner can be expressed as a weighted 
percentage of total assets, net of cash and due from banks.80 

aspects of these failures. The 19 closed banks had 126 thousand depositors with a total of $219 million in 
total deposits. Of the 19 banks, 4 were closed because of irregularities in loan or deposit records. The 
remaining 15 banks were closed because of weakness in management of the loan portfolio. Closings in 7 of 
the 15 cases were the result of losses on loans to borrowers outside the bank's normal market area. Else-
where improper loans to bank officers, directors, or owners of the bank or their affiliated interests where 
volume and quality exceeded prudent limits produced failure. Of the 19 banks that failed, ranging in size 
from $1-$113 million in assets, only 6 were members of the Federal Reserve System. As of June 30, 1969, 
212 commercial banks were identified as "problem banks" with 31 designated as "serious". On June 30, 
1970, the number of problem banks had risen to 244 with 54 being designated as serious. During this 
period, 108 banks were declassified and 140 new ones were added. Source: Recent Bank Closings; Hearing 
Before the Committee on Banking and Currency, House of Representatives; March 9, 1971, U.S. Govern-
ment Printing Office, Washington, D. C. 

29 An internal staff study at Citibank, focused on adverse loan experience over a ten-year period from 1962-
1972. Charting the results of eleven National Bank Examiner reports, charge-off experience was recaptured 
for the 10-year period of total loans classified sub-standard, doubtful or loss, excluding personal finance and 
charge card losses. Gross charge-offs ranged from 1.7% to 8.4% of loans classified, and net charge-offs 
after recoveries ( often involving a time-lag) ranged from 0% to 7.4%; the results also showed that gross 
charge-offs as a percentage of classifications was declining with the exception of 1970 when the Penn Central 
bankruptcy occurred. 

A computer data base, consisting of the 11 year classification results was created to chart the course 
of each classified loan over time. The study showed that cumulative gross charge-offs ranged from 2% to 
10% of classified loans over the time period extending from the date of original classification, with average 
net charge-offs in the 2% range. The study also showed that well over 80% of loans classified were ulti-
mately paid or declassified, that most gross charge-offs occur within 2 years after classification, and that 
over time recoveries tend to reduce net charge-off. 

The 10 year period shows that in no year did after tax loan charge-offs exceed 13.1 % of after tax 
earnings and that on average charge-offs in that period were 6% of annual earnings ( notwithstanding 
changes in the accounting for loan losses). Average charge-offs as a percentage of loan loss reserve was 
3.5%, with a peak experience of 7%. After tax loan losses averaged less than 0.5% of total capital accounts 
and in the worst year-( the Penn Central bankruptcy) charge-offs aggregated 1.3% of total capital accounts. 
Charge-offs as a percentage of total assets net of cash and dt,e from banks-averaged .11 % with a high 
of .26%. 

Prudent expectations would hold that expected future losses would average 6% of annual earnings, 
3.5% of reserves, 0.5% of capital accounts; and .11 % of average total assets net of cash and due from banks. 
Peak/trough experience also is known. 

During the same period charge-offs in personal and installment credit averaged between 0.5%-1 % of 
outstandings and were fully absorbed by annual earnings on the portfolio. The quantitative results are not 
material, except to illustrate the facility with which this data can be captured and organized. 

A comparable analysis on business loans was done by Wu for a stratified sample of 56 national banks, to 
a~sess the fate of criticized loans on bank balance sheets over time. The study was empirically oriented and 
cited the importance of the Examiner's role in identifying loan situations requiring additional management 
supervision. Citibank's results supported one of Wu's conclusions that a key factor in reducing loan losses 
was management's reaction to classification of loans by the Examiners. Generally, Wu's study also indi-
cated charge-off experience on classified loans in line with the Citibank study. Wu, Hsin-Kwang, "Bank 
Examiner Criticisms, Bank Loan Defaults, and Bank Loan Quality", Journal of Finance, Vol. 25 No. 4, 
pp. 637-651, June 1972. 

30 The analytic derivation of expected loss has been discussed in footnotes 21, 22, and 29. 
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For capital adequacy purposes, the first line of defense against loss is current earn-
ings. The appropriate focal relationship is the ratio of current earnings, after taxes, 
provisions for loan losses and dividends, to actual loss expectations.31 

In the universe of banks, the possibilities can vary ( see Fig. 1) from an earnings 
stream which exceeds loan losses by a comfortable margin ( because earnings are high 
and/ or losses are low), to cases in which losses exceed earnings ( because of low profit 
performance and/ or high losses). In the first set of cases the positive earnings gap will 
lead to a build-up of reserves and capital funds over time, assuming the incremental earn-
ings are achieved and retained. In the second set, excess losses will reduce reserves and 
progressively erode the capital base. 

A pattern of positive earnings growth in excess of net losses tends to validate the 
relative constancy of expected loss ratios and to reduce total capital requirements over 
time, because a larger cushion of current earnings exists to absorb losses. The obverse 
holds; continuous losses in excess of earnings produce a negative capital gap tending 
to increase expected loss ratios and capital requirements. Consideration of unpre-
dictable loan losses, which of course might exceed normal expectations, is a more com-
plex matter. An example of risks of this nature is an abrupt deterioration in the quality of 
the loan portfolio caused by adverse conditions in industries or markets in which the bank 
has an unduly large concentration of loans. A composite risk distribution curve, which 
represents loan losses, as an element of risk in the loan portfolio, is illustrated in Figure Il.32 

The vertical axis plots the expectational probability of loss experience in the total loan 
portfolio, the horizontal axis the percentage of the loan portfolio which is expected to be 
written off. The shape of the distribution curve implies that in management's view there 
is a higher probability that loan loss experience will occur within the range of historical 
experience and a lower probability that loan losses will exceed historical experience by a 
significant amount. 

The distribution curve defined in expectational terms will vary from bank to bank 
depending on the scope of operations, the number of customers, and the nature and 
degree of market/industry concentrations in the loan portfolio. A one-office bank with 
5 million dollars in loans, all of which are extended to wheat growers in an immediate 
trading area, would be out of business if blight ruined the wheat crop; a money center 
bank with 20 billion dollars in loans at risk in 50 states in the United States and 80 countries 
abroad, with a loan concentration of .001 % of total loans to wheat growers in the entire 
United States, would not be affected to any material extent by the same occurrence of 

31 In the context of this discussion of credit risk, loan loss expectations are related to total loans, as a 
subset of the larger relationship of total expected loss and total expected assets less cash and due from banks 
in the general formulation. The subset relationship aggregates into the general capital adequacy tests. 

a2 Again it is emphasized that the triangular distribution is assumed and in fact is a reasonable approxi-
mation for the major portion of the distribution shown in Figure II. 
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FIGURE I 
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FIGURE II 
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blight. Unanticipated loan loss would occur for both banks; for the first bank the impact 
is ruinous, for the second bank it is negligible. Obviously, the smaller, undiversi:fied bank 
must be more conservatively capitalized than the second bank because of the degree of 
industry concentration in relation to the total loan portfolio. There is a qualitative differ-
ence in the loss exposure dynamics of the two banks.33 

The second line of defense against credit loss is the reserve for loan losses and of 
course other capital accounts after the reserve has been charged and exhausted. The 
second test of capital adequacy stipulates that provided the principal pre-conditions are 
satisfied, loan loss reserves and other capital accounts must aggregate to 20 times twice 
the level of historical loss, including loan loss, to provide a reasonable margin of safety. 

INVESTMENT RISK 

The investment account extends from the securities portfolio to commitments to 
owned real estate and major equipment installations. The earnings equation involving 
interest earned and interest paid can be represented as the "interest differential" business of 
a bank. Similarly, the earnings equation involving positive or negative differences 
between the cost/book values of investment securities and fixed assets and their respective 
market values constitutes a bank's "capital appreciation" business. Profit or loss occurs if 
yields or cost benefits exceed carrying charges and/or if liquidation of these assets 
produces values greater than/less than/cost/book values.34 Yields on securities invest-
ments may exceed/be less than interest costs on funds utilized to carry the portfolio. 
Losses in this sense are covered by earnings and are measurable in capital adequacy terms 
by the proposed "two for one" earnings test. 

Concerning investments in fixed assets, one of the valid functions of capital has been 
represented as permitting the bank to acquire the institutional structure necessary to com-
mence and maintain a business presence. If investment decisions are correctly taken, 
earnings generated by these assets will more than cover depreciation expense and other 
carrying charges, permitting the institution to earn a residual profit. If the investment 
decisions are incorrectly taken, earnings will be insufficient to cover charges and a nega-
tive impact on earnings results. The capital adequacy implications of investment risks 
are covered by the proposed earnings and capital cushion tests. So long as total earnings 

33 In practical terms, it must be recognized that the small bank, with a loan portfolio totally committed 
to wheat growers, cannot survive the incidence of a ruinous blight-or in other words the destruction 
of its earning asset base caused by exogenous variables. In these and comparable cases, the only 
recourse would be to reorganize the bank, and protect depositors by pursuing remedies from public 
sector support. 

34 Again a "subset" relationship of income to carrying charges can be discussed in terms similar to the 
analysis of credit risk in the previous section. To avoid redundancy the process will not be repeated 
here or in the consideration of liquidity, operating, fraud and fidelity risks to follow. The analytic 
approach is similar and all sub-set conclusions aggregate to the general formulations for capital adequacy 
discussed earlier. The purpose here is to segment the analysis to highlight the qualitative aspects of 
the risks. 
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comfortably exceed the costs of carrying securities/fixed assets, the bank is not in difficulty; 
negative earnings net of carrying charges require a build-up of capital funds over time. 

Unexpected investment losses arise from forced liquidation in sub-optimal market 
conditions. For example, in periods of tight money banks often sell securities in a rising 
interest rate environment. If securities are sold to finance expanding loan demand, the net 
effect on earnings is positive; if forced sales are necessary to meet liquidity pressures, a 
portfolio loss involving a negative charge on earnings occurs. Forced sales of fixed assets, 
the write-off of undepreciated equipment, investment premia, etc. can have similar nega-
tive earnings consequences. 

In periods of instability both portfolio securities ( including government securities in 
an unsupported market) and fixed assets have close to zero liquidity, and a considerable 
market risk of loss is involved. Losses arising from forced sales or other dispositions which 
cannot be covered by earnings can arise. These losses, to the extent that they exceed 
current earnings, would have to be charged against the capital account. The proposed 
"rule of twenty" capital cushion test is meant to apply to risks of extraordinary capital loss, 
by integrating loss experience in this area in the general formulation. 

LIQUIDITY fusKS 

The ability of a bank to obtain liquidity is directly dependent on reputation in the 
market place. Liquidity pressures require the institution to liquify assets or acquire incre-
mental liabilities to refinance maturing claims; favorable/unfavorable market reputation 
influences the ability to finance liquidity, especially in periods of stress. The tenor mix 
of the asset and liability structure defines liquidity gaps which must be :financed. Current 
and anticipated money market conditions and the time frame in which action can or must 
be taken are the important external variables. 

At the peak of a money crunch, the range of available asset/liability choices is 
restricted. In these circumstances, a bank may find that all assets are illiquid and that 
the only method of refinancing liabilities is borrowing from the lender of last resort. In 
stable market conditions, with longer time periods in which to act, the array of options 
is broader, making liquidity management an easier task. The ability of banks to with-
stand liquidity pressures is a function of market reputation and business scope. Money 
center banks, operating on a global scale, can access every significant money market in 
the world. They are further supported by the :financing power of the parent holding 
company which has broader options than does the bank itself. A small rural bank, experi-
encing comparable liquidity pressure, has a narrower scope of operations, fewer options 
available, and generally less time to react before reaching an extreme state of difficulty. 

I 

II 

I 
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Regulatory tradition and current practice recognize the relationship between capital 
and liquidity. The Federal Reserve capital analysis approach views bank liquidity as a 
function of liability refinancing and asset liquification, and considers capital funds 
as the last line of defense. What is not recognized in the Board's capital adequacy 
formulation, but obviously is recognized in the formulation of monetary policy, is the fact 
that the history of monetary crisis indicates that a fractional reserve banking system can-
not survive a prolonged period of liquidity pressure, unaided by the monetary authorities. 
In the 1930's, the operative cause of the massive incidence of bank failure was the with-
drawal of official support to the credit markets, which had the effect of destroying the 
credit base of the economy. In the credit crunch of 1969/70, the ability of the authorities 
to intervene and maintain the credit base, permitted the financial system to withstand 
the crisis. 

The capital account of a bank is not adequate to maintain solvency in the event of a 
major liquidity crisis, nor can the capital account withstand the pressure of a major run 
once public confidence in the particular bank has been irretrievably lost. Effective 
defense against ultimate crisis comes from lenders of last resort. The admissable liquidity 
related risks for capital adequacy purposes are the earnings risks associated with sub-
optimal asset liquification or liability refinancing. Negative effects on earnings and, if 
losses are major, on capital funds, can of course arise. For capital adequacy purposes, 
liquidity related losses can be treated according to the proposed earnings and capital 
cushion tests of capital adequacy. Loss experience arising from liquidity related risks 
need only be integrated with other loss experience in quantifying capital requirements to 

· accomplish this.35 

OPERATING/FRAUD LOSSES 

"Normal" operating losses are susceptible to historical analysis in the same manner 
as are other "normal" losses. Operating losses are charged directly to earnings or against 
reserves created by charges to earnings. Unanticipated major loss not covered by earnings 
occurrence is chargeable directly to capital funds. For capital adequacy purposes, the 
two for one earnings test covers expected normal loss and the capital cushion test covers 
extraordinary non-recurring loss. 

Fraud losses of minor amount also are relatively predictable by management; non-
recurring major losses can eventuate. Since banks usually are insured to a degree against 
major fraud loss, capital implications tend to be minimized. The two tests of capital 
adequacy can embrace this category of risk with facility. 

35 Extraordinary capital losses from forced sales of securities would of course be treated as below the line 
losses, i.e. adversely affecting income after securities gains or losses as discussed in the previous section 
on investment risks. 
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FIDELITY fusKS 

The proposed rule of twenty test extends to loss exposure arising from trust opera-
tions. No separate provision need be made. 

Loss experience, as understood in terms of the generic categories of risk incurred by 
commercial banks, can be dealt with by the two proposed tests for capital adequacy. 
The "earnings" and "capital cushion" tests are premised on a dynamic, "going concern" 
view of the bank operating in relatively normal conditions. In the revised formulations, 
capital provision is quantified on the basis of factual analysis of historical risk dynamics 
and prudent managerial expectations concerning future loss. Positive weight is assigned 
to earnings as a first defense against loss, and total capital funds are measured by the 
degree to which protection is afforded against extreme variations of the on-going risk 
experience of the bank. The proposed new tests reward managerial competence in 
assessing and managing risks instead of penalizing it and are consistent with conditions 
in the business climate in which banks now compete. 

PUBLIC POLICY IMPLICATIONS 

Commercial banks have been stimulated by changes in public policy to compete in 
the market place as viable businesses. This is the significance of the emergence of com-
mercial banking in the holding company context. Public policy also stipulates that 
institutions performing the intermediation function and offering permissible related 
services to the public are to develop in a pro-competitive direction. Commercial banking 
has been deemed a business to be professionally managed to achieve optimum rates of 
return on capital to the long-run benefit of the public. 

The disciplines of the market place to which banks are now subject are worth 
emphasis. Services must be offered on a quality and price-competitive basis; capital 
must be acquired at least cost, on risk/reward terms prevailing in the market place and 
employed to most productive uses. Business costs must be managed to minimal levels 
consistent with proper standards of internal control. Commercial banks and parent 
holding companies must by law and equity accept the discipline of fuller ~isclosure 
including the revelation of materially adverse loss exposure to customers and mvestors, 
in addition to regulators. These are the new rules of the game. Failure to follow the 
rules certainly will result in a competitive deterioration of the banking system and produce 
dysfunctional social effects in the long-run. 

Ultimately the market place must determine the extent to which both commercia] 
banks and parent holding companies are capitalized. The market can be expected to 
assess the increasingly differentiated performance of banking enterprises, the appropriate 
new earning dynamics, and the progressive distinc~i~n between the financing power of 
parent holding companies and wholly owned subs1d1ary bank ( s). _ If allowed to wo~k, 
market forces will assure that appropriate cognizance of these factors 1s taken and establish 
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relevant capital standards for a restructured banking industry. The market also will vote 
sub-standard banks out of existence, relying on public policy and the regulatory structure 
to assure protection of the general public. Based on previous FDIC experience in liqui-
dating substandard banks this need not cause undue concern. As market mechanisms 
operate in this manner, banks can be expected to adapt and perform as the economy 
requires and to become more capably managed. The proposed tests of capital adequacy 
are not intended to substitute for the ultimate judgment of the market place, but are 
designed on an interim basis to permit banks to prudently maintain an adequate level of 
capital without compromising their ability to compete as charged. It is recognized that 
the capital adequacy tests now utilized by regulators are employed as aids to but not 
substitutes for judgement. They assist supervisors in assessing the overall condition of a 
bank. The proposed new tests are warranted as more appropriate aids to bank supervisors 
because they relate in a dynamic fashion the vital measures of a bank's strength-the ability 
to assume and manage risks and to achieve stable earnings in a competitive environment. 
It is time for regulatory policy to adapt a new perspective and adjust to a point of 
consistency with the new priorities. Regulatory policy which issues from the obsolete 
public policy context of the pre-1971 period can only frustrate achievement of the larger 
objectives explicit in the amended holding company legislation.36 

This article has endeavored to delineate a new set of premises on which to base an 
approach to capital adequacy in the context of current conditions. New tests for capital 
adequacy have been proposed. Careful consideration of the capital adequacy issue in 
these terms is needed. 

SUMMARY 

The 1970 amendments to the Bank Holding Company Act permitted commercial 
banks to re-enter the mainstream of private enterprise, compete more successfully in the 
market place, and commence an era of expansion and diversification. Regulatory practice 
remains traditionally oriented and tends to work against the cause of banking reform now 
sanctioned by the law. 

Regulatory approaches to bank capital adequacy are symptomatic of this problem. 
Bank capital ratios have been adjusting downward for 150 years. The historical record 

36 Lucille Mayne writes that one way to view the regulatory role in the long-run is that "bank supervisory 
agencies should abandon completely the use of capital adequacy standards in the examination process 
and concentrate instead on the competency of bank management. Implicit in this course of action is 
the premise that it is not possible to devise a generally applicable measure of capital adequacy since the 
essential function of capital is to serve as a defense against the occurrence of unpredictable events. 
Moreover, such a policy would imply that the key to soundness and success of a banking enterprise 
lies not so much in the amount of its capital funds as in the ability of its management to assess and 
absorb the risk inherent in its own particular operation and environment. Certainly, sound management 
would not wish to operate with less capital than a knowledgeable supervisor would specify. . . . 
Focusing primarily on management competency, therefore, may well be supervisory agencies' best 
assurance of banks' maintaining capital in an amount sufficient to protect the public interest". Mayne, 
Lucille S., op. cit. p. 49. 
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indicates that the level of bank capital has not been materially related to bank failures. 
Rather bank failures have been principally caused by illiquidity. Regulatory approaches 
have not converged to a generally accepted position and currently are at variance with 
one another and with the operative conditions governing contemporary commercial bank-
ing. A more appropriate standard of bank capital adequacy is required. 

Viewing banks as on-going businesses operating in normal conditions, capital ade-
quacy standards are best determined in relation to bank earnings and loss experience. The 
level of capital is an issue separate and distinct from liquidity. The functions of bank 
capital are to permit a bank to acquire the institutional structure required to maintain a 
business presence and to protect a bank against unexpected loss. Since loss is related to 
business risk, risk exposures in commercial banking must be explicitly recognized. For 
capital adequacy purposes, six generic risk categories-credit risk, i.e. loan loss experi-
ence, investment risk, liquidity risk, operating risk, fraud risk, and fidelity risk-should 
be considered. 

Analytic techniques permit bank management to quantify historical loss experience 
in terms of these six categories of risk and to utilize this information to prudently forecast 
most likely total loss experience in the immediate future. 

Two capital adequacy tests are proposed; first an "earnings test", which requires that 
current earnings amcunt to at least twice the level of total expected normal loss, and a 
"capital cushion test", which requires that total capital funds aggregate to twice times 
the five year average of total loss experience multiplied by twenty. The capital cushion 
test measures the bank's ability to withstand unexpected loss. The "rule of twenty" capital 
cushion test is deemed a minimally prudent margin of safety provided the bank satisfies 
the two for one earnings test, management is rated superior by the examiners, substandard 
loans and other potential losses do not exceed 50% of total capital funds and concentration 
of more than 10% of non-bank private risk assets/liabilities do not exist. 

The two proposed tests are demonstrably responsive to the need to relate the level 
of bank capital to historical loss experience and anticipated loss exposure. Simulation 
techniques can be utilized to assist management in forecasting loss experience scenarios 
for capital adequacy purposes. 

The proposed capital adequacy tests relate to banks operating in environmental con-
ditions short of total economic crisis. Factually, the level of capital in an individual bank 
cannot be adequate to permit the bank to withstand a total economic collapse, as in those 
circumstances only the central bank can supply the liquidity to bridge the crisis. 
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APPENDIX I 
FR 363 
Apdl 1956 

FORM FOR ANALYZING BANK CAPITAL 
(See Notes oo Reverse Side) 

BANK: _________________________________________________ _ 

LOCATION: ______________________________________ _ 

BASED ON REPORT OF EXAMINATION AS OF DISTRICT NO. 

(Dollar A.mounts in Thousands) 

AMOUNT OUTSTANDING CAPITAL REQUIREJ.ENT LIQUIDITY CALCULATION 

(I) PRIMARY AND SECONDARY RESERVE Per Cent Aroount 47" of De1lland Deposits i.p.c. $ 
Cash Assets s 01' 361 of Time Deposits i.p.c. 
Guar. Portioo of CCC or V•loans 

l 
lOOI of Deposits of Banks 

Comm. Paper, Bnk Accept. & Brks' Lns lOOI of ottoer Deposits 

U.S. Govt. secs: 0.51' s lOOI of Borrowings 

Bills Allow. for spec. factors, if info. 
milable(tor-) 

Certificates, etc. (lo 1 yr.) 
ottoer(l-5 yrs.)(lncl, Treas A. Total Provision for Liquidity 

Inv. Series A & B) 

} ottoer Secs. Inv. Rings 1 & 2 or 4.01' B, Liquidity available from Prim. and 
Equiv. (to 3 yrs.) Secondary Res. ("amt. outstanding• less 

TOTAL S cap. required thereon) 

(2) MINIMUM RISK ASSETS C. Liquidity to be provided from assets in 
U.S. Govt. Secs. (S-10 yrs.) Groups 2, 3 or 4 (zero if B equals or ex-
Ins. Portion FHA Rep. & Modr'n Loans ceeds A, otherwise A less 8) 
Loans oo Passb'ks, U.S. Secs. or CSV 

Life ins. D. Liquidity available from Min. Risk 
Short-term Municipal Loans Assets (901 of 'amt. outstanding' 

TOTAL $ 41' in line 2) 

E. Liquidity to be provided from assets 
(3) INTERJ.EDIATE ASSETS in Groups 3 or 4 (zero if D equals or 

U.S. Govt. Secs. (Over 10 yrs.) exceeds C, otherwise C less D) 

FHA and VA Loans F. Liquidity available from lntennediate 
TOTAL S 61' Assets (85'.\ of 'amt. outstanding' in 

line 3) 

(4) PORTFOLIO ASSETS (Gross of Res.) 
lnvesbnents (not listed elsewhere) G. Liquidity to be l)<ovided from Portfolio 
Loans (not listed elsewhere) Assets (zero if F equals or exceeds E, 

TOTAL S 1°" 
. 

otherwise E less F) 

• ~~:ts~s~1 ~!:•sJJo°?6~ of po.-tfolio, 10" of n-.t $100,000 . . . . . . . . . . . . . 
(5) FIXED, CLASSIFIED & OTHER ASSETS 

BIi Prem., Furn. & Fixt., Other Real EsL 
Stocks & Defaulted secs. } 100,. Extra Capital Reqooired on Any A...ts in Groups 2-4 
Assets Classified as •Loss• Used fO< Liquidity 
Assets Classified as •ooubtful• 50% 
Assets Classified as 'Substandard' 20% 
Accruals, Fed. Res. BIi. Stock, Ptep. Expen. °" 6.Slloof line C 

TOTAL ASSETS S 4.01 of line E 

(6) ALLOWANCE FOR TRUST DEPT. (Amt. equal to 300I of annual gross earnings of Depart-) 9.5" of line G 

(7) EXTRA CAP. REQD. IF ANY ASSETS IN GROUPS 2-4 USED FOR LIQUIDITY (zero if line C in 
Liquidity Calculation is zero, otherwise Total in line H) -H, Total Extra Cai>, Req. 

(8) ALLOW. FOR SPEC. OR ADDIT. FACTORS, IF INFO. AVAILABLE (tor-) 

(see notes oo reverse side) 
(9) TOTAL CAPITAL REQUIREJ.ENT (I ttru 8) $ 

(10) ACTUAL CAP., ETC. (Sum of Cap. Stock, Su11>lus, !Miv. Profits, Res. for Cooling., Loan Valuation Res., Net ""'PPlied Sec. Valuatioo Res., Unallocated Charao-offs, 
and any comparable items) (Exclude DeP<eciatioo and An-..tization Reser,es) 

(11) AMOUNT BY WHICH ACTUAL IS: or 

s 

tS --------
-$ { 

MORE t11an require- (10 minus 9) 

LESS than requirement (9 minus 10) ----------------------·-----
(12) RATIO OF ACTUAL CAPITAL, ETC. TO REQUIREJ.ENT (10 divided by 9) -------·----------------



NOTES REGARDING FORM FOR ANALYZING BANK CAPITAL 

A thorough appraisal of the capitol needs of a particular bank must toke due account of all relevant factors affecting the bank. These include 
the characterist ics of its assets, its liabilities, its trust or other corporate responsibilities, and its monogement--os well as the history and 
prospects of the bank, its customers and its community. The complexity of the problem requires a considerable exercise of judgment. The group-
ings and percentages suggested in the Form For Analyzing Bonk Capitol con necessarily be no more than a ids to the exercise of judgment. 

The re quirements indicated by the various items on the form ore essentially "norms" and con provide no more than on init ial presumption as to 
the actual capitol required by a particular bank. These "norms" ore entitled to considerable weight, but var ious upward or downward adjustments 
in requirements may be appropriate for a particular bank if special or unusual circumstances ore in fact present in the specific situation. Such 
adjustments could be mode individually as the requirements ore entered for each group of assets; but it usually is preferable, particularly for 
future reference, to combine them ond enter them as a single adjustment under Item 8, indicating on the Analysis Form or on attached page the 
specific basis for each adjustment. 

The requirements suggested in the Analysis Form assume that the bank hos adequate safeguards and insurance coverage against fire, defalcation, 
burglary, etc. Lock of such safeguards or coverage would place upon the bank's capitol risks which it should not be called upon to bear. 

ITEM (4) - PORTFOLIO ASSETS 

Concentration or Diversification. - The extra requirement of 15% of the first $100,000 of portfolio, 10% of the next $100,000, and 5% of the next 
$300,000, as specified in item 4, is a rough approximation of the concentration of risk (lock of diversification) which is likely in a smaller port• 
folio, and which is usually reflected in the somewhat larger proportion of capitol shown by most banks with smaller portfolios, This requirement 
is applied to all banks, but is naturally a larger portion of the total capitol requirements of banks with smaller portfolios. However, a par-
ticular portfolio, whatever its size, may in fact hove either more or less concentration of risk than other portfolios of similar size. If there is in 
fact substantially greater or lesser concentration of risk in the portfolio assets of the particular honk-as for example dependence upon a smaller 
or larger number of economic octivities--it would be appropriate to increase or decrease requirements correspondingly. 

Drafts Accepted By Bonk. - When drafts hove been accepted by the bank, ordinarily the customers' Ii obi lity to the bank should be treated as 
Portfolio Assets if the acceptances ore outstanding, or the acceptances themselves should be so treated if held by the bank. 

ITEM (5) - FIXED, CLASSIFIED, AND OTHER ASSETS 

Rental Properties. - Sank premises, furniture and fixtures, and other real estate ore assigned a 100% requirement as a first approximation, 
since these assets usually ore not available to pay depositors unless the bank goes into liquidation, and even then they usually con be turned 
into cash only at substantial sacrifice. However, some properties which bri·ng in independent income, such as bank premises largely rented to 
others, may be more readily convertible into cash by selling or borrowing on them, and in such situotions it may be appropriate to reduce the 
100% requirement by an amount equal to on assumed "sacrifice" value, such as, say, two or three times the gross annual independent income. 

Stocks, - In the case of stocks, their wide fluctuations in price suggest a l 00% requirement as a first approximation. However, in some cases 
it may be appropriate to reduce the 100% requirement against a stock by an amount equal to an assumed "sacrifice" value, such as the lowest 
market value reached by the stock in, say, the preceding 36 or 48 inonths. 

Hidden Assets, - In some cases assets may be carried at book values wh ich appear to be below their actual value, and may thus appear to 
provide hidden strength. However, any .allowance for such a situation should be made with great caution, and only after taking full account of 
possible declines in values ond the great difficulty of liquidating assets in distress circumstances. 

ITEM (6) - ALLOWANCE FOR TRUST DEPARTMENT 

Deposited Securities. - The requirement for the trust department should in no event be less than the amount of any securities deposited with 
the State authorities for the protection of private or court trusts, since such securities are not available in ordinary circumstances to protect 
the bank's depositors. 

LIQUIDITY CALCULATION 

Percentages of Deposits. - The provision for 47% liquidity for demand deposits of individuals, partnerships and corporations actually repre• 
sents 33-1/3% possible shrinkage in deposits, plus 20% of the remaining 66-2/3%. 36% of time deposits i.p.c. represents 20%-shrinkage, plus 
20% of the remai•ning 80%. In both instances, the provision for 20% liquidity for remaining deposits is to help the bank continue as a going 
concern ev11n after suffering substantial deposit shrinkage. 

Among possible special factors to be considered in connection with the liquidity calculation would be concentration or diversification of 
risk among deposits. This might be due to such things as dependence upon a smaller or larger number of economic activities, or preponder-
ance of large or small deposits--large deposits usually being more vol a ti le. 

Liquidity Available from Assets. - Liquidity available from primary and secondary reserves is assumed to equal the amount of those assets 
less only the regular capital required thereon, since the regular capital specified for these assets assumes forced liquidation. However, the 
regular capital specified for other assets (i.e., those in Groups 2-4) is only a portion (approximately 40%) of that required for forced liquidation. 
Therefore, in determining the liquidity available from such other assets, the amount of such other assets must be reduced by more than the regu• 
lar specified capital. 

Extra Capitol Required, - This extra capital is to cover possible losses in forced liquidation of assets other than primary and secondary 
reserves in case they had to be used to provide liquidity. The 4% indicated for Line E amounts to an automatic addition to the 6.5% that has 
already been applied to Line C, and results in a total extra requirement of 10.5% of the liquidity to be provided from Intermediate Assets, 
Similarly, the total extra requirement on the liquidity to be provided from Portfolio Assets is 20%. If the same amounts of extra capital were 
stated as percentages of the assets to be liquidated rather than of the liquidity to be provided, the percentages would be smaller, namely, 
6% of Minimum Risk Assets, 9% of Intermediate Assets, and 15% of Portfolio Assets. 
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APPENDIX II 
F R J6J (Form ABC) 
Re~. l/71 FORM FOR ANALYZING BANK CAPITAL 

(Amounta in 1hou$il1ldsofdollar1) 

BANK--- --- --- - - - - ------ CITY-- ------- STATE-------~ 
IDENTIFICATION: ABC 2 

File District State Bank Exam. Date Yr. Mo. Day 

Demand deposits, IPC 
Savings deposits 

LIQUIDITY CALCULATION 
Amount Pu 

Outsta.ndlq Cfi'nt CakuJatlon 

----- ---11__ ____ _,, 

MEMORAND A 
(a) "Other liabilities" and "Loans: Consumer instalment" 

are shown net of: 
Dealers reserves .. 

- - --- _.,_ -----<I Income collected 
_____ -1.Q_ _ ___ _,, but not earned. Time deposits, IPC, under $100,000 

Time deposits, !PC, $100,000 & over _!Q_ (b) "LIQUIDITY AVAILABLE FROM ASSETS" is to ----- lNglAt~lt~to;/,!! it equals "TOTAL LIQUID-Deposits of banks 

Other deposits _ _ ___ ___!Q_ (c) "Cash assets" are shown net of: 
TOTAL D E POSITS Required reserves ... 

Borrowings _____ _!QQ_ ------,I (d) ~7;OTAL ASSETS" are shown net of assets classified 
Other liabilities (a) _ _ ___ _!QQ_ - --- ----,, 
Special factors:--- --- --- _1!'Q_ - -----,I Doubtful 

Loss TOTAL LIQUIDIT Y CALCULATION (b) 

(1) PRIMARY RESERVE 
Cash assets (c) 
Federal funds sold 

(I) TOTAL 
(2) SECONDARY RESER VE 

AMOUNT 
OUTSTANDING 

CAPITAL CALCULATION CAPITAL CALCULATION 
CR EDIT RISK MARKET RISK 

_ o_ 
_ o_ 

A111011nl Pu Cent 

- ~-_,_o_ 
- ~--, - 0_ 

Commercial paper & bankers acceptances ______ ! _ ----1 - 1-
Securities maturing under I year: 

U.S. Treasury 
G overnment agencies 
State, county & municipal 
Other Group I 

(2) TOTAL 
(3) MINI MUM RISK ASSETS 

Securities maturing 1-5 years: 

______ , __ o_ 
0 

_ _ o __ , _ ,_ 
0 

LIQUIDITY AVAILABLE 
FROM ASSETS 

(b) 
Aiiaount Allftpte 

U.S. Treasury 
Government agencies 
Seate, county & municipal 
Other Group I 

_____ ,_o_ _ _ ___ ,_2_ 
_ _ ___ , _ 2_ 

---------

(3) TOTAL 
(4) INTERMEDIATE ASSETS 

Securities maturing 5-10 years: 
U.S. Treasury 
Government agencies 
State, county & municipal 
Other Group I 

Loan s specially secured or guanmteed 
(4) TOTAL 

(5) PORTFOLIO ASSETS 
Securities maturing over 10 years: 

U.S. Treasury 
Government agencies 
State, county & municipal 
Other Group I 

Loans: Real estate 
Consumer instalment (a) 
AU other 

(5) TOTAL 
(6) FIX ED, CLASSIFIED & OTHER ASSETS 

_ o_ 
_ o_ 

3 
_ 3_ 

_ o_ 
0 

______ 5_ 

- - --,- ' -

_ _ __ , _ 15_ 
_ 15_ 

----- _ 5_ ___1!_ 
----- _ 5_ ___1!_ 
----- _ 5_ ___1!_ 
----- _ 5 _ _____ , ___1!_ 

Bank premises 
Furniture & fixtures; other real estate 

__51}_ 
----- __!QQ_ 

<> See reverse side for securities computations which take 
account of quality, yield and narrower maturity ranges. 

Group 2 securities 
Groups 3 & 4 securities 
Assets classified substandard 
Accruals&other assets 

(6) TOTAL 
(7) TOTAL CAPITAL CALCULATED F OR 

M ARK ET RISK 
(8) TOTA L CAPITAL CALCU LATE D FOR 

CREDIT RISK 
(9) TOT AL ASSETS (d) 

(1 0) T RUST DEPARTMENT G ROSS 

50 
__!QQ_ 

20 

E ARNINGS ___ _ 

::; : : ~!~·;~::1~:~ ~:A__,L-C,--U_L_A_TI_O_N_ lsu_m_ of- lin_es_ 7 _th_co_o_gh- 11-)----- ;;;:;;;;;;;:;;;:;;;:::: 

(13) ADJUSTE D CAPITAL STRUCT UREJ & CAPITAL ST RUCT U RE INDEX (Adjusted capital structure 
divided by line (12)) . . ,__ ____ --- --% 

(14) ADJUSTED EQUITY CAPITAL 2 & EQ UITY CA PITAL INDEX (Adjusted equity capital divided by 
line (12)) . 

CAPITAL RATIOS 
Adjusted capital structure as a percent of: 

% 

total assets --- -% ; total assets minus primary reserves, U.S. Treasury and Agency securities - - --%; total deposits----%. 
Adjusted equity capital as a percent of: 

total assets ----%; total assets minus primary reserves, U.S. Treasury and Agency securities - - --%; total deposits----% . 
'and • Footnotes appear on rever&c side, 



NOTES REGARDING FORM FOR ANALYZING BANK CAPITAL 

A thorough appraisal of the capital needs of a particular bank must take due account of all relevant factors affecting the bank. 
These include the characteristics of its assets, its li abilities, its trust or other corporate responsibilities, and its management-as well as 
the history and prospects of the bank, its customers and its community. The complexity of the problem requires a considerable exercise 
of judgment. The groupings and percentages suggested in the Form for Analyzing Bank Capital can necessarily be no more than aids to 
the exercise of judgment. 

T he requirements indicated by the various items on the fonn are essentially "norms" and can provide no more than an initial pre-
sumption as to the actual capital required by a particular bank. These "norms" are entitled to considerable weight, but various upward 
or downward adjustments in requirements may be appropriate for a particular bank if special or unusual circumstances are in fact 
present in the specific situation. Such adjustments may be entered under "Special factors" indicated on the Analysis Form. 

The requirements suggested in the Analysis Form assume that the bank has adequate safeguards and insurance coverage against fire , 
defaJcation , burglary, etc. Lack of such safeguards or coverage would place upon the bank's capita l risks which it should not be called 
upon to bear. 

• SECURITIES COMPUTATIONS which take account of quality, yield and narrower maturity ranges. For determining market risk take 
the following steps: 

1. Distribute the bank's holdings of U.S. treasury, U.S. Agency and State and Political Subdivisions in the following matrices: 

Years 
!Over Through 

10 
10 20 
20 

Totals 

Avg. 
Cpn. 
Ra1e1 

Av1. 
Cur. 

Years Mkt. 
Over Through Yid. 2 

10 
10 20 
20 

!Total market value 

U.S. Treasury 

p., 

U.S.Treasury 

Market t 

Book 

Avg. 
Cpn. 
Ratel 

U.S. Government 
agencies and 
corporat ions 

Avg. 
Cur. 
Mkt. 
Yid. : Market ' 

U.S. Government 
agencies and 
corporations 

Avg. 
Cur. 
Mkt. 
Yid. : 

... 

States and 
political 

subdivisions 

Market t 

s 

Book 

Avg. 
Cpn. 
Rate i 

U.S. Treasury 

7.75 
7.78 
7.82 
7.64 
7.30 
7.07 

States and 
poli1ical 

subdivisioM 

p., 

HIG H YIELDS 

U.S. Government 
agencies and 
corporations 

8.21 
8.23 
8.29 
8.39 
7.98 
8.12 

Book 

States and 
political 

subdivisions 
S.02 
S. 11 
S.32 
S.6S 
6.08 
6.43 

1 Average coupon rate. The prderred method is to obtain by computing actual annual coupon income generated by securities in a given cell and dividing 
such annual coupon income by the par value of the cell . In the alternative, the average coupon rate may be imputed as described below. 

1 (Not necessary to complete if avera~e coupon rate is known.) Average current market yield (al_)proximate yield base for market value _shown) may _be 
obtained from actual knowledge of yields used to obtain above market value or by selecting a single investment issue for each cell that 1s representative 
of that particular cell. e.g .. for State and political subdivisions wilh maturities of from 10-20 years. sclccl a medium grade issue maturing in 1.5 years or 
as close to IS years as is available. Divide the market value of the issue by par va lue and locate the resultant value in the Comprehensive Bond Value 
Tables under the coupon rate or the issue selected and !race across to maturity yield. Enter maturity yield under "Avg. Cur. Yid." abo~e. If information 
concerning the individual securities comprising each cell is unavailable, enter market yields obtained from a general review of rates prevailing at or near 
the time of pricing. 

2. Price the securities in each cell to yield at the high yield rate set forth in the high yield matrix. Note: Price as though each cell 
was a single issue using average coupon rate and total par value. Assume maturities for each cell as follows: 1-(1 year); 1-2 (1 ½ years); 
2-5 (3½ years); 5-10 (7½ years); 10-20 (15 years); 20 (25 years [except assume 20 years fo r U.S. Agencies]). Note: If bank has a con-
centration of lower quality municipal securities add about 50 basis points to high yield for "States and political subd ivisions". 

3. Dete rmine the amount of maximum probable market depreciation in each cell by subtract ing the market value obtained from 
step 2. above from the book value of securit ies . Enter actual figure for maximum potential market loss in the appropriate market risk 
column, combining where necessary in order to conform to distribution as appears on the front of the Form. If computations show 
potential market appreciation enter zero for market risk. 

Method for Imputing Coupon 

Par value + Market value - Assumed price 
Locate assumed price in the Comprehensive Bond Valuation Tables assu ming a coupon equal to average current yield. Trace the price to 
the yield to maturity column in the tables. The yield lo maturity is the imputed average coupon rate of that particular cell. (Note: Owing 
to the restraints of the table size the yield may have to be interpolated; a more precise method for obtain ing the yield may be achieved 
by utilizing the mathematical equation for determining such yields.) 

Note: If lhe above data are unavailable and as an alternative but less desirable method, the following percentage charges may be used: 

All securit ies maturing under I year, I per cent; 1-5 years, 8 per cent; 5-1 O years, 15 per cent ; over IO years, 25 per cent. 

1 Adjusted cap!tal st~cture-~otal capit_al accounts plu, reserves on securities and loans minus assets classified loss and SO percent of assets classified doubtful. 
2 Ad1used Equllf Cap11al-AdJusted capnal struclure minus debt capital. 
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APPENDIX III 

A SIMULATION MODEL FOR TESTING CAPITAL ADEQUACY1 

The following set of equations provides an analytic framework for management to 
evaluate business plans in terms of future expectations. The purpose of these evaluations 
is to determine the adequacy of the bank's capital base in reference to business plans. The 
model also intends to be a vehicle through which bank management and regulators can 
interface to arrive at assessments of a bank's capital position. 

Theoretical work on the capital adequacy question has tended to concentrate on pre-
dictive aspects of determining whether or not bank capitalization would permit the insti-
tution to withstand adversity and regulatory reaction to particular levels of capitalization.2 

This formulation is designed to establish in positive terms adequate levels of capital, on a 
basis consistent with the reasoning in the text. The model is premised on the assumptions 
that the best tests for capital adequacy relate to the measurement of management compe-
tence (the "earnings test") and the impact of expansion and unanticipated events on the 
capital position of the bank ( the "capital cushion test"). The determination of capital 
adequacy in reference to all publics-regulators, customers, bank management-is a sub-
jective process. The model is presented as a method of facilitating the subjective process 
between regulators and management. Ultimately however, the market place establishes 
the level of capitalization and penalizes/ rewards management performance. 

The variables in the model are highly aggregated to indicate the impact of various 
scenarios for total earnings and loss experience. 

(1) ATA(t)=g(t) XATA(t-1) 

Average total assets in the current period (t), ATA(t), depend on the business plans 
of management, expressed in terms of g ( t), an anticipated rate of asset growth. The values 
selected for g ( t) represent asset expansion plans as forecasted by management or as 
extrapolated from most recent past experience. The rate of growth in assets, g ( t), is a key 
to earnings performance, which in tum affects the bank's ability to generate internal 
capital. Management can reduce g ( t) if asset expansion is not desirable or if market con-
ditions warrant a moderate or reduced rate of growth. 

(2) ACA(t) =c X ATA(t) 
Average cash and due from banks, termed average cash assets, (ACA), are expressed 

as a constant percentage ( c) of average total assets ( ATA) in period ( t). The value of 

1 The primary work to develop the model was done by Philip J. Mahoney, Assistant Cashier, Citibank. 
2 For example see Dince, Robert R. and Fortson, James C. "The Use of Discriminant Analysis to Predict the 

Capital Adequacy of Commercial Banks", Journal of Bank Research, Vol. 3, No. l, Spring 1972; and 
Meyer, Paul A. and Pifer, Howard W., "Prediction of Bank Failures", Journal of Finance, Vol. 27, No. 3, 
September 1970, pp. 853-868. 
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ACA differs between large money center banks and other commercial banks, but for both 
classes, the value of ( c) is relatively constant. 

II 5 

(3) HLoss(t) = [(2' NLoss(i)) 
i=l 

(2' (ATA(i)-ACA(i)))] X [ATA(t)-ACA(t)] 
i=l 

Total historical net losses ( HLoss) are expressed as a function of average total assets 
less cash and due, computed as a five year moving average of net losses to average total 
assets less cash and due. Average historical loss serves as the basis for the accounting 
provision for expected loss at the beginning of the current year ( t) by management. 

Future losses cannot be predicted, but historical experience plus the additional risk 
associated with asset expansion, changes in the environment, etc. provides management 
a prudent basis on which to estimate future loss experience. Business plans and environ-
mental factors introduce an element of variability that must be considered. Expected 
actual losses in the current period can be derived by combining historical loss experience 
and management's expectations about the future. 

( 4) NLoss ( t) = N ( t) X HLoss ( t), N ( t) > 0 

The value for NLoss ( t) can be determined in the simulation, assuming a triangular 
distribution for N. Management is asked to give a low, most likely, and high estimate 
of N, based on expectations about the economic environment, internal factors, or business 
plans. By sampling from this distribution of management's expectations for N, the 
simulation technique can be used to examine the impact of various loss scenarios on 
business plans. N in the triangular distribution has an expected value of E ( N) = 1/ 3 X 
[most likely+ high+ low] and a variance of [low2 + most likely2 + high2 - low X most 
likely - low X high - high X most likely] .3 

The assumption of a triangular distribution of N is presumed to have intuitive value 
for management. Range and most likely values of N are the terminology of managerial 
expectations; variations can be tested to assess the impact of the range and most likely 
values. If the range of values for N is wide, the variance for N is high despite the value 
management picks as most likely. Consequently, even though the distribution may be 
skewed to the lower range of values, the effects of management's uncertainty about N 
would still have an impact on business plans. Repeated runs of the simulation can assist in 
evaluating hedge strategies. 

3 In an appendix Hillier discusses a similar approach using a beta distribution to calculate expected value 
and variance. The expected value formulation for the beta distribution Hillier used puts more weight on the 
most likely value as opposed to either of the extreme values. On the other hand the expected value 
formulation in a triangular distribution gives equal weight to each of the parameters. For purposes of 
this model the triangular distribution is more appropriate since the probability of realizing higher losses is 
greater than for a beta distribution with the same low, most likely and high parameters. Hillier, 
Frederick S., The Evaluation of Risky Interrelated Investments, Appendix A. 1., North Holland Publishing 
Co., Amsterdam, London 1969. 
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Implications for the two proposed tests of capital adequacy now appear, since 
historical and actual loss in the current period have been derived. The model treats 
current earnings as the first line of defense against actual loss. If the accounting provi-
sion for historical loss ( HLoss ( t) ) is not sufficient to cover actual losses, additions to 
undivided profits from earnings in the current year must be reduced, after allowing for 
tax consequences. As the model is not directly concerned with predicting stock price or 
shareholder behavior, there is no difference between reducing the earnings after dividend 
stream and leaving the undivided profits base untouched or leaving the stream untouched 
and reducing the base. If earnings after dividends are insufficient to cover the excess of 
actual over historical loss, management may decide to reduce or eliminate dividends, 
depending on the severity of the excess. The second line of defense is the bank's capital 
funds, capital stock, surplus, undivided profits, unallocated reserves, and debt. 

The equations reflective of this discussion are 

(5) if NLoss (t) > HLoss (t), 
Dill ( t) = NLoss ( t) - HLoss ( t), 

which shows the excess of actual loss over historical loss in the current period. 

(6) EAD(t) = [(1-d(t)) X (SP(t) X ATA (t) )] - (Diff(t) X (1-TR)) where 
EAD equals earnings after dividends, d ( t), the dividend rate expressed as a pay-out 
ratio to EAD, SP is the after tax "spread" earned on assets, and TR is the current effective 
tax rate. Earnings after dividends are adjusted for the excess of actual loss over his-
torical loss after the tax implications have been accounted for. Equation 6 can be 
written to express dividends in a number of different formats in order to reflect the 
bank's particular policy. If earnings after dividends are less than zero after accounting 
for Diff ( t) then reserves (RES) are reduced in the current year. 

( 7) RES ( t) = RES ( t - 1) + EAD ( t), EAD ( t) < 0 

If EAD > 0 after adjusting for Diff ( t) then, 

(8) RES(t) = RES (t - 1) 

If HLoss ( t) > NLoss ( t) 

( 9) EAD ( t) = ( 1 - d ( t) ) X ( SP ( t) X A TA ( t) ) 

The after tax "spread" earned on assets ( SP ( t) ) is the other key factor in determin-
ing the bank's earning power. The values for this variable reflect the bank's investment 
capabilities as well as the ability to finance investments at the lowest possible cost. The 
simulation can be run continuously using different scenarios of this variable in order 
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to assess the impact of the trade-offs between spread and volume and the possible 
implications for capital policy. 

In the case where HLoss ( t) exceeds NLoss ( t) then the reserves are increased: 

(10) RES(t) = RES(t -1) + HLoss (t) - NLoss (t) 

The capital base-CAP ( t - 1 )-is defined to include the loan loss reserve as well as other 
unallocated reserves. In order to avoid double counting only the year to year changes in 
the reserves ( DRES) need to be added to the capital base in the current year. 

Depending on HLoss ( t) > NLoss ( t) and the attendant impact on earnings after 
< 

dividends and the reserves, the capital base (CAP) is changed accordingly: 

(11) DRES(t) = RES(t) - RES(t-1) 

( 12) CAP ( t) = CAP ( t - 1) + EAD ( t) + DRES ( t) 

At this point no new external capital has been raised. The issue then becomes whether 
or not these operations violate the constraints of the two capital adequacy tests. Initially 
current retained earnings must be twice as large as actual loss. 

( 13) EAD ( t) > 2 X ( NLoss ( t) ) 

If this minimum requirement is met it is apparent that earnings coverage is sufficient. In 
terms of equation 6, EAD would be greater than zero. There may be circumstances 
where equation 3 does not hold. Earnings after dividends could be positive but less 
than the prudent coverage rule of 2 X ( NLoss ( t) ) . This condition should put exam-
iners and management on notice. Asset/liability, dividend, credit and other policies 
should be reviewed to insure an adequate future stream of internally generated capital. 
In cases where EAD in equation 7 is less than zero, examiners should request management 
to submit plans for corrective action. Plans for raising additional capital may have to 
be developed at this time. This condition is clearly the most critical and ties in directly 
with equation 13. The impact of low earnings or high losses, which causes a failure in 
meeting the earnings test, results in a slower growth in the capital base or a reduction 
in the cushion to protect against future loss. In either case if a bank fails the earnings 
test for a number of years in succession the cushion between available and required 
capital would be seriously impaired or eliminated. 

The earnings test for capital adequacy serves to raise a warning flag, which could 
point to a number of problems ranging from operating difficulties, unsatisfactory asset/ 
liability management, etc. Capital may or may not have to be raised at this point but 
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close attention to the problem is called for. The capital cushion test indicates the impact 
of these difficulties on the capital base. 

The capital cushion test relates adequacy of the capital base to the bank's ability to 
absorb large unexpected losses as well as for the cases where equation 13 does not hold. 
A value for N = 40 was chosen as being a prudent cushion against unexpected loss. The 
capital cushion test is stated as: 

( 14) CAP ( t) > 40 X HLoss ( t) + FA ( t), or 
CAP(t) > N X HLoss(t) + FA(t), N = 40 

Where CAP ( t) is total capital funds in the current period, and FA is the book value 
of fixed assets.4 

If this minimum requirement is met, additional capital is not required. If the test is 
not met, new capital from external sources NC ( t) is required and the capital stock is 
adjusted upward accordingly. 

(15)NC(t) = 40 X HLoss(t) - CAP(t) + FA(t) 

(16) CAP(t) = CAP(t) + NC(t), provided 

(17) .05 X [ATA(t) -ACA(t)J < CAP(t) < .2 X [ATA(t) - ACA(t)]5 

The constraint condition in equation 17, establishes a minimum and maximum level 
of capital required to cover cases in which loss experience is quantitatively very low and/or 
vulnerability is very high. Over time, the minimal/maximum constraint can be altered 
as experience is gained. For example, if the earnings test was passed consistently by a 
bank and as a result the capital base became larger relative to the historical loss experience, 
it would not be unreasonable to see the minimum capital constraint of 5% reduced to a 
lower figure. 

4 The provision for fixed assets is added to the capital cushion test to insure that banks, which have a 
very low historical loss experience, have sufficient capital to cover their investment in premises. Man-
agement can forecast the value of FA(t) based on business plans. For example, banks planning to 
develop large branching: systems as a means of penetrating a market will show a different pattern for 
FA(t) than a bank using a new call program to stimulate loan demand. The statutory requirement of 
financing fixed assets with capital stock is of course involved. 

5 The pre-conditions with respect to satisfaction of the capital cushion test ( management performance, 
asset quahty, and concentration tests) mentioned in the text have not generally been included in the 
simulation model. The pre-conditions are appropriate for banks today, but, as mentioned, could change. 
A certain percentage of the bank's portfolio may be classified or heavily concentrated in one area. The 
model is more instructive if the results from the different runs are compared after the fact to these 
constraints. For example, given the current level of classified assets, will the results of business plans add 
sufficiently to or erode capital to the point where classified loans decrease to less than or exceed 50% 
of capital? The minimum/maximum constraint on capital as reflected in equation 17 was introduced to 
keep the results of the simulation with respect to capital adequacy within respectable levels. 
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SUMMARY 

To recapitulate, the primary assumption of the model is that past loss experience 
is a prudent basis for management to predict-in expectational terms-future losses. The 
triangular distribution of N describes the range and most likely values which manage-
ment applies to historical loss to establish "actual loss". Historical loss is the basis for 
establishing a prudent level of capital protection against abnormal loss. The model 
focuses on management's forecasting skills. Managerial competence in assessing and 
managing risks is an essential benchmark of the viability of the bank. The model facili-
tates management/ regulator dialogue on the risk dynamics of the business to establish 
adequate levels of capital. The model is simplistic, but of considerable utility, since it can 
be run to test extremes in the key variables and assess the implications for earnings, loss 
and capital. Although the model is aggregative, disaggregative analyses of the loan port-
folio, investment risks, liquidity, operating, fraud and fidelity risks can be made. The 
model also is suited to the data capture competence of most banks. 

The model does not relate the adequacy of capital to the liability structure. The 
rationale for this exclusion is premised on the fact that, in normal conditions, sharp declines 
in liabilities are offset by shifting assets or switching liabilities. Liquid assets and 
the cash How generated by asset turnover and liability refinancing should allow the 
prudently managed bank to meet liquidity pressures successfully. 

The important model relationships are the pace of asset growth, spread, dividend 
policy, and the level of capital as derived from the level of assets net of cash and due 
from banks, earnings and losses. The simulation technique produces results which are 
associated with mean values of the key variables, but the model can be evaluated for 
extreme conditions to test the effectiveness of the two proposed tests for capital adequacy. 
In addition, the simulation model can be expanded by employing triangular distributions 
to reflect management's future beliefs about asset growth, spreads, and dividend policy. 
In evaluating the model at the extremes, the results for Citibank were well within the limits 
prescribed by the two proposed capital adequacy tests. To have general applicability, 
additional tests n.eed to be run on various sizes of banks as well as on data from banks 
that have failed. A numerical example of the model's relationships, utilizing Citibank's 
1971-1972 figures is shown in the following exhibit. 
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HOW BANKS 

The year's major development in U.S. banking was 
the recovery of the profit margin. The change got 
under way in early March when open market yields 
on Treasury bills, commercial paper and bankers' 
acceptances rebounded from their lows in response 
to the growing credit demands of a stronger econ-
omy and mounting financing needs of the Federal 
government. The profit margin is the after-tax dif-
ferential between the yield realized on domestic 
loans and investments and the yield required to 
avoid an operating deficit. This key factor and the 
volume of credit outstanding are major determinants 
of bank earnings. 
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The profit margin came under severe pressure 
when the Federal Reserve embarked on a program of 
active monetary ease following President Nixon's 
announcement of the country's New Economic Policy 
in August 1971. Short-term interest rates fell sharply 
while operating costs continued to rise. The resulting 
squeeze virtually ended earnings growth in 1971 
despite the year's 11.5 per cent expansion in domes-
tic loans and investments. 

In 1971 all 13,612 F.D.I.C. insured commercial 
banks needed an overall yield of 5 .18 per cent to 
break even. The actual yield realized of 6.58 per 
cent produced a pre-tax profit of $14.00 per $1,000 
of loans and investments. The after-tax profit mar-
gin of $10.46 on $480.4 billion average credit out-
standing created income before securities gains or 
losses of $5,024 million, or $70 million more than 
the $4,954 million earned in 1970. The 1971 in-
crease over 1970 was a bare 1.4 per cent, the result 
of an 11.5 per cent growth in loans and investments, 
offset by a 9.0 per cent narrowing of the profit mar-
gin. Parenthetically, in the ten years, 1961-1971, 
earnings of all insured commercial banks increased 
at a rate of 9.6 per cent compounded annually. 

The recovery in banking's profit margin started a 
full two years after bank credit began its climb. It 
was in the first quarter of 1970 when the Federal 
Reserve shifted monetary policy from pressure and 
contraction to availability and expansion. Since then 
the volume of domestic loans and investments of the 



Table I 

DOMESTIC LOANS & INVESTMENTS 
OF WEEKLY REPORTING BANKS 

(Average amounts are stated in billions of dollars.) 
(Total of 331 Banks) 

Fourth Quarter 
1970 1971 1972 

Loans .......... $182.6 $192.2 $228 .0 
Investments .... . 68.2 79.1 82.0 

---
Total .... · ...... $250.8 $275.3 $310.0 

331 largest commercial banks grew at an annual 
rate of 10.9 per cent to reach the $310.0 billion 
weekly average in the final quarter of 1972, an ex-
pansion of $77.1 billion or 33.1 per cent in 33 
months. These are the weekly reporting banks having 
domestic deposits of more than $100 million, whose 
financial aggregates are publicized by the Federal 
Reserve. On June 30, 1972 they accounted for 53.6 
per cent of the $553.3 billion deposits in all insured 
commercial banks. 

The growth of bank credit accelerated all during 
1972, moving from an increase of 9.65 per cent 
in the first quarter to the current quarter's 12.60 
per cent gain over the year-earlier period. This 
year's 52-week average is $296.0 billion, up from 
last year's $265.9 billion. The growth of 11.32 per 
cent compares with 10.70 per cent in 1971, a two-
year credit expansion of 23.4 per cent for the week-
ly reporting banks. 

1972 Earnings Up 5.lo/o 
As anticipated, forthcoming year-end reports will 

tell of earnings improvement in 1972. In the case 
of the 25 large representative banks and bank hold-
ing companies1 which comprise the MAS Bank Stock 
Index (seven in New York City, six on the West 
Coast and twelve in other principal cities), combined 
income before securities gains or losses will come 
to about $1,485 million, an increase of 5 .1 per cent 
from the $1,413.2 million in 1971. In that year such 
earnings increased 3.0 per cent from 1970. Loan 
loss provisions included in expenses are expected to 
exceed the year's net loan charge-offs. In contrast, 
such provisions fell significantly short of the losses 
taken in both 1970 and 1971. 

1 The individual banks and bank holding companies are 
listed in Table III. Additional data for each may be found 
in the tabulation on pages 6 thru 9. 
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Although the gains in earnings in both 1971 and 
1972 were largely attributable to those banks having 
significant income from overseas operations and 
holding company affiliates, the prospect for 1973 
is substantially enhanced by productive profit mar-
gins now in tandem with strong growth of domestic 
credit. The weekly reporting banks are entering 1973 
with loans and investments totaling about 13 per 
cent more than a year ago. Average loans in the 
closing quart-er of 1972 are 16 per cent above the 
same period in 1971. Total credit outstanding of 
$310.0 billion shows an increase of $59.2 billion, 
or 23.6 per cent from the $250.8 billion in the 
fourth quarter of 1970 (Table I) . 

10% Increase Expected in 1973 

The rise in short-term interest rates which began 
in early March brought bank lending rates more in 
line with the cost of credit, which includes interest 
paid on time and savings deposits, Federal funds 
and other borrowings, and debt capital. The prime 
or base lending rate, now at 6 per cent (Table II), 
is back to the August 1971 level from which it had 
declined to 4¾ per cent in January; and to 4¾ 
per cent in February, in the case of the "floating" 
base rate of the First National City Bank. The 
profit margin benefited from the operating econo-

Table II 
OPEN MARKET YIELDS, PER CENT 

August February December1 

1971 1972 1972 
Federal Reserve Discount 

Rate ......... . ... 5.0 4.5 4.5 
Federal funds rate ..... 5.57 3.29 5.38 
Treasury bills: 

3-month .... . .. . 5.08 3.18 5.11 
6-month ..... . .. 5.36 3.59 5.32 

12-rnonth .. .. .... 5.52 4.05 5.36 
Prime commerical paper, 

4- to 6-rnonths 5.73 3.93 5.45 
Prime bankers' 

acceptances . . .... .. 5.57 3.52 5.50 
Prime rate of commercial 

banks .. ... ....... 6.0 4.75 6.0 
Floating base rate of First 

National City Bank . . 4.50 6.0 

Pl Dec. 20, 1972 

mies and adjustments forced upon banks by the 
prolonged pressures of rising costs and falling rates . 

Thus, in contrast to 1971 and 1972, earnings 
in the corning year are due to reflect recent credit 
growth as well as future expansion, of which, as yet, 
there are no signs of abatement. Bank Stock 
Quarterly expects that banks in 1973 will show in-
creases of 10 per cent in net income before securi-
ties gains or losses. 

In the Marketplace 

In the years 1970, 1971 and 1972, the Federal 
Reserve pursued constructive credit conditions. 
Earlier, the country experienced a credit squeeze 
in 1966, and extreme monetary stringency in 1969, 
both designed by the Federal Reserve in efforts to 
halt inflation. Despite the upheavals in all financial 
markets during the seven years since December 31, 
1965, bank stocks, as a group, have done better 
in the marketplace than other common stock groups, 
as indicated in "Market Action", Table III. 

The MAS Index of 25 large representative banks 
and bank holding companies reached 217.0 on De-
cember 22, 1972, an advance of 66.2 per cent from 
130.6 on December 31, 1965. Of the 25 banks 
comprising the Index, 20 scored gains, ranging 
from 8.3 per cent to 224.4 per cent. Of interest to 
investors is the great divergence in market action 
among the issues shown in the Table. 

Based on the bid prices of December 22, 1972, the 
aggregate market value of the 25 issues in the MAS 
Index came to $21,258 million, a valuation equal to 
14.3 times the estimated earnings of $1,485 million 
for 1972. This price-earnings multiple represents a 
recovery from previous lows of 10.5 times in May of 
1970, and 10.8 times in August of 1966, when finan-
cial markets were gripped by fears of a money short-
age, forced liquidation and massive losses. 

Today's 14.3 multiple for the twenty-five bank 
group compares with 16.2 times for the Dow Jones 
Industrials, and 19.2 times for the Standard & Poor's 
425 Industrials. 

The market multiple on December 19, 1972 for 
each of 120 banks and bank holding companies is 
shown in the tabulation on foldout pages 6 through 9. 

[3] 

Table III MARKET ACTION 
Bid Prices(a) Change 

Since 
Dec. 31, Dec. 31, Dec. 22, Dec. 31, 

1965 1971 1972 1965 
THE 25 BANKS 

7 Banks in New York City 
Bankers Trust New York Corp ............... 613/s 
Chase Manhattan Corporation .............. 421/s 
Chemical New York Corporation ............ 52 
First National City Corporation ............ 263/s 
Charter New York Corporation ............ 37 
Manufacturers Hanover Corporation .... 213/s 
J. P. Morgan & Co. Incorporated ........ 51 ¾ 

4 Banks in California 
BankAmerica Corporation ___ 23¾ 
Crocker National Corporation ................ 333/s 
Security Pacific Corporation ............... 27¼ 
Wells Fargo & Company .......................... 201/s 

14 Banks in Other Centers 
Cleveland Trust Company ..................... 62½ 
Continental Illinois Corporation ............ 34¾ 
Detroit Bank & Trust Company .............. 40¼ 
First National Boston Corp. ___ 321/s 
First Chicago Corporation .................... 25½ 
First Pennsylvania Corporation .............. 153/s 
Girard Company ______ 57 
Mellon National Corporation .............. 62½ 
National Detroit Corporation .. . ....... 40¾ 
PNB Corporation ..... _ .......... ___ 271/s 
Pittsburgh National Corporation ............ 23¼ 
Republic National Bk. of Dallas ............ 21% 
Seattle-First National Bank .................... 383/s 
U.S. Bancorp _______ 31½ 

20 OTHER MAJOR BANKS 
BanCal Tri•State Corporation ............. 33 3/s 
Cameron Financial Corporation .......... 183/s 
Centran Bancshares Corporation ......... 253/s 
Citizens & Southern Nat'! Bk., Atl. .... 15 
First Bank System, Inc ........................... 181/s 
First Nat'! Holding Corp., Atlanta ........ 31 ¾ 
First National Bank in Dallas ................ 35¼ 
Franklin New York Corporation ...... .... 28¾ 
Harris Bankcorp, Inc ............................. 43¼ 
Marine Midland Banks, Inc ................... 311/s 
Maryland National Corporation ............. 28 
Mercantile Bancorp ............................ 273/s 
Nat'I City Bank of Cleveland ................ 463/s 
NCNB Corporation .................................. 10½ 
Nortrust Corporation ....... _ ..... -............. 243/s 
Northwest Bancorporation ...... _ ............. 22% 
Southeast Banking Corporation .............. 151/s 
Valley Nat'I Bank of Arizona .................. 211/s 
Wachovia Corporation ............................ 19½ 
Western Bancorporation ........................ 35¾ 

INDEXES 
MAS 25 Bank Stocks ......... ___ 130.6 
Dow Jones 30 Industrials ___ 969.26 
New York Times 50 Stocks .................... 582.72 
Standard & Poor's 55 Utilities.............. 75.51 
Standard & Poor's 425 Industrials...... 98.47 

(a) adjusted for stock dividends and splits. 

54% 67 + 8.3% 
58 541/s + 28.5 
54¾ 50¾ - 2.4 
453/s 763/s + 184.2 
34¼ 34¼ - 7.4 
34¼ 36½ + 66.9 
743/s 103¾ + 100.4 

35 3/s 471/s + 98.4 
35 32 - 5.5 
29¼ 321/s + 17.9 
203/s 281/s + 39.8 

81½ 92½ + 48.0 
381/s 521/s + 50.0 
50 49¾ + 23.6 
33% 44¾ + 39.3 
383/s 581/s + 127 .9 
3l1/s 493/s + 224.4 
553/s 551/s - 2.9 
51¼ 48 - 23.2 
48 49½ + 21.5 
42½ 47¾ + 76.0 
35\4 353/s + 54.3 
29% 35¼ + 63.0 
52½ 65¼ + 70.0 
35 54¼ + 72.2 

29¾ 24 - 28.1 % 
32 37½ + 98.7 
30 28 + 8.2 
36¼ 453/s + 205.8 
39¼ 59¼ + 226.9 
21¾ 37¾ + 18.9 
57½ 84¾ + 140.4 
31¼ 33 3/s + 16.1 
543/s 56½ + 30.6 
32¼ 31% + 1.6 
58¾ 61¼ + 118.8 
36% 321/s + 15.2 
58½ 67 + 42.9 
24¼ 34 + 223.8 
373/s 35¼ + 41.7 
38¼ 583/s + 158.0 
27½ 363/s + 136.6 
27¼ 35 + 63.7 
32 44 + 125.6 
35 361/s + 1.0 

172.3 
890.20 
549.46 
59.83 

112.72 

217.0 + 66.2 
1004.21 + 3.6 
648.75 + 11.3 

60.81 - 19.5 
129.24 + 31.2 
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U. S. BANKING: 

COST OF CREDI.T, YIELD REALIZED, PROFIT MARGIN 

All Insured Commercial Banks 
1961 

In the last issue of Bank Stock Quarterly, the article 
on "How Banks Are Doing" began by saying, "The 
cost, allocation and pricing of bank credit are funda-
mental to bank earnings. What banks charge for 
credit affects the whole economy since credit is an 
ever-present component in each step of the economic 
process, from the mine to the counter. Banks must 
keep the nation's business moving forward and yet 
earn enough to retain their privately-owned capital in 
competition with all other industry." 

Nonetheless, President Nixon's Committee on In-
terest and Dividends is looking into the earnings of 
banks because of concern over the upward trend in 
short-term interest rates. In the meantime, the Com-
mittee has cautioned bankers regarding further in-
creases in the prime or base lending rate. There is 
a certain unawareness, among bankers and non-
bankers alike, of the extent to which operating 
expenses have elevated the cost of credit. 

In the decade of the Sixties, total operating ex-
penses of the nation's 13,612 insured commercial 
banks rose at a rate substantially greater than the 
rate at which total loans and investments expanded. 
Because expenses outpaced bank credit, the minimum 
yield on earning assets required to avoid an operating 
deficit has risen sharply. Just to keep out of the red, 
the interest rate needed reached 5 .18 per cent in 1971. 
This critical break-even yield was 2.90 per cent in 
1961. In ten years the cost of credit for U.S. banking 
jumped 78.6 per cent. (See Chart on page 4.) 

Thus, on the basis of a comparable profit margin, 
a prime lending rate of 6 per cent in 1971 corres-
ponded to 3.72 per cent in 1961, when the prime 
rate actually was 4.5 per cent. 

The higher cost of credit today results primarily 
from the increase in the total cost of funds, those of 
depositors, lenders and investors. This has come 
about largely from actions of the Federal Reserve 

[5] 

1971 

Board over the last 16 years which made it possible 
for commercial banks under Regulation Q to compete 
for time and savings deposits. On June 30, 1972 such 
funds represented 53.7 per cent of the $553.3 billion 
total deposits in all insured commercial banks, com-
pared to 26.5 per cent of the $196.0 billion in 1956. 

Regulation Q is the Board's interpretation of Sec-
tion 19 of the Federal Reserve Act in which Congress 
gave the Board its authority to limit the rate of inter-
est which member banks may pay on time and savings 
deposits. The Federal Reserve was given this author-
ity in 1933 as a means of preventing banks from 
engaging in destructive deposit-seeking competition. 
At the same time, Congress outlawed payment of in-
terest, directly or indirectly, on demand deposits. 
The Board promulgated Regulation Q in January 
1936. 

Board Ends Rate Freeze 

On January 1, 1957 the Federal Reserve Board 
lifted the maximum permissible interest rate which 
banks could pay on time deposits to 3 per cent from 
2½ per cent, the rate which had been frozen for 21 
years under Regulation Q. In February 1961, the 
First National City Bank introduced the negotiable 
certificate of deposit (CD), the money market instru-
ment which enables banks to compete for large de-
nomination time deposits. 

In line with its policy of allowing commercial banks 
to be competitive in the money and credit markets of 
the country, the Federal Reserve Board authorized 
successive increases in the maximum interest rate 
which banks could pay under Regulation Q, namely, 
to 4 per cent on January 1, 1962; 4½ per cent on 
November 24, 1964; 5½ per cent on December 6, 
1965; and 6¼ per cent on April 19, 1968. In an 
unprecedented action, the Federal Reserve on June 
24, 1970, suspended Regulation Q's interest rate 
ceiling on CDs having a maturity of 30-89 days, a 
move taken to alleviate a liquidity crisis in the wake 

( Continued on page 11) 
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M. A. SCHAPIRO & CO., INC. 120 BANKS AND BANK HOLDING COMPANIES LISTED IN ORDER OF COMMON CAPITAL ACCOUNTS M. A. SCHAPIRO & CO., INC. 

Selected Assets and Liabilities as of September 30, 1972 Twelve-Month Period°Earnings Since 1969 Market Multiples 

Capital Accounts Loan Deposits Other Total Loans & Investments Income Bank Bid Price Price An- Yield Per Share Income Before Securities Gains (Losses), 
Loss Funds Gross Before or Price Times Times nual Twelve Months Ending 

Reserve Em- Oper- Securities Bank Holding Company Dec.19, Latest Di- Divi-
Total Senior Common Common Book Total Domestic Offices Foreign ployed ating Total Loans Invest- Per Gains 1972 12 luted dend --u·~r I June Shares Value Offices (1ro11) ments Cent to (Losses) Mo•. 

Out- Par 
(a) Funds Gross Earn- Per Dec. Since Sept. Mar. Dec. Dec. Dec. 

standinf Share Operaun, Earn- ings Share 31, Dec.31, 30, 

I 

30, 31, 31, 31, 31, 
Time Funds 12 Months ings 1972 1969 1972 1972 1972 1971 1970 1969 

l Ended 

(000,000) (000,000) (000,000) (000) (000,000) (000,000) 
Savin1s 

(000,000) (000,000) 
9/ 30/71 

(000,000) % (000,000) (000,000) (000,000) (000,000) (000) $ _ $_ ___2L __ $ _ ___2L $ $ $ $ $ $ 
--- - ----- --- ---

NEW YORK STATE 
New York City Clearing House 

$1,738 223 $1,515 57,676 $26.27 $ 307 $ 26,084 14,021 48 12,063 $ 2,263 $ 30,392 $23,580 20,135 3,445 77.6% $190,892 1. First National City Corporation• .. 75.00 21.9 23.4 1.32 1.8 +39.6 3.42 3.29 3.12 3.08 2.67 2.45 
1,764 528 1,236 31,882 38.77 315 23,013 15,034 42 7,979 1,961 27,053 19,427 15,749 3,678 71.8 144,548 2. Chase Manhattan Corporation• ... 54.50 12.,1 13.5 2.00 3.'i +19.8 4.54 4.65 4.43 4.63 4.37 3.79 
1,118 244 874 18,285 47.77 114 10,654 6,158 32 4,496 1,540 13,426 9,189 7,087 2,102 68.4 115,638 3. J.P. Morgan & Co. Incorporated* . . 102.75 16.2 16.5 2.92 2.8 +38.5 6.33 6.25 5.95 5.97 5.57 4.57 

823 100 723 28,368 25.50 164 12,907 9,320 31 3,587 835 14,729 11,033 9,583 1,450 74.9 75,014 4. Manufacturers Hanover Corp.* .. 36.25 13.5 - 1.56 4.3 -4.3 2.68 2.67 2.69 2.78 3.G4 2.80 
897 228 669 13,655 48.99 123 11,539 8,989 43 2,550 1,014 13,573 9,560 7,775 1,785 70.4 64,522 5. Chemical New York Corporation* .. 51.50 10.7 11.4 2.88 5.6 -5.7 4.82 5.13 5.10 5.38 5.71 5.11 
688 183 505 10,331 48.90 117 10,103 7,380 39 2,723 690 11,598 8,137 6,795 1,342 70.2 57,994 6. Bankers Trust New York Corp.* .. 66.25 11.8 12.0 3.00 4.5 +2.'.5 5.61 5.41 5.18 5.33 5.25 4.58 
547 185 362 12,483 29.03 100 8,953 6,526 48 2,427 870 10,470 6,893 5,102 1,791 65.8 ! 41,251 7. Marine Midland Banks, Inc .. . 31.50 9.5 9.9 1.80 5.7 -6.5 3.31 3.29 3.18 3.30 3.44 3.54 
428 140 288 8,128 35.39 49 6,000 4,750 35 1,250 235 6,712 4,335 3,431 904 64.6 23,382 8. Charier New York Corporation• .. . 33.75 1:).9 - 2.00 5.9 -14.4 3.10 3.03 3.01 3.23 3.69 3.62 
261 61 200 6,187 32.37 31 2,935 2,653 46 282 2~8 3,435 2,740 1,816 924 79.8 I 24,818 9. Bank of New York Co., Inc ... 39.50 8.9 10.4 2.00 5.1 -7.3 4.46 4.46 4.43 4.56 4.84 4.81 
232 106 126 4,620 27.22 28 2,527 2,132 47 395 595 3,382 2,660 2,058 602 78.7 10,195 10. Franklin New York Corporation . 33.75 15.3 15.2 1.60 4.7 -46.0 2.21 2.42 2.62 3.36 4.70 4.09 

68 - 68 2,100 32.59 6 458 458 63 - 46 578 481 334 147 83.2 7,617 11. United States Trust Company .. . . 57.75 15.9 - 2.00 3.5 -10.1 3.64 3.46 3.34 3.31 4.13 4.05 
- - -- ·-- - - --- - - - --- -- --- -- - -- - --

$8,564 1,998 $6,566 193,715 $1,354 $115,173 77,421 41 37,752 $10,257 $135,348 $98,035 79,865 18,170 72.4% $755,871 ........ Total 

Other New York Banks 
$ 187 68 $ 119 3,216 $36.98 $ 24 $ 1,954 1,954 55 - $ 92 $ 2,257 $ 1,968 1,345 623 87.2 % $ 12,290 1. Lincoln First Banks Inc .. . . . . . . . . 31.50 8.1 8.8 1.88 6.0 -7.0 3.87 3.80 3.74 3.70 4.38 4.16 

118 - 118 5,504 21.46 14 1,321 1,321 47 - 26 1,479 1,295 794 501 87.6 12,421 2. United Bank Corporation of N. Y ... 20.75 9.1 - 1.40 6.7 -18.7 2.22 2.24 2.23 2.27 2.83 2.73 
123 6 117 4,665 25.10 20 1,515 1,515 64 - 335 1,993 1,878 1,200 678 94.2 13,435 3. Security National Bank . . . . ... . ... 32.75 9.7 - 1.00 3.1 +20.7 3.38 3.50 3.58 3.58 3.17 2.80 

95 12 83 5,386 15.43 16 1,424 1,424 37 - 81 1,616 1,315 939 376 81.4 9,787 4. First Commercial Banks, Inc .. . 16.25 8.0 - 1.00 6.2 -5.1 2.04 2.12 2.17 2.27 2.56 2.15 
93 26 67 2,589 26.05 17 1,080 1,039 62 41 431 1,621 1,445 1,194 251 89.1 6,725 5. First Empire State Corporation .. 23.00 8.8 - 1.50 6.5 -1.9 2.60 2.61 2.58 2.68 2.76 2.65 
61 22 39 1,898 20.60 7 589 589 64 - 28 685 597 427 170 87.2 4,172 6. Security New York State Corp ... 23.25 9.9 - 1.07 4.6 +n.4 2.34 2.24 2.17 2.13 2.23 2.10 
52 16 36 2,248 16.23 2 560 280 73 280 2 616 457 336 121 74.2 7,226 7. Republic National Bank of N. Y •.. 45.00 13.8 14.7 - - +352.8 3.26 2.93 2.72 2.59 1.93 0.72 
29 3 26 1,276 21.00 4 413 413 61 - 12 458 415 210 205 90.6 4,072 8. Long Island Trust Company (b) . 41.25 12.9 - 1.20 2.9 +7.4 3.19 3.16 3.12 3.09 3.08 2.97 
28 7 21 1,276 16.52 4 396 396 62 - 37 465 418 304 114 89.9 2,697 9. Empire National Bank .. 23.25 11.0 - 1.00 4.3 +23.3 2.12 2.07 2.09 2.11 2.02 1.72 
21 - 21 726 28.41 1 191 191 61 - - 213 185 86 99 86.9 3,458 10. First Westchesler Nal'I Bank (c) .. 44.50 9.3 - 1.00 2.2 +47.7 4.77 4.70 4.64 4,.55 3.76 3.23 
16 2 14 1,000 14.04 2 176 176 43 - 2 196 170 100 70 86.7 1,862 11. Hempstead Bank (c) .. 25.00 13.4 - 1.00 4.0 -2.6 1.87 1.96 2.03 2.07 2.17 1.92 
11 - 11 490 21.84 1 114 114 61 - - 126 108 77 31 85.7 762 12. Long Island National Bank (c) .. 30.00 19.2 - 0.75 2.5 -18.8 1.56 1.69 1.63 1.69 2.20 1.92 

NORTHEAST 
515 - 515 9,999 51.49 57 5,015 3,557 51 1,458 783 6,370 5,383 4,051 1,332 84.5 44,457 1. Mellon National Corporation• . . 49.00 11.0 - 2.40 4.9 - 8.8 4.45 4.49 4.55 4.78 5.Q9 4.88 
502 100 402 12,000 33.46 58 4,384 2,829 39 1,555 503 5,447 3,467 2,775 692 63.6 41,190 2. First National Boston Corporation• . 45.50 13.3 - 1.62 3.6 +5.9 3.43 3.26 3.20 3.37 3.47 3.24 
315 86 229 12,520 18.27 41 3,180 2,789 58 391 718 4,254 3,552 3,020 532 83.5 35,589 3. First Pennsylvania Corporation• . . 49.25 17.0 - 1.20 2.4 +33.2 2.89 2.81 2.78 2.77 2.48 2.17 
181 - 181 6,185 29.31 20 1,673 1,673 55 - 257 2,131 1,810 1,144 666 84.9 21,396 4. Pittsburgh National Corporation• .. 36.25 10.5 - 1.48 4.1 +3.0 3.46 3.46 3.53 3.65 3.77 3.36 
216 36 180 5,422 33.11 28 2,195 1,857 39 338 419 2,858 2,166 1,739 427 75.8 21,929 5. P N B Corporation* . ········· 48.00 11.9 - 1.94 4.0 +18.8 4.04 4.12 4.10 4.25 4.09 3.40 
202 65 137 2,561 53.65 23 2,662 2,091 40 571 238 3,125 1,844 1,437 407 59.0 15,079 6. Girard Company* .. 55.25 9.4 10.4 3.00 5.4 -7.7 5.89 5.86 5.77 6.01 6.43 6.38 
129 10 119 1,920 61.30 18 1,577 1,472 39 105 261 1,985 1,692 1,159 533 85.2 11,322 7. Shawmut Association, Inc. .. . 52.50 9.0 - 3.00 5.7 0.0 5.81 5.72 5.44 5.82 5.81 5.81 
126 15 111 3,027 34.82 15 1,345 1,345 43 - 15 1,501 1,336 870 466 89.0 12,519 8. Baystate Corporation . .. . .. 37.00 9.6 10.1 1.88 5.1 -8.l 3.86 3.79 3.76 3.82 4.34 4.20 
165 55 110 4,103 26.83 22 1,753 1,419 50 334 167 2,107 1,668 1,308 360 79.2 15,487 9. Fidelity Corporation of Pennsylvania . 47.25 12.:i - 2.20 4.7 +7.4 3.79 3.80 3.63 3.71 3.87 3.53 
106 - 106 2,981 35.4.9 11 788 788 37 - 40 945 795 561 234 84.1 13,318 10. Fidelity Union Bancorporation . 46.75 10.6 - 2.20 4.7 -0.2 4.42 4.44 4.38 4.31 4.50 4.43 
141 50 91 3,694 24.65 16 1,036 1,036 48 - 133 1,326 1,095 857 238 81.6 11,716 11. Provident Nalional Corporation .. 36.25 11.2 12.l 1.56 4.3 +13.7 3.23 3.21 3.Q9 3.12 3.05 2.84 
114 25 89 4,753 18.79 10 1,160 1,125 71 35 144 1,428 1,332 1,037 295 93.3 12,866 12. Industrial National Corporation .. 40.00 14.7 - 0.96 2.4 +39.3 2.73 2.54 2.34 2.17 1.93 1.96 
127 40 87 2,870 30.43 11 1,128 1,128 52 - 50 1,316 1,094 664 430 83.1 9,834 13. First Nat'I State Bancorporation . . 35.25 10.0 - 2.00 5.7 - 22.8 3.53 3.53 3.44 3.49 4.47 4.57 
105 20 85 1,871 45.50 13 976 968 38 8 192 1,286 1,073 715 358 83.4 8,764 14. State Street Boston Fin. Corp •.. 48.75 10.6 11.5 2.40 4.9 -4.0 4.59 4.58 4.30 4.20 4.63 4.78 

115 30 85 2,799 30.35 12 1,162 1,122 42 40 165 1,454 1,074 796 278 73.9 8,909 15. Hartford National Corporation .... 30.75 9.7 - 1.80 5.9 -1.2 3.18 3.20 3.20 3.28 3.57 3.22 
93 11 82 1,808 45.30 13 1,224 1,114 47 110 94 1,424 1,091 790 301 76.6 9,715 16. C B T Corporation .. .. .... 56.00 10.6 - 2.40 4.3 +1.5 5.26 5.31 5.45 5.60 5.41 5.18 

121 45 76 2,510 30.45 14 1,282 1,282 54 - 90 1,507 1,272 858 414 84.4 11,877 17. Midlantic Banks Inc. 40.25 8.5 9.1 2.00 5.0 - 4.8 4.75 4.67 4.69 4.76 4.90 4.99 

98 24 74 2,558 29.11 9 1,250 1,250 64 - 91 1,448 1,286 825 461 88.8 10,384 18. United Jersey Banks .. ·•·· 57.00 12.7 - 2.00 3.5 +13.7 4.49 4.35 4.17 3.96 4.06 3.95 
74 20 54 2,453 21.82 11 889 889 38 -- 208 1,182 970 736 234 82.l 5,977 19. New England Merch. Co., Inc ... .. 24.00 10.0 10.8 1.40 5.8 -7.0 2.40 2.39 2.32 2.42 2.83 2.58 
49 - 49 1,838 26.76 7 552 552 49 - 16 624 559 440 119 89.6 6,098 20. Union Trust Company, Conn ... 34.00 9.9 - 1.80 5.3 +6.2 3.45 3.56 3.61 3.57 3.59 3.25 

31 7 24 3,000 8.11 6 574 574 34 - - 611 484 349 135 79.2 ' 2,496 21. National State Bank, Elizabeth ... 12.00 14.5 - 0.64 5.3 -38.5 0.83 1.57 1.51 1.53 1.60 1.35 

SOUTHEAST 
310 68 242 14,610 16.54 34 2,003 2,003 54 - 425 2,772 2,443 1,955 488 88.1 30,808 1. Wachovia Corporation .. 42.25 19.8 - 0.62 1.5 +25.3 2.13 2.12 2.07 2.05 1.79 1.70 

199 26 173 11,617 14.45 24 1,790 1,764 43 26 289 2,302 1,858 1,560 298 80.7 22,947 2. Citizens and Southern Nat'I B1nk .. 46.50 24.l 24.9 0.91 2.0 +17.7 1.93 1.83 1.79 1.79 1.80 1.64 

217 98 119 14,684 814 20 1,866 1,603 48 263 425 2,528 1,998 1,520 478 79.0 19,331 3. NCNB Corporation .. 34.50 24.8 - 0.45 1.3 +58.0 1.39 1.33 1.26 1.22 1.02 0.88 

103 - 103 3,625 28.31 14 1,234 1,234 43 - 146 1,497 1,207 784 423 80.6 14,064 4. Maryland National Corporation .. 61.25 15.8 - 1.20 2.0 +19.8 3.88 3.75 3.71 3.68 3.70 3.24 

165 65 100 4,954 19.99 15 1,430 1,430 53 - 72 1,682 1,412 1,055 357 83.9 13,134 5. United Va. Bankshares Inc. .... .. 44.75 16.8 18.5 1.08 2.4 +12.2 2.66 2.54 2.41 2.41 2.47 2.37 

95 - 95 2,160 40.80 10 991 991 41 - 123 1,219 962 763 199 78.9 11,306 6. Trust Company of Georgia . ... .. . 101.00 21.0 - 1.94 1.9 +10.0 4.82 4.64 4 .. 48 4.66 4.60 4.38 

116 2f 92 7,218 12.77 11 1,216 1,216 49 - 154 1,497 1,274 815 459 85.1 12,583 7. Southeast Banking Corporation. ... 35.50 20.3 21.1 0.73 2.1 +10.8 1.75 1.70 1.62 1.62 1.50 1.58 

138 49 89 5,961 14.95 15 1,228 1,195 49 33 153 1,534 1,335 1,029 306 87.0 12,344 8. Cameron Financial Corporation . . 37.75 18.3 19.7 0.84 2.2 +28.0 2.06 2.10 2.05 2.21 1.90 1.61 

133 48 85 3,758 22.75 12 895 876 29 19 411 1,451 1,131 966 165 77.9 8,511 9. First Nat'I Holdg. Corp., Atlanta .. . 37.75 14.8 16.l 1.00 2.6 +18.1 2.55 2.47 2.25 2.18 1.94 2.16 

96 13 83 2,426 34.00 6 835 749 35 86 55 992 707 498 209 71.3 10,789 10. American Security & Tr. Co., D.C .. . 53.75 12.1 - 1.75 3.3 +13.6 4.44 4.41 4.35 4.33 4.05 3.91 

81 - 81 2,694 30.20 6 552 552 42 - 41 680 555 370 185 81.6 7,701 11. Firs! National Bank Trustees .. 41.50 14.5 - 1.11 2.7 +12.2 2.86 2.87 2.84 2.85 2.83 2.55 

120 40 80 5,456 14.26 8 1,080 1,080 49 - 38 1,246 1,087 731 356 87.2 10,053 12. Barnett Banks of Florida, Inc .. .... 47.00 25.1 27.3 0.60 1.3 +29.0 1.87 1.73 1.60 1.54 1.56 1.45 

89 11 78 3,433 22.67 9 1,033 1,033 59 - 97 1,228 958 643 315 78.0 8,878 13. First Tenn. Nat'I Corporation .. 49.50 18.0 - 0.80 1.6 +47.8 2.75 2.67 2.62 2.63 2.26 1.86 

78 - 78 3,486 18.38 7 758 758 44 - 33 876 728 498 230 83.1 8,393 14. Atlantic Bancorporation .... . ... 32.25 16.1 - 0.70 2.2 +14.9 2.00 1.94 1.83 1.86 1.79 1.74 

91 14 77 1,220 62.94 13 1,018 1,004 36 14 46 1,168 925 692 233 79.2 11,315 15. Riggs National Bank of Washington. 88.75 9.6 10.3 3.44 3.9 +18.8 9.29 8.74 8.45 8.10 8.06 7.82 

99 25 74 4,057 18.26 13 1,115 1,115 56 - 62 1,289 1,154 912 242 89.5 9,644 16. Virginia National Bankshares .. .. 32.50 13.8 - 1.04 3.2 +11.4 2.35 2.32 2.30 2.29 2.21 2.11 

(a) Includes rediscounts, Fed funds purchased and RP's, notes, mortgages and other borrowings. (b) Proposed sale to Barclays Bank Ltd. at S4 7 • •hare was announced on August 25, 1972. (c) As of October 10, 1972. *Included in MAS 25-Bank Stock Index. 
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M. A, SCHAPIRO & CO., INC. 120 BANKS AND BANK HOLDING COMPANIES LIS1jED IN ORDER OF COMMON CAPITAL ACCOUNTS 
Selected Assets and Liabilities as of September 30, 1972 Twiive-Month Period Earnings Since 1969 Market Multiples 

M. A. SCHAPIRO & CO., INC. 

Capital Accounts Loan Deposits Other Total Loans & l11vcst1nents lncou1e Bank Per Share Income Before Securities Gains (Losses), 
Loss Funds Gross Before or Bid Price Price An- Yield Twelve Months Ending 

Reserve Em- Oper- Securities Bank Holding Company Price Times Times nual 
Tota I Senior Common Book Total Domestic Offices Forel1n ployed ating Total Loans Invest- Per Gains Dec.19, Latest Di- Divi- ---Change Common 

Shares Value OlfitlS (a ) Funds (1ross) mants Cent to (Losses) 1972 12 luted dend Dec, Since Sept. June Mar, Dec. Dec. Dec. Out- Per Gross 
standint Share Time Operatina: Mos. Earn- Per 31, Dec.31, 30, 30, 31, 31, 31, 31, l Funds 12 Months Earn- ings Share 1972 1969 1972 1972 1972 1971 1970 1969 S1vin1s Ended ings 9/ 30/72 

(000,000) (000,000) (000,000) (000) (000,000) (000,000) (000,000) % (000,000) (000,000) (000,000) (000,000) (000,000) (000,000) (000) $ $ % $ % $ $ $ $ $ $ ------
SOUTHEAST (Continued) 

$ 91 18 $73 6,905 $ 10.31 $ 8 $ 954 954 48 - $ 66 $ 1,119 $ 957 558 399 85.5 % $ 7,758 17. First at Orlando Corporation .. .... 40.00 28.2 29.0 0.46 1.2 +42.0 1.42 1.42 1.34 1.30 1.13 1.00 
116 45 71 2,880 24.68 12 954 954 54 - 96 1,178 1,041 78t 257 88.4 9,039 18. First & Merchanls Corporation . .. . 41.50 13.2 14.,t 1.40 3.4 +5.4 3.15 2.98 2.94 2.89 2.70 2.99 

67 - 67 2,583 25.77 7 773 773 39 - 62 909 724 518 206 79.6 8,759 19. First Nat'I Bank of Maryland .. .. 43.50 12.8 - 1.36 3.1 +18.9 3.40 3.41 3.43 3.45 3.30 2.86 
94 32 62 3,742 16.63 12 868 868 62 - 123 1,097 1,036 850 186 94.4 7,637 20. Bank of Virginia Company .. ... 32.00 14.7 15.8 0.80 2.5 +11.9 2.17 2.14 2.07 2.10 2.07 1.94 
52 - 52 3,267 16.01 7 617 617 33 - 27 703 600 464 136 85.3 7,010 21. South Carolina National Corp .... 30.75 14.3 - 0.70 2.3 +21.2 2.15 2.11 2.01 2.14 2.12 1.69 
65 15 50 4,298 11.47 7 764 764 60 - 14 850 754 513 241 88.7 6,898 22. Dominion Bankshares Corp. ...... 23.25 14.5 - 0.60 .2.6 +36.8 1.60 1.54 1.52 l.~4 1.30 1.17 
64 17 47 8,573 5.55 7 654 654 64 - 17 742 663 478 185 89.4 6,991 23. First Va. Bankshares Corporation .. 13.75 15.l 15.5 0.44 3.2 +31.9 0.91 0.84 0.84 0.84 0.76 0.69 
45 1 44 3,284 13.01 5 547 547 54 - 12 609 545 327 218 89.5 5,927 24. First Florida Bancorporation ... 33.75 19.0 - 0.54 1.6 +36.9 1.78 1.63 1.54 1.45 1.41 1.30 
44 9 35 4,900 6.66 5 496 496 51 - 54 599 483 302 181 80.6 5,182 25. First Financial Corporation, Fla ..... 17.75 17.9 19.7 0.36 2.0 +5k7 0.99 0.96 0.92 0.91 0.83 0.64 
44 11 33 3,635 8.82 3 406 406 51 - 6 459 385 245 140 83.9 4,519 26. Pan American Bancshares, Inc .... 24.00 17.6 - 0.50 2.1 +28.3 1.36 1.18 1.21 1.17 1.03 1.06 
43 12 31 2,552 11.25 4 374 374 46 - 40 461 365 235 130 79.2 3,561 27. Exchange Bancorporation, Inc. .. .. 21.00 15.9 17.1 0.43 2.0 +24.5 1.32 1.28 1.24 1.22 1.21 1.06 

NORTH CENTRAL 
748 100 648 19,348 33.51 109 8,106 5,775 60 2,331 1,147 10,110 8,196 6,797 1,399 81.l 73,902 1. First Chicago Corporation• ..... 57.25 14.9 - 1.62 2.8 +36.7 3.84 3.68 3.37 3.42 3.13 2.81 
721 100 621 17,244 36.02 130 8,916 6,341 54 2,575 926 10,693 9,057 7,281 1,776 84.7 77,478 2. Continental Illinois Corporation • ... 53.00 11.8 - 1.84 3.5 +41.8 4.51 4.60 4.18 4.08 3.79 3.18 
425 70 355 14,695 23.81 48 3,914 3,914 58 - 527 4,914 4,337 2,965 1,372 88.3 48,568 3. First Bank System, Inc .. . ....... 60.00 18.3 - 1.25 2.1 +38.0 3.27 3.20 3.04 3.06 2.80 2.37 
394 60 334 11,550 28.21 54 4,343 4,343 56 - 393 5,184 4,426 3,135 1,291 85.4 42,089 4. Northwest Bancorporation . ······· 58.00 16.1, - 1.50 l.6 +2:a: .5 3.54 3.41 3.28 3.22 3.04 2.89 
432 100 332 6,000 55.33 53 4,872 4,254 49 618 288 5,645 3,966 2,651 1,315 70.3 35,676 5. National Detroit Corporation • .. 49.25 8.3 9.1 2.28 4.6 +4.9 5.94 5.99 5.99 6.01 6.51 5.66 
288 - 288 3,012 95.66 32 2,380 2,380 62 - 85 2,785 2,369 1,726 643 85.1 25,696 6. Cleveland Trust Company* . 92.75 10.9 - 3.60 3.9 -7.6 8.54 8.63 8.57 8.60 9.58 9.24 
204 25 179 3,125 57.35 25 2,132 1,798 44 334 379 2,740 2,066 1,520 546 75.4 16,690 7. Harris Bankcorp, Inc ... .......... 56.25 10.5 11.5 2.00 3.6 +2.3 5.34 5.31 5.09 5.32 5.89 5.22 
169 - 169 3,064 55.04 24 2,231 2,231 68 - 83 2,507 2,037 1,428 609 81.3 17,666 8. Detroit Ban~ & Trust Company• .. 50.25 8.7 - 2.52 3.0 -7.7 5.77 5.88 5.94 6.01 6.41 6.25 
193 25 168 6,657 25.01 20 1,930 1,930 60 - 149 2,292 2,026 1,167 859 88.4 15,791 9. BancOhio Corporation .. ... 26.25 10.7 - 1.00 3.8 +4.2 2.46 2.42 2.28 2.25 2.39 2.36 
192 30 162 5,100 31.85 24 1,996 1,589 51 407 228 2,440 2,036 1,594 442 83.4 16,903 10. Nortrust Corporation ............. 36.00 10.9 - 1.28 3.6 -4.9 3.31 3.24 3.30 3.41 3.71 3.48 
160 - 160 3,624 44.17 19 1,432 1,398 55 34 251 1,862 1,595 91,2 653 85.7 22,049 11. National City Bank of Cleveland .... 67.75 11.1 - 2.80 4.1 +17.5 6.10 6.05 6.00 5.97 5.79 5.19 
219 71 148 4,201 34.73 24 2,151 2,151 65 - 270 2,664 2,444 1,414 1,030 91.7 15,879 12. First Wisconsin Bankshares Corp •. 41.00 11 .1 - I.66 4.0 +6.3 3.70 3.60 3.42 3.48 3.88 3.48 
153 25 128 5,086 25.10 17 1,158 1,138 39 20 282 1,610 1,363 956 407 84.7 15,299 13. Mercantile Bancorporation Inc •.. 32.75 10.3 - 2.00 6.1 +I.9 3.17 3.13 3.08 3.16 3.43 3.11 
153 37 116 2,065 56.33 23 2,110 2,101 65 9 29 2,315 1,887 1,443 444 81.5 14,055 14. Manufacturers Nat'I Bk. of Detroit. . 54.00 7.9 8. 7 2.60 4.8 +18.2 6.83 6.78 6.80 6.92 6.80 5.78 
130 15 115 2,510 45.26 13 989 989 39 - 223 1,355 1,118 771 347 82.5 11,106 15. First Union, Inc ... ............... 44.00 9.9 - 2.40 5.5 -1.l 4.43 4.55 4.53 4.96 5.26 4.48 
113 - 113 2,349 47.93 IO 983 983 43 - Ill 1,217 1,006 693 313 82.7 13,299 16. Commerce Bancshares, Inc .... . .... 63.75 11.2 - 1.87 2.9 +24.3 5.67 5.25 4.97 4.83 4.91 4.56 
149 45 104 3,843 27.12 17 1,480 1,480 60 - 94 1,740 1,468 1,039 429 84.4 10,319 17. Centran Bancshares Corporation .... 28.00 9.5 - 1.70 6.1 -15.0 2.95 3.00 3.03 3.01 3.13 3,47 
132 35 97 5,134 18.71 11 1,096 1,096 51 - 125 1,364 1,162 851 311 85.2 14,681 18. First Security Corporation .. .... 41.75 14.6 15.4 0.88 2.1 +33.2 2.85 2.71 2.68 2.63 2.26 2.14 
98 15 83 4,554 18.33 11 982 982 53 - 5 1,096 939 699 240 85.7 9,895 19. First Banc Group of Ohio, Inc .... 35.25 13.8 - 0.96 2.7 +19.l 2.56 2.52 2.47 2.46 2.48 2.15 

107 26 81 4,462 18.14 12 1,079 996 49 83 296 1,494 1,162 919 243 77.8 10,530 20. American Fletcher Corporation .. 35.50 15.2 15.6 1.08 3.0 +9.9 2.33 2.09 2.08 2.16 2.41 2.12 
75 - 75 2,198 34.20 11 976 801 42 175 116 1,178 868 656 212 73.7 8,423 21. American National Corporation(b) .. 37.00 10.G - 1.25 3.4 +6.6 3.69 3.62 3.48 3.56 3.87 3.46 
66 - 66 2,299 28.85 7 519 519 43 - 63 655 528 411 117 80.6 5,712 22. Fifth Third Bank . 30.25 12.J. - 1.40 4.6 -26.1 2.49 2.52 2.53 2.64 3.10 3.37 

107 43 64 3,889 16.45 9 967 938 63 29 129 1,212 1,073 696 377 88.5 14,313 23. Union Commerce Corporation .. 43.00 12A - 1.26 2.9 +65.2 3.47 3.38 3.27 3.17 2.83 2.10 

SOUTHWEST 
173 - 173 9,393 18.38 25 2,159 1,593 37 566 653 3,010 2,091 1,640 451 69.5 23,174 1. Republic Nat'I Bank of Dallas• .. 36.00 15.0 - 1.04 2.9 +8.6 2.40 2.36 2.26 2.30 2.34 2.21 
180 20 160 5,000 32.03 21 2,035 1,526 42 509 404 2,640 1,871 1,410 461 70.9 22,069 2. First National Bank in Dallas .. 86.50 19.6 - 1.60 1.8 +51.4 4.42 4.34 4.14 4.11 3.49 2.92 
162 43 119 8,864 13.42 18 1,970 1,959 63 11 85 2,235 1,943 1,444 499 86.9 15,858 3. Valley Nat'I Bank of Arizona . ..... 35.25 19.7 20.4 0.75 2.1 +14.0 1.79 1.75 1.69 1.66 1.65 1.57 
119 - 119 4,808 24.67 11 1,674 1,589 39 85 524 2,328 1,752 1,346 406 75.3 14,104 4. First City Bancorp. of Texas, Inc .... 58.50 18.5 - 1.25 2.1 +24.4 3.16 3.03 2.90 2.82 2.71 2.54 
115 - 115 7,630 15.05 12 1,198 1,087 40 111 146 1,471 1,093 828 265 74.3 13,91,9 5. Texas Commerce Banes., Inc ....... 30.50 16.6 - 0.72 2.4 +60.0 1.84 1.78 1.76 1.75 1.58 1.15 
108 3 105 5,673 18.59 11 1,079 1,041 44 38 57 1,255 978 665 313 77.9 10,094 6. Sou1hwest Bancshares, Inc ... 31.00 15.2 - 0.96 3.1 +20.7 2.04 2.03 1.96 1.96 1.82 l.69 

87 14 73 7,627 9.16 5 455 455 47 - 165 712 574 325 249 80.6 8,909 7. First Oklahoma Bancorp., Inc ... .. 13.00 12.0 - - - +54.3 1.08 1.04 1.02 0.95 0.79 0.70 
62 5 57 2,847 19.78 8 855 855 49 - 65 990 806 636 170 81.4 6,706 8. United Banks of Colorado, Inc ... 31.75 12.6 - 1.00 3.1 +14.6 2.51 2.51 2.28 2.27 2.20 2.19 
61 10 51 2,486 20.68 7 598 598 56 - 110 776 645 452 193 83.1 6,107 9. Fort Worth National Corporation . 34.00 13.9 - 0.68 2.0 +16.2 2.44 2.33 2.30 2.27 2.08 2.10 
42 - 42 2,310 18.33 4 549 516 54 33 57 652 521 370 151 79.9 4,626 10. First United Bancorp., Inc •. ........ 33.00 16.4 - 0.60 1.8 +12.9 2.01 1.99 1.97 2.04 2.00 1.78 
50 10 40 2,219 17.86 5 375 375 48 - 41 471 396 276 120 84.1 4,636 11. N B T Cor,oration . . . . . . . . . . . ... 24.75 11.8 - 0.88 3.6 +30.6 2.09 2.06 2.01 1.95 1.65 1.60 
42 9 33 2,344 14.28 6 589 589 62 - 24 661 600 454 146 90.8 3,755 12. Arizona Bank . ... ... 32.25 18.1 - 0.58 1.8 +39.1 1.78 1.80 1.76 1.70 1.50 1.28 
37 10 27 1,338 19.94 5 459 459 53 - 33 534 435 345 90 81.5 ' 3,177 13. Colorado National Banksh., Inc ... 23.75 9.3 11.8 0.84 3.5 +20.6 2.56 2.36 2.22 2.14 2.30 1.99 

WEST COAST 
1,755 326 1,429 67,363 21.21 276 33,022 21,224 64 11,798 1,949 37,002 26,412 20,027 6,385 71.4 184,633 1. Bank America Corporation •. ...... 46.00 17.2 - 1.18 2.6 +19.6 2.68 2.64 2.61 2.59 2.42 2.24 

835 168 667 22,892 27.21 126 11,518 10,943 54 575 859 13,338 10,762 8,268 2,494 80.7 70,591 2. Western Bancorporation .... ..... 36.00 12.6 - 1.30 3.6 -4.0 2.86 2.80 2.74 2.89 3.20 2.98 
540 - 540 20,432 26.42 91 9,412 7,831 58 1,581 375 10,418 7,754 6,039 1,715 74.4 55,426 3. Security Pacific Corporation• ....... 31.50 11.6 - 1.28 4.1 -2.2 2.71 2.68 2.57 2.64 2.84 2.77 
431 74 357 18,614 19.21 75 7,053 5,887 60 1,166 656 8,215 6,634 5,220 1,414 80.8 37,431 4. Wells Fargo & Company• .. .... 28.75 14.2 14.7 0.86 3.0 +14.8 2.02 1.97 1.89 1.86 1.77 1.76 
417 126 291 10,239 28.43 49 5,862 4,991 63 871 574 6,902 5,398 4,158 1,240 78.2 33,387 5. Crocker National Corporation• ..... 32.00 10.0 10.8 1.66 5.2 +9.6 3.20 3.19 3.24 3.30 3.19 2.92 
258 55 203 9,541 19.47 30 2,845 2,660 58 185 182 3,315 2,589 1,921 668 78.l 23,693 6. Unionamerica, Inc •. . .......... . .. 39.00 1;; _4 - 0.80 2.1 +38.3 2.53 2.49 2.41 2.33 2.09 1.83 
179 - 179 4,500 39.78 24 2,229 2,086 56 143 428 2,860 2,427 1,904 523 84.9 22,093 7. Seattle-First National Bank • ...... 64.25 13.1 - 1.80 2.8 +16.6 4.91 4.81 4.87 4.85 4.21 4.21 
176 50 126 4,050 31.22 19 1,783 1,729 57 54 77 2,055 1,834 1,383 451 89.2 15,978 8. U.S. Bancorp• .. .... ...... 55.25 14.0 - 1.60 2.9 +27.9 3.94 3.77 3.73 3.59 3.10 3.08 
118 35 83 3,018 27.56 20 1,994 1,867 54 127 113 2,245 1,788 1,454 334 79.6 6,128 9. BanCal Tri-State Corporation . .. ... 23.25 11.5 12.2 1.34 5.8 -17.8 2.03 2.22 2.21 2.65 2.56 2.47 

PUERTO RICO & HAWAII 
63 6 57 2,000 28.11 7 741 741 62 - 69 880 771 534 237 87.6 5,129 1. Banco Popular de Puerto Rico ., ... 29.25 10.8 - 1.20 4.1 +1.1 2.72 3.02 2.97 3.00 2.87 2.69 
62 12 50 6,634 7.59 8 763 763 57 - 7 840 732 577 155 87.1 7,990 2. Hawaii Bancorporation, Inc. ....... 19.00 15.8 - 0.65 3.4 +1.1 1.20 1.20 1.17 1.16 1.11 1.12 
59 10 49 3,029 16.09 7 648 648 58 - 30 744 661 453 208 88.8 7,312 3. First Hawaiian Bank (c) .. .. 33.25 13.7 - 1.20 3.6 +34.4 2.42 2.34 2.34 2.32 2.12 l.80 
48 5 43 2,200 19.60 3 599 599 68 - - 650 590 443 147 90.8 5,619 4. Banco Credito y Ahorro Ponceno ... 23.75 9.4 - 0.80 3.4 +55.8 2.54 2.44 2.36 2.39 2.36 1.63 

I 
(a) Includes rediscounts, Fed funds purchased and RP's, notes, mortgages and other borrowings, (b) Proposed sale pending at 848 a share to Walter E. Heller International Corporation. (c) As of October 10, 1972. *Included in MAS 25-Bank Stock Index. 
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Table I DOMESTIC DEPOSITS OF ALL INSURED COMMERCIAL BANKS 
(Dollar amounts in millions) 

Dec. 30, 
1961 

Dec. 31, 
1966 

Dec. 31, 
1969 

Dec. 31, 
1970 

Dec. 31, 
1971 

Savings deposits .......... . 

Other time deposits ....... . 

Total time deposits 

Demand deposits ......... . 

Total deposits ........... . 

$ 63,888 
18,924 
82,812 

165,093 
$247,905 

$ 90,077 
71,026 

161,103 
191,737 

$352,840 

$ 93,796 
103,063 
196,859 
240,131 

$436,990 

$ 98,816 
136,527 
235,343 
247,170 

$482,513 

$112,166 
164,739 
276,905 
262,279 

$539,184 

of Penn Central's insolvency. Since then, the volume 
of negotiable CDs1 outstanding at the 331 weekly 
reporting large commercial banks has grown to $43. 9 
billion on November 29, 1972, reflecting an inflow of 
$30.9 billion. These funds today represent 14.1 per 
cent of their total deposits against 5 .6 per cent 30 
months earlier. These are the banks having domestic 
deposits of more than $ I 00 million whose financial 
aggregates are released weekly by the Federal Reserve. 

The impact on banking's balance sheet of the new 
competition for deposits is strikingly evident in the 
overall changes since December 30, 1961. Total 
time deposits of the 13,612 insured commercial banks 
came to $276.9 billion on December 31, 1971, a 
growth of $194. l billion or 234 per cent (see Table 
I). These interest-bearing funds accounted for 51.4 
per cent of the group's $539.2 billion total deposits, 
in contrast to the 3 3 .4 per cent share of the $24 7. 9 
billion on December 30, 1961. Demand deposits of 
$262.3 billion, which showed a gain of $97.2 billion 
or 58.9 per cent, represented 48.6 per cent of total 
deposits, down from 66.6 per cent ten years earlier. 
Domestic time and demand deposits combined in-
creased by $291.3 million, or 117 per cent. 

Added Interest Costs 
Apart from the very sharp increase in time and 

savings deposits, banks in this period incurred other 
liabilities which added to their interest costs, princi-
pally, Federal funds purchased and securities sold 
under agreements to repurchase. This item, which 
represents the uncommitted reserves which banks lend 
to each other, amounted to $24.2 billion at year-end 
1971. Banks also borrowed from the Federal Re-
serve. Some obtained needed funds through sale of 

1 Issued in denominations of $100,000 or more. 

commercial paper. Other borrowings, generally those 
of larger banks, included funds owed to foreign 
branches, known as Euro-dollars, which grew dramat-
ically during the 1969-1970 credit squeeze. Debt 
capital for banks, which developed in the early 
Sixties in the form of notes and debentures, both 
straight and convertible, totalled $3.0 billion on 
December 31, 1971. 

In the ten years, 1961-1971, because of the higher 
rates paid on the greater volume of funds, total in-
terest costs of all insured commercial banks soared 
more than five-fold, from $2,145 million to $13,595 
million (Table II, line 1). Total operating expenses 
(line 3) increased three-fold, from $7,440 million 
to $29,651 million. Of the $22,211 million increase 
in operating expenses, interest costs alone accounted 
for $11,450 million or 51.6 per cent. Interest paid 
as a percentage of total costs rose to 45. 9 per cent 
from 28.8 per cent. 

While total operating expenses jumped 300 per 
cent, the volume of domestic bank credit outstanding 
expanded 136 per cent, from $203.8 billion to $480.4 
billion (line 8). The growth of $276.6 billion came 
from loans, up $207.7 billion or 172 per cent; and 
investments, up $69.2 billion or 83 per cent. 

Interest income required to break even, computed 
by deducting from total operating expenses all non-
interest income2, reached $24,905 million in 1971, an 
increase of $18,995 million or 322 per cent from the 
$5,910 million in 1961 (line 5). The cost of credit 
is shown (line 8 (a) ) as the theoretical yield required 

2 Includes trust fees, commissions, service charges, dealer 
profits and losses, etc., as well as net earnings from foreign 
operations (Table ll, line 4). 
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on total loans and investments in order to avoid an 
operating deficit. The cost of credit, 5 .18 per cent in 
1971, reflects a ten-year increase of 228 basis points, 
of which interest expense alone accounted for 178 
basis points or 78.1 per cent. Interest paid repre-
sented 54.6 per cent of the break-even rate, up from 
36.3 per cent in 1961. 

While competition for funds of depositors, lenders 
and investors developed vigorously in all sections 
of the country, the costlier dollar intensified the 
need for higher-yielding loans and investments in all 
banks, big or little, wholesale or retail, holding com-
pany affiliate or independent. Lending, investing and 
operating policies were changed as banks, pres-
sured by rising costs, sought to maintain their 
earnings growth. 

With interest rate levels in a rising trend during the 
Sixties, actual yields realized on total loans and in-
vestments advanced to 6.58 per cent from 4.68 per 
cent. Thus, the excess of the yield realized over the 
critical break-even yield required, after adjusting for 
applicable taxes, resulted in a net profit margin of 
$10.46 per $1,000 of loans and investments in 
1971 compared to $9.84 in 1961 (line 11). The 6.3 
per cent profit margin improvement in combination 
with the 136 per cent growth of bank credit produced 
an earnings increase of 150 per cent; from an oper-
ating net of $2.0 billion in 1961 to $5.0 billion of 
net income before securities gains or losses in 1971 
(line 13). Bank earnings grew at a compound annual 
rate of 9.6 per cent.3 

As depicted in the Chart on page 4, earnings were 
derived from an after-tax profit margin whose interest 
rate parameters climbed from a spread in 1961 found 
between 4.68 per cent and 3.70 per cent, to a differ-
ential in 1971 located between 6.58 per cent and 
5.53 per cent. To illustrate the impact of the rise in 
the cost of credit, the 4.68 per cent yield realized on 
1961 loans and investments would have fallen short 
of the 5.18 per cent minimum yield required in 1971 
just to break even. 

a Uniform reporting rules , which include loan loss provisions, 
were adopted in 1969. Thus, reported earnings for prior 
years are not strictly comparable. If the earlier figures 
had been reported in accordance with the regulations now 
in effect, it is believed that the ten-year earnings gain would 
be somewhat greater. 
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CREDIT EXPANSION vs. EARNINGS GROWTH 
OF ALL INSURED COMMERCIAL BANKS 

PERaNT INCREASE SINCE 1969 
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Are lending rates too high? In 1971 banks realized 
a loan yield of 7.60 per cent, versus 5.82 per cent in 
l 961. The prime rate then was 4.50 per cent; the 
cost of credit, 2.90 per cent-a spread of 160 basis 
points. In 1971 the prime lending rate averaged 5.70 
per cent, a bare 52 basis points above the 5 .18 per 
cent cost of credit. With the break-even yield higher 
by 228 basis points, a 6 per cent loan rate would 
have corresponded to a 3.72 per cent rate in 1961. 

Earnings of all insured commercial banks in 1972 
are estimated at $5,180 million, an increase of 3.1 
per cent over the $5,024 million earned in 1971. 
While estimated average loans and investments of 
$535 billion are up 11.5 per cent in 1972, the profit 
margin is lower by about 7 .5 per cent from the 
$10.46 in 1971. 

Since 1969, earnings growth has slowed to 8.5 
per cent in 1970, 1.4 per cent in 1971, and to an 
estimated 3 .1 per cent in 1972. The cumulative 
increase of 13.4 per cent is significantly less than the 
30.6 per cent increase in total loans and investments, 

as pictured in the Chart, which illustrates "Credit 
Expansion vs. Earnings Growth" since 1969 for 
all insured commercial banks. 

The three-year earnings growth of 4.3 per cent 
compounded annually is in sharp contrast to the 
9.3 per cent rate of credit expansion, a divergence 
which is attributable in substantial part to inade-
quate pricing of bank credit. This year, however, 
the rise in short-term interest rates since early 
March has helped the profit margin, which has also 
benefited from recent changes in lending, investing 
and operating policies. 

As banks enter the New Year with a larger total 
of loans and investments, the prime rate, at 6 per cent, 
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is back to the level of August 1971 from which it 
had declined to 4¾ per cent in January 1972. 

Thus the two basic factors in the earnings equation, 
namely, continued expansion of bank credit and 
strengthening of the after-tax profit margin, favor 
stronger earnings growth. Total loans and invest-
ments of all insured commerical banks are assumed 
at $590 billion in 1973, an inctease of 10.3 per cent 
from the estimated $535 billion in 1972. An after-tax 
profit margin of $9.65 per $1,000 would produce 
earnings of $5,700 million, an increase of 10 per cent 
from the estimated earnings of $5,180 million in 
1972. The projected increase would bring the earn-
ings growth rate for the four years, 1969-1973, to 
5.7 per cent compounded annually. 
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FEDERAL RESERVE PROTECTS MINORITY STOCKHOLDERS 

The Federal Reserve Board's protection of minor-
ity stockholders is rooted in a line of judicial decisions 
dealing with non-banking corporations. A review of 
those decisions, however, reveals that the courts have 
not yet gone as far as the Board in this protection. 
They have repeatedly refused to condemn on prin-
ciple a disparity in the terms of sale of majority and 
minority stockholdings-unless some additional ele-
ment of wrongdoing has been present. 

The most influential case on the subject is Perlman 
v. Feldman, a 1955 decision of the U.S. Court of Ap-
peals for the Second Circuit in Connecticut. Con-
trolling shares had been sold at a premium which 
reflected not only the value, in excess of fair value, 
which normally characterizes the power to control a 
corporation, but also reflected an extraordinary bene-
fit to the new purchasers, i.e., securing a source of 
steel supplies (the acquired company) for the pur-
chasers' business in a time of market shortage. The 
majority stockholders were required to disgorge the 
premium to the minority stockholders since it was 
gained, according to the court, through the sale of a 
portion of the company's good will, rather than of 
property belonging only to the individual majority 
shareholders. 

A number of cases decided before Perlman de-
prived majority stockholders of premiums received 
for the sale of their stock where they had agreed with 
the purchasers to cause a wholesale resignation of 
directors, where a plan to loot the company was 
known to the controlling shareholders, or where mis-
representations were made to the minority stock-
holders. 

More recently courts have begun to recognize, 
through Rule 1 0b-5 of the Securities and Exchange 
Commission and general corporation Jaw, that pur-
chases on unequal terms from majority and minority 
stockholders may be as unfair as is trading by in-
siders or "tippees" on the basis of material undis-
closed information. The 1967 case of Ferraioli v. 
Cantor in the U. S. District Court in New York 
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applied Rule l0b-5 to an invitation by a controlling 
stockholder to some but not other stockholders to 
participate in a sale of stock, but cautioned that no 
decision was made as to the illegality of the sale of 
control stock at a premium where no other stock-
holders are notified. 

ln a recent California case, Brown v. Halbert 
( California Court of Appeal, 1969), a controlling 
stockholder of a savings and Joan association, who 
was also President and Chairman of the Board, sold 
his stock for 2½ times book value but persuaded 
some minority stockholders to sell their stock at 
book value. The court redistributed among all the 
stockholders the difference between what the de-
fendant received and what the victimized stockholders 
received. 

Fed Sets Example 
The Federal Reserve Board's alertness to the in-

equality of stock acquisition prices, depending upon 
who has control, is a logical outgrowth of the line 
of cases affording protection to small stockholders. 
l he Fed's guidelines are also a tribute to the late 
A. A. Berle who wrote that control is a corporate 
asset and that any amount received by a majority 
stockholder over the investment value of his stock 
belongs to the corporation or its stockholders. 

The concern of the Federal Reserve Board for 
the small stockholder is admirable protection, and the 
Board is to be congratulated. It is hoped that the 
other bank regulatory agencies, seeing the example 
of the Federal Reserve, will recognize their responsi-
bility and quickly follow suit. 

In keeping with its policy of protecting minority 
stockholders, the Federal Reserve Board is rejecting 
applications for acquisition under the Bank Holding 
Company Act when an offer to acquire bank shares 
is not made to all shareholders on an equal basis. Un-
fair treatment is one of the "adverse circumstances" 
which the Board is concerned about. This article re-
views recent decisions dealing with cases where mi-
nority stockholders received unequal treatment. 

Only last month, the Federal Reserve Board re-
jected the application of American Bancorporation, 
Los Angeles, to become a bank holding company 
through the acquisition of 50 per cent plus one share 
of the voting shares of the $6.9 million-deposit 
Ranchers Bank, Quartz Hill, California. The Board 
charged " unfair treatment of minority shareholders" 
as one of the "adverse circumstances weighing against 
approval." The Board said that an annual manage-
ment fee of $18,000, about half of the bank's 1971 
net income, appeared to be "unjustified in that it 
would be applied to servicing of the applicant's debt 
at the expense of Ranchers Bank's minority share-
holders." 

In October, the Board turned down the application 
of Farmers Enterprises, Inc., La Crosse, Kansas, 
to acquire the $4.5 million-deposit Farmers State 
Bank in Albert, Kansas. The Fed noted that 2,430 
of 3,000 shares of the stock were acquired from 
officers and directors for $250 per share. A second 
group of stockholders received $200 a share; and a 
third group, $135 per share. The Board stated, "The 
failure to make an equivalent offer to all share-
holders of the bank is an adverse circumstance weigh-
ing against approval of the application." 

In August, the Fed said no to the application of 
North Shore Capital Corporation, Chicago, Illinois, to 
become a bank holding company through the ac-
quisition of 50.1 per cent or more of the voting shares 
of The North Shore National Bank of Chicago. 

In denying the proposal, the Board called attention 
to the subtle manner in which the minority stock-
holders would be treated unequally. The Fed com-
mented ( 1972 Fed. Res. Bull. 809), "Applicant's 
projected income includes an annual 'consulting' fee 
of $24,000 to be extracted from Bank in order to 
enable Applicant to service its acquisition debt. In 
return, directors and officers of Applicant would, as 
directors and officers of Bank, provide services to 
Bank normally provided by such bank management; 
Applicant will not have a servicing staff. This con-
sulting fee therefore appears to be unjustified and a 
means by which a portion of Bank's income would be 
distributed to Applicant without a similar pro rata 
distribution to Bank's minority stockholders." 

Also in August, the Federal Reserve Board denied 
an application of Western Bancshares, Inc., Stockton, 
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Kansas, to retain 89.5 per cent of the voting shares 
of Rooks County State Bank, Woodston, Kansas 
( 1972 Fed. Res. Bull. 843). Here certain of the 
Bank's shares were purchased in late December 1970 
and transferred to the applicant in January 1971. 
Subsequently a majority interest was purchased "for 
about $522 a share, shares of certain employees of 
the Bank were purchased for $400 a share, and the 
shares of unrelated minority shareholders were pur-
chased for $160 a share." The Board declared the 
substantial disparity in prices was not justified and 
that "the failure to make an equivalent offer to all 
shareholders of Bank is an adverse circumstance 
weighing against approval of the application." 

In this case the Fed said further that since the 
shares had already been purchased, denial of the ap-
plication would not remedy the unequal treatment of 
minority stockholders and concluded that approval of 
the proposal "would represent Board sanction of the 
inequitable treatment accorded to the minority and 
the public interest would not be served by such 
action." The state's banking authority should be con-
cerned about preventing such abuses. 

In First Sebanco, Inc. (1971 Fed. Res. Bull. 681), 
the chairman of First Security Bank of Glendive, 
Montana, proposed to transfer his own voting shares 
representing 50.4 per cent of the stock of the Bank 
to the applicant in return for 96 per cent of the 500 
shares of applicant's outstanding stock. No formal 
offer was made to acquire the interests of minority 
shareholders or permit them to share in the exchange. 

One of the two grounds cited by the Fed for deny-
ing the application was the failure of the "applicant 
to make an equivalent offer to minority shareholders 
[which] has long been regarded by the Board as an 
adverse circumstance." 

Although an applicant's failure to make an equiva-
lent offer to minority shareholders may have "long 
been regarded" as an adverse factor by the Fed, 
question exists whether the public or even the local 
Federal Reserve Banks knew of such policy prior to 
First Sebanco, Inc. After amending Regulation Y to 
permit the twelve regional Reserve Banks to approve 
one-bank holding company applications, the Federal 
Reserve Board formally communicated its long-
standing policy on equal offers to shareholders. 
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By letter of August 20, 1971, addressed to the 
presidents and vice presidents of the Reserve Banks, 
the Fed stated: "There was concern in the formation 
of one-bank holding companies that the formation 
might not be on an equitable basis for all shareholders 
of the bank. The Board's views on protecting minority 
interests in the bank have become firm. The reserve 
banks will use their influence in exercising their au-
thority to approve the formation of one-bank holding 
companies to assure that: (i) if any offer to acquire 
shares is extended to shareholders of the bank, the 
offer is extended to all shareholders of the same class 
on an equal basis." 

The firmness of the Board's view on protecting 
minority shareholders was subsequently shown in 
Connecticut Bancshares Corporation ( 1972 Fed. Res. 
Bull. 66), where the Board approved a proposed ac-

\ 
' 

quisition of a majority interest in Northern Connec-
ticut National Bank, Windsor Locks, Connecticut, on 
condition that "a fair and equivalent offer will be 
made to all shareholders." The application of Con-
necticut Bancshares Corporation reveals that the ap-
plicant, at the invitation of executors of the estate 
of the late president of the bank, had bid successfully 
for shares held by the estate. Although the executors 
had invited the applicant's offer, the Fed still required 
the applicant to tender an equivalent offer to minority 
shareholders many months after the successful bid. 

Thus, even an applicant which successfully re-
sponds to a request for bids by a majority share-
holder is required to make an equal bid to minority 
shareholders. Consequently, any company proposing 
to acquire all of a majority interest in a bank must 
consider the prospects of acquiring, on equal terms, 
the minority interest as well. 

The contents of Bank Stock Quarterly may be reproduced either in whole or in part with the written consent 
of the copyright owner, M. A. Schapiro & Co., Inc. 
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Mr. Walter 8. Wrtstoa,. Chairman 
irat Natioul Ct.t-7 Bank 

399 Park Aw11Ue 
New York, N~ Y. 10022 

Dear r. Wr1atoa: 

DltcemlMr 27 • 972 

I read with i.Dt•r••C your obMnationa of ».Ch!Nr •• 19?2, 
c.oncentag our "Db laOIIChly port of COGditloa for Ida• Act 
Corpµratioaa. 1 recall alao your letter of June 17, 1971 
outlf.ning in more ~omprcben,ive detail tu ••VJ report.ins 
burden fl'Oal which you _..k ~elt•f. 

The new .Bdp Act form 4114 t.t• cowrqe '"" deU:nnined by the 
&ad •1•tet1attd.ng •thoda repol:'ted to you b7 

Gowrnor Mitchell 1ft ht• Teapoaae of Auausc 20, 1971 to your 
earlier letter. 1 uaderaulld that a full atatemeat of the 
pu~pon• of tM report, t.ts ccmn:age and requtr•ment• were sent 
to the. fn•iant of ••ch of your Mp Act. Co1:poraU.ona by the 
Reserve JSaak President for that Dbtrict. 'A'• kept in t1i'lld 
eoaant1 sach •• yours and tried to exerci•• care during 
avelopotnt of thb a.port to acbteva our policy }Nl'po••• 
overall wlth •• little burd•n •• po••ible OD. the reportiog 
tnetitut1oaa. 

kl•nc t.na beufit.a Md coate ill the•• inat-.a.c••. of couree, b 
always • tatltter of judgmeot. We £Ml impelled to t'eatructur• 
our data collection to nflect the gntater 1nfl•ne• on the 
U.S. ftunctal .,..u of banking thode and pract1c1a. ncmu:istent 
• few years ago.. At tlM aama time, we appreciat• the merit of 
cOl!lbUDieatiou frcm our reapoadeat baakl thac co help u• better 
evaluate and cOllti-ol the reportiag burden. 

Aa your l•tter of ~•mber 6 h•• noted. some moderate reducttona 
1n your reporttng req-airftNltata have been ac,; plished since your 
previoua letter to u1 Oft thl• avbject. 

1 assure you th•t the Federal 1e .. ne le c.Olltiauing higb-prS.ority 
efforts to identify and reduce reportiag items where we can, 
while still aiming •t • firet•r•t• data collectiOG eyatem to 
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81,JffOR OUt' policy 11•.cutou. I - hopeful that vtthtA about 
aine aoatluf ve will haw coaclaiOM Md recommaDdatt.oaa from 
varioaa project• uw uadenta:, at die latsbe•t levela ta th& 
8Y•t• on thb a.-Jec-c atch • •x,-ct to yield atptf iuat 
f urther ~rall imprOffalllt. 

tn the 111tu1atima,. l ho,- you aQC5 yovr coll ... ue• will caatillWl 
to aiw ta.ta aw,ject ,our ~oaatruct.1.w atteattoa. 

be: Gov . Mitchell 
Gov. Br immer 
Gov. Daane 
Mr. Partee 
Mr. Nissen 
Mr. Slocum 
Mrs. Mallardi (2) 
Miss Griffin 

RCH:LG/g 

Sincerely youra, 

(sign_ed) Arthur Burns 

Arthur F. knla 
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BOARD OF' GOVERNORS 
OF" THE 

FEDERAL RESERVE SYSTEM 

Office Correspondence Date December 11, 1972 

T Bob Holland 
F:o,_m __ C_a_th_e_r_i_n_e_c ___ M_a_ll_a_r_di __ -~",'j' .. r.//n\.-

Subject.__• _____________ _ 

\ 

Dr. Burns asked me to send you the attached letter from Walter Wriston. 
He would like to see something done about cutting down the number of 
reports. He would also like a reply to Mr. Wriston for his signature. 

Thank you. 



·I ,- ~ ~(~ 

. BO ARO Or. GO~_ERNORS 
OI· fot. _ yqE'•1 

FIRST 
Ec.OERAl. REStRVt s_ ;) ' 

NATIONAL CITY B1~~CI\ Pi"\0:28 

WALTER B . WRISTON 
CHAIRMAN 

Dr. Arthur Burns, Chairman 
Board of Governors of the 
Federal Reserve System 
Washington, D. C. 20551 

Dear Mr. Chairman: 

RECEIVED J 
Off\CE OF iHE cHAIRMAt, 

399 PARK AVENUE, NEW· YORK, N . Y . 1 0022 

December 6, 1972 

In June, 1971, I wrote you concerning the heavy burden we bear in pro-
viding increasing data to the Federal Reserve System. Since that time a very 
small number of reports have been eliminated but requirements for new reports 
keep coming in, so that we are now submitting more than 2-, 700 reports a year 
to the Federal Reserve System. 

The latest example of the proliferation of reports that my associates 
have called to my attention is the request for submission of a new Monthly 
Report of Condition for Edge Act Corporations Engaged in Banking (F.R. 886b). 

While we understand this new report will be in part a substitute for 
another report required only semi-annually, there is a net addition of 50 re-
ports per year on our organization. Not only are there more reports, the de-
tail requested in the 886b hardly seems justified in view of the limited business 
permitted to these Edge Act Corporations. 

We would welcome any relief of the growing reporting burden with regard 
to this report or other reports called to your attention last year. 

Sincerely 
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(212) 559-4285 

'OR RELEASE: AMs Thursday 
November 30, 1972 

/1 ~~vr r'> 
FIRST NATIONAL CITY BANK 
PUBLIC AFFAIRS DEPARTMENT 
399 PARK AVENUE, NEW YORK, N . Y . 10022 

NEW YORK, N.Y., Nov. 29 - First National City Bank announced 

today that, in view of the general level of short term interest rates, 

it is altering the formula it uses in arriving at its floating base 

rate. 

Temporarily, Citibank will reduce the spread between its base 

rate and 90-day connnercial paper rate from one-half of one per cent 

to three-eighths of one per cent, the spread generally prevailing 

during the period of the August 15 freeze last year. Additionally, 

in order to reduce the volatility of the rate, the base rate will 

)._,,,. / "~ Lri,,. > 

... :._: 

henceforth be moved in increments of one-quarter instead of one-eighth 

of one per cent. 

These two changes are being made in response to concern voiced 

by some members of the Connnittee on Interest and Dividends that short-

term rates might go up too far or too fast, the bank said. Leif Olsen, 

Citibank senior vice president and economist, said that in his view, 

"short-term rates were not likely to increase to extraordinary levels 

in the year ahead, but would only rise moderately in response to normal 

economic expansion." 

- more -
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In announcing these changes, Citibank noted that the floating 

base rate concept was implemented in response to another public policy 

issue - that on more than one occasion high government officials 

leveled criticism at the banks by alleging that the old prime rate 

was "an administered rate" and presumably, therefore, not as responsive 

as it might have been to the tides in the credit market. 

In the 57 weeks that Citibank has been operating on the floating 

base rate system, the rate has changed 32 times, with 15 increases and 

17 decreases, reflecting faithfully changes in the 90-day commercial 

paper market. 

Citibank ties its floating base rate to the 90-day commercial 

paper market for two reasons: 1) The market is sensitive to supply 

and demand, is highly visible and is one in which commercial banks 

play no direct role, and 2) corporations borrow more money today in 

the commercial paper market than they borrow from all the weekly 

reporting member banks in New York City combined. 

Non-bank commercial paper outstanding on November 15 was 

$32 billion while commercial and industrial loans and loans to 

financial institutions reported by weekly reporting New York City 

banks were $30.9 billion. 

In announcing the immediate change in its formula, Citibank 

added that if, contrary to the expectations of its economists, short-

term rates moved u 
/~'" . 

krply and v r~ aterially, the bank would 
\ _,,/ 

consider whether changes might be appropriate in its floating 

base rate formula. 

- 30 -
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RATE FORECAST 11L3L72 

Aa. 5-7 Aa Long-
FNCB 90-Day 90-Day 30-Day 90-Day Year Term 

Trnsf. Base Treas. Comm. 90-Day FNCC FNCC Fed Util. Util. Long-Te 
1.221. I Pool Bills Paper CDs Paper Paper Funds · Bonds Bonds Governme 

Oct.* 5.51 5.81 4.73 5.21 5.15 4.83 5~15 5.04 N.A. 7;53 5.69 
Nov. 5.73 5.90 4.80 5.35 5.35 5.05 5.35 5.20 6.70 7.40 5. 70 
Dec. 5.83 6.00 4.90 5.45 5.45 5.20 5.45 ,_ 5.25 6.80 7.50 5.70 

Ann. Avg. 4.97 5.28 4.06 4.67 4~65 4.34 4.65 4.44 N.A. 7.46 5.65 

12.ll 
Jan. 5.87 6.10 5.00 5.50 5.50 5.30 5.50 5.35 6.80 7.50 5.70 
Feb. 5.92 6.15 5.05 5.55 5.55 5.35 5.55 5.40 6.80 7.50 5. 70 
Mar. 5.98 6.15 5.10 5.60 5.60 5.40 5.60 5.45 6.80 7.50 5.70 
Apr. 6.03 6.20 5.15 5.65 5.65 5.45 5.65 5.50 5.85 7.50 5.70 
May 6.03 6.25 5.15 •tfh 6.~ 5.65 5.50 5.65 5.50 6.85 7.50 5.70 
June 6.03 6.25 5.15· ,,6$ 5.65 ·5_50 5.65 5.50 6.85 7.50 · 5. 70 
July 6.03 6.25 5.15 1,._fil 5.65 5.50 5.65 .5.50 6.80 7.45 5.65 
Aug. 5.98 6.25 5.10 5.60 5.60 5.50 5.60 5.45. 6.75 7.40 5.65 
Sept. 5.98 6.20 5.10 5.60 5.60 5.45 5.60 5.45 6.70 · 7.35 5.60 
Oct. 5.92 6.15 5.05 5.55 5.55 5.40 5.55 5.40 6.70 7.35 5.60 
Nov. 5.92 6.15 5.05 5.55 5.55 5.40 5.55 5.40 6.65 7.30 5.55 
Dec. 5~92 6.15 5.Q5 5.55 5.55 5.40 5.55 5.40 · 6.65 7.30 5.55 

,r-_1- .. , 

Ann. Avg. 5.97 6.19 5.09 5.59 · 5. 59 5.43 5.59 5.44 6. 77 7.43 5.65 

1973 Budget 
Ann. Average 6.14 6.32 5.24 5.74 5.74 5.54 5.74 5.64 6. 85 · 7.31 5.62 

*Actual / 
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WALTER 8. W RIST O N 
CHAIRMAN 

Dear Arthur : 

This is one thing I am counting on to help 

me win the ice cream soda ! 

Dr. Arthur F . Burns 
Chairman of. the Board of Governors 
Federal Reserve System 
Washington, D. C. 20551 
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Businessmen worried b't labor strategy 

WASHINGTON - On any 
clear day, at any one of a hun-
dred rambling hotels surviving 
the old baronial Mauve Dec-
ade, always with golf courses 
attached, from Lake Louise to 
French Lick to Key Biscayne, 
one can see scores of business 
leaders, eagerly but futilely 
eyeing the links. 

They usually are the chief 
executives of the nation's ma-
jor corporations. They are 
from the most rarified of exec-
utive suites. And they fly to 
t h e s e dawn-to-dusk confer-
ences ranging from Banff to 
Bermuda to Bay Biscayne to 
listen to experts and analyze 
their opponents, their powerful 
counterparts in the labor 
movement. · 

THE BllSINESS leaders are 
disturbed by labor's common 
cause and common direction 
and common goals and coordi-
nated strategy and political 
success. 

Slowly. corporate chief exec-
utives developed movements 
of their own. And now they 
have merged two of thrir ef-
fective national units into one 
such movement, just as the 
A.FL and the CIO merged back 
in 1955. 

There has been nothing like 
this inside the worlds of com-
merce and industry. Anyone 
who is anyone, any large cor-
poration, many small ones, 
many of the Industries' own 
house intellectuals and some 
borrowed, for example. from 
the prestigious University of 
Pennsylvania Wharton School 
of Business, are · in t!tis new 
businessmen's federation. 

SOON ENOllGH this phe· 
nomenon will pour a new acro-
nym into the alphabet soup -
BRT _ the Business Roundta· 
ble. It is a mix of. the C?n• 
struction Users Ant1-Inflat1on 

VICTOR RIESEL . 

Roundtable, headed by U.S. 
Steel's former chairman of the 
board, Roger Blough, and 
something with a low visibili· 
ty, the Labor Law Study Com-
mittee. 

In this new management 
movement will be some 140 
corporations - not to _con-
fused with trade assoc1at10ns. 
This is not a marketing and 
off-to-tax-exempt -conventions-
we-go sort of operation. It is a 
movement. 

"In it will be the leaders of 
such corporations as AT&T, 
General Motors, GfneraJ Elec-
tric, you name it, " says one of . 
its driving forces , who has 
managed to get to the golf 
links with labor leaders such 
as the Teamsters' Frank Fitz-
simmons and George Meany. 

"They'll all be here, the auto 
companies, the oil firms, the 
metals, Alcoa, the qm outfits, 
they say, soon will cost about, 
a million dollars a day without• 
inclu•'lnl( the railroads. · 

"'fHIS IS a blue-ribbon per· 
formance. It is across the 
board. We're not ou\ to get 
labor, though the smok~ will 
rise from that camp against us 
soon enough. We're set to com-
pete. We'r,e set to lobby as 
they do . We're set to get to the 
public through our subcommit-
tees. We're set to try to com-
pete for the staffing of govern-
ment agencies just a9'George 
(Meany) and Fitz do . And why 
not?" 

Nor will the ''Roundtable" 
have to be czar-sized. There 
will be a 15-man policy com-
mittee; a JO-man executive 
council; a national chairman, 
William Murphy, former presi-
dent and chief executive offi-
cer of Campbell Soup ; and two 
co-ehalrmen,' 'General Elec-
trlc's Fred Borch and Roger 
ffiough who has stirred a U.S. 
President or two in his time.. 

Objectives? Those who are 
the main spirits of the new 
m a n a g e m e n t mo~ement 
(some six y e a r s m the 
merging) say they want to 

· match labor's power at the 
bargaining table. Or get some 
new laws. Especially they 
want to end public welfare and 
food stamps for strikers. This, 
ehy say. soon will cost about a 
million dollars · a day without 
includinl( the railroads. 

, THJ,:tR S'fllDY reportedly 
indicates that the 1959~0 steel 
strllte cost the public some $45 
million in relief to the strikers. 

And a decade later GE strik-
ers received some $25 million . 
in relief (food stamps, unem• 
ployment insurahce, etc.), and 
during the 1970 General Mo-
tors strike, $30 million. 

There are state laws which 
provide unemployment Insur-
ance. New York pays strikers 
full jobless insurance after 
seven weeks, Rhode Island im· 
mediately, and Michigan e~en 
if one strikes, gets another Job 
for a short time and then is 
laid off or fired. 

T h I s , say the Business 
Roundtable specialists, has 
changed the balance of po~er 
in strikes. Of course, there 1s a 
full agenda of Federal legisla-
tion the Roundtable wants, as 
developed by the former La-
bor Law Reform group. 

THIS ROllNDTABLE will 
tal<e the offensive through four 
special task forces -· Econom-
ic Studies, Government Rela-
tions. Litigation on Labor• 
Ma'llagement Cases, and Pub-
lic Information. 

Their offensive will aim at 
labor's strategy called "Coall• 

tion Bargaining,·' a hiih coun-
cil formed by IO or lf unions 
for a special assault on a com-
pany or industry (expected to 
be used against GE next 
year) . There will be a drive to 
neutralize the power of the un-
ion hiring hall, which supplies 
all manpower on a unioniz~d 
project. Or to ease the obtam-
ing of c o u r t injunctions 
against unions striking though 
there is a no-strike clause in 
the contract. 

These are old objectives. 
But the merger is a new 
t h r u s t . The management · 
movement is broadening its 
scope. There will be closer co-
ordination. wider participa- · 
tion, greater emphasis on cap-
italist unity of action, not as a 
class but as a dedication to 
greater productivity and prof-::t;.;;~;::;~;: 
chiefs may tmd the competi· 
tion keen at the 19th hole. 



I-8 NAM REPORTS 
NOVEMBER 13, 1972 

The need to increase minority enrollments in engineering was emphasized by 
Joseph M. Bertotti, manager, education relations, General Electric Co., when he 
addressed NAM's Education Committee at its fall meeting in Atlanta. Left to 
right are Dr. Charles W. Merideth of Atlanta University, Mr. Bertotti, Dr. Edsel 
T. Godbey of the Southern Association of Schools and Colleges, Dr. Z. W. 
Dybczak of Tuskegee Institute, Dr. F. W. Schutz of Georgia Institute of Tech-
nology, and James F. Kelly, president, Aeroglide Corp. and chairman of the 
NAM committee. The college representatives reported on programs to enlarge 
minority enrollments. f -

TELEVISION/RADIO AGE 
NOVEMBER 13, 1972 

Sears to be honored 
at TvB membership meeting 

One of television's most increasingly active advertisers, Scars & Roebuck, 
wi.fl be honored wi,th the Television Bureau of Advertising's "Advcr6ser 
of the Year" award at the 18th Annual Membership Meeting, at New 
York's Waldorf-As-toria Hotel, Novcmhcr 14-16. Rcc~iving the award 
and appearing as speaker at the Novombcr 15 luncheon session 
will be Gar Ingraham, Scars national retail sales promotion manager. 

Other features of t,hc three-day conclave, which •includes a combined 
luncheon with the lnternatiion:al Radio & Tv Society on the closing day, 
are: a keynote address by YliP'il P4¥· vice presiident, business 
environment, General Electric, reporting on wage and price controls, 
energy needs ,and ecology; an overview on TvB',s role in the dndustry 
by board chairman Albert J. Gillen, president, Poole Broadcasting, Flint, 
Mich.; and various ,panels iincluding one of ,trade press cdi~rs ,with 
TELEVISION / RAmo AGE editor and publisher Sol Paul; Mfdia Decisions 
editor and publisher, Norman Glenn; BmadcastinK Washington 
Editor Ed James and Advertising Age New York editor Jim O'Oara. 

I 



June 21, 1972 

Dear Mr. Wrhton: 

1 am writlnt in Cbai.nnaia Burne• abaeuc:e to thank 
you for youl' letter of June 22 re1at"dla1 a Board 
Action involving the Royal Tr,ut Company, MODtl'ea.l. 
Your lett•r will be brou1ht to Chabmaa Burn•• attention 
upon hie retot"n to the office .. 

Cathe,tae C. Mallardl 
ecret&ry to th• Cb&lrman 

r. \\ alter B. Wrbton 
Chalrma.o 
J'irllt NatlOJMl City B&lllc 
399 Pa.rk Av41Gue 
New York, New York \0022 

CCM:NB:ml 



BOARD OF GOVERNORS 
OF THE 

FEDERAL RESERVE SYSTEM 
WASHINGTON 

r .. W«1'8r a. W-rlstOCl, cutlWaa., 
1utt-, lkKlM eci.d.tt•• 

..., ork 1earia& a.a ... 
100 Brocct llt'MI, 
ffilltw fork. ._ ortc, 10004 .. 

DMr f!r .. 'Writl:OIU 

J.o your- let.Ul' of hpt••t- 24, l t n. JOU ata.t• t:\ut in 
vf.w oi Ju4e c. .. u•a opW• t• U,Urf(" • 11\SSMU tae r.•~1. 
u longal" proc••-- t1_...,r1.-. ta~.J~ a,pllc.aate •nl,tag 
for ..,i.o,....t 1.a Nlik•. bu IIQl:e ~t·-~ ~t"tallt o! .Juattce 
feelt Coeg~•--~l aatlOD wf.11 .-::-~t~til lf tld.• unt.ce to ..... ,. w .... r.ia»tatcad.. : .-_::-, _,:_ .. · 

11MI lootd ... li...,.·:-;~i~~-rr ... brief ~-•i441T•tl• 
to the .,.,,._. of taMt ,~~-.'-1q1•14tttoa llbic.1' -,w -.1:tacWiMl 
co ,.vr J.ett•r• 'l'be .._:rd ~•··1·_.1111u to •unort l._telati• tlMtt 
'WO\llcl ,.-i,dt tu .a .. t.\ tP..:f'-•• fl-•t'Pdlln taka ft:Glll • .,u .. 
IUIJlt:e for -,lo,'alllt t.a •• tM 11\fom th• ,ro.,.-cttve 
_,io,•r oout aa appltn•t• • c..-..cu.oa l'tlc.Ori aad ,az•t .. t: 't'41COni 
for •J•r cd.au ~l\ •• .._.i ... t . 

At a®h tl• •• tu ._tel neelv•• • ~t &r c-u 
Oil •llY fl'OfOM4 lepelatl•• tt 'rill lte eai-efull1 t>«.fl.-...:i _. it 
t.• ,~1.e loam wtll e--t a-r•11y al-a dw lt•• inti"" 
ut.e«laltMe. 

8CL:4ch 
No . 266 
1()...4-71 

.(Signed) Arthur F B • urns· 
.a.rtnr r .. Jllll"M 



FIRST NATIONAL CITY BANK 

WALTER B . WRISTON 
CHAIRMAN 

Mr. George W. 
Board of Gove 

Federal Reserve System 
Washington, D. C. 20551 

Dear George: 

399 PARK AVENUE, NEW YORK, N . Y . I 0022 

September 2, 1971 

We appreciate your letter of August 20th responding to our 
June 17th letter to Chairman Burns. We have reviewed the attachment 
thereto which outlines the dim prospects for relief from the inordinate 
burden of reports to the Fed. 

We will follow the suggestion of communicating directly with 
Treasury regarding such reports as you indicate are of Treasury origin, 
with the Fed merely the vehicle. 

I am asking John Reed to find a mutually convenient time to 
respond to your suggestion that he be briefed on the Steering Committee I s 
efforts and offer his reactions thereto. ' 

Internally, we are progressively making use of more and more 
sampling techniques, and we are hopeful that the Board is so inclined in 
order that at some point in time some of the report requests need not 
encompass the majority of our domestic and/or overseas branches. 

Sincerely yours, 

• 
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FIRST NATIONAL CITY. BANK - ' 

BOARD OF GCJV<::RNORS 
OF T H E: 

FEDERAL RES E RVE SYSTEM 
WASH INGI O t;, 0 r:. 20551 

Mr. Walter B. Wriston, 
Chairman, 
First National City Bank, 
399 Park Avenue, 
New York, New York. 10022 

Dear Walter: 

GEORGE W. MITCHELL 
MEMBER OF' THE BOARD 

August · 20, 1971. 

Your letter of J·une 17 to Chaj_rman Burns raised 
questions with respect toJcporting burden both at a general 
level and in connection with a number c;: specific reports. 
Your letter and the attachments to it waie referred to me 
as chairman of the Board's Com.::nittee on Financial Sta tistics, 
the other members of which are Governors D.:.ane and Brimmer. 

We and our staff have looked into the issues you 
have raised with some care and in detail. I am writing to 
you now to convey our reactions to your quest:i.ons and 
suggestions relating to specific reports. The detail ed 
reactions are contained in the enclosed staff memorandum. 
You -will•note that ·th2 responses to your sp ecific reques ts 
are mixed. In some cases, there is little that we.can do 
to reduce the reporting requirements at this time; in others, 
we can report steps we have alread y taken, or about to take, 
that will result in some reduction; in one case, judgment has 
been deferred. While we can thus indicate some fairly 
immediate reauctions in reporting burden along the line:s 0£ . 
yo~r inquiries; most of the forms cited in your letter are 
closely related to Federal Reserve regulatory and policy 
responsibil-ities or to Treasury operations. Overal l, t here 
is little prospect for n major reduc·tion in your compliance 
costs. 

course, an 
seriously. 

The problem of reporting burden on banks is, of 
important one and I as sure you th3t we take it 

We go to considerable pains trying to · avoid 

2':'+' -~~-t:.ri,,, . 
·.:..;, '! 
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adding unnecessarily to that burden. System procedures governing 
reporting req•!irements lay much stress on respondent burden. 
We have on occasion refrained from asking for information that 
would be valuable to us in the discharge of our responsibilities 
because of the heavy reporting costs involved. We keep our 
reporting r~quirements under continuing surveillance to avoid 
collecting information that is no longer needed. It is in our 
own i.nteres t, as well as yours, that we keep down the reporting 
burdens imposed upon banks. 

Nevertheless, the basic problem remains that the System 
does require a substantial amount of information to carry out 
its responsibilities, which are large in number and diverse in 
character. Both the Federal Reserve and, I assume, the commercial 
banks have the greatest interest in making sure that Federal 
Reserve policy is based on reliable and adequate information ev~n 
though the bank reporting involved results in significant compliance 
costs. The ~ajar money market banks, like the _FNCB, whose 
activities reach into every area of the Board's foreign anc.l 
domestic policy and supervi~ory responsibilities are, because of 
their very size and diversity, particularly subject to calls for 
information. It is unlikely that these calls for information, 

·in the aggregate, will decrease. Indeed, because of a number of 
recent_ devalopments, oui:- needs _ for information have been increasing 
the last few years and will undoubtedly continue to increase in 
the future. 

·rn these circumstances, it is our view that significant 
_reductions in the reporting burdens borne by b~nks must be sought 
through simplifying and systematizing our reports and reporting · 
procedures so tha~ they can be tied into bank automated inf6~~ition 
systems. We have underway a number of projects -- some with 
long-term and some with short-term horizons -- directed toward 
this end. One of these is a joint effort with a group of 
representatives from commercial banks -- the Steering Committee 
on Bank Information. The present commercial bank membership of 
this group is Robert Wilmouth (First National Bank of Chicago), 
who is chairman of the group; Russell Fenwick (Bank of America); 
Graham Dozier (Wachovia Bank and Trust Company); James C. Cooper 
(Irving Trust Company); David M. Ahlers (Bankers Trust Company); 
Joseph A. Hall (Citizens and Southern National Bank); W. Thomas_ 
Castleberry (Crocker Citizens National Bank); John C. Farrell 
(Republic National Bank of Dallas); and Gordon B. Cutler (now 
retired from Citizens and Marine Bank of Newport News, Virginia). 
Since John Reed has been doing so much effective work in the 
information area, I think it would be helpful to get his reactions 
to the directions we have taken with this group. 
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If there is any question at all about our reply to 
~our letter or any further comments on our reporting require-
ments, pleas~ do not hesitate to get in touch with us. If 
John wants to visit us we would be delighted to see him. 

' Sincerely yours, 

Enclosure. 

· A 
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(_ 
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BOARD OF GOVERNORS 
OF THE 

FEDERAL RESERVE SYSTEM 
. WASHINGTON 

Mr. l~~lter B. Wdston, Chairman 
First. N:itic:ui.l City B2.nk 
399 ?.'.'..rk Av2nue 
New York, Ne,1 York 10022 

De"-r Mr. Wriston: 

jUN _ 2 5 1971 

l 

I read.-uith co::1sider3ble interest your letter cf June 17, 1971 
·outlining the burden of ~eports th~t bnnks such cs yo~rs a=3 
bcarin3 2.nd. ecking thut we consic.cr uh.utcvc:,: lessc::-:.in3 cf that 0 

burden is poseible without loss of esncntial stntistic3l d~ta. 

Your dccumzntaticn of this stntiGt:ical burde:n is ir.mre<Jsivc, 
ar:.d I opz,rcci.'.lte the ef:fort that you hnv.r zm'2c th::o~::;b in or<l~r 
to try to desonstrate the :JCOp 8 of t~16•. p:::c;.i_lcm end fl~g pccsii:d .... 

. 11.·t-._~"-"' £0·· .. ,,,,1uc ... i"' '~ o-; .. ,..,,no,•t.f nr, ., .. ·,,:,:.;:;., .• cr ·,;. ,:.. ,.s :<)o· you ~e:c... ,-·.n_,..,,..., _ 
L\,;,.;,.J J...w~ (,.. V,\,.4 -,. ~'-"'" • J,.J. LJ.••.~ . ._~~--• .,., ._ • .1,l,.. - - - I,. _......, 

. •.·. · 

I have asked the cppropriate .off.:J,c:i.a):s h~re to study tha m~terin1 
you submitted l-Jith a vie-::~ to:'.t:i;::1:ily cctic:.1 th~i:eon. You r:12.7 be 
sure this will receive cur:_.c1:ti.~~(ii~1t attention, end I C:'.'.pcct ou.r 
people may be in contact :\1it4·:yourz n:n w~ try to attack the problem. 

be: Gov. Mitche{l 
Mr. Partee 
Mrs. Mallardi (2) 
Mr. Holland 

A 

/ 

.. . .··: ·:·::::·,·: . . · 
Sincerely yours 1 

Arthur F. Burns 
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WALTER B . WRISTON 399 .PARK AVENUE, NEW YORK, N. Y . 1002.2. 

CHAIRMAN 

June 17, 1971 

Dr. Arthur Burns, Chairman 
Board of Governors of 

the Federal Reserve System 
Washington, D. C. 20551 

Dear Mr. Chairman: 

Over the course of years, there has been a 
commercial banks in providing increasing data to 
In a bank such as FNCB with a world-wide network 
numerable man-days preparing such reports; 

growing burden on larger 
the Federal Reserve System. 
of branches, we spend in-

The reporting burden on major banks is so heavy because of the number-
of reports, the complexity of reports, insufficient lead time for the banks 
to prepare for new or revised reporting requirements and numerous ph oned in-
quiries for further details or clarifications. Also, at times the reporting 
deadlines set by Fed. appear to be unnecessarily demanding, in view of the 
fact that the feed-back thereon follows by several weeks or even months. 

In the fall 9f 1969, we found that we were submit ting more than 3,800 
reports annually to Fed., or an average of about 15 reports each business 
day. This translates into significant dollar cost to us in salaries, com-
puter costs and other operating expense as well as interruptions in our op-
erations. We, together with other New York Clearing Ho_use banks, discussed 
the situation with representatives of the New York Fed. and gave them sug:-
gestions for revisions . and simplifications, or less frequent preparatio!'.l . Qf 
certain reports. Since then we have been in contact with Fed. personnel in 
New York and Washington but the progress made has not had a noticeable im-
pact on the overall reporting burden. 

We u·ote that the Board of Governors approved a Bank Report Reform 
Project to consider revisions of bank reports. However, we think such a 
group will necessarily take considerable time to effect any significa.."lt 
changes. 

With the above in mind, I asked our people to review our reports to 
Fed. in order to identify reports which are prime candidates for discontin-
uation ,or revision as to complexity or frequency without the loss of statis-
tical data considered essential to the Federal Reserve System. To the ex-
tent that further streamlining is possible, our reporting burden would be 

A 
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Dr. Arthur Burns, Chairm::m June 17~ 1971 

lessened and Fed. would reap benefit from time saved in compiling and 
processing the data supplied by reporting banks. Some of the suggestions 
that resulted from this review are attached for your consideration to-
gether with a blank copy of each report mentioned. 

We shall be pleased to work with your staff with a view to providing 
essential data but at the same time reducing the demands on the bank. ,~ 

Sincerely lours, 

1itt110:L 

.. 

, -
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REPORTS TO FEDERAL Rl •:~;1mvE fl I 

We fil e wi th FcJ ., Hhici1 acts c1s col]ecting .-i gcnt for the U.S. Trc ;1s u ry Dc part11'.C! n t, in CY.- · 

cess o f 750 r e i)0 r':: :.; each y e;_ir relating to the bala nce of pc1ymcnts. · In t h ese rep orts, we are 
rcquir1~d to cL:ssify deposits, loans and other similar information with res pect to foreigners 
into innurncra;) lc c: a tcgorie:s by type of customer, by political ·boundary, by type of transactio~, 
by U.S. dollar or foreign currency, etc. 

The b.::!lance of payr.1enls series of reports (enumerated below) continues to be the single mcst 
burdensome rcport :i.ng area for us. For example, the basic B-1, B-2, B-3 and S-1 reports requir~ 
in tot.11 detailed classifications of transactions with foreigners each month int.D 2lr.10st 2, t.. 00 
categories (excludin g sub-totals and totals) and the annual B-1 Supplemcr.t contains 1,152 cat-
egories. Thcs2 rC'ports are compiled from such detailed breakdowns th a t must be pr:epared by 
hundreds ; of ou~· overseas and U.S. branches and dozens of Head Office departments. 

We do not know all of the uses to which these reports arc put and arc, therefore, not in a 
posi t:i.on to m.::ikc spcci fi c recommend at ions for reducing the reporting burden. However, j t oc-
curs to us that if we, as one bank, file in excess of 750 reports e a ch year (an avcraGC of 
three each businci, s clay) containing thousands upon thousnncls of fig;_ires, the total data sup-
plied by all banks must be staggering and must challenge the ability of Fed. to process .'.in d ef-
fectively utilize all of the information. :Moreover, the slicer weight of inform.::ition flowing 
to Fed. m.::iy te:nd to obscure the basic trends that these reports arc intended to identify, and 
the huge number of categories must inevit.J.bly result in mis-classifications by the reporting 
banks. We also note tl1at several of the reporting forms have not been revised since 1963. 

In view of the above, we think it appropriate to re-ev.::iluate the entire balance of payments 
reporting series . In so doing, in the intc~ests of Fed. as well as the reporting banks, 
we feel that. an .'..!.ttempt should 11l.: made, to where possible: 

(1) eliminate reports, 
(2) reduce the number of categories on reports, 
(3) reduce frequency of reports, 
( 4) increase tl1e minimum repo~ting limits, and , 
(5) permit o~erseas offices to report as of fiscal month-ends 

rather than as of the last business day of each month. 
------ .---------------------------------------------------------------------------------------

· Rcp:ort . Form Nurner 
B-1 
B-2 
B-3 
S-1 
S-2 
B-1 Preliminary Sum..-nary 
F.R. 501 
F.R. 502 
F.R. 391 
FR 392 
B-1 (Brc'.11chcs Only) 
B-1 Supplement 
F.R. 503 
48S-71001 

Balance of Payments Reports Filed by Fc~CBI.' 
Number of Approximate Number of 

. Categories on Reports Filed by FNCB 
Report Form . Frequency Each Period Each Year 

754 Monthly 5 60 
522 Monthly 6 72 

' 522 Monthly 3 36 
580 , Monthly 1 12 7 / () ;.:.. 

* Monthly 1 12 
2 Monthly 1 12 

15 Monthly 8 96 
42 Monthly 22. 264 
19 Montily 1 12 
25 Quarterly 1 4 

754 Quarterly 1 - -· -- -4-
1,152 Semi-Annually 4 8 

12 Annually 175 175 
40 Annually_ 1 1 

768 

#Does not include a special three-part Supplement to Form S-1 as of J,:muary 31, ·1971. Banks 
were advised of this report by letter dated January 26, 1971, thereby allowing only three 
busin0ss days to prepare for _obtaining the data for about 300 categories. 

*Each specified transaction is reported scp.::iratcly. 
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REPORTS TO Fl•:DERAL 

Report of Condit..io1~, etc. (Form F.R. 31L1, pa ?cs 1-6) 

We must complete a report as of December 31 eac:h year for each foreign subsidiary 
of the bank, each Edge Act 0 comp,::my and subsidiary thereof, and each Agreement Corpor-
ation and subsidiary thereof. Report~ in less detail also must be supplied as of 
June 30 for ccrtnin of these companies, unless waived by Fed. 

The reports as o·f December 31 each year are required to be prepared on prescribed 
forrr.s which include a number .of scl1edules giving voluminous c; tailed breakdowns 'and other 
data for securities, lonns, overdrafts, amounts due from banks, cash iten:s in process of 
collection, deposits, borrowings, income and expenses, .:ind reconcilemen ts of capi ta_l 
accounts. 

li2 

In our case, we filed for about 80 companies last DecemL-..:r 31. Therdetail required 
for eD.ch com:1any far exceeds the information supplied for FNCB in Call R~ports of Condition 
althoug:1 all 80 companies in the aggregate do not constitute a significant subsidiary of 
FNCB. 

In March J.9i'O, we pointed out to Fed. two major problems in the reporting require-
ments: (1) the detailed nature of the required information, and (2) the calendar raonth-
end reporting date. We stated that for our own management purposes our foreign subsid-
ic:iries report their figures as of the 20th of each month, that their fiscal year ends 

-~ December 20, and that the information we receive as of the 20th is used in the prep-
aration of our published consolidated reports and for our periodic Call Reports. We 
further pointed cut that the ~dditional ccst and pressure on staff both here and ahro.ad 
to produce t\,·o sets of financial figures in a two-week period is considerable. We re-
quested permission to furnish Fed. with the same type of statement information which 
we prepare here . for our own management purposes, as of 1:he 20th of the r::.or.th. 

Fed. advised in June 1970 that the iu'ne 30, 2.970 r~ports would not be required for 
foreign subsidiaries and that a review of the reporting requiiements·would be considered 
in connecti on with the year-end report for 1970. In December, we were told that no 
changes would be. possible for the year-end 1970 report. We, therefore, had to supply 
all the voluminous detail in the prcscr~bed format for each o ;: the 80 companies as of 
December ~l, 1970. 

In late February 1971, in reply to another inquiry from us, we were told that some 
progress in reviewing tl1e requirements with the aim of revising them was being made then 
and that some alternative drafts already had been proposed, As of the middle of June 19 71, 
we have heard nothing further on the subject. 

We continue to believe that it should be possible for Fed. to give us reduction in 
details required · and flexibility in reporting ·format and date of preparation of t:-ie 
reports. 

JI 
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REPORTS TO FEDERi\L RES ERVE 

Report of Loans to Purchase or Carry Se curiti es Other Than Loans to Brokers and Dealers 
(Form FR U-4:[) 

Designated commercial b.::mks, including FNCB, are required t:o break down such loans 
monthly into seven classifications. 

At one reporting date , we had such loans at our H~ad Office and at approximately 
55 branches. About 40 of these brr,nches had less tha,1 _$250,000 of such loans each, 
aggregating less than 2% of the bank-wide total. 

The report is onerous to us because each branch with sucl loans •.:including the 
40 branches with less than $250,000 each) must (1) understand and clas.sify its port-
folio of such loans according to ten pages of ·definitions, instructions and illustr2tions, 
and (2) review . each loan each month for .the proper classification since r.he classific.'.ltion 
may change if the borrower substitutes collateral, or if FRB changes the list of over-
the-counter stocks subject to margin requirewents, or if a stock is registered on, or 
de-registered from, a national securities exchange. 

For banks not designated to report monthly, a report is required once each year on 
Form FR U-4A. This annual report contains the sc1me seven classifications as the nonthly 
report, but banks with less th2.n $250,000 of such loans report the total only and are 
not required t:o provide a breakdown by _classification. This option, however, is not 
available to our 40 branches noted above which in total account for less than 2% of our 
bank-wide total of these loans. 

Ii 3 

The reporting burden could be substantially reduced if (1) the breakdown into seven . 
classifications were required only for any bran.ch wi1 ich"haci sud~ loans iii excess of $250,000, 
(2) in view of the relative stability of such loans, reports were required less frequently 

· than monthly, and (3) re-classification changes were not required or were required only 
once each year. 

, . 
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REPORTS TO FEDERAL RESERVE 

Report of B2.nk Dealers (Schedules I-1, I-2, J, K and K-1) 

/Required annually from banks which are dealers in U.S. Government securities. 
i 

The report consists of a balance sheet as of year end; an in.come statement 
for the year and supporting details, treating the dealer operation as if it were 
a separate corpor-:=\tion. Thus, the reporting bank . is required to (1) determine the 
amount of "Capital" that would be appropriate for the operation if it were a sep-
arate company, (2) deterrr~ne an appropriate interest rate to be charged to the 
assumed separate company on the remaining funds "borrowed" by it to carry the 

. dealer inventory, and (3) estimate appropriate allocations to the operation for 
salaries, telephone and miscellaneous cos ts. 

We see no value _in a report which provides one-day balance sheet figures 
- for a highly volatile operation and arrives at a net profit or loss which is 

substantially affected by allocations of capital, interest rates and expenses 
which are .determined by each reporting bank. 

This report 
Accounting Office. 
_of the report. 

has been reviewed recently by representatives of the General 
We are hopeful that their study will result in discontinuation 

,. 
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REPORTS TO FEDERAL RESERVE \· 

Dealer Cost Ratios and Nat uri ties on Automobile Installment Lo ans (F. R. 584a) 

Selected commercial banks report monthly on this form . th·e number of automobile 
contracts acquired, scgreiated into 16 separate categcries. The categories depend 
upon (1) whether the contracts are for new cars or useJ cars, · (2) whether the - centr--a--2ts 
arise from direct loans or purchased paper, and (3) the period to maturity on the 
loans. 

In the fall of 1969, we referred this report to Fed. because we thought it was 
of litt.le or no value. We were advised that there was a_ review of the entire con-
sumer credit statistics program under way and that Fed. preferred to defer any further 
comment about any consur.1er credit series report until the review committee reached at 
least some tentative conclusions. We have heard 'nothing further. 

We ~ontinue to believe that the rep6rt is of little or no value and think it 
should be discontinued. 
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REPORTS TO }'EDER.AL RESERVE 

Interest Ra tes on Loans to Business (Form F.R. 467) 

Loaning units of the bank designated by the Fed. (in our case our uptown and down- . 
town headquarters) must report certain data for all loans made in the first seven busin~ss 
days four mont.hs e.::ich year to nonfinancial bus inesses in excess of $1,000 with certain 
exceptions. The required data includes the amount of each loan, the interest rate 

f/6 

(with an indication w:1ether the interest charge is on a dis count basis), maturity class -
ification, due date if over one year, and for loans in excess of $200 thousand the Standard 
Industri:al Classification code of the borrower. 

I 

We attempted to have changes made in the reporting form in the fall of 1969. Fed. 
advised that 3udgct Bureau approval expired at the end of 1969 and that Fed. plan ned 
to request only very minor modifications , if any, at that time. We heard not~ing further 
and the four quarterly reports for 1970 requested by Fed. were on the old form on which 
Budget Bureau approval had expired December 31, 1969. 

The form was revised in early 197i and there was some reduction in reporting require-
ments, the most important of which was to reduce the reporting period from 15 days to 7 - · 
days. The changes were advised to the banks by Fed. letter dated January 2 7, 1971, and 
these new inst ructions were to be applied to loans made beginning February 1, 19 71, i.e. 
loans made three days after the date of the revis~d Fed . instructions. This gave the 
banks virtually no time to interpret the new forms and prepare for properly completing 
them. 

W£ have received no response to our suggestions ~ade in the fall o f 1969 that (1) the 
report be limited to exclude loans less than $50,000 , rat:1er than $1,000 as at present, 
and (2) the filing date be more realistic than three business days. We continue to feel 
that these suggestions would reduce the burden and the pressure; 

In conne ction with the second suggestion above, it should be noted that banks are 
asked to meet a _ thre0,-.day - reporting deadline; however, the feed-back from Fed . of the 
data compiled ont:ne-rep-~ts submitted in ~id-February 1971 was sent out by Fed. on 
April 12, almost two months . later. 

~~·· .··~: .. , 
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AUG 17 1971 

har Walt.«: 

Thaab v•r, a&ch fo't ,our letter of July 12, 
vhf.ch, u ,ou bow, atti•ed whe1:a. I wu awaj froa th• 
offic•. 

l vat you to know tlrat the thr .. -•••tiofta 
contaieed in your lettei- are very aach uader rwiw her• 
at tbe loud. There la one qu .. tioa of fact on viii.ch I 
would like to ••NQt. Although the W\lllt of lllrodollar 
borrovhp by AJNrlcan bank• ill tbe anreaate ha• fallen 
eon•:ld•r•bly fl!lllll tba ol'tamal bu• lw•1•, there u 
quite a lot of dl•er•itJ..,... tb• banb ill the percentaae 
of tbelr original laarodollar liahilltiu •till held. 

1 hope that 70" "1.11 ab••~ feel free t• pue 
011 your t4u• to•• 

Mr. Walter I. Wrl•ton 
Cheil'IWI 
Pirat ltational Clty lank 
399 Park A•eu• 
lfw York,, 1'ew York 10022 

RS:nss 
8/13/7} 

ec:VMrs. Mallardi (2) 
Meeers. Pizer and Genmill 

Sincerely yoqra, 

Arthur r. Bun. 



- - --------------

/fJ 

July 14, 1971 

Dear Mr. Wrieton: 

Your letter of July 12th baa been received 
in Dr. Burna' abaence from the office. I shall 
bring it to his attention upon his return. 

Mr. Walter B. Wriston 
Chairman 
First National City Bank 
399 Park Avenue 
New York. New York l00ZZ 

Sincerely yours, 

Concetta M. Nobilio 
Secretary 



------- - - -

Ill. alter a. rJ.~. ru•• htiout Ctty "'~-~ tcn:-tt. Ifft 12 

tJCt••Y .. ad 

a ova .. 1at>J.a o -.. 

WA :geb 
5/4/71 

#ta::enly a, 

(Sig:1ed) Arthur F. Burns 

Al"lhr• .. ---. 

,,.., r, . 
L!Jl cn ( M "I\ 

~ V (t--:; 

.JAY 4 1971 
,, 



lfOTI: Ori11.Ul incoming letter and documentation attached to 
copy ... t Gov. Mitchell for ue• of bu Board COllllittee. 

la 6/23/71 

Kr. W.lte~ •• Wrs..t•• C.lnM 
firn .. tlaal Cit7 laak 
Jt9 fan ...... 
..., Ton, 11w York 10022 

Dear • Vrl.etcNlt 

JUN 2 5 1971 

I na4 wtdl •-Uel'lllale t11tanat ,,._ 1ot~r •f .1 ... 17 • lt71 
o.tlt•llla tile ._._ of n,-t• dlat ...._ NCII u ,-n are 
.............. -._ .. &Mt .. CWSAiel' _. ...... l .. .. of tMt 
Nl'4IM le ,...,a.ta vldleet l•a of ..... ttal ehthtlcal ata. 
Y-.r --~t1• of tllle etatiatical ._,.. 1a S.,IQ•f.w. 
_. J -.,rNtate clle effKt t1lat YN ..._ .... ~la •rar 
to try to IUIMtNta tile .... of tlla ...-1- ... fl .. ,-1111t1-
lltlea fu n61ctt• of ·n,-tla& ftllt&ll"ltll8U .. ,.._ ... tllla. 

l ..._ .. '" -. .,,ro,rtaaa offlciale llan te •t.., tM •urtal 
,... aulllRlttM Vitia • ~iev to ttaly actl.oll ......... , .. .., .. 
... dll• vtll ncet.w au •1u . ..- att•U·•· ... l •ffft ea 
...,1e -, 1,e la CMt.Mt vltll ,-an • w try te atUck die ..-i.. 

lie: Go¥. Mltcllall 
Mr. PartN Mr•. Mallanl (2) 
Mr. loll_. 

I.C1t:la 
6/23/71 

liacerelJ you-•• 

. "rti. r f Burns (S1-;r.ed) t\ ·"u · 
ArtlltRr • ._.. 



1. 

June ZS, 1971 
I 

Dear- Mr. WriatGni 

It waa good ot you to check into the matter ol the 
aDtltrutt law, and 1 want you to bow bow much 
l appreciate your letter of JIIM 15th. 

Ith 'kllld reaarda, 

Mr. "alter B. rieton 
Chalnnan . 
Fir•t Natloul City BaAk 
399 Pa•k Av•n• 
New Yorlt, New York 10022 

CM:cmn 

rthv F. Bur•• 

I 

/ 
/ 



FIRST NATIONAL CITY BANK 

WALTER B . WRISTON 
CHAIRMAN 

399 PARK AVENUE, NEW YORK, N . Y . 10022 

Dr. Arthur F . Burns 
Chairman 
Board of Governors of the Federal Reserve System 
Washington, D. C. 

Dear Mr . Chairman: 

June 15, 1971 

When we were together in Munich, we talked briefly about the impact 
of the antitrust laws on American companies' ability to compete in overseas 
markets . You inquired whether we had done any research on the subject, and 
I told you that I would look into the matter. 

It is my understanding that the staff in the Treasury Department was 
queried by Secretary Connally as to specific instances in which they felt the 
application of our antitrust laws had had an adverse effect on the United States 
balance of payments. I am unaware of the results of that study, but it is doubt-
less available to you. 

It is also my understanding that there was an informal group drawn 
from the Council of Economic Advisors , Commerce Department, Justice 
Department and State Department which was assembling data on the subject. 
As you are also aware, Senator Javits has been actively concerned with this 
subject and over the years has held hearings. 

From the foregoing it is clear that the matter is being ventilated within 
the Government, and I find that we have no specific original research of our own 
which might contribute materially to any resolution of the problem. 

Sincerely yours/ 

j,-
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FIRST NATIONAL CITY BANK 

WALTER B. WR I STON 
CHA IRMAN 

Dr. Arthur F. Burns 
Chairman 

399 PARK AVENUE, NEW YORK, N . Y . 1002 2 

April 13, 1971 

Board. of Governors of the Federal Reserve System 
Washington, D. C. 

Dear Dr. Burns: 

From time to time you have mentioned to some of us that we have 
perhaps not taken as strong a public position as we might against the Latin 
American concept of reserves against assets. With the thought in mind that 
you may not have seen our May, 1970 Monthly Economic Letter, I am en-
closing a copy from which you will observe that we took a very strong position 
against the concept. So far as I know, with a circulation of over 300, 000, this 
is the most widely read economic journal currently published. 

If it would be useful, I would be glad to enter this article on the record 
of the Proxmire Committee. 

Kind regards. 

Sincerely you,s, 

Enclosure 



May 1970 

Monthlu 
Economic 

Letter 

1812 1970 

General Business Conditions 

In the wake of the sweep across the borders 
of Cambodia, the fog of war shrouds all economic 
calculations. But if the new moves in Indochina 
are a tactical maneuver consistent with the Ad-
ministration's strategic design of withdrawing 
150,000 troops from Southeast Asia by next 
spring, much of the uncertainty over the busi-
ness outlook could disappear in the months im-
mediately ahead. 

For what is apt to prove truly decisive for 
business is the implementation of the new goals 
for monetary policy announced by Federal Re-
serve Board Chairman Arthur F. Bums on March 
18-a restoration of moderate growth in the 
monetary aggregates. 

The impact of the new monetary policy was 
hard to see early last month. The disruptive 
effects of the mail strike on the transactions of 
the banking system complicated day-to-day Fed-
eral Reserve operations and led to confusing 
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movements in statistical measures of monetary 
policy. On balance, however, the monetary sta-
tistics have been behaving in a way that is con-
sistent with moderate easing. 

Adherence to the new monetary targets makes 
it likely that the economy will not stray very 
far from the "game plan" announced by the 
Chairman of the Council of Economic Advisers, 
Paul W. McCracken, when the Administration 
first took office. Recognizing that monetary pol-
icy operates with a lag, the Council's plan called 
for a return to moderate ease before restraint had 
had its full impact on prices. The easing is, there-
fore, an essential move in a policy designed to 
reduce the rate of inflation by measures that stop 
short of producing a severe slump. 

Premature Judgment 

This does not mean, however, that it is safe to 
conclude that the decline has run its course. 
Although scattered evidence suggests that the 
momentum of the downturn may have been inter-
rupted in March, the subsequent decline in stock 
prices, disappointing profits reports and the im-
pact of strikes by truckers suggest that March is 
more likely to be a pause in the descent than the 
bottom of the downslide. 

It is doubtful whether a sustained economic 
rebound will materialize without a substantial 
resurgence of consumer spending. And thus far 
there is little to indicate that consumers have 
become markedly more eager to buy. Optimistic 
assessments of consumer spending continue to be 
largely based not on actual sales figures but rather 
on the expectation that tax cuts, increased Social 
Security benefits and the retroactive Federal 
pay raise will boost future spending. In this re-
gard, it is well to remember that in any given 



quarter there may be a wide divergence between 
the change in income and the change in spending 
by consumers. Moreover, the favorable impact of 
Federal programs may be offset in part by lay-
offs, reductions in overtime earnings and con-
sumer reactions to depressed stock prices. 

The weakened state of the economy has been 
brought home to many businessmen by slump-
ing profits. The First National City Bank sur-
vey of corporate profits, reported in detail in 
this issue, reveals the sharpest quarterly de-
cline in manufacturers' net earnings in nine years. 
Since profits have a powerful impact on expecta-
tions, it would not be surprising if inventory pol-
i.cies and capital spending plans were marked 
down another notch in the wake of these results. 

Some inventory and capital spending plans 
have already been revised. The major reason for 
the slim advance of GNP in the first quarter was 
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power. 
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a further slowdown in the rate of inventory accu-
mulation to $2.9 billion, down from $7. 7 billion 
in the closing months of 1969 and $10. 7 billion 
in the fall of that year. Moreover, the result is 
preliminary-March data, including the report 
of a slower rate of increase in manufacturers' in-
ventories, were unavailable when the figures were . 
compiled. 

Despite the ballyhoo over the high level of 
planned investment, a slower rate of increase 
in actual business investment is also apparent, 
particularly if the figures are adjusted to exclude 
the impact of price increases. Real growth of 
business outlays for plant and equipment-non-
residential fixed investment on the chart-came 
to a virtual halt in the first quarter after slowing 
progressively over the past year. 

The only major source of strength in the 
quarter lay in estimated consumer spending for 
furniture and appliances, food and beverages, 
and services. After adjustment to exclude the ef-
fects of rising prices, consumer spending for 
autos and homes declined as did Federal pur-
chases, while outlays by state and local govern-
ments rose only moderately. 

There is, moreover, reason to be skeptical of 
the reported rise in spending for food and bev-
erages. The increase of $4.3 billion in current 
dollars is the largest for any quarter in the entire 
postwar period and follows nine months in which 
such outlays increased by an average of $1.1 bil-
lion a quarter. This suggests that a new seasonal 
pattern of spending has emerged in recent years 
which has not been fully taken into account by 
the procedures used to exclude such variations 
from the official statistics. As a result, spending 
for food and beverages has been understated in 
the final three months of the year and overstated 
in the first three months. Application of a revised 
seasonal adjustment pattern would trim about $2 
billion from the overall gain in GNP in the first 
quarter of 1970 and push the rate of decline 
in real GNP from an annual rate of 1½ per cent 
to over 2 per cent. 

Concern Over Prices 

With the weakening of the economy, the 
price indexes will bear careful scrutiny in the 
months to come. The 5 per cent annual rate of 
increase in the comprehensive GNP price de-
flator reported in the first quarter will be boosted 
further because of the decision of Government 
statisticians to add the retroactive Federal pay 
increase to first quarter Federal expenditures. 
This will cause the previously reported GNP 
total to be revised upward and also the deflator 
since, for lack of a better method, a rise in Fed-
eral pay is recorded in the national income ac-

May 1970 
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counts entirely as a rise in the price of services 
sold to the Government. But it would be mis-
leading to base an appraisal of anti-inflation 
efforts entirely on this single index of prices. 

In recent months, both the consumer and 
wholesale price indexes have displayed hopeful 
signs. Food prices, which rose rapidly last fall 
and winter, leveled off at the retail level in March 
and declined at the wholesale level in both March 
and April. The trend in this important compo-
nent slowed the rate of increase in overall con-
sumer prices in March and may do so again in 
later months. Moreover, an appreciable portion 
of the March increase in the consumer price in-
dex was attributable to a boost in the ceilings on 
some Government-insured mortgages, a step 
which represents a response to past price pres-
sures rather than a harbinger of further advance. 
As tentative as these signs of easing price pres-
sure are, they strongly suggest that inflation is 
responding to the softening in the economy. 

Inflation and Interest Rates 

The moderation in the price indexes was vir-
tually ignored, however, in the credit markets. 
Amid a mood of deepening pessimism, interest 
rates reversed their earlier downward trend and 
rose sharply. To many investors, it seemed that 
the war against inflation had bogged down. Busi-
ness activity looked uncomfortably strong, and 
those who wanted to could find signs that the 
Administration's resolve was weakening. 

Yet it is essential to distinguish between the 
short-run zigzags in the marketplace and the un-
derlying forces that ultimately determine wheth-
er interest rates trend up or down. Looking be-
yond the current confusion, it is apparent that 
these underlying forces-especially the cumula-
tive effects of prolonged and severe monetary 
restraint-are weighted toward lower rates. 

Bond markets react negatively to inflation 
because lenders are concerned with the purchas-
ing power of future interest income, and bor-
rowers keep an eye on the real burden of future 
interest payments. Economists have traditional-
ly distinguished between nominal rates, those 
observed in the marketplace, and real rates 
-nominal rates minus the rate of inflation ex-
pected by lenders and borrowers. Inflation drives 
a wedge between real and market rates. The size 
of the spread is determined by the degree of the 
inflation. Real rates tend to be relatively stable 
over long periods of time, generally fluctuating 
between 3 and 4 per cent on long-term corporate 
borrowings, for example. But an increasing rate 
of inflation will cause market rates to rise and 
bond prices to fall. 

Indeed, changes in interest rates during the 
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Sixties can be largely attributed to changes in 
investors' expectations of future price inflation. 
These expectations, in turn, were determined by 
past price experience and by such factors as 
changes in economic activity and the outlook for 
government borrowing and spending. Price ex-
pectations today have such a steep upward tilt 
as a result of the accelerating inflation of the 
past five years that investors and borrowers are 
understandably skeptical of official assurances 
that inflation will taper off. 

Prices cannot be expected to respond imme-
diately to a monetary restraint. Money influ-
ences prices indirectly through its influence on 
aggregate demand. It generally takes six months 
to a year for a slowdown in the growth of the 
money supply to effectively slow the economy. 
And it takes six to nine months more before the 
slackened pace of economic activity begins to 
check inflation. 

Thus, the change to a restrictive policy in 
early 1969 should not have been expected to be-
gin to have any significant impact on prices until 
the first and second quarters of 1970. The major 
impact on prices of the past five quarters' mone-
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tary restraint should not be expected before late 
1970 and early 1971. This will occur even if 
Federal Reserve policy meanwhile becomes quite 
expansive. 

An examination of price and interest rate 
behavior during previous postwar recessions but-
tresses this conclusion. In every postwar recession 
in which price inflation was moderate, interest 
rates (both short and long) peaked prior to the 
business cycle downturn. The money supply 
turned restrictive 6-9 months before the business 
cycle peaks and 3-6 months prior to the peaks in 
interest rates. 

In the 1957-58 experience, one in which re-
cession and continued inflation went hand in 
hand, interest rates peaked well after the busi-
ness cycle peak. Monetary policy became mod-
erately restrictive in 1955-56 and turned toward 
severe restraint in the first quarter of 1957. The 
business cycle peaked that summer, yet prices 
continued to rise through first quarter 1958. In-
terest rates turned downward 3-4 months after 
the business peak. Thus the recession produced 
a sharp drop in interest rates before the overall 
rate of inflation showed any significant decline. 
In this instance, the reversal in expectations 
about future business activity and future credit 

demands caused real rates to decline and induced 
downward revisions in price expectations. 

To date, the recession of 1970 is much milder 
than that of 1957-58. Credit demands and busi-
ness expectations have not sagged as sharply as 
they did then. Moreover, since the price inflation 
in recent years has been more severe and more 
protracted than in 1956-58, it may well be that in-
vestors are more resistant today to suggestions 
or evidence of moderating inflation. Yet infla-
tionary expectations cannot persist indefinitely 
if the rate of price advance slows down. 

The current concern that inflation has not been 
stopped clearly ignores the inevitable lags. The 
tight money policy of 1969 will continue to have 
a downward impact on prices, and-with a some-
what longer lag--on price expectations. 

The Federal Reserve's shift this year to mod-
erate ease will not negate five quarters of mone-
tary restraint. Both the Administration and the 
Federal Reserve have learned from the 1965-69 
experience that excessive monetary expansion 
inevitably leads to inflationary excesses and high-
er interest rates. Short of an aggressively expan-
sive monetary policy and a massive Federal defi-
cit, history indicates that both inflation and 
interest rates should decline during 1970. 

Corporate Profits in the First Quarter 

A steady stream of disappointing corporate 
reports, which showed earnings even lower than 
expected in the first quarter, was one of the 
factors that helped plunge stock prices to the 
lowest level in over six years during April. 
The sharp reduction in profits-over 9 per cent 
from a year earlier, according to a Citibank 
tabulation - confirms earlier indications of a 
developing recession. The adjustments business 
managements are making to persistently lagging 
sales and declining earnings will temporarily 
deepen the decline, but they will also pave the 
way for recovery. Traditionally, firms in a profits 
squeeze move to cut costs, particularly labor 
costs, to reduce inventories, and to stretch out 
capital expenditure programs. Some corporate 
officials who had been "looking across the valley" 
are now revamping their strategies. 

On the whole, first quarter earnings reports 
did make disquieting reading. Nearly half of the 
firms reporting earned less than they did a year 
earlier. Even among those with gains, many failed 
to hit their goals for profits growth. 

The squeeze on profits is clearly evident in 
the accompanying table based on First National 
City Bank's compilation of reports from 1,390 
nonfinancial corporations with earnings after 
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taxes aggregating $6.8 billion. Over all, these 
firms reported a cut of 9 per cent in first quarter 
earnings compared with a year earlier and a 
reduction of 12 per cent from the fourth quar-
ter of 1969. These declines in after-tax income 

1957-59=100 
300....-.,,.,,.-.....----,-.=----,-----,----,----,-,--,,,,,,....--,-----,--,---, 

'57 '59 '61 '63 '65 '67 '69 
FNCB Index of Manufacturers' After-Tax Profits 

(Seasonally adjusted, 1957-59=100) 

Note: Shaded areas represent periods of business contraction, in--
eluding the mini-recession of 1967. 
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were registered despite the reduction in the cor-
porate income tax surcharge. However, a major 
portion of this tax saving was offset by other 
provisions of the Tax Reform Act of 1969. 

The weakness in earnings was widespread. 
Only 55 per cent of the firms included in the 
tabulation reported higher after-tax profits than 
a year earlier. Compared with the fourth quarter, 
about a third of the manufacturing firms and 
less than half of the nonmanufacturing corpora-
tions showed an improvement in after-tax profits. 
However, many of the declines were seasonal in 
nature, and Citibank's profits diffusion index 
(the seasonally adjusted proportion of manufac-
turing firms showing higher profits than in the 
preceding quarter) edged up to 52 from 50 in 
the fourth quarter. 

The business slowdown is evident in reports of 
first-quarter losses by 120 firms-about 9 per 
cent of the total-compared with only 66 in the 
same group a year earlier. Since usually only the 
larger and better established firms publish quar-
terly reports of earnings and are included in the 
Bank's tabulation, this spreading pattern of 
losses is significant. 

Manufacturers' Profits Down Sharply 
The 1,020 manufacturing firms whose reports 

were tabulated by FNCB experienced a decline 
in after-tax profits of 11 per cent from a year 
earlier. This was the most severe year-to-year 
drop in the past nine years. 

Compared with the fourth quarter of 1969, 
manufacturing earnings plunged 14 per cent. In 
part, the decline was a seasonal one. Business 
in general and corporate profits in particular 
tend to slack off after the holiday season. The 
Bank's sample of corporations ordinarily shows 
a decline of about 7 per cent from the fourth 
quarter to the first. This year's drop was twice 
the usual size and equivalent to a seasonally ad-
justed cut of 7 per cent. 

The Citibank seasonally adjusted index of 
manufacturers' profits (1957-59=100) receded 
from 209 in the fourth quarter to 194 in the first, 
as shown in the accompanying chart. The over-
all fall in this index from its peak in the final 
quarter of 1968 is now more than 14 per cent. 
Already this figure is much greater than the 9 per 
cent decline experienced in the 1966-67 mini-
recession. However, it is still short of the 24 per 
cent decline this index showed in the 1960-61 re-
cession and the 36 per cent drop in 1957-58. 

During the generally prosperous Sixties, it was 
easy to lose sight of the extremely wide swings 
in profits that could occur during even the rela-
tively mild recessions that have occurred since 
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Vulnerability of Profits in Recession and 
Slowdown 

(Seasonally adjusted corporate earnings before taxes) 

Per cent chanire from peak 
to trouirh 

Industry 1957-58 1960-61 1966-67 1968-69* 

Durable iroods . . . . . . . . . . . . . -49 -44 
Lumber & wood products. . -52 -86 
Furniture & fixtures . . . . . -61 -69 
Stone, clay & glass . . . . . . -53 -42 
Primary iron & steel -75 -78 
Nonferrous metals . . . . . . . . -62 -32 
Fabricated metal products. -46 -37 
Machinery, except electrical -50 -36 
Electrical machinery -30 -32 
Motor vehicles & parts. . . . -97 -55 
Aircraft & parts . . • . . . . . . -38 -65 
Instruments . . . . . . . . . . . . . -28 -29 
Miscellaneous & ordnance. -44 - 9 

Nondurable iroods; . . . . . . . . . -30 - 9 
Food products . . . . . . . . . . . . - 7 - 3 
Tobacco manufactures . . . . -17 - 1 
Textile mill products . . . . . -59 -48 
Apparel & products . . . . . . -47 -49 
Paper & products . . . . . . . . -19 -16 
Printing & publishingf . . . -38 -30 
Basic chemicals . . . . . . . . . . -42 -23 
Drugs .. .. .. .. .. .. .. .. .. . -15 -13 
Petroleum & products . . . . -47 - 5 
Rubber & misc. plastics • . n.a. -29 
Leather & products . . . . . . -39 -59 

All manufacturing:!: . . . . . . . . -41 -28 

-18 -11 
-40 -49 
-12 - 8 
-39 -20 
-44 + 
-40 + 
-18 - 7 
-11 - 5 
-11 -19 
-51 -38 
-15 -36 
- 6 - 5 
- 7 - 9 

- 7 n.a. 
- 4 + 
-2 + 
-37 - 9 
-24 -29 
-21 -10 
-11 n.a. 
-27 -15 
- 5 - 7 
+ -8 

-29 -23 
-24 -18 

-12 n.a. 

*Includes changes only through fourth quarter of 1969. +No 
decline; increased steadily throughout this period. fExcept 
newspapers. n.a. Comparable figures not available owing to 
changes in industrial classification. 

Source: Federal Trade Commission-Securities and Exchange 
Commission; seasonal adjustment by Data Resources, Inc. 
Owing to changes in standard industrial classification, data 
for 1957 and 1958 may not be strictly comparable, although 
adjustments have been made by FNCB for differences in 
level. Peaks and troughs are the specific ones for each industry, 

World War II. It has not been uncommon for 
corporate managements to base their long-range 
plans-and their capital investment programs-
on the expectation that a steady growth rate in 
sales and earnings would be maintained in the 
Seventies just as it was in the Sixties. For such 
planners, the accompanying table on the vulnera-
bility of corporate profits should provide material 
for some sobering thoughts. 

In the full-fledged recessions of 1957-58 and 
1960-61, an analysis of FTC-SEC data shows 
that over half the manufacturing industries had 
seasonally adjusted declines of 30 per cent or 
more in profits before taxes; drops of 60 per 
cent or more were not uncommon in individual 
industries. Even in the mini-recession of 1966-67, 
half the industries experienced a drop of more 
than 18 per cent in earnings and in six groups 
earnings plunged 37 to 51 per cent. In the fourth 
quarter of 1969, many observers were still un-
willing to admit that the economy was experi-
encing anything worse than a mild slowdown, 
yet all but four manufacturing industries had al-
ready undergone reductions in earnings and in 
11 of these groups the declines ranged from 10 
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to 49 per cent. The further and faster deteriora-
tion in many lines during the first quarter of this 
year is evident from the larger table (although it 
should be noted that the latter is based on after-
tax profits without seasonal adjustment). 

The end of the decline in corporate earnings 
and cash flow is not yet at hand for many firms. 
The seemingly inexorable rise in wage rates is 
compounded by declining productivity. Excess 
capacity weighs heavily on overhead costs. Labor 
hoarding and overstaffing may be somewhat less 
prevalent but they have by no means been elimi-
nated. Finally, firms are increasingly discovering 
that price increases are not the complete answer 
to rising costs. 

During the past year, sales reported by firms 
in the Bank's tabulation have advanced less than 
the price rise for industrial commodities gener-
ally. In other words, the 3 per cent rise in manu-
facturers' dollar volume really reflected a slight 
decline in the number of units sold. Conse-
quently, unit costs increased. Profit margins 
were reduced from 5. 7 cents per sales dollar 
in the first quarter of 1969 to 4.9 cents in the 
opening quarter of this year. Sixteen of the 
22 industries tabulated had lower profit margins 
than a year earlier; the six with improved mar-
gins included beverages, tobacco, drugs, non-

ferrous metals, office and computing equipment, 
and instruments and photographic goods. 

These six industries, together with food proc-
essing, constituted the small group of manufac-
turing industries that showed year-to-year growth 
in earnings. Nonferrous metals firms in particular 
took advantage of strong demands for their 
products and reaped a one-third increase in 
profits. 

On the other hand, five industries reported 
cutbacks of over 20 per cent in profits from a year 
earlier. The sharp drop in electrical equipment 
earnings reflected the prolonged strike at General 
Electric. The automobile industry repeatedly cut 
production schedules during the first quarter to 
bring dealers' stocks into line with lagging sales. 
Aerospace firms were hit both by reduced de-
fense procurement and delivery delays on civilian 
equipment. Cement, glass and other building 
materials felt the slowdown in housing starts, 
while steel mills found that even reduced im-
ports and expanded exports were not enough to 
make operations as profitable as a year earlier. 

Among nonmanufacturing industries, trade, 
services and public utilities continued their earn-
ings rise. Earnings of railroads and truckers were 
squeezed even more severely than last year, while 
airlines plunged more deeply into deficit. 

After-Tax Net Income of Leading Nonfinancial Corporations for the First Quarter, 1970 

54 

( Dollar Figures in Thousands ) 

No, 
of 

Co1. 

55 
22 

5 
30 
21 
27 
37 
37 
57 
53 
51 
38 
45 
32 
69 

107 
22 

143 
29 
28 
42 
70 

1,020 

13 
95 
96 
20 
24 
20 
98 

4 

1,390 

Industry Groups 

F ood products ···································· Beverages ······················ ············ ······· Tobacco product s ·················· ················ Textile p rodu ct s ··································· Apparel ·························· ················· Rubber and allied p roducts ························· Paper and allied p roducts ·························· P r inting and publishing .. . ... . ..... . .... . . . .... . . . . 
Chemicals, paint, etc. ·· ···························· Drug s, soap cosmetics ······························ Pet r oleum production a n d refining ·················· Cement, glass and stone ···························· I r on and steel ······························· ······ N onferrous m etals .. ........... .. .. ... .... ....... .. 
Fabricated m etals ·································· Mach inery ········································· Office and computing equ ipment ... . .. .. ..... .. ..... 
Elect rical equip ment and elect ronics ················ Automobiles and parts ····························· Aerospace ·································· ········ Ins t r ume nts and photographic &'Oods ....... ....... .. 
Other manufacturing ······························ 
Total Manufacturin&' ······························· 
Mining and quarrying ······························ T r ade ············································· Ser vice and amusement ········· ··················· Railroads ·········································· Common car r ier trucking ·························· Air and oth er t rans portation . . .. . ... .. .. ........... 
Elect r ic power, gas, etc. ··························· T elephone a n d telegraph ............ . .. ......... . .. 
Grand Total ······································· 

D Deficit. 

Reported Net Income 
First Qtr. Fourth Qtr. First Qtr. 

1969 1969 1970 

$ 166,936 $ 172,143 $ 172,939 
56,701 79,598 64,905 
67,161 93,235 80,091 
56,031 64,954 48,723 
20,883 18,742 19,710 
71,917 90,156 66,975 

150,290 171 ,343 139,295 
46,662 76 ,648 42,532 

423,728 386,429 397,052 
351,238 395 ,417 385,941 

1, 519,840 1,504 ,864 1,427.328 
95,929 127,671 76,020 

209,011 267,067 153,383 
191 ,141 236,606 252,037 
105,467 105,611 101,026 
231,404 226,035 224,030 
236, 395 304,230 251,818 
40 9,56"/ 425,599 265,747 
811,177 710 ,7 11 484 .622 
177,586 70,638 126,952 
223,11 2 320,277 246 ,466 
165,05 0 163,876 134,736 

$5 ,787,226 $6,011,850 $5,162 ,328 

48,923 68,211 51 ,511 
113,763 161,269 120,581 
85,411 11 3,825 96,339 

111,426 146,103 8,864 
14,127 18,427 11,685 

D-27,793 14,378 D-52,333 
786,634 620,694 817,472 
588,885 614,806 584,995 

$7 ,508,602 $7,769,563 $6 ,801,442 

Per Cent Chan&'e from 
First Qtr. Fourth Qtr. 

1969 1969 

+ 4% 0 
+ 14 -18% 
+19 -14 
-13 -25 - 6 + 5 - 7 -26 - 7 - 19 - 9 - 45 - 6 + 3 
+10 - 2 
- 6 - 5 
- 21 -40 
-27 - 43 
+32 + 7 - 4 - 4 
- 3 - 1 
+ 7 - 17 
-35 - 38 
-40 -32 
-29 +so 
+ 10 -23 
-18 -18 

- 11 % -14 % 

+ 5 -24 
+ 6 -25 
+ 13 -15 
- 92 -94 
- 17 -37 

+ 4 +a2 
- 1 - 5 

- 9% - 12% 
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.Reserve .Requirements on Bank Assets 

As usually happens when inflation appears to 
be out of control, proposals for various kinds of 
selective controls are being put forward. In a 
closely argued, exhaustively researched speech, 
Andrew Brimmer of the Federal Reserve Board of 
Governors threw another in the hopper last 
month. This was a proposal to impose a supple-
mental reserve requirement on the loans of mem-
ber banks. "The objective ... ," he said, "would 
be to raise the cost of bank lending by reducing 
the marginal rate of return to the bank making 
the loan-and thereby dampen the expansion of 
bank loans." 

The proposal is by no means new. Requiring 
banks to maintain reserves on assets as well as 
on deposits has been recommended on numerous 
occasions, both to damp the growth of total bank 
lending during booms and to reduce the flow of 
bank credit to some users, such as corporations or 
automobile buyers, while increasing the flow to 
other users, such as homebuyers or the govern-
ment. Close examination, however, reveals serious 
flaws in this apparently simple instrument. 

It was considered-and rejected-by the Com-
mission on Money and Credit in 1961: 

A system of reserves based on the volume and 
composition of bank assets would be a move toward 
selective control over bank credit. . . . While this 
approach appears to provide a powerful tool of credit 
policy, it suffers from the same formidable adminis-
trative difficulties involved in other selective ap-
proaches to business credit regulation, principally 
the ease of evasion through relabeling the purposes 
of loans. Unlike the more conventional approaches to 
selective credit controls, the use of variable and dif-
ferential asset-reserve requirements would apply only 
to commercial banks, thereby limiting the effective-
ness of the device and also raising important ques-
tions of equity among financial institutions. 

It is unlikely that these proposed reserve re-
quirements will be imposed any time soon, for 
they would involve such a radical expansion 
of the powers of the Federal Reserve System 
that Congressional approval would be required. 
Furthermore, the capital spending boom that 
prompted Governor Brimmer to raise the issue 
may well subside in a matter of months. 

Nevertheless, Governor Brimmer has made a 
serious proposal, not just for meeting problems 
of the moment but for what he believes would 
be a desirable long-term reform. As such, the idea 
should be carefully examined once again. Would 
it make the Fed more effective in battles against 
inflation? Would it improve the allocation of 
capital resources in a growing economy? 

Governor Brimmer is obviously disturbed by 
the rise in business loans at large banks during 
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a period of monetary restraint. He does not say 
these banks escaped Federal Reserve controls 
over their total credit outstanding. On the con-
trary, his figures show that they had the very 
marrow squeezed out of them last year. The 340 
large banks which report weekly to the Fed lost 
15 per cent of their time deposits. Their total 
loans and investments rose by less than 1 per cent 
in 1969, compared with a gain of 11.5 per cent in 
1968. Furthermore, 19 banks which account for 
about 90 per cent of borrowing by U.S. banks 
from foreign banks had an even smaller percent-
age increase in total loans and investments than 
did the 340 weekly reporting banks as a whole. 
All commercial banks, incidentally, had a gain 
of 2.5 per cent in total loans and investments. 

ls Credit Rationing the Answer? 

Governor Brimmer's criticism of the large 
banks comes down to the charge that they 
should not have loaned so much to their busi-
ness customers. He believes Federal Reserve 
policy in 1969 would have been more effective, 
and less painful to homebuilders and to state and 
local governments, had the monetary authorities 
been able to control not only the total volume 
of bank credit but also the shares of the total 
going to various users. It is true that business 
spending rose in 1969 and, like any other kind 
of spending, contributed to the upward pressure 
on prices and wages. But the underlying reasons 
for that rise in business spending should be 
examined before concluding that giving the Fed-
eral Reserve additional power to curtail bank 
business loans would have made much difference. 

In a view common to old business cycle theo-
ries and Keynesian income-expenditure theory, 
the main problem of government stabilization 
policy is to offset wayward tendencies of in-
vestors that would otherwise cause the economy 
to slump or to inflate. But this is a mistaken view; 
changes in business investment do not materialize 
out of thin air. They are instead induced by prior 
changes in spending of consumers and govern-
ment, which are, in turn, influenced by changes 
in fiscal and monetary policies. Given the enor-
mous growth in the expenditures of consumers 
and governments that was touched off by overly 
expansive fiscal and monetary policies from 1965 
through 1968, a surge in business spending for 
plant and equipment was inevitable. It could 
hardly be blamed on some mysterious inner mes-
sage heard by businessmen, like the one that 
periodically drives lemmings to the sea. 

Once under way, attempts by businesses to 
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meet the growth in demand for their products 
by increasing their capacity are not easily turned 
off. Even though financing costs at banks may 
turn out to be higher than had been expected 
when projects were in the planning stage, it can 
cost a business more to halt a capital program in 
midcourse than to go ahead. 

When corporations found their bank borrow-
ing limited last year, they went elsewhere for 
funds. In the end, they proved able to raise 
$6.2 billion more from the capital markets than 
they had in 1968. They also drew down their 
liquid assets. Banks supplied less than one 
third of the funds raised by corporations in the 
money and capital markets last year. Even so, 
corporations also increased their loans at the 
large banks that specialize in business lending-
a fact that should be no more surprising than a 
rise in mortgage borrowing at savings and loan 
associations during a homebuilding boom. 

Investment spending can be damped by con-
vincing businessmen that either capital costs or 
their prospects for future markets--or both-
are not favorable enough to justify making the 
investment. The ideal time to have held down 
the capital spending boom of 1969, therefore, 
was in 1967 and 1968 when the spending pro-
grams of 1969 were being drawn up. But in those 
years, policy was directed at holding interest 
rates down, not at discouraging investment. 

The Federal Reserve used Regulation Q ceil-
ings on time deposit rates to deprive large banks 
of lendable funds in 1969. Many other measures 
for cutting off banks' access to funds were ap-
plied or discussed, including reserve requirements 
on Eurodollar borrowings and proposals for sub-
jecting commercial paper issues of bank affiliates 
to reserve requirements and rate ceilings. Com-
bined with a sharp contraction in bank reserves, 
these moves led large banks to stringent ration-
ing of loans. 

A special reserve requirement on business loans 
would have had much the same effect-some 
increase in credit costs to corporations and a 
diversion of corporate borrowing to nonbank 
sources. Moreover, all this emphasis on an alleged 
need for selective credit controls seems to imply 
that the conventional monetary policy tools were 
not working. 

The experience of the Sixties demonstrated 
clearly that money supply changes have powerful 
effects on the economy. Expansive monetary 
policy from 1961 through 1965 made a major 
contribution to economic growth. In 1966, re~ 
strictive monetary policy overpowered a highly 
expansive fiscal policy and a capital spending 
boom, bringing on the mini-recession of 1967. 
The expansive policies of 1967 and 1968 then 
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contributed mightily to the inflation, and the • 
expectations of inflation, that carried over into 
1969. The return to restraint in 1969 similarly 
had a prompt effect in reducing the rate of growth 
of total demand. Just as business investment 
spending was relatively slow to respond when 
monetary policy was expansive, it should be ex-
pected to lag when policy is restrictive. The 
general slowing of the economy will bring a slow-
down of business investment spending in its 
train. But the attempt to speed the process 
through the proposed asset-reserve requirement 
would risk impairing the whole performance of 
monetary policy and, therefore, would threaten 
rather than promote stability. The threat is to 
the effectiveness of the Federal Reserve's most 
important instrument of monetary control -
open market operations. 

Mud on the Windshield 

William McChesney Martin, Jr., former Chair-
man of the Federal Reserve, described the danger 
involved in selective asset-reserve requirements in 
testimony before the Patman Committee in 1952: 

Against the background of American banking ex-
perience, it can be said that the major purpose of 
legal reserve requirements is to set a determinable 
limit to the expansion potential of a given dollar 
volume of bank reserves. The present system of 
reserve requirements involves several elements of in-
determinateness, but on the basis of experience it is 
possible to estimate how these will average out. Under 
a selective asset-reserve plan, however, the expansion 
multiple of a given volume of bank reserves would be 
even more indeterminate than at present in the sense 
that it would depend upon the successive decisions of 
various independent bank managements as to the 
class of assets that they would regard as advantageous 
to acquire .. . . This result would make it even more 
difficult than at present for the Federal Reserve to 
estimate how much Federal Reserve credit it would 
be desirable to supply . . . 

Professor Warren Smith confirmed Chairman 
Martin's view when he studied asset-reserve re-
quirements for the Commission on Money and 
Credit several years later. The combination of 
movements in individual categories of bank 
credit over the business cycle and the changing 
asset-reserve requirements would "tend to make 
the aggregate supply of money and credit behave 
in an erratic fashion." 

On January 15 of this year, the Federal Open 
Market Committee concluded that "in the con-
duct of open market operations, increased stress 
should be placed on the objective of achieving 
modest growth in the monetary aggregates." This 
has been widely interpreted as not merely a tac-
tical decision for the ensuing three weeks but a 
fundamental change in open market strategy 
that would place relatively more stress on con-
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trolling total bank credit and money supply and 
less emphasis on interest rates and other money 
market conditions. If the System intends to keep 
the monetary aggregates under closer control, 
it would be unwise to change reserve require-
ments in a way that would make an already 
difficult technical problem even harder to handle. 

Indeed, the Federal Reserve's ability to pre-
dict the results of its open market operations 
has already been eroded by recent changes in 
reserve requirement rules. Over the past several 
years, the Federal Reserve has increased the 
number of deposit categories to which different 
reserve requirements are applied. In addition, a 
10 per cent marginal reserve requirement was set 
on some of the liabilities of banks to their over-
seas branches (Eurodollar borrowings) and on 
some of the loans of overseas branches of mem-
ber banks to U.S. residents. Because of this 
complex set of reserve requirements, the total 
volume of bank credit and money supply sup-
ported by any given stock of member bank 
reserves fluctuates when the banks or the pub-
lic shift funds and loans around. It is clear that 
use of asset-reserve requirements for short-run 
stabilization would further impair the Federal 
Reserve's ability to control total bank credit 
and money supply. 

Who Would Set the Priorities? 

Another alleged advantage of the asset-reserve 
requirements is their potential for influencing 
the allocation of bank credit among different 
sectors of the economy according to priorities 
determined by longer-run public policy objec-
tives. With an array of loan priorities tuned to 
changing public policies, reserve requirements 
could be adjusted to keep the various forms of 
bank credit on course. This approach seems to 
afford the crisp precision of instructions from 
Mission Control, Houston, but it suffers from 
two major problems. 

The first problem is that commercial banks 
supply only part of the credit used in the econ-
omy. To the extent that allocation of bank credit 
was changed, therefore, there would surely be 

offsetting changes in operations of other lenders. 
Market forces have a way of prevailing. 

The second problem is that there is no method 
of determining priorities for allocating capital 
resources on which all, or even most, reasonable 
men can agree. Ordinarily, it is assumed that this 
problem is best left to the workings of the capital 
markets. Some people believe that monetary 
policies have inequitable effects on credit sup-
plies for individual sectors of the economy when 
the totals change. Imagine the clamor from spe-
cial interest groups if the Federal Reserve were 
to take on the additional task of adjudicating the 
claims of competing credit users. 

It is doubtful that the Congress or the Presi-
dent could in good conscience delegate such 
sweeping powers to seven appointed Board mem-
bers, however well staffed with experts they 
might be. Congress already wields extensive 
power over the allocation of the nation's capi-
tal resources through taxes and subsidies of 
many kinds and through its control over govern-
ment capital investment programs, such as the 
highway and urban renewal programs, to men-
tion just two. If Congress should then tell the 
Fed how to divide up the supply of bank credit, 
what would become of the vaunted independence 
of the Federal Reserve? 

Current allegations of unfairness in distribu-
tion of the burden of monetary restraint are 
largely a reflection of how far inflation was per-
mitted to proceed before appropriate fiscal and 
monetary policies were consistently applied. The 
inflation itself is the worst source of hardship, 
especially in homebuilding. Why then should 
the central bank's most effective weapons be 
spiked in order to accommodate the results of a 
major mistake in monetary and fiscal policies? 

The lesson for the future is to avoid any re-
currence of such a costly accident. This can be 
done by following the course the Federal Reserve 
is now on, while improving the grasp of the 
authorities on the powers and instruments they 
already have. Properly used, the conventional 
instruments are fully capable of working well 
and in a way that need not produce distortions 
in resource allocation. 

Social Programs and Intergovernmental Relations 
The House of Representatives on April 16 

approved the basic features of the Administra-
tion's welfare reform bill establishing an income 
floor for American families. This bill is the latest 
step in a long-term shift of responsibility for 
domestic public programs, particularly those "so-
cial" programs that aim at income redistribution, 
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from local governments to the state and Federal 
levels. 

The acceleration in Federal participation in 
social programs dates back to the middle and 
late Sixties in such legislation as the Economic 
Opportunity Act, the Medicaid amendments to 
the Social Security law, the Elementary and 
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Secondary Education Act and the Manpower 
Development and Training Act. Proposals made 
by President Nixon on education and general 
revenue sharing, as well as on the welfare pro-
gram, suggest a continuation of that trend. 

The sharpest increase in Federal financial par-
ticipation has been in the areas of direct welfare 
and the medical care of low-income persons, while 
the states have undertaken an increasing share 
of expenditures for public education. 

Shifting Responsibilities for Social Programs 

The Federal Government more than doubled 
its outlays on health, education and welfare pro-
grams in the three years from 1965 to 1968, while 
the contribution of funds financed by the states 
from their own resources increased by almost 50 
per cent and the contribution by local govern-
ments increased by only 20 per cent. The pro-
portion of all public health, education and welfare 
expenditures financed by the Federal Govern-
ment increased from 19 per cent to 27 per cent 
and the proportion financed by the local govern-
ments declined from 40 per cent to 32 per cent. 
During the same period, Federal outlays from 
the Social Security trust funds, which are financed 
out of special Social Security taxes rather than 
general funds, rose by nearly one third. Because 
such payments provide a source of income to 
persons who may be unable to work, its effect is 
to ease the strain on welfare funds. 

Increased public activity in health, education 
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and welfare represents an attempt to upgrade 
minimum standards for the poor and deprived. 
When carried out at the local level, programs that 
seek to provide a higher level of income or serv-
ices for the poor create special problems. State 
and local governments fear that a high and costly 
level of services may attract a large welfare popu-
lation, and simultaneously erode the tax base by 
driving out taxpaying businesses and individuals. 
At the same time, severe welfare problems may 
exist in some localities where the tax base is weak. 

One way of attacking these problems is through 
increased Federal participation. Higher levels of 
government, almost by definition, have the ca-
pacity to channel resources across jurisdictional 
lines from where the resources are to where the 
needs are the greatest. Shifting the cost of wel-
fare to higher levels of government also makes 
it more difficult for taxpayers to escape the wel-
fare burden. 

But higher levels of government cannot be as 
sensitive as local governments to local attitudes 
toward public services, with regard either to the 
overall size of the public sector or the relative 
priority of individual public programs. In most 
cases, day-to-day administration of programs 
has remained in local or state hands. However, 
Federal and state funds must be spent according 
to the requirements stipulated by the financing 
government. In an increasing number of cases, 
the requirements may leave considerable room 
for discretion, but even there the power to in-
crease or not to increase aid is a potent weapon 
for bringing lower-level administrators into line. 

If a higher level of government is to substan-
tially fund a certain program of public activity, 
it follows that state and local governments must 
accept the levels of expenditure provided under 
the Federal program, regardless of local attitudes. 
This principle and its concomitant problems are 
illustrated by the legislative maneuvering over 
the President's welfare proposal. As originally 
formulated, states and localities would have had 
to bear the full cost of any outlays above the 
federally financed minimum standards. How-
ever, because state and local governments ob-
jected, the House-passed bill provides Federal 
aid toward some above-standard payments. 

As a result of the increasing use of intergovern-
mental grants, a decreasing proportion of the 
cost of health, education and welfare programs 
administered by state and local governments is 
actually financed at home. About 54 per cent of 
such local government expenditures was financed 
by local governments in fiscal 1968, a decline 
from 60 per cent in 1965. State governments have 
been both receiving and expending increased 
amounts of health, education and welfare funds, 
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and the self-financed proportion of their expendi-
tures declined from 79 per cent to 72 per cent in 
the same period. 

A system of grants-in-aid provides a middle 
way between centralization and decentralization 
of public responsibility, but it hardly eliminates 
all of the difficulties. Such a system weakens 
the link between responsibility for collecting 
revenue and the ability to take credit for public 
outlays. The fact that public programs financed 
by intergovernmental funds require taxation as 
surely as programs financed by local taxes can 
easily be lost from sight. It is ironic that some 
local officials argue that their ability to collect 
taxes is strictly limited because of Federal and 
state preemption of tax resources and, at the 
same time, that the existence of local fiscal 
"crises" requires more Federal and state aid, 
financed through higher Federal and state taxes 
if necessary. 

Tightness in the budget of an aid-providing 
government at a point in time, or a reduction in 
the higher government's interest in providing 
increasing grants, could create a fiscal crises for 
local governments that .have become accustomed 
to rising grants. While this problem can be eased 
by guaranteeing annual increases in the level of 
grants, the system then tends to curtail the con-
trol that both the granting and the receiving 
governments have over their own budgets. 

The Case of New York City 

New York City presents a good illustration of 
the fluid roles of the levels of government and 
their consequences. In the four fiscal years 1965 
through 1969, the portion of the city's current 
expense budget financed through state and Fed-
eral funds increased from about one fourth to 
almost one half. For the major programs under 
health, education and welfare, the proportion 
rose from 40 per cent to almost 60 per cent. 

Expansion of old programs and the develop-
ment of new programs requiring local govern-
ment sharing, particularly Medicaid, also resulted 
in a rapid increase in New York City's expendi-
tures from its own funds. During the period 
1965-69, total expenditures from locally collected 
funds increased by 30 per cent and the city's 
expenditures on major social programs from its 
own funds rose by over 40 per cent. 

The increases in government expenditures 
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from all sources permitted a rapid expansion of 
public services, particularly for low-income resi-
dents. The level of welfare payments per recipient 
rose even as the welfare case load itself doubled. 
Expenditures on education rose by over 60 per 
cent, as the full-time enrollment in the free city 
system of higher education increased by nearly 
one-half; at the same time, opportunities for 
quality health care for low-income persons ap-
pear to have increased substantially as a result 
of the Medicaid program. 

The intergovernmental assistance the city re-
ceived was a two-edged sword, particularly in the 
case of Medicaid. This program is run under 
Federal guidelines and under state mandate and 
strict regulation. Although heavily supported by 
state and Federal funds, it still requires a contri-
bution of about 30 per cent by the city, an 
amount which adds up to substantially over $100 
million annually. 

Although the city's control over its own budget 
and programs has been reduced, the size and the 
scope of these programs is larger than would 
otherwise have been the case. But its ability to 
make decisions concerning priorities, and the 
ability and desire to make the painful decisions 
concerning the relation between public and pri-
vate expenditures have been restrained. 

Can Conflicting Needs Be Balanced? 

The growth of multigovernmental metropolitan 
areas and improvements in transportation and 
communication have increased the significance 
and complexity of intercommunity relations. It 
has become less possible and less desirable for 
local governments to undertake public activity 
without heed to external factors. More than ever 
before, public service standards in individual 
communities affect, and are affected by, stand-
ards in other communities. 

The Federal and state governments have re-
sponded by increasingly providing their own 
minimum standards of public service and by 
aiding local governments in improving their serv-
ices. But ability to transfer resources among indi-
viduals and jurisdictions, and to set minimum 
standards of service for all persons through the 
financing of public programs by higher levels of 
government, is being purchased at the expense 
of the ability of local governments to determine 
their own programs and standards. 

FIRST NATIONAL CITY BANK 
399 Park Avenue, New York, N. Y. 10022 



unuringMa · 
offer 

Stock up on travelers checks at special pre-vacation savings. 
Up to $5000 worth for a fee of just $2.00 at banks everywhere. 

Opportunity to save up to $48. 
Because we want you to discover the 
advantages of First National City Trav-
elers Checks, we're offering you the 
opportunity again this year - during 
the month of May-to buy up to $5,000 
worth for a fee of only $2. (Plus the 
face value of the checks, of course.) 

The normal fee for travelers checks 
is a penny per dollar. But now, just in 
time for your summer vacation, you 
can save up to $48 (check the chart) 
during this unparalleled offer. (Less 
than $200 worth will still cost you less 
than $2.) So, don't miss this May only 
opportunity! 

Usual May YOU 
Amount fee fee SAVE 
$ 300 $ 3.00 $2.00 $ 1.00 

500 5.00 2.00 3.00 
1,000 10.00 2.00 8.00 
1,500 15.00 2.00 13.00 
2,000 20.00 2.00 18.00 
3,000 30.00 2.00 28.00 
4,000 40.00 2.00 38.00 
5,000 50.00 2.00 48.00 

Welcomed Everywhere. 
First National City Bank has been in 
the travelers check business for over 
65 years. Our checks are known and 
accepted in more than a million places 
around the globe. You can spend them 
as easily in Madagascar as in Massa-
chusetts. As easily in Copenhagen as 
in Cleveland. And, by the way, they're 
just as convenient on a weekend out-
ing as on a worldwide tour. 

Refunded Everywhere. 
When money is lost or stolen, it's gorie 
forever. If First National City Travelers 
Checks are lost or stolen, you can get 
your money back fast. We have over 
28,000 refund points worldwide-
thousands more than any other trav-
elers check. That's why our checks are 
like cash. Only better. 

To locate our nearest refund office 
anywhere abroad (Rius Alaska and 
Hawaii), just call or visit any principal 
hotel. They're all regularly supplied 
with an updated list of all First Na-
tional City Travelers Check re-
fund points in their area. To 
locate our nearest re- -

fund office anY.'tthere in the Continental 
U.S.A., dial Western Union Operator 
25. Or call, toll-free, to: 800-243-6000. 

Buy now. Travel later. 
Even if you're not planning a trip be-
fore May 31st, you owe it to yourself 
to buy First National City Travelers 
Checks now at these substantial sav-
ings. Many people, in fact, keep our 
travelers checks on hand all year long 
against the time when they may need 
cash for an emergency. 

Offer good only in the United States 
andPuertoRTco ... ends May 31st, 
12ZQ, So, act now to protect your cash 
from loss or theft. Get your supply of 
First National City Travelers Checks 
at banks everywhere. And save! 

Note to all banks 
and savings institutions: 

During the month of May, we're mak-
ing this unusual introductory offer to 
your customers at no cost to you. Your 

customers get the savings, 
but you earn the commis-
sions you would normally 
have received. If you 
don't have our checks, 

get in touch with First 
National City Travel-
ers Checks, 399 Park 
Avenue, New York, 

N. Y. 10022. Phone col-
lect to: (212) 559-0542. 

FU"St National City lravelers Checks 
(The Everywhere Check) 

l 



Mr. Walter B. Wrietont Chairmant 
First National City Bank, 
399 Park Avenue. 
New York, New York. 10022 

Dar Mr. Wriston: 

JUL 2, 3 1970 

Thank you fo~ your letter of July 7 and the enclosed copy 
of your paper on the subject of bankers ' •cceptances . 

As you know ; an inquiry was initiated some time ago by 
the Federal Reaerve System to elicit views and sugge,tions from the 
banking induatry on the role of banker•' acceptance.a in present-day 
credit transactions and on the regulation of acceptance practice. 
Since that inquiry was made. monetary end credit conditions have 
changed markedly and it became apparent that industry views on the 
subject were undergoing modific•tion. ln the interim. the Board ' s 
staff bas accordingly sought to keep abreast of these developments, 
notably through contacts with the acceptance cOffllllittee of the 
Bankers Aesoeiation for foreign Trade. The results of the recent 
work of that committee have been forwarded to the Board staff and 
are currently being evaluated . 

Plea•e be assured that your letter and paper will be 
included in current co~tderation being given to the role of 
bankers • acceptances in money end credit markets . 

Sincerely yours• 

,_o~( 
~RD/~pac 

7-22- 70 

cc : Mrs . 



FIRST NATIONAL CITY BANK 

WALTER B . WRISTON 
CH AIRM A N 

Dr . Arthur F . Burns 
Chairman 
Federal Reserve Board 
Federal Reserve Building 
Washington, D. C. 

Dear Dr. Burns : 

3 99 PARK AVENUE, NEW YORK, N . Y . 10022 

July 7, 1970 

Knowing that you and your colleagues are exploring many facets 
of the current situation in the money market, I would like to raise again for 
your consideration the mechanism of the 11 Bankers Acceptance . 11 As you well 
know, the Acceptance is the oldest instrument in the banking business, but in 
this country its use has been limited by archaic regulations and laws . Some 
time ago I raised the question of the use of an ineligible Bankers Acceptance 
in lieu of commercial paper, and it is my understanding that your colleagues 
in the Federal Reserve System are studying what could be done to make the 
regulations more nearly responsive to the times. 

There is enclosed for your ready reference a copy of a short paper 
on the subject which I delivered a couple of years ago at the Reserve City Bankers. 
It occurs to me that the time is propitious for reopening the question. 

Kind regards . 

Sillcerely J/2 jL; 
Enclosure 




