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Business Conditions, A ugust 1963

OF B U S I N E S S

Four expansions compared

T .  current business expansion is now two 
and one-half years old. The previous upswing 
which ended in mid-1960 already has been 
outdistanced, and most analysts believe the 
present movement retains sufficient vitality 
to justify an extended life expectancy.

As in earlier postwar expansions, the one 
that began early in 1961 has been pronounced 
dead or moribund prematurely on more than 
one occasion. Such pronouncements were 
widespread last November. Three-fourths

Gross national product

billion dollars

of a group of business economists polled 
then by Business Week expected a recession 
of some degree in the first half of 1963. In­
stead, the leveling of activity apparent in the 
second half of last year gave way to a pro­
nounced improvement in the current year as 
employment, industrial production and total 
spending on goods and services rose appreci­
ably.

Information on economic developments in 
the second quarter of 1963 is now fairly com­
plete. This was the ninth successive quarter 
of the expansion and marked the passage of 
three years from the 1960 peak in activity.
This three-year span is sufficiently long to 
permit a comparison in broad perspective 
with changes in activity in earlier postwar 
business cycles.

The various postwar business expansions 
commonly are compared by measuring 
changes over similar time periods starting 
from the low points, or troughs, of the reces­
sions that preceded recoveries. Although this 
approach is useful for some purposes, it 
clearly tends to “penalize” expansions that 
develop from mild recessions. Partly for this 
reason the present expansion frequently has 
been described as the least “satisfactory” of 
the postwar period. But the aptness of this 
judgment is open to question. Obviously, a 
substantial and rapid rise from a seriously 
depressed base may leave the economy in a 
less satisfactory condition than a less vigorous 3
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Change in major activity measures from same
quarter three years earlier*

Fourth Second Third Second
quarter quarter quarter quarter
1951 1956 1960 1963

(per cent)

G ross national product
in constant do lla rs........ . . . . 16.7 (1) 6.9 (4) 7.0 (3) 10.4 (2)

Total industrial production . .  . . 18.0 (1) 7.2 (3) 6.6 (4) 12.5 (2)

Total wage and
salary employment . . . . . . . .  6.5(1) 4.0 (2) 2.2 (4) 3.2 (3)

Unemployment................... . . . .— 9.3 (1) 70.0 (4) 35.8 (3) 12.9 (2)

Consumer price index . . . . . . . 8.9 (4) 1.3 (1) 4.7 (3) 3.2 (2)

Wholesale price index. . . . . . . 8.5 (4) 4.1 (3) 0.7 (2) — 0.7 (1)

*Numbers in parentheses indicate the rankings of the four cycles for each series.

rise from a higher ini­
tial level.

A similar problem 
is encountered if the 
changes in economic 
activity are measured 
beginning with the 
peaks that preceded 
recessions. The picture 
will vary depending 
upon the nearness to 
full utilization of re­
sources of men and 
materials at the time 
the various business 
contractions began.

This analysis com­
pares the postwar cy­
cles on the basis of the 
relative declines and 
advances registered 
during the three years 
after the peaks that preceded the recessions. 
In this light the present expansion compares 
favorably in most respects with those that 
developed from the troughs in 1954 and 
1958, although it falls short of the upswing 
after the 1949 low, which carried into the 
Korean war.

Three years from  the 1 960  peak

Points of reference used here are the high 
watermarks of the successive postwar busi­
ness cycles as determined by the level of gross 
national product—total spending on goods 
and services—in “constant dollars”, that is, 
adjusted for price changes.1 The periods 
begin in the fourth quarter of 1948, second 
quarter of 1953, third quarter of 1957 and

JThe peaks in gross national product are in the 
same quarters regardless of whether current or 
constant dollars are used. The subsequent move- 

4 ments in the two series, however, differ substantially.

second quarter of 1960. The accompanying 
charts show movements in this over-all meas­
ure of activity and also in industrial produc­
tion, nonfarm wage and salary employment, 
unemployment and prices paid by consumers 
from these dates to the next peak just before 
activity began to decline once again.

If the present period of rising activity were 
to equal that of the first two upswings, the 
current expansion would have a year or more 
to run. However, an indication of the relative 
strength of the expansion thus far can be ob­
tained by comparing the changes in various 
measures of activity in comparable time spans 
in the four postwar cycles. In the above table, 
all data are adjusted for seasonal changes 
and monthly series are converted to quarterly 
averages.

The numbers in parentheses indicate the 
rankings of the four cycles in terms of the 
economic series used. The greater the rise in
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gross national product, industrial production 
and em ploym ent the higher the numerical 
rating. Conversely, the larger the amount of 
unem ploym ent and the higher the price level 
at the end of the period, the lower the scoring 
of the expansion. This is because additional 
unem ploym ent and higher prices are, of 
course, unfavorable developm ents.

The 1948-51 period easily stands as the 
most vigorous of the postwar expansions. The 
rise in em ploym ent was twice as great as in 
the m ost recent three-year period and the in­
crease in output half again as much. It must 
be remembered, however, that during the 
second half o f the earlier period the nation 
was engaged in active hostilities in Korea and 
a sizable rearmament program was under 
way. One of the unfavorable developm ents 
associated with this period was the 9 per 
cent rise in both wholesale and consumer 
prices. After m id -1950, moreover, the econ-

Industrial production

per cent, 1957-1959=100

Employment in nonfarm 
establishments

million persons

omy was partially m obilized for war and ex­
tensive controls on prices, materials and 
credit were in effect.

The current expansion is markedly super­
ior to each of the two im mediately preceding 
ones— 1953-56  and 1957-60— when eval­
uated on the basis o f the increase in either 
total spending adjusted for price changes or 
industrial production relative to the previous 
cyclical peak. The rise in em ploym ent in the 
recent period was som ewhat more than in 
1957-60  but som ewhat less than in 1953-56.

D espite a substantial improvement from  
the recession low , the United States unem­
ployment rate averaged 5.8 per cent in the 5
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second quarter of this year, com pared with 
5.3 per cent three years earlier at the 1960  
cyclical peak.

Unem ploym ent has been at successively  
higher plateaus in each postwar expansion. 
M oreover, the proportion of labor force un­
em ployed stabilized relatively early in the 
current expansion and the number of job 
seekers nationally has been som ewhat higher 
recently than a year ago. Unused productive 
facilities also have been relatively more signi­
ficant at recent cyclical highs than earlier in 
the postwar period.

The 3.2 per cent rise in the consum er price 
index in the period ending in the second  
quarter of 1963 was less than in the earlier 
expansions, except 1953-56  when prices of 
foods, appliances and used cars declined as 
supplies becam e more abundant. From mid- 
1956 to the high point o f the expansion in

Unemployment rate

per cent of labor force

1957, however, consum er prices rose 5 per 
cent.

W holesale prices averaged lower in the 
second quarter than in the comparable period 
three years earlier. In the 1957-60  period 
there was only a slight rise. In the first two 
postwar cycles, however, wholesale prices in­
creased substantially. A s in the case of con­
sumer prices, wholesale prices, led by prices 
of capital goods, continued to rise substan­
tially after m id -1956 until well into 1957.

How  much lon ger?

Some observers are suggesting again that 
the current upswing may be “getting tired.” 
One reason for this view is that the expansion  
had continued for 28 months from the Febru­
ary 1961 low through June 1963, which com ­
pares with an average term of 30 months 
(only 26 months if cycles extended by wars 
are excluded) in 26 cycles during the period 
since 1854. But reasoning of this sort is of 
doubtful relevance.

Averages mean little when business cycles 
are compared, because peacetim e expansions 
have endured from 10 to 50 months. Further­
more, the modern econom y is profoundly 
changed from that of 100, 50, 25 or even 10 
years ago. M om entous changes have occurred 
in governmental, financial and industrial in­
stitutions and in our econom ic relations with 
foreign nations.

There are several reasons for expecting the 
current expansion to continue for a substan­
tial period of time. One of these is the main­
tenance of relative stability in prices of goods. 
During the past year prices of many com ­
modities have been adjusted up or down, but 
no broad inflationary trend has developed  
that would make the econom y vulnerable to 
a general price correction.

Capital expenditures, one of the most 
volatile sections of total spending have been
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rising since the second quarter of 1961 at a 
relatively moderate pace and are expected to 
continue to increase at least through the re­
mainder of the current year. Outlays on new  
plant and equipm ent are about 6.6 per cent 
of total spending today compared with 8.4  
per cent in 1957 just prior to the decline that 
started in that year.

Inventory buildups have been associated 
with m ost of the cycles in the past. In the 
present expansion the rise in inventories has 
been m odest when com pared with sales. At 
the end of M ay total business inventories 
were only 1.46 times sales for the month. 
Before the declines which began in 1953 and 
1957, this ratio was about 1.6 and before the 
1960 decline it was 1.53. Auto inventories at 
midyear represented only a 39-day supply 
based on June sales, about the same as last 
year, but well below the levels of the same 
period in 1960 and 1961. Even the widely 
discussed rise in steel inventories was less 
this year than before the end of the strike 
threat in 1962.

Another favorable factor in the current 
expansion up to this time has been the avoid­
ance of major labor disputes which inter­
rupted earlier business upswings of the post­
war period. Prosperous years have been mar­
red by dislocations resulting from shutdowns 
in such vitally important industries as coal, 
autos and steel. In the past three years the 
number of idle man days caused by strikes 
has averaged well under 20  million annually, 
far less than in any previous postwar period 
of like duration. In 1952, 59 m illion idle man 
days were caused by strikes, and in 1959 the 
loss was 69 million.

The impact of the major steel strikes in 
O ctober 1949, June and July 1952, July 
1956 and from July to Novem ber 1959 is 
reflected in the accom panying charts. The 
recent labor-m anagem ent agreement in steel

Consumer price index

per cent

‘ Figures are middle month o f each quarter.

seem s to offer assurance that no major shut­
downs will occur in that industry for at least 
two years. But the possibility of crippling 
disputes in other important industries, espe­
cially the railroads, remains to cloud the 
generally favorable outlook for the period 
ahead.

Prospects for further expansion in total 
output in the months ahead are dampened by 
the intentions of many steel users to reduce 
inventories. M oreover, the important auto 
and hom ebuilding industries have been oper­
ating at extrem ely high rates and recent levels 
of activity are not expected to be exceeded  
in the second half of the year. But other 
sectors in the econom y can readily supplant 
these as sources of strength. 7
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Liquidity

T l iquid financial assets held by the public 
increased 16 billion dollars in the first half of 
1963, or at a seasonally adjusted annual rate 
of more than 7 per cent.1 While this was a 
slightly slower growth than the record rate in 
1962, it was substantially above the average 
increase of the prior 10 years.

Liquid financial assets represent princi­
pally consumer and business savings and may 
be viewed, therefore, as unused or stored pur­
chasing power. Changes in holdings of liquid 
assets relative to total current spending on 
goods and services—gross national product 
—are commonly thought to be an important 
factor affecting future changes in over-all 
spending. Increases in the volume of liquid 
assets relative to gross national product gen-

1 Liquid assets are those assets which are or can 
readily be exchanged for money and which either 
have a fixed value (such as demand and time de­
posits at commercial banks), or whose market value 
varies only slightly from their purchase price (such 
as short-term U. S. Government marketable securi­
ties). In this article, total liquid assets include 
private nonbank holdings of currency, demand and 
time deposits at commercial banks, savings deposits 
at mutual savings banks, share capital at savings and 
loan associations, postal savings deposits, U. S. 
Government savings bonds and marketable U. S. 
Government securities maturing within one year. 
This series is prepared monthly at the Board of 
Governors of the Federal Reserve System and pub­
lished in Economic Indicators by the President’s 
Council of Economic Advisors. For a detailed dis­
cussion of the concept of liquid assets and liquidity 
see Stephen A. Axilrod, “Liquidity and Public 
Policy,” Federal Reserve Bulletin, October 1961.

in banking and fj nance

on the rise

erally imply increased potential rates of 
spending in future periods. Decreases in the 
ratio of liquid financial assets to GNP, on the 
other hand, may foreshadow reduced spend­
ing. This tendency for an inverse relation to 
exist between changes in liquid assets and 
changes in spending may be seen in the chart 
on page 9.

Since the end of 1961, liquid assets have 
risen faster than gross national product. As a 
consequence, holdings of liquid financial 
assets now equal about 81.4 per cent of the 
total annual value of production. If this ratio 
is used, as a measure of the liquidity of the 
economy, the current level is the highest at­
tained since 1958, although far below the 
high levels reached during and following 
World War II when many kinds of goods and 
services were in short supply. At the end of 
the war, liquid assets exceeded gross national 
product by 17 per cent. Since 1955, however, 
the public’s holdings of liquid financial assets 
have fluctuated only between 83.7 per cent 
and 78.2 per cent of gross national product.

Rapid build-ups in liquidity are sometimes 
a cause for concern because of potential in­
flationary pressures which may accompany 
the anticipated sharp increases in spending. 
These potential pressures would be of partic­
ular concern if the liquidity build-up occurred 
while the economy was operating at or close 
to capacity and fully utilizing available man­
power and plant facilities. The recent rise in
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Liquid assets rose faster 
than gross national product 
in 1962-63

billion dollars

per cent

liquidity, however, has occurred against a 
backdrop of considerable slack in the econ­
omy and prices generally have remained 
stable during the current business expansion. 
Indeed, the rise in liquidity itself is in part the 
result of a monetary policy designed to en­
courage spending and accelerate the pace of 
economic expansion.

The relation between liquidity, spending 
and prices is neither precise nor constant. 
It may be expected to differ depending among

other things on the composition and owner­
ship of the liquid assets, the degree of eco­
nomic slack and consumer expectations of 
future income and prices. Consequently, gen­
eralities concerning the relation between 
liquidity and inflationary pressures are diffi­
cult to support.

Tim e deposits rise ra p id ly

Among the various liquid assets, time and 
savings deposits at commercial banks re­
corded the greatest gain in 1962, with an 
increase of 19 per cent. This rise was by far 
the largest annual increase in these deposits 
in the postwar period and more than double 
the average rate of increase in the Fifties.
The 1962 increase followed large gains in 
both 1960 and 1961. For the three years as a 
whole, time deposits rose by approximately 
the same dollar amount as during the entire 
preceding 10 years. During the first half of 
1963, time deposits rose at a somewhat 
slower pace than in 1962 but still faster than 
in any other postwar year.

Net dollar inflows into savings and loan 
associations in 1962 were also large although 
the percentage increase was somewhat below 
both the increase in 1961 and the average 
annual rate of rise since 1951. In part, the 
slower rate of growth may be attributed to 
the narrowing of spreads between interest 
rates paid by commercial banks on time de­
posits and dividend rates paid by savings and 
loan associations following the raising of the 
interest rate ceiling applicable to banks effec­
tive January 1, 1962. Most of the slowdown 
in share capital growth occurred in the first 
half of 1962 when savers may have reap­
praised the way they divided their savings 
between commercial banks and savings and 
loan associations in light of the new interest 
rate differentials. In the last half of 1962, net 
inflows into savings and loan associations 9

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



Federal Reserve Bank o f Chicago

regained their 1959-61 rate. This pace has 
continued in the first six months of 1963.

Deposits at mutual savings banks rose 
sharply in 1962 as did nonbank holdings of 
marketable Government securities maturing 
within one year. But the public expanded 
their holdings of money—demand deposits 
and currency—and Government savings 
bonds only slightly during the year.

M o rtga ge  m a rk e t easier

One effect of the record inflow of funds 
into deposit-type financial institutions has 
been the heavy demand by these institutions 
for suitable investments. As a result, interest 
rates on mortgages and securities issued by 
state and local governments have declined 
during much of the period since 1961. Re­
flecting these developments, rates paid on 
savings by some financial institutions recently 
have been reduced somewhat. Reductions in 
interest rates on time deposits have been an­
nounced by a few commercial banks, while

Interest rates on mortgages and 
municipal securities have declined

per cent
6 .5 0  *

6.00 -

5 .5 0  -

3 .5 0  

3 .0 0

2 .5 0  -

' " " l̂ d 1" 11 ..................................11111

*Effective interest rate on conventional Chicago area 
1 0  new home loans.

lower dividend payments have been reported 
by some savings and loan associations.

Interest rates on mortgage loans have de­
clined at the same time that maturities have 
lengthened and the loan size has risen rela­
tive to the value of properties. Even though 
the supply of new mortgage loans has been 
large—a record volume in 1962—the com­
petition for them has been strong. Many 
banks accelerated their acquisition of mort­
gage loans—the traditional loan outlet of 
savings and loan associations, mutual savings 
banks and insurance companies—because of 
the large amounts of funds available from 
time and savings deposits and their inability 
to utilize these funds in increased loans to 
business firms, their more usual customers. 
The supply of business loans was limited, in 
part, because of greater reliance by businesses 
on nonbank financing.

Banks lengthen municipal maturities

In the market for the tax-exempt obliga­
tions of state and local governments, interest 
rates declined significantly in 1962 even 
though there was a moderate increase in of­
ferings. The decline may be attributed largely 
to commercial banks which turned increas­
ingly to these securities as an outlet for their 
increased volume of funds. In 1962, acquisi­
tions of state and local obligations by banks 
amounted to over four-fifths of the net in­
crease in the volume of these securities out­
standing. Since the beginning of 1962, banks 
have expanded their holdings of these securi­
ties more than 35 per cent. In addition, the 
average maturities of such securities held by 
banks appear to have lengthened. Compre­
hensive information on the maturity composi­
tion of municipal securities held by banks is 
not available. However, a recent survey of 
municipal securities held in safekeeping at 
the Federal Reserve Bank of Chicago by
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Distric t member banks increase 
proportion of long-term municipal 
securities in their portfolios*

Maturity
June 30, 

1956
March 26, 

1962**
January

1963**

W ithin 1 ye a r. . 18.1

(per cent)

11.3 11.6
1 - 5 years.......... 44.7 45.3 42.3
5 - 10 years. . . . 30.0 33.8 35.0
Over 10 ye a rs. . 7.2 9.6 11.1
To ta l.................... 100.0 100.0 100.0

*Excludes Michigan and large Chicago Loop banks.
**These percentages are based on securities held in safe­

keeping at the Federa' Reserve Bank of Chicago. Securities 
so held represented about two-thirds of the municipal 
securities reported by the respective member banks. The 
securities were value at par.

member banks indicates that these banks 
have increased the proportion of long-term 
securities in their portfolios.

Seventh District member banks were found 
to have expanded their holdings of municipal 
securities maturing in over five years from
43.4 per cent of their portfolios at the end of 
March 1962 to 46.1 per cent by the end of the 
year. The increase was about evenly split 
between securities maturing in five to 10 
years and securities maturing in 10 to 20 
years. The banks also held a greater propor­
tion of long-term maturities in their port­
folios of municipal securities at year-end 
1962 than on June 30, 1956, the date of an

earlier complete survey. Securities maturing 
in over five years accounted for 46 per cent 
of the banks’ total holdings of municipal 
securities at the end of 1962 compared with 
only 37 per cent in mid-1956.

The combination of continued rapid in­
flows of savings funds and reduced earnings 
on some types of new loans and investments 
have encouraged some financial institutions 
to re-examine the prices they pay for funds. 
For savings and loan associations, the situa­
tion has been reinforced by a boost in income 
tax rates effective in 1963. The greater the 
proportion of earnings paid in taxes, the less 
some associations consider available for dis­
tribution to the owners of share capital.

Thus far, reductions in rates paid by finan­
cial institutions for deposit and share money 
have been selective. Almost all of the reduc­
tions have been announced by the smaller 
institutions. These banks tend to place a 
smaller proportion of their resources in loans 
than the larger banks and, being in lower in­
come tax brackets than larger banks, find the 
tax-free feature of municipal securities less 
attractive. At the same time that savings and 
loan associations in some areas have posted 
lower dividend rates, a few institutions in 
areas where the demands for mortgages re­
main strong have announced rate increases. 
On balance, these changes have tended to 
bring the rates paid by financial institutions 
on savings funds into closer alignment with 
the rates earned on the funds.
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Savings accounts 
and commercial bank earnings*

Savings deposits have become increasingly 
important to commercial banks. At the begin­
ning of 1963, the “passbook” type of deposit 
totaled 107 billion dollars and accounted for 
36 per cent of total deposits. As recently as 
mid-1957, such accounts totaled only 44 
billion dollars or 24 per cent of total deposits.

The growth of savings deposits mirrors in 
part the sizable increase in nearly all kinds 
of liquid financial assets but also reflects the 
concerted efforts of commercial banks to 
acquire such deposits. Banks have raised 
interest rates paid on savings and spent sub­
stantial sums on advertising to bring this 
service to the attention of potential de­
positors.

Not all bankers agree, however, that it is 
profitable to aggressively seek savings de­
posits, and, of course, it is essential that banks 
operate profitably if they are to serve their 
communities effectively.

Answers to the complex and perplexing 
questions about the profitability of time de­
posits are difficult for bankers to find and 
probably are not the same for all banks.

*This article, including the tables, is based upon 
a study by Allan R. Drebin, “Savings Accounts and 
Commercial Bank Earnings,” Bureau of Business 
Research, Graduate School of Business Adminis­
tration, The University of Michigan, Ann Arbor, 
Copyright, 1963, used by permission. The study was 
initiated while Mr. Drebin was a Research Fellow 
at the Federal Reserve Bank of Chicago. The con­
clusions, of course, are those of the author. Copies 
of the full report may be obtained from the Uni- 

1 2 versity of Michigan.

The problem is complicated by the fact that 
banks provide many closely interwoven serv­
ices, making it extremely difficult to evaluate 
the costs and returns of any one alone. A 
change in policy affecting one service is likely 
to affect costs and returns of other services 
offered by the bank.

In this study of the profitability of the 
savings account component of time deposits, 
a method is suggested that may be helpful to 
individual banks in evaluating the profit­
ability of savings accounts. In general, the 
results indicate that several categories of sav­
ings accounts may contribute little or nothing 
to profits and probably are maintained at a 
loss by many banks. Among these are ac­
counts with small balances, accounts with 
excessive activity and accounts closed within 
short periods after they are opened. The study 
concludes that banks might find it profitable 
to make special efforts to attract larger, 
longer-lived accounts and to limit transac­
tions activity in savings accounts.

The p rofit contribution

Revenues. Before a bank can determine 
whether its savings department contributes to 
profits, the revenues and expenses traceable 
to the savings function must be established. 
Because the savings department does not 
contribute directly to bank revenues, income 
attributable to savings accounts can be deter­
mined only by reference to the earnings of 
the funds provided from this source. A rate of 
return must be assigned to the net funds
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available from the savings department.
While gross returns on any loan or invest­

ment can be determined, it is difficult to as­
sociate specific assets with funds furnished 
by savings deposits. Some bankers favor the 
“pool” approach, wherein all investments are 
made from a pool of all available funds with­
out regard for their sources. This simplifies 
accounting, perhaps explaining its popularity, 
but is not very useful unless it actually cor­
responds to the investment policy followed 
by the bank.

Other bankers contend that funds fur­
nished by time deposits are converted to 
specific types of loans and investments, pri­
marily real estate mortgages, and when all 
the funds cannot be placed in mortgages, the 
remainder is invested in tax-exempt munici­
pals with similar maturities.

Any bank can ascribe a suitable earnings 
rate to the savings function by inquiring into 
its own investment policies. This rate, multi­
plied by the dollar amount of funds furnished, 
provides a figure for gross revenue attrib­
utable to savings deposits.

Expenses. Savings department expenses 
fall into four categories: those proportional to 
amount of deposits; those depending upon the 
number of accounts; those varying with ac­
count activity, and those related to average 
account life.

Interest paid on deposits is the largest 
expense item. Although computed in a vari­
ety of ways that may alter the results slightly, 
interest costs are nearly always proportional 
to amount of deposits, as are deposit insur­
ance and examination charges.

The other expenses, many of them joint 
costs, cannot be estimated as easily. Indivi­
dual banks assign these costs on differing 
bases, but in general the savings department 
should shoulder all the direct costs incurred 
as a result of its operation. The department

should share in the “fixed costs” to the extent 
of benefit obtained from such costs.

Allocation of building expenses and other 
“fixed costs” to departments is at best a diffi­
cult problem. Possibly even more difficult is 
the evaluation of the impact on other depart­
ments of any steps taken to eliminate un­
profitable savings accounts.

Although the whole must equal the sum of 
its parts, the maximization of departmental 
income is not always consistent with attaining 
the maximum profit for the entire establish­
ment. In taking steps to maximize profits of 
the savings department, a bank must consider 
the over-all effect of such action on its com­
plete banking operation.

A n illustrative exam p le

A “model” bank based on the actual 
records of five large banks was used to illus­
trate the steps which can be taken to help in 
identifying any unprofitable accounts. Since 
the model is not based upon a representative 
sample of banks, it does not permit conclu­
sions as to whether savings accounts are 
profitable generally. However, it does serve 
to illustrate some characteristics of accounts 
which may be generally applicable.

Account size. The size distribution of ac­
counts has an important bearing on profits, 
since revenues are proportional to amount of 
deposits while some costs are independent 
of deposit balances.

Information on distribution of accounts by 
size was available from two large banks. For 
these banks, 67 per cent of the total number 
of accounts had balances of less than 500 
dollars, yet these small accounts comprised 
only 8 per cent of total savings deposits. The 
remaining one-third of the accounts, with 
average balances above 500 dollars, included 
92 per cent of total savings deposits in these 
banks. The percentage attributable to each 13
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size category is shown in the following table.
Account size Accounts Deposits

(dollars) (per cent)
Under 1 0 0 .......... 43 1
100-500 .............. 24 7
500-1,000 ............ 11 9
1,000-5,000 ___ 18 44
5,000-10,000 . . . 3 21
10,000-25,000 . . 1 11
Over 25,000 . . . . * 7

Total .............. 100 100
*Less than Vi of 1 per cent.

Account activity. An attempt was made to
determine whether or not any relation exists
between account size and activity. Analysis
of a sample of savings accounts at a large
commercial bank during a six-month period
indicates that small accounts tend to be more
active than large ones, as is indicated below.

Number Transactions
of Average Accounts

Account size accounts number* idle
(dollars) (per cent)

Under 100............ 231 2.79 42.4
100-500 .............. 212 3.73 30.6
500-1,000 ............ 149 3.27 25.5
1,000-5,000 ___ 390 2.68 24.6
5,000-10,000 . .  . 172 2.37 26.1
10,000-20,000 . . 70 1.77 30.0
Over 20,000 ___ 23 1.52 26.0

Total .............. 1,247 2.83 29.6

*In six-month period.

Except for the under-100 dollar category, 
the average number of transactions declined 
as size of account increased. The higher per­
centage of inactive accounts in the under- 
100 category implies a rather high rate of 
activity among those accounts that had trans­
actions.

More than half of the accounts studied 
had either one or no transactions in the 

14 period, while 7 per cent had 10 or more

transactions. The latter group accounted for 
40 per cent of the total activity, but supplied 
only 4 per cent of the total savings deposits.

Account mortality. This characteristic was 
studied because of the cost of opening and 
closing accounts. A sample of 1,575 accounts 
opened in January 1950 was studied for the 
years 1950-60 (see table on page 15).

The smaller accounts were found to have 
somewhat shorter lives than the larger ones, 
but the difference was slight. However, of the 
accounts in the sample with initial deposits 
of 100 dollars or less, more than one-fourth 
were closed within the first year. Unless the 
average balances were much greater than 
the original deposits, the bank probably lost 
money in handling these accounts.

More accounts were closed in the first year 
than in any other year in all sizes except 
500-1,000 dollars, which lost two more ac­
counts in the second year than in the first. 
The accounts were closed in a fairly regular 
pattern of progressively diminishing numbers 
during the 11-year period. The percentage of 
total accounts in each category at the end of 
the period was practically unchanged from 
that at the beginning.

A little more than one-third of the 1,575 
accounts were still open when the period 
under study ended. By assuming that these 
accounts would be closed at the rate indicated 
by the experience of the last several years, 
the average life expectancy of accounts was 
estimated to be about 12 years.

Interest, the largest element of expense for 
the savings department, is largely propor­
tional to deposit dollars. If all expenses varied 
in this manner, then it would be impossible 
to select any group of accounts as being un­
profitable, as long as the whole department 
was profitable, since revenues also are pro­
portional to deposits. But the study shows 
that transactions activity, account opening
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Account m orta lity—1950-60

Original accounts closed

Account size

Original accounts 

Number Per cent

First
six

months

Second
six

months
Second
year

Three
to
five

years

Six
to

eleven
years

Accounts
still

open

{dollars) (per cent) (per cent)

Under 100................... 795 51 16 10 10 16 16 32
100 - 5 0 0 ................... 307 19 10 11 9 19 17 34
500 - 1,000................. 117 7 7 3 12 22 15 41
1,000 - 5,000.............. 281 18 6 10 8 20 18 38
5,000 - 10,000............ 57 4 5 11 9 14 26 35
Over 10,000............... 18 1 6 22 0 6 22 44
To ta l............................. . . 1,575 100 12 10 10 17 17 34

and annual maintenance costs are not propor­
tional to account size. Furthermore, these 
costs are substantial and, therefore, it is 
possible that small accounts might not yield 
enough revenue to cover the costs incurred in 
servicing them.

In the five large banks for which records 
were available the following average costs
were determined:

to make a deposit....................$0.42
to make a withdrawal............. 0.45
annual maintenance...............  1.00
to open and close account

(combined) .........................  3.00
The earnings on net available funds averaged 
4.12 per cent and the effective interest paid 
on savings averaged 2.80 per cent. There was 
considerable variation in these costs and re­
turns among the five banks.

Im p ro ving  profits

In general, a bank’s profitability will be 
enhanced by plans that tend to increase aver­
age account balances, to decrease transac­

tions and to lengthen account life, provided 
these do not also have a detrimental effect on 
other departments of the bank.

For the model bank—using figures pro­
vided by the selected banks for revenues and 
expenses—it was estimated that the savings 
department as a whole contributed about
296,000 dollars to the after-tax earnings of 
the bank. Accounts with balances of less than 
500 dollars, however, incurred a loss of about
86,000. Presumably the bank could realize 
annual savings of about this amount by re­
quiring a 500 dollar minimum balance, as­
suming that the personnel, equipment and 
space devoted to the accounts eliminated by 
this action could be shifted to other uses or 
eliminated, and again assuming there would 
be no adverse effects on other departments 
of the bank.

However, it is likely that customers whose 
savings accounts were driven away by this 
action would also take their credit needs, 
demand deposits and other possibly profit­
able banking business to other institutions. 15
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It also would tend to eliminate those depos­
itors whose balances grow from modest open­
ing figures to substantial sums.1

Commercial banks also hold that they have 
an obligation to serve the financial needs of 
the entire community. Elimination of small 
savings accounts may be in conflict with this 
“service” concept, even though it might im­
prove a given bank’s profits.

Direct measures aimed at limiting the 
number of transactions permitted in indivi­
dual savings accounts do not appear to be a 
good answer to the problem of high activity 
because of the strong possibility of creating 
ill will. Interest incentives probably would 
serve this purpose better, but an individual 
bank may not have much latitude because of 
competition from other banks and financial 
institutions.

Reducing or eliminating interest on certain 
classes of accounts, say, those with balances 
of less than 500 dollars, might be tried. How­
ever, it seems likely that of accounts in the 
100-500 dollar range—many, because of 
their long life and low activity, do contribute 
to earnings—would shift to institutions offer­
ing interest while accounts with balances of 
less than 100 dollars might be retained since 
these draw so little interest that it is of minor 
consequence. In the model bank, interest 
cost on accounts of 100 dollars and less was 
only about 36,000 dollars while acquisition,

TDr. Elmer M. Harmon, vice president, Bowery 
Savings Bank, New York City, in the American 
Banker last fall, noted that of all depositors with 
current balances of 10,000 dollars or more, one out 
of four had opening balances of 500 or less. He 
further estimated that had the Bowery refused to 
accept or maintain accounts of 500 dollars or less, 
it would have 67 per cent fewer depositors and 26 
per cent less in deposits.

service and maintenance costs were about
162,000 and revenues were about 50,000.

While the larger accounts tend to be the 
most profitable, and should be actively 
sought, they can present problems. Many 
banks avoid accounts with very large bal­
ances, probably because of fears that their 
liquidity position would be threatened by 
large, unexpected withdrawals. This problem 
could be minimized if large accounts were 
acquired from a variety of sources, thereby 
providing diversification.

The study of activity and mortality indi­
cates that large accounts may remain open 
longer and have fewer transactions than small 
ones, but additional measures can be taken 
to promote longer life and limited activity. 
The payment of an interest bonus on the first 
anniversary of a deposit works in this direc­
tion. It might also be helpful to calculate 
interest by a method which allows little or 
no interest on balances remaining with the 
bank for less than six months. Account 
activity might also be reduced somewhat if 
interest was computed so as to provide a 
smaller return on accounts which have high 
turnover.

Service charges seem to hold the greatest 
promise for combating transactions activity, 
allowing the bank to recover deposit and 
withdrawal costs. A system of service charges 
should enable banks to pay higher interest 
rates which would be particularly attractive 
to the larger and less active accounts. Those 
whose accounts are profitable would benefit, 
since the added interest should more than 
offset service charges. Those whose accounts 
are not contributing to profits would be 
charged for the cost of bank services provided 
for them or would close their accounts.

16
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