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New Competition

for

Financial Services

Introduction
The articles in this issue grew out of a workshop on the
new competition in financial services markets spon-
sored by the Federal Reserve Bank of Atlanta’s Re-
search Department in April 1981.

Deregulation, Innovation and New
Competition in Financial Services
Markets: An Overview .............. 8
What are the major elements of the new competition,
and how is the Federal Reserve involved in it? Is the old
regulatory definition of a bank still valid? An overview of
why new research is needed.

Bank-Thrift Competition in the
New Environment: The Southeastern
Evidence SoFar ... &, .5 ... .7
Based on early indications, how intense is the new
competition? How do S&Ls see their new role? How do
consumers view the new financial services products?

The Financing of Small Business . ... .. 16
How much access do small businesses have to
lenders other than banks? The answer bears heavily on
whether banks still offer any unique services.

Nonlocal Competition for

Ranking Services .. ... ... hiesivess 21
Nonlocal competition is already here, but only in cer-
tain markets. Does it stem from “real” economic forces
or from reactions to regulatory treatment? Will nonlocal
competition improve or reduce the efficiency of bank-
ing markets?

Performance Implications of

NewiGompelition d = 0 4 = ¢ 25
How can the efficiency of the “new" banking markets
be analyzed? How can we even define a “banking
market"” in the new environment? Will more competition
necessarily produce lower prices?

Savings and Loans in the New

Financial Environment . ............ 28
Savings and loans are feeling the most pressure from
deregulation, inflation, and interest fates. How will S&L
behavior change in response to this pressure? Should
regulators revise their attitudes towad S&L financial
innovations?

The Effects of the Deregulation Act
and Potential Geographic Deregulation
on the Safety and Performance of
Depository Institutions
How can regulators (and consumers) measure a finan-
cial institution’s financial health in the new environ-
ment? Are the old regulatory criteria still adequate? A
summary of pertinent questions.
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New
Competition
for
Financial
Services

Introduction

Spurred by inflation and deregulation,
fundamental changes are occurring in the
financial marketplace. The articles in this
Review offer several perspectives about what
these changes mean for suppliers of financial
services and for their customers. Beyond that,
the authors offer opinions about what
questions need answering as we try to
understand the new, more competitive,
financial environment.

The common thread among the articles is
the question of how regulators such as the
Fed should view the new environment. Are
the old assumptions about risk, efficiency and
competition in financial markets being

outmoded? These are clearly questions of
interest far beyond regulators themselves, for
regulatory attitudes will dramatically affect
suppliers and users of financial services. The
future is unusually exciting, but it is also
murkier than usual.

To help us peer ahead, we invited five
distinguished professors from universities
within the Sixth Federal Reserve District to
join us in an informal workshop earlier this
year. Their perspectives and insights, together
with two contributions from our own staff at
the workshop, provide the basis for the articles
that follow.
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B. Frank King of the Atlanta Fed sets the
stage by surveying the extent of recent
deregulation and innovation in the context of
conventional regulatory thinking. He notes
that, “in their analyses, . .. banking agencies
have treated commercial banks as offering a
unique cluster of services in a market limited
to local competitors.” Yet the new
environments cast doubt on all three
assumptions:

(1) that banking services are offered uniquely
by banks.

(2) that banks offer a characteristic “cluster”
of such services, so that in analyzing
competition, regulators can apply the
number of competitors offering one
service (deposits) to all services in the
cluster.

(3) that such competition is generally /ocal, so
that analysis can be confined to local
institutions.

There is ““a need for evidence about the
changing structure’s impact on the
S performance of markets
and institutions. It is
needed not so much to
convince the Supreme

to analyze bank acqui-
sitions and mergers,
how to regard the
expanding nonbank activities of bank holding
companies, and whether to hasten or deflect
the move toward interstate banking.”

Court but to tell us how ;

While the strength of S&L entry into the local
competition is clear, the evidence raises
several interesting questions: Why has the
consumer move into NOW accounts been
faster and larger than anticipated? Why do
consumers seem to see bank NOWSs and thrift
NOWs as different products? Why is
competition for some services in the
traditional cluster more intense than for
others?

With thrifts and others
entering the local
markets for house-
hold financial services,
so that banks no
longer offer them
uniquely, are there
any other financial
products out of the
old cluster which banks do supply uniquely in
local markets? If there is such a product, it
probably is loans to small businesses, since
thrifts are still excluded. In legal terms, do
loans to small businesses constitute a unique
“line of commerce” for local banks?

This is an important consideration, because
it may determine the extent to which thrift
institutions and non-local competitors should
be included in regulators’ analyses of merger
and acquisition applications. Suppose Bank A
buys Bank B. Merged Bank AB will have a
higher market share in a local market defined
only by banks than in a market defined by
banks and other institutions such as S&Ls.
Both the actual competitive effects on
consumers and the chances for regulatory
approval are affected by whether or not banks

’ That the changes are, in fact, having a major are uniquely included in the market.
! impact in the Southeast is documented in the
' article by William N. Cox of the Atlanta
‘ Fed. Banks are no longer unique suppliers of
financial services to households. Surveys by
" the Atlanta Fed show that Southeastern S&Ls Peter Eisemann of Georgia State University
are competing vigorously with banks for provides a summary of the evidence that
i virtually the whole cluster of household banks are not unique. Generally, Professor
. financial services, Cox says, finding “little Eisemann finds that small businesses have
‘ evidence that many thrifts see themselves access to lenders other than banks,
sticking to their traditional product lines.” particularly the trade credit of other business
|
b’
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firms. If this evidence is correct, then there is
a good case for saying that there is nothing
unique any more about banking and that
other competitors should be included in the
analysis of “banking” markets.

Nor can the uniqueness question be
resolved only by looking at local competitors.
Since many of these other competitors are

are more efficient, or because regulators
permit them to operate with lower
capital-asset ratios than their smaller
competitors? Similarly, would banking markets
be more efficient if the services now offered
by non-local corporations and the like were
offered through banking enterprises operating
in many local markets? Or is the “localness”
assumption erroneous, and the concentration
of resources and “linked”” competition in
many markets actually detrimental to overall
market efficiency? These are the kinds of

non-local, Professor Arnold A. Heggestad of questions regulators will have to ponder in *
the University of Florida and Visiting Scholar the new environment as nonlocal competition :
at the Federal Reserve becomes more widespread. %
Bank of Atlanta discusses
the spread of banking- é
related activity by banks
and bank holding In the next article, Professor Duane Graddy s
companies headquartered of Middle Tennessee State University extends
in other cities. some of the same concerns to local banking ]

Nonlocal competition is not a growing
phenomenon in all markets, Heggestad points
out. It seems to reflect shifts in relative growth
rates in various markets. Banks headquartered
in the industrial Northeast, where recent
growth has not been rapid, have been
interested in establishing a presence in more
rapidly growing markets. They have been able
to do so because new communications
systems and travel have made it feasible to
maintain geographically dispersed operations
mainly through nonbank subsidiaries such as
finance companies and Edge Act corporations.
From this we can expect that if present legal
barriers to interstate banking are lessened,
bank responses should be targeted to
higher-growth markets, and may tend to

markets. How do we define a “banking
market” under the new environment, he asks,
restating some questions we asked earlier
about the circumstances under which thrift
institutions should be included. Can we even
define a geographic market for a bundle of
services, or is it necessary to unbundle the
services and develop a series of product
markets? Is the “cluster of services” idea still
viable in the new environment? Graddy feels it
is (in small markets).

Looking particularly at the kinds of smaller
banking markets so common in the Southeast
where a small number of banks have
traditionally split the business, Graddy offers a
list of considerations for analyzing the new
situation: Has market performance generally

-

e

originate from institutions in lower-growth been affected by the number and relative size i
markets. of institutions offering banking services? Have )
On the face of it, such a reallocation would nonbank institutions offered bank-like
seem efficient and appropriate to many products prior to the Deregulation Act? Will !
economists. But Heggestad goes on to make thrifts in the market continue to diversify into ’
an interesting distinction between nonlocal banking services? Does the public perceive
competition as a response to “real” them as banks? These are similar to Cox’s -
economies (in situations where new entrants questions, but put in a different context. y
P

think they can provide services more cheaply,
efficiently and profitably) and “pecuniary”’
economies which result specifically form
regulatory treatment. Can larger banks offer
higher interest rates on deposits because they

New entry by thrifts will not necessarily
produce lower prices and greater efficiency,
Graddy points out, if competitors in
specific markets continue to exhibit :
price leadership types of behavior.
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If deregulation sets off a consolidation
movement that eventually reduces the
number of institutions within the financial
services industry, the result could be a
structure similar to other industries with few
competitors where prices are rigid and
competition is on a non-price basis.

The first five articles have all dealt, in one
way or another, with the efficiency and
performance of banking markets. In the sixth,
Professor James A. Verbrugge of the
University of Georgia focuses instead on
regulatory treatment of the institutions
currently feeling the greatest pressure in the
Southeast: the savings and loan associations.
Many associations are currently beset by a

severe earnings squeeze in transition, and this
squeeze will only be alleviated by reductions
in inflation and short-term interest rates, and
in realignment of the portfolios of savings and
loans. In this environment, regulators need to
be looking for alternatives to merging
troubled S&Ls with healthier institutions.
Traditionally, thrifts without enough capital to
cover periods of earnings losses have been
merged — through the auspices of the
regulators — with stronger thrifts. Are there,
Verbrugge asks, other sources of capital for
troubled thrifts as they struggle through the
transition period, and what are the
implications for using these alternatives?
Turning next to longer-run issues,
Verbrugge raises more questions about
capital: What is adequate capital for a thrift
institution? How should it relate to deposit
insurance? Do managers of mutual
associations behave differently from managers
of stock associations, particularly in view of
the evidence that they tend to carry lower-risk
portfolios? In the longer run, Verbrugge says,
regulators need to devote more study to

dealing with interest rate risk and maturity
imbalance. What are the implications of
hedging in futures markets, for instance, and
what should be the role of new-environment
thrifts in equity participations (mortgage
lending at below market rates in exchange for
a share of the equity)? Verbrugge has provided
us with an extremely useful list of questions
for analyzing savings and loan associations in
the future.

Professor Joseph F. Sinkey of the University
of Georgia provides an appropriate conclusion
by focusing on the regulator’s traditional
concerns of safety and performance.

On the safety (financial health) side, he
raises some particularly intriguing questions.
How can the regulator (and the customer)
measure the risk facing a financial institution,
particularly in this transition period? How
should distressed institutions be handled, and
are there reasonable alternatives to the
traditional response of emergency mergers?
Sinkey discusses the importance of capital
sources and the need for a fresh regulatory
approach to capital adequacy. (Capital
adequacy is conventionally measured by a
specific set of ratios and indicators.) “For an
industry that has been programmed for
change in a piecemeal and evolutionary way,”
says Sinkey, “these changes may come as a
cultural shock. It is imperative that regulators,
financial leaders and researchers adjust their
expectations of what kind of safety and what
kind of economic performance they should
expect from depository institutions.”

In each of these papers, there are more
questions than answers. That was intended.
We hope that this series of articles and the
perspectives and expertise they represent will
be useful to those who join with us in peering
through the murkiness of the financial future.

Next month, the Review will continue its
examination of this crucial topic with a
summary of a major conference on “The
Future of the Financial Services Industry”
sponsored by the Federal Reserve Bank of
Atlanta on June 3-4, 1981.
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Deregulation, Innovation, and
New Competition in Financial
Services Markets: An Overview

B. Frank King, Research Officer at the Atlanta
Federal Reserve Bank, describes the current
process as an integration of financial markets
across institutions and space. This integration
casts doubt on the conventional regulatory def-
inition of commercial banks — as institutions
offering a unique cluster of services in a market
limited to local competitors.

Discussions of our changing financial system
have become quite common in recent months.
Experts and laymen alike are trying to under-
stand such new things as NOW accounts,
money market mutual funds, cash management
accounts, and explicit pricing of financial ser-
vices. In recent years deregulation, most clearly
demonstrated by the Depository Institutions
Deregulation and Monetary Control Act (the
“Deregulation Act”), has broadened the ser-
vices potentially offered by financial institu-
tions. Innovative financial arrangements, such
as the money market funds, have further
blurred institutional and geographic distinc-
tions and overcome legal and geographic bar-
riers that have long inhibited financial
institutions.

Wider powers for financial institutions, relax-
ation of barriers to geographic expansion, inno-
vative financial arrangements, deregulation of
interest on deposits, and more explicit pricing
of financial services can all be expected to have

impacts on how the financial system operates.
These changes seem likely to produce more
competition among financial institutions,
increasing the number and types of competi-
tors in many markets for financial services. By
increasing the number and types of competi-
tors and by providing opportunities for institu-
tions to enter new markets, the changes may
also influence the soundness of individual insti-
tutions and the stability of the financial system.
More broadly, one would expect such changes
to affect the cost of producing and delivering
financial services, their prices, their availability,
and the process of innovation of new financial
arrangements.

The Federal Reserve is vitally interested in
competition and safety in financial markets and
in the performance (overall efficiency) of finan-
cial markets and the financial system. In a
period of rapid change, however, any regula-
tor’s ability to analyze and decide issues of
competition, safety and performance declines.
There are too many new factors with unknown
implications. History offers little guidance.
New factors and unknown implications call for
research, and research calls both for properly
stated questions and for information. In this
issue, we attempt to state some researchable
questions about the implications of new com-
petition for financial services. 2

To start, let us review briefly some elements
of the new competition and how the Federal
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Reserve is involved in it. The process that is
going on in our financial system is an integra-
tion of financial markets across institutions and
space. Some of the integration is coming about
because changing laws and regulations are con-
ducive to it. Some of itis coming about because
innovators have found new ways of profitably
providing financial services.

Deregulation Act

The centerpiece of deregulation so far is the

Deregulation Act of 1980. By providing NOW
| accounts, consumer lending, and peripheral
' powers for savings and loan associations and
y  mutual savings banks nationwide, and by
¢ affirming share draft account powers for credit
¢ unions, it tripled the number of institutions
g potentially offering a “full line” of consumer  Redrawing the Financial Services Map
- financial services. All of these institutions will
' not offer all services, but there is evidence that
the number of competitors in some markets is
L increasing significantly. of institutions’ markets, and offer new ways of
The Deregulation Act also schedules the  accomplishing financial arrangements.
~ phase-out of interest ceilings on time and sav- On the funds gathering, or deposit side, new
I ingsdeposits. While many would agree thatthe  competitors include institutions that were not
- long-run implications of this are positive, few  found in lists of competitors of depository insti-
are confident that the transition problems will  tutions even five years ago. The dramatic
not be serious. Other significant aspects of the  growth of money market funds and the recent
Deregulation Act are its provision for limited . strong reaction to them by bank and thrift insti-
business lending by savings and loan associa-  tution managers demonstrate the money funds’
tions and mutual savings banks and pricing of  role as competitors for deposits. A brokerage
firm advertises a cash management account
which “. . . may be the most important financial
: . innovation in years”” — another deposit com-
' “While many would petitor offeredynationwide by a nonzepository
g agree that the long-run idn_stitution. American Express’ w.idespread cash
y ) ; ! ispensers and more easily available commer-
: Impllcatlons . . oqare cial paper are additional competitors in deposit
; .. f, markets that were once virtually the sole prov-
1 POS/UVG/ ew are ince of banks and thrifts.
¥ Confident that the On the loan side, we find older institutions

T

transition problems will
not be serious.”

Federal Reserve services. Both provisions are
likely to increase the competitiveness and effi-
ciency of the financial system.

The Deregulation Act is the most dramatic of
the new innovations. There is, however, a
steadily lengthening list of changes that serve to
add competitors, broaden geographic spread

FEDERAL RESERVE BANK OF ATLANTA

offering more services and expanding geo-
graphically. Loan production offices, represen-
tative offices, nonbank operations, and Edge
Act corporations of large banking organizations
have been rapidly expanding across state lines
into areas where the organizations may not
accept deposits. Commercial and captive
finance companies (finance companies owned
by producers, such as auto or farm equipment
manufacturers) have reportedly expanded from
their traditional equipment financing function
to offer receivables and inventory financing in
some parts of the country. Citibank’s nation-
wide credit card distribution expands that

9
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organization’s consumer lending well beyond
the state in which it is headquartered.

The Regulators’ View

These integrating forces have to be met at
several points by financial regulators. In the
new environment, some of the banking agen-
cies’ assumptions about competition may be
outmoded. In their analyses of competitive
impacts of these transactions, for example, the
agencies have treated commercial banks as
offering a unique cluster of services in a market
limited to local competitors. Only local banks
have been considered competitors. The
changes just described cast doubt on all three
characteristics assumed for bank competition:
uniqueness, clusteredness, localness. Yet the

“In the new
environment, some of
the banking agencies’

assumptions about
competition may be
outmoded.”

conventional treatment has been accepted by
the U.S. Supreme Court in several decisions.
We cannot just write the treatment off with-
out evidence. Evidence of change in the struc-
ture of financial markets is certainly relevant;
however, that is not sufficient for the Federal
Reserve’s policy or interests. Basic to antitrust
law and its enforcement is an assumption about
the efficiency of markets. As a policy objective,
market structure for its own sake is secondary

10

“Will the financial
system be able to handle
new conditions
innovatively and
soundly?”

to the performance of institutions and markets.
That points to a need for evidence about the
changing structure’s impact on the perfor-
mance of markets and institutions. It is needed
not so much to convince the Supreme Court
but to tell us how to analyze bank acquisitions
and mergers, how to regard the expanding
nonbank activities of bank holding companies,
and whether to hasten or deflect the move
toward interstate banking.

Recent changes in the financial system have
safety implications also. New entrants in activi-
ties where larger size leads to greater efficiency
are likely to threaten some institutions. Add to
these factors competitive pressure to develop
new products and the cost of introducing new
products; stir in sharply fluctuating interest
rates, and you have at least the possibility of
problems among financial institutions. Where,
when, and how are significant problems likely
to emerge? How should they be dealt with in
order to ensure both stability and efficient per-
formance at the same time? Evidence is not
clear yet.

More generally, there are two important
issues. How efficiently will the financial system
operate during and after this period of change?
Will the system be able to handle new condi-
tions innovatively and soundly? The following
articles identify more specifically the questions
we need to ask as we deal with these central
issues. ER]

—B. Frank King
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Bank-Thrift Competition in the
New Environment: The
Southeastern Evidence So Far

-

William N. Cox, Vice President and Associate  successful? As we answer this question, we can
; Director of Research, Federal Reserve Bank of  take the opportunity to pose questions which
!  Atlanta, provides evidence that banks are no  need further analysis in the context of this
~longer unique suppliers of financial services to  bank-thrift competition.

households. Thrifts are entering the local mar-

kets, but the early shape of the competition

raises several questions for further research.

Early Surprises in NOW Race

The initial dollar volume of NOW accounts
opened at southeastern financial institutions —
banks and thrifts — far exceeded our projec-
Savings and loan associations in the Southeast  tions." In each of the six states falling within the
are competing strenuously with banks to pro-  Sixth Federal Reserve District, the volume of
vide household financial services, accordingto ~ NOW account balances opened during the first
the evidence so far in 1981. Virtually all S&Ls  ten weeks of 1981 reached levels we had pro-

5? have chosen to offer the new NOW accounts. jected for about the middle of 1982. (The same

Generally, they are pricing their NOW accounts  pattern has been magnified nationally, of

} cheaply in relation to nearby commercial course, adding elements of confusion to the
banks. They have already moved into products  interpretation of monetary aggregates so far

¥ related to their traditional mortgage and sav-  this year, but that's another story.)

- ings business, and are now moving quickly and At banks and thrifts in Georgia, for example,

& significantly into the installment and auto loan  we had projected $500 million in NOW account

business. So when one looks at purpose and  balances by the fourth quarter of this year, and
intentions, our region’s thrifts are moving  $1240 million by the fourth quarter of 1982. By

¥ toward full-service banking. There is little evi-  the end of the tenth week of 1981, banks and
i dence that any significant proportion of the  savings and loan associations in Georgia had
§ thrifts see themselves sticking solely to tradi-  already posted $712 million in NOW account

tional productlines, or that they are positioning
themselves as mortgage bankers.

Southeastern thrifts have decided to com- 'We prepared these projections on the basis of relationships between NOW
pete aggressively Wlth the banks fOI’ the new balances and income in New England, New York and New Jersey. See William N.

e 7 Cox, “NOW Accounts: Applying the Northeast’s Experience to the Southeast,’
NOW account business. Have their efforts been Economic Review, Federal Reserve Bank of Atlanta, September-October 1980.

E ol
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balances.? The other five states show similarly
surprising strength.

In Alabama we expected $340 million in the
fourth quarter of 1981, but we got $452 million
in the first ten weeks of the year.

In Florida we expected $1.0 billion in the
fourth quarter of 1981, but we got $2.54 billion
after ten weeks.

In southern Louisiana we expected $400 mil-
lion in the fourth quarter of 1981, but we got
$465 million after ten weeks.

In southern Mississippi we expected $200
million in the fourth quarter of 1981, but we got
$224 million after ten weeks.

In eastern and central Tennessee we
expected $420 million by the fourth quarter of
1981, but we got $479 million after ten weeks.
All over the Southeast, NOW balances accumu-
lated much faster than we had expected.

This strong initial volume mainly reflects con-
versions of high-balance bank checking
accounts, as we shall see. It raises some inter-
esting questions. Many commercial bankers
closely analyzed their own portfolios of house-
hold demand deposits, and made sophisticated

“The initial dollar

volume of NOW

accoults., " 1ar
exceeded our
projections.”

calculations about which customers would find
it financially advantageous to convert their

Market Share: Banks Start Well

One reason we can be fairly sure the bulk of
the initial buildup represented straight conver-
sions from bank demand deposits to NOW
accounts at the same banks is that the banks
were extremely successful in capturing a large
share. If we look at Georgia again, as a repre-
sentative state where we had expected banks
would attract an 80 percent share, the first ten

“. .. the banks were
extremely successful in
capturing a large share.”

weeks of activity showed the banks getting a 92
percent share of NOW balances. In our other
five states, as well, the commercial banks sub-
stantially exceeded the market shares we
expected them to get on the basis of our anal-
ysis of the New England experience. The corre-
sponding low S&L shares were despite the fact
that S&Ls across the District priced their NOW
accounts much more cheaply than the banks.
Even in Florida, where S&Ls began with a strong
deposit base, advertised heavily and priced
aggressively, thrifts posted a 20 percent share
during the first ten weeks compared with the 40
percent we had expected. Again, the statistics,
the anecdotal conversations we have had with
bankers and savings and loan officials, and the
corresponding national pattern all suggest the
reason for the high initial market shares posted
by southeastern banks was their success in
converting many of their previous demand

3§
3
7
Y

i

demand deposit accounts to the new NOW  deposit customers to NOW accounts at the ‘
accounts. There have generally been many  same institution. Unfortunately, we have no
more dollars converted than the earlier sharp-  data on number of accounts or average bal- !
pencil figuring suggested. Why? Perhaps many  ances yet, so we cannot confirm that these were
customers didn’t figure the conversion deci-  high-balance accounts.
sion properly. Perhaps high-balance customers Between the tenth week and the eighteenth X
are attracted to NOWs for more than sharp-  week (from 3/11/81 to 5/6/81), however, the pic- g
pencil reasons. On the face of it, there is an  ture has changed and moved much closer to :
element of “irrationality”” here. This may be a  what we expected. The rate of increase of new #
vote for convenience over net interest by bank-  accounts slowed dramatically in each state.
ing customers. Total NOW account balances in the Sixth Fed-
eral Reserve District grew only 17 percent v
between mid-March (the tenth week) and early :
s ot tocing teer swppled o 0 ot femeno Sk o May (the eighteenth week). Six dollars of every 3
states these estimates by about five percent. seven in southeastern NOW accounts by then

12
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had been put there before mid-May, in other
words. The big spurt was over, apparently, and
had been replaced by steady upward growth in
each of our six states.

Banks’ Share Slows

As the growth slowed past the initial spurt,
the bank share of NOW balances began to fall.
Districtwide, between March 11 and May 6,
banks received a 76 percent share, compared to
86 percent in the earlier period. Because of the
reduced volume, the overall share only fell to 85
percent, however. In Florida, 29 cents of each
newly-added dollar landed in S&Ls; in Ala-
bama, 18 cents; in Georgia, 21 cents; in south-
ern Louisiana, 13 cents; in southern
Mississippi, 11 cents; and in eastern and central
Tennessee, 16 cents. These proportions were
much closer to what we had previously pre-
dicted from the New England experience (see
Table 1). The March-to-May figures are probably
more representative of the activity we can
expect to see, and probably come closer to
suggesting the kind of eventual market share
we can expect to see once the market reaches
maturity.

Table 1
NOW Balances: Commercial Bank
Market Shares'
(percent)
Balances
Added
Projected Between
by FRB Actual Actual 3/11 and
Atanta? 3/11/81 5/6/81 5/6/81
Alabama 80 92 90 82
Florida 60 80 79 71
Georgia 80 92 90 79
Louisiana 80 ©943 93° 87?2
Mississippi 85 959 95° 89°
Tennessee 85 933 923 84°
Sixth
District 86 85 76

'(NOW balances at commercial banks) + (NOW balances at banks and savings and
loan associations)

2Economic Review; Federal Reserve Bank of Atlanta, September-October 1980.

3Sixth District portion only.

Our earlier projections of market share
where based on two assumptions derived from
the New England experience: (1) that commer-
cial banks, because of higher minimum balance
requirements and for other reasons, would
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attract average balances in their NOW accounts
of two to two-and-a-half times the average bal-
ances of NOWs at S&Ls, and (2) that S&Ls
would attract accounts in twice the proportion
of their share of banking offices (head offices
plus branches).* The second of these assump-
tions reflected our feeling that the thrifts would
generally compete more aggressively than

“. .. many thrifts are
energetically promoting
the conversion of their

own savings balances
into the new accounts.”

banks for new accounts, in terms of both
account pricing and non-price inducements
such as advertising. Lacking number-of-
accounts data, we cannot confirm the validity of
these two assumptions individually, but we can
say that the evidence of the March-May period
is consistent with our expectations of more
aggressive marketing by the savings and loans.*
So in terms of results as well as in terms of
intentions and pricing, it certainly appears that
savings and loans are competing aggressively
for NOWaccount business, rather than offering
the new accounts passively and sticking to their
traditional business.

Not all of the new NOW balances at savings
and loan associations are being moved from
commercial bank demand deposit accounts, of
course; many thrifts are energetically promot-
ing the conversion of their own savings bal-
ances into the new accounts. How much is
difficult to tell, particularly in a period when
savings and loans have generally been report-
ing substantial outflows of time and savings
account balances into money market mutual
funds, which nationally were increasing by
$43.6 billion during the same December-to-May
period which gave us a $38.4 billion increase in
NOW:-type accounts. On the basis of both com-
mon sense and the results of marketing studies,
however, the evidence is consistent with the

3Ibid, September-October, Economic Review.

4See "“NOW Survey: Perspectives and Objectives,” Economic Review February
1981, and “NOW Competition: S&Ls Start Fast, Banks More Conservative,
Economic Review, April 1981.

13



notion that customers find changing financial
institutions a more substantial decision than
changing accounts within the same institution,
and accordingly that the first wave of conver-
sions is not so representative of the future of
bank-thrift competition for NOW accounts as
the later experience with the higher thrift mar-
ket share.

Consumers’ View

Do customers perceive bank NOWSs and thrift
NOWs as the same product? The strong bimo-
dal pattern of NOW pricing in the Sixth District,
and nationally for that matter, provides us an
opportunity to test that proposition. The
dichotomy in pricing is really quite striking.
Based on our January sampling of NOW
account pricing at 127 commercial banks and 60
savings and loan associations within the boun-
daries of the Sixth Federal Reserve District, we
found that 77 percent of the thrifts were offer-
ing charge-free checking with a mimimum bal-
ance requirement of $500 or less, compared
with only 4 percent of the banks we sampled.
About 91 percent of the banks reported offer-
ing charge-free checking only with minimum
balances of $1000 or more, whereas only 20
percent of the thrifts required minimum bal-
ances that high. For reasons we have analyzed
elsewhere, the pricing distinction is clearcut.®
In addition to gathering this information about

5'NOW Pricing: Perspectives and Objectives,” Economic Review, February 1981.

14

initial pricing from the samples just described,
we have also recorded the initial pricing of all
banks and thrifts in six specific southeastern
markets. These markets were selected for their
diversity in characteristics such as concentra-
tion, initial bank-thrift market share, strength of
recent economic growth, stability of recent
economic growth, and the size of population.
So both on a District sample basis and in spe-
cific markets, we can return at intervals and see
if we can find any convergence between the
minimum balance requirements of banks and
thrifts. The New England experience generally
suggests a lack of convergence, but the experi-
ence there developed differently and may be
misleading. If the convergence persists, then
there is the implication that customers indeed
tend to view the accounts at different types of
institutions as different products.

Credit Unions

In the figures we have cited up to this point,
we have made no mention of share drafts at
credit unions in the Southeast. Functionally,
they are very similar to NOW accounts,
although that does not necessarily mean cus-
tomers view them as substitutes. Our recent
survey suggests that about two-thirds of the
Southeast’s larger credit unions (those with $5
million or more in assets) offer share drafts. At
about half of offering institutions, the accounts
are charge-free regardless of minimum bal-
ances. By the end of May, larger credit unions
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within the boundaries of the Sixth Federal
Reserve District had posted $242 million of
share draft balances, compared with $873 mil-
lion of NOW balances at savings and loan asso-
ciations and $4850 million of commercial bank
NOWs. Share drafts, in other words, amounted
to about four percent of the District's NOW
balances.

But all of the NOW balances have been accu-
mulated since December 31, 1980, when NOW

“, .. there is the
implication that
customers tend to view
(NOW) accounts at
different types of
institutions as different
products.”

accounts became legal in the Southeast,
whereas only $50 millon of the share draft bal-

ances have been added since year end. (Share -

draft accounts have been permissible at certain
federally-chartered credit unions for several
years.) So less that one percent of the transac-
tions account balances posted since the begin-
ning of 1981 have been at credit unions.
Accordingly, we feel justified in excluding
credit union share drafts from our market share
analysis. As share drafts expand, they could
become large enough to be reckoned with,
however. As it stands, the credit union data,
given the prevalance of no-minimum-balance
accounts, lends some weight to the hypothesis
that customers may not view various kinds of
transactions accounts as substitutes, even
though they are functionally quite similar and
priced attractively.

S&Ls Launch New Services
We have accumulated one additional set of
evidence in recent months, to which | alluded

earlier. Back in February, we asked each savings
and loan association in our 60-institution sam-
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ple about 10 household financial services —
whether the association offered them and
whether they planned to offer them in the near
future if they didn’t already. The responses, as
we have described elsewhere, confirm. the
image of savings and loans as incipient pro-
viders of household financial services.® Three
out of five associations were either offering
auto loans and other consumer installment
loans, or were planning to offer them soon.
There is an obvious incentive, in today’s
environment, for thrifts to shorten the maturity
of their asset portfolios. But the strength of this
response — within two months of being per-
mitted to offer a new line of service — suggests
strong interest in entering the household finan-
cial service centers, particularly when coupled
with the universality and aggressive pricing of
NOW accounts. Also, we found that almost 7
out of 10 thrifts we sampled were offering some
form of “overdraft protection,” or planned to
offer it soon.

So the evidence in the Southeast, so far, boils
down to three propositions: (1) banks and sav-
ings and loans are both offering services for

“, .. customers find
changing financial
institutions a more

substantial decision than
changing accounts
within the same
institution . . .”

which there is high consumer interest, particu-
larly in the case of NOW accounts; (2) savings
and loan associations, by their pricing and
offering decisions, give evidence that they see
themselves as household financial institutions,
and (3) the households themselves may not yet
regard similar financial-service products at the
two types of institutions as close substitutes. @R]

8“Survey of S&L Services,” Economic Review, June 1981.

—William N. Cox
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Peter Eisemann, Associate Professor, Depart-
ment of Finance, and Victor L. Andrews, Chair-
man and Mills B. Lane Professor of Banking and
Finance, Department of Finance, Georgia State
University, find that banks make up only a rela-
tively small part of the funding sources for small
business. Small business loans, therefore, can-
not be considered a service unique to banks.

One very important user of financial services
and products is a group of firms known collec-
tively as small business. Together, these firms
represent more than 95 percent of all business
organizations and control slightly more than
one-half of all business receipts.” While these
firms demand many different services and
products, the product of particular interest in
this paper is debt financing. More specifically,
what are the alternative sources of debt financ-
ing available to small business and how do
commercial bank loans fit into this menu of
financing options?

"Much of this paper is drawn from a larger study sponsored by the Small Business

Administration entitled, “Adequacy of Financing for Small Business.” There are
numerous definitions of small business used in the literature. While the numbers
just cited relate to the SBA classification system, other statistics in this paper are
derived using the small business classification system of the data preparing
organization. However, in all cases only nonfarm businesses are included.

The
Financing
of

Small
Business

Despite the absence of any centralized data
source detailing the financial structure of small
business, a fairly good picture of overall financ-
ing patterns can be acquired by piecing
together information from several individual
sources. For example, Table 1 provides a gross
breakdown of financing for a sample of small
and large non-financial corporations. Small
firms derive about two thirds of their funds
from debt sources, and over one-half of debt

“Bank lending
accounts for only 16.5
percent of all funds

sources and 30 percent
of all debt.”

funds are short term in nature. Only 15 percent
of all funds sources are in the form of mort-
gages, notes and bonds.

Table 2 presents more detailed data on small
manufacturing firms. Debt constitutes 55 per-
cent of all funds, and two-thirds of the debt is
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Table 1
Liabilities and Equity of Non-Financial

Corporations*
(Percentages of Liabilities and Net Worth)

1975

Small** Al
Accounts and Notes Payable 30.5 20.1
Other Current Liabilities 7.6 8.0
Mortgages, Notes, and Bonds 15.8 22.6
Other Liabilities 1 71
Net Worth 35.0 45.2
Debt/Equity Ratio 1.86 1:37

*All active corporations less agriculture, forestry and fishing, finance, insurance and
real estate.

**Small firms are those with less than $500,000 in assets.

Source: U.S. Internal Revenue Service, Statistics of Income, Corporation In-
come Tax Returns.

short-term. The interesting thing about Table 2,
however, is that it puts bank lending to small
manufacturing firms into proper perspective.
Bank lending accounts for only 16.5 percent of
all funds sources and 30 percent of all debt.
Clearly, while bank lending is important:to
these firms, other sources are even more
important. For example, ignoring debt other.

Table 2
Liabilities and Equity of Manufacturing Firms
(Percentages of Liabilities and Net Worth)

1978
Small* All

Short-term loans

a. Loans from banks 6.7% 2.0%

b. Commercial paper . 4| 5

c. Other 1.5 .6
Trade accounts and notes payable 17.2 9.5
Income tax accruals . 1.8 2.5
Current portion of long-term debt

a. Loans from banks 1.7 4

b. Other 1k 7
Other current liabilities 7l 9.2

Total current liabilities 37.2 25.5
Long-term debt

a. Loans from banks 8.1 37

b. Other 8.4 184l
Other liabilities 1.4 6.1

Total liabilities 552 48.3
Equity 44.8 51.7
Debt/Equity Ratio 1.23 .93

“Small firms had assets of less than $5,000,000.

Source: U.S. Federal Trade Commission, Quarterly Report for Manufacturing,
Mining and Trade Corporations, Table G-2.
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Table 3
Liabilities of Nonfinancial, Nonfarm,

Noncorporate Business, Except Housing
(Percentage of Total Liabilities)

1979

Credit Market Instruments 78.2%
Commercial Mortgages 24.3
Bank Loans, not elsewhere classified 9.6
Other Direct Loans 2373
U.S. Government 26.6
Finance Companies 10.7
Bankers Acceptances 7.0
Trade Credit 21.8

Source: U.S. Board of Governors of the Federal Reserve System, Flow of Funds
Accounts, Assets and Liabilities Outstanding, 1969-1979, February
1980, pp. 542, 891.

than loans, 11 percent of all funds are provided
by non-bank lenders. In addition, trade credit
supplies over 17 percent.

Evidence on liabilities for unincorporated
business is shown in Table 3. Because it is very
difficult to separate business finance from per-
sonal finance when dealing with unincorpora-
ted business, the data in Table 3 must be used
carefully. On the other hand, since so many
small businesses are unincorporated, Table 3
provides a valuable glimpse at a large part of the
small business universe.

The importance of trade credit to small busi-
ness is underscored in Table 3. In addition,
commercial mortgages, governmental loans,
and finance company loans are large sources of
funds. While bank loans appear to be a small
source (9.6 percent), the participation of banks
in the mortgage and acceptance markets means
that the actual role of banks is considerably
larger.

As the data on trade credit indicate, interbusi-
ness financing is very important to small busi-
ness. Large firms recognize that small business
reliance on trade credit makes the extension of
trade credit an important selling tool. As a
result, generous terms are sometimes offered.
Furthermore, during tight money periods small
businesses may stretch out their payments to
suppliers. The result is a sort of intermediation
where small firms borrow from large firms
through trade credit, and large firms in turn
finance themselves in the credit markets.

(Continued on page 19)
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The Economic Review Statistical Supplement

Last month we inaugurated a new Review feature: a four page Statistical Supplement. Its purpose
is to provide the most comprehensive round-up of current economic data available for the six
states within the Sixth Federal Reserve District (Georgia, Florida, Mississippi, Tennessee,
Alabama, and Louisiana). The publication of this large volume of data on a monthly basis is made
possible by two new developments: the requirement for all depository institutions to report deposit
data weekly to the Federal Reserve (beginning late last year), and the completion of an extensive
new database here at the Atlanta Federal Reserve Bank. For most series, current data are
reported compared to the previous reporting period and the same period in the prior year. At a
quick glance, the reader can compare activity in his state to that in another state, the Southeast
region or the nation, using the reported growth rates. The states are located in the same position
on each page so they can be easily followed throughout the supplement. The reader is
encouraged to keep the supplement as a handy guide to current economic activity and as an

historical reference of economic change. The supplement is divided into four sections:

Finance

The financial data are collected weekly by the Federal
Reserve Banks. Reporting requirements of all
depository institutions began in late 1980. Therefore,
year-ago data are not available for annual growth
calculations. Each month, the growth of deposits from a
December 31, 1980, base will be annualized to indicate
the pace of change. One of the key elements of this
table is the data on NOW and share draft accounts.
Since the instruments were legalized only recently, it is
important for institutions to judge how their own
experience compares to the state, regional, and
national aggregates. Loan data are not collected on a
comprehensive and frequent basis by the Federal
Reserve Bank, but the Federal Home Loan Banks
report mortgage loan data from which we have
extracted commitments and outstanding balances.

Employment

The civilian labor force employment data are reported
from the Bureau of Labor Statistics survey of
households. Comparison over time and between states
is best done with the annual percent change figure. The
unemployment rate is reported seasonally adjusted,
since it is such a commonly used national figure.
Insured unemployment is the number of persons out of
work who are covered by the government’s
unemployment insurance program and are currently
receiving benefits. The insured unemployment rate is
the number of persons who are currently receiving
benefits as a percentage of all those covered by
unemployment insurance. The average weekly hours
worked in manufacturing industries is a leading
indicator, since many firms reduce work loads before
they begin laying off individuals during an economic
contraction. The opposite trend occurs during the early
stages of an expansion. Earnings figures in manu-
facturing industries are best compared over time within
one area. Comparison between areas is faulty in wage
rate analysis since the mix of industry may differ.

18

Construction

Construction contracts and permits are reported as a
12-month cumulative rate. The May data represent the
sum of construction activity in the period from June,
1980, through May, 1981. This method eliminates
seasonality problems and gives a current estimate of
the annual level of construction. The 12-month
cumulative rate simulates the method of reporting
housing starts, Gross National Product, and personal
income which are always referred to on an annual
basis. The permit data and the contracts data are from
two different reporting sources and do not encompass
exactly the same activity. The prime purpose of
reporting the permit data is to give an indication of the
mix of multi- and single-family construction taking
place.

General

Personal income is reported quarterly; therefore, the
figures will not change with every issue. Taxable sales
data are used as a proxy for retail sales and are
compared to that series nationally. The 12-month
cumulative rate is used to eliminate seasonal
fluctuations. Plane passenger arrivals at major airports
are an indication of tourist and business activity.
Petroleum production is significant only for Louisiana.
Since that state’s income and employment are largely
housed in the petroleum industry, changes in
production would have a major impact on the state’s
economy. The Consumer Price Index is available for
only two cities in the six southeastern states — Atlanta
and Miami. The indexes, reported bimonthly on
alternating months, are relevant for these cities only
and do not reflect price changes in the entire Southeast.
Agriculture prices are significant for" farmers, who
represent a large income-producing segment of this
region. Also, the price changes of individual
commodities are indicative of future change in the food
component of the Producer and Consumer Price
Indexes.
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STAUTSTICAL
SUIRPRPLEMIERT

ANN, ANN.
JUN MAY DEC RATE JUN MAY DEC RATE
1981 1981 1980 OF 1981 1981 1980 OF
$ millions CHG. CHG.
UNITED STATES
Commercial Bank Deposits 1,023,293 1,010,415 1,017,065 EEL Savings & Loans
Demand 296,189 301,203 331,555 =25 Total Deposits 510,064 509,119 501,551 + 4
NOW 41,683 41,384 0 NOW 5,722 5,656 0
Savings 155,870 158,657 166,347 =15 Savings 98,080 100,848 104,686 -15
Time 399,529 542,010 525,805 =57 Time 405,966 402,409 394,296 el
Credit Union Deposits 37,123 36,733 34,472 +18 APR MAR DEC
Share Drafts 2,104 2,107 1,631 +69 Mortgages Outstanding 500,768 498,456 494,179 + 4
Savings & Time 33,010 32,613 30,692 +18 Mortgage Commitments 18,471 17,281 16,021 +46
Commercial Bank Deposits 110,174 109,961 104,499 +13 Savings & Loans
Demand 34,490 35,610 37,660 -20 Total Deposits 74,739 74,434 72,348 +8
NOW 5,383 5,306 0 NOW 892 889 0
Savings 15,362 15,688 16,343 -14 Savings 12,448 12,913 13,148 -13
Time 58,254 56,899 51,519 +31 Time 61,223 60,427 58,669 +10
Credit Union Deposits 3,386 3,341 3,209 +13 APR MAR DEC
Share Drafts 242 241 195 +57 Mortgages Outstanding 72,832 72,367 71,065 T
Savings & Time 2,895 2,870 2,797 + 8 Mortgage Commitments 3,947 3,786 3,656 +24
ALABAMA :
Commercial Bank Deposits 12,651 12,678 12,262 + 8 Savings & Loans
Demand 3,374 3,599 3,954 -35 Total Deposits 4,390 4,382 4,262 a7
NOW 476 477 0 NOwW 48 47 0
Savings 1,637 1,662 1,745 =15 Savings 637 653 691 =19
Time 7,503 7,346 6,754 +26 Time 3,716 3,697 3,572 +10
Credit Union Deposits 553 544 521 +15 APR MAR DEC
Share Drafts 51 51 41 +58 Mortgages Outstanding 3,985 3,976 3,947 +3
Savings & Time 495 491 479 + 8 Mortgage Commitments 126 136 140 -30
DA
Commercial Bank Deposits 36,662 36,820 35,061 +11 Savings & Loans :
Demand 12,762 13,214 14,216 -24 Total Deposits 45,442 45,352 43,964 + 8
NOW 2,335 2,361 0 NOW 632 640 0
Savings 6,569 6,779 7,092 -18 Savings 8,326 8,711 8,766 =12
Time 15,921 15,527 13,996 +33 , Time 36,271 35,767 34,672 +11
Credit Union Deposits 1,573 1,550 1,491 +13 APR MAR DEC
Share Drafts 137 135 106 +70 Mortgages Outstanding 44,163 43,798 42,742 +10
Savi & Time 1,200 1,192 1,177 i) Mortgage Commitments 3,270 3,104 2,984 +29
GEORGIA
Commercial Bank Deposits 14,750 14,576 14,179 +10 Savings & Loans
Demand 5,944 6,035 6,652 -25 Total Deposits 9,533 9,505 9,259 +
NOW 758 751 0 NOwW 90 86 0
Savings 1,616 1,624 1,645 -4 Savings 1,337 1,368 1,435 -16
Time 7,412 7,175 6,832 +20 Time 8,129 8,063 7,817 +10
Credit Union Deposits 572 565 543 +13 APR MAR DEC
Share Drafts 18 18 12 +19 Mortgages Outstanding 9,441 9,402 9,332 + 4
Savings & Time 541 536 517 +11 Mortgage Commitments 182 190 183 =n2
mﬁE'I'AENA
Commercial Bank Deposits 19,669 19,449 18,696 +12 Savings & Loans
Demand 6,002 6,086 5,509 +21 Total Deposits 7,083 7,028 6,851 + 8
NOW 791 698 0 NOW 50 47 0
Savings 2,483 2,506 2,538 =5 Savings 1,214 1,239 1,253 =7
Time 11,066 10,756 10,089 +23 Time 5,828 5,749 5,599 +10
Credit Union Deposits 86 83 57 +21 APR MAR DEC
Share Drafts 5 5 4 +60 Mortgages Outstanding 6,909 6,877 6,777 + 6
Savings & Time 80 78 52 +28 Mortgage Commitments 221 213 221 0
MISSISSIPPI
Commercial Bank Deposits 9,124 9,168 8,662 +13 Savings & Loans
Demand 2,296 2,453 2,620 -29 Total Deposits 1,830 1,819 1,794 ly
NOW 396 398 0 NOW 1 16 0
Savings 790 811 861 -20 Savings 191 195 210 ~22
Time 5,867 5,765 5,364 +22 Time 1,628 1,615 1,587 +6
Credit Union Deposits N.A. N.A. N.A. APR MAR DEC
Share Drafts N.A. N.A. N.A. Mortgages Outstanding 2,192 2,189 2,182 +1
Savi & Time N.A. N.A. N.A. Mortgage Commitments 54 56 58 =21
iﬁﬁﬁ%ﬁﬂ
Commercial Bank Deposits 17,318 17,270 15,639 +26 Savings & Loans
Demand 4,112 4,223 4,709 -30 Total Deposits 6,461 6,348 6,218 +:9
NOW 627 621 0 NOW 55 53 0
Savings 2,267 2,306 2,462 -19 Savings 743 747 793 =15
Time 10,485 10,330 8,484 +56 Time 5,651 5,536 5,422 +10
Credit Union Deposits 602 599 597 + 2 APR MAR DEC
Share Drafts 31 32 29 +16 Mortgages Outstanding 6,142 6,125 6,085 +13
Savings & Time 579 573 572 +3 Mortgage Commitments 94 87 70 +3

Home Loan Bank Board Selected Balance Sheet Data.
chosen on a selective basis and do not add to total.
N.A. = fewer than four institutions reporting.

Notes: All deposit data are extracted from the Federal Reserve Report of Transaction Accounts, other Deposits and Vault Cash (FR2900),
and are reported for the average of the week ending the 1st Wednesday of the month. This data, reported by institutions with
over $15 million in deposits as of December 31, 1979, represents 95% of deposits in the six state area. The annual rate of change
is based on most recent data over December 31, 1980 base, annualized. Savings and loan mortgage data are from the Federal

The Southeast data represent the total of the six states.

Subcategories were
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ﬁ*g EMPLOYMENT

ANN, ANN,
MAY APR MAY % MAY APR MAY %
1981 1981 1980 CHG. 1981 1981 1980 CHG.
UNITED STATES
Civilian Labor Forece - thous. 106,350 105,680 104,030 *2 Nonfarm Employment- thous. 91,860 91,360 90,850 1
Total Employed - thous. 98,803 98,282 96,709 2 Manufacturing 20,380 20,330 20,250 o
Total Unemployed - thous. 7,550 7,400 7,820 -3 Construction 4,350 4,290 4,470 =3
Unemployment Rate - % SA 7.6 7.3 7.6 Trade 20,900 20,710 20,500 Gy
Insured Unemployment - thous. 2,703 2,980 3,347 =19 Government 16,350 16,390 16,560 =)
Insured Unempl. Rate - % 3.1 3.4 3.9 Services 18,460 18,290 17,750 + 4
Mfg. Avg. Wkly. Hours 40.1 39.7 39.3 + 2 Fin., Ins., & Real Est. 5,310 5,280 5,140 +3
Mfg. Avg. Wkly. Earn. - $ 318 312 280 +14 Trans. Com. & Pub. Util. 5,160 5,130 5,170 =0
SOUTHE%§T
Civilian Labor Force - thous. 13,021 12,850 12,765 ] Nonfarm Employment- thous. 11,435 11,435 11,170 F02
Total Employed - thous. 12,109 12,006 11,934 S | Manufacturing 2,297 2,288 2,262 + 2
Total Unemployed - thous. 911 843 831 +10 Construetion 713 712 691 + 3
Unemployment Rate - % SA T v § 6.9 Trade 2,625 2,630 2,625 0
Insured Unemployment - thous. 252 265 302 =17 Government 2,205 2,221 2,191 * 3
Insured Unempl. Rate - % 2.4 2.5 2.9 Services 2,142 2,133 2,003 T
Mfg. Avg. Wkly. Hours 40.5 39.7 39.5 +3 Fin., Ins., & Real Est. 626 625 594 +5
Mfg. Avg. Wkly. Earn. - $ 271 265 240 +13 Trans. Com. & Pub. Util. 688 687 670 + 3
ALABAMA
Civilian Labor Force - thous. 1,646 1,643 1,660 =l Nonfarm Employment- thous. 1,345 1,344 1,360 ==
Total Employed ~ thous. 1,502 1,504 1,518 =i Manufacturing 357 356 362 =
Total Unemployed - thous. 143 139 142 il Construction (il 71 68 4
Unemployment Rate - % SA 9.3 9.1 8.9 Trade 271 270 277 2
Insured Unemployment - thous. 44 47 54 -19 Government 301 302 305 =1
Insured Unempl. Rate - % 3.5 3.7 4.2 Services 208 208 201 3
Mfg. Avg. Wkly. Hours 40.4 40.0 39.7 2 Fin., Ins., & Real Est. 59 59 58 T2 c
Mfg. Avg. Wkly. Earn. - § 283 280 254 +11 Trans. Com. & Pub. Util. 25 71 72 0 3
FLORIDA 8]
Civilian Labor Force - thous. 4,133 4,018 3,923 a5 Nonfarm Employment- thous. 3,737 3,750 3,536 + 6 g
Total Employed - thous. 3,857 3,800 3,717 + 4 Manufacturing 470 470 441 T i
Total Unemployed - thous. 276 218 206 +34 Construction 281 280 266 + 6 K 3§
Unemployment Rate - % SA 7.3 6.2 6.0 Trade 973 980 943 +°3 3§
Insured Unemployment - thous. 49 53 54 ) Government 631 639 636 =)
Insured Unempl. Rate - % 1.4 1.5 1.6 Services 876 876 782 +12 ]
Mfg. Avg. Wkly. Hours 39.9 39.5 39.9 0 Fin., Ins., & Real Est. 268 268 241 L1 §
Mfg. Avg. Wkly. Earn. - $§ 259 254 233 +11 Trans. Com. & Pub. Util. 225 227 217 + 4 ]
GEORGIA &
Civilian Labor Force - thous. 2,423 2,409 2,394 T L Nonfarm Employment- thous. 2,168 2,166 2,134 g L
Total Employed - thous. 2,292 2,277 2,235 + 3 Manufacturing 520 517 516 F
Total Unemployed - thous. 131 132 159 -18 Construction 99 100 98 + 1
Unemployment Rate - % SA 5.7 6.0 6.9 Trade 486 487 500 =3
Insured Unemployment - thous. 42 45 52 =19 Government 444 445 426 + 4
Insured Unempl. Rate - % 2.1 2.2 2.6 Services 356 356 341 + 4
Mfg. Avg. Wkly. Hours 40.6 39.8 39.5 + 3 Fin., Ins., & Real Est. 114 114 109 5
Mfg. Avg. Wkly. Earn. - $ 257 250 222 + 6 Trans. Com. & Pub. Util. 141 140 138 + 2
LOUISIANA
Civilian Labor Force - thous. LN T2 1,774 1,708 + 4 Nonfarm Employment- thous, 1,624 1,621 1,521 EEY:
Total Employed - thous. 1,642 1,645 1,596 3 Manufacturing 215 215 208 =3
Total Unemployed - thous. 130 130 111 +17 Construction 152 151 129 +18
Unemployment Rate - % SA 7.5 7.5 6.7 Trade 363 361 360 |
Insured Unemployment - thous. 38 40 47 -19 Government 318 319 300 + 6
Insured Unempl. Rate - % 2.5 2.7 3.3 Services 280 280 256 + 9
Mfg. Avg. Wkly. Hours 41.1 40.4 40.8 Al Fin., Ins., & Real Est. 76 76 75 ol
Mfg. Avg. Wkly. Earn. - § 346 341 317 + 9 Trans. Com. & Pub. Util. 127 127 115 +10
ﬁi%ﬁ
Civilian Labor Force - thous. 1,024 1,017 1,042 -2 Nonfarm Employment- thous. 829 831 830 -0
Total Employed - thous. 946 940 966 =2 Manufacturing 221 219 219 o
Total Unemployed - thous. 78 0 76 +3 Construction 41 41 44 =7
Unemployment Rate - % SA 8.1 8.2 7.5 Trade 166 166 162 + 2
Insured Unemployment - thous. 26 27 30 -13 Government 193 196 199 =3
Insured Unempl. Rate - % 3.4 3.5 3.9 Services 123 124 121 + 2 ‘2
Mfg. Avg. Wkly. Hours 39.8 39.4 38.4 + 4 Fin., Ins., & Real Est. 33 33 33 0 F
Mfg. Avg. Wkly. Earn. - § 238 235 205 +16 Trans. Com. & Pub. Util. 41 41 42 - 5
TENNESSEE - gt
Civilian Labor Force - thous. 2,024 1,989 2,039 =] Nonfarm Employment- thous. 1,732 1,722 1,788 =13 ¥
Total Employed - thous. 1,871 1,841 1,902 -2 Manufacturing 513 511 515 =20
Total Unemployed - thous. 153 148 137 +12 Construetion 69 69 86 -20 .
Unemployment Rate - % SA 7.9 7.8 (| Trade 365 366 384 =i L
Insured Unemployment ~ thous. 53 53 66 =20 Government 318 320 326 =2
Insured Unempl. Rate - % 3.2 3.2 3.9 Services 298 289 302 =1
Mfg. Avg. Wkly. Hours 40.5 39.9 39.1 + 4 Fin., Ins., & Real Est. 76 76 78 -3
Mfg. Avg. Wkly. Earn. - $ 269 260 236 +14 Trans. Com. & Pub. Util, 82 81 87 =8
k

Notes: All labor forece data are from Bureau of Labor Statistics reports supplied by state agencies,
Only the unemployment rate data are seasonally adjusted.
The Southeast data represent the total of the six states.
The annual percent change calculation is based on the most recent data over prior year.
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CONSTRUCTION

ANN. ANN.
MAY APR MAY % MAY APR MAY %
1981 1981 1980 CHG. 1981 1981 1980 CHG.
12-Month Cumulative Rate
~ UNITED STA
" Total Construction Contracts Residential Contracts
= value - $ mil, 154,835 153,090 149,234 + 4 Value - $ mil, 68,429 66,993 64,833 + 6
I Nonresidential Contracts Number of Units - Thous. 1,378.5 1,359.1 1,463.1 - 6
% vValue - $ mil. 55,955 55,237 50,058 + 12
Sq. Ft. - mil 12132 11,199.6° 1,291.7 6 Residential Permits - Thous.
Nonbuilding Contracts Number single-family 737.8 726.3 878 =8
§ Value - $ mil 30,451 30,859 34,343 =11 Number multi-family 501.1 488.8 506.7 = 1
| SOUTHEAST
. Total Construction Contracts Residential Contracts
= Value - $ mil. 28,129 27,554 24,166 + 16 Value - $ mil. 14,084 13,805 N2, VIR H-8
 Nonresidential Contracts Number of Units - Thous. 323.8 318.3 3106 + 4
= Value - $ mil. 8,226 7,985 5037 haT
@ Sq. Ft. - mil 194.8 190.2 189.3 + 3 Residential Permits - Thous.
Nonbuilding Contracts Number single-family 160.7 159.1 154.6 + 4
Value - $ mil. ; 5,819 5,763 49530y Number multi-family 132.4 130.4 1010 31
| ALABAMA
Total Construction Contracts Residential Contracts
Value - $ mil. 1,978 1,958 1,764 + 12 Value - $ mil. 998 986 810 + 23
 Nonresidential Contracts Number of Units - Thous. 27.3 27.3 24.0 + 14
0 Value - $ mil. 537 523 555 =43
B Saq. Ft. - mil. 13.2 12.9 15.9 = 17 Residential Permits - Thous.
Nonbuilding Contracts Number single-family 8.9 9.1 8.6 “» 3
Value - $ mil 443 449 399 + 11 Number multi-family 8.1 8.2 B +33
FLORIDA
~ Total Construction Contracts Residential Contraects
~  Value - $ mil. 13,841 13,504 11,449 + 21 Value - $ mil. 7,899 7,764 6,921 " + 14
~ Nonresidential Contracts Number of Units - Thous. 180.2 176.2 ITAT 0 53
Value - $ mil. 3,435 3,234 25722 T
Sq. Ft. - mil. 89.2 85.3 8118 Y Residential Permits - Thous.
~ Nonbuilding Contracts Number single-family 93.8 83.7 89.0 IS
"~ Value - $ mil, 2,506 2,506 1,817 + 38 Number multi-family 92.1 91.1 T o
GEORGIA
| Total Construction Contracts Residential Contracts
= Value - $ mil. 3,951 3,904 3,743 + 6 Value - $ mil, 1,982 1,929 1,662 + 19
I" Nonresidential Contracts Number of Units - Thous. 46.7 46.0 42.3  + 10
Value - $ mil. 1,214 1,224 1,230 =g
Sq. Ft. - mil, 34.6 34.4 37.1 -7 Residential Permits - Thous.
Nonbuilding Contracts Number single-family 28.4 28.4 2858 M6
Value - $ mil 755 751 842 =10 Number multi-family 11.0 9.9 6.6 + 67
. LOUISIANA
Total Construction Contracts Residential Contracts
~ Value - $ mil. 3,568 3,487 3,305 + 8 Value - $ mil. 1,318 1,256 1,081 + 22
Nonresidential Contracts Number of Units - Thous. 26.6 25.7 2010 A3
£ Value - $ mil. 1,250 1,234 1,387 =710
} Sq. Ft. - mil 22.0 21.8 05 B NS T S | Residential Permits - Thous.
" Nonbuilding Contracts Number single-family 12.3 12.1 1202 koSl
1 Value - $ mil. 999 997 837 k19 Number multi-family 9.2 8.8 §.7 .+ 3T
.
. MISSISSIPP!
ﬁTotal Construction Contracts Residential Contracts
i Value - $ mil. 1,820 1,717 1,229 48 Value - $ mil. 651 647 543 + 20
- Nonresidential Contracts Number of Units - Thous. 15.8 15.7 143 + 10
Value - $ mil, 631 618 280  +125
Sq. Ft. - mil. 8.7 8.5 (LFE R R Residential Permits - Thous.
. Nonbuilding Contracts Number single-family 5.1 5.3 48 iaitl
Value - $ mil 538 452 407 + 32 Number multi-family 4.9 5.2 3.1 + 58
~ TENNESSEE
- Total Construction Contracts Residential Contracts
. Value - $ mil. 2,971 2,984 2,678 -t 11 Value - $ mil. 1,235 1,223 0 8 I
¢ Nonresidential Contracts Number of Units - Thous. 27.1 27.4 292 = R
¢ Value - $ mil. 1,158 1,153 863 + 34
} Sq. Ft. - mil 27.0 27.2 254 '+ B Residential Permits - Thous.
Nonbuilding Contracts Number single-family 12.2 12.5 13:40 “=+09
Value - $ mil. 578 608 ga2 50 11 Number multi-family g 7 § 1.2 7.9 =8

~ Notes: Contracts are calculated from the F. W. Dodge Construction Potentials.

Housing Units Authorized By Building Permits and Public Contracts. The Southeast data represent the total of the six states.
annual percent change calculation is based on the most recent month over prior year.

Permits are calculated from the Bureau of the Census,
The
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- GENERAL

ANN. ANN.
MAY APR MAY % MAY APR MAY %
1981 1981 1980 CHG. 1981 1981 1980 CHG.
Personal Income-$ bil. SAAR Agriculture
(Dates: 4Q, 3Q, 4Q) 2,228.3 2,155.8 2,010.0 +11 Prices Rec'd by Farmers
Retail Sales - $ bil.- SA 85.9 85.8 76.0 +13 Index (1967=100) 260 261 228 +14
Plane Passenger Arrivals (thous.) N.A. N.A. N.A. Broiler Placements (thous.) 85,570 85,593 81,693 shhy
Petroleum Prod. (thous. bls.) 8,564 8,597 8,749 -2 Calf Prices ($ per cwt.) 69.00 70.70 74.50 -1
Consumer Price Index Broiler Prices (¢ per 1b.) 28.2 26.8 23.6 +19
1967=100 269 267 245 +10 Soybean Prices ($ per bu.) 7.59 7.33 5.71 +33
Broiler Feed Cost ($ per ton) 235 254 189 +24
SOUTHEAST
Personal Income-$ bil. SAAR Agriculture
(Dates: 4Q, 3Q, 4Q) 258.6 249.2 229.5 +13 Prices Rec'd by Farmers
Taxable Sales - $ bil. N.A N.A. N.A. Index (1967=100) 267 261 231 +16
Plane Passenger Arrivals (thous.) 5575.1 5113.6 6110.6 -9 Broiler Placements (thous.) 33,714 33,692 31,657 +6
Petroleum Prod. (thous. bls.) 1,442 1,443 1,552 -7 Calf Prices ($ per cwt.) 61.13 67.08 69.91 =13
Consumer Price Index Broiler Prices (¢ per 1b.) 26.6 25.6 22.5 +18
1967=100 N.A. N.A. N.A. Soybean Prices ($ per bu.) 7.36 7.50 5.81 +27
Broiler Feed Cost ($ per ton) 228 229 181 +26
ALABAMA
Personal Income-$ bil. SAAR Agriculture
(Dates: 4Q, 3Q, 4Q) 30.3 29.1 27.6 +10 Farm Cash Receipts - $§ mil.
Taxable Sales - $ bil, N.A. N.A. N.A. (Dates: FEB, FEB) 283 315 -10
Plane Passenger Arrivals (thous.) 112.3 108.8 120.4 -7 Broiler Placements (thous.) 10,884 11,077 10,343 4.5
Petroleum Prod. (thous. bls.) 63 63 61 +:3 Calf Prices ($ per cwt.) 61.00 63.60 66.70 -9
Consumer Price Index Broiler Prices ($ per 1b.) 26.5 24.5 21.5 +23
1967=100 N.A. N.A, N.A. Soybean Prices ($ per bu.) 7.24 7.43 5.82 +24
Broiler Feed Cost ($ per ton) 240 245 169 +42
FLORIDA
Personal Income-$ bil. SAAR Agriculture
(Dates: 4Q, 3Q, 4Q) 92.2 88.8 79.7 +16 Farm Cash Receipts - $ mil.
Taxable Sales - $ bil. 62,629 60,684 54,481 +15 (Dates: FEB, FEB) 872 847 +3
Plane Passenger Arrivals (thous.) 2980.3 2712.5 3205.6 -7 Broiler Placements (thous.) 1,917 1,897 1,782 + 8
Petroleum Prod. (thous. bls.) 114 116 116 =2 Calf Prices ($ per ewt.) 64.90 69.60 73.10 -11
Consumer Price Index - Miami MAY MAR MAY Broiler Prices (¢ per 1b.) 26.0 25.5 22.0 +18
Nov. 1977 = 100 143 140 130 +10 Soybean Prices ($ per bu.) 7.24 7.43 5.82 +24
Broiler Feed Cost ($ per ton) 240 240 205 +17
GEORGIA
Personal Income-$ bil. SAAR Agriculture
(Dates: 4Q, 3Q, 4Q) 45.4 43.7 40.8 +11 Farm Cash Receipts - $ mil.
Taxable Sales - $ bil. N.A. N.A. N.A. (Dates: FEB, FEB) 395 375 + 5
Plane Passenger Arrivals (thous.) 1989.0 1813.0 2250.7 =12 Broiler Placements (thous.) 13,098 12,808 12,224 7
Petroleum Prod. (thous. bls.) N.A. N.A. N.A. Calf Prices ($ per cwt.) 58.50 60.60 64.90 -10
Consumer Price Index - Atlanta APR FEB APR Broiler Prices (¢ per 1b.) 26.0 25.5 22.5 +16
1967 = 100 266 263 235 +13 Soybean Prices ($ per bu.) 7.33 7.39 5.91 +24
Broiler Feed Cost ($ per ton) 220 220 186 +18
LOUISIANA
Personal Income-$ bil. SAAR Agriculture
(Dates: 4Q, 3Q, 4Q) 36.7 35.3 32.3 +14 Farm Cash Receipts - $ mil.
Taxable Sales - $ bil. N.A. N.A. N.A. (Dates: FEB, FEB) 258 227 +14
Plane Passenger Arrivals (thous.) 298.7 292.7 315.6 -5 Broiler Placements (thous.) N.A. N.A. N.A.
Petroleum Prod. (thous. bls.) 1,169 1,168 1,266 =8 Calf Prices ($ per cwt.) 61.00 65.50 67.10 -9
Consumer Price Index Broiler Prices (¢ per 1b.) 28.0 26.0 24.0 +17
1967 = 100 N.A. N.A. N.A. Soybean Prices ($ per bu.) 7.59 7.65 5.87 +29
Broiler Feed Cost ($ per ton) 245 245 190 +29
MISSISSIPPI
Personal Income-$ bil. SAAR Agriculture
(Dates: 4Q, 3Q, 4Q) 17.0 16.5 15.9 + 7 Farm Cash Receipts - $ mil.
Taxable Sales - $ bil. N.A. N.A. N.A. (Dates: FEB, FEB) 315 319 -1
Plane Passenger Arrivals (thous.) 38.1 35.7: 45.0 -15 Broiler Placements (thous.) 6,443 6,292 5,970 + 8
Petroleum Prod. (thous. bls.) 96 96 109 =192 Calf Prices ($ per cwt.) 60.10 69.10 74.80 -20
Consumer Price Index Broiler Prices (¢ per 1b.) 27.0 27,5 24.0 +13
1967 = 100 N.A. N.A. N.A. Soybean Prices ($ per bu.) 7.35 7.45 5.74 +28
Broiler Feed Cost ($ per ton) 220 215 183 +20
TENNESSEE
Personal Income-$ bil. SAAR Agriculture *
(Dates: 4Q, 3Q, 4Q) 37.0 35.8 33.2 +11 Farm Cash Receipts - $ mil.
Taxable Sales - $ bil. N.A. N.A. N.A. (Dates: FEB, FEB) 278 295 -6
Plane Passenger Arrivals (thous.) 156.7 150.9 173.3 -10 Broiler Placements (thous.) 1,373 1,351 1,338 3
Petroleum Prod. (thous. bls.) N.A. N.A. N.A. Calf Prices ($ per ewt.) 62.00 65.80 75.10 =17
Consumer Price Index Broiler Prices ($ per 1b.) 29.0 25.0 22.0 +32
1967 = 100 N.A. N.A. N.A. Soybean Prices ($ per bu.) 7.20 7.50 5.84 +23
Broiler Feed Cost ($ per ton) 215 215 179 +20
Notes:
Personal Income data supplied by U. S. Department of Commerce. Taxable Sales are reported as a 12-month cumulative total. Plane

Passenger Arrivals are collected from 26 airports. Petroleum Production data supplied by U. S. Bureau of Mines.

Index data supplied by Bureau of Labor Statistics.

Receipts data are reported as cumulative for the calendar year through the month shown.
The Southeast data represent the total of the six states.

rate.

on most recent data over prior year.

CDACED

Digi e

N.A.

not available.

Agriculture data supplied by U. S. Department of Agriculture.
Broiler placements are an average weekly
The annual percent change calculation is based

Consumer Price

Farm Cash
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Table 4

Business Lending By Commercial Banks
November 3-8, 1980

1-24 25-49 50-99 100-499 500-999 1000 and over
Short term commercial and industrial loans
Amount of loans 5.6% 4.2% 4.3% 13.9% 5.1% 67.0%
Number of loans 70.5% 12.6% 7.0% 7.6% .8% 1.5%
Weighted average maturity (months) 3.0 3.5 2.9 3.0 3.4 {7
Percentage of loans
a. with floating rate 25.0% 27.9% 40.7% 52.1% 68.3% 53.0%
b. made under commitment 25.1% 22.3% 35.3% 46.4% 65.6% 48.0%
1-99 100-499 500-999 1000 and over
Long term commercial and industrial loans
Amount of loans 9.7% 18.1% 5.4% 66.7%
Number of loans 83.7% 12.5% 1.4% 2.4%
Weighted average maturity (months) 48.3 34.4 40.6 49.6
Percentage of loans
a. with floating rate 39.3% 29.5% 72.3% 85.5%
b. made under commitment 29.0% 25.1% 70.2% 70.3%

Source: U.S. Board of Governors of the Federal Reserve System. Federal Reserve Bulletin, February 1981, p. 1424.

Interbusiness financing also occurs via cash

loans, provision of equipment and supplies, -

and equipment financing. Although no data are
available on the first two of these sources,
financing or equipment purchases by equip-
ment manufacturers is known to be an impor-
tant method of fixed asset financing.
Commercial banks, finance companies, and
leasing companies are the most important
financial institutions to small business. Small
issuance size makes direct access to the debt

“The result is a sort of
intermediation where
small firms borrow from
large firms through trade
credit, and large firms in
turn finance themselves
in the credit markets.”

FEDERAL RESERVE BANK OF ATLANTA

Digitized for FRASER

F
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markets via marketable bonds and commercial
paper, and access to life insurance company
private placements unlikely in all but a few
cases. Thus, small business must rely on banks,
finance companies, and leasing companies for
much of their discretionary financing.

Table 4 provides data on the business lending
of commercial banks.? Loans to small business
are large in number but much smaller in dollar
terms. At least to some extent this reflects the
disproportionate size of large businesses rela-
tive to their number. Small business loans are
also more likely to be fixed rate and less likely to
be made under commitments than for large
business.

Competition to banks from finance compa-
nies has become keener. The historical differ-
ences in riskiness of client have been blurred in
recent years as banks have accepted more risk
and finance companies have intensifed efforts
to attract lower risk firms. Furthermore, both
banking organizations and finance companies
have expanded product lines. The importance

2Although the data are arranged by size of loan, and not by the size of the borrower,
loan size and firm size should be highly correlated.
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Table 5
Lease Financing by Type of Organization

Bank Subsidiary

Closely Publicly Division of Bank

Held Traded or Holding

Corp. Corp. Subsidiary Company Other
Average Original
Lease Receivable:
less than $10,000 20% 17% 4% o 14%
$10,000-$50,000 53 35 32 52% 41
$50,000-$250,000 15 26 55 39 27
over $250,000 12 22 9 9 18

Source: “Survey of Accounting and Business Practices, 1979" American Associa-
tion of Equipment Lessors, Washington, D.C.

of this to small business is that the finance
companies offer a broad array of products,
many of which are suitable to small business.
Examples, include: automobile, commercial
vehicle, equipment, accounts receivable, and
inventory financing. And, the increased com-
petition broadens market choice. To be sure,
banking organizations are fighting back via
finance subsidiaries and asset based lending
groups. However, it will not be surprising if the
finance company market share of small busi-
ness loans increases.

Further evidence of the existence of nontra-
ditional funds sources to small business
appears in the lease finance data in Table 5. This

20

“ .. itwill not be
surprising if the finance
company market share
of small business loans

increases.”

exhibit clearly indicates that leases are made in
small sizes as well as large, and that the size of
lease differs.

To summarize, small business relies on debt
financing to a greater extent than equity. Debt is
provided both from other businesses and finan-
cial institutions. Thus, while commercial banks
are an important source of discretionary bor-
rowing, they are not the only, and indeed not
even the major, source of debt financing. Of
course, this conclusion must be tempered by
the fact that it is often difficult to trace funds
flows. For example, individuals may borrow
using personal consumer or mortgage credit
and inject those funds into a business. None-
theless, competition from other financial insti-
tutions and interbusiness financing makes clear
the fact that commercial banks do not monopo-
lize small business finance. [AR]

—Peter Eisemann
Victor L. Andrews

AUGUST 1981, ECONOMIC REVIEW

o

B

|

Digitized for FRASER
http://fraser.stlouisfed.org/ o A
Federal Reserve Bank of St. Louis S8, 10k



e

S

PN %
e S S

Nonlocal Competition for

Banking Services

Arnold A. Heggestad, Chairman, Department
of Finance, Insurance, and Real Estate, Univer-
sity of Florida (and Visiting Scholar at the Fed-
eral Reserve Bank of Atlanta), notes that
nonlocal competition is only growing in selec-
ted markets. But whether this expansion is a

response to real economies or simply a result of -

regulatory treatment is a question for further
research.

How will competition from outside the local
area affect banking markets? We have little
evidence at present, even though nonlocal
competition is undeniably here. Several basic
issues need study. g

| define nonlocal competition as banking-
related activity in a market by banks headquar-
tered in other cities. The primary concern,
however, is the study of banks operating across
state and national borders. This public policy
area requires intensive study of its current
importance, its current effects on market per-
formance, and its potential for future growth.’

The ultimate impact on nonlocal competition
is on market performance. As nonlocal com-
petition increases, all firms may compete more

1. The current degree of nonlocal competition has recently been studied by Peter
Merrill Associates, The Envi t for Nonlocal Competition in U.S. Banking
Markets, American Bankers Association, 1981.

intensely with resulting lower loan rates, better
service, and higher rates for deposit funds. In
addition, the efficiency of financial intermedia-
tion may be improved by increasing the linkage
between markets, thus allowing for a more
responsive allocation of credit.

“Nonlocal competition
appears to be a growing
phenomenon in only a
subset of financial
markets.”

The McFadden Act and the Douglas Amend-
ments to the Bank Company Act prohibit banks
from crossing state lines to conduct a full com-
mercial banking business. However, banking
organizations can conduct numerous activities
that are not legally restricted. These range from
calling on potential loan customers to the
establishment of specialized facilities in the
target markets. The most common form of
entry has been to establish subsidiaries of bank
holding companies which are aimed at special-
ized financial markets. Generally, they are iden-
tified with the parent financial institution.

FEDERAL RESERVE BANK OF ATLANTA

itized for FRASER
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TABLE 1. MAJOR NON-LOCAL ACTIVITIES BY FUNCTION AND BY CLIENT TYPE
MARKET
o TYPE|  CONSUMER FINANCIAL
FUNCTION (RETAIL) MARKET CORPORATE MARKET BOTH CONSUMER AND CORPORATE | INSTITUTIONS
Lending Corporate Calling Officers Corporate Calling
Loan Production Offices
Edge Act Corporations >1
Factors
Mortgage & Real Estate Companies Mortgage & Real Estate Companies
Industrial Finance Companies Mortgage Banking
Companies
Mortgage Banking Companies Correspondent
Services
— |Credit Cards
Industrial Banks
Consumer Finance
Compagies
Deposit-Taking 4 \2
Industrial Banks Correspondent
Services
:2 Edge Act Corporations 1
Fee Income |
Producing Travelers Checks |Leasing Companies Correspondent
Services
Investment Advisory
Firms Trust Companies

Source: Peter Merrill Associates, The Envir t for N

| Competition in U.S. Banking Markets, American Bankers Association, 1981.

1. Edge Act Corporations, while aimed primarily at corporations engaged in import and export, have the potential for dealing with individuals engaged in these activities or

domiciled outside the U.S.

2. Consumer Finance Companies in some states can issue “thrift certificates"” or similar debt instruments; insurance must be provided locally, by private or quasi-public (but

non-FDIC) means.
3. Travelers checks, by generating float, have a deposit-like characteristic.

4. If and when banks are allowed to pay interest on credit balances, credit cards become a "deposit” instrument.

Nonlocal competition appears to be a grow-
ing phenomenon in only a subset of financial
markets. Generally, these markets all share
three characteristics — large size, the existence
of specialized submarkets, and growth poten-
tial. Characteristically, entry is most common in
markets where there is a regulatory advantage
to operating within the market.

Why is Non-Local Competition Expanding?

It is clear that all dimensions of banking
competition have increased in recent years.
Nonlocal competition is no exception. Several
major developments have led to increases in

22

the amount of nonlocal competition in the past
decade. First, the economy has experienced
shifts in relative growth rates. Banks that are
headquartered in the industrial Northeast have
not grown relative to banks operating in the
Sunbelt and the energy states. Thus, there has
been an incentive for banks to obtain a pres-
ence in rapidly growing markets. Second, states
have treated their financial institutions quite
differently. In some states, tax, branching, and
usury laws are more favorable. Third, technol-
ogy now permits operations in a wide geo-
graphic area. Communications systems and
travel have made it feasible to maintain a
geographically-dispersed operation.

AUGUST 1981, ECONOMIC REVIEW
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The McFadden Act will in all likelihood be
removed or amended within the next several
years. This has had a differing impact on the
desire to diversify into new markets. For
regional banks, uncertainty on McFadden has
delayed their geographic expansion. Their pre-
ferred form of expansion will be through
acquisition of existing banks in other states. At
the same time, many money center banks fear
they will be forbidden to enter desirable mar-
kets by aquisition. Thus, they have used other
devices to enter these markets, even some that
may not be profitable in the short run. This
approach at least gives a presence in many
markets.

Potential Impact

Nonlocal competition has accelerated in
intensity and importance. However, relative to
other changes in competition, nonlocal would
only rank third. The thrift institutions have
obtained new powers to compete directly with
banks. Additionally, nondeposit companies

i L.omoney center
banks maintain capital to
asset ratios substantially

lower than most

regional banks. As a
result, they can maintain

a lower operating

margin with lower loan
rates or higher deposit
rates than regional
competitors.”

ranging from insurance and credit card compa-
nies to money market funds have had tremen-
dous growth in many markets. In both cases,
their impacts have exceeded the impact of the
presence of out-of-state banks.

The most important element of change in
nonlocal competition is the impact it will have
on market performance. As out-of-state banks
enter, there will be an increase in the number of

FEDERAL RESERVE BANK OF ATLANTA

Bigitized for FRASER
Attp://fraser.stlouisfed.org/

Federal Reserve Bank of St. Louis

TABLE 2. NUMBER OF APPLICATIONS
APPROVED FOR OUT-OF-STATE BANK -
RELATED ACTIVITIES FOR BANK HOLDING
COMPANIES.

June 1, 1971-December 31, 1977'

Acquisition of

Existing

Activity Businesses De Novo Total
Finance Company 73 436 509

(Commercial,

Consumer,

Insurance Premium,

Mobile Home, and

Agricultural)
Insurance 44 202 246
Mortgage Banking 30 172 202
Real and Personal 14 102 116

Property Leasing
Investment Services 5 28 33
Factoring 5 24 29
Industrial Banking 3 18 21
Data Processing 2 19 21
Trust Operations 6 14 17
Community Welfare 0 2 2

Investments
Miscellaneous 8 7 15
TOTAL 190 1,021 01,247

1The figures in this table are intended to indicate the approximate magnitude and
relative importance of out-of-state expansion by bank holding companies in various
bank-related fields. However, the figures are likely to be understated in several
respects. An application to acquire an existing company, or notification of intention
to expand de novo, may involve expansion of services at several locations, only one
of which would be listed in the Federal Reserve announcement and hence would be
included in these figures. Also, in some cases, an application to engage in two or
more activities may have been recorded only once, as if it were an application for
one activity.

Source: Golembe Associates, “A Study of Interstate Banking by Bank Holding
Holding Companies, Prepared for Association of Bank Holding Compa-
nies, May 1979.

firms competing within the market. Addition-
ally, there will be a substantial increase in com-
petition for specialized functions. For example,
there may be within any market only a few firms
involved in international lending. This number
would be increased substantially by Edge Act
companies (internationally-oriented banking
subsidiaries usually located outside a bank’s
own state). The result should be better perfor-
mance with respect to interest rates, other fees,
and services.

This element of performance raises a very
serious question, however. Are the increases in
competition due to greater efficiency, i.e., real
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economies, or are they simply due to “pecu-
niary” economies; specifically, more favored
regulatory treatment. For example, money cen-
ter banks maintain capital to asset ratios sub-
stantially lower than most regional banks. As a
result, they can maintain a lower operating
margin with lower loan rates or higher deposit

“As state boundaries are
broken down by de
facto banking, the larger
banks are likely to
increase their share
relative to smaller
banks.”

rates than regional competitors. This gives
them an advantage. It improves the perfor-
mance within that market but at some cost in
competitive equity.

There are additional elements of perfor-
mance relating to changes in the structure. This
has been studied within states but, since this
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phenomenon is quite new, never across states.
First, the increases in nonlocal competition will
have some implications for overall concentra-
tion of resources. As state boundaries are bro-
ken down by de facto banking, the larger banks
are likely to increase their share relative to
smaller banks. The second factor is the increase
in the number of links between markets. Banks
will now be meeting in many more markets;
this may affect how much they are willing to
compete in any single market.

An additional performance implication of this
trend is the effect on intermediation. Will the
presence of subsidiaries operating in markets
facilitate the coordination of borrowers and
lenders? Will the private market, operating
through its own decision process, be more
efficient than existing financial markets?

Finally, nonlocal competition by necessity is
carried out through indirect means. Within a
rapidly growing market there may be loan pro-
duction offices that offer commercial loans,
Edge Act companies that deal in international
transactions, and consumer finance companies
that only make consumer loans. Would the
system be more efficient if all these services
were collapsed into basically diversified com-
mercial banking firms? This area is critical for
future policy. L

—Arnold A. Heggestad
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Performance Implications
of New Competition

Duane B. Graddy, Associate Professor, Depart-
ment of Economics and Finance, Middle Ten-
nessee State University, focuses on the basic
definitions of “banking markets” and “cluster
of services” under deregulation. New entry by

thrifts, particularly into smaller banking mar-

kets, Graddy predicts, may not necessarily
produce lower prices and greater efficiency.

Recent legislative reforms and an array of finan-
cial innovations have drastically altered the
competitive relationship among financial
intermediaries. Traditional banking-type ser-
vices are now offered by mutual savings banks,
savings and loan associations, credit unions,
investment companies, brokerage firms, and
even some large retailers. As these institutions
realize their full competitive potential, substan-
tial restructuring is likely to occur in local finan-
cial markets. Economic theory suggests that this
restructuring process will affect market perfor-
mance (the overall function and efficiency of
the market).

This restructuring process begins with the
granting of the new powers and proceeds to
changes in the number and/or size distribution
of competing institutions and finally to new
rivalries among those institutions. Traditionally,

FEDERAL RESERVE BANK OF ATLANTA

regulators have differentiated commercial
banks from other financial institutions by the
specific “cluster of services” they offered. But
what is the “market’’? Do banks compete only
with other banks? Should thrift institutions be
included in the definition of the banking mar-
ket? What about money market funds? Can we
even define a geographic market? Or, is it nec-
essary to unbundle the entire cluster of bank-
ing services and develop a series of product
markets which encompass various geographic
regions? It is my feeling that the “cluster of
services” paradigm is still applicable to the
small market setting.

The nature of market rivalry determines
prices and profits within local banking markets
as well as the other performance dimensions
(efficiency, stability, innovation, and equity).

“Can we even define a
geographic market?”

For example, the successful entry of savings
and loan associations into consumer install-
ment lending could lower borrowing costs,
increase loan output, reduce interest margin
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variability, produce innovative changes in loan
contracts, and/or create greater equity in the
distribution of personal loans. On the other
hand, the conduct of banks already offering
consumer installment loans would not change
if they had already established an effective bar-
rier to entry.

Will More Competitors
Mean Lower Prices?

Entry of thrift institutions into previously pro-
hibited areas has the potential for reducing
market concentration (increasing the number
of competitors). Whether this change in market
structure actually improves market perfor-
mance, however, depends on several factors.
1. The first is the relationship between concen-

tration and bank behavior. Are the perfor-

mance dimensions (efficiency, stability, etc.)
affected by the degree of local market con-
centration?

2. Second, have other nonbank intermediaries
offered substitute products in the past? For
example, bank response to the newly
granted consumer lending powers is likely
to vary considerably between markets where
credit unions and finance companies have
been active and where they have not.

3. Third, to what extent will thrifts choose to
diversify into banking activities, and to what
extent will the public perceive them as “full
service banks.!” Can thrifts overcome the
barrier of long-standing customer relation-
ships and the wide menu of services offered
by commercial banks? Even small banks can
represent formidable competitors in this
respect, particularly if they are affiliated with
a large banking holding company (BHC).
This brand-image problem may represent
one of the most important hurdles facing
thrift entrants.’

Many local banking markets, particularly
rural markets, are characterized by high levels
of deposit concentration.? Moreover, studies
show that for two of the new thrift services,
auto loans and checking accounts, the level of
concentration is often high enough to allow
suppliers to act together as a monopoly.’ Bank

1Studies show that firm entrenchment based on close customer relationships and
variety of services inhibits concentration changes in local banking markets. See B.
Frank King, “Changes in Seller Concentration in Banking Markets,” Working Paper
Serles, Federal Reserve Bank of Atlanta, 1977.

2|n this context, “banking market"” refers to counties and SMSAs.

3Arnold A. Heggestad and John J. Mingo, “The Competitive Condition of uU.s.
Banking Markets and the Impact of Structural Reform,” Journal of Finance, June
1977.
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interdependence in these markets is pervasive
enough that profits are spread evenly over all
competitors, and there is little or no incentive
to lower prices for these services.

At the other extreme, there are few markets
for these services in which the prices do not fall
when concentration declines. Allowing thrift
institutions to enter these product-lines
appears to be an unambiguous way of benefit-
ing consumers. However, this may not happen
in every market. For example, thrift entry in a
highly concentrated market may not lower the
level of concentration enough to promote com-
petitive pricing; thus it may have no long-term
impact on service prices. Initial entry could
create a flurry of different pricing patterns, but
in the long-run, the market would return to a
shared monopoly.

Pricing Strategy

On the other hand, product prices may
decline if established banks lower their prices
to a level that would make new entry unprofit-
able. To overcome the initial identity barrier,
thrifts may have to spend heavily for advertising
and physical facilities. Where mutual interde-
pendence is high, established banks can dis-
courage thrift entry by charging a price below
that necessary to cover penetration costs.

. .. product prices may
decline if established
banks lower their prices
to a level that would
make new entry
unprofitable.”

Through such a strategy, banks could under-
mine the ability of thrifts to establish lasting
customer relationships as well. The failure to
offer even some marginal service could destroy
the ““department store” effect. In cases where
concentration is reduced bélow the effective
monopoly level or where the market is not
effectively monopolized, we would expect the
entry of nonbank competitors to increase con-
sumer welfare by lowering service prices.

AUGUST 1981, ECONOMIC REVIEW

B
s
o

f

j

i

g

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



The granting of the new thrift powers
presents a rare opportunity to analyze the price
adjustment process among financial institu-
tions in markets with different initial concentra-
tion levels. Do prices converge to a uniform
level over time? If so, what market interactions
produce the convergence? Rigorous competi-
tion? Tacit collusion? Price leadership? (One
large competitor sets the price and the rest
follow.) Will commercial banks’ inherent

advantage as the earliest full-service institutions .

produce a permanently fragmented price struc-
ture with the new competitors unable to over-
come the banks’ advantage? Banks have an
accumulated stock of advertising and goodwill
created over many years of full service opera-
tion. Does the process change if BHCs are
present in the market? Recent evidence indi-
cates that BHCs may reduce market rivalry.* So
market consolidation could be detrimental to
performance.

Nonprice Strategy

Nonprice competition (advertising, banking
hours, gifts, etc.) is likely to intensify during the
transition phase of the deregulation process for
several reasons. First, price constraints still
exist on certain services, such as time and sav-
ings deposits. The “premium controversy,”
which centers on whether premiums are an

“Stephen A. Rhoades and Roger D. Rutz, “Impact of Bank Holding Companies on
Competition and Performance in Banking Markets,” Staff Studies, Board of
Governors of the Federal Reserve System, 1979.
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awkward and inefficient way to compete,
attests to this. State usury laws on credit card
loans may be prohibitive as well. Second, estab-
lishing the full-service image may require large
promotional expenditures by S&Ls and credit
unions. Third, given the more liberal branching
status of thrifts in some areas, pre-emptive
entry could be viewed as a way of forestalling
future bank expansion. As deregulation pro-
ceeds and we move toward explicit pricing, the
flow of resources may be redirected from pro-
motional activities to production. However,
even this is not clear. Consolidation within the
financial services sector brought about by
deregulation could produce a structure similar
to that in other oligopolistic industries where
prices are rigid and competition is on a non-
price basis.

A final consideration is the influence of mar-
ket concentration on the risk/return trade-off in
banking. The rate of return on bank assets is
higher in concentrated markets than in less
concentrated ones.® Moreover, bank managers
tend to become more conservative as concen-
tration increases. The result is that they reject
more risky consumer loans, mortgages, and
small business loans. At least one study, how-
ever, provides evidence that nonbank competi-
tion may reduce this conservatism.*

Increased competition may also influence the
risk/return behavior of the banking firm by
altering the costs and relative composition of
the funding mix. Banks in concentrated mar-
kets exercise their monopsony power (the
power of being one of few buyers in a market)
by paying lower deposit rates and substituting
demand deposits and passbook savings for
other sources of funds.” The earnings squeeze
caused by increased competition from thrifts
and extra-market institutions could weaken the
capital base of these firms. The deposit struc-
ture’s interest sensitivity is a problem for all
institutions. Banks affiliated with holding com-
panies may fare somewhat better since they can
rely on the financial strength of the consolida-
ted organization. ER]

—Duane B. Graddy

SArnold A. Heggestad, “Market Structure, Risk, and Profitability in Commercial
Banks,” Journal of Finance, September 1977.

SDonald R. Fraser and Peter S. Rose, “Banking Structure and Performance in
Isolated Markets: The Implications for Public Policy,” Antitrust Bulletin, Fall 1972.

"Duane B. Graddy and Reuben Kyle, “The Simultaneity of Bank Decision-making,
Market Structure, and Bank Performance,” Journal of Finance, March 1979.
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Savings and Loan

Associations in the New
Financial Environment

James A. Verbrugge, Professor and Chairman,
Department of Banking and Finance, University
of Georgia, suggests that regulators need to be
looking for alternatives to merging troubled
thrifts with healthier institutions. In the longer
run, more research is needed on questions of
capital adequacy, interest rate risk, and maturity
imbalances in the new environment.

The implications of the Deregulation Act for
thrift institutions are both serious and sweep-
ing. The pessimistic view is that the Deregula-
tion Act has signaled the beginning of the end
for the S&L industry. A more optimistic view is
that the Deregulation Act represents the
demise of the industry as we know it, but also
represents the threshold of a new era of oppor-
tunities for thrift institutions.

Without rehashing past history, it is clear that
the Deregulation Act was the final product of a
long series of financial reform efforts over the
past fifteen years.! Pressures to reform the
financial system intensified after Regulation Q
was extended to thrift institutions in 1966.
These pressures originated from a variety of
sources and for a variety of reasons, some of

1These earlier proposals include, for example, the Friend Study, the Hunt Commis-

which were the realization that Regulation Q
discriminates against small savers, the recogni-
tion of the problems created by the maturity
imbalance of thrift institutions in an era of
volatile and upward trending interest rates, and
the development of innovations in the financial
markets (e.g., money market mutual funds).
Previous efforts at reform were piecemeal: the
development of longer-term CDs for thrifts in
the early 1970s, the introduction of the MMC in
1978, the regional experiments with NOW

“It is quite clear that the
S&L industry was
extremely short-sighted
in its efforts to prevent
_true financial reform.”

accounts, and the use of variable rate mort-
gages on a limited geographic basis. It was
inevitable that legislation similar to the Deregu-
lation Act would be passed. The issue was not
if, but when. S

It is quite clear that the S&L industry was

sion Report, the Financial Institutions Act, the FINE Study, and the Financial i O 3
Reform Act. extremely short-sighted in its efforts to prevent |
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true financial reform. For many years (and to
some extent, even now), the major thrust of the
industry was to preserve Regulation Q and the
differential at all costs. Had the industry been
willing to give up Regulation Q for additional
meaningful powers at an earlier date, it now
would be far better equipped to deal with the
problems it faces in the current volatile finan-
cial environment.

However, this is all history. The relevant ques-
tions now concern the effects of the deregula-
tion and the implementation of broader powers
provided for thrifts by the Deregulation Act.

What is outlined below is not intended to be
an exhaustive list of questions but merely some
which appear to be most important. The ques-
tions are divided into two categories; (1) those
associated with the period of transition and
(2) more fundamental, long-run effects of the
Deregulation Act on thrifts. While the latter
issues are clearly of greater academic and intel-
lectual interest, the former will determine
whether or not the thrift industry will survive to
share in the benefits of less regulated financial
markets.

The Period of Transition

The most immediate and important issue fac-
ing S&Ls and the regulatory agencies is how to
deal with the critical problems facing thrifts
during the period of transition to the deregula-
ted environment envisioned by the legislation.
The basic problem is that the liability side of
S&Ls has already become quite interest-rate
sensitive as a result of the rapid growth of six
month MMCs and jumbo CDs, and is likely to
become more sensitive as decontrol of deposit
rates progresses over the next several years. On
the asset side, however, the benefits of deregu-
lation and broadened powers will accrue slowly
over a relatively long period of time. For most
S&Ls, the portfolios are dominated by fixed-
rate-mortgages, many of which carry yields
considerably below prevailing market rates on
funds. In many cases, the yield-cost spread for
individual associations is negative. As a result,
unless associations have a substantial amount
of liquid assets whose yields have kept pace
with the cost of funds, profits are near zero or
negative. For those associations with healthy
net-worth positions, this is a painful but not
terminal problem. For those associations with
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minimum capital positions, there is a real dan-
ger of failure in this situation. Several important
policy questions arise from this issue.

1. What should be the policy of the regula-
tory agencies toward associations in real dan-
ger? Of course, the best solution is that the
current efforts to reduce inflation succeed and
that interest rates, particularly short-term rates,
fall. Should this occur, the earnings squeeze

“The basic problem is
that the liability side of
S&Ls has already
become quite
interest-rate sensitive
. . . (while) on the asset
side . . . the benefits of
deregulation will accrue
slowly.. . .

would dissipate quickly over several quarters as
MMC:s are rolled over at lower rates.

In the absence of interest-rate decreases, a
serious question remains. What should be the
policy of the FHLBB and the FSLIC toward prob-
lem and near-failure associations? Should we
allow failures which are not the result of poor
management or fraud but are the result of
interest-rate risk which has been imposed on
the institutions due to regulatory constraints?
Or, should there be some sort of assistance to
associations which find themselves in this situa-
tion? The approach taken thus far has been to
merge troubled S&Ls with healthier associa-
tions. In a number of cases, the FSLIC absorbed
assets (approximately $1.3 billion in 1980) of
extremely weak associations. Other measures
under consideration include further changes in
net worth requirements and the use of the
FSLIC as a source of capital for troubled thrifts.?

2The suggestion of the FSLIC as a source of capital originated in a paper by
Verbrugge and Dince (1979). Ironically, the idea was never intended as a source of
capital for weak and troubled S&Ls. It was suggested as a means of raising capital,
primarily for mutuals, who were experiencing temporary net-worth difficulties due
mostly to rapid growth.
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2. Is there any danger of a loss of public
confidence in S&Ls as a result of the troubled
situation in the thrift industry? No insured S&L
depositor has ever experienced a loss. How-
ever, with the seriousness of the earnings
squeeze and the publicity given to the troubles
of thrifts, there is the possibility of some loss of
public confidence in thrifts.

Longer-Run Issues

Assuming that the thrifts and regulators mud-
dle through the transition period without disas-
trous results, there are a number of more
fundamental questions regarding thrifts and
the new financial environment.

Models of S&L Behavior
Under Deregulation

The key issue here is the type of S&L which
will emerge as the most viable institution on a
deregulated market; i.e., what should be the
mode of operations for a viable S&L in the
1980s? Basically, there are three alternatives:
(1) the classical or traditional S&L, (2) a real
estate related association coupled with a
mortgage-banking orientation, and (3) a family

financial center. The first would be a business-
as-usual S&L concentrating on deposit acquisi-
tion and traditional mortgage lending. In all
likelihood, this type of operation is doomed to
extinction. The second type would be heavily
oriented toward real estate development loans
with only a moderate role for residential lend-
ing. Service corporations would play an impor-
tant role in this type institution. In addition, the
association would focus on mortgage banking
activity by originating, buying, selling, and ser-
vicing loans instead of originating mortgages
for its own portfolio. The third type would
become a one-stop consumer finance super-
market with a full range of consumer services
including consumer and mortgage loans, trans-
actions accounts, traditional deposits, credit
cards, etc.

Capital Adequacy

This issue is as pertinent for S&Ls as it is for
banks with many of the same problems. What is
adequate capital? How should capital consider-
ations be tied to deposit-insurance consider-
ations? Is a liability based net-worth
requirement meaningful?

The issue for S&Ls is clouded by one addi-
tional consideration, namely, the mutual form

THE FUTURE S&L: Three Alternatives

Traditional Real Estate Family
Mortgage Lending Development Financial Center
Lending
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of organization. Currently, mutuals can obtain
additional capital only through retained earn-
ings from profits. The only option for obtaining
additional capital is to convert to the stock form
of organization, amovement which is occurring
at a rapid rate. Other options, like mutual capi-
tal certificates, appear to have limited useful-
ness.’

Managerial Motives and the
Mutual vs. Stock Issue

Several recent banking studies have ques-
tioned the traditional assumption of profit max-
imization in banking under conditions of
monopoly power.* In other words, banks with
monopoly power may reward the management
instead of stockholders by hiding profits under
salaries and prerequisities (a tendency known
as “‘expense-preference”’).

Similar questions can be raised concerning
S&Ls with market power. In addition, since
mutuals do not have traditional owners, there is
some question regarding the motivation of
mutual managers. Unlike stock institutions,
mutual associations do not necessarily make a
profit. Following the lines of banking studies,

several recent papers have addressed the stock- -

mutual question.®

In these studies, it was found that mutual
S&Ls exhibit expense-preference tendencies
and that they also tend to have preference
toward lower risk portfolios. Further efforts in
this area are warranted.®

Interest Rate Risk
Management in S&Ls

The basic financial management issue facing
S&Ls is, of course, how to manage interest-rate
risk. In the current financial environment,
interest-rate intermediation (the process by
which an institution takes deposits and invests
them, in this case involving short-term liabili-
ties and long-term assets) is extremely risky. As
outlined above, the family financial center S&L

3The capital issue for S&Ls is considered in detail in Verbrugge and Dince (1979) and
Verbrugge and Dince (1980).

“For example, see Edwards (1977) and Edwards and Heggestad (1973).

SVerbrugge and Goldstein (forthcoming 1981), Verbrugge and Jahera (1979), and
Taggart (1978).

SPerhaps some additional light on this issue can be obtained from recent work on
agency theory. Jensen and Meckling (1976) and Fama (1980).
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and the mortgage banking S&L models do
reduce some of the interest-rate risk by selling
loans instead of retaining them in the portfolio
and by engaging in shorter-term consumer
lending. However, long-term mortgage lending
and short-term deposit acquisition are still
important features in both models. Unless

“Will the regulatory
agencies be able to
resist the temptation to
continue their role as
protectors and
supporters of the
industries they serve?”

variable-rate mortgages are issued which allow
changes in rates very frequently, S&Ls will still
face considerable interest-rate risk.

The question then becomes how to deal with
the remaining interest-rate risk and maturity
imbalance. One alternative is the use of the
financial futures market in which the institution
could hedge its exposure to interest-rate risk.
Traditional use of the interest-rate futures mar-
ket has emphasized the process of hedging
against the rate movement of a specific asset or
liability.”

More recently, it has been suggested that the
optimal approach is the maturity-imbalance
hedge which is simply a hedge of the overall
maturity imbalance risk exposure of the firm.®

There is an obvious need for considerable
research regarding the role of interest-rate
futures in thrift-institution management.

Miscellaneous Issues

There are, of course, numerous other ques-
tions and issues which can be raised regarding

7Schweser, Cole, and D'Antonio (1980).

8The maturity-imbalance hedge is a short position whose function is to offset the
volatility of the firm’s profitability. For a complete explanation see Riordan and
Hartzog (1980) and Hartzog (1981). The paper by Thygerson (1980) also contains
useful material regarding hedging with interest-rate futures.
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thrifts in the post-Deregulation Act world. To
list several —

+ Will the FHLBB, and other regulatory agen-
cies, be able to resist the temptation to con-
tinue their role as protectors and supporters of
the industries they serve? Or, will they be able
to reverse past patterns and espouse a market-
oriented regulatory philosophy?

+ What is the appropriate merger policy in the
new environment? Inevitably, the question of
bank and S&L mergers must be addressed as
well.

» The structure of both the banking and S&L
industry is likely to undergo significant change
as the effects of the Deregulation Act and other
aspects of deregulation (breaking down of geo-
graphic barriers) are fully realized. As a result, it
will be important to study the effects of these
changes on market concentration and the per-
formance of financial institutions. Further-
more, most studies have failed to account for
inter-industry competition. As competition

REFERENCES

between banks and S&Ls intensifies, this issue
can no longer be ignored.
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Conclusion

There is no doubt that price competition
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thrift managers will implement the new powers
successfully. The heightened competition
appears certain to weed out inefficient firms,
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The Effects of the Deregulation Act
and Potential Geographic Deregulation
on the Safety and Performance
of Depository Institutions

Joseph F. Sinkey, Jr., Associate Professor,
Department of Banking and Finance, University
of Georgia, discusses the importance of capital
sources and the need for a fresh regulatory
approach to capital adequacy. New expecta-
tions and new measures of safety and perfor-

mance, he concludes, will be crucial during the -

transition period and beyond.

The purpose of this paper is to suggest some
issues and research topics related to the current
and future environment of depository institu-
tions. The current environment is being shaped
by the Deregulation Act. The future environ-
ment will continue to be shaped by the Deregu-
lation Act as depository institutions adjust to
new asset and liability powers, the phasing out
of Reg Q (interest rate ceilings) and the phasing
in of reserve requirements for nonmember
institutions.

That environment will also be affected greatly
by what happens in geographic deregulation.
At the minimum, this deregulation will likely
include regional banking (e.g., Georgia and
Florida permitting reciprocal banking across
their state lines). At the maximum, we could see
the repeal of the McFadden Act (which pro-
hibits bank expansion out-of-state) and full-
blown interstate banking.

Defining and Measuring Safety
and Performance

To determine the effects of the Deregulation
Act and other structural changes on safety and
performance, we must define these two con-
cepts. What kind of safety and what kind of

“We could see the
repeal of the McFadden
Act and full-blown
interstate banking.”

performance should we expect from deposi-
tory institutions during this transition period?
While long-run research projects will have the
luxury of attempting to grapple with such fun-
damental questions as what is risk (safety) and
how to measure it, short-run projects will be
concerned with more pressing matters, such as
how to handle shocks to the financial system.
Safety. In the short run, sticking with the
capital-adequacy notion of safety (i.e., that
there be an adequate capital base to absorb
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foreseeable losses) would appear to be manda-
tory because the regulatory agencies’ current
operating procedures are geared to this
approach. Since savings and loan associations
and mutual savings banks currently are the
depository institutions under the most stress
(because the short-term rates they must pay for
funds are currently higher than the long-term
rates they receive on mortgages), they deserve
the most attention. If we accept the premise
that thrifts are under pressure, we need to
consider two basic questions: (1) What is the
likelihood of thrift failures over the next year or
two? and (2) How should the FDIC (Federal
Deposit Insurance Corporation) and FSLIC
(Federal Savings and Loan Insurance Corpora-
tion) be prepared to handle failures?

The traditional deposit-insurance solution to
insolvency or near-insolvency is to arrange an
emergency merger-usually with the financial
assistance of the insuring agency. Typically, a
failing bank will be purchased by another bank
and become a branch of the acquiring bank (a
“nonpayoff failure’”’). This technique has
worked well in the past and will continue to be
an important tool in the future. However, there
is some concern about the exclusive use of this

“Does the current
banking environment
make managers behave
as if bankruptcy costs
are zero?”

technique in nonpayoff failures. A “payoff fail-
ure’” is one in which the bank is closed and the
insured depositors paid off. Thus, an important
research topic is: are there alternative ways of
rescuing weak depository institutions? Related
questions would deal with issues of cross-
institution (between banks and S&Ls or
between stock and mutual institutions) and
interstate mergers in distressed situations.

The issue of how to handle weak depository
institutions focuses upon a symptom. In the
regulator’s traditional view of the world,
“weak” is synonymous with “inadequate capi-
tal.” Thus, to get at the cause of weak deposi-
tory institutions, a fresh approach to the
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longstanding issue of capital adequacy is
required. Such research should focus upon the
following questions:

1. Is the regulatory standard of some capital
ratio adjusted for classified assets (assets of
questionable worth) the appropriate one for
identifying weak institutions? Are there
more dynamic criteria (earnings, for exam-
ple)? Orfor alarger institution, is the price of
its stock a better criterion?

2. What are some practical ways for weak insti-
tutions to improve their capital position?’

3. What effect does deposit insurance have
upon the behavior of the managers of
depository institutions?? A related issue is:
How should deposit insurance be priced? If
the pricing of deposit insurance leads man-
agers to attempt to maximize debt, then part
of the problem of inadequate capital can be
traced to the pricing of depositinsurance. In
other words, does the current banking
environment make managers behave as if
bankruptcy costs are zero?

4. How effective is the Uniform Interagency
Bank Rating System as a screening mecha-
nism for identifying problem institutions?

5. Since the market is a better regulator than
any banking agency, why isn’t the market
information used to monitor the riskiness of
depository institutions whose shares are
actively traded on major stock exchanges??

Performance. The traditional structure-
conduct-performance paradigm (the idea that
the number and size of competing institutions
is the most important determinant of a market’s
efficiency) is an appropriate vehicle for model-
ing and measuring the impact of the Deregula-
tion Act and geographic deregulation.* The
structural changes that have occurred and are
expected to occur in the future will have a
significant impact upon the conduct and per-
formance of depository institutions. An impor-
tant research issue is to determine how these
structural changes will affect market concentra-
tion and performance both in the short run and

1See Verbrugge and Dince (1980) for some suggestions on how to handle the capital
problems of S&Ls. -

2Employing Modigliani-Miller theorems, Kane (1981) argues that S&L managers
might be content with negative “bookable” net worth. Kane's analysis is based upon
a model of FDIC pricing behavior developed by Buser, Chen, and Kane (1981).

3gee Pettway and Sinkey (1980) for an early-warning model that employs both
accounting and market information.

4See Heggestad (1979) for a recent survey evidence on the structure-conduct-
performance model in banking.
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REGULATOR D

influences:

STRUCTURE

(size and number
of competitors)

affects:
CONDUCT

(pricing, methods, service)
determines:

PERFORMANCE
(efficiency of market) J

The impact of deregulation can still be measured
by the traditional chain reaction.

the long run. Research in the industrial-
organization area usually is rich with implica-
tions for public policy.® However, from
management’s perspective, there also is a need
for research that will identify how to prosper
and survive in the more competitive environ-
ment of the 1980s.¢ By identifying symptoms of

5For example, a recent reexamination of the economies-of-scale issue in banking
indicates that large unit banks may be the most vulnerable institutions in a world
without geographic barriers. See Benston, Hanweck, and Humphrey (1980).

SFor an example of this kind of research see Ford and Olson (1978). For a
description of the characteristics of low performance banks, see Sinkey (1979).
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