
Comments

Bank Holding Company Regulatory Experience
Since 1970

John T. Masten*

Jacobus T. Severiens**

Throughout the history of American banking there has been
public concern regarding unsound banking practices. At the same
time a fear of excessive concentration of financial, economic, and
political power has prevailed. In this tradition, Congress passed

the Bank Holding Company Act of 1956, ' subsequently amended
in 19662 and 1970,

3 which subjects bank holding company acquisi-

tions and activities to approval by the Federal Reserve System.

By this legislation, Congress has created something of a novelty

in American law—it has charged a regulatory body with shaping

the structural profile of an industry. The purpose of this Com-
ment is to examine the Federal Reserve's role as regulator of

bank holding companies since 1970, when one-bank organizations

were added to the multi-bank firms already subject to its juris-

diction.
4 Of particular interest are the policies it has developed

in coming to grips with the issue of excessive concentration. The
discussion that follows reviews bank holding company legislation,

current administrative procedures under the Act, and Board of

Governors decisions in appellate cases for acquisition approvals.

The concluding section offers some observations on current and
future problems in the area of bank holding company regulation.
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] Act of May 9, 1956, ch. 240, 70 Stat. 133 (codified at 12 U.S.C. §§ 1841-48

(1970)).
2Act of July 1, 1966, Pub. L. No. 89-485, 80 Stat. 236 (codified at 12 U.S.C.

§§ 1841 to -43, -48, -49 (1970)).
3Act of Dec. 31, 1970, Pub. L. No. 91-607, 84 Stat. 1760 (codified at 12

U.S.C. §§ 1841 to -43, -49, -50 (1970)).
4Id. § 101(a) (codified at 12 U.S.C. §1841 (1970)).
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I. Holding Company Legislation

The Bank Holding Company Act of 1956 required that all

holding companies that owned or controlled twenty-five per-

cent or more of the stock of two or more commercial banks be
registered with the Federal Reserve Board of Governors.5 The
Act compelled these companies to divest themselves of control

over all nonbank-related corporations, 6 with exceptions allowed

only for activities of a financial, fiduciary, or insurance nature
and those other activities determined to be so closely related to

the business of managing or controlling banks as to be "a proper
incident thereto." 7 The Act further required Board approval for

any bank acquisition. In reaching its decision, the Board was re-

quired to consider: (1) the financial history and conditions of

the banks involved, (2) their earnings propects, (3) the general

characteristics of management, (4) the convenience, needs, and
welfare of the communities and areas concerned, and (5) whether
or not the "effect of such acquisition . . . would be to expand the

size or extent of the bank holding company system involved be-

yond limits consistent with adequate and sound banking, public

interest, and the promotion of competition in the field of bank-

ing."8 The first four factors direct Board attention toward tra-

ditional banking factors. The fifth requires that it consider the

competitive aspects of the acquisition. All of these factors were
later incorporated in the Bank Merger Act of 1960, which re-

quires public agency approval of bank mergers. 9

Both statutes, however, were ambiguous as to the relative

weight to be accorded each of these factors. Moreover, the ques-

tion of the application of antitrust laws to bank acquisitions and
mergers was left open. The latter issue was conclusively settled

by Supreme Court action in the early 1960 ,

s. In United States v.

Philadelphia National Bank™ and United States v. First National

Bank & Trust Co.,
11 the Court ruled that bank mergers (and by

extension, bank holding company acquisitions) approved by fed-

5Act of May 9, 1956, ch. 240, §2(a), 70 Stat. 133.
612 U.S.C. § 1843(a) (1970).
7Id. §1843 (c)(8).
aAct of May 9, 1956, ch. 240, § 3(c), 70 Stat. 133, 135. The 1966 Amend-

ments substituted for this criteria the following:

In every case, the Board shall take into consideration the financial

and managerial resources and future prospects of the company or

companies and the banks concerned, and the convenience and needs

of the community to be served.

12 U.S.C. § 1842(c) (1970).
9Act of May 13, 1960, Pub. L. No. 86-463, 74 Stat. 173 (codified at 12

U.S.C. § 1828(c) (1970)).
10374 U.S. 321 (1963).
"376 U.S. 665 (1964).



944 INDIANA LAW REVIEW [Vol. 8:942

eral banking agencies could be challenged by the Attorney Gen-
eral under antitrust laws. In the former case, the Court held that

the proposed merger of two large Philadelphia banks, which would
have resulted in a single bank controlling thirty-six percent of

the bank deposits in a four-county area, was sufficiently anti-

competitive as to be in violation of section 7 of the Clayton Act. 12

The decision also established that commercial banking was a "dis-

tinct line of commerce." 13 As a consequence, the banking market
was to be distinguished from that of savings and loan associa-

tions, credit unions, and other thrift institutions. With respect

to banking factors, the Court maintained

:

[A] merger the effect of which may be substanially to

lessen competition is not saved because, on some ulti-

mate reckoning of social or economic debits and credits,

it may be deemed beneficial .... In proscribing anti-

competitive mergers, benign and malignant alike, we
must assume that some price must have to be paid.

14

In 1966, the Bank Holding Company and Bank Merger Acts

were revised to accord with these Court decisions. In amend-
ments to both statutes, Congress affirmed the applicability of

antitrust laws to bank acquisitions and mergers that would sub-

stantially lessen competition or tend to create a monopoly. 15 Com-
petition became the paramount factor. Exceptions were allowed

primarily when the anticompetitive effects were clearly out-

weighed by the probable beneficial effects of the transaction in

meeting the convenience and needs of the community to be

served.
16

,2374 U.S. at 355-72.

13/d. at 356.

"Id. at 371.
,5Act of July 1, 1966, Pub. L. No. 84-485, §7(a), 80 Stat. 236. The

amendments to the Bank Holding Company Act are codified at 12 U.S.C.

§ 1842(c) (1970) and those to the Bank Merger Act at id. § 1828(c).
1612 U.S.C. § 1842(c) (1970) provides in relevant part:

The Board shall not approve

—

(2) any . . . proposed acquisition or merger or consolidation under

this section whose effect in any section of the country may be sub-

stantially to lessen competition, or tend to create a monopoly, or

which in any other manner would be in restraint or [sic] trade,

unless it finds that the anticompetitive effects of the proposed trans-

actions are clearly outweighed in the public interest by the probable

effect of the transaction in meeting the convenience and needs of the

community to be served.

In United States v. First City Nat'l Bank, 386 U.S. 361, 366 (1967),

the Court held that the burden of proving that considerations of convenience

and need outweigh the anticompetitive effects of the merger or acquisition

rests upon the defendant company.
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Despite this revision, it was soon evident that the Bank
Holding Company Act was not sufficiently encompassing. Par-

ticular concern arose over the fact that a holding company which
owned or controlled twenty-five percent or more of the stock of

only one bank did not need to register under the Act and thus

was not subject to the required divestiture of its nonbanking
business. Since one-bank holding companies were exempt from
the Act, they were unrestricted as to the types of business that

they could operate. Consequently, a substantial number of large

banks formed one-bank holding companies and acquired subsidi-

aries that engaged in numerous commercial activities. Twin in-

centives existed for such reorganization. One incentive was the

need to obtain new sources of funds from which loans could be

made. For many years the primary source of bank funds—de-

mand deposits—had declined as a percentage of liabilities, and
imaginative bank managements were forced to look elsewhere

for funds. The second incentive was that bankers had found that

their investment in computers and trained personnel gave them
excess productive capacity, and that they could offer additional

services by utilizing equipment and skills already at hand. This

possibility drew management's attention to product expansion,

since they had already made the initial investment required to

sell insurance, underwrite revenue bonds, perform accounting,

data processing, and leasing services, and operate mutual funds.

The one-bank holding company appealed as a vehicle which
offered the flexibility needed to obtain more funds and to expand
services. However, this organizational emergence threatened the

traditional separation of banking and commerce. As a result,

Congress passed the Bank Holding Company Act Amendments
of 1970. 17 The Amendments eliminated the legal distinction be-

tween one-bank and multi-bank holding companies by defining a

bank holding company as "any company which has control over

any bank or over any company that is or becomes a bank hold-

ing company." 18 The Board of Governors of the Federal Reserve

System was given discretion to determine that ownership, con-

trol, or voting power over as little as five percent of the shares

of a company or bank could constitute control.
19

The Amendments broadened section 4(c) (8) of the Act by
establishing a two-part test for nonbank acquisitions.

20 Under
this section, the Board was required to determine whether an ac-

tivity was so closely related to the business of banking or managing
17Act of Dec. 81, 1970, Pub. L. No. 91-607, 84 Stat. 1760 (codified at 12

U.S.C. §§1841 to -43, -49, -50 (1970)).
18/d. § 101(a) (codified at 12 U.S.C. §1841 (a)(1) (1970)).

"Id. (codified at 12 U.S.C. § 1841(a) (2), (3) (1970)).

"Id. § 103 (codified at 12 U.S.C. § 1843(c) (8) (1970)).
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or controlling banks as to be a proper incident thereto. More
importantly, in deciding the issue of proper incidence, the Board
had to consider whether the performance of services by an affiliate

of a holding company could reasonably be expected to produce bene-

fits to the public, such as greater convenience, increased compe-
tition, or gains in efficiency, that would outweigh possible ad-

verse effects, such as undue concentration of resources, decreased

or unfair competition, conflicts of interests, or unsound banking
practices. Thus, operations that might be acquired by holding

companies were no longer restricted to those of a financial, fidu-

ciary, or insurance nature. The test, balancing public benefits

against adverse effects, extended the notion of what was to be a

proper incident to banking. The determination of this matter

was left with the Federal Reserve Board of Governors.

II. Administration of the Bank Holding

Company Act As Amended

Under its rules regarding delegation of authority, the Board
of Governors shares the burden of administering the Act with

the Federal Reserve Banks.21 The application procedure is ini-

tiated at the District Bank level, where an acquisition request is

reviewed for legal sufficiency and informational adequacy. Fol-

lowing this preliminary screening, notice of an accepted applica-

tion is given to the Board of Governors,22 who in turn inform

the Comptroller of the Currency if the firm proposed to be ac-

quired is a national bank or a bank located in the District of

Columbia.23
If the bank to be acquired is state-chartered, the

appropriate state authority is notified.
24 In the case of a non-

bank acquisition under section 4, the Board publishes a notice

of this application in the Federal Register, giving interested par-

ties an opportunity to express their views.25

In the meantime, each application is reviewed by the Fed-

eral Reserve Bank to see if it meets conditions of approval. The
determinations are based upon general guidelines provided by the

Board as well as precedents established within the particular

Federal Reserve district. As a rule, an application is approved

if all relevant departments of the Reserve Bank recommend ap-

21 12 C.P.R. § 265.2(f) (19)-(24) (1974)

"Id. § 262.3(a), (b).
2312 U.S.C. § 1842(b) (1970). See also 12 C.F.R. § 225.3 (1974).
2412 U.S.C. § 1842(b) (1970). See also 12 C.P.R. § 225.3 (1974).
2512 C.F.R. § 225.4(a) (1974). Such notice is published only in the event

that the Board believes the holding company has a reasonable basis for

believing that the proposed acquisition is closely related to banking or

managing or controlling banks.
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proval, if no substantive objection to the proposal has been made
by a Board member, bank supervisory agency, the United States

Department of Justice, or a member of the public, if no signifi-

cant policy issue is raised by the proposal as to which the Board
has not expressed its view, and if certain competitive and bank-
ing criteria are met.26 With respect to competition, it is gener-

ally expected that:

1. Applicant is not one of the dominant banking organi-

zations in the state, and, unless the proposed subsidi-

ary is a proposed new bank, Applicant will control

no more than 15 percent of the total deposits in com-
mercial banks in the state after consummation of

the proposal;

2. if the bank to be acquired is an existing bank and if

no banking offices of Applicant's existing subsidiary

bank are located in the same market as the proposed

subsidiary, the proposed subsidiary has no more than

$25 million in total deposits or controls no more than

15 percent of deposits in commercial banks in the

market

;

3. if the bank to be acquired is an existing bank and if

any of Applicant's existing subsidiary banks com-

pete in the same market as the proposed subsidiary,

Applicant will control no more than 10 percent of

total deposits in commercial banks in the market after

consummation

;

4. if the bank to be acquired is a proposed new bank,

bank subsidiaries of Applicant will not hold in the

aggregate more than 20 percent of the total deposits

in commercial banks in the relevant market area and

Applicant will not be one of the dominant banking

organizations in the state; and

5. neither Applicant nor the bank to be acquired has

entered into or proposes to enter into any agreement

with any director, officer, employee, or shareholder

of the bank that contains any condition that limits

or restricts in any manner the right of such persons

to compete with Applicant or any of Applicant's exist-

ing or proposed subsidiaries.
27

The banking factors taken into consideration mainly involve

determinations of holding company capital adequacy and acquisi-

tion debt. For instance, acquisition debt must be amortized within

267d. §265.2(24).
27

/rf. § 265.2(24) (xii)-(xv). Qualification 5 is found at 60 Fed. Res.
Bull. 358-60 (1974).
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a reasonable period of time, such period normally not exceeding

twelve years.28

In the case of nonbank acquisitions, a competitive limitation

is that:

If Applicant or any of Applicant's existing or proposed

nonbanking subsidiaries compete in the same geographic

and product market as any proposed subsidiary, the re-

sulting organization will not control more than 10 per-

cent of that product or service line after consummation
of the proposal.29

While the guidelines denote areas of general Board concern, they

do not cover all situations.

In addition to the other conditions, the Federal Reserve Bank
must determine whether the proposed activity falls within the

meaning of section 4(c)(8). In Regulation Y,30 which is peri-

odically amended, the Board has listed a number of permissible

activities. As of January, 1975, a bank holding company could,

with certain qualifications, make or acquire loans and other ex-

tensions of credit for its own account or for the account of others,

operate as an industrial bank, service loans and other extensions

of credit, and perform trust activities.
31 The Regulation also

permitted the holding company to act as an investment or finan-

cial advisor or as an insurance agent or broker, to lease real and

personal property, to make equity and debt investments in cor-

porations or projects designed primarily to promote community
welfare, and to provide bookkeeping, data processing, courier serv-

ices, and management consulting advice to nonaffiliated banks. 32

Each of the above categories carries exceptions and limita-

tions. For instance, conventional life insurance may be sold by
banks in very small communities. Data processing must be bank-

related ; it cannot be employed for accounting services. The term

courier services comprises messengers, but not armored car de-

liveries.

III. Decisions Under the Act

Once an application is approved, the holding company may
proceed with the acquisition. Should a particular application be

denied, however, and its proponents have reason to believe in

its viability, it is presented to the Board for review. As a matter
of fact, by far the major proportion of the applications, eighty

"12 C.P.R. § 265.2(24) (vi) (a) (1974).

"Id. § 265.2(24) (viii).
30Id. § 225.1 to .4.

3,Jd. § 225.4,
32/d.
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percent, go to the appellate level,
33

since most cases do not fall

within the delegated guidelines. The Board thus operates largely

on a case-by-case basis. In doing so, it has built a body of ad-

ministrative law in the bank holding company area.

It becomes worthwhile to examine this "corpus juris" in

order to gain a better understanding of Board policies and to dis-

cern possible trends with respect to concepts the Board considers

of increasing importance. The following review deals solely with

Board denials since 1970, when the Act was amended to include

one-bank holding companies. An analysis of what is not permitted

may help to distinguish the key hurdles that must be overcome
if a bank holding company is to be successful in its application.

A. Bank Acquisitions

The Board has denied about six percent of the applications

it has received under section 3 of the Act, which governs ac-

quisitions of banks. As shown in Table I below, applications

have been turned down for reasons of existing and potential com-
petition, financial considerations, and transactional factors. This

last item encompasses the various aspects of the acquisition trans-

action—the mechanics of the formation or acquisition. For exam-
ple, is the offer substantially equal among all shareholders? Are
there post-employment contracts that would constitute an unrea-

sonable restraint of trade? While these and similar matters are

not specifically alluded to in the Act, they can be considered a

logical by-product of the statutory requirement that financial

and managerial resources and future prospects of the holding

company be considered.
34

Table I

Bank Acquisitions Denied Under Section 3

of the Bank Holding Company Act of 1970

1971 1972 1973 1974 Total

Reason for Denial:

(a) Existing Competition 2 7 8 11 28

(b) Potential Competition 1 4 6 7 18

(c) Financial Considerations 1 5 3 13 22

(d) Transactional Factors 1 2 3

Totals 4 16 18 33 71

Both (a) and (b) 1 3 1 5

(a) and/or (b) and (c) 1 1

Adjusted totals35 4 15 15 31 65

33Shay, Bank Holding Companies and the Fed: Whose Board?, 91

Banking L.J. 344 (1974).
34The Bank Holding Company, 1973, at 32 (R. Johnson ed. 1973)

[hereinafter cited as Johnson].
3STo avoid double counting, the last two lines are deducted from the gross

totals.
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1. Competition

In cases concerning competition, the Board's decisions reflect

a policy of encouraging deconcentration. It has taken its direc-

tion from the Supreme Court's opinion in Philadelphia National

Bank that, if concentration is already great, the importance of

preventing even slight increases in concentration and preserving

possible deconcentration is also great. Board decisions involving

existing competition (expansion within a market in which the

holding company is already represented) have expressed serious

concern about increasing deposit concentration and removing

banking alternatives in local markets. Proposed acquisitions by
dominant banking organizations in an already concentrated area

are prime candidates for denials. In turning down Dominion
Bankshares Corporation's application to acquire a small bank in

Roanoke, Virginia, the Board noted that "although the appli-

cant's share of market deposits would increase by only .8 per-

centage points consummation would aggravate the high level of

deposit concentration in the market."36 At the time of applica-

tion, four banking organizations controlled eighty-five percent of

local market deposits, with Dominion Bankshares' leading bank
accounting for forty-three percent of total deposits in the Roanoke

market. Thus, it was clearly the predominant bank in the area.

In the opinion of the Board, an acquisition by a holding company
of a bank outside of the market would have had a more beneficial

effect upon competition.

In finding undue concentration, the Board has occasionally

extended the scope of the relevant market area. In doing so, it

has established a doctrine of market overlap under which exist-

ing competition is no longer confined to specific geographic lines

such as standard metropolitan statistical areas. The Board ruled

in Old Kent Financial Corp.37 that "while Old Kent and bank are

in banking markets that are regarded as separate at this time,

there is some competition between them." The overlap in the in-

stance was hardly large. The holding company obtained only $1
million of its $775 million in deposits from the proposed subsidi-

ary's bank's market area, while the latter received $3 million of

its $105 million in deposits from the locality served by the hold-

ing company subsidiary. The Board stated that approval would
have raised Old Kent's deposit share in a four-county region from
thirty-seven to forty-two percent, thereby making it the dominant
bank in the district.

Applications have also been denied on competitive grounds
when the acquiring company was not necessarily dominant

"Dominion Bankshares Corp., 60 Fed. Res. Bull. 49 (1974).
3760 Fed. Res. Bull. 133 (1974).
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throughout the market and the proposed acquisition would not

have added substantially to its deposits. In some cases, the Board
has simply subdivided a concentrated market into primary serv-

ice areas. The extent of existing competition has then been de-

termined within the resultant smaller geographic confines. For
example, in First at Orlando Corp.,36 the holding company seek-

ing acquisition approval already controlled the ninth largest bank
in the area. This subsidiary had only two percent of market de-

posits. The bank to be acquired was ten miles away and ac-

counted for three percent of area deposits. Yet, the Board found
that each of these relatively small banks obtained seven percent

of their deposits from each other's primary service area. The
percentage was considered sufficient to constitute substantial

existing competition.

The primary service concept was re-affirmed in New Eng-
land Merchants Co.,

39 in which the acquisition of a Boston area

bank, holding .8 percent market deposits, was seen as "aggravat-

ing concentration." It appeared that two branches of the appli-

cant's sole subsidiary bank derived thirty-five and twenty-six per-

cent respectively of their demand deposits from the primary serv-

ice area of the bank to be acquired. Although the Board found

that these deposits represented only a small percentage of the

total deposits of the subsidiary, it noted that the combined de-

posits and loans of the two branches equalled seventy-eight and

fifty-eight percent respectively of the loans and deposits that the

bank to be acquired derived from its primary service area. Con-

versely, the bank to be acquired derived only five percent of its

loans and deposits from the two branches' primary service areas.
40

In denying both this and the Orlando applications, the Board ex-

pressly preferred deconcentration via acquisitions of the banks

by holding companies outside of the market.

The issue of dominance reappears in applications for the

acquisition of proposed or de novo banks. In denying one Florida

holding company's request for an acquisition of a yet-to-be es-

tablished bank, the Board feared that adverse competitive effects

were likely because the applicant's subsidiary already had nine-

teen percent of deposits in the local market.4
' It concluded that

further offices would raise barriers to entry by other organiza-

tions and increase concentration of banking resources in the mar-

ket. In another Florida denial, the Board concluded that a re-

"58 Fed. Res. Bull. 818 (1972).
3959 Fed. Res. Bull. 459 (1973).
40Id. at 459-60.
4

' General Financial Systems, Inc., 60 Fed. Res. Bull. 452 (1974).
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cently established bank would be hurt by the opening of yet

another de novo bank in the same market.42

Apparently, the Board has also sought to be a deconcentrat-

ing influence by severing affiliations or maintaining the possi-

bilities of disaffiliation. For instance, in First International

Bancshares,43 the applicant requested approval to acquire two
banks affiliated with each other in the Houston market. The
ruling allowed the company to acquire one bank, but not the

other, thereby breaking up the chain. In Texas Commerce Banc-
shares, Inc.,

44
five percent of the shareholders of the applicant

held sixty-five percent of the shares in a small Houston bank
which the applicant sought to acquire. Moreover, there had
existed a history of a close working relationship between one of

the applicant's subsidiary banks and the bank to be acquired,

although this relationship had declined in recent years. The Board
felt that further disaffiliation was a "reasonable prospect." In

its opinion, a takeover in that instance would have resulted in

the loss of an independent bank in a growing market and fore-

closed entry into the market by means of acquisition of another

bank holding company. Only when an affiliation could be deemed
permanent and little chance for de novo entry existed have such

applications been approved.45

2. Potential Competition

Many bank holding companies, denied expansion opportuni-

ties within their existing markets, have eyed acquisitions else-

where. In denying applications for acquisitions of banks in mar-
kets where companies are not already represented, the Board has
relied increasingly over the years on the factor of potential com-
petition. In pursuit of its policy of deconcentration, the Board
has tried to preserve, when possible, the acquiring bank as a
source of future competition. For example, in denying the appli-

cation for First International Bancshares* acquisition of Citizens

First National Bank of Tyler, Texas, the Board established a
doctrine barring the largest companies in the state from absorb-

ing leading banks in secondary markets if there is the likelihood

that the acquisition would reduce potential competition.46 With
this ruling—reaffirmed in the denial of First International's ap-

plication to acquire the largest bank in Waco, Texas,47 and in

42First at Orlando Corp., 59 Fed. Res. Bull. 302 (1973).
4359 Fed. Res. Bull. 453 (1973).
4458 Fed. Res. Bull. 486 (1972).
45See, e.g., First United Bancorporation, 58 Fed. Res. Bull. 669 (1972)

;

Texas Commerce Bancshares, 58 Fed. Res. Bull. 908 (1972).
46First Intfl Bancshares, Inc., 60 Fed. Res. Bull. 43 (1974).
47First Intl Bancshares, Inc., 60 Fed. Res. Bull. 271 (1974).
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turning down the takeover of Meyerland Bank of Houston by
First City Bancorporation45—the Board expressed its concern over

the rise of concentration in the state as well as in local banking
markets. In its order denying the Citizens Bank application, the

Board said it did not have to await the development of undue
concentration among bank holding companies to stop the trend.

Taking its cue from the United States Supreme Court decision

in United States v. Brown Shoe Co.,
49 the Board considered that it

had a mandate to break the force of a trend toward undue concen-

tration "before it gathers momentum."50

The Board reasoned in such cases that if one of the large

companies enters a market by creating a new bank or acquiring

a small bank or "toehold," additional competition will be created.

But if one of these firms enters by acquiring one of the leading

banks in the market, the acquisition will not amount to additional

competition in the market. Either development would remove the

acquiring company from the ranks of potential competitors. But
if the company entered the market by acquiring the leader, there

would be no increase in actvjal competition to offset the lessening

of potential competition. Moreover, an opportunity to reduce mar-
ket concentration would have been lost. The acquisition would
solidify the acquired bank's market position while foreclosing the

possibility of its either remaining a significant competitor or be-

coming affiliated with one of the smaller bank holding companies.51

Even a small or "toehold" acquisition may not meet with ap-

proval if the holding company is exceptionally large. Such was
the case in Northwest Bancorporation** There, the second largest

banking organization in Minnesota, which controlled forty-eight

banks within the state and many out-of-state subsidiaries, sought

approval to acquire the smallest bank in a county, one which had
only two percent of market deposits. Continuing in the vein of

Brown Shoe, the Board stated that whether the process was a

nibble or a gobble, the end result was the same—concentration.53

It suggested that an acquisition by a smaller bank holding com-

pany would have been preferable.

It should be noted at this juncture that the United States

Department of Justice has sought to extend the doctrine of po-

tential competition even further—to mergers of banks operating

in separate geographic markets which may contribute to state-

48First City Bancorporation, Inc., 60 Fed. Res. Bull. 507 (1974).
49370U.S. 294 (1962).
soId. at 318.
5, Stodden, Multibank Holding Companies—Development in Texas Changes

in Recent Years, Fed. Res. Bank op Dallas Bus. Rev. 9 (Dec. 1974).
5259 Fed. Res. Bull. 197 (1973).
S3Id, at 201.
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wide concentration. It has done so by challenging several appli-

cations approved by the Board.54 But so far, success has eluded

it. In United States v. Marine Bancorporation,55 the Supreme
Court rejected the Government's claim that a statewide linkage

of oligopolies might arise and that large banks across the state

might engage in more standardized behavior as a result. It

held that "[i]n applying the doctrine of potential competition to

commercial banking courts must . . . take into account the ex-

tensive federal and state regulation of banks."56 Particularly, the

Court noted the restraints on entry unique to this line of com-
merce. In the circumstances of that case, the relevant geographic

market of the acquired bank was the local area in which that

bank was in significant direct competition with other banks. This

ruling was recently re-affirmed in United States v. Connecticut

National Bank.57 Again, competition was considered in terms of

local banking markets. Incidentally, the Court also acknowledged

that "at some stage in the development of savings banks it will

be unrealistic to distinguish them from commercial banks for the

purpose of the Clayton Act."58
It would appear, therefore, that

the Board has rejected applications on anticompetitive grounds

that the Department of Justice would have lost in court. On the

other hand, the Department has failed to have any of the Board's

challenged approvals reversed. But, it should be noted that only

bank mergers and holding company acquisitions have been chal-

lenged, not those of nonbank subsidiaries.

S. Financial Considerations

A growing source of Federal Reserve Board concern has

been the safety of bank deposits. The turbulence which has struck

the financial markets in recent months and culminated in the na-

tion's first multi-billion dollar bank failure has brought a new
caution to regulatory agencies.59 Board Chairman Arthur Burns

has let it be known that the Board is putting on the brakes as

arbiter of holding company proposals for new ventures and ac-

54See, e.g., United States v. First Nat'l Bancorporation, 329 F. Supp.

1003 (D. Col. 1971).
55418 U.S. 602 (1974).
56Id. at 641.
57418 U.S. 656 (1974).
56Id. at 666.
59On October 8, 1974, Franklin National Bank of Mineola, New York,

was declared insolvent by Currency Controller James E. Smith. This was
the largest bank failure in American banking history. Franklin was immediate-
ly taken over by European-American Bank and Trust Company in an agree-
ment that guaranteed no losses to any Franklin depositors. N.Y. Times, Oct.

9, 1974, at 1, col. 1.
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quisitions.
60 Any company seeking Board approval for an ac-

quisition can expect its capital position to be thoroughly scruti-

nized. The Board has been especially anxious about acquisition

programs comprised substantially of debt capital. It feels that

the borrowing capacity of the holding corporation should be re-

served primarily to support the company's potential for assisting

its subsidiaries. The holding company should be a source of

strength, whose vitality must not be sapped by acquisitions of

undercapitalized and weak banks. 61

An applicant must be able to service the debt incurred in

financing the acquisition in a reasonable and realistic manner,
lest the capital position of either the proposed bank or an exist-

ing subsidiary be consequently impaired. 62 A major factor in this

area is bank earnings growth rate projections. Overly-optimistic

return estimates risk denial.
63 Proposed dividends that are to

be used to pay off the debt must be reasonable and in line with

established earnings trends. Sudden sharp increases in payouts

may not be warranted in view of past bank performance. 64 Such
payments are particularly suspect when the proposed bank's

capital-to-assets ratio shows a declining trend.
65 Management fees

may be used as a supplement to or in lieu of dividend payments,

but they too cannot be relied upon when the proposed bank's capi-

tal structure is fundamentally weak. 66 Moreover, fees paid must
be for actual services rendered.67

The Board has also made it clear that the holding company
itself must be financially sound at the time of the acquisition. In

Central Bancorporation, 68 the holding company's application was
denied on the basis of declining holding company income. A stock

offering to eliminate the acquisition debt was viewed as unlikely

to be successful at the desired price. In United Missouri Banc-

shares,69 approval was denied because of what the Board con-

sidered an excessive purchase price for the acquisition. The
amount proposed was 200 percent of the book value of the bank
to be acquired, a premium equal to 22 percent of its bank de-

posits. This premium was held to have a retarding effect on hold-

60Burroughs Clearing House, Dec, 1974, at 28.
61 Johnson, supra note 34, at 35.

62Cegrove Corp., 59 Fed. Res. Bull. 677 (1974).

"See, e.g., BHCO, Inc., 60 Fed. Res. Bull. 312 (1974).

"Aurora First Nat'l Co., 60 Fed. Res. Bull. 362 (1974).
65See, e.g., Tri-State Bancorporation, 60 Fed. Res. Bull. 777 (1974);

Commonwealth Bancshares, Inc., 60 Fed. Res. Bull. 865 (1974).
66Adair Corp., 60 Fed. Res. Bull. 309 (1974).
67North Shore Capital Corp., 60 Fed. Res. Bull. 809 (1974).
6858 Fed. Res. Bull. 833 (1972).
6959 Fed. Res. Bull. 155 (1972).
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ing company earnings. Finally, excessive holding company lever-

age has been a cause of denial. In Financial Securities Corp.,70

a capital structure of $5,000 stockholder equity and $1.6 million

debt was considered to be a clearly disproportionate level of

borrowing.

U. Transactional Factors

As Table I suggests, transactional factors have not been a
major concern in the denials of applications. One case dealt with
the need to offer equal share prices to all stockholders. 71 This

requirement has since been incorporated into the delegated guide-

lines.
72 A more recent denial points out the problem of aggravat-

ing dissension among stockholders. In NBC Corp.,73 the appli-

cant sought a minority interest in a bank, but a majority of the

bank's stockholders had expressed their opposition to this ac-

quisition. The Board felt that the conflicts which would in-

evitably ensue with respect to management and dividend policies

would not contribute to the financial soundness of the holding

company.

B. Nonbank Acquisitions

As Table II indicates, from 1971 through 1974, forty-seven

orders of denial under section 4 were reported—representing

about ten percent of nonbank applications to the Board.74 The
causes for denials of nonbank acquisitions have typically been

the same as for bank acquisitions. Further, it is likely that the

Board's practice of formally determining permissible nonbank ac-

tivities has precluded some other opportunities for denial.
75

In its consideration of bank acquisitions, the Board has

scrupulously followed the Philadelphia Bank rule—that banking
is a "unique cluster of services."

76 In nonbank cases, however,

holding company activities are unbundled, and each service line

is presumably considered separately. If, for example, a holding

7058 Fed. Res. Bull. 833 (1972).

7
'Western Bancshares, Inc., 58 Fed. Res. Bull. 843 (1972).

72Johnson, supra note 34, at 11.

7360 Fed. Res. Bull. 782 (1974).
74Jessee & Selig, An Analysis of the Public Benefits Test of the Bank

Holding Company Act, Fed. Res. Bank op N.Y. Monthly Rev. 151 (June

1974).

75There have been five proposed nonbank acquisitions denied on the

grounds that the activities were not closely related to banking. See, e.g., Bank
America Corp., 60 Fed. Res. Bull. 674 (1974).

76374 U.S. at 356. See also United States v. Phillipsburg Natl Bank &
Trust Co., 399 U.S. 350, 359 (1974).
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company seeks to acquire a mortgage lending firm, the competi-

tive considerations should focus on the company's penetration of

mortgage lending in the market involved—mortgage lending by

its present subsidiary banks and nonbanks. The delegated guide-

line of ten percent market share of the relevant service line paral-

lels the percentage established by the Board in bank cases.
77

Table II

Nonbank Acquisitions Denied Under Section 4

of the Bank Holding Company Act of 1970

1971 1972 1973 1974 Total

Reason for Denial:

(a) Existing Competition

(b) Potential Competition

(c) Regulation Y and Exceptions 1

(d) Financial Considerations

(e) Transactional Factors

Totals 1

Both (a) and (b)

(a) and/or (b) and (d)

Adjusted totals78 1

In practice, however, the Board has probed beyond this guide-

line to discourage the expansion of leading banks into related

product lines in the same market where the nonbank firm is

dominant. This predilection has been pronounced in Board denials

of mortgage bank acquisitions. In turning down First National

City Bank's acquisition of Advance Mortgage Corporation, 79 the

Board called attention to the applicant's resources, which gave it

the ability to enter new markets de novo or through the acquisi-

tion of a smaller firm. Concern lay with the possible adverse im-

plications of the acquisition of the third largest mortgage lend-

ing firm in the nation by the second largest banking organization.

The application was expressly denied on the grounds of reduced

existing and potential competition and an undue concentration of

resources. The ruling, however, was not unanimous. It met with

the dissent that Advance and First National did not compete in

any of the same markets for one-to-four family residential mort-

77Johnson, supra note 34, at 37.

78To avoid double counting, the last two lines are deducted from the

gross totals.

7960 Fed. Res. Bull. 50 (1974). See also First Commercial Banks, Inc.,

59 Fed. Res. Bull. 118 (1973).
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gage loans. The dissenting opinion noted that Advance accounted

for less than one percent of total national originations on loans

for income properties by mortgage companies and less than .3

percent of all such originations by mortgage lending institutions.

Governor Sheehan chided his colleagues for ruling upon bigness

per se, not concentration in particular product lines and particu-

lar markets.

Chase Manhattan's proposed acquisition of Dial Finance Cor-

poration supplied another instance of denial on the grounds of

undue concentration of credit-granting resources and the elimina-

tion of potential competition. 80 The Board declared that both Chase
and Dial were capable of operating new offices and had planned

to do so in the absence of the affiliation. It held that the issue of

concentration in credit-granting resources was within the intent

of Congress in enacting the 1970 Amendment. This opinion

drew the same dissent as did the denial of First National's

application.
61

Out-of-state acquisitions have also been denied on account

of size. Manufacturer's Hanover of New York had hoped to ac-

quire a Connecticut-based mortgage firm.
82 In spite of a finding

of no existing competition, the Board noted that the holding com-
pany, as the fourth largest bank in the general area, would do
better to expand de novo. The Board's opinion further observed

that consummation of the acquisition would have raised barriers

to entry in the field.

Section 4 of the Act contains no requirement that the Board
consider the financial resources of both parties in a nonbank
transaction. Nevertheless, the Board has recently expressed the

view that so-called "go-go" banks should now "go-slow" with ex-

pansion into new activities and should direct their energies toward

strengthening existing operations, particularly when the proposed

expansion would be into new activities in which the bank holding

company has not been previously engaged. Moreover, when a hold-

ing company goes to the market to obtain capital, the market

generally does not adequately appraise the strength of the hold-

ing company. It may assume that holding companies are as strong

as their banks, which presumably are not so wont to fail because

of public agency supervisory activities. Nonbanking subsidiaries,

however, are less regulated and supervised. If one of them should

fail, holding company management may feel obligated to use bank

80Chase Manhattan Corp., 60 Fed. Res. Bull. 142 (1974). A revised

acquisition proposal was also denied. Id. at 874.
a: Id. at 145 (Governors Daane & Sheehan, dissenting).

"Manufacturer's Hanover Corp., 59 Fed. Res. Bull. 532 (1974).
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assets to protect holding company integrity.
83 In recently deny-

ing the American Fletcher Corporation's acquisition of a savings

and loan company in Arizona, 84 the Board noted that the holding

company had recently acquired four other nonbank organizations.

It said that resources should not be carried away from the pos-

sible future needs of subsidiary banks.

The Board's denial of Chemical New York Corporation's ap-

plication to acquire CNA Nuclear Leasing came as no surprise.
85

CNA had a debt-equity ratio of seventy-four to one, and it would

have required heavy financing to meet long-term growth objec-

tives. An affiliation would have required Chemical to increase its

short-term borrowings substantially, possibly sapping the finan-

cial strength of the holding company. In its order the Board
maintained that "one of the primary purposes of a holding com-
pany is to serve as a source of strength for its subsidiary banks."86

The acquisition would have reduced Chemical's ability to supply

capital to its banks in the future. In a later instance, the Board
denied a leasing acquisition on grounds that additional funds

should be used to strengthen the bank rather than support leasing

activities.
57 The acquisition would have detracted from the bank

holding company's overall financial position and would have reduced

its ability to provide additional support to subsidiary banks.

Other financial tests applied by the Board have been similar

to those discussed in section 3 applications. Projected earnings

must be realistic and sufficient to meet acquisition debt.
88 The

holding company must be financially sound at the time of acquisi-

tion.
89

It must not be excessively leveraged.90 The same course

has been followed with respect to the transactions criterion. The

only aspect so far unique to nonbank acquisitions has been the

matter of post-employment contracts. Such covenants, if unrea-

sonably restrictive, have been cited by the Board as anticom-

petitive.
91

63See Greenspan, Bank Holding Companies: Competition, Capital, and

Non-banking Acquisitions, 90 Banking L.J. 560, 574 (1973).
a4American Fletcher Corp., 60 Fed. Res. Bull. 868 (1974) .

65Chemical New York Corp., 59 Fed. Res. Bull. 698 (1973).
a6/d. at 699.
67Bankshares of Indiana, Inc., 60 Fed. Res. Bull. 872 (1974).

"Farmers State Corp., 60 Fed. Res. Bull. 787 (1974).
89UB Financial Corp., 60 Fed. Res. Bull. 791 (1974). See also Franklin

Nat'l Corp., 60 Fed. Res. Bull. 458 (1974).
90Bezanson Investments, Inc., 58 Fed. Res. Bull. 835 (1972).
9

' Manufacturer's Hanover Corp., 59 Fed. Res. Bull. 908 (1973). For

a further discussion of the Board's view on covenants not to compete, see

Citizens & Southern Nat'l Bank, 60 Fed. Res. Bull. 136 (1974).
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IV. Concluding Observations

In carrying out its responsibility under the Bank Holding
Company Act, the Board has actively sought to preserve compe-
tition and maintain a sound banking structure. It has done so,

however, with diligence and caution, in the interest of maintain-

ing a degree of flexibility. The delegated guidelines are merely
general and noncontroversial indicators of concern, leaving the

Board free to formulate many policies on a case-by-case basis.

Board classification of nonbanking activities under Regula-
tion Y has been likened to the serpentine wall which Thomas
Jefferson built at Charlottesville, Virginia.92 The start was con-

ventional enough, limiting approved activities to those tradition-

ally associated with the intermediation process of getting money
in and lending money out. The first jog in the wall came on the

issue of certain computer services, and it was an appropriate line

of departure for the last third of the twentieth century. There-

after, the wall has wound one way and then another. Finance
companies are in, but savings and loan associations are currently

out. Investment advice is in, while management consulting for

affiliates is out. The insurance business is partly in and partly

out. In viewing the zigs and zags of the wall, it becomes difficult

to perceive an abstract principle of architecture underlying the

whole.

What can be said about the trend of Board case decisions?

First of all, there appears to be an essential fusion of sections 3

and 4 with an ongoing homogenization of standards applicable to

both bank and. nonbank expansion. Second, lying beneath the

aggregate decisions is a coherent set of principles of adjudication:

competition and concentration, capital adequacy, and conflict of

interest. Third, the Board has applied principles established by

the courts in nonbanking cases to the holding company system

at large.

In particular, it will be very difficult for a bank holding

company whose lead bank can in any manner be considered among
the dominant in a market to acquire a major bank subsidiary.

Nor will leading bank organizations in a state find it easy to

acquire a leading bank in the same state, even if that bank is out-

side the market area currently served by the holding company.

Entrance de novo or through "toehold" acquisitions of smaller

banks is to be encouraged. The Board has also recognized that

expansion of leading banks into related product lines in the same

geographic area where the bank is dominant can raise serious

competitive questions. Moreover, both the holding company and

92Johnson, supra note 34, at 21.
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the proposed subsidiary must be in sound financial health. Ac-

quisition debt must not jeopardize the holding company's position

as a source of strength.

Yet, within these wide limits, the path of Board interpreta-

tions may be as sinuous as the Jeffersonian wall. No hard and
fast line has been drawn in case opinions about the precise de-

gree of concentration or percentage of market deposits that would
definitely rule out proposed acquisitions. Small percentage hold-

ings may be sufficient in one case, though not in other circum-

stances. Neither has the concept of reasonable capital adequacy

been spelled out. Excessive leverage has been measured only in

extreme cases. The Board takes many features into consideration

in its deliberations—existing state legal constraints, the degree of

concentration within a state as well as in local markets, future

projections for banking areas, the current state of the economy,

and management practices of financial institutions. What may
be cause for approval in one case may not be so for a similar

case in another state or another period of time. This practice

may prove a blessing or a bane. Perhaps flexibility has been

necessary in order to meet new situations.

The Board's task, as reshaper of the legal milieu in the bank-

ing industry, is not without problems. One of the major problems

confronting the Board in attempting to preserve competition in

banking is that Congress failed to provide it with clear guidelines

as to what constitutes undue concentration. A few state legisla-

tures have established concentration guidelines. For example, de-

posit concentration in one holding company system in Missouri is

limited to thirteen percent of deposits93 and in Iowa to eight per-

cent.
94 In most states where holding companies are permitted,

there are no specific limits.

Furthermore, the preservation of competition represents a
change in the purposes of bank regulation. During most of the

history of banking in the United States, the principal considera-

tion in chartering and regulating banks has been to establish

and preserve strong viable institutions. For this reason, entry

into banking has been and still is restricted. To obtain a bank
charter, it is necessary for the applicants to demonstrate that a
new bank is needed and that it is likely to operate profitably.

Free entry is a mark of pure competition which does not exist

in banking.

A study made by the Federal Deposit Insurance Company
in 1960 revealed that as of June 30, 1958, there were 7,703 bank-

93Mo. H.R. No. 1798, Gen. Assembly, 2d Reg. Sess. (1974) (Mo. Ann.
Stat., App. Pamphlet, Vernon's 1975).

94Iowa Code §524.1802 (Supp. 1974).
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ing offices in population centers having only one banking office.
95

It is unlikely that this situation has changed greatly. In any
event, one-bank population centers are more nearly comparable

to an economic monopoly rather than to pure competition. In

population centers with more than one banking office, the form
of competition is more oligopolistic in nature than one of pure

competition. Oligopolistic competition in banking is largely of

a nonprice variety; it is typified by product differentiation, such

as the use of logos, or by the services offered. This is not to im-

ply that the preservation of an alternative banking choice is un-

desirable. It does, however, indicate the problem confronted by
the Board of Governors in preserving competition in an industry

that is not marked by free entry and price competition. In pro-

moting service competition, a balanced system of branching may
be superior to the holding company alternative.

It is difficult to predict the future with precision. Current

and projected developments in finance and funds transfer may
render the Court's rationale in Philadelphia Bank obsolete; that

is, banking may lose its
'

'unique" characteristic. This was hinted

at in the 1974 Connecticut Bank decision. Savings and loan asso-

ciations, mutual savings banks, and credit unions are demanding
a role in third-party transfers and in an electronic funds trans-

fer system. The bridge has been crossed in two states, New
Hampshire and Massachusetts, where mutual savings banks are

permitted to utilize third party funds transfers, known as nego-

tiable orders of withdrawal. This development gives mutual sav-

ings banks personal deposit accounts that are directly competi-

tive with commercial bank checking accounts. Thrift institutions

have received some liberalization in the span of their lending au-

thority and are seeking to broaden their authority still further.

There is an erosion in the wall that makes commercial banking

unique when compared with nonbank financial institutions. Ulti-

mately Congress must establish new guidelines for evaluating

competition and, hopefully, at such a time, it should consider

just how much concentration of financial resources is neces-

sary or desirable and what, if any, geographical limits should be

imposed.

951960 FDIC Ann. Rep. 47-48.




