A BUSINESS AND FINANCIAL REVIEW BY THE FEDERAL RESERVE BANK OF CHICAGO

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



Business insights
Big year for cars and trucks

Banking insights
CONTENTS  District holding company
acquisitions on the rise
Deposit service charges

Treasury to invest surplus
tax and loan balances

A new law will allow the Treasury
Department to earn a direct return

November/December 1977, Volume |, Issue 6 on temporary cash surpluses.

ECONOMIC PERSPECTIVES

Single-copy subscriptions of Economic Index for 1977

Perspectives, a bimonthly review, are
available free of charge. Please send requests
for single- and multiple-copy subscriptions,
back issues, and address changes to Public
Information Center, Federal Reserve Bank of
Chicago, P. O. Box 834, Chicago, Illinois
60690, or telephone (312) 322-5112.

Articles may be reprinted provided
source is credited and Public Information
Center is provided with a copy of the
published material.

Controlled circulation postage
paid at Chicago, lllinois.

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



Business insights
Big
In 1977, as in 1976, rising sales of motor
vehicles have been a major factor in the
general expansion of business activity. As a
result, the economic health of industrial
centers specializing in production of com-
ponents and assembly of finished vehicles, es-
pecially in Michigan but also in other
Midwestern states, has vastly improved from
the low ebb of the 1974-75 recession. Some in-
dustry analysts are confident that further
gains will occur in 1978.

Barring an unexpected setback in the final
months of the year, deliveries of cars and
trucks to consumers and businesses will ap-
proach 15 million in 1977, slightly exceeding
the previous banner year of 1973. Passenger
car sales are expected to reach 11.25 million—
including over 2 million imports—which
would fall short of the 11.45 million record set
in 1973. Truck sales, at about 3.6 million, with

about 300,000 small imports, are certain to es-
tablish a new high by a wide margin.

Crowding the highways

About 100 million passenger cars and about
28 million trucks are in operation currently.
This compares with a pop-
ulation 16 years and over of
160 million. Theoretically,
four of every five Americans
of driving age could be at
the wheel of amotor vehicle
simultaneously. To the
harassed motorist caught in

index,1967=100

traffic congestion it
sometimes appears that
they are!

There is no clear
evidence that the uptrend
in the motor vehicle pop-
ulation will halt in the years
ahead. Despite efforts to
revive public passenger
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yearfor cars and trucks

transport, Americans use, and often need,
personal transportation more than ever
before. Moreover, the share of freight moved
by truck continues to grow. The steady con-
traction of the population of the central cities
and the sprawling growth of outlying areas
encourage these trends. One consequence is
the heavy deficit in the balance of payments
associated with oil imports, now about 45 per-
cent of our total supply. Motor gasoline and
diesel fuel account for about 40 percent of all
sales of petroleum products by physical
volume.

Purchases and prices

In the January-October period retail sales
were up 11 percent from last year. Sales of
motor vehicle dealers were up 16 percent,
while sales of nonautomotive stores were up 9
percent. Not all sales of automotive dealers
are to consumers. About a fourth of new
passenger cars are purchased by businesses,
including auto rental companies. On the
other hand, households are increasingly im-
portant buyers of trucks. The Department of
Commerce estimates that households buy 20

Auto industry has led expansion
of total manufacturing



Trucks lead vehicle output growth

millions
15r

percent of all trucks by value and 40 percent
by number. These are almost all light trucks,
including over a half million vans and many
campers and motor homes.

Prices of motor vehicles have increased
rapidly in recent years, and most operating
costs—fuel, repairs, insurance, etc.—have in-
creased even more rapidly. A recent estimate
by the Hertz Corporation places the cost of
operating the average 1977 model passenger
car, including depreciation, at 30 cents a mile
or $3,000 a year.

Imports take a larger share
of the market

millions
truck imports

domestic
trucks

car imports

domestic
cars

1972 1973 1974 1975 1976 1977*
<Estimated.

At midyear the Consumer Price Index (CPI)
showed prices of new cars up 5.4 percent
from a year ago, and up 27 percent in five
years. The entire index was up 6.9 percent
from a year ago, and up 45 percent in five
years. Average prices actually paid for new
cars have increased much more rapidly than
this comparison indicates, however, partly
because the CPI compilers assume that safety
and pollution controls mandated by govern-
ment add value to the vehicle and, therefore,
these costs should not be counted as price in-
creases. According to data from major auto
finance companies, the average sales price of
new cars in mid-1977 was $5,700. This was up
10 percent from ayear ago, and up 59 percent
in five years, more than the rise in the total
CPI.

Credit use expands

In 1976 households spent $142 billion to
purchase and operate motor vehicles—13
percent of total consumer expenditures. This
outlay was divided about 50-50 between
purchases of new or used vehicles and
operating costs.

About two-thirds of all new cars are fi-
nanced through the use of instalment credit
contracts with the car serving as collateral.
(Other purchases are known to be financed
through other types of credit.) Last year $63
billion was extended on auto loans, including
finance charges—one-third of all instalment
credit extended. Almost 60 percent of all auto
loans are made by commercial banks, the rest
mainly by credit unions and the "captive"
finance companies operated by the auto
companies. In the first eight months of 1977,
auto credit extensions were up 15 percent
from the same period of 1976. At the end of
September, outstanding auto credit was $77.2
billion, up from $64.6 billion a year earlier.

For many years the typical new car loan has
been equal to the wholesale cost of the car—
about 87 to 88 percent of the implied retail
price. Delinquencies and write-offs have
been relatively low, even in recessions. Delin-
quency rates are typically under 2 percent,
and repossessions under 1 percent of all con-
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Average price paid for cars has
outpaced car price index
index, 1971=100

tracts, significantly less than on other instal-
ment loans. Most families will cut back on
other outlays, including food, to maintain
payments on acar which, if not a necessity, is a
highly prized possession. Monthly payments
have been eased, however, by lengthening
maturities.

In 1974 and earlier years the average
maturity on new car loans by major finance
companies averaged 35 months with 36
months typical. Starting in 1974 more loans
were made for 42 months and even 48
months. In August 1977 the average maturity
on these loans was 41 months, and 30 percent

Rapid rise in instalment credit
has financed auto sales boom
billion dollars
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of new loans were for over 42 months.
Finance company experience with 48-month
loans has been excellent, partly because
credit standards are higher for longer loans,
and partly because used car prices have been
strong. However, some lenders have been
cautious in joining this trend. Longer-term
auto loans probably will be associated with
more loans being liquidated before maturity
as cars are traded before loans are paid off.

Import share rises

Imports, almost all small cars, may account
for over 18 percent of all car sales this calendar
year. Thiswould be up from 15 percent in 1976
and about equal to the record proportion
reached in 1975. In the five years prior to 1975,
imports had accounted for 15 percent of the
total, up from 6 percent in the mid-1960s. Im-
ports do not include about 300,000 “do-
mestics” shipped from Canada in excess of
cars shipped to Canada under the United
States-Canadian Auto Trade Agreement.

In the first nine months of 1977,68 percent
of all imports were from Japan, 21 percent
from Germany, and 11 percent from other
countries. The Japanese have continued to
expand their penetration of the U.S. market in
recent years with several popular makes, ap-
parently at the expense of small U.S. and Eu-
ropean cars.

Despite new models and heavy
promotions, U.S.-made small cars have not
been able to stave off imports. Neither have
they displaced large domestic cars. According
to Ward's Automotive Reports, intermediate
and full-sized domestic cars accounted for 52
percent of the total car market in the 1977
model year, up from 50 percent in the 1976
model year. The share of market going to im-
ports rose from 14 percent in the 1976 model
year to 18 percent in 1977. The losing group
was domestic small cars (compacts and sub-
compacts), whose share dropped from 36 to
30 percent.

The consumer rules

The strong market for new cars has not
been a boon for all models or all producers.



Successive shutdowns of assembly lines for
various domestic small cars have occurred in
the past year as inventories bulged.
Meanwhile, preferred models, especially
larger domestic cars, have been in short supp-
ly. On November 1 the 1.6 million inventory
of domestic cars represented a manageable 49
days' sales, but the range for particular cars
was from 30 to over 100 days. Inventories of
imports dropped from over 600,000 in mid-
1976 to 300,000 in recent months—probably
too low for maximum sales efforts.

U.S. car producers are under government
order to improve the average miles per gallon
on the average car sold by each company
from about 18 on 1978 models to 27.5 in 1985.
To some extent this can be accomplished by
designing more efficient components, using
diesel engines, and including some captive
imports in the company mix. For the most
part, however, better gas mileage means
smaller cars, substitution of lighter materials
for steel, and reduced engine size.

The auto industry is engaged in a massive
capital expenditure program to "downsize"
all classes of cars. While total plantand equip-
ment expenditures by all business is expected
to be up 13 percent this year, the auto com-
panies are increasing outlays to $3.67 billion,
up 56 percent from 1976, and up 42 percent
from the previous high set in 1974. Most of the
money spent by the auto companies will be
for machine tools and other equipment, but
new buildings also are being constructed and
existing buildings are being expanded.

6

Managing the mix

Auto executives frequently make news with
forecasts of the industry's total sales of cars
and trucks for the current and/or coming
year. They are well aware, however, that both
total sales and sales of particular models de-
pend on the sovereign consumer. Production
schedules are never firm more than a month
or two in advance. A weakening of consumer
confidence, or growing disfavor toward par-
ticular models, can soon create costly inven-
tory gluts with acres of unsold cars if output is
not adjusted promptly.

In early 1974 auto firms took drastic steps to
divert the production mix toward small cars.
The gas shortage associated with the Arab oil
embargo seemed to have created an in-
satiable market for small cars with high gas
mileage. By the late spring, as gasoline
supplies returned to normal, demand for
domestic small cars collapsed almost as
suddenly as it had expanded in the previous
winter.

Many American households clearly are not
satisfied with small cars. They are ready to pay
substantially higher prices for fuel rather than
sacrifice carrying capacity, engine power,
and, perhaps, prestige. Managing the mix of
production and distribution to satisfy con-
sumers on the one hand, and government
regulators on the other, presents a challenge
unique in the history of the auto industry.

George W. Cloos
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Banking insights

District holding company acquisitions on the rise

Holding company acquisitions of commercial
banks in the states comprising the Seventh
Federal Reserve District returned to an up-
ward trend during 1976. The renewed activity
followed a peak in 1974 and a slowdown in
1975. Nationwide, holding companies did not
follow the District trend, as the absolute
number of commercial banks acquired by
holding companiesduring1976shrankforthe
third consecutive year.

Although nearly 44 percent of all banks
acquired by holding companies in 1976 were
located in the Seventh District, the District ac-
counted for less than its share of banks af-
filiated with holding companies at year end.
Holding companies controlled approximately
26 percent of all commercial banks across the
nation by the end of 1976, butonly 22percent
within the five District states.

Holding company acquisitions in the

Multibank holding companies

Multibank holding companies are be-
coming increasingly important in the struc-
ture of District banking. In Michigan, after
only five years of rapid expansion, bank sub-
sidiaries of these companies control nearly
two-thirds of the state's commercial bank
deposits.1Multibank holding companies have
been legal in Wisconsin for many years and
are on the verge of holding more than half of
the state's deposits. Multibank holding com-
panies and one-bank holding companies are
of about equal importance in lowa, with mul-
tibank holding companies controlling ap-
proximately 25 percent of the state's deposits
and one-bank companies controlling about
23 percent. Although lllinois and Indiana
banking laws prohibit the formation of mul-
tibank holding companies, one *“grand-
fathered™ multibank holding company and 40
de facto multibank holding companies
operate in lllinois.2

District rebounded, but continued
downward in the nation

number of banks
400 “*

Nonbanking activities

Almost 40 percent of the District holding
company organizations were engaged in
nonbanking activities at year-end 1976. Under
the regulations of the Bank Holding Company
Act, a bank holding company can engage in

100 - certain nonbanking activities that are closely
related to banking, such as leasing, insurance,
and real estate; certain activities—such as
advertising, exterminating, and issuing

Michigan law prohibited Michigan corporations
from owning bank stock until April 1971.

ZFor adiscussion of de facto multibank holding com-
pany activity in the District, see Joseph T. Keating, “Chain
banking in the District,” Economic Perspectives,
September/October 1977.
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Bank holding companies in the Seventh District
(December 31, 1976)

Multibank holding companies

Number  Number of Total Share of  Share of
of subsidiary MBHC total total
MBHCs* banks deposits banks deposits
(millions) (percent)
lllinois 1 3 $ 1511 0.2 0.2
Indiana - - - - -
lowa 10 65 $ 32723 99 251
Michigan 24 108 $ 204802 300 645
Wisconsin 19 121 $ 66798 193 404
Five-state total 54 297 $ 30,5834 9.0 212
United States 298 2,295 $286,514.0 15.6 342
One-bank holding companies
Number  Number of Total Share of  Share of
of subsidiary OBHC total total
OBHCs* banks deposits banks deposits
(millions) (percent)

Illinois 171 171 $ 347965 137 551
Indiana 30 30 $ 6,3938 73 323
lowa 146 146 $ 29554 222 226
Michigan 20 20 $ 24052 5.6 76
Wisconsin 47 47 $ 11434 75 6.9
Five-state total 414 414 $ 476943 125 331
United States 1504 1,496 $267,135.0 10.2 319

*Holding companies that were subsidiaries of other holding companies were
eliminated, but holding companies whose bank subsidiary was also a subsidiary of
another totally unrelated holding company were included.

NOTE: Data for entire state, not only the portion within the Seventh Federal
Reserve District.

Distribution by deposit size of District banks
affiliated with OBHCs and MBHCs
(December 31, 1976)

OBHCs MBHCs

Number of Number of Total commercial
subsidiary  subsidiary banks in five

Bank deposit size banks banks District states
(million dollars)
Under $9.9 78 49 1,026
$10 to $24.9 136 94 1179
$25 to $49.9 87 69 607
$50 to $199.9 86 63 427
$200 to $499.9 17 12 43
$500 to $999.9 3 5 10
$1,000 to $2,999.9 4 4 8
$3,000 or more 3 1 _ 4
All size banks 414 297 3,304

NOTE: Data for all banks in the five District states, not only the portion
within the Seventh Federal Reserve District.

8
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trading stamps—are permitted if
the holding company had been
engaged in them prior to 1968. The
District's multibank holding com-
panies have been much more ac-
tive in the nonbanking fields than
have their one-bank counterparts.
Eighty-five percent of the District's
multibank holding companies and
34 percent of the District's one-
bank holding companies had
diversified and expanded their
operations to nonbanking ac-
tivities by the end of 1976.

Prospects for future holding
company developments

lowa, Michigan, and Wiscon-
sin allow multibank holding com-
panies and the share of total banks
affiliated with holding companies
in these three states is very close to
or above the national average. Yet
these states contain over 1,100
commercial banks that remained
unaffiliated with a holding com-
pany at the beginning of 1977. As a
potential source of expansion,
these banks could be acquired
by one-bank holding companies
to form multibank holding
companies.

In Illinois and Indiana the
share of banks controlled by
holding companies isfar below the
national average. Increasing these
proportions would seem to de-
pend on changing lllinois and In-
diana banking laws to allow mul-
tibank holding companies to
operate within these two District
states. Although several proposals
to permit multibank holding com-
panies have been introduced in
both states in recent years, they
have fallen far short of attracting
the support needed for adoption.

Another prospect for holding

Economic Perspectives



Nonbanking activities of Seventh District and U.S. bank holding companies
(December 31, 1976)

Industry Group Title

Leasing activities
Insurance underwriting
and service
Real estate
Commercial credit institutions
Establishments performing
functions closely related
to banking
Data processing
Mortgage banking
Miscellaneous business services
Consumer credit institutions
Trust services
Investment advisors
Loan servicing
Investment companies
Holding companies—except bank
holding companies
Securities underwriting and
exchange services
Management consulting
Savings and loan associations
Credit card services
Industrial banks
Economic advisors
Courier services

Number
of
OBHCs

66

83
37
32

32
22
17
26
1

RPN WN B [¢20N¢; W6 (o))

i

Seventh District

Share of

Number all bank

of holding

MBHCs companies

29 213
12 213
1 10.7
13 101
5 8.3
n 7.4
14 6.9
5 6.9
3 4.3
4 29
6 25
3 1.8
1 16
1 11
3 11
— 0.7
— 0.4
1 0.4
1 0.2
- 0.2
- 0.2

United States

Share of

all bank

holding
companies

237

25.7
134
16.7

57
12.2
141

74

7.7

22

4.2

18

4.0

39

2.6
32
0.8
0.7
1.0
05
0.3

NOTE: This data includes all direct and indirect subsidiaries of bank holding companies, and
Seventh District data pertains only to banks and holding companies operating within the Seventh

Federal Reserve District.

company activity depends largely upon the
intentions of the over 250 one-bank holding
companies in the District that have not exer-
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cised options to diversify into the permissible

nonbanking fields.

Joseph T. Keating



Deposit service charges

Service charges collected on average demand
deposits have increased over the past few
years. According to the Reports of Condition
and Income, service charges collected
relative to average demand deposits of in-
dividuals and businesses generally reached a
low during 1972 and 1973 both nationally and
in the Seventh District. The reason for the re-
cent increase is not precisely known. Lower
earnings rates on loans and securities have no
doubt reduced the portfolio income earned
by commercial banks. At the same time
higher processing costs may have generated
pressure for the recovery of additional check
administration costs. Discussion of more ex-
plicit pricing for services may have already
stimulated implementation of more specific
charges.

Service charges recover only a small por-
tion of the costs of administering checking ac-
counts. The difference between the amounts
collected and the actual costs is an implicit
return to the account holder. Proposals to
permit commercial banks to pay interest on
demand deposits or to offer interest-bearing
negotiable order of withdrawal (NOW) ac-
counts for transaction purposes would allow
for the substitution of an explicit interest pay-
ment for all or most of the present implicit
return. Banks would probably find it
necessary to unbundle packages of services
available to depositors and to price each of
these services more in accordance with its
costs. Total service charges could be expected
to generally increase, although the amount
would vary among banks.

Comparison of aggregative data for
various structural groupings of banks shows
that the ratio of total service charges to
average demand deposits varies significantly.1

Trhe ratios used in this article are based on service

charges (Report of Income: Aid) = Average IPC demand
deposits (Report of Condition: F(A)lc).

70

An important factor that may affect all such
comparisons is the proportion of deposits in
personal accounts. The service charge ratio is
higher at banks with deposits less than $500
million than at those with deposits above this
amount, no doubt reflecting the larger
proportion of consumer demand deposits at
the sfnaller banks. Within the same size
groupings, total service charge income was
lower in relation to total deposits at banks that
are members of the Federal Reserve System
than at nonmembers and lower at Seventh
District banks than nationally.

Personal vs. business accounts

Service charges are substantially higher
on personal checking accounts than on com-
mercial checking accounts. According to data
submitted by participants in the Functional
Cost Analysis (FCA) program run by the
Federal Reserve System, service charges as a
percent of demand deposit balances,
nationally, were five times larger for personal
checking accounts than for business accounts
at banks with deposits below $200 million. At
bigger banks they were eight times larger.

The higher service charges on consumer
demand deposits reflect the higher ad-
ministrative expenses per dollar volume
associated with individual checking accounts
than with business checking accounts. Most
of the difference is attributable to the much
smaller average size of the personal checking
account. In 1976 the average commercial
checking account was eight times larger than
the average personal checking account of
$874 at banks with less than $50 million in
deposits and up to 13 times larger than the
average personal checking account of $947 at
banks with deposits of $200 million or more.

The multi-service relationship of banks
with business helps to explain the larger

Economic Perspectives
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average size for commercial checking ac-
counts. Larger minimum balances may be re-
quired for transaction services, and compen-
sating balances are frequently required for
business loans. These balances are to a large
extent in lieu of service charges.

Despite the higher service charges on
personal checking accounts, according to
FCA studies, service charges recover only
about one-fifth to one-fourth of ad-
ministrative expenses of the accounts. For
business accounts the proportion ranges from
one-eighth to one-fifth. Generally, smaller
banks recover a larger proportion of the total
expense in service charges for each type of
account.

The difference between the expense to
the bank of a checking account and service
charges is implicit interest on the deposit for
the account owner. Because of the substan-
tially higher administrative costs for personal
checking accounts, the implicit interest isalso
much higher than for business checking ac-
counts. Businesses may, however, receive
other benefits, especially where some of the
business demand deposits represents the
compensating balance for a loan at a lower
rate than would be required without a com-
pensating balance. Because business balances
pay for so many other bank services, the con-
nection between business checking costs and
deposit service charges is more variable for
business accounts.

Large vs. small banks

The ratio of total service charges to
average demand deposits varies significantly
by bank size. Nationally, in 1976 the ratio
ranged from a low of .56 percent for banks
with $500 million and over in deposits up to
.92 percent for banks with $25 million to $50
million in deposits.

Most of the variation in service charges
relative to demand deposits probably reflects
the lower proportion of consumer demand
deposits at the larger banks than at the smaller
banks. According to the FCA data, par-
ticipating banks with $500 million and over in
deposits in 1976 reported only 25 percent of

Federal Reserve Bank of Chicago

demand deposits in personal accounts, while
banks with less than $50 million in deposits
had 41 percent.

Federal Reserve Board surveys of de-
mand deposit ownership confirm the smaller
proportion of demand deposits owned by
consumers at the large banks. As of the June
1977 survey, 22 percent of demand deposits
for the large bank reporting panel were in
consumer accounts compared with 41 per-
cent at the smaller banks.

Member vs. nonmember

Total service charges relative to average
demand deposits were lower for banks that
were members of the Federal Reserve System
than for banks that were not. This was true
both nationally and in the Seventh District.
Only for small banks with deposits of less
than $10 million in 1976 is the comparison
ambiguous.

Cost information that might indicate the
reason for relatively lower service charges at
member banks is not available since non-
member banks have not participated in the
FCA studies. Ownership of demand deposits
probably does not vary significantly between
member and nonmember banks of similar
size.

The difference in service charges is more
pronounced for banks with $100 million or
more in deposits than for smaller banks. A
possible explanation is that member banks,
for whom the Federal Reserve provides check
processing, are passing the savings on to con-
sumers through lower service charges.

A recent survey by the Federal Reserve
Bank of St. Louis indicated that small member
banks make relatively little use of Federal
Reserve check clearing services.2This may ex-
plain the absence of asignificant difference in
service charges between small member and
nonmember banks.

Previous studies that have compared ser-
vice charge income relative to demand

Lilbert, R. Alton, "Utilization of Federal Reserve
Bank Services by Member Banks: Implications for the

Costs and Benefits of Membership,” Review, 59: 2-15,
August, 1977, Federal Reserve Bank of St. Louis.
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Service charge income relative to checking balances varies « -«

by size and membership status

Deposit size

Less than $5 million
$5-10 million

$10-25 million

$25-50 million
$50-100 million
$100-500 million

$500 million and over

by state

Deposit size

Less than $5 million
$5-10 million

$10-25 million

$25-50 million
$50-100 million
$100-500 million

$500 million and over

and over time

Less than  $5-10

Year $6 million million
1970 72 91
1971 .66 91
1972 .65 .8l
1973 .61 77
1974 73 74
1975 94 8
1976 .88 .85

United States
Member Nonmember
.88 72
.89 .89
.85 ReY)
.83 101
.79 .87
.69 .87
.55 .64

Illinois

.30
42
46
.70
.62
46
24

Seventh District

Member

42
.64
.66
75
71
.59
A5

Member banks in 1976

Indiana
28
.35
58
.50
75

.73
.86

lowa

}EE G

.64
.33

U.S. member banks

$10-25
million

.95
.94
87
.82
.82
.85
.85

Deposit size
$2550  $50-100
million million

91 .79
.89 .78
.83 .76
8L 75
81 .76
.85 a7
.83 .79

SOURCES: Report of Condition and Report of Income.

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

Michigan

1.34
.87
100
91
110
.99
71

Nonmember

43
.56
.70
.78
.74
.79

Wisconsin

.59
1.04
a7
.55
49
.36
.38

$100-500  $500 million

million

71
.69
.65
.64
.68
.68
.69

and over

48
49
47
49
51
.53
.55

Economic Perspectives



deposits for member vs. nonmember banks
have analyzed data for the small banks,
primarily those with less than $10 million in
deposits.3 The comparisons presented here
suggest a need for further analysis of the data
for larger banks, especially those with
deposits of over $100 million that make exten-
sive use of the Federal Reserve check process-
ing services available to members.

Variation within the District

Among Seventh District states the ratios
of service charges to demand deposits for
member banks are significantly higher in
Michigan than in the other states. This may
reflect either fewer banks with more
branches, a higher proportion of consumer
accounts, or more explicit pricing of checking
account services.

Results in other states are mixed,
although lllinois member banks, Indiana
banks with less than $50 million in deposits,
and Wisconsin banks with over $50 million in
deposits do appear generally to have lower
relative service charges. The largest Illinois
member banks, which includes the big
Chicago banks with a high proportion of
business accounts, have the lowest aggregate
ratio.

Trend reversed

In the current decade service charges
relative to demand deposits reached alow in
1973 for banks with total deposits of less than
$500 million and in 1972 for larger banks. The
overall trend does not appear much affected
by changes in the distribution of demand
deposits between personal and business ac-
counts. At the large banks that report in the
demand deposit ownership survey the
proportion of demand deposits owned by

Fraser, D.R., Rose, P.S., and Schugart, G.L., "Federal
Reserve Membership and Bank Performance: The
Evidence from Texas/’Journal of Finance, May 1975,641-
658; Gilbert, G.G., and Peterson, M.O., “The Impact of
Changes in Federal Reserve Membership on Commercial
Bank Performance,” Journal of Finance, June 1975, 713-
719, and Varvel, W.A., “The Cost of Membership in the
Federal Reserve System,” Working Paper No. 77-1,
Federal Reserve Bank of Richmond, March 1977.

Federal Reserve Bank of Chicago

consumers increased slightly over the past
four years and the fraction owned by non-
financial businesses changed little. At smaller
banks the proportions were essentially un-
changed.

Strong business loan demand during 1972
and 1973 led commercial banks to compete
aggressively for deposits as a source of
loanable funds. For many banks this entailed
the reduction of service charges and offers of
"free"” checking. Service charges were
primarily to control excessive use of checking
services.

Service charges have risen again since
1973. Declining interest rates, reduced de-
mand for business credits, and rising
provisions for loan losses necessitated closer
control of expenses. As the return on loans
declined, a larger portion of the checking ac-
count costs has had to be recovered through
service charges to maintain net earnings.

New competitive strategy

The marketing strategy of commercial
banks to obtain demand deposits has been to
emphasize low or nonexistent service charges
for checking convenience. The Banking Act
of 1933 prohibited banks from paying interest
on demand deposits. Rising interest rates per-
mitted a larger portion of check processing
costs to be absorbed by portfolio earnings.
Service charges were primarily to provide an
incentive to customers to economize on the
use of checking account services.

It seems likely that the payment of ex-
plicit interest on demand-type deposits
would shift emphasis to interest rates offered
and competitive prices for services.
Depositors could select on a more rational
basis the services needed combined with the
highest interest rate available on a required
minimum deposit. The net result could be an
increase in the amount of demand deposits
and reduced utilization of checking services.
Service charges would doubtless increase but
probably not to the present cost of service as
depositors economize on costly services that
are currently “free.”

Eleanor Erdevig
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Treasury to invest surplus tax
and loan balances

Legislation signed by the President on Oc-
tober 28,1977, will allow the Treasury Depart-
ment to earn a direct return on temporary
cash surpluses. The new law authorizes the
Secretary of the Treasury to invest any portion
of the Treasury's operating cash for periods
up to 90 days in (1) open-end obligations of
depositaries maintaining Treasury tax and
loan accounts secured by a pledge of accep-
table collateral and (2) obligations of the
United States and its agencies. Besides com-
mercial banks and mutual savings banks,
qualifying savings and loan associations and
credit unions will be authorized to act as
Treasury depositaries, to receive federal taxes
upon opening Treasury tax and loan ac-
counts, and to issue interest-bearing obli-
gations to the Treasury. In lieu of noninterest
balances, the Treasury will pay fees to depos-
itaries for their services in handling tax and
loan accounts and savings bond transactions.

The implementation of this program not
only will have a significant impact on the
availability of funds to individual financial in-
stitutions involved but also should reduce
monetary control problems that have been
associated with recent Treasury cash manage-
ment policies. These benefits, in turn, can be
expected to reduce temporary shifts in
supply-demand forces in money markets that
aggravate investor uncertainties. Just what the
impact will be, however, depends mainly on
the choice by depositaries of the options
offered them.

Two Kkinds of deposits

The federal government—Ilike in-
dividuals and corporations—must maintain a
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working balance to cover its current expen-
ditures. Because receipts (including the
proceeds of debt issues) never precisely
match disbursements in timing and amount,
total funds at the Treasury's disposal vary
widely over short periods, especially around
tax and financing dates. The Treasury Depart-
ment holds its cash balances in two types of
accounts—demand deposit balances at
Federal Reserve Banks and Treasury tax and
loan (TT&L) accounts at commercial banks. All
Treasury checks are paid through Federal
Reserve Banks, which are the fiscal agents of
the federal government. Through periodic
"calls," the Treasury orders funds in TT&L ac-
counts to be transferred to Reserve Bank
balances.

The tax and loan accounts are maintained
at about 13,000 commercial banks that qualify
as special depositaries. Banks can qualify by
applying through a Federal Reserve Bank and
posting collateral to cover funds in the ac-
counts.1The system of tax and loan accounts
was devised during World War | to facilitate
the sale of bonds necessary to finance the war.
Under the terms of the First Liberty Loan Act
of 1917, Congress authorized the use of tax
and loan accounts for the deposit of proceeds
from the sales of new Treasury securities. The

Although U.S. Government securities constitute the
principal collateral for these deposits, a variety of other
types of securities and paper have been pronounced
“eligible” by the Treasury (although not all at book
value), including obligations of U.S. Government agen-
cies, state bonds, and high-grade corporate and
municipal bonds, certain commercial and agricultural
paper, bankers’ acceptances, and notes representing
loans guaranteed by certain U.S. Government de-
partments and bureaus.
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value of those deposits helped induce com-
mercial banks to distribute new issues at no
direct commission costs to the government.
Later, after World War Il, Congress broaden-
ed the use of these special accounts to include
deposits of payroll taxes and certain excise
taxes. Today, balances in tax and loan ac-
counts come mostly from tax collections.

The depositaries are divided into three
groups—A, B, and C. Calls on Group A
depositaries, the smallest banks, are generally
made once a week for previous week
balances. B bank balances are generally called
each day, as of three days earlier; and C bank
balances at the end of each day are called on
the following day. In addition, Group C
depositaries, the largest banks, are subject to
special calls (or redeposits) for same-day pay-
ment. These special orders are used to
withdraw additional funds from the commer-
cial banking system, to cancel part or all of a
previous call, or to allow the Treasury to move
funds back to commercial banks from Federal
Reserve Banks. Special calls give the Treasury
better control and more flexibility in manag-
ing its deposits at the Federal Reserve in
response to short-run changes in the timing
of expenditures and receipts.

Why distribution matters

The distribution of the Treasury's
operating cash between deposits at Federal
Reserve Banks and tax and loan deposits at
commercial banks affects the availability of
funds to the private sector and may impact on
money market conditions. When taxes are
collected, deposits are shifted from the public
to the Treasury. If these funds are retained in
the tax and loan accounts, they remain a
source of loanable funds in the commercial
banking system, although the money supply,
which isdefined to exclude Treasury deposits,
is reduced by tax payment. If, on the other
hand, the funds are shifted to the Federal
Reserve Banks, aggregate commercial bank
deposits decline. The Federal Reserve
transfers the funds by crediting theTreasury's
account and debiting the reserve accounts

Federal Reserve Bank of Chicago

member banks maintain at Federal Reserve
Banks.2

Because member bank deposits are not
only working balances but also comprise the
legal reserves held against commercial bank
deposit liabilities, this shift absorbs part of the
reserve base of the banking system asawhole
and can reduce by some multiple the volume
of commercial bank deposits and, hence, the
money supply. In the absence of offsetting
Federal Reserve action, such transfers would
force banks to liquidate earning assets in
order to bring about the shrinkage of private
deposits necessary to restore their reserve-to-
deposit ratios to required levels and would
exert upward pressure on market interest

2A member bank must maintain deposits in itsdistrict
Federal Reserve Bank to satisfy legal reserve re-
quirements in excess of its vault cash. Upon receipt of in-
structions from the Secretary of the Treasury, the Federal
Reserve Banks send notices of withdrawal to each
depositary covered by such calls. Paymentfortheamount
of withdrawal is handled as follows: For member bank
depositaries the bank's reserve account is charged. For
nonmember bank depositaries the reserve account of the
member bank, designated in the agreement between
such bank and the depositary, is charged. Where no such
agreement has been executed, nonmember banks are re-
quired to return the remittance advice with payment in
immediately available funds to the Federal Reserve Banks
no later than the day payment is due.

In contrast to 1971, Treasury
deposits at Federal Reserve
Banks have been more volatile

billion dollars
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rates.3 Of course, the Federal Reserve can
offset these effects by supplying reserves to
the banking system through open market
operations, but only at the expense of vastly
expanding and complicating the operations
necessary fdr monetary control.

In recognition of this problem, the
Treasury for a long time sought to minimize
the reserve impact of variation in its overall
balances by holding its deposits at Federal
Reserve Banks at a low and fairly constant
level. From 1964 until 1974 the Treasury's
policy was to keep deposits at Federal Reserve
Banks at minimum efficient operating levels.
Receipts in excess of immediate dis-
bursements were allowed to accumulate in
tax and loan accounts at commercial banks.
And the Treasury quickly redeposited in tax
and loan accounts any surplus in operating
balances at Federal Reserve Banks. Although
this strategy sometimes resulted in a large
buildup of noninterest-bearing balances in
the banks, it was believed that the earning
value of the tax and loan funds to banks was a
rough offset to the cost banks incurred in
providing services to the federal government
and its agencies. Between 1964 and 1974 the

Treasury's balances at the Federal Reserve
remained relatively stable around $1 billion,
in contrast with the great volatility of balances
in tax and loan accounts at commercial banks.
After 1974 the size of the Treasury balances at
Federal Reserve Banks increased substantial-
ly, as did their volatility, because the Treasury
reversed its policy and began keeping
minimal balances in tax and loan accounts.

Recent Treasury policy

A 1974 Treasury study of tax and loan ac-
counts concluded that the value of the
balances to depositaries exceeded the value
of the services provided.4 These conclusions
reflected * both an increase in average
balances and higher investment interest rates.
The study recommended that, for reasons of
monetary management, the tax and loan ac-
count system be retained, but that means be
developed for (1) employing a portion of the
funds in ways that would provide adequate
returns to the Treasury and (2) compensating
banks from appropriated funds for a limited
number of services performed.

Three potential methods by which the

Fuppose a Treasury call, payable by a member bank, amounts to $100. The following “T” accounts illustrate the
effects of this transfer on member bank reserves and government deposits at both member bank and Reserve Bank:

Commercial Bank Federal Reserve Bank

Assets Liabilities Assets Liabilities

Reserves with F.R. U.S. Government Member bank reserves

Bank -100 deposits (TT&L) -100 deposits -100
Required -15 U.S. Government
Deficit 85 deposits +100

Reserves and government deposits of the member bank are reduced. On the books of the Reserve Bank member bank
reserves decline and government deposits rise. Under a 15 percent reserve requirement system and assuming nothing else
is changed, this withdrawal of Treasury funds will cause a reserve deficiency of $100 immediately and a net of $85when ac-
count is taken of the reserve released by the decline in government deposits at commercial banks. To eliminate the
reserve deficiency the bank’s reserve manager could, among other things, sell short-term securities, thereby depressing
asset prices and raising interest rates. But unlike checks deposited in other banks, this shift does not increase deposits and
reserves of other banks and thus results in a reserve shortage for the banking system asawhole. The opposite occurs as the
Treasury's deposits at the Reserve Banks decline.

/Report on a Study of Tax and Loan Accounts, Department of the Treasury, June 1974.

The most commonly performed services are (1) issuing and redeeming U.S. savings bonds, (2) promoting new
offerings of and handling subscriptions to U.S. securities, (3) handling matured government obligations, (4) cashing
government checks, and (5) handling “depositary receipts” relating to withheld income and other Internal Revenue
taxes.
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Treasury could realize a greater return on its
tax and loan balances were examined in the
1974 report. One method, and the most
direct, would be for commercial banks to pay
interest directly on tax and loan balances. Un-
der present federal statutes that prohibit pay-
ment of interest on demand deposits, this op-
tion is not open. Moreover, for the Treasury
to seek new legislation to remove the prohibi-
tion solely for government deposits can be
opposed on grounds that it would place the
government in a privileged position relative
to other bank depositors.

A second method would be for the
Treasury to place some of its balances in
interest-bearing time deposits at commercial
banks. The constraint here is the Federal
Reserve regulation defining time deposits as
obligations with maturities of 30 days or
longer. Because of the large short-run fluc-
tuations in tax and loan account balances,
only a limited part of the balances could be
placed on deposit for as long as 30 days. At
best, the earnings would fall short of the full
earning potential of the balances.

A third method, and one that was favored
in the report, would be for the Treasury to in-
vest its temporary surplus balances in short-
term money-market instruments, preferably
obligations of the tax and loan depositary in-
stitutions. If the Treasury were to make loans
on a secured basis to each institution main-
taining a tax and loan account, the funds
would remain in the private sector. However,
the Treasury did not have the authority to in-
vest its idle funds in short-term earning assets.

Lacking the authority to invest its surplus
cash balances, the Treasury shifted to a policy
of transferring to its balances at Federal
Reserve Banks all but about $1.5 billion it es-
timated would compensate depositaries for
the services performed. This resulted in a
drastic change in the distribution of cash
between the Treasury's tax and loan accounts
at commercial banks and the Treasury ac-
counts at Federal Reserve Banks (see chart).
Before 1974 an average of about 80 percent of
Treasury operating cash was held in tax and
loan accounts, and 20 percent was held in
Federal Reserve Banks. Since 1974 the propor-

Federal Reserve Bank of Chicago

Since 1974 the bulk of the Treasury's
operating cash has been held at
Federal Reserve Banks

billion dollars

SOURCE: U.S. Treasury Bulletin.

tion has just about reversed.

By keeping larger deposits at Federal
Reserve Banks, the Treasury avoided implicit-
ly subsidizing commercial banks with public
funds and increased its own receipts via
payments from Federal Reserve Bank earn-
ings. In conducting its operations to imple-
ment monetary policy, the Federal Reserve
attempts to offset disturbances to the money
market and credit availability caused by other
factors affecting bank reserves, including
changes in gold and foreign currency
holdings, Federal Reserve float, currency in
the hands of the public, and Treasury
balances at Federal Reserve Banks. By in-
creasing their holdings of Government
securities in order to offset the drain on bank
reserves resulting from the shift of Treasury
deposits from the commercial banks, the
Federal Reserve Banks have increased their
earnings on securities which, after expenses,
are paid back to the Treasury.

However, the transfers of funds to
Federal Reserve Banks have complicated the
task of monetary management in another
way. This is because the minimization of funds
in tax and loan accounts has caused the
Treasury balances at Federal Reserve Banks to
become not only larger but more volatile,
reflecting changes in total Treasury operating
balances. In each planning period the
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manager of the Federal Reserve's open
market operations must estimate the change
in Treasury deposits at Federal Reserve Banks
and how much of this variation might be
offset by other factors outside Federal
Reserve control that affect bank reserves. If
the Treasury deposits were expected to rise,
this would, ceteris paribus, reduce reserves of
the banking system. To the extent that this
variation was inconsistent with monetary ob-
jectives and was not offset by other indepen-
dent factors, the manager of the Federal
Reserve's open marketaccountwould plan to
offset the resulting reserve drain by providing
reserves. Similarily, if deposits were expected
to decline, the manager would plan to absorb
reserves. The complications are of two kinds:
(1) errors in estimates of the amount and tim-
ing of changes in these deposits and
(2) problems in effecting purchases or sales
of securities in the volume necessary to offset
the effects on bank reserves.

Federal Reserve open market operations
have grown enormously since the Treasury
changed its cash management policy and a
much larger part of this activity is attributable
to efforts to insulate monetary objectives
from the effects of swings in the Treasury's
balances (see chart). In 1971, before the

Recent Treasury policy caused
increased defensive operations
by Federal Reserve

billion dollars
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Treasury began to alter its cash management
techniques, the average weekly change in
Treasury deposits at Reserve Banks was $227
million, while the average weekly provision
or absorption of reserves through open
market operations was $351 million. In 1976
the corresponding numbers were $1,968
million and $2344 million, respectively.
Authority for the Treasury to invest tax and
loan funds is expected to allow the Treasury to
stabilize the size of its deposits at the Federal
Reserve. With the return to more stable
Treasury balances at the Federal Reserve, the
System could substantially reduce its defen-
sive open market operations with their atten-
dant effects on the money markets and on in-
vestor uncertainty about policy intent.

Tax and loan system under
investment authority

The enactment of the investment
authority will enable the Treasury to realize
more fully the value of its funds held in tax
and loan depositaries. The amount of this
return will depend on the extent towhich the
depositaries choose to participate and the
rate of interest they will be required to pay.
Depositaries, on the other hand, will choose
their options on the basis of how they expect
their earnings to be affected and this will
differ among depositaries depending on a
number of factors. These include need for
funds, rate of interest paid to Treasury, cost of
alternative sources, customer demand for tax
deposit services, cost of providing those ser-
vices relative to Treasury's fee schedule, and
ability to meet remittance schedules.

Under the investment program, the
proposed plan, as published for comment, is
to require each tax and loan depositary to
select one of the following options: (1) to
maintain a tax and loan open-ended note or
(2) to deliver to the Federal Reserve Bank ad-
vices of credits processed to the tax and loan
accounts no later than one business day after
receipt of such deposits. After selection of an
option category, a depositary is subject to the
rules applicable to that option. A depositary
will be permitted to switch from one option to
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the other after having provided the Federal
Reserve Bank of its district a notice of at least
28 days.

Under the note option, loans to
depositaries will bear a rate of interest deter-'
mined by the Treasury Department, effective
one day after the date of the tax deposit. It is
expected that the interest rate paid on tax and
loan borrowing will be set so as to reflect
market rates applicable to other collateral-
ized borrowing by banks. The Treasury's
stated intention is to base the rate paid on
each week's average "note balances" on the
average rate the Federal Reserve Bank of New
York charged banks and nonbank Govern-
ment securities dealers on repurchase
agreements in Government securities. Given
that rate of interest, the quantity borrowed
will be determined by the rate of flow of
deposits through the tax and loan accounts of
those institutions that have chosen the note
option. Depositaries cannot issue notes to the
Treasury in excess of their own TT&L balances.
Calls for withdrawals of funds invested in the
obligations of tax and loan depositaries will be
based on the present A, B, and C bank
groupings.

The effects of tax and loan borrowings on
depositary earnings will depend on the cost of
such funds and the opportunities to invest
them at returns over those costs. Unless
depositaries can invest the funds in higher-
yield assets the appeal of such borrowings will
be low.

Depositaries not willing to sell ob-
ligations to the Treasury will be required to
arrange delivery of advice of credit to the
Federal Reserve Bank of their district on the
first business day following the date they
receive the tax and loan deposits from their
customers. A depositary whose advices of
credits are delivered to the Federal Reserve
Bank later than the specified time for process-
ing such deposits will be assessed either an
interest charge or analysis fee, depending on
the volume of deposits credited to its tax and
loan account. If advices of credits frequently
arrive at the Federal Reserve Bank late, the
depositary will be permittd to continue to
accept tax and loan deposits if (a) its volume

Federal Reserve Bank of Chicago

of such deposits is less than a specified
amount or (b) if the volume is in excess of
such amount, the depositary will be required
to select the note option. Depositaries ad-
ministering their TT&L accounts under the
remittance option will be able to retain the
funds for one business day. The depositaries
can thereby earn one day's revenue from
these deposits without paying interest on
them to the Treasury.

While depositaries will receive direct
compensation for services performed for the
Treasury Department, customer demand for
tax deposit services and the cost of providing
those services relative to the Treasury’s fee
schedule will, in part, determine the par-
ticipation rate of eligible financial institutions
in the TT&L system. The plan for the Treasury
to pay explicitly for services rendered by
depositaries might be advantageous to some
institutions.

Reimbursable services are those deemed
specifically for the benefit of the government.
Processing of Federal Tax Deposits (FTDs) and
issuing savings bonds are the type of ser-
vices for which a depositary had charged
explicit fees. The Treasury’s stated inten-
tion is to base the fees paid for services on
estimated depositary costs. In the 1974 study
of the tax and loan account system, process-
ing of FTDs was found to cost approximately
$0.50 per deposit; and issuing and redeeming
savings bonds were estimated to cost $0.70
and $0.30 per bond, respectively.5 The fee
method of reimbursement for such services
should produce much more equitable
cost/benefit trade-offs than the present
system of payment via balances that are not
related to the volume of services.

The most efficient institutions might
receive some additional benefits from being
able to perform the services at a lower cost

Shese cost estimates were based simply on cost data
reported by the banks surveyed. The units costs varied
widely among reporting banks. For example, the cost
reported for FTDs ranged from a low of IV2 cents per tran-
saction to a high of $3.10. Similar ranges occurred for issu-
ing and redeeming savings bonds. These cost estimates
also differ from Federal Reserve Functional Cost Analysis
numbers.
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than other institutions, but for some
depositaries the service fees will be below
cost. Those depositaries may nevertheless
choose to accommodate the customer de-
mand for tax deposit services and related
transactions because of the importance of the
customer as a source of deposits as well as
other business. Such provision of tax related
services below cost can be viewed as a
systematic, rational attempt by depositaries to
maximize long-run profits under existing in-
stitutional arrangements when viewed from
the perspective of the customer relationship.

The net impact on income to tax and loan
depositaries will be the result of (1) revenue
from investment of the tax and loan deposits
and note balances, plus (2) fees paid for ser-
vices, less (3) total interest payable on the
note balances, less (4) interest charges or
analysis fees.

While enactment of the investment
program has the potential to reduce
significantly both the need for defensive
open market operations and related uncer-
tainty in financial markets, monetary control
problems may still be substantial, depending
on the choice by depositaries of the options
offered them. If eligible depositaries choose
to take the note option, the amount and tim-
ing of Treasury calls can be arranged to

20

minimize the impact on bank reserves and
thus reduce monetary control problems. If,
on the other hand, depositaries choose not to
take the note option, the amount of transfers
of funds into the Treasury's account at Federal
Reserve Banks will depend on the rate of flow
of deposits through the tax and loan accounts,
and this could be an additional source of un-
certainty for the Federal Reserve. Inasmuch as
the amount of such transfers could be large as
well as volatile, the Federal Reserve must
worry, as at the present time, about
movements of tax and loan funds from
depositaries to the Treasury's account at the
Federal Reserve Banks. Most of the large
banks .that handle the bulk of the dollar
volume of tax deposits are expected to
choose the note option, but some uncertainty
will remain a problem for monetary control.

Congress has also authorized the
Secretary of the Treasury to invest excess
operating cash directly in federal Govern-
ment securities. The availability of this
authority will add another dimension of flex-
ibility to the Treasury's cash management.
However, there is no indication that it will be
used in connection with the TT&L investment
program.

Elijah Brewer
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