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The Financial Congeneric”

“The laws of production of wealth partake of the
character of physical truths. There is nothing optional
or atbitrary in them. It is not so with the distribution
of wealth. That is a matter of human institution solely ™.

].8. M, Préincipies of Political Economy.

Introduction

Recent developments in commercial banking in the United States
have exerted a profound impact on the financial structure. Concern
about the growth of “ financial congencrics” has prompted the pas-
sage of the One Bank Holding Company legislation of 1970, intended
to contain the expansion of commercial banking into other types of
business activity, in addition to the traditional loan-deposit function.!
A “financial congeneric” may be defined as a One Bank Holding
Company (hereinafter IBHC) organized by a bank, with the bank
as the principal subsidiary, designed for the purpose of assuming a
variety of financially related activities. Debate in this respect has
centered around possible anti-competitive aspects of banks and non-
bank enterptises being owned by the same corporation and the
unique role of commercial banks in the economy.

As an indication of the magnitude in the growth of IBHC’s, it
is estimated that in 1955 there were 117 such holding companies in

* The authors wish to express their thanks to Robert C. Holland for reviewing an
earlier dyaft of this paper and offering valuable suggestions and Le Manh T'ri for helpful
advice, The remaining shortcomings are entirely of our own doing.

Frank M. Tamagna is Professor of Feonomics at ‘The American Univetsity,
Washington, D.C. Terry Chuppe is Financial Economist, Securities and Exchange Com-
mission, The Commission, as a matter of policy, disclaims responsibility for any private
publication of its staff; the views cxpressed herein are those of the authors and do not
teflect the views of the Commission ot its staff,

1 Although major banks have not sought to do so, the banking law prior to the
passage of the rccent legislation did mot prohibit a IBHC from diversifying into non-
financial types of activitics. Major banks have refrained from doing so, presumably in
self-interest and also because they tecognized that farthcoming legislation would require
divesture of activities clearly outside the domain of commetcial banking,
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existence with commercial bank deposits of $r1.6 billion, but in
October of 1970 there were approximately 1,200 IBHC’s with deposits
of $r50 biltion (see Table 1). Most of the recent formations were
financial congenerics organized by the nation’s major banking
institutions.

"T'ARLE I
ESTIMATED GROWTH OF ONE BANK HOLDING COMPANIES, 1955-19%0 2

Year . Commercial Bank
Number of [BHC's Deposits (billion §)

December 1955 . . . . . . . . . . . 1y 1L6
December 1965 . . . . . . . . . . . 550 15.1
December 1968 . . . . . . L L L L 783 108.2
October 1970 . . . v . . . . . . .. 1,200 150.0

In addition to the financial congeneric, as defined, two other
types of IBHC's may be distinguished. There is what may be
termed the “traditional ” IBHC, which refers to organizations that
have operated for a long period of time controlling a bank as well
as non-bank enterprises. These were usually closely-held corporations
that were set up to provide a convenicnt means of combining
managemment and ownership of small banks in order to realize
certain tax and management advantages. Sccondly, there is the
cong_lomeratc organization which usually refers to a corporation
owning a bank and where the bank is not the major corporate
activity. All types of “one bank? holding companies had been
exempted from the Bank Holding Company Act of 1956, which
prov1.ded for special regulation by the Federal Reserve Board of
mulL:1bank holding companies beyond Federal State regulation of
the individual banks included in such holding companies.

The increase in the number of IBHC's, indicative of the trans-
formation of the banking system, is the result of two principal
factors. First, commercial banks, which have been diversifying into
financially related lines of business for at least a decade, have in

2 Statistical source: Statf of the House Committee on Banking and Currency, Report
on the Growth of Unregisiered Bank Holding Companies - Problems and Prospects, g1st
Cong., 19‘69 and The Federal Reserve. It should be noted that these are estitnated ﬁ?gurcs.
The precise number of IBHC's is unknown since they have not been requited to register

with any federal bank regulatory agency due to their exemption from the Bank Holding
Company Act of 1956
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recent years been faced with numerous law suits by competitors
claiming that banks have an unfair competitive advantage and are
illegally engaged in such activities. Second, the introduction of
legislation in Congress, to regulate “one bank ” holding companies,
which had remained exempt from the Bank Holding Company Act
of 1956, induced a number of major banks to reorganize into
holding companices before the law would become effective in order
to take advantage of the “ grandfather clause * usually contained in
new legislation. '

This paper will focus on events which led to commercial bank
diversification culminating in the formation of the financial con-
generic — a bank-dominated IBHC. In order to facilitate our
presentation, this paper will be divided into three sections. Because
commercial banking is a closely regulated industry, it will first
focus on recent banking history and the factors that shaped a
regulatory philosophy tending to restrict diversification and competi-
tion within the banking community, leading to the recently passed
legislation extending Federal regulation to one-bank holding com-

anies. Sccond, the paper will describe some of the more important
functionally-related services offered by financial congenerics, apart
from the conventional deposit and loan services of commercial
banks. Finally, it will examine the economic forces that led toward
commercial bank diversification into functionally-related areas.

1. Recent Development of U.S. Commercial Banking

In order to gain a better perspective of the development of the
financial congeneric, it may be useful to review certain events of the
past fifty years that had a pronounced impact in defining the
functional role of the commercial bank in the U.S. economy. This
is not an attempt to give a complete banking history of the period,
but merely to consider those economic and institutional factors which
tended to limit the services provided by commercial banks and to
restrict competition among banks and non-banking financial institu-
tions. This section concludes with a discussion of the IBHC legisla-
tion of 1970 which is designed to extend Federal rcgulation to one-
bank holding companies.

In 1921 more than 30,000 banks served the nation. This was
the end of a trend that began at the turn of the century which saw
an average of 500 banks a year added to the system (see Chart 1).
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Tod?y there arc fewer than half as many banks as existed in rgar.
During the 1930-1933 crisis 9,000 banks failed, but perhaps more
significant were the 5,000 suspensions which took place in the
1921-1929 period when most of the economy was prosperous.
There were many factors that contributed to this development in
the decade of the 1920’s. Many rural banks suffered the consequence
of a depressed agricultural sector amidst a generally prosperous
economy. A considerable increase in bank competition prior to the
adjustment in the 1920’s is strongly suggested by the increase in
number of banks (se¢ Chart 1). Improved transportation, with the

CHART I
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3 Bee, for c‘xamplc: Bank Mergers and Concentraiion of Bank Facilities, a staft
report to subcommlt.tec No. 5 of the Commirtee of the Judiciary, 5952, pp. 8-25, and The
Banking .Sl‘tr.ucmre in Evolution - A Response to Public Demand, roand Annual Report,
The Administrator of Naticnal Banks, 1964, pp. 7-13.

4 Sources: Bank Mergers and Concentration of Banking Facilities, p. 11, 1962;

Recent Developments in The Structure of Banking, p. 17, 1962 and Anmual Reports, FDIC
1961-1G67, ‘ ,
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development of the automobile, led to increased competition among
banks and the disappearance of many small and relatively less
efficient banks. There were many bank consolidations during this
period, which, to a large extent, may have been the result of carlier
growth in the size of business corporations which banks served and
the need for banks to provide a greater variety of services for
which only large banks would have the necessary resources” It
appears that economies of scale were most evident in connection with
the trust business ¢ and the financing of foreign trade or the rendering
of services to customers going abroad. In a recent article, Peltzman?
argues that the volume of mergers may be a good proxy variable
suggesting an increase in cconomies of scale. If there is an increase
in the size at which a bank’s cost curve becomes flat, previously
efficient banks will become ineflicient in the process and therefore
must expand their size. A merger is a convenient way to achieve
this result.

Diversification in banking during this period represented an
attempt by banks to perform for their customers all of the financial
services for which they had need, rather than have them depend in
part on other institutions. Despite the restraint that State and
Federal banking laws prior to the passage of the 1933 Act placed
on activities of commercial banks, they managed to develop such
diverse lines of business as trusts, insurance, acceptances, investments,
banking and loan brokerage services. One large bank reportedly
advertised forty-three separate service divisions all working to
provide its customers a well-balanced banking service? It is
suggested in the literature that one of the reasons banks desired to
increase their services during this period was increased competition
in banking. Developments during this earlier period may be analo-
gous to the present trend toward diversification or the creation of a
full service bank which, as will be subsequently discussed, appears
to be related to increased competition from non-bank financial institu-
tions in recent years.

5 For a discussion of developments during this period see: B.M. Awpgrson, “Bank
Consolidations in a Period of Speculation ™, The Chase Economic Bulletin, Vol. g, No. 5,
Octobet 1929, J. M, Cuarman, Comcentration of Banking, Columbia University Press, 1934,
pp. 51-84 and R.B. WrsrersisLn, Money Credit and Banking, New York, 1038, pp. 915-939.

6 1.M. Cuarman, op. cit., . 75

7 S, Prrzman, “Bank Entey Regulation: Its Impact and Purpose® The Nautional
Banking Review, December 1965,

§ R.B. WesTeRFIELD, op. €k, p. 988,
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Also significant during the later part of the 1920’s was the
development of group banking, as a means whereby a holding
company could share in ownership and control of several banks.
Because the holding company was not itself a bank, it was not
subject to state or Federal supervision — somewhat similar to the
position of the IBHC which did not fall within the scope of the
Bank Holding Company Act of 1956 and remained therefore free
from the regulation of Federal and State agencies, applying to its
subsidiary bank. Although the holding company did not function
as a bank, it took a direct part in the operations of constituent
banks® It served as a credit bureau, offered expert analysis of
securities and portfolio management, enabled member banks to
participate in the granting of larger lines of credit, and allowed
members to hold a smaller amount of cash than would be safe for
a unit bank, The holding company device also served as a convenient
means to enter the mortgage lending business; one common method
was to acquire or establish a mortgage company subsidiary, operating
as an autonomous entity for the group as a whole.®

The Banking Act of 1933. The large number of bank failures
between 1900 and 1933 and the role attributed to their underwriting
activities in the collapse of the stock market in 1929 induced the
view, in Congress and the nation, that serious conflicts of interest
existed between banks and other financial and nonfinancial businesses.
As part of the separation of commercial and investment banking,
the Banking Act of 1933 prohibited banks from brokerage activities,
underwriting private stock and bond issues, engaging in certain non-
banking activities, and generally redefining what banking business
should be The general regulatory philosophy of the time was to
discourage cornpetition primarily because the lesson of history was
interpreted in the sense that unrestrained competition in earlier
periods contributed to bank failures.

The reorganization of the banking structurc resulting from the
chaos following the bank failures in the 1930-1933 period was
largely over by the end of 1934 and for the next twelve years there

2 J.M. CrarMan, op. cit, pp. 343-364.
10 fbid., pp. 72-84.
11 Commercial Banks and Their Trust detivities: Emerging Influence on the American

Economy, Staff Report for the Subcammittee on Domestic Finance, Vol. 1, July 8, 1968,
pp. 11-12.
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was relative stability in the banking system. Ho?vcvcr, primar.ily
as a result of merger, the number of banks continuf:d to decline
slowly. The most significant development in the period 1935-1950
appears to have been the decline in the nul}lbcr of small banks.
A Federal Reserve staff report estimates that in 1935 nearly 55 per
cent of the commercial banks had deposits of less than onc-ha@f
miltion dollars, while in 1g50 only six percent of all banks had this
amount of deposits. Meanwhile, the deposits of the very largest
banks increased substantially.’?

Over the past decade there has been a considerable increase in
the number of bank offices, primarily due to the increased number
of branches (see Chart 1). Thus, for cxample, between 1960 and
1964 the number of bank offices increased alm‘ost 20 per cent, reflect-
ing not only the needs generated by economic growth d.urmg that
peried but also an apparent unfilled demand thqt existed from
prior years.” In addition, banks also now facc a _con.s1dcrable amount
of competition from non-bank financial institutions as will be
discussed in connection with the growth of the financial congeneric.

The Bank Holding Company Act of 1956. This Act was the
first attempt to regulate holding companies which coptrolled banl.cs.
Over the period 1933-1956, unregulated bank holding companies
grew rapidly, especially in some western states. In 1948 thc.Fedcra]
Reserve Board initiated proceedings against the Transam_emcz} Cor-
poration," a large bank holding company, for alleged v'1olat1on. of
the Clayton Antitrust Law. This company operated a wide variety
of nonbank businesses in addition to controlling 47 banks in five
western states. The Federal Reserve lost the case in the Cour.ts;
however, the suit attracted so much attention that numecrous bills

12 Bank Mergers and Concemiration of Banking Faci:h'ties, op. city, DD, 1224, an‘cii
Recent Developments in the Goncentration of Banking, Special Staff Report of the Boar
of Governors of the Federal Reserve System, rgba. .

15 The Banking Structure in Evolation - A Response lo the Public Demand, op.
cit, P. 9. i

14 A good discussion of the Transamerica Case is found in Bank Mergers a?nd
Congentration of Banking Facilities, op. cit, pp. 42-44. Transamerica held the fo.llowmg
investinents outside the feld of commercial banking: (1) All of the st?ck of C'apital Co,
engaged in the real estate business; (2) All of the stock of Allied Building Crledn?, Ine, &
mortgage company; (3} Occidental Corp., whose subsidiary was the larg:cst life insurance
company on the Pacific coast; {4) Pacific National TFire Insurance, a marine, ﬁt:e and auto
insurer; (5} gg percent of Adel Precision Products Corp., a mamufacturer of aitcraft parts
“and other equipment; (6) and others,
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to regulate bank holding companies were introduced between 1949
and 1956. Hearings related to these bills finally led to the passage
of the Bank Holding Company Act of 1956. This Act defined a
bank holding company as any organization which: (1) directly or
indirectly owns, controls, or holds with power to vote 25 per cent
or more of the voting shares of each of two or more banks, or
(2) which controls the election of a majority of the directors of two
or more banks, or (3) for the benefit of whose stockholders 25 per
cent or morc of the voting shares of ecach of two or more banks is
held by trustees. The function of multi-bank holding companies
was made subject to authorization by and registration with the
Board of Governors of the Federal Reserve, and any further acquisi-
tion of banks was similarly subject to Board’s approval, with due
consideration for aspects of intra-bank competition and public ser-
vice. Registered bank holding companies were, among other things,
to refrain from engaging in any line of business other than banking,
managing banks or providing certain services to subsidiary banks.
Even at the time of the passage of the bill the Board of Governors
of the Federal Rescrve expressed objection to the two-bank defini-
tion, which provided the means for today’s financial congenerics to

avoid Federal regulation through the formation of the “one” bank
holding company.’®

The Bank Merger Act of rg6o. During the 1930’s and for
many years subsequent to that, as noted earlier, the general mood
was a rejection of competition and an emphasis on regulation.
However, until the passage of the Bank Merger Act of 1960, bank
mergers were not even subject to the approval of the Federal bank
regulatory agencies or the scrutiny of the Justice Department., Bank
mergers were considered outside of the provisions of the Sherman
or Clayton Antitrust Laws! and almost exclusively within the
domain of state laws. The Bank Merger Act of 1960 extended to
bank mergers the multi-bank holding company control already

15 A discussion of the Bank Holding Company Act of 1956 and subsequent amend-
ments is found in: S.]. Wamss, “Bank Holding Companies and Public Policy®, New
England Economic Review, Jan.-Peb. 1969, pp. 1-30, and J.F. Zomtiwzr, “Bank Holding
Companies ¥, Monthly Review, Pederal Reserve Bank of Kensas City, pp. 10-16, Beb. 1960,

16 For discussion of bank mergers aned the enforcement of the Bank Merger Act

of 1960 see: G.R. Hare and C.F, Pumvues, Jr., Bank Mergers and the Regulatory Agencies,
Federal Reserve, 1964
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vested in the Federal Reserve and recognized the special role of the
Justice Department in its application of anti-trust legislation, which
placed emphasis on the possible anticompetitive aspects of bank
mergers. A 1966 amendment to the Bank Merger Act .strf:sscd
further the Justice Department role and somewhat the em.phasm on
competition by giving specific recognition to the convenience and
needs of the community.”

One Bank Holding Company Legislation of 1970. The legisla-
tion approved by Congress last year has extended Federal Reserve
regulation to one bank holding companies that were exempt from
the Bank Holding Company Act of 1956 because of that Act’s “two
bank * definition.’® A bill passed by the U.S. Senate in November
of 1970 had to be reconciled with a more stringent version passed
by the House late in 1969.”” Both bills had the same gcgcral purpose
of closing the loophole in the 1956 Act thus keeping bankl%lg
separate from non-bank business and of bringing them in conformity
with multi-bank holding companies, which are rcqu1}'ed to receive
Federal Reserve approval in order to enter into functionally related
arcas. One of the key differences between the two bills was :chc
cutoff date provided in order to determine whether the acquisition
of a nonbanking enterprisc by a opebank helding company should
be allowed to stand. The Senate bill set the date as of June 3o,
1968, while the House bill set the cutoff date at May 9, 1956 — the
date of enactment of the Bank Holding Act of 1956.

The House bill (LR. 6778) provided that non-bank business
engaged in by one-bank holding companies must be functionally *
related to banking and authorized the Fedcral'Rcservc Board to
rule on proposed acquisitions of non-bank businesses, but would
have specifically forbidden certain activities such as insurance, tl:avel
agency or property leasing. The Senate bill had no such restrictions.
Under it, the Federal Reserve would have retained authority to rule

17 W.E. Wiresetr, “Bank Merger Act of 1966: Past, Present and Prospects™,
Business Review, Federal Reserve Bank of Philadelphia, Nov. 1568, pp. 3-0. o
i8 The extensive hearings, testimonies and exhibits relating to the proposed legislation
are found in: Hearings before the Committee on Banking and Currency, IHouse of
Representatives, Ninety-First Congress H.R. 6748, Parts I, I and III and Hearings before
the Committes on Banking and Currency, United States Senats, Ninety-First F.‘ongress on
S. 1052 and S. 3823, and H.R. 6778, US. Government Printing Office, Washington, D.C.
19 HR. 6778 as amended and passed by the House of Representatives.
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on acquisitions; however, related activities would include any activity
the performance of which by an affiliate of a holding company
could be reasonably expected to produce benefits to the public, such
as greater convenience, increased competition or gains in efficiency,
outweighing possible adverse effects, such as undue concentration
of resources, decreased competition, conflict of interest, or unsound
banking practices.

The differences between these bills were reconciled in the House-
Senate Conference Committee and the final legislation directed the
Federal Reserve Board to rule on acquisitions of non-bank enterprises
made by IBHC’s in order to determine if such activities are closcly
related to banking® Moreover the compromise legislation decided
against a particular cutoff date in deciding whether the acquisition
of a non-bank enterprise by a IBHC should be allowed to stand.
instead, the Federal Reserve has been directed to examine every
holding comnpany whose bank has assets of more than $60 million
and to decide if acquisitions of non-bank enterprises made before
June 30, 1968 caused undue concentration of resources, unfair or
decreased competition, conflicts of interest or unsound banking
practices. For other IBHCs, however, acquisitions made on or
before that date will generally be free from Federal regulation.
Thus, it appears that the recently passed legislation will continue to
allow IBHC'’s to provide financial services closely related to banking
subject to the review of the Federal Reserve.

2. Financial Services Offered by Financial Congenerics

Aside from the traditional deposit and loan functions of the com-
mercial bank, the following are the more important financially
related services provided by financial congenerics: ' '

Credit cards and related facilities: Bank credit card and check
credit plans involve the extension, upon demand, of a predetermined
amount of credit to the holder of such a card. It may be noted that
automatic overdraft is specifically forbidden in banking legislation;
therefore it must take the form of a “line of credit agreement”
entered by the bank and the customer. Check credit plans are
linked directly to the bank through the checking account and
generally take the form of the bank crediting the customer’s account,

20 Public Law gr-6oy.
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when drawn upon over and above the outstanding balance for the
amount of the debit. Some banks provide this service free of charge,
provided the amount of -credit extended is repaid within 25 days of
receiving a statement from the bank. Credit cards, on the other
hand, involve a three party agreement among bank, merchant and
the card holder.® . '

Bank participation in credit cards did not begin until 1951
when the Franklin National Bank of New Yoik started its plan.
During -the next several years nearly 100 banks — primafr'ﬁy small
ones — entered the business expecting to make substantial profits.
Large profits did not matzrialize and about one-half of these banks
discontinued their plans in a short time. Of the 197 banks that had
credit card plans in 1967, only 27 had started their plans prior to
1958. Check credit plans apparently developed independently ' of
credit cards; the first such plan was introduced in 1955 by the First
National Bank of Boston* The growth in the number of banks
offering one or more credit-card and check-credit plans may be
summarized as follows:

TapLe 223

Credit Card Plans Check Credit Plans
Year Started

New Entries Cumulative ‘Total New Entries Cumnlative Total
1955 or earlier . . . 27 27 13 13
195657 « . - . . 0 — 27 13 26
195859 - .« . . . 3L 58 204 230
1960-61 .« . . . . . 3 61 32 262
1962-63 . . . . 4 . 63 a1 283
196465 « . . . . s 5 68 39 322
1966-67 . . . . . 322 390 410 732
1968-69 . . . . . . 81y 1,207 396 1,128

Note: Where a span of years is indicated, it covers two full years,

2 Bank Credis Cards and Cheek Credis Plans; a Federal Resetve System Report,
July 1968, pp. 1-2. . .

22 1hid,, pp. 3-8. A short discussion of credit card plans is found in R.'W. PuULLEN,
“Pank Cards and Related Plans®, New England Business Review, FRB of B9§t0n,
December 1966 and “Bank Credit Cards Stampede in the Midwest ?, Business Conditions,
A Review of the Federal Reserve: Bank of Chicago, June 1967, pp. 6-9.

23 Souscs: Bank Credit Cords and Cheel Credit Plans, op. cit, p. 9 and The

Federal Reserve, Washington, D.C.
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Ownership and Operation of Travel Agencies: National banks
may, as incident to their banking powers, provide travel services for
their customers. These services may include the issuance of travel
credit cards, the sale of trip insurance or the rental of automobiles
as an agent for a local rental service® The right of a national bank
to provide such services is being contested in the courts.

Direct Lease Financing: Leasing by National banks has been
permitted only since 1962 as a result of a favorable decision by the
Comptroller of the Currency® However, indirect leasing practices
have a long tradition in railroad-equipment financing through the
placement of intermediate “ equipment certificates ” guarantced by
a trust conveying to the bank (on its own or on behalf of other
holders) title to the equipment itself held as pledge. Despite the short
time in which national banks have been allowed to provide this
financial service, it is estimated that by June of 1970 no less than
372 banks had leases outstanding and the value of leased equipment
totaled $759 million,

Leasing activity by banks appears to have only two restrictions.
They may engage only in full pay-out leases and can buy equipment
only at a customer’s request as opposed to stockpiling® Arrange-
ments may be grouped into three basic types: (1) financial, (2) true
leases, and (3) tax-exempt. The financial lease is similar to a deferred
sale and the return to the bank is the interest it charges; at lease
termination, title is transferred to the lessece. The true lease — for
tax purposes — does not allow the lessee to use the equipment for
its full economic life; nevertheless, the lessee may purchase the
equipment at its fair market value after the bank has fully recovered
all costs and fees. The tax-exempt lease is made to political subdivi-
sions such as states, counties, or municipalities, the obligations of
which are tax-exempt. This has been growing in recent years,
especially because of the difficulties encountered in new bond issues
or budget appropriations proved insufficient to meet capital invest-

ment needs. The number of National banks with direct lease -

24 The Bank Structure in Evolution - 4 Response to Public Demand, op. cif, p. 256.
23 Comptroller Saxon’s views on this matter are found in: The Banking Siructure
in Evolution - A Respouse to Public Demand, op. cit, pp. 258-250.

2 H.T. Lunpuar, “Banks and Equipment leasing”, The Journal of Commercial

Bank Lending, May 1965, pp. 23-28.
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financing and the dollar value of such financing may be summarized

as follows:
TasLe 327

Number of National
Banks with Direct
Date Lense Financng

Amount
{in millions §)

June 1966 . . . . . . e e e 204 . 293.0
June 1967 218 360.5
June 1988 . - - . . o - e e e 270 4600
June 169 . . . o - o e e e 340 646.8
June Ig7O . o - . e oo e e 372 758.0

Underwriting Activities: Commercial banks may underwrite
eneral credit obligations of States and muma.pahtlcs, but msity 11;10(;
(though they may purchase seasoned) undcrwnt,: Dew boxéds inke
to spcciﬁc revenue. Banks hz}v.c bccr_l very active in un crwnt}llr.llg
general obligations in competition with investment bankers, while
the latter have a near monopoly in revenue bo:}d issues. Recently,
interest has been expressed in allowing commetcial banlfzz to expand
their underwriting activities to incluc.lc revenue bonds. z} refcizient
study by Paul Smith, Senior Economist at the Comptrollcr‘ 5 O. e,
estimated that at least $236 million could be saved by mun1c1.pal1t1cs
between 1968 and 1975 if legislation were enacted to permit com-
mercial banks to compete with investment bankers in the revenue
bond market.®

Loans with Equity Participations: Somewhat surprisingly com-
mercial banks have been able to participate in the equity market
through the use of warrants, or a new device called “shadow war-
rants 7° Commercial banks cannot own stock in a corporation and

27 Sounce; Comptroller of the Currency, Division of Statistics.

28 [5id., p. 257. N )

29 W, I; Smrry, Commercial Bank Eniry Into Revemie Bank Underwriting, National
Banking Studies, 1968, p. 48. .

30 Rule 7312 found in the Comptroller’s Manual states that: *A nzlmonal bank
may take a5 consideration for a loan a share in the proﬁt,. income or ca:.fnmgsE From :1
business enterprise of a borrower. Such share may be in addition to or in 'hcu o mtcrels] .
The Borrower's obligation to repay principal, however, shall not be conditioned upon the
profit, income or earnings of the business enterprise™.
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thus may not exercise a warrant under normal circumstances, but
such banks can sell their warrants in the market. In addition there
is the so-called “shadow warrants ™ whereby the loan issued by the
bank for a given amount has tied to it a “kicker ”, an additional
return based on the increase in value of the common stock of the
borrowing company. Therefore, for example, if a bank made a loan
for $1o million to a company whose stock was selling for $25 per
share and the price of the stock increased to $50 over a two or three
year period, the bank would reccive the entire principal on the loan
plus interest and, in addition, a certain agreed-upon multiple of
shares !

Insurance Activity Incidental to Banking: National banks may
act as a general insurance agent for any fire, life or other insurance
company in any place in which a bank has an office in a community
the population of which does not exceed five thousand.”? They have
also a general authority to.act as agents in the issuance of insurance
to cover the balance of loans held by a bank in the event of a
customer’s death or for auto insurance so long as the auto loan is
outstanding,

Trust Department Activity: A recent study by the staff of the
House Committee on Banking and Currency estimates that in 1967
$250 billion in assets were held by bank trust departments.” While
bank trust departments may not be considered a new service, certain
developments, which center around the controversy of separation of
commercial banking from investment banking as required by the
Banking Act of 1933, are new. Thus, for cxample, in 1966 the First
National City Bank of New York put into operation a commingled
investment account to be operated as a collective investment fund
under Regulation g of the Comptroller’s Office. The FDIC and the
Comptroller supported this plan and the Federal Reserve ruled that
such a fund did not violate section 32 of the Banking Act of 1933.
Members of the investment banking and the mutual fund industry,
however, have argued that banking law intended to prohibit banks

31 J.F. Hoanas, “Is there a Kicker in your Bank™, The Journal of Commercial
Banf, Lending, May 1665, pp. 2-7.

32 The Banking Structure in Evolution - A Response to Public Demand, op. cit.,
pp. 256-257.

33 Commercinl Banks and their Trust Activities: Emerging Influence on the dmerican
Economy, op. €il, p. 1.
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from operating a mutyal fund in which a bank could favor the
deposit or Joan customers of its commercial dcpart1nent.34' The
right of First National City Bank and other bank trust departments
{0 provide this financial service is also being argued in the Supreme
Court.””

Commercial Paper: In addition to the foregoing activities, com-
mercial banks have also entered the commercial paper market
through  their parent holding companies in order to acquire funds.
Commercial banks, under Federal Reserve rules, cannot therr.lsclves
sell commercial paper except at such terms and rates and spb]ect to
the same reserve requirements as applicable to time deposits; these
restrictions did not apply to the sale of commerciall paper by the
holding company during 1969-70. Thus, commercial banks used
the holding company device as a means of avoiding th'e effects of
tight monetary policy whenever market rate rose above interest rate
cejlings on time deposits.* Outstanfiing bank related commerlcml
papcr reached a peak of $7.5 billion in ]une.of 1970”7 The applica-
tion of reserve requirement on such paper, imposed by the Federal
Reserve and the liberalization in June 1970 of interest rate regula-
tion on large certificates of deposit have since reduced the amount
to 3.1 billion by the end of 1g70.

Real Estate and Mortgage Financing: National and state banks
can generally make mortgage loans, but their right to carry on certain
mortgage servicing activities either directly or through a subsidiary
corporation has been challenged. The issuc is not if a bank can
properly service a mortgage loan that the bank itself has made,
but whether it can lawfully scrvice such loans made by others
through the purchase of stock in a mortgage scrvicing comparny.
The Comptroller of the Currency ruled that the servicing of mortgage
loans held by others was a logical and economically sound extension

34 For s discussion of bank collective funds sce: Cremw P. Browstow, * Bank Collective
Investment Funds - Historical Review and Suggestions for Actions™, T'rusts and Estales,
December 1966, pp. 1:85-118y; Crow P. Browsrow, *Collective Investinent Funds®, Trasts
and Bstates, Drecember 1967, pp. 1156-1150; and James J. Saxon and Dzaw E. Mrmirg,
“ Common Trust Fund *, The Georgetown Law Review, Vol. 53, pp. 994-1008.

35 Oral argument in the United States Supreme Cowurt was scheduled for December,
1g70. Investmenr Company Institute V. Camp, US, Supreme Court, No. 61, October
Term, 1970.

36 ‘Commexcial Paper Cutes Many Banks®, Journal of Commerce, June 4, 1959, p. L.

37 Pederal Reserve Bulletin, October toy0, p. A-37.
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of the former activity,®® and most major bank holding companies
maintain at present “realty ” subsidiaries. At the same time, there
was a liberalization of lending rules in the early 1960’s pertaining
to real-estate loans in the direction of increasing loan-to-value limits,
maturities of amortized loans on residential real-estate and total bank
lending limits on such loans which made banks more competitive
with other institutions in this area.”

Data Processing Services: A bank may own and operate data
processing equipment which is incidental to carrying on the business
of banking. Moreover, the Compiroller of the Currency has ruled
that if a bank is to achieve full utilization of such equipment, it may
make available its excess capacity for the use of others though it is
acquired for the primary purpose of performing services incidental
to banking.® The right of national banks to perform computer
services is under attack in Federal courts.

3. Economic Evolution of the Financial Congeneric

The sudden growth in IBHC's during the past several years
gives the appearance of a sudden transformation of the U.S. com-
mercial banking system from that oriented toward the traditional
loan-deposit commercial banking function into a financial congeneric
providing a greater variety of financial services. As indicated above,
the phenomenal growth in IBHC’s, from an estimated 550 with
commercial bank deposits of $15 billion in 1965 to approximately
783 with deposits of $150 billion by October of 1970, was in part
the result of concern that new legislation would prohibit the future
formation of such holding companies rather than an immediate
transformation of the banking structure from an economic as opposed
to a legalistic point of view. Moreover, some of the impetus for the
formation of IBHC’s seems to have come from an attempt by com-
mercial banks to avoid costly law suits brought against them by
competitors claiming that banks were providing non-bank services as

38 Mr. Saxon before the House Committee on Banking and Currency, June zg, 196s.
39 Remarks of James ], Saxon Before the House Committee on Banking and

Currency, June 30, 1965. Reptinted in The Banking Situcture in Evaluation, op. cit., p. 255.
40 RoBEnTsoN, o ¢ff, P 132,
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prohibited by banking law and that banks had an unfair advantage
in providing such services." Commercial bank diversification, as
suggested earlier, is not a new phenomenon and the current trf:nd
toward the cxpansion of commercial banking services into function-
ally related activitics appears to have evolved somewhat gradually
over the past several years.*?

There arc many complex reasons for the present trend toward
diversification within the commercial banking industry. Generally,
economists and financial analysts agree that the financial congeneric
movement is the result of substantial internal and external pressures
on banks to diversify.® Increased competition between commercial
banks and other financial institutions as well as increased cost
pressurcs are sometimes suggested as reasons for this development
but equally important may be the changed attitude among l.)a.nk
regulators and the courts concerning the desirability of competition
within the banking community.

The competitive factor: Following the Great Depression, com-
petition among banks was discouraged. This was reflected in legisla-
tion of the era which prohibited banks from paying interest on
demand deposits and a regulatory policy which kept interest rates
that banks could pay on savings deposits artificially low and non-
competitive with other financial institutions. As previously noted,
until the passage of the Bank Merger Act in 1960, banks were not
generally considered subject to the provisions of the anti-trust laws.
Consequently, the anti-competitive aspects of bank mergers were
gencrally disregarded. A changed attitude on the part of bank
regulators, the Congress and the courts bas evalved over the past
decade, that has resulied in a favorable attitude toward competition
among banks in a stable economy.

41 N.S. Rocins, Siatement on behalf of the American Bankers Association before
the House Banking and Currency Commistee on H.R. 6778 and H.R. 9385, April 29, 1963

42 Although there is a lack of statistical data on the growth of many of these bank
services, a review of court decisions, financial reports of commercial banks and pronounce-
ments in the financial press indicate that the growth of financally related services has been
a gradual process.

43 See, for example, R.M., Rorenrson, The Compiroller and Bank Supervision: A4
Historical Appraisal, ‘Washington, D.C., April 1968; N.S5. Roozes, Statement on behalf of
the American Bankers Associgiion before the House Bunking and Currcnicy Committee on
HR. 6778 and H.B. 9385, April 29, 196g; and ® Congress and the Congenerics ®, Bank
Stock Quarterly, M, A, Schapiro & Co. Inc., New York, Sept. 1968,
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Banks- now face a considerable amount of competition from
other financial institutions, such as savings banks and credit unions,
which bave grown rapidly since World War II. In 1946 commercial
banks held 7o per cent of the assets of the four major intermediaries
— commercial baoks, life insurance companies, savings and loan
associations and mutual savings banks; just a decade later it stood
at 57 per cent, Likewise, in 1946 total deposits accounted for 64 per
cent of the liabilities of commercial banks, whereas a decade later
they stood at 54 per cent Non-bank intermediaries enjoyed a
remarkable growth in the post-war era for several reasons. They
were favored by beneficial tax laws and in particular they had the
ability to maintain a massive savings flow largely due to interest
restrictions placed on commercial banks. The growth in savings
deposit and the increase importance of savings institutions as

competitors of commercial banks for these deposits is indicated by
the following table:

TaBLE 4
GROWTH IN TIME-SAVINGS AND DEMAND DEPOSITS: 1945-1963 43

.Ycar End Levels (Billions of Dollars)

Type Deposit
1945 1950 1955 rg6o 1965 1968 1969 1970

Savings - and Time De-

posit at: :
Savings Institutions 231 | 349 628 | 1025 | 1726 | 2084 | 2163 | 2218
Commercial Banks . 304 | 36,9 50.1 | 733 | 1472 | 2037 | 192.8 | 2024

Demand Deposit at Com-
mercial Banks , ., . | 1014 | 054 | 1142 | 1216 | 144.3 | 165.5 | 17257 | 1626

The deposit and other cost factors: Pursuant to Regulation Q,
commercial banks were allowed to pay an interest rate of only
2.5 per cent on savings deposits from 1935 until 1957. In that year
the rate was raised to three per cent on savings deposits and more

44 RopzrysoN, op, cif., pp. 144-147.
45 Source: Pedetal Reserve, *“TFlow of Funds Accounts”.
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recently, reflecting inflation and record high market rates, the
schedule has been adjusted upward sharply. Changes in Regula-
tion Q requirements may be summarized as follows:

TasLe 5
MAXIMUM INTEREST RATES PAYABLE ON TIME AND SAVINGS DEPOSITS 46

Percent

Type of Maturity of Deposit
P y Feb. | Jan, | Jan. | Jan, | July | Mov, | Sept. | Apr, | Jan,
‘1935 | 1036 | rgs7 | 1962 | 19b3 | igh4 o | 968 | roo

Savings Deposits:
Less than 12 months . . . }2s | 25| 30| 351 35| 40| 40 |40 |45
12 months or more . . . . | 25 [ 25 | 30 | 40 | 40 | 40 | 40 {40 |48

Time Deposits - Multiple Ma-

turlty:
13 months . . . . . . . 40 |40 |43
3 months-T year . . . . . 50 |50

Time Deposits - Single Ma-

turity:

Less than $1cc,000 . . . . 50 | 50 |50

$100,000 or more:
1-3 months . . . . . .| 25 | 10| Lo | 10 BO T 40 55 | 55 |650"
36 months . . . . . . {25 |25 |25 | 2540145155 5.75 16.75
gz momths . . . . . . | 25| 253035 | 40 |45 55 6.25 |7.5
12 months ot more . . . | 25 | 25 | 30 ] 40 | 40 | 45 | 55 | 625 |70

% Note: 625 if less than 6o days. Effective June 24, 1970 maximum interest - rates
on deposits of §1o0,000 and maturities of less than go days were suspended until Further
notice.

Reflecting these changes, time deposits in c.ommerf:ial banks
have grown at a rapid rate in recent years (sec Table 4) and cor-
respondingly this has meant increased costs to commcrqa}l banks.
As an indication of the magnitude of this change z}nd the increased
costs to commercial banks, in 1955 savings deposits accounte_d.for
30 per cent of total commercial bank deposits of $164 billion;
however, just ten years later, savings deposits accou_ntcd for 50 per
cent of total commercial bank deposits of $292 bilhon. and to only
44 per cent of $365 million by 1g70. Since U.S. banking law does

46 Sourck: Federal Reserve Bulletin - Jan. 1967, p. 94 and Jan. 1969, p. A-11, and
Nov, 1970, p. A-11,
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not permit commercial banks to pay interest on demand deposits,
the shift from demand to time deposits (while total deposits were
growing rapidly and interest rates paid on time deposits were rising)
resulted in substantial additional costs to commercial banks during
the period. This was compensated, however, by the lower reserve
requirements (3%,-6%,) on time as compared with demand deposits
(12%%,-19%%,). Also, during 1969 commercial banks found it
necessary to borrow heavily in the Euro-dollar market at considerably
higher interest rates. FEuro-dollar liabilities of U.S. commercial
banks to their foreign branches increased from $4.2 billion at the
end of 1967 to the peak of $14.8 billion by November 1969. Such
liabilities were thereafter reduced, following the application by the
Federal Reserve (as of October, 1969) of a special reserve require-
ment (10%,) on such borrowing, to $8.4 billion by the end of
November, 1970. (Such requirement has since been raised further,
as of January 1971, to 209, on any new borrowing, to halt an
accelerating repayment trend by the banks: but by early March the
outstanding amount has fallen further to below the $5 billion mark).

The economy of scale factor: Another rising cost factor, which
is sometimes cited as an incentive for banks to cxpand their service
activity, is the high cost of computer equipment and the desire to
utilize it to its fullest capacity. Indeed, this was one of the reasons
given by Comptroller Saxon for allowing National banks to expand
into the computer and business service areas. Apparently this is also
an incentive toward growth in the average size of individual banks
within the banking community since there are economies of scale
related to the utilization of such equipment.” The Federal Reserve
Bank of Boston has conducted a series of studies on economies of
scale in commercial banking including an analysis of technology and
the utilization of computer and other equipment.® These studies
suggest that productivity differences among equipment used, e.g.,
computer vs. conventional machines, contribute economies of scale.®”
There appears to be two methods of achieving such economies: onc
by external growth through merger, which recently has been under a

47 Even though a computer nced not be purchased or leased, it still requires a
specialized staff to suecessfully use its services.

48 F.W, Bere and N.B. Mureny, “Feonomies of Scale in Commercial Banking”,
New England Business Review, April 1967, pp. 2-11L.
49 Also, that computers tended to make banking more capital intensive.
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close watch by the regulatory agencies, and the other is through
diversification which allows a fuller utilization of such equipment
through internal growth.

C hanges in attitude: One factor which deservcs.special emphasis
in any appraisal of functional changes in commercial banking over
the past decade is the changing attitude on the pait of ban:k re-
gulators concerning expansion into services and practices pre\nously
not allowed,

A liberal interpretation of existing laws — especially by lthc
Comptroller of the Currency — was to a large extent lresponslble
for this. It has been emphasized that bank regulatllon in a stable
economy is quite different from bank supervision in an unstabllc
economy plagued with bank failures. The following changes in
banking practices resulted from rulings issued by the Comptrollcrs
office during the past decade, which had a profound impact on
frecing the competitive environment for national banks: (1) to
engage in direct leasing of personal property, (2) to act as agents
for the issmance of insurance incidental to banking, (3) to issue
negotiable certificates of deposit in size and terms suitable for
institutions and corporations and (4) to acquire di‘rect.ly the stock. of
foreign banks. In addition, there was a liberalization of lending
rules related to real estate loans which made national banks more
competitive with non-bank financial intcrmediarics.s‘:’. Banking laws
are silent on many issues with which bank supervisors must Flcal
and it scems evident that liberal rulings in recent years on various
points at issue have allowed for divcrsiﬁcatiqn on the part of com-
mercial banks into today’s financial congenerics.

A number of other reasons are sometimes suggested for the
current trend toward diversification in commercial bank'm_g. First,
there has been pressure on banks to expand and diversify from
stockholders 'imprcssed with the enhanced appeal of_: the grpwth and
leverage of stocks in other industries: ic., the relative decline of the

rate of return to capital invested in old-style banking. Second, t.herc
are changing needs on the part of business. anfl consumers i a
rapidly changing economy and banks have .dlvcrs1ﬁcd to meet these
new challenges. Third, there is emphasis on young aggressive

30 RoesrrseN, op. ¢it, pp. 150-I5L
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management in banking, less conservative than their forefathers,
bringing new ideas and willing to change.

Most of the discussion in the literature concerning the trend
toward functional differentiation, which has culminated in the
formation of the financial congeneric, emphasizes internal and ex-
ternal pressures onbanks such as increased competition with non-bank
financial institutions or increased costs which have “forced ™ banks
to diversify. 'Yhus far, there is a lack of emphasis in the literature
on the economic gains to be gotten through diversification with or
without increased cost or competition. The analysis prcsentcd in
Appcndix A is an attempt to suggest such motivation within a
Chamberlainian framework * Although the evidence at hand strongly
suggests pPressures toward change because of increased competition,
inereased costs and other factors, all we need assume is (1) the profit
motive and (2) changing institutional factors, which would allow
banks to diversify or differentiate their product. The desire for
higher profits coupled with a liberal * interpretation of the existing
laws (institutional change) could have themselves been sufficient to
explain this trend in the banking industry, which has resulted in
the growth of the financial congencric.52

Service and price differentiation: Edwards® and other ccon-
omists ** have suggested that the economic theory most ap.plicablc
to banking is that of monopolistic competion. The typical market
consists of many commercial banks providing similar deposit-loan
services. In order to illustrate how a profit maximizing commercial
bank might set the price of its loans, Edwards utilized a price
discrimination model (see Appendix A, Model ). The essence of
price discrimination is that the elasticity of demand in two separate
loan markets must not be equal. If the elasticities of demand are

51 E, Cramssriary, Monopolistie Competition, Harvard University Press, 1958

52 Changes in the interpretation of existing banking laws were apparently the result
of recognition on the part of bapking authorities of changing economic conditions, g,
@increased ® competition, economic stability anel increased costs in banking.

53 ¥, R. Epwazps, “The Bank Competition Controversy ”, The National Banking
Reviess, Scptember 1965 - Reprinted in Studies in Banking Competition, pp. 303-336;
F.R. Bowarns, Concentration and Competiticn in Commercial Banking, A Statistical Study,
Ph. T. Disscrtaton, Harvard, 1964.

34 D. A, Aumapsss, Monopoly and Competition itt Banking, University of California
Press, 19543 T. SMITH and Grrewseun, *Structural Limitations on Bank Competition ™,
Spring, 1968, pp. 4o-70, in Law and Contemporary Froblems; and T.G. Frrcusic, Banking
Market Structure and Performance, 1965
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the same in both loan markets, only one interest rate can prevail
(assuming no cost differences). In order to maximize profits, the
bank simply equates the marginal revenue in each loan market to
the bank marginal cost of providing loans. The price of the loan
(interest rate) is therefore determined by the elasticity of demand for
the loan in each market.

Although the above discussion is a useful starting point in our
analysis, it 1s of limited applicability in considering the pricing
problems facing the diversified bank. This formal model is limited
only to cases in which the demand curve in each scparate market is
independent of the interest or price charged in the other market.
Tt therefore cannot be utilized in an analysis of pricing problems
whereby a bank scparates its customers into markets through product
or service differentiation which is essentially what a financial con-
generic would do. That is, to separate out strong and weak markets
for particular types of banking services through functional differen-
tiation. To the extent that expanding banking services represent
diversification into financially related areas, the pricing problem
facing the bank is to exploit strong and weak markets because of
differing elasticities of dernand for the various lines of financially
related services provided by the financial congeneric,

Price discrimination is usually defined in the literature as the
act of selling a homogencous good or service produced by a particular
firm to different buyers at different prices.” Stigler has enlarged
upon the definition to include price policies whereby two or more
similar type goods are sold in different ratios to marginal cost.®
Thus if a bank can make a larger percentage of profit on a credit
card loan as opposed to a conventional loan or if it can make a
larger profit on a check overdraft loan rather than a consumer
ir}stalment loan, the pricing problem is conceptually similar to price
discrimination — strong and weak markets for the loan or service
are being exploited because people have differing elasticities of
demand for the financially related product line. Hirshleifer has
developed a model whereby such related demand output decisions
can be made, and the analysis scems especially applicable ‘to the

55 See, for example, A.C. Pwou, T'he Economics of Welfare, #th ed., 1560, Dp. 275
280; Joaw Rovmson, Economics of Imperfect Competition, 1936, p. 179; and W.]. Baumor,
Economic Theory and Operations Analysis, 1965, p. 312.

56 G.]. SvicLsy, The Theory of Price, 1966, p. 81
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price-output decisions faced by the financial congeneric (see Ap-
pcndix A, Model IT)7

The financial congeneric, in making its price and output deci-
sions for its related services, would take into account the effect that
a price change on one financial service would have on another
substitute service. The bank would maximize profits by equating
the marginal revenue in each service market to the bank’s marginal
cost® In effect, the firm i able to exploit strong and weak markets
for a line of financial services. This concept may be applicd to the
adding of accessories to a services thus, it would be an advantage to
the bank to have a higher mark up on loans with insurance attached
relative to those without, Because demands for the financial services
are related, the additional sale of a credit card loan can adversely
affect the demand for ordinary consurnes installment loans; this
must be taken into account by the financial congeneric in order to
achieve an optimal output and pricing decision.

To the extent that a bank is able to execute successfully such a
policy through diversification and differentiation of its service line,
proﬁts will correspondingly increase. There will also be a greater
opportunity for increased joint product production capability and

ains from voluntary tiein sales of old and mew bank services.
Thus, therc appears 0 be a strong underlying profit incentive toward
diversification in commercial banking.

Conclusion

There are many complex reasons why cornmercial banks have
found it desirable to diversify in recent years. Most of the current
literature suggests that banks have been forced to diversify into
related areas of finance because of internal cost pressurcs and
increased competition, both within the commercial banking com-
munity or from other financial intermediaries such as savings and
loan associations. In addition to competition from non-bank financial
institutions, there seems to have been a changed attitude concerning
the desirability of competition in the banking industry on the pait

R

57 ], FliaSsLEIFER, “Bconomics of the Divisionalized Firm™, Journal of Business,

Vol. 30, Jan. 1057, BP- g6-308.
58 For simplicity, we have assumed the marginal cost of providing the two services

to be equal.
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APPENDIX

MopeL I - Traditional Price Discrimination Model.

For the simple case of two separate loan -markets, the model takes the
following form:
m=Ry(qy) + Re(qe) — € (cqy 4 qz) where the subscripts 1 and 2 denote
the revenues and guantities loaned in each marker. The profit {m) for the
bank is equal to total revenue from market one and two combined less the
total cost. And setting the partial derivatives equal to zero;

gm

2R (@)= TC (@t =0
dd1
om

A <Ry (@) TC (m+ =0
g2

where R is revenue, g is quantity sold, and TC it total cost; subscripts one and
two denote the separate markets. Thus MR, =MRy=MC and profits are
maximized. The essence of price discrimination is that the elasticity of demand
in the two separate markets must not be equal. Since marginal revepue can
be espressed in terms of price (interest rate) and demand elasticities and

MR =i (I—-E-) where 1 is the interest rate and e is the point elasticity of
demand, it is essential that the e’s in the two markets be unequal if two
interest rates are to prevail. Thus, if MR;=MR; as above then i (I—wj')z_iz
e
(1—-5—) and i, 721, only e z5€y If the elasticity of demand is equal in1 both

2
markets, there can be 10 differences in interest rates, assuming no cost

differences.

- Mopss. 1T - 4 T heoretical Model for Diversification in Banking.

If we assume for simplicity that a financial congeneric is producing two
services, 1 and 2, and for each service the Jdemand is downward sloping and
the demands are related, the marginal revenues may be derived as follows:
Since R=P,Q; +P2Q: and R equals total revenue, P, and P, are the prices
of the two services and Q; and Q, are the quantities sold, ‘Then, if e represents
the elasticity of demand we have:

e R Q
—*_P_l‘ = (1+'311)+P2'IT:‘ €12
aR

Q
—_—= 1+ e} Pi—— e
P, Qy (3 +caa) 1p,
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. 1111 tl:m..abofvcreu and e 2 are the ordit}ary elasticities, while ey is the

elasticity 0 demand showing the proportionate change in Q; as a function
of the proportionate change in Py and ey is the cross elasticitj( showing th
proportionate change in Q, as Py changes. Therefore, the bank in makir% 'te
pgcc and output' decisions for its related services WOI;].d take into accountg-t;::
zerzcitc ;1 'cl?ggg;a I-1lr1i :f:z {Jémc oi_? one service would hfwc on another substitute
rervice. . u maxlrmz:: Proﬁt.s by equating the marginal revenuc

ch service market to the bank’s marginal cost. For simplicity in presenta-

thI], we hclve assunled that }16 mna 0 g
i mar ¢ost f I Vld 1 the W Services
A
g P twWo C
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