Changes in the Structure of Bank and Nonbank
Competition in the United States ()

Introduction

From the end of World War II until the beginning of the decade
of the sixties, nonbank financial institutions in the United States
experienced a far greater growth rate than did commercial banks.
So rapid indeed was the growth of those industries generally referred
to as nonbanks — namely, savings and loan associations, credit
unions and mutual savings banks — that the commercial banking
industry in the United States scemed to be well on the way of losing
its primary status among financial intermediaries. But with the
advent of the 1960’s, the commercial banking industry in the United
States began a competitive drive that raised its growth rate at home
to such an extent that it came to be called a “ banking revolution ”.
And that same * revolution ” was accompanied by a sharp rise in
the competitivencss of U.S. banks in foreign countries as well.
Indeed, the international expansion of U.S. bank financing, usually
dated with the advent of sterling convertibility, may be better under-
stood once the domestic background of competitive forces is exposed.
The following study will attempt to explore this change in the
competitive position of the U.S. banking industry.

Before the “banking revolution” began, however, academic
discussion in the United States during the decade of the fifties was
concerned about an apparent relationship between the slow growth
of commercial banks and the revival of U.S. monetary policy in
1951, particularly as monetary policy tended to place occasional
restraints on bank credit expansion. It was contended that the policy
impact of restrictive open market operations (or other aspects of

(*y The author acknowledges his appreciation for research release time made available
through the Chatles W. Gerstenberg Chair of Finance. He also would like to thank
Mr. Stephen H. Barnett for help in computation of data.
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monetary policy) tended directly to impinge on the banking system,
thereby thwarting its general capacity to expand. Aside from the
inequity associated with this process, it was argued, this “ discri-
minatory ” impact of policy was on the way of becoming self-
defeating as the relative importance of the banking system within
the financial sector was being reduced, in part as a result of these
same policy constraints (x).

By contrast, in the 1960’s the growth rate of commercial banks
sharply accelerated, while that of the nonbanks held rather stable.
Most discussions of these changes attribute the banks’ surge in com-
petitive capacity to the more permissive administration of interest-
rate ceilings on time deposits by the Federal Reserve System (called
Regulation “Q”); the nombanks’ lesser ability to compete was
associated typically with their relatively rigid rules of asses adminis-
tration, This is part of the truth, but not nearly the whole truth,
For increases in interest-rate ceilings will not, by themselves, induce
a change in the competitive efficiency of banks. Witness, for exemple,
the fact that original Regulation Q ceilings were sct up in the 1930’
and were no bar to competition for time deposits in the early
1950's; the banks simply chose noz to compete for time deposits (2).
Accordingly, this study will attempt to document the banks’ willing-
ness and ability to compete hard for time liabilities. For it is that
change in attitude which is of greatest significance for the future
of financial competition in the U.S. and worldwide (3).

As a working assumption, the following accepts the Gurley-
Shaw proposition, buttressed by Tong Hun Lee (4), that the liabil-
ities of nonbanks (i.e., savings and loans, mutual savings banks, and
credit unions) are reasonably close substitutes for some type of bank
liabilities. The analysis will not be directly concerned with the
money-near money substitution controversy, however, It will be

(1) The theoretical approach that came to grips with these problems has been generally
identified with the work of Professors John G. Gurley and Edward S. Shaw. For an exposi-
ton, see their Money in @ Theory of Finance, The Brookings Institution, 1960.

(2) Indeed, a study published in 1959 argued that bank competition for time deposits
would be of *doubtful benefit® in view of the high break-even yiekl required on assets
financed with new time deposits. See Wammow L. Swrre, % Rinancia} Intermediaties and
Monetary Controls *, Quarterly Jowrnal of Economics, November 195G, Dp. 533-53

{3) That notion has also been proposed by M. A. Rozea. See his ¥ Competition for
Fuads Between Commercial Banks and Savings Institutions ® in Pontecorvo, Shay, and
Hart, eds., Issues in Banking and Moneiary dnalysis, New York, 1967, pp. 6o-72.

{4) “Substitutability of Non-Bank Intermediary Liabilities for Money: The Empirical
Bvidence ”, Journal of Finance, September 1966, pp. 441-457-
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argued, instead, that more aggressive competition by banks in the
sixties necessarily reflected a revolutionary willingness to take the
risk that higher and costlier time deposit rates would cut into the
banks’ own monopoly in providing demand deposits, The major
theme of the paper will be that the banks’ willingness to compete
is directly quantifiable by reviewing their willingness to accept nar-
rower profit margins. These narrower margins resulted from a faster
rise in TD rates than in rates of return on bank credit; it was the
banks’ acceptance of the new set of cost/return functions that helped
them to bid funds away from nonbanks. Finally, a rise in leverag-
ing of capital accounts and faster assct growth by banks allowed
them to maintain profit rates, while, under that same competitive
pressure, nonbank profit rates receded.

1. Bank and Nonbank Performance

The results of the bapks’ changes in willingness to compete are
shown by the growth rates of the relevant financial inputs (that is,
claims, or deposits) as given in Table 1. The sluggish growth rate
of the banks through the fifties is quite clearly illustrated, and the
concern expressed by Gurley-Shaw is supported by the actual decline

TaBLE 1
ANNUAL GROWTH RATES O" DEPOSITARY-TYPE ASSETS
HELD BY PUBLIC, SELECTED, PERICDS, 1946-66
{Compound Annual Rates of Change, in per cent)
Commercial Banks Nonbanks Total
Deposit-
DPeriods | Damand |, Total Mutoal | Savings | oo Tol | Holdm
Di%‘;flf‘ Depglg: £ Del;)osits ‘(’I::;Tf 5;:;22? Ul‘lloll'ls Nm‘:b;n!c 0;:3:5&2
: 2 3 (142) 1 s 16 |7Gtse8)| BGn
94650 | 22 rg | 22 24 | 133 | 158 77 33
1950-55 33 6.3 422 6.9 18.0 21.0 12.4 6.2
1g55-60 ¢.9 8.0 33 5.2 14.1 15.8 10.6 5.0
£960-66 33 1.7 9.4 8.7 12.9 15.5 1.6 10.2

' * Demand deposits at all commercial banks, other than those due to domestic com-
mercial banks and the U.S. Government, less cash items in process of collection and Federal
Reser":*ﬂof‘t» and fqrcign demand balances at Federal Reserve Banks.
baiks g”ﬁf" deposits at all commercial banks, other than these due to domestic commercial

anks and the U.8. Government, Data are for December 31 call data wherc available.

Soutce: Federal Reserve Bulleiin, Flow-of-Funds Accounts.
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in bank growth between the first half and second half of that decade.
Contrasted with that performance, the nonbanks appeared to be
going from strength to strength through the fifties, experiencing rates
of increase about triple those of the banks for each of the periods
shown through 1960 (compare column 3 and 7).

In the decade of the sixties, however, that entire pattern was
changed. By aggressively doubling the growth rate of time deposits
(TD) between the second half of the fifties and the sixties, the banks
nearly tripled their total growth rate even though DD growth did
not exceed the rate of rise of the early fifties (5). And as a result
of the competition for TD, the growth rate of savings and loan
(S&L) liabilities in particular began to recede below the rates
obtained in the fiftics. By paying higher rates for time deposits on
the financial input side, the banks could compete some household
sector funds away from nonbanks, if monetary authorities permitted.
But the banks went further. They became discriminating monop-
sonists in their purchase of financial inputs. By offering a variable
menu of certificate-of-deposit maturity/rate combinations that could
be finely tuned to changes in the money market, capital notes, etc.,
the banks attracted funds into TD from nonhouschold sectors of
the economy that otherwise could have moved into near-money assets
such as Treasury bills, or to other liabilities of the banking system,
notably DD, or “ money ”. The banks’ willingness to zake that last
risk, of having to experience a switch from interest-free DD to * cost-
lier ” TD, is more interesting from the point of view of the “ bank-
ing revolution ” than the fact that the growth of DD did noz suffer
in the last period shown.

2. Bank and Nonbank Competition

The essential difference in the character of bank/nonbank com-
petition between the fifties and the sixties was that in the latter
period banks were willing to enter rate competition, as indicated.

{5) The rapid growth of U.S. bank deposits at home was even exceeded by deposit
growth abroad. Taking data for the United Kingdom alone, U.S. banks there expetienced
a truly phenomenal deposit growth rate of 40 per cent per yesr (compound annual rate of
change, year-ends 1959-1966). In the same period, foreign and Commonwealth hanks grew
at ahout a 15 per cent rate per year, while the Jarge London clearing banks expanded at less
than 4 per cent. Indeed, at the end of 1966, the deposits of the American banks made them
the second-largest group of financial institutions in the U.K., ranking behind the London
Clearing Banks, and well ahead of Accepting Houses, Scottish banks, foreign banks, ete.
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During most of the fifties, banks had used DD as their primary
input to expand credit output; through 1957, for example, the volume
of DD still was more than twice that of TD (6). As interest rates
generally rose in the fifties, however, so rose relative attractiveness
to the public of interest-bearing deposits, or other forms of “ near
money * as opposed to DD {that is, money propet). Put differently,
the public’s demand for holding non-interest bearing inputs of inter-
mediarics as a share of its liquid assets declined, and as the public
: learned to make do with smaller transactions balances in relation
to transactions volume (ie., DD velocity rose) the rate of input flows
to the danks increased less than to the nonbanks (7).

Why did the banks necessarily have an advantage over nonbanks
in interest-rate competition? For nonbanks and banks, the interest
rates paid to depositors (or in the case of DD, compensating services)
are themsclves a function of the rates of return earned on assets,
leaving an appropriate spread for profit and risk taking. Now
assame a period of rising rates. In such a period a competitive
advantage would tend to accrue to the intermediary with the greatest
adaptability built into its asset portfolio. For the more responsive
the asset structure is to rising rates, the greater the capacity to pay
for inputs and growth. And the greater the competitive edge for
inputs, the higher the rate of intermediation, or what we shall call
the rate of throughput of funds for the successful competitor.

A, Markup and Throughput Concepls

Beyond the mere productivity change, or rate responsivencss of
assets to changes in credit conditions, another factor that affects
bank /nonbank ability to compete is the elasticity of compression of
the spread between input rates and output rates (8). This proposition

{6) To be sure, some credit expansion could also occur at the cost of reduced liquidity,
But this factor, likewise, has heen used by both industries, although it is limited by super-
visory autharitics. See discusison below of Pederal Home Loan Bank Board policies in xg66.

(7) This is just another way of putting the Gurley-Shaw phenomenon.

(8 It may be noted here that we are not so much concerned with intra-industry
colnpetition {(bank against bank) or economies of scale, which are measurcs of the efficiency
with which 2 given firm in the indusity may perferm its function. Our purpose here is to
analyze inter-industry competition. Although many studies of bank costs have been made
recently, none has been made to give a comparison of costs of banks with costs of savings
and loans to this writer’s knowledge. Our working assumption will be, therefore, that the

f:fﬁclcncy of individual institutions sithin each of the major financial industries is distributed
in a roughly equal way.




2R Banca Nazionale del Lavoro

was first put by Tobin (), and we will now proceed to illustrate
this point, To do so we will consider a typical bank — called Amer-
ican Bank and Trust Company — from the point of view of com-
petitive capacity. Figure 1 should look familiar to every student of
economics since it applies the theory of the firm to the monopolistic
competition for funds.

Froune 1
THE THECRY OF THE FIRM AS A BANK

tosts of
funds and
refurns on
assots

(in per cenf)

Y] C B A
Throughput Volume

Consider, fisst, American Bank and Trust’s average revenue and
marginal revenue functions, As department stores of finance, banks
make many types of loans ranging from consumer credit through
mortgage loans (both residential and corporate) to business loans of
various types. As a result, the loan portfolio may be built up from
various combinations of types of loans, each carrying a different rate
of return. These rates of return have been arrayed in the figure in
descending order (i.e., in declining interest costs to borrowers) to
indicate the bank’s conventionally sloped supply curve of credit (AR).
Accordingly, the bank can increase the supply of credit (or through-
put) from any one point only as it is willing to accept a reduced rate
of income. Within this declining credit supply (or AR) curve, the
average bank typically will have a substantial share of its loan port-

() In * Commercial Banks as Creators of ‘Money’ *, D. Carson, ed., Banking and
Mounetary Studies, R. D. Irwin, 1963, pp. 408-19.
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folio in shortterm loans (10). Thus, at any one time, the average
revenue from the bank’s loan portfolio will reflect its ability to dis-
criminate on rate as well as o1 nonrate terms, and on that account
alone, the negative slope of the AR function is well established.
(The lesser discrimination probably associated with the banks’ invest-
ments portfolio — whose importance may be declining — should
only slightly modify that slope). The MR function is derived from
AR in the usual way.

On the other side of the ledger, the average cost (AC) function
represents what it takes to acquire financial inputs from. the public.
And in order to attract the maximum volume, the AC curve (and
the related MC curve) is shaped and sloped much like that of any
other corporation, For the willingness to attract more inputs — either
DD or TD — will involve a rise in costs. This cost increase may
have considerable visibility, such as an advertised increase in interest
rates paid for TD in the form of CD’s. Likewise, a rise in costs
may be associated with an increase in services provided, say, to busi-
ness type holders of DD, such as payroll bookkeeping, bill collect-
ing, etc, The intent of both measures is the same: to expand the
scale for the bank or, in other words, attract more inputs to raise its
rate of throughput,

Now consider the typical firm that lurks between the covers of
any economics text, [t will be recalled that its optimum point of
doing business — at maximum profits — should lic at the point of
intersection of MC and MR. But for a bank the equilibrium point
lies elsewhere,

As Tobin pointed out, the law that requires banks to hold
“ legal reserves ” against their deposit liabilities in non-interest bearing
form necessarily cuts into the productivity, or yield, of their aggre-
gate asset structure, To the extent, then, that banks hold required
reserves with the central bank, or vault cash in excess of transactions
needs, some assets at the margin earn nothing. And as a result, the
bank acting as a profic maximizer cannot push throughout to the

(10) An impartant point occurs here with respeet to maonopolistic competition in finance
that will occupy us further below. When it comes to the maturity ferms on loans made,
banks may be maturity-makers to a much greater extent than maturity-takers. On the other
lm_nds_Sim:e savings and loans are mortgage lenders almost exclusively, they tend to be
matarity-takers in the main. As we shall note in more detail, the greater rigidity implicit
in the mortgage portfolio of an § & L (as opposed lo more flexible maturity pattern of a
banky carries a true * lock-in effect » with respect to earnings.
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point where MC=MR. But now assume that the monetary author-
ities reduce reserve requirements of the banking system, A number
of reductions in reserve requirements were made in the period 1958-
1962 when actual reserve percentages behind DD were lowered, and
when vault cash was recognized as “reserves ”; in 1962, required
reserves behind TD were lowered as well, so that required reserves
then stood at 164-12%, for DD and 4% for TD (11). It is clear
that such reductions in reserve requirements allow banks in effect
to push throughput closer to the point where MC=MR because
banks can then carry a greater proportion of earning assets,

That this is so can be seen from the following example. In
1957, the banking system held the equivalent of 13 per cent of
aggregate credit extended in the form of required reserve-type assets,
contrasted to about 8 per cent in 1966. This reduction in effective
reserves required was not solely the product of ofhcial action, how-
ever. For banks were able to cut total reserves behind total deposits
as they shifted the deposit mix away from DD and toward TD. To
be sure, this switch involved the acquiescence of monetary authorities.
Nevertheless this also required an important decision by the banks
to compete by cutting unit profits as AC could be expected to risc,
and AR to drop (i.c., higher rates were paid on TD while the risc
in throughput implied reductions in MR). The result of both scts
of decisions was that as effective required-reserve ratio fell, the bank
moved closer to the MR =MC position (12).

Going back to Figure 1, we can conceive of American Bank
and Trust Company operating in the late fifties some distance to
the left of the optimum profit position. Now the difference between
AR and AC functions will give us the “markup” per dollar of
throughput, and the maximum. markup is clearly at point OC (when
MC=AC). At that point, inputs could inciude relatively high DI
volume, and a correspondingly high volume of required reserves,

(11) Required rescrves bebind some classes of TD were raised again in late 1966,
however.

(12 In most of the discussion to follow, the concept of % profit " will nat be, strictly
speaking, what is the usual concept, namely, rate of return cn equity. Since a crucial
clement of the following invelves a comparison of bank experience fto nonbank, and since
nonbanks are primarily mutual-type firms (while banks are equity-type firms), a difficult
probiem of comparison arises. As a result, the spread between cost of time-money ta banks
and nonbanks, and rale of return on assets, which can be more clearly stated and compared,
will be our primary proxy for the profit concept, However, we shall have some things to say
about rate of return to bank equity as compared with a profit-proxy for nonbanks below.

Changes in the Structure of Bunk and MNonbank Competition in the United States 37
or non-carning assets. With relatively fewer earning assets, therefore,
a higher markup may have been desired by the banks.

Recapitulating the foregoing, we note that to raise total profits
from point OC banks will have to bid for higher-cost funds (a rise
in AC), and the net increment of funds now available to bid for new
financial assets was bound to raise asset prices, resulting in a drop in
AR, But because the banks operate in a throughput area in which
MR exceeds MC they can, in eflect, choose to increase competitive
pressure, quite unlike nonbanks, for reasons that will become clearer
below. Thus banks will operate somewhere between OC and OB,
depending on what compromise they make between maximum
average markup (move closer to OC) or total profit (move to OB).
In any event, a shift from OC toward OB will be shown by the
bank’s acceptance of a lower markup to expand throughput and total
profit. And the implied reduction in required reserves as DD/TD
ratio declines will tend to make MR drop less fast and make AR
function more clastic as throughput expands. In the short run, then,
the more competitive bank is willing to allow MC to rise and MR
to decline as long as aggregate profits keep on rising. In a more
dynamic sense, the more competitive bank would be accepting a
Jower markup to achieve faster growth while maintaining profits.
This trade-off, during the 1g6o’s, was made possible by a drop in the
ratio of bank capital accounts to risk assets (13). In sum, a rise in
leverage allowed the banks to maintain earnings per share (see below)
in spite of a narrowing of AR/AC markup.

To the extent, therefore, that higher-cost inputs and lower
matkups are brought into play, throughput in that longer-run sense
should mean a faster asset/liability growth than in prior periods.
A brief look back to Table 1 will suffice to show that bank liability
growth rates in the 1960’s were better than twice those achieved in
prior comparable periods. What remains to be shown is, first, em-
pirical support to the proposition that bank AR-AC markups have
narrowed and secondly, that this narrowing of markups was asso-

ciated with improved performance on the asset side in competition
with nonbanks,

and {13} For all member banks, the ratio of total capital accounts to total assets less cash
; p gogemment sccurities moved in the narrow range of 14.2%-14.9% In the period 1956-
g961. Hrom a level of 14.5%, in 1961, however, that ratio fell continuously to reach 11.4%

in i
I 11.966, a decline of more than 20 per cent. For New York City banks, the comparable
decline came to betier than 26 per cent,
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B, High Markup vs. High Throughput: Teoward an Empirical
Verification

As a proxy for the typical bank’s (i.e., American Bank and
Trust’s) average revenue function (AR) we shall use Federal Reserve
member bank data shown in Table 2 indicating annual ratios of
total operating revenue (14) to total assets. (The use of member bank
data as a proxy for the industry, as well as for the “ average ” bank,
is appropriate since total member bank assets have tended to be
about four-fifths of total commercial bank assets in the United States.)
We can call the ratio of operating revenue/total assets “ AR 7 because
it obviously represents the average earnings on the sock of out-
standing assets for any year. More important, from our point of
view, that rate also reflects the average of all of the rates produced
by a given year’s throughput or assets of the industry. For banks
to a significant extent are masurity-makers as well as rate makers
since their loan portfolios, say, may contain variable proportions of
short-term business loans, term loans, mortgage loans, etc., as their
preferences may dictate, Morcover, even though bank loan matur-
ities have tended to lengthen, on balance, they still hold a large pro-
portion of asscts at short term, As a result banks can make the level
of their AR for any year respond fairly quickly to changes in interest
rates and other market forces. Accordingly, in the 1952-1966 period,
in which intcrest rates were generally on the rise, banks were able
to raise their AR levels, Nevertheless, banks were subject to the
discipline of the market on the ousput side, for in pesiods of slow
credit demand, the year-to-year rise in AR slowed down; indeed,
in one recession year (1g61) the gencral upward shift in the AR
function was slightly reversed, albeit only temporarily.

The banks' average interest costs (AC) likewise underwent year-
by-year increases (see column 2, Table 2) (13). The empirical proxy
used for average costs (AC) is the ratio of interest paid on time
deposits (TD) to total TD outstanding, or what might be called the

(14) As shown in the footnote of Table 2 below, there was a slight change in data
coverage that, however, does not significantly affect our results,

(15) These upward movements took place, particulatly in the 1960’s, under a more
permissive regulation of interest-rate ceilings (Regulation Q of Federal Reserve Board). The
first change in Regulation @ since 1936 was made in 1957; in the 1g60’s upward revisions
came in 1962, 1963, 1964 and 1963
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TanLE 2
ANALYSIS OF MEMBER BANK
REVENUE, COST, AND “MARKUP” DATA 1952-1666
(in per cent}
Ratio of
. : Ratio of
Year fotﬁivggﬁzaimg Interest Paid « Gross Markup »
Total Assets on TDfTD

IS 2 3{—2
1952 .« - 0 . e e 241 - 1.13 L8
953 « o« - o e e 0 2.G3 1.23 .70
TG54 ¢ 4 e e e e e 2.96 1.30 .66
1955 . - e e . . e s 3.73 1.36 1.7
s . . - . o 3.47 .58 1.8y
TO57 » o« e e e 3.95 2.08 1.67
95 . . . 0 o 3476 2,20 1.56
950 - e . e e - s 4.07 2,36 1.71
12157 SR 437 2.61 1.476
96T .« .« o . 0 . 4.28 2,73 1.55
962 . . . . . . . 4.38 3.23 1.15
963 « o« e o 0 e 4-44 3-34 1.X0
why « . .. . . . 4.56 347 1.09
s .. . . . 462 3.73 0.8
0ot . . . . .. 497 411 0.86

. * For period 1g52-56 ratio was total earnings/total assels; change in series probably is
mslngm-ﬁcant since for peried of available overlap (1957-61) differcnce in ratios was 1-2 basis
points for most years.

Source: Federgl Reserpe Bulletin, * Income Ratios by class of »
¢ 7 y class of Bank ®, May 1967, pp. 8O
ff, and carlier atticles in that seties, ' YT B T

“ dirctft ” cost of TD. By not including other banking costs, we are
assuming that the manufacturing and overhead costs attributed to
D and/or to DD (demand deposits), as well as for savings accounts
at savings and loans and other nonbanks, are roughly comparable.
Fu}‘_ﬂ}e_r, these direct TD costs are quite directly related to the banks’
de’ms_,mn to compete; the nonbanks’ capacity to meet that competition.
will' be highlighted in this manner. In any case, more precise
&ttenlnpts to specify production costs in bank and nonbank industries
would necessarily require a heavy dose of judgment, for banks in
particular and nonbanks to a lesser extent, are multi-product firms
whose production outlays cover a wide variety of assets as well as

3
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the liability costs (16). Finally, we are mainly concerned with the
petiod of the “banking revolution” of the sixties, when competitive
bidding for TD made them grow in importance to first equal, and
then overshadow DD in magnitude, A comparison of direct TD
costs thus appears appropriate,

Now to the proof of the pudding, namely, that the banks’
markup between AR and AC was held rather high during the
relatively slow throughput years of the 1950’s, bue that it was reduced
in the 1g60’s as the banks opted for more volume and larger
aggregate profits, albeit at the cost of cutting their unit profits {or
markup). Consider the data in column. 3 of Table 2 called © gross
markup ”. In the 9 years 1952-60, we find but two in. which markup
was below 1.66 percentage points, while markup during the period
averaged 170 percentage points. Following 1960, however, when
the banks began aggressively to compete for TD with deposit-type
nonbanks in order to raise throughput volume, their markup dropped
sharply indeed: in 1962-64, markup fell to a 1.10-1.15 per cent range,
and in 1965-66 to less than go basis points. In those last two years,
in sum, the markup as defined had dropped to half its 1960 level!

From these data we may readily conclude that the average bank
has, in fact, shifted the throughput rate in the 1960’s much closer
to the optimum profit position than it ever had been before. In other
words, our American Bank and Trust Company, shown in Figure 1,
moved much nearer to the point where MR = MC, and in the process
it had become a much tougher competitor for other banks — who
were compelled to follow suit — as well as for the nonbanks (r7).

{(16) For a useful summary of the problems of costing bank services see Srusrr L.
Gueenpav, © Costs and Production in Commercial Banking *, Monghly Review, Federal
Reserve Bank of Kansas City, March-April, 1966, pp. 11-20. For a treatment of some technical
aspects of that problem see J. P. Furniss and P. S, Naprer, “ Should Banks Reprice Corporate
Services ®, Harvard Business Review, May-June 1966, pp. 95-105, and H, C. Cazg, “Pricing
of Correspondent Banking Services *, Bankers Magazine, Summer 1567, and J. M. GUITENTAG
and E. . Hupuan, Banking Structtive and Performance, Bullerin, N.Y.U. Institute of Finance,
1967, esp. Chapter 4 and appendixes.

(17) Other aspects of the attempts to raise throughput and eggregase profits (rather than
high markups), albeit at a price, involved, among other techniques, the sale of capital notes,
premium bids for Federal funds, as well as repatriation of Furodolar balances, particularly
in 1g66. For further discussion see E. Brock, Eurodoilars: An Emerging International Money
Market, N.Y.U. Institute of Finance, 1966 '
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3. How Did the Competition Come QOut?

In the preceding section we explored the extent to which the
bidding for deposits, and particularly for interest-bearing deposits
escalated as between the banks and the nonbanks. By concentrating
our attention on the changes in markup. that the banks were willing
to accept we, in cffect, examined the bank pricing decisions for
inputs and outputs. The time has now come to examine the effects
of these changes on bank vs. nonbank competition as measured by
the rate of throughput. Or, in other words, we will now asscss how
“badly * the banks fared during the “high markup” days of the
fifties contrasted to how well the nonbanks did then; we will then
bring the story up to date by analyzing how these institutions are
doing today.

In Table 3 we attempt to get the broadest possible perspective
on the banking industry’s throughput volume by using the Federal

RELATION OF INCREASES IN INTERMEDIARY LIABILITIES ot 3
TO NET FUNDS RAISED BY NONFINANCIAL SECTORS, 1g52-66
(in per cent)
Commercial Banks Nonbanks Banks
Years - and
DD ks Total s&L MSE Total » | Nonbanks
L z 3 (43 4 5 6 (4t5) | 7 (3+46)

052 . . . . 9 0 19 9 5 16 15
1953 « -+ . . 3 12 15 13 6 20 35
054 . . ., 17 15 32 18 8 27 59
955 . . . 9 3 12 13 5 19 3r
956 . ... 5 7 13 17 6 25 38
957 « - - . 4 17 21 15 5 21 42
1958 . . 12 19 31 14 5 21 52
959 « . s 2 2 12 2 16 18
960 . .. — 1 16 15 a1 4 24 42
1921' e . 11 20 31 8 4 24 55
_ 362 : 3 26 29 17 3 23 52
196131. oo 5 23 28 18 5 25 53
o e 6 22 28 16 6 24 52
_ R 10 20 5 4 10 29

*# Includes credit uni i
unions, which averaged between 1- r
** Less than I per cent. 8 freen T2 pet cent per year

Source: Pederal Reserve, Flow of Funds Accounts.
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Reserve’s fAow-of-funds data to relate: (a) intcrmediary inpots to
(b) the use made of outpauts by ultimate borrowers, namely, the
nonfinancial sectors. In the process of attributing input/output shares
to hanks and to nonbanks we will be able as well to assess (c) the
extent to which these two competing groups of institutions have
been able to raise their “ sales” of liabilities to the public in order
to provide for the credit needs of the nonfinancial area of the econ-
omy as a whole.

To take the last point first, consider our analysis of the banks’
and nonbanks’ total throughput shown in column 7 of the table.
In the period 1952-60, We note a rather variable pattern in annual
share of credit supplied to nonfinancial sectors that is attributable
to deposit expansion of deposit-type intermediaries. ‘This type of
intermediary throughput ranged between the lowest shown, of 18 per
cent in 1959, and highs of 59 and 52 per cent, respectively, in 1954
and 1958, A quick glance at column 6 indicates that nonbank
throughput during that period was rather stable, and that it was
the extreme variations of commercial bank-type intermediation to
which the wide variability of deposit-type institutions (shown in
column %) can be attributed. Indeed, during the two peak years of
total throughput of 1954 and 1958, bank credit (column 3) con-
stituted 32 and 31 per cent, whereas in all other years prior to 196t
it only reached about 2/3 of that figure at best, and was frequently
below that. And as columns (1) and (2) indicated, TD were just as
unstable as DD. Taking the cntire 1g52-60 period together, the
volume of financing of “real” sectors attributable to intermediary
throughput averaged 39 per cent per year, with the nonbanks con-
¢ributing more than half that figure, or about 21 per cent, and leaving
but 18 per cent to the banks.

In the 1661-66 period, on the other hand, just about everything
in the pattern was reversed. To begin with column 7 again, we
now find rather extraordinary stability in total throughput rate, and
at the much higher rate through 1965 of 52 to 55 per cent. Further,
this general pattern of stability is now more characteristic of bank
throughput than of nonbank. Morcover, bank throughput now
contributes the lion’s share (averaging 29 per cent out of a total of
50 per cent) rather than nonbank; and finally, the banks’ expanded
role in financing throughput is shown to be almost exclusively a
function of sharply rising TD.

- institutions with country
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To be sure, during the year of “credit crunch ” in 1966, banks
and nonbanks both had to restrict throughput, But as the data in
the last. line cleatly suggest, a tight monetary policy that initially
placed increasingly great pressure on the banks, paradoxically affected
the throughput of the nonbanks far more than that of the banks!
No‘nbank'thmughput, at 10 per cent, fell to the lowest level for the
eftire period, whereas that of the banks shrank only to a level that
in any year prior to 1961 would have heen counted a good year.
In sum, the improved competitiveness of the banks enabled them
to hang on to a respectable share of the 1966 market shrunk by very
tight monetary policy, even though the impact of that restrictive
policy hit them first.

The explanation for the banks’ improved ability to compete in
the 1960’s as well as in 1966, when money got very tight, has been
attributed above to the ability to expand TD. Earlier on, we noted
that the banks were willing to do this by buying more TD inputs
at “ prices ”, or rates, that were rising faster than revenues because
they were willing to underge a shrinkage in unit margins to rase
total profits. Table 4 indicates how rates paid by banks on TD ap-
proached rates paid by S&L’s ever more closely (see columns 1
and 2). Column 3 of the table, called “ spread ”, reflects the com-
petitive stimulus of the banks, and the response of the monbanks,
particularly as the banks began to raise rates in 1957 following a
change in ceiling rates of TD.

‘Taking the competition in chronological order, the 1950-1956
period shows S&I, rates drifting up slightly from 2.5 to 3.0 per cent,
while deposit rates of other nonbanks such. as, e.g., Mutual Savings
Banks followed suit (18), In that period of “competitive quiet”,
1950-1956, the nonbank-bank deposit spread held fairly steady in
the neighborhood of 150 basis points, The table also indicates that

wsed lf;ﬂe) gﬁlﬁl; v:ldi, interregional diﬁ'crence.s in interest rates, the country-wide averages
differencts b v ) e no more representative than any average. That there are wide
of Storns myﬁ glon on 1a§es paid en even such homogeneous items as short-tertn business loans
Fedem} Re;ewgg?éi%?g ;an ¢ seen from the 'Federa\.l Reserve’s revised loan serdes (see May 1967
on the Way e thcn;af. 425); sucﬂh loa'ms carried & rate of ?.32"/0 in the Southeast, while
end of 196, conventin lc was 6.90%,. The range is even wider for mortgages, for at the
in Tosten o o 11 g 621 mortgage rates on new homes ranged from a dow of 5.24 per cent
by associations ingxgﬁs W-'::sli:ﬁl‘_{c?t in Housltou. ‘The range on rates paid on savings balances
Home Loan Rany Distrc'[‘ct ;1:;1 ar yh\fvfe, with a low of 403 per cent paid in the Indianapolis
level. of abstraction. hes a hig _of 472 per cent in San Francisco District. At our
s “ver, comparisons of country-wide averages are appropriate for
-wide coverage, such as banks and § & L’s. : R
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banks could have competed more aggressively under the Reg. Q
ceiling of the early and mid 1950’s, but they chose not to do so.
Following the Regulation Q change effective in 1957, banks began
more aggressive bidding since the spread fell to 1.2 basis points as
bank rates rose faster than nonbank. And when the banks’ rate
ceilings again were raised successively in 1962, 63, 64 and 1965, the
competition for funds began in earnest. Spreads sharply narrowe

as a result, to reach the 4 percentage point in 1965 and a low
of .3 percentage point in 1g66. In sum, Table 4 indicates three com-
petitive phases in bidding for TD by the banks against the non-
banks: the quiet period of high spreads (1% percentage points)
prior to 1956; the acceleration in TD rate advances 195761, and
finally the period of active competition as an aspect of the banking
revolution of the 1960’s. And the rapidly improving rafes paid on
TD help to explain the rapid growth of TD as inputs to feed the
accelerating throughput of banks shown earlier in Table 3.

The question now arises, why did the S&L’s not retafiate by
raising their liability rates — as rates rosc on asscts — o 48 to main-
tain their competitive spread over banks at, say, 80 basis points or
better? That spread, through 1963 at least, had allowed them to
provide between 18 and 20 per cent of net funds raised by non-
financial sectors (Table 3). The answer is simple: in the mid-sixties
the character of, and returns earned on, their assts did not allow
them to push up income rates — that is, their AR function could
not rise as fast as that of banks, Recall that S&L’s and MSB’s, and
other nonbanks as well, have a heavy stake in such long-term assets
as residential mortgages; moreover, there is no ready secondary
market for “ turning over ” a large portfolio of mortgages (19).

To be sure, most residential mortgages are refinanced prior to
maturity, thereby permitting some upward rate (and nonrate) adjust-
ments on a share of this portfolio, and some 15-20 per cent of the
nation’s housing stock has tended to turn over in the average postwar
year. Given even the upper range of that rate of tarnover, institu-
tions specializing in mortgages could expect that about 1/5 of the
AR of existing portfolio (which includes amortization of all mort-
gages) would be adjusted to reflect a rise in rates. Higher rates
would, of course, also be placed on mortgages financing new con-

(19) By contrast, the municipal, U.5. Government, and corporate securities carried by ‘

banks in their investment portfolios all enjoy relatively liquid secondary markets.

Changes in the Structure of Bank and Nonbank Competition in the United States 39

COMPARISON OF SAVINGS RATES PAID BY SAVINGS ot 4
AND LOAN ASSOCIATIONS AND COMMERCIAL BANES, 1950-66
{(in per cent)
' Commcreial
Years i BE/ZL ’ Bz;nks Spojiad
//o a
—_ 1 i — 2 3 (1——2)

I050 « « - e 4o+ 2.5 a.9 1.6
TGET » o« 0 s e s s 2.6 1.1 1.5
152 « o« v e o« e e 2.9 LI L6
1053 « + - v e ovov o 2.8 1.1 1.7
954 « v o+ e a0 oe s 2.9 1.3 1.6
IO + - s e e s 2.9 1.4 1.5
1956 0 . - e e e 2.0 .6 1.4
157 « « e e 0o 2.3 Z.1 1.2
g8 . . . o . . 3.4 2.2 1.2
TYSY - . v e e e 3.5 2.4 1.2
960 « . . . e w e . 3.9 2.6 1.3
hr . . . . e e . 3.0 2.8 LI
1962 . . o e e e e 4.1 3.1 0.9
1963 « . 0 e e 4.2 3.3 0.8
1964 - - 0 v« e s 4.2 3.5 0.7
905 « . . e e v 4.2 3.7 0.5
whbe . . . . . . 44 4T @3

e: Partly estimated.
Soutce: Savings and Loar Fact Boofk, 1966, p. 17.

struction, As a result, it might be supposed that better returns on
refinanced and new mortgages would substantially raise the ability
of nonbank mortgage lenders (especially S&L’s) to compete for
financial inputs. But the ability to compete for inputs is a function
of average revenue of mortgage portfolio, and some 4/5 of that
revenue is fixed at earlier rate levels, In view of the fact that rates
1r& .thc eatly 1960°s were lower than in the mid 1960’s, the upward
;JLISET)cnt of aggregate earnings on a mortgage portfolio is quite
. z‘lgng .al)gé(fa;se the wc1g1§t of the lower rates on mortgages made
: ears . i )

oF the portfolio,s years and carlier pulled down the earning power
The sluggishness of upward adjustment of average revenue (AR

c(:)a_n be illustrated by the data in Ta]lalc 5. Here we sl%ow rates pgacec)l
D new conventional mortgages (column 1) for each of the years for
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which such data have become available. And we can see that while
these rates fluctuated by fairly small amounts in the period 1961-65,
they really jumped in 1966, rising to 6.40 per cent. But now con-
sider the 5-year moving average (column 2) computed to indicate a
rough proxy for AR of a mortgage portfolio. For the exercise it
was assumed that 20 per cent of such a portfolio consisted of 1966
mortgages although this tends to overstate the improvement in AR
owing to the sharp cut in 1966 S&L and mortgage throughput
indicated in Table 3. Nevertheless, the AR of portfolio in the exer-
cise is improved by less than 1o basis points, a rate that is consistent
with data derived by U.S. Savings and Loan League (sec below).

TABLE §

COMPARISON OF RATES EARNED ON NEW CONVENTION MORTGAGES,
SAVINGS RATES PAID TO PUBLIC, AND  SAVINGS "SPREAD *
(in per cent) )

Rates on new | Five-Year S&L « Savings
) d conventional Moving Savings Sprea d%)
Year-en mortgages* | Average ® | Rates g
N ¥ a : 3 4 (1‘——3)
S 597 39
962 . . v e e 5.93 4.1
£2115% S 5.8 4.2
1964 o« 4 -k 5.80 4.2
1965 . . . o o o 5.83 5.87 : 42 1.y
66 .« . e e s 6.40 5.95 44 e 1.6

e: Partly estimated.

% PHA series for full period available. Morigage rate for 1g61 year-end is that for
January 196z, the earliest date available.

# Average for 5 years placed in fifth year.

Source: Federal Reserve Bulletin.

In effect, an aggressive campaign by S&L’s to attract more sav-
ings capital in a period of rising rates would require a quick upward
adjustment in rates paid on inputs (AC). Yet, as noted, the average
revenue (AR) of a mortgage portfolio moves upward but sluggishly
even if, in any one year, mortgage rates do zoom, Inevitably, then,
the maintenance of a given throughput rate of financing on the
capital markets would require the S&L’s to sharply cut the difference
between stable AR and rising AC. In other words, markups would

P X ey
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have to decline, for only a willingness or an ability to cut markups
would allow S&L’s to meet rate competition for inputs (20), To
meet bank competition on more or less even terms, S&L markups
probably should have contracted by as much as did bank markups,
which, as noted, were halved between 1960 and 1966.

Were S&Ls able to shave markups? Consider the fact that
in 1965, when S&L’s already experienced some difficulty in attract-
ing and holding on to savings capital, their ® savings spread ” (as
computed in column 4 of Table 5) was 1.7 percentage points. Using
slightly different data that go back to the 1950’ (provided by U.S.
Savings and Loan League) we find that comparable savings spreads
fell but little, from about 1.8 per cent in the 1950’s to about 1.6 per
cent in 1966, In 1966, indeed, savings and loans generally raised
savings rates, but the Federal Home Loan Bank Board restrained
rate increases as the “ savings spread ” was squeczed below the level
that the Board deemed to be appropriate. An important factor in
that decision was the decline in portfolio quality experienced by
member associations, To begin with, in early 1966, the annual rate
of nonfarm real estate foreclosures rose to about 5 per 1,000 mort-
gaged structures, a rate about twice that of 1960, and a record for
the postwar period. Worse yet, the first line of defense of portfolio
quality as a whole, namely, the growth of total reserves, fell very
sharply in 1966 (21).

In point of fact, the basic constraint on competitive capacity of
S&L’s is the slow turnover of mortgage asscts that, in periods of
rapidly rising interest rates, necessarily places a ceiling on aggregate
carnings, and by extension, on the capacity to hold, much less attract,
new ratesensitive savings capital. I addition, each of the recent
periods of monetary tightening (c.g., 1959 and 1966) were accom-

; (20) It should be emphasized that owing to a vatiety of technical reasons, this exercise
is meant to be racher illustrative more than anything else, For example, it omits ponrate
Inortgage income, such as initial fees, ctc., as well as offsetdng higher costs of servicing
a mortgage portfolia,
. (21) The capital accounts of financial institutions represent, for the supervisory author-
itles, the first line of defense against declines in asset valties. From thé point of view of the
FHLER, the sum of reserves and retained earnings — or net worth — is the proxy for capital
accounts of targely mutual member association. In the period rgso-gba, the net worth of
Associations grew, on average, by about 14 per cent per year, From that point on, however,
2?‘:};:1 increments f-'O. net worth fell, to reach a low of less than % per cent in 1966, In vi.ew
rising 1966 foreclosure rate, the FHILBB apparcatly decided that a year of slowly rising

reserve cushi i i fse i - .
erve cushion was not the time to permir a further rise in AC, particularly in the face of
very sluggish rise in AR,
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panied by much faster increases in short-term rates than in long-term
— that is to say, yield curves tended to flatten as they rose, thereby
helping holders of short-dated assets, such as banks, It should be
recalled, further, that during a good part of the mid-1g60’s Federal
debt management policy, called operation twist 7, was intended to
press down on longer-term rates while shoring up short-term rates.
As a result, a structural income problem was building up for non-
bank holders of long-term assets, namely, a lower rate of AR for
some time in the future. This set of problems can be illustrated by
the much sharper reduction of S&L profit rates in 1966 than the
decline in bank profits; for, while bank profits fell a bit between
1960 and 1966, the decline experienced by S&L’s, particularly after
1962, was greater and much more abrupt (22).

Perhaps the most direct way of looking at this new effect of
monetary policy (which is the reverse of that worried about by
Gurley-Shaw) is to consider the extent to which the rising interest
rates of the tight-money period of 1966 have influenced the through-
put rate of the entire intermediation process, For if, as indicated

by Gurley-Shaw, both bank and nonbank intermediation creates new

credit, a monetary policy designed to restrain a rise in total credit
must needs reduce the rate of intermediation. In an operational
sense, there should be a decline in the dollar volume of funds sup-
plied to credit markets by intermediaries (or throughput) and this
decline might well be associated with a rise in direct investment by
nonfinancial public — or in disintermediation. And we should find
out whose throughput was most affected.

(22} The differential effect on banks and § & L's of financial policies, regalations, and
other factors in the 1gfo’s can be illustrated by a comparison of profit rates of the two
groups. For member bank profits we use net income as 2 ratio to average bank capital
accounts; for a  profit proxy ” for the largely mutual § & L’s we usc the annval rise in
reserves and retained profits to average net worth during the year, The results are, in per cent:’

t i &

Year Profit proxy, § & L's Bé:gitgf ai[:o?;:tsf
I660 « 4 4 e e a e e 12.6 0.1
L A 13.6 9.6
- S 13:3 8.9
1663 « 0 . v e e e e e e e 10.0 9.0
107 S 9.1 8.8
IG5 « . - o e e e e s 10.9 8.y
1966 . . . . . e 6.0 8.6

Soutce: Federal Reserve Bulletin, May 1967, p. 716, and Federal Home Loan Bank
Roard, Annnal Repors 1966, Washington, 1967, Appendix Table 13,
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The development of substantial disintermediation in 1966 is
clearly illustrated by Flow of Funds data presented in Table 6. In co-
lumn 1, we show that transactors such as households and business (23),
which provide most inputs of intermediaries, directly contributed in
1966 nearly one-third of the funds used by credit markets, contrasted
to a share averaging about one-tenth in the preceding five years.
It may be noted that in prior periods of relatively tight money (1957
and 1959) disintermediation also was relatively high., Now how were
potential “ depositors ” induced to do their own investing? Co-
lumn (5) of the table gives the answer in the form of sharply rising
yields on Treasury bills. In the years 1957, 1959, and 1966, these
bill rates (and other comparable yields) not only rosc very rapidly,
by between 2/3 to 1} percentage points over the prior year, but

TABLE 6
SHARE OF FUNDS SUPPLIED DIRECILY TO CREDIT MARKETS
BY SELECTED GROUPS, ANNUALLY, 1956-66
(in per cent)

Memo [tem:

Private . Market

¥ . Domestic 001u1n§rmal Nonbanks * "Total Rates

gars Nonfinancial Banks oTn go-day

reasury

Bills #*
T 2 3 4 (+at3) 5

1956 . . . . 16 17 57 90 2.62
957 . .. 25 16 53 93 3.23
958 . . . . 8 37 45 9o .78
1959 - . . 38 8 39 85 337
o . . . . I 24 62 87 2.87
961 . . . 5 15 48 88 2.36
196 ..o 8 34 45 87 277
963 . .. . 9 34 48 g1 3.16
S 13 32 3 88 354
1965 . . . . 12 4o 37 89 3-95
o6 . .. 30 26 30 86 4.85

* 1 1 . .
- Savipgs and leans, mutal savings banks, and credit unions.
Annual averages.

Source: Federal Rescrve Bulletin, Flow-of-Funds Accounts; and tables on Money
Market Rates,

nonﬁng?c)igllnvfhe Flow-of-Funds accounts, and Table 6, these units are called “private domestic
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in each case their rates approached or exceeded rates available on
time deposits or on the country-wide average for S&L shares (com-
pare with Table 4). |

If a tightening monetary policy does produce disintermediation,
which intermediaries lose out, and by how much? Columns (2) and
(3) of the table readily indicate how little the nonbanks were affected
in the late fifties (in contrast to a drop to 8 per cent by the banks
in 1959), whereas in the sixties the banks show up much better, and
the nonbanks comparatively less well. Put slightly differently, a rise
in open-market rates associated with greater restrictiveness of mon-
ctary authorities places a premium on capacity to rneet the com-
petition of these (higher) open-market rates. In the short run,
financial intermediaries can raise rates on their liabilities and compete
by accepting a {unit) profit squeeze. Such a squeeze becomes accept-
able if upward adjustments can be made soon on rates carried by a
significant proportion of assets. The shorter-term structure of bank
assets allows the banks to do this far more readily than nonbanks,
as noted., And further, as noted, the banks’ longer-run decision to
buy faster throughput, or growth, with the acceptance of lower unit
markups improved their competitive position. By contrast, the non-
banks were locked into longterm assets (which have virtually no
secondary market) and as the quality of their portfolios declined,
supervisors were loath to allow the nonbanks aggressively to compete
for funds that might have led to further deterioration in portfolio
guality. For all of these reasons, the throughput rate of banks held
up much better than that of nonbanks in 1966.

An overview of our analysis can be based on the approach pre-
sented in Figure 1 by using cost-return and throughput data together,
as we have in Figure 2 (24). The comparisons made refer to
throughput performance derived from Flow-of-Funds accounts in
Table 3 for two representative years, 1957 and 1966, and for both
banks and nonbanks (25). Taking the throughput performance of the
banks first, Table 3 indicated virtually the same throughput rate for
both years, at 21 and 20 per cent, respectively. Tt should be noted,

{24) The truncated bits of AR and AG curves in the Figure are provided for illusirative
purposes only,

{25) The year 195y was chosen hecause it was the first year during which a postwar
Regulation Q change became effective. As a result, the banks had begun 1o compete for
funds even in the period prior to the banking revolution of the 1960’s. And for this reason
banking throughput had already shifted to the right of minimum AG (see Figure 1), and no
longer reflects a maximum cost/vetura spread. - -
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FI1GURE 2

COMPARISONS OF MARKUP AND THROUGHPUT RATTES FOR BANKS
AND NONBANKS, 1957 AND 1966
(in per cent)

Commercial banks Nonbanks
| Savings and
furags o o |
B 1) | and AR AR
(in per cen ,
1957 { 479 e 5"}“
AR
3.75 [ T |
, | 5.08 |
| =1ac
208 [ |
| l
21% 2%
Average costs ! |
ﬂnd returns ‘ ' 595 I AR
¢in per cent) [ '
L) S——— i
R =7 4.45 7*M_'_7|/AC
l |
| |
| |
i |
[ - | >
20% 10%

Throughput rates Throughput rates

Note: Throughput’ volume, in dollars, was: $33 billion in 195y and $y1 billion in 1966.

. Sources: Table 2, 3, 4.

however, that the 1966 data refer to a dollar total of $71 billion, or
more than twice the dollar volume of $33 billion in 1957. Interest-
ingly enough, the throughput rate of the nonbanks in 1957 also was
at 21 per cent rate (26). But in 1966, the nonbank rate of throughput

(26) That 21

. per cent share also represents the through ag i
period. 1oga.Go. n p . e throughput eeerage for nonbanks in tl}c
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was cut by more than half, to 10 per cent. A quick glance at the
x-axes of Figure 2 shows that in 1966 tight money was tougher to
live with for nonbanks than for banks.

This is only part of the story, however. For the banks held on
to their throughput share only at a price: a halving of their average
markup (compare y-axes of Figure 2), Whereas in 1957 bank AR ex-
ceeded AC by about 1.7 percentage points, that markup had fallen to
.9 per cent in 1966, On the other hand, the markup of the nonbanks
fell by no more than 20 basis points from 1.6 per cent (1957) to 1.55
per cent (1966). Finally, because the reduction in bank markups has
come to a greater extent from: higher rates paid by banks on inpus
rates, which roughly doubled between 1657 and 1966, it is under-
andable that the banks could better hang on to their share of in-
flows of funds, thereby maintaining capital market throughput. In
the short run, higher rates could be paid by banks because their
greater asset flexibility had a shotter built-in time lag between raised
eosts and raised revenues. Even in the longer view, the banks were
willing to accept lower markups for some time because, with faster
growth, and by accepting a decline in capital/risk asset ratios, they
were able to maintain earnings rates (27). But whatever their im-
mediate reason, the acceptance by banks of lower markups in 1966
helped them to maintain throughput, thereby being hurt less by
policy-induced disintermediation than the nonbanks were.

4. Conclusions

The foregoing has tested the extent to which banks have a
unique means of expanding what has been called throughput in
this study because they operate to the left of the MC= MR position.
It was argued that the extent to which the banks succeeded in ex-
panding throughput by reducing unit profits, the “ banking revolu-
tion ” was only partly attributable to the more permissive admini-
stration. of Reg. Q. The point that this study has attempted to
make is that the sufficient condition behind the banking revolution
was the willingness of the banks to bid for higher-price funds.
This willingness did #o¢ exist through most of the fifties as the

(a7) This process has raised some questions about  bank soundness * among bank
supervisors, See speech by W. F. Trersex, “gome Current Banking and Economic Prob-
lems ", Federal Reserve Bank of New York, Monthly Review, Sept. 1967, po 170,
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carly data on operating revenue/TD spreads clearly indicated
(Table 2). The shift in management decision to aggressively seek
out TD was illustrated by the halving of AR/AC spreads in the
sixties. As a result of that decision, the outstandings of TD are now
some 20 per cent greater than DD. On another level of analysis,
the narrowing of cost/return spreads has moved banks closer to the
theoretical profit optimum (as suggested by Tobin). And the ina-
bility of S&L’s to compete for inputs was related to their inability
to cut their cost/return spreads, which was associated, in turn, with
the long-term nature of their asset structure.

Looked at from the point of view of the S&L’s, their less flexible
asset structure and the absence of a large-scale secondary market for
mortgages made it difficult to adjust to the increasing and cumulative
pressures of governmental financial policies and bank competition.
Thus, in retrospect, the extent to which “ operation twist” was a
success in the carly sixties implied that sometime later S&L’s would
experience a lower rate of AR than would otherwise have occurred.
When this was followed by a restrictive monetary policy associated
with rising rates and a flattening yield curve, the competitive position.
of S&I’s worsened further. In the words of the Federal Reserve’s
Aunnual Report, the © ... impact of tighter credit conditions (fell)
heavily on nonbank institutions and therefore on the mortgage
markets... 7 (28) and in July 1966 the Board voted to provide for
“ emergency credit facilities... through Federal Reserve Banks... to
nonmember depositary-type institutions, including mutual savings
banks and savings and loan associations ” (2g). Following the bank-
ing revolution, public policy concern has turned from the fate of
the banks (Gurley-Shaw) to that of nonbanks — a turn of 180 de-
grees, For the competitive position of banks at home — as well as
abtoad — has probably changed for good,

New York ErnesT BrocH

(28) Fifty-Third Annual Repors, Board of Governors of the Federal Reserve System
1966, Washington, rg6y, p. 28. ’

(29) 1bid., pp. 2g-30, p. 9I.




