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ABSTRACT
A MULTIVARIATE ANALYSIS OF THE FINANCIAL

CHARACTERISTICS OF LARGE COMMERCIAL
BANKS UTILIZING DEBT CAPITAL

By

Eugene F. Dunham, Jr.

The purpose of this research is to compare and analyze financial
characteristics of large commercial banks containing debt capital re-
lative to those banks financed with all equity. In December, 1962 the
Comptroller of the Currency eased national bank laws and allowed debt
securities to be issued in non-distress situations. In the ten year
period 1962-72 over six billion dollars of notes and bonds were sold by
the largest commercial banks. The response to the easing of the law,
though, was not uniform. Many large banks did not issue debt securities.
This study examines and contrasts those banks who issued debt against
those that used only equity financing.

The research question tested whether there were significant
differences between the financial characteristics of banks containing
debt capital and those having all equity. Related to the central
question of differences were the following questions:

A. Do the asset and liability structures differ in banks
containing different sources of capital?

B. Do different capital structures indicate differences in
earnings, dividend policy, or stock market prices?

The study reviewed the sample of large commercial banks by their

1970 asset size that ranked in the top 150 in the country. From that






Eugene F. Dunham, Jr.

group, 88 national and state banks were selected for analysis with
data obtained from Compustat Tapes. The selection criteria was based
on the following: (1) banks in the non-debt capital sample had no
debt for the period 1963-72; (2) debt capital banks had issued debt
prior to 1970 and it was still outstanding for 1971 and 1972; (3) com-
plete data for every variable reviewed.

To add greater sensitivity to the analysis of the impact of
debt, the population of debt banks were further classified by levels
of debt in their capital structure. The 88 banks therefore settled

into four classes (levels) as follows:

Number of
Banks Level Class Definition
23 Non-Debt (0) No debt ever issued
25 Low Debt (1) Less than 15% debt/total capital funds
24 Moderate Debt (2) 15% to 30% debt/total capital funds
16 High Debt (3) Greater than 30% debt/total capital funds

To examine the impact of debt capital on the financial charac-
teristics of the firm a multivariate analysis of variance (MANOVA)
covering the period 1971 and 1972 was used. The analysis was based
on the following 12 variables:

V1 Net Current Operating Income Vs Dividend Payout Ratio
Average Total Assets

V2 Net Current Operating Income Vg Dividend Growth
Average Total Equity

V3 Average Total Loans V,; Average Market Price
Average Total Assets Net Current Operating Income
Vs, Average Total Loans Vg Short Term Debt

Average Total Deposits Average Total Capital
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Vg Equity Growth Vi1 Average Deposit Growth

Vio Average Total Capital V1o Average Loan Growth
Risk Assets

These variables were used because they reflect financial qualities
and characteristics of banks. Conceptually, time and debt/non-debt are
viewed as the independent variables with the ratios and indexes as
dependent variables.

The multivariate test developed significant differences at a
critical level of .05 for Level (2) and Level (3) banks. Level (1)
banks' F ratio was not sufficient to meet that cutoff. The tested
variables showing significant differences proved to be: return on
assets (V1); return on equity (V2); loans to deposits (V4); dividend
payout (Vs5); amount of short term debt to total capital (Vg); and total
capital to risk assets (Vip). The six variables showing differences
were not all significant for each level of debt. Specially, for
Level (2) banks Vy, Vg, and Vjg contributed to the significant F ratio,
and for Level (3) banks, Vi, V,, V4, Vg and Vg contributed to the very
high F ratio.

The study concludes that:

1. As the amount of debt increases in the capital structure of
the bank, favorable financial leverage is observed.

2. As banks increase their use of debt capital they reduce their
use of short term debt. Correspondingly, those banks containing all
equity have significantly greater amounts of short term debt.

3. The traditional capital ratios of long term debt banks are

significantly improved by the injection of long term debt capital.
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4. Stock prices of all banks are almost identical regardless
of their capital structure.

Stronger conclusions are difficult to state. It appears, for
example, that as debt capital increases, banks tend to increase their
dividend payout. Whether this increased dividend payout increases stock
prices is difficult to state. Previous studies indicate a high corre-
lation between greater stock prices (shown by higher P/E ratios), but
this research failed to support that view.

The question of dividend payout and stock prices needs more
investigation as well as the following: continued work in the area
of the cost of capital; the question of low deposit growth; the debt
decision; and the role of non-deposit debt management in commercial
banks., The latter area appears highlighted by this research. An
examination of the debt management decision would include, it seems,
an analysis of the supervisory constraint (i.e., capital adequacy);
risk considerations between maturities of debt issues; and market
(depositors and investors) perception of risks of debt policies

particularly in light of large bank failures since 1973.
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A MULTIVARIATE ANALYSIS OF THE FINANCIAL
CHARACTERISTICS OF LARGE COMMERCIAL

BANKS UTILIZING DEBT CAPITAL
CHAPTER I
INTRODUCTION

With the expansion of the bank assets and deposits during the
last decade continuing at an historically fast rate, capital needs
have become a concern of both bank management and regulatory agencies.l
Aggregate data for the banking system for the last 60 years continue
to show a persistent decline in traditional bank capital ratios, such
as capital to deposits; capital to total assets, and capital to risk
assets.2 The result of this expansion, particularly over the last
decade, has been to lead large banks into capital ratio positions lower
than traditionally acceptable. In addition, in reviewing standard ratios
like total capital to total assets (particularly if debt capital is ex-

cluded from the calculation) the decline in equity capital is even 1arger.3

lyesley Lindow, "Bank Capital and Risk Assets," The National Bank
Review, vol. 1, no. 1 (September, 1963), pp. 29-41.

21bid., p. 30.

3Douglas V. Austin, "Senior Debt and Equity Securities,' The
Bankers Magazine, vol. 157, no. 1 (Winter, 1974), pp. 73-84.




Purpose and Significance of Study

This study will examine the results of the debt and non-debt
decisions via analysis of selected financial ratios and indexes in a
multivariate research design. The null hypothesis to be tested is:

there are no significant differences between the financial

characteristics of banks containing debt in their capital
structures than those having all-equity capital structures.

The null hypothesis is based on the position that debt banks do
not have a significantly different financial profile as suggested by
opponents of debt and, except for the different debt decisions, operate
their banks with policies comparable with non-debt banks. To examine
the hypothesis selected financial characteristics of large commercial
banks containing debt capital will be compared with large commercial
banks financed totally with equity. These financial characteristics
will be represented by a group of 12 ratios and indexes analyzed in a
multivariate research design. As Roy Foulke has said, "Every managerial
policy, or absence of managerial policy is reflected somewhere in the
figures in the balance sheet, in the income statement, or in the

"l It then is logical, therefore, that if

reconciliation of surplus.
selected ratios and indexes are developed and analyzed, a profile of
characteristics of a firm (or group of firms) and their managerial
decisions can be developed.

In developing a framework to answer the research hypothesis, the

study effectively becomes exploratory in nature. No one ratio or index

1Roy Foulke, Practical Financial Statement Analysis, 6th ed.
(New York: McGraw-Hill Book Co., 1568), p. 4.
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can adequately fill the role required to test the research question.
Therefore, as part of this research questions relating to asset and
liability mix; loan activity; earnings; dividend policy; and stock
market prices are examined and analyzed.

By reviewing changes in the above variables correlated to the
capital structure of banks (i.e., those with debt versus those with
all equity structures) a profile of large commercial banks in each
class appears. These profiles, when compared and analyzed, will supply
the answer for the research hypothesis.

For instance, from 1960 to 1969 total debt capital for all banks
utilizing senior securities rose as a percent of capital from 6.47 to

21.2%.1

In addition, long term debt rose from 22 million dollars in
1961 to over 4 billion dollars by 1972 for all insured commercial
banks.2 These debt issues were made by the large banks (over 1 billion
dollars in assets) and have resulted in a blended capital structure for
large commercial banks. Since 1962 it can be observed that the industry
moved from a position of almost 1007 equity capital to a mix of debt
and equity,

Since the Comptroller of the Currency's ruling in late 1962,3

national banks have been allowed to sell debt securities subordinated

to deposits. Soon after, state banks were also given the option. The

l1pid.

2pederal Deposit Insurance Corporation, Annual Reports (1960-1972)
Washington, D.C.

3Jjames J. Saxon, '""Corporate Practices and Procedures of National
Banking Associations.'" Letter to the presidents of all national banks,
December 20, 1962. (Mimeographed)






debentures sold usually fell into two maturity ranges: short term of 7
to 8 years, or long term of 20 to 25 years. The original ruling on debt
is silent on the subject of maturity but almost all issues settled into
time periods as described above. Since 1970, though, there has been no
doubt as to the minimum maturity. In that year the Federal Reserve
Board extended coverage of its Regulations D and Q to include debt
issues of less than seven years or less than five hundred dollars.1
There is no legal limit as to maximum maturity, but market acceptance
would appear to preclude a term greater than 25 years.

According to observers of the debt decision made in 1962, the
basic reasons for the Comptroller's approval were:2

1. The desire to build capital in the banking system. Long

term debt would accomplish that goal and also give

flexibility to bankers in capital financing.

2. The subordinate status of the debt and its long maturities
would give banks breathing room in meeting capital needs.

The decision appears to be based upon the opinion that banks need
more capital and, in light of continued forecasts of banking growth,
all possible means of raising capital should be made available.
Unfortunately, debt capital carries with it a fixed interest cost.

Therefore, the resulting debate on the debt capital question usually

1Regulations D and Q cover the definition of what is a savings or
time deposit and also covers the amount of interest to be paid on those
deposits. See Board of Governors of the Federal Reserve System, Federal
Reserve Bulletin, June, 1972.

25ee Herbert Bratter, "Debentures: A New Way to Raise Capital,"
Banking, vol. 58 (February, 1964), pp. 59+; also, David C. Cates, '"Bank
Debentures, Leverage and Debt Capacity," Bankers Monthly, vol. 80
(November, 1963) and vol. 81 (December, 1963). In addition, communica-
tion with the Office of the Comptroller of the Currency and individuals
there when the decision was made supports the above observation.







evolved around two points: (1) the potential for bond default (bank-
ruptcy) or increased risk, and (2) the question of whether long term
subordinated debt is really capital. Debt advocates believe that debt
has sufficient '"capital" traits that it can safely be viewed as almost
equal to equity. Opponents simply scoff at that view and reject the
notion of debt as capital. They appear to base their view of debt on
the fact that it is not permanent and it has a fixed charge.1

Two points of view on debt played down or overlooked in the con-
troversy of debt as capital cover the concept of debt as: (1) filling
or bridging a need, and (2) the producing of positive leverage. Bridg-
ing is simply the act of using an intermediate term loan as a base to
support further expansion and growth with repayment from the resulting
increased income stream. As time passes the bank is replacing the debt
with ever larger retained earnings generated from the use of debt. Of
course, it is possible that the growth need originally faced was not
"temporary" and the need for a bigger capital base continues, or it is
possible that the banks might have been "insufficiently" capitalized
prior to the debt issue.2 If the need was not temporary, because of
ever increasing growth or undercapitalization,3 financial management

would recommend permanent equity capital as a solution. Unfortunately,

lsee Chapter III for a detailed review of these issues.

2Stanley Silverberg, '"Bank Debenture Financing: A Comparison of
Alternatives," The National Banking Review, vol. 3, no. 1 (September,
1965), pp. 46.

3Undercapitalization is always difficult to define. Banks,
because of their regulated industry, may face the question directly due
to a regulating agency "deciding'" they are undercapitalized. The result
is some form of capital issue whether or not management believes it is
valuable.






management may not believe (or admit) that equity is the best solution.
Management may perceive the use of debt capital as being so '"profitable"
that the possible problem of long run (or continued) equity capital
shortage fades into insignificance.

The question of profitability via leverage is easily seen with the
following illustration of both financial leverage and capital leverage
due to an undercapitalized position.1 Assume two banks with deposits of
one billion dollars each. Bank A has assets of 1,080 million and equity
of 80 million; Bank B has 1,060 million of assets and 60 million of
equity and is pressured by authorities for an increase in capital. Both
banks sell $20 million of 20-year subordinated debentures. Their ratios
of assets to equity change as follows: Bank A--13.5 times to 13.75.
Bank B--17.6 times to 18.01. If Bank B had used $20 million of equity
its ratio would have dropped to 13.5 times. The change in asset/equity
ratios shows the potential of the leverage. As long as the bank earns
more on its investments than the cost of borrowings it will increase
earnings and the rate of return on its equity. 1In the undercapitalized
situation Bank B's use of debt capital has given it even a further
levered position.

The need for analysis of the role of debt capital in banks then
appears both crucial and basic. Previous studies of debt capital appear
to center on the evolution of debt capital, its effects as an ancillary

or secondary variable, or the economics of issuing bank debentures. 2

lthis example was suggested in Silverberg, op. cit.

2See, for example, David W. Cole, '"Senior Securities in the Capi-
tal Structure of Commercial Banks," (Ph.D. dissertation, Graduate School
of Business, Indiana University, 1965); Eugene F. Drzycimski, "A Study
of the Determinants of Common Stock Prices and Price Relatives for a






These studies, besides not addressing themselved to the question of the
impact (negative or positive) that debt capital has on the financial
profile of a bank, are dated, with the principal research based on mid-
60's data. All empirical research done on bank capital has concentrated
almost solely on the question of capital adequacy; that question still
remains unclear. This research proposed to add to the knowledge base
by examining one portion of the capital question: the impact and use of
debt capital. It is hoped that this baseline study will result in
placing the debt capital question in a better perspective and give
future bank capital studies, whether on capital adequacy or other areas,
a more firm base.

The broad view behind this research is that modern and progressive
bank management foresaw the rapid and continued growth of the banking
industry. In their planning for the future they clearly perceived that
to meet this growth they would require more capital, and jointly, the
need for greater sources of funds. Many banks in seeking various sources

of funds have actively utilized debt capital.

Research Design

Ratios and indexes are developed, as Myer states ". . . as its

nl

objective the formation of an opinion . The opinion in this

Selected Sample of Large Commercial Banks,'" (Ph.D. dissertation, Depart-
ment of Accounting and Financial Administration, Michigan State Univer-
sity, 1966); George C. Hawke, Capital Note Financing of Commercial Banks
(Philadelphia: Investment Bankers Association and Wharton School of
Finance and Commerce, 1965); and John J. Pringle, "The Role of Capital
in the Financial Management of Commercial Banks," (Ph.D. dissertation,
Graduate School of Business, Stanford University, 1972).

ljohn N. Myer, Financial Statement Analysis, 4th ed. (Englewood
Cliffs: Prentice-Hall, Inc., 1969), p. 33.




research to be formed and then tested is whether banks using debt
capital versus those using all equity capital have different financial
characteristics. To test the question of "different" a multivariate
analysis of variance (MANOVA) will be applied to 12 dependent variables
represented by eight ratios and four indexes. The MANOVA test gives
", . . a rapid means of testing the null hypothesis that groups derive
from common population."1

The variables selected are a priori selections based on generally
accepted measures of financial characteristics of commercial banks.2
Over two dozen ratios were reviewed prior to the selection of the twelve
used as dependent variables in this research. The final selection
process was based on the traditional measures used in the banking
industry; basic ratio analysis as expressed in the finance literature;
and a regression analysis used to filter out ratios with very low impact.

The study examined data for banks containing all-equity capital
compared with data for banks containing debt capital. The possible
effect of different levels of debt is then considered by expanding the
research to classify banks by four levels of debt, as follows: no debt;

low debt; moderate debt; and high debt.

It was felt that if debt was examined without regard to level, the

lr, 6. Connolly and W. Sluckin, An Introduction of Statistics
for Social Sciences (New York: St. Martin Press, 1969), p. 154.

ZSee, for example, H. Crosse and G. Hempel, Management Policies
for Commercial Banks, 2nd ed. (Englewood Cliffs, N.J.: Prentice-Hall,
Inc., 1973). Further references are expanded upon in Chapter V. See
Table 6 for a detailed breakdown of the variables.







results could be biased. Banks containing high debt capital levels
could have significantly different characteristics than low debt capital
banks. By examining debt by levels a more sensitive analysis is expected.

The research also explicitly examines time as an independent
variable in order to assess the stability of the measured variables.
Clearly, time affects the ratios used in this research. Banking
development is not static. The MANOVA technique in this research is
used to examine the possible interaction of time and the variables used
to develop a financial profile. If interaction is present the analysis
will become more difficult and the relationships present between debt
and non-debt capital banks harder to pinpoint. If no interaction is

observed the reliability and the ease of analysis is greatly increased.

Organization of the Dissertation

Chapter II will review the historical development of debt capital
including the presentations from public hearings on bank debt capital
where frequent and heated arguments were invoked. The problem of the
identification of debt capital as ''distress financing'" is developed with
the result that only recently has that stigma appeared to be dissolved
in the minds of many bank officials. It is shown that the law allows
substantial debt issuance; yet, regulatory agencies (and some bank
management) appeared to discourage its use.

The reasons for this apparent dichotomy between the law and
regulator attitudes is reviewed in Chapters III and IV via analysis of
the literature and studies about bank capital. The qualitative reasons
for and against the use of debt are reviewed and a position taken.

Chapter V reports on the statistical techniques used in this

research design and reviews and explains the data base. The analysis
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of the research results is presented in Chapter VI. The concluding
chapter summarizes the research and develops thoughts on future research

needs as uncovered in this study.

Limitations

This research is limited to a population of 88 banks out of a
universe of over 13,000. However, the sample includes most of the
largest commercial banks in the country and represents over half of
the total deposits and assets in the system, with a minimum bank size
of about one billion dollars in assets. The period examined, 1971 and
1972, represents the end of almost a decade of debt capital growth with
the view that debt's impact, if there is any, should be evident in this
period. The data examined was complete for the period and variables
observed. Lengthening the time period reduced the sample size so
drastically via incomplete data that it was felt a clearer analysis
could be completed with a more complete sample in a shorter time frame.

The evolution of bank holding companies and their related activi-
ties since the end of the period in this research may negate some
findings in this research. It is hoped, however, that the results of
this study will still be useful for greater studies in the area of
capital and capital adequacy within the constraints of modern multi-

bank, multi-holding company environments.



CHAPTER II

THE HISTORY OF BANK DEBT CAPITAL

Prior to the depression of the 1930's senior securities such as
preferred stock or debentures were not issued by commercial banks. The
formation of banks and the growth of bank capital were relatively simple.
The sale of common stock and, later retention of earnings, developed the

capital for the expansion of the bank. The National Currency Act of

February 25, 1863, first national legislation for chartering of
commercial banks, authorized banks to issue common stock, subject to
double liability clauses.1 No other capital was authorized. The Act
made no specific prohibition, however, and it is quite possible that
debt or preferred stock could have been authorized by the administrator
of banks. There are no indications, though, that any thoughts of senior
issues were ever held by the banking community. No discussion can be
found suggesting senior securities, even during the panic of the 1890's
when substantial numbers of small banking institutions became insolvent.
After the stock market crash and during the early 30's the normal
sources of bank capital, issuing of new common stock or retention of
earnings were extremely limited. Earnings declined due to large charge-
offs. Investors' perceptions of the future of the banking industry were

clearly clouded with expectations that these institutions would or could

lyntil retained earnings and/or earned surplus equaled the par
value of common stock the directors of a bank were liable for the
"unfunded'" amount in case of bankruptcy.

11
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fail. With the continual draining of the capital base because of losses
during this unsettled period, the principal administrators of the major
financial agencies began to search for ideas to assist the banking
industry.

President Herbert Hoover in October, 1931, issued a plea and a
group of bankers came to the White House to discuss an attempt to
resolve the problems of the massive bank failures of the period.
Hoover's meeting resulted in the formation of the National Credit
Corporation (NCC). This organization, supplied with approximately half
a billion dollars of funds by the major banks in the United States,
(particularly those in New York) was designed to assist weakened banks
by providing liquidity for their locked-in assets. Unfortunately, the
extent of the problem at the time this organization was established was
so severe as to impair the ability of the NCC to make any meaningful
contribution to solving the continued number of bank failures.l

In December of 1931 President Hoover requested from Congress the
creation of a public corporation to provide public funds to banks: The
Reconstruction Finance Corporation (RFC). The authorizing legislation
was completed on the 22nd of January, 1932. The U.S. Treasury was
authorized under the Act to loan funds to the RFC so it could make fully
secured loans to banks with an initial maturity not to exceed three
years.

The question, of course, was whether banks needed more loans or
more capital? Jesse Jones, a director of the RFC recalls in his book,

Fifty Billion Dollars, that by June of 1932 that question began to

15. F. T. 0'Connor, The Banking Crisis and Recovery Under the
Roosevelt Administration (Chicago: Callaghan and Company, 1938),

PP. 54-58.
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appear.l The capital question resulted in legislation on March 9, 1933

entitled, The Emergency Banking Act, which gave the Secretary of the

Treasury authority for the RFC to subscribe to preferred stock issues
of a financially troubled bank, or to make loans secured by such a
stock issue.?2

Within a week the RFC had purchased its first issue and within a
month it was committed to purchases of almost fifteen million dollars
in preferred stock issues.3 An interesting feature of the Emergency
Banking Act was an amendment passed on March 24, 1933, that limited the
RFC's purchases of preferred stock to only those banks which were
allowed to issue non-assessable stocks. The government was not inter-
ested in having to advance additional funds under the double liability
clauses if the bank issuing the preferred stock should go bankrupt. The
March 24th amendment to the Act also allowed the RFC to purchase issues
of capital notes and debentures rather than preferred stock, if the
banking law of the state in which the bank operated still contained the
assessable liability clauses.

Bankers, however, were hesitant to ask the RFC for any support

because of the stigma attached to this aid. To go to RFC implied weak-

ness and "only those banks in trouble" did go.4 To overcome this

ljesse H. Jones and Edward Angly, Fifty Billion Dollars: My
Thirteen Years with the R.F.C., 1932-45 (New York: The Macmillan
Company, 1951), p. 33.

2gections 301-304 of The Emergency Banking Act of 1933; 12
U.S.C., Sections 51la-51d.

3Jones, Fifty Billion Dollars, pp. 33-35.

41bid., p. 35.
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reluctance the RFC asked banks with stronger capital positions to parti-
cipate in supporting the RFC's position of strengthening all banks and
not just those on the verge of bankruptcy. It was hoped that if strong
banks issued preferred stock or other debt issues the stigma of RFC
involvement would be eliminated. The results of such moral suasion by
the RFC appeared to have some results and by late 1933 slightly over

68 million dollars of debt instruments were issued by 12 New York banks
to the RFC.! Unfortunately, the literature reviewed did not give any
other insights as to the other decision variables the RFC and bankers
analyzed when making and requesting the authorization to issue or buy
debt securities. For instance, did the banks see the debt issues as
sources of cheaper capital? C(Clearly, the over-powering need for more
capital because of the massive loan losses of the 30's eliminated any
discussion by the industry as to financial risk or other factors that
might be evaluated or be important as to the decision whether bank debt
capital should be allowed. The discussion of risk variables inherent
in the debt capital decision were left to the early 60's.

In 1933 changes developed in the banking industry. The Federal
Reserve Board changed its position regarding debt capital. The Board
recommended an amendment to the Federal Reserve Act that allowed the
terms "capital" and "capital stock" to include any outstanding capital
notes and/or debentures held by the RFC. The amendment passed on
June 16, 1934, Thereafter, banks could use that definition to support

their legal loan limits and any analysis the Federal Reserve Board

11bid., pp. 35-36.
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undertook relating to capital adequacy would include capital
debentures.

In 1934 many banks wanted to retire RFC advances, particularly
strong banks which had bowed to moral suasion and has issued preferred
stock or debt at the request of the RFC. It appears that the stigma
attached to RFC loans still bothered bankers.2 Entering 1935 the
RFC's holdings of banks' preferred stock and capital notes reached its
high point; it totaled approximately 900 million dollars; it equaled
close to 20 percent of all the capital in the United States banking
system. From that year on RFC's exposure diminished and its impact
lessened,

In September, 1941 the last RFC authorization for the purchase of
a debt issue was given; in 1945 the last authorization for a preferred
stock purchase was completed.3 In all, over 4,200 individual banks and
trust companies received preferred stock authorizations from the RFC
totaling almost 900 million dollars and an additional 2,900 banks
issued over 400 million dollars in debt securities (including some
joint issues) through the RFC.4 Starting in September 1953, the U.S.
Treasury took over the RFC's liquidation function and at that time
the Corporation held only 45 million dollars of preferred stock and

debentures.

lrederal Reserve Act, Section 9 (paragraph 1), June 16, 1934,

2Jones, Fifty Billion Dollars, pp. 36-39.

3u.s. Treasury Department, Final Report on the Reconstruction
Finance Corporation, (Washington: U.S. Governmental Printing Office,
1959).

41bid., p. 176.
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By the late 1930's traditional ratios began to change due to the
large growth in deposits in the banking system. World War II acceler-
ated this change. The debt question was principally one of how fast
can RFC issues be repaid., The issuing of debt for increasing the
capital base was not a priority question. The industry was extremely
liquid and though capital ratios were declining it was not deemed
dangerous. The principal attitude on debt capital appeared to be one

of distaste, a persistent perception that its use indicated weakness.

Debt in the 1950's

The 50's witnessed a large post-War increase in assets and deposit
growth, yet a relatively slow growth of retained earnings. The obvious
result was a decline in the standard tests of bank capital; the ratio
of bank capital/deposits and bank capital/risk assets. With this
advent of the decline in ratios, bank supervisory administrators again
began to question the strength of banks in reference to their capital
position(s). Regulatory agencies began to develop formulas to measure
the strength of bank capital--the adequate capital concept.1 The
emphasis of regulations shifted from deposits to a '"risk asset" basis
as a means of analyzing bank risks. The resulting interpretations of
the formulas encouraged regulatory authorities to push for more capital
via the sale of common stock. Unfortunately the banks' ability to sell

additional stock was limited and in many cases if stock could be sold

lsce for instance: A Measure of Minimum Capital Adequacy, The
Bank Examination Department of Federal Reserve Bank of New York,
December 12, 1952; and, Howard D. Crosse, Management Policies for
Commercial Banks (Englewood Cliffs: Prentice-Hall, Inc., 1962).
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it was at the expense of existing stockholders. Banks generally did
not show a large return to their existing investors; as a result
common stock was selling below book value. In essence, if the bank
was not a major money bank in a major city it appeared that there was
effectively no market for any of the bank's new shares. The result was
then pre-determined; no market implied low prices for equity issues and
therefore difficulty in issuing equity securities.

Due to the complexity of reviewing all the individual states'
banking laws in the early 50's only national banks will be reviewed

here.1 Observing national banks via the review of the National Bank

Code, it is clear that banks required specific approval of the Comp-
troller of the Currency before non-equity issues could be sold. By
the mid-50's the pressures for some flexibility, or at least for the
need in increasing the capital base of financial institutions led to
an Advisory Committee in 1956 in the U.S. Senate. The charge to this
committee was to review all existing statutes and to make recommen-
dations for change.2 A non-voting participant of that particular
committee was James Saxon who acted as Secretary to the group. Since

Mr. Saxon played an important role in the future growth of debt capital

1Secondary sources indicate that there was very little agreement
by states on whether banks should be allowed to issue any senior
security with many states appearing to believe the use of debt capital
to be totally unsuited to banks. See David N. Cole, "Senior Securi-
ties in the Capital Structure of Commercial Banks," (Ph.D. disser-
tation, Indiana University, 1965), pp. 22-24.

2y.s. Congress, Senate Banking and Currency Committee, Study of
Banking Laws, Report of the Advisory Committee for the Study of
Federal Statutes Governing Financial Institutions and Credit (Wash-
ington: U.S. Govermment Printing Office, 1956).
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and in what we now call modern commercial banking, it is interesting
to note that he was an observer on this particular Advisory Committee
review,

Concerning debt capital, the committee's report stated:

. « « banks should have access to additional capital without
total reliance on common capital. 1In some circumstances,
preferred stock or debenture issues would offer a better and
more feasible means of acquiring additional capital. Expansion
of capital by this means is also advantageous for the reason
that capital represented by such securities can be contracted
by redemption or payment at any time that the additional capital
represented by such securities is not needed in the business.
The use of such securities, therefore, provide some flexible
means of adjusting the capital requirements of banks to the
needs of the times.

Nowhere in the report does the question of financial risk (if
any) to banks by the issuance of debt capital appear (or any other
disadvantages or advantages that might accrue to a bank).

Heads of various organizations who appeared before the Senate
Banking and Currency Committee gave various reasons for the committee
to consider the specific authorization of bank debt capital. Their
support generally settled around the need for flexibility in financing
because it may be ", . . preferable to obtain capital by other means
than by increasing stock."2 It should be pointed out that the repre-
sentative from the U.S. Chamber of Commerce, Mr. Turner, had no

objection to preferred stock sales, but opposed any authority to issue

debt capital. And he specified that the issuance of debt capital

11bid., p. 14.

2y.s. Congress, Senate Banking and Currency Committee, Study on
Banking Laws, Financial Institutions Act of 1957, Hearings, 84th
Congress, 2nd Session, 1956, p. 525.
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carried ", . . dangerous implications'" and that approval be granted
only in extreme emergency situations for any such debt securities.1
The Chairman of the Finance Committee of the United States Chamber
of Commerce, Mr. William A. McDonnell, showed opposition to any issue
that was not "pure equity":

The moment bank stock becomes convertible preferred or

convertible debenture it tends to confuse prospective

stockholders. For this reason it has proved better . . .

to have one class of stock; we have not, however, opposed

the issuance of straight preferred stock by banks.2

Why would an individual of such stature as Mr. McDonnell make

such a "plain" and rather 'weak'" statement? The only plausible answer
is that he was implying that stockholders could not adequately analyze
banks with debt capital because of unforeseen risk generated by debt.
He was apparently worried about the risk associated with leverage. The
Comptroller of the Currency, Ray Gidney, testified that preferred stock
should only be used in unusual or urgent situations. He also speci-
fically opposed the sale of capital notes except in extreme emergency

circumstances:

Sale of such notes or debentures . . . would cause the common
capital stock of some and perhaps many national banks to lose
its attractiveness as an investment because of the adverse
leverage of risk brought about by enlarged asset structure
based on funds realized by the sale of notes or debentures.

To further bring out the risk view of debt opponents one can look
to the representative from the Federal Reserve Board, Governor

Robertson, He opposed the issuance of capital debentures (and quite

libid., p. 663.
21bid., pp. 664-5.

31bid., p. 788.
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simply any other non-common stock form of equity) and replied to a
specific question as follows:
. « . Over many, many years the capital structure of national
banks has been kept very simple. It can be understood by
anybody. It does not require an expert to analyze the capital
structure of a bank.l

His concern is slightly broader than McDonnel's and appears to
be concerned with depositors rather than (just) stockholders. There is
a clear assumption in his comment that people are concerned with the
capital structures of banks and that they review them. As will be
discussed later in detail, studies on that assumption do not support
his view. At best only some of the large corporations do look at bank
capital structures, and then, it appears, because they are concerned
with lending limits they can receive from the bank.

A final point of view to be summarized is that of Chairman Cook
of the Federal Deposit Insurance Corporation who was opposed to any
issuance of securities except common stock because he believed they
constituted only temporary capital.2 1In a strict interpretation,
Chairman Cook is correct. Debt instruments do have a maturity date,
but it is frequently 20 or more years away. With that amount of time
it appears doubtful that the bank will be caught in a squeeze when debt
becomes due. What is of importance is the fact that debt capital can
generate additional earnings which, if retained, will build the capital
base even faster. He gives no credit to the potential value of in-

creased earnings through leverage and, more critically, the alter-

native result of not adding to the capital base with debt; i.e., the

l1bid., pp. 860-1.

21bid., p. 866.
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forcing of the bank to curtail its lending activities.

As it turned out, all the hearings did little but point out the
need for more capital, but suggested no way to obtain it. 1In addition,
there appeared to be an extremely naive approach to the problem by
many key administrators in the banking system. There was no rigor of
thought demonstrated by the Federal agencies in their views and the
rather weak view of "complexity'" summarizes the negative attitudes.

No provisions in the bill ever became law. Despite many days of hear-
ings the bill was simply buried. It never did come before the House
for vote even though some parts of it had been supported by the Senate.

The 1962 Authorization of
the Comptroller

In 1961 the Commission on Money and Credit recommended in its
Report that private financial institutions be allowed and encouraged
to increase capital. They went so far as to suggest that officials
should explore the authorization of debt capital as well as preferred
stock as a means to encourage the increase in capital.1 In 1962, the
Advisory Committee on Banking to the Comptroller of the Currency in

its Report, National Banks and the Future, suggested that national

banks be allowed to utilize all techniques in raising capital that
are available to any corporation and not be confined to just common
stock. Specifically, in its summary of senior securities, the
Committee stated:

Use of preferred stock and debentures should no longer be
regarded solely as emergency measures, but should be recognized

lcommission on Money and Credit: Their Influences on Jobs,
Prices, and Growth (Englewood Cliffs: Prentice-Hall, Inc., 1961),
p. 174,
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as normal methods for obtaining capital funds. This attitude
of the Comptroller of the Currency on this subject should be
liberalized. Flexibility should be afforded by permitting
the use of appropriate cases of various features such as
convertibility or subordination.

The new Comptroller of the Currency, who replaced Ray Gidney,
was James J. Saxon, the former Secretary of the Senate Banking Study
in the 50's. He promptly reversed the Gidney policy. The Comptroller
ruled on December 20, 1962, on a change in the Corporate Practices and
Procedures of National Banking Associations giving a new interpreta-
tion for senior securities. Specifically, he authorized the following
changes:

Capital debentures (a) it is the policy of the Comptroller of
the Currency to permit the issuance of convertible or non-convertible
capital debentures by national banking associations in accordance with
normal business considerations, (b) subject to the provisions of 12
U.S.C., Section 82, the bank may, with the approval of stockholders
owning two-thirds of the stock of the bank, entitled to vote, issue
convertible or non-convertible capital debentures in such amounts
and under such terms and conditions as shall be approved by the
Comptroller, provided, however, that the principal amount of capital
debentures outstanding at any time, when added to all other outstand-
ing indebtedness of the bank, except those forms of indebtedness
exempt from the provisions of 12 U.S.C., Section 82, shall not exceed
in an amount equal to 100% of the bank's unimpaired paid-in capital
stock plus 507 of the amount of its unimpaired surplus fund.

In addition, within a year, Comptroller Saxon issued another
interpretation of the U.S. Code (Title 12 Section 84) allowing national

banks to include capital notes and debentures in '"aggregate unimpaired

1Compt:roller of the Currency, National Banks and the Future,
Report of the Advisory Committee on Banking to the Comptroller of the
Currency (Washington: Government Printing Office, 1962), p. 83.

23ames J. Saxon, '"National Banks: Capital Notes and Debentures,
Relation to Lending Limits." ZLetter to the presidents of all national
banks, December 17, 1963, as quoted in Cole, "Senior Securities,"
p. 37.
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capital."1 That ruling enabled national banks to include debt capital
in their ratios for calculating legal loan limits. It also continued
the pressure on state bank regulators to change their attitudes on debt
and (under pressure from Saxon's continual liberal rulings) to change

many laws,

Regulatory Positions on Debt
Capital

The banking industry has four principal sources of regulatory
control which affect most of its decisions. On the Federal level there
is the Federal Reserve Board (FED); the Office of the Comptroller of
the Currency, and the Federal Deposit Insurance Corporation (FDIC).

At the state level there is in each state a regulator specifically
charged to oversee banks, Although the potential for an extremely
complex set of laws is possible, in the main the regulations tend to
be compatible.

For this research the laws and regulations on debt capital are
important. The Comptroller's view is the most liberal and allows banks
to issue debt, whether straight or convertible, subject only to the
limitations of 100 percent of paid-in and unimpaired stock plus 50
percent of unimpaired surplus.2

The Federal Reserve Board's view has been more narrow and
restrictive (and continues so as of the writing of this paper).

Capital notes are accepted as capital in tests of capital adequacy

and banks are allowed to issue debt subject to the 100-507% limitations.

libid.

2Title 12, Code of Federal Regulation, Section 14,56.
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But the funds raised by debt issues are:
« « « excluded as bank capital for purposes of (1) loans
to affiliates, (2) purchases of investment securities,
(3) investment in bank premises, (4) loans on stock
collateral, (5) deposits Yith ?o?-member.ba?ks, {6) bank
acceptances, and (7) lending limit restrictions.

The Fed's restrictions actually carry little impact on the
management of bank lending and on operating policies, most of them
not being subject to the restrictions.

The FDIC's authority over debt capital is even more limited. It
does have authority over the approval of any repayment of debt issues
because the payments are considered a reduction in capital. The
implication here, of course, is that if a bank was deemed to have a
shortage of capital no prepayment of debt would be allowed. The FDIC
can do nothing about the normal reduction of debt capital via sinking
fund requirements or debt maturity. In cases where an issue was
coming due and the FDIC felt a bank had a weak capital position it is
implied that pressure would be put on the bank to '"add to capital."

The laws of individual states, although more complex, still
generally follow the lead of Federal authorities (particularly the
Comptroller). The 1962 ruling by Saxon acted as a prod and by 1966
the states' attitudes on debt capital appear more favorable (for

details of every state see Appendix B). Of the major states, for

instance, only California appears restrictive in the sense they do not

lietter dated May 13, 1974 from H. G. Pannell, Regional Counsel,
Regional Administrator of National Banks, Comptroller of the Currency.
It should also be pointed out that the view the Fed follows has been
in effect since 1964 without change (See paragraph 2308 of the Inter-
pretations of the Board of Governors, Federal Reserve Board, Wash-
ington, D.C.).
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allow debt to be counted for establishing a lending limit.

Conclusion

There appears to be a definite (but not universally shared) shift
in the views of supervisory agencies toward the permission of debt as
a "non-distress'" form of raising capital., It can also be observed that
the largest and most influential banks in the country are issuing debt
capital. As can be seen by Table 1 there have been over 400 issues of
debt in the nine year period ending December 1972, It would appear that
Herb Bratter's view in 1964 that banks would agree with the Comptroller
and issue debt in the course of ". . . normal business considerations,"
has been carried out.1 The continuation of debt expansion appears to
be a fact. Given present laws it appears that as of year end 1972 the
system had the legal capacity to issue about $23.65 billion of debt
capital--and it had outstanding only $4.1 billion.?2

In slightly more than a decade the role of debt capital (and
the entire capital structure) in the banking system has clearly
changed. Debt has traveled the route from distress financing to an
accepted position in many large commercial banks. The movement is
not unexpected, given the rapid growth in the industry and economy.
The following chapters will develop the full extent of the use of debt

capital and work toward answering the question as to the financial

impact debt actually has on a bank.

lHerbert Bratter, '"Debentures: A New Way to Raise Banking
Capital," Banking, vol. 56 (February, 1964), p. 59.

2Taking 100% of common stock ($12.9 billion) and 50% of surplus
($21.5 billion) generates $23.65 billion. See FDIC, Annual Report,
1972 edition (Washington, D.C., 1973), p. 251.
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TABLE 1

CAPITAL NOTES OR DEBENTURES ISSUED BY
COMMERCIAL BANKS 1964-72%

Public Issues Private Issues Total

Amount Amount Amount

Issued** (Number) Issued** (Number) Issued** (Number)
1964 $§ 313,862 (10) $ 293,850 (7D $ 607,712 (81)
1965 647,908 (10) 176,173 (57) 824,081 (67)
1966 78,250 ( 4) 84,100 (19) 162,350 (23)
1967 248,010 (9 7,385 ( 6) 255,395 (15)
1968 317,549 ( 8) 24,994 (13) 340,543 (21)
1969 221,851 (14) 39,800 ()] 261,651 (21)
1970 116,234 (17) 9,900 ( 3) 126,134 (20)
1971 1,535,500 (56) 36,500 ( 8 1,572,000 (64)
1972 2,109,850 (57) 305,180 (32) 2,414,030 (89)

Total $5,589,014 (185) $ 974,882 (216) $6,563,896  (401)

SOURCE: 1Irving Trust Company, Corporate Financial Counseling
Department.

*These numbers do not total precisely to F.D.I.C. figures due
to some small banks not publicly reporting debt issues, but the
differences appear to be negligible.

*%000's omitted.
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CHAPTER III

PROS AND CONS OF DEBT CAPITAL

Introduction

Debt capital policies of commercial banks have generated heated
debate--most of which, unfortunately, has been debated on emotional
and political levels. The intention of this research is to examine
the debt question by reviewing various financial characteristics of
banks containing debt capital relative to banks utilizing only equity
financing. This more objective analysis should then allow other
questions on bank capital to be examined uncluttered by the debt
decision,

In examining the pro and con arguments of bank debt issues it is
clear that each side argues basically from one of two positions. Those
opposed stress social views: depositor safety and industry stability.
Those favoring debt look to stockholders' wealth and managements' right
to exercise choice in capital selection.l To give serious consideration
to both views the key elements of both should be subjected to examina-
tion. If analysis shows that debt capital in an institution is posi-
tively responsive to the growing financial needs of the community, a
positive view of debt can be persuasive. Of course, analysis may show

that debt tends to be risky, in which case the opponents of debt may

lgee George J. Vojta, Bank Capital Adequacy (New York: First
City Bank, 1973) for a more complete discussion.

27
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have an issue outweighing its positive aspects. In either case, though,
both sides will have been examined and conclusions can be drawn more
plausibly. The following sections summarize the various views held on

bank debt capital.

Overview of Debt Capital Views

Although these points are developed previously, a brief overview

of the arguments concerning debt capital is presented below.

In favor:
1. Leverage. '"Trading on the equity" or '"financial leverage"
are the terms used when debt is injected into a firm. The essence of

leverage1

is simply the act of utilizing debt that carries with it a
fixed claim on the income stream (interest payments) as a source of
funds and reemploying it in higher yielding assets. The difference
(in favorable or positive leverage), on the margin, accrues to the
stockholders.? This technique has been used extensively in other

industries and proponents believe banks should do the same. Risk,

thought of as increased variability or volatility in earnings, is by

1pos had been noted previously one should note the difference
between '"financial leverage'" (the injection of debt) and "capital,"
"structural," or "secondary" leverage (the effect or nature of the
legal requirements for capital). This section discusses financial
leverage and later a detailed discussion of capital leverage will be
presented.

2For detailed discussion of leverage in general, see, for
example, A. E. Grunewald and E. E. Nemmers, Basic Managerial Finance
(New York: Holt, Rinehart and Winston, Inc., 1970), pp. 67-78; and
for banking in particular, see Herbert Bratter, 'Debentures: A New
Way to Raise Banking Capital,'" Banking, vol. 56 (February, 1964),
p. 584.




cefiniti

increase

decrecse

temporar

cthersg s




29

definition greater; but advocates of debt stress that the expected
increase in returns is more than sufficient to offset the chance of a
decrease in earnings.

2. Flexibility. The ability of banks to issue debt capital
offers management alternatives to the total equity financing of the
firm. Considerations like cost of flotation; permanent versus
temporary need; dilution; general capital market conditions; and
others, can be analyzed. The resulting decision, it is assumed, will
1

blend all constraints and therefore, lead to the best decision.

3. Multiplier Effect. In any increase of bank capital the

structure of the industry creates a multiplier effect.2 Using debt
capital is not by itself the cause for the multiplier, but the effect
is still an advantage to the bank when debt is issued. Specifically,
the legal structure of the industry allows deposits and assets to be
built upon a '"fractional' capital base. The amount of the multiplier

is broadly based on limits imposed under capital adequacy guidelines

lsee for instance, Paul S. Nadler, '"Can Debentures Serve the
Smaller Banks?" Banking, vol. 57 (November, 1964), pp. 43+; Paul S.
Nadler, Commercial Banking in the Economy (New York: Random House,
1968); Paul S. Nadler, '"Some Better Ways to Raise Bank Capital,"
Banking, vol. 61 (March, 1969), pp. 49+; and Eugene Brigham and
Michael Kawaja, "Convertible Debentures," The Bankers Magazine,
vol. 150 (Autumn, 1967), pp. 26-33.

2Cohen calls it "secondary effects'"; Cates calls it '"capital
leverage"' and Wade calls it "structural leverage.'" See, David C.
Cates, '"The Savings Debentures: New Form of Bank Finance,'" Bankers
Monthly, vol. 87 (February, 1970), p. 30; David C. Cates, "Bank
Debentures, Leverage and Debt Capacity,'" Bankers Monthly, vol. 80
(November, 1963), p. 22; Julien J. Wade, '"Senior Capital: Its Impact
on the Value of Bank Common Shares" (Ph.D. dissertation, Stanford
University, 1972), p. 1; and Kalman J. Cohen, "Dynamic Balance Sheet
Management: A Management Science Approach,'" Journal of Bank Research,
vol. 3, no. 4 (Winter, 1972), p. 17.
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or standards developed by regulatory agencies. As a rough rule of
thumb one can estimate approximately 10 dollars of deposits and asset
growth can be supported for every 1 dollar of capital.1 Therefore,
up to the limits on amount of debt legally allowed to be issued,2 any
increase in capital carries with it very large asset growth potential,
and correspondingly large earnings increases.

4. Costs. Cost considerations of debt capital center on three
areas: (a) the after tax cost of capital, (b) the cost of flotation
or issuing, and (c) the cost as a source of funds. The first two costs

3

are, by advocates, assumed lower for debt. The last cost is dependent
on market conditions, but frequently can be lower than any other

source of funds.a This condition comes about due to the fact deben-
tures do not require reserve requirements as do deposits; FDIC

insurance is not charged to them; liquidity requirements as they

relate to maintaining secondary reserves are eliminated; and their

1Cohen, "Dynamic Balance Sheet," p. 17.

2As previously noted the law restricts debt to a maximum of
100% of paid-in-capital plus 50% of surplus funds.

3This assumption is not of much concern as it relates to
"flotation costs" but is heatedly debated as it relates to the cost of
capital. The cost of equity (new) is that rate of return which must
be earned to "maintain the market value of the enterprise" (Grunewald
and Nemmers, Basic Managerial Finance, p. 336). This rate is the
" . . . relevant cost even though it is not a cash outlay." (Cates,
"The Savings Debenture,'" p. 27). When one reviews the after-tax cost
of equity versus debt issues (due to interest deductions on debt),
debt has a lower cost. The crux of the issue, though, is whether the
market will adjust its expected rate of return (higher) due to the
risk of the debt. If that adjustment is held steady or assumed away,
debt is almost always cheaper. That question was studied (Wade,
"Senior Capital: . . .") in banks and the "rate of return" was not
increased by the addition of debt.

4R. I. Robinson and R. Pettway, Policies for Optimum Bank
Capital, p. 17 and p. 35.
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cost of administration is low.

5. Depositor Protection. 1In the specific design of debt

capital, the subordination clause is paramount. It expressly reduces
the bondholders claims below almost all other claims, especially
depositors. This feature creates an additional buffer in times of
economic crisis for depositors, with the risk of bond default borne
by the stockholders.

6. Dividend Effects., The leverage nature of debt creates an

expected increase in the earnings stream after taxes. One potential
benefit of this increased income stream could be the decision to
increase the dividends paid and hence increase the attractiveness of
the common stock.1 The result would be two-fold: stockholders would
be rewarded with a higher stock price, and future sales of equity
issues, if needed, could be obtained at favorable conditions from a
supportive market. In addition, if it is assumed that the increased
earnings are sufficient to meet higher dividends and generate higher
retained earnings, the capital base of the bank would continue to

grow and be protected.

Arguments against debt:

1. Leverage. One simply cannot eliminate the fact that if
earnings do not increase, fixed charges associated with debt will
drive down the earnings available to stockholders and reduce pro-

tection to depositors (income being the first line of defense for

IThis view was clearly expressed in Commission on Money and
Credit. The Commercial Banking Industry (Englewood Cliffs: Prentice-
Hall, Inc., 1962), pp. 325-8.
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depositors). Leverage can work both ways.1 Eventually, if earnings
drop (usually due to heavy losses on loans, etc.) the fixed charges may
actually result in insolvency.2 In addition, banks are "structurally"
3

levered and they do not need more leverage.

2. Cushion of Safety. The potential cushion of debt capital

should not be casually used. It should be saved and used as a source
of "last resort." If banks used all their debt capacity now, they
would have none available in periods of need.4

3. Image. People place a trust in banks. The use of debt
would decrease this trust; '"confuse" the analysis of bank stocks; and
"complicate'" their capital structure.® Even in periods of economic
strength the results would be to weaken bank stock prices and hence,

shareholders wealth,

1Bratter, "Debentures: A New Way . . .," p. 100.

21t must be explicitly pointed out that one subjective argument
will never be satisfactorily settled: the chance of a severe economic
upheaval, It is an expressed assumption in this research that the
magnitude of the Great Depression will not be seen in our economy. If
an economic turn down like the 30's did appear, the existing system
utilizing the Federal Reserve and the psychic value of deposit insur-
ance would act as a floor to support the banking industry. If one
does not support the above view, then greater credibility is assigned
to the absence of debt in the capital structure.

3Eugene W. Lambert, "Bank Debt Debentures: The Investor's
Viewpoint,'" Financial Analyst Journal, vol. 22 (May-June, 1966),
p. 98.

4It should be pointed out, though that in any debt situation one
usually tries to borrow from strength. Private investors would tend
not to invest if the bank or the industry were having problems though
it may be that a government agency (like RFC) would loan funds.

5For a total review of this argument, see U.S. Congress, Senate
Banking and Currency Committee, Hearings, 84th Congress, 2nd Session,
1956, particularly pp. 524-528; 660-666; 780-790.
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4. Public Responsibility. It has been the view that long temrm

debt is shown "below the line' as a source of semi-permanent funds for
the semi-permanent needs of a firm. The utilization of debt by banks
does not change that basic issue--except for the fact that banks are
not totally like other types of business. It is this difference
(broadly thought of here as public trust and responsibility) that
requires them to be heavily regulated. The interwoven relationship

of banking's role in the economy as intermediaries and as a tool of
Federal Reserve policy simply places them outside the mainstream of
non-bank corporations.1 When a bank fails many more lose besides the
stockholders. Public trust is shaken. Depositors with sums in amounts
greater than those covered by deposit insurance stand to lose unless

a forced marriage with a healthy bank is consummated. It is implied,
therefore, that banks are different from other companies and therefore

decisions on the risks of debt must be conservative.

Summary

To examine the different views on the use of debt capital an
examination of the results of the decade of debt is required. Over
400 banks, including a large number of the largest 150 banks, have
issued debt capital in amounts exceeding six billion dollars during

the decade ending in 1972.2 Examination of selected banks will be the

1See David C. Cates, "Is This a Good Time to Issue Capital Notes?"
Bankers Monthly Magazine, vol. 83 (March, 1966), p. 31; and Martin
Kern, "A Critical Look at Capital Notes,'" Banking, vol, 58 (November,
1965), p. 50.

2Irving Trust Company, Bank Securities Report (New York:
Corporate Financial Counseling Department) Bi-monthly through
December, 1972.




besis for
the next .
cempleted
Wil be ¢.

anflicts




34

basis for resolving the conflict in views previously presented while
the next chapter will examine the conflicting views as disclosed in
completed empirical studies. From that point, the research design
will be developed, data explained and analysis made in light of the

conflicts shown in the literature.
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CHAPTER IV

PRIOR RESEARCH WITH RESPECT TO BANK CAPITAL

Introduction

The banking industry's influence on the daily activities of our
country is so great that the literature on banking is vast and varied.
Due to this size of material available on banking only the following
limited topic areas are used to present a review of the literature for
this research: (1) cost of capital and stock prices and, (2) the
function, role, and needs of capital. For purposes of logical develop-
ment the legal constraints applicable to the above areas are also
presented even though Chapter II developed a detailed overview of the
legal implications of debt capital. In addition, the few specific

studies on debt capital are reviewed individually.

Cost of Capital and Stock Prices

No investigation of bank capital would be complete without gegin-

ning with the basic analysis of David Durand's study, Bank Stock Prices

and Bank Capital.1 Durand's study does not deal directly with bank debt
for the obvious reason that it was conducted before senior debt capital

was a viable alternative in bank structures. The value of the work,

1David Durand, Bank Stock Prices and the Bank Capital Problem,
National Bureau of Economic Research Occasional Paper No. 54, 1957,
(Ann Arbor: University Microfilms, Inc., 1966).
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however, is its rigor in pioneering in the area of bank stock price
analysis in a period of rapid bank growth. Durand's research objective
was to find or determine the cost of bank equity capital. He believed
that if the cost of bank equity capital could be approximated it would
equate the rate of return required to attract new equity into the
industry which was experiencing a rapid growth in deposits. He broadly
defined the rate of return on bank equity as that rate required to keep
bank stock prices at book value. His study covered an 8-year period from
1946 to 1953 and consisted of 117 large banks.

He divided the study into six large geographical areas and devel-
oped a design that resulted in 48 separate cross-sectional groupings
which were then analyzed by a multiple regression technique. His market
price was expressed as an exponential function of book value, dividends,
and earnings per share: P = kBPDIE®. Durand tested many variables and
rejected all but the above three, which were the only ones to show any
significant influence on market price. He also tested the growth and
stability of earnings per share, the risk asset-capital ratio, the total
assets to total capital ratios, and the absolute size of bank capital.
All were rejected as having no significance on stock price.

The results of Durand's study indicated that dividends were
clearly the most important influence on market price with book value
being the next most important. He further tested dividend effects by
examining the ratio of market price to book value as a function of
earnings to book value and dividends to book value. Dividends were
significant, Stocks paying a higher proportion of earnings out as
dividends tended to sell at a higher price to book value ratio than

those of banks with smaller payout ratios.
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Eugene Drzycimski in an unpublished dissertation tried to find
the important variables affecting both bank stock prices and the price
to earnings ratios.l His study covered a sample of 113 large commer-
cial banks and 9 holding companies spread out over the country for a
period from 1955 to 1964. In addition, in one part of his study,
Drzycimski deliberately replicated and extended Durand's earlier work
with updated data from 1960 to 1964. In the replication of Durand's
study, Drzycimski concluded that geographic location, book value, and
dividends had declined significantly in their influence and in some
instances were not an import<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>