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Introduction 
Legislative walls that have part i t ioned the 

American financial system into separate commer-
cial banking, insurance, investment banking, sav-
ings and mortgage lending and nonfinancial 
segments have eroded during the past several 
years. They seem likely to continue to crumble as 
businesses try to diversify their financial offerings 
in the future. This issue of our Economic Review 
will survey the important issues bound up in the 
process of product deregulation now occupying 
financial markets, regulators and lawmakers. It 
parallels our analysis, published in this Review in 
May 1983, of the breakdown of geographic 
barriers to banking. 

The regulatory limits to banks' activities arose 
from public concerns about the safety and sound-
ness of banks and the financial system and about 
concentration of financial power. Present-day 
limits grew primarily from federal laws passed in 
reaction to economic problems of the 1930s. 
Chaotic conditions in the nation's financial system 
accompanied by the failure of one-third of the 
nation's banks induced far-reaching reforms. 
Congress introduced federal deposit insurance 
and improved the Federal Reserve's ability to 
provide bank reserves through the discount 
window and open-market operations in order to 
restore and maintain confidence in banks and 
the financial system. 

In addition, the Congress sought to control 
banks' costs by limiting the interest that they 
could pay on deposits. It also sought both to 
control their risk and to limit concentration of 
financial power by limiting banks' activities in the 
securities business. This latter limitation, com-
bined with earlier prohibitions against certain 
real estate and insurance activities, served to 
keep commercial banks specialized in the de-
posit-taking and lending business until activity 
restrictions began to fall in the early 1970s. 

A third l imi t—barr ing interstate banking—had 
been passed earlier and was reaffirmed in the 
early 1930s. By prohibiting interstate banking by 
national banks, the McFadden Act of 1927 in-
sulated banks from out-of-state competit ion and 
also limited their geographic diversification. State 
branching and bank holding company restrictions, 
the McFadden Act and, later, the Douglas Amend-
ment to the Bank Holding Company Act, are 
largely responsible for the existence of approxi-
mately 14,000 commercial banks in the nation 
today. 

Each of the limitations served to insulate vari-
ous types of financial firms from price, geographic 
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or product competit ion. Since the payment of 
interest on deposits was limited, interest rate 
increases in other markets had limited effects in 
raising banks' cost of funds. The McFadden Act 
limited deposit and loan competit ion from out-
of-state organizations, again holding down the 
cost of funds and possibly raising the return on 
loans. Activity limitations compartmentalized pro-
duct offerings, restraining competit ion and insu-
lating banks from whatever risk may have been 
associated wi th investment banking, insurance 
and real estate operations. 

Market and legal conditions have changed 
since the 1930s. The Depository Institutions 
Deregulation Committee has removed interest-
rate ceilings on all deposits but passbook savings 
and transactions accounts. Geographic restraints 
imposed by state laws, the McFadden Act and 
the Douglas Amendment are breaking down, 
largely because of bank holding companies' 
nonbank activities and states' reciprocal banking 
laws. 

What's more, product restraints are being 
severely tested (witness the N O W accounts 
offered by thrifts, money market mutual funds, 
and the new financial services offered by nonbanks 
such as Merril l Lynch, Sears Roebuck, American 
Express and J. C. Penney). These changing market 
conditions certainly indicate the need for a 
reappraisal of the current product limitations. 
Technology has changed, and interest rates show 
greater variability today than has historically 
been true. Some states are now allowing banks 
to engage in nonbanking activities prohibited by 
federal banking laws. In addition, various pro-
posals before Congress contemplate increased 
bank powers in securities, insurance and real 
estate activities. Adding to the confusion, large 
banks perform many domestically prohibited 
activities in foreign countries. Even the definition of 
what constitutes a bank is in question. 

The product regulations imposed on commer-
cial banks were designed to preserve the safety 
and soundness of the banking system and to 
prevent undue concentration of financial power. 
The former rationale revolves around a desire to 
guarantee the safety of deposited funds in order 
to maintain stability of the money supply and to 
ensure efficacy of the savings and investment 
cycle and the payments mechanism. In terms of 
product deregulation, fears are centered on the 
increased risk that some assume to be associated 
with banks' expanding product offerings. The 
fear of concentrated financial power seems to be 

based on concern that concentration of financial 
resources through banks' product diversification 
may lead to a misallocation of economic resources. 
In other words, as the division between banking 
and commerce erodes, banks may gain power to 
earn excess profits and to allocate credit on the 
basis of their own ownership interest ratherthan 
on an unbiased view of the investments under-
taken. 

The first section of this issue of our Economic 
Review will provide an assessment of the safety 
and soundness question. Robert A. Eisenbeis, 
Wachovia Professor of Banking at the University 
of North Carolina, and Larry Wall, a Federal 
Reserve Bank of Atlanta economist, will analyze 
the potential impacts on bank and financial system 
risk associated with product deregulation in the 
financial services industry. The second section, 
written by Elinor Solomon, professor of economics 
at George Washington University, will assess 
issues related to potential concentration of finan-
cial power resulting from financial product dere-
gulation. Is this fear of concentrated financial 
resources really justified? 

The third and fourth sections deal with potential 
benefits of deregulation to banks' customers. All 
financial institutions would like to believe they 
can provide all things to all customers, but 
market realities may not support this optimism. 
Veronica Bennett, a financial industry research 
specialist, will reveal the results of three attitude 
surveys that sought to determine how consumers 
prefer to receive their financial services. She reports 
on a special survey of consumer attitudes under-
taken by the Atlanta Fed as well as evidence from 
proprietary studies. 

Bernell Stone, Mills B. Lane Professor of Banking 
and Finance at Georgia Institute of Technology, 
will address the same question from corporate 
customers' perspective: What do corporate cus-
tomers want and from whom do they want to 
receive these services? The fifth section deals 
with what we can learn about product deregu-
lation in financial services through a case study of 
U.S. banks' experience in the securities industry. 
This section was writ ten by Samuel L Hayes III, 
Jacob Schiff Professor of Investment Banking at 
Harvard University. The concluding section will 
pull the evidence together and suggest policy 
implications. We hope you find this issue of our 
Economic Review interesting and informative. 

— B. Frank King 
David D. Whitehead 
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Risk Considerations in 
Deregulating Bank Activities 
Easing restrictions on bank products may carry risks if an 
institution's activities are poorly managed, but perpetuating those 
limitations poses dangers as well. Here's a look at the arguments 
on both sides of the di lemma 

Bank activities have long been heavily regulated, 
not only because of concern over potential 
conflicts of interest, unfair competit ion, and 
undue concentration of resources, but more 
important, for safety and soundness reasons.1 

Safety and soundness regulations limit banking 
organizations' asset and liability portfolios, pro-
vide for examinations, provide deposit insurance 
and offer access to the discount window at the 
Federal Reserve. 

Proponents of deregulation argue that con-
tinued regulation of activities adds noth ingtothe 
system protecting bank safety and soundness. 
They .further contend that regulation places banks 

at a competit ive disadvantage and will allow less-
regulated nonbank competitors to assume banks' 
role in our financial system. Advocates of continued 
regulation argue that deregulation would strain 
the rest of the safety and soundness system 
and could even undermine the banking system. 

We have reviewed the argument that continued 
regulation jeopardizes banks' competitive position 
and then considered the risks of allowing new 
activities. Our conclusion is that deregulation 
poses no threat to the stability of the financial 
system but that failure to deregulate does pose 
such a threat. The risks inherent in deregulation 
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arise because the deposit insurance agency and 
the discount window bear much of the costs of 
bank failure. We have examined three regulatory 
reforms suggested as substitutes for activity de-
regulation but found significant problems with 
each. 

We then considered the effect on bank risk of 
allowing banks to expand into currently prohibited 
financial activities. Our findings suggest that, had 
banking organizations been passive owners of 
some prohibited activities, their earnings might 
have been less volat i le dur ing the 1 970s. But 
their earnings might have been more volatile had 
they been passive owners of some other activities. 

We also found no evidence to indicate that the 
bond market anticipates significant changes in 
the riskiness of acquirers of various financial 
firms. 

Risks of Continued Regulation 
The system set up to maintain bank safety and 

soundness exists in large part because banks' 
deposit-taking activities play such an impor-
tant role in the economy. Banks traditionally 
have dominated payments services, and we 
learned during the 1800s and early 1900s that 
protecting bank safety was critical to a smoothly 

FEDERAL RESERVE B A N K O F ATLANTA 7 

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



functioning economy. This dominance is being 
challenged, however, by competitors from outside 
the banking industry.2 These competitors generally 
are not sheltered by the protective system covering 
banks. Thus, regulation that weakens banks' com-
petitive posi t ion—even if it strengthens bank 
safety—can weaken the economy by increasing 
the growth rate of institutions that offer liabilities 
serving as money but that lack access to federal 
deposit insurance or the discount window. 

Some proponents of deregulation, such as 
Charles S. Sanford, Jr. of Bankers Trust Company, 
argue that regulation threatens banks' competitive 
position. Sanford (1984) contends that com-
mercial and investment banking are becoming 

"Our conclusion is that deregulation 
poses no threat to the stability of the 

financial system but that failure to 
deregulate does pose such a threat." 

indistinguishable. He also argues that current 
restrictions increase banks' riskiness by limiting 
their ability to employ risk-management tech-
niques such as selling off credit risk. Other 
bankers point to the growing list of retail products 
offered by Merrill Lynch, Sears, Prudential and 
others as evidence that they need to expand into 
new activities to compete effectively. 

Given current regulation, the threat nonbank 
challengers pose to commercial banks' com-
petitive position depends on consumer prefer-
ences and the ability of less regulated firms to 
generate synergies between different financial 
services. Evidence on individual and corporate 
preferences is reviewed elsewhere in this issue. 
Also in this issue, Samuel Hayes (1984) discusses 
the importance of synergies in various aspects of 
investment banking. Regardless of the conclusions 
drawn from available evidence, the risk of regu-
lating commercial banks and unknowingly affecting 
the structure of the financial system must be con-
sidered. Maintaining the soundness of individual 
banks is only a means to an end; the ultimate goal 
is a safe and sound financial system. 

The Risk Rationale for 
Activity Restrictions 

Two major types of restrictions on the affiliation 
of commercial banks with other firms have been 
imposed at different times for different reasons. 
Specific restrictions barring commercial banks 
from affiliating wi th investment banking were 
adopted shortly after the banking crisis of 1933 
and were in part a reaction to that crisis. The 
general restrictions on commercial bank affiliations 
with other banks and nonbanking firms are 
based on the 1956 Bank Holding Company Act 
and its 1970 amendments. These restrictions 
appear to have been justified primarily by a 
desire to prevent concentration of financial power 
and conflicts of interest Risk considerations 
played a less significant role. 

Advocates of continued activity regulation fre-
quently argue that commercial and investment 
bankingwere separated by the Glass-Steagall Act 
in 1933 to protect commercial banks' safety. A 
review of the record suggests, however, that 
conflict of interest considerations played a larger 
role in the separation. During the late 1920s and 
early 1930s, commercial bank affiliates could 
engage in investment banking. During this period 
some investment banking affiliates engaged in 
operations that appeared unethical (though they 
were legal at that time).3 

Furthermore, commercial banks were making 
loans for securities purchases, and some people 
believe the banks were feeding the "...speculative 
fever of the late 1920s."4 The fever ended with a 
stock market crash in 1929. The early 1930s saw 
a wave of bank failures, culminating in a 1933 
panic that struck both strong and weak banks. 
That panic forced President Roosevelt to declare 
a nationwide bank holiday shortly after he was 
inaugurated. Congress responded to the collapse 
by passing a series of banking laws, including the 
Glass-Steagall Act, which prohibits commercial 
banks and their affiliates from engaging in invest-
ment banking. 

The 1930s collapse of the banking system was 
tragic, but it did not prove that the safety and 
soundness of the current banking system de-
pends on activity regulation. Many contemporary 
analysts doubt that the 1933 collapse was due to 
banks' affiliation with securities firms.5 Most 
banks that failed during the 1920s and early 
1930s were small and had no large securities 
affiliates.6 The prominent commercial banks whose 
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affiliates' unethical behavior had upset Congress 
remained in business. 

Another reason for doubting a current safety-
activity regulation connection is the develop-
ment of deposit insurance and the more active 
role taken by the discount window since 1933. 
The 1933 banking crisis occurred because even 
sound banks became illiquid when the public 
lost confidence and withdrew deposits. The 
creation of deposit insurance reduced the in-
centives for people to withdraw money if they 
think a bank will fail. Furthermore, as a conse-
quence of changes in Federal Reserve policies 
for administering the discount window, the Fed 
now provides sound banks with the resources 
they need to survive a liquidity crisis. 

Federal deposit insurance and strengthening 
the Federal Reserve discount window have 
reduced the probability of a banking system 
collapse, but they have created new problems. As 
Edward Kane (1983 and 1984) points out, the 
government now bears much of the risk of bank 
failures. If banks are allowed to engage in new 
activities that increase bank risk, then the govern-
ment will bear those risks. 

One problem with the government's bearing 
the risk of bank failure is the effect on competition 
between firms. If the market believes that banking 
organizations' liabilities all have implicit govern-
ment backing, then it will charge lower risk 
premiums on those liabilities. This will give banking 
organizations a competitive advantage over firms 
not associated with a commercial bank.7 

Fear of concentration of power and conflicts 
of interest were far more responsible for the 
Bank Holding Company Act of 1956 and its 1970 
amendments than was the financial risk of non-
banking activities.8 Prior to 1956, BHCs could 
acquire banks outside their home state and 
commercial firms without obtaining permission 
from the state of the acquiring bank. Some BHCs 
were building interstate networks of banks and 
commercial firms. For example, Will iam Upshaw 
(1968) notes that Transamerica held 38 percent 
of all commercial bank deposits in five western 
states in 1946. In 1956, following the Supreme 
Court's refusal to uphold the Federal Reserve's 
attempt to force a divestiture of Transamerica's 
interstate holdings, Congress turned its attention 
to BHC activities. It found some BHCs building a 
conglomeration of bank and nonbank firms that 
raised concerns about the concentration of fi-
nancial power. A Senate Banking and Currency 

Committee report on the proposed act makes it 
clear that the primary rationale for restricting 
BHCs was a fear of concentrated power. 

" I t is not the committee's contention that 
bank holding companies are evil of themselves. 
However, because of the importance of the 
banking system to the national economy, 
adequate safeguards should be prov ided 
against undue concentration of control of 
banking activities." 

Further support for the concentration of power 
theory is given by the fact that the act covered 
only multi-bank holding companies. If the primary 
concern had been bank safety, one would expect 
the controls also would have been placed on 

"Federal deposit insurance and 
strengthening the Federal Reserve 
discount window have reduced the 

probability of a banking system collapse, 
but they have created new problems." 

one-bank holding companies, but no such re-
strictions were placed on them. The Senate 
report justified this by arguing that: 

"Your committee did not deem it necessary to 
include within the scope of this bill any 
company which manges or controls no more 
than a single bank. It is possible to conjure up 
visions of monopolistic control of banking in a 
given area through ownership of a single bank 
with many and widespread branches. How-
ever, in the opinion of your committee no 
present danger of such control through the 
bank holding company device threatens to a 
degree sufficient to warrant inclusion of such a 
company within the scope of this bill." 

Starting in early 1968, many large banks began to 
form one-bank holding companies to exploit the 
potential diversification opportunities This alarmed 
many observers, including then Federal Reserve 
Chairman Will iam Martin, who argued in 1969 
that: "...if we allow the line between bankingand 
commerce to be eased, we run the risk of 
cartelizing our economy."9 This concern dealt 
more with the potential for problems than the 
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reality of any problems. As the Senate Banking 
Committee's report on the 1970 BHC act amend-
ments notes: 

" In making this decision, the committee wishes 
to note its agreement with all of the govern-
ment regulatory agencies who testified that 
there have been no major abuses effectuated 
through the one-bank holding company device. 
It is clearly understood that the legislation is to 
prevent possible future problems rather than 
to solve existing ones." 

Essentially, the one-bank holding company move-
ment exposed a major loophole in the 1956 
restrictions and Congress wanted to extend the 
restrictions to prevent undue concentration of 
power. This interpretation of the 1970 amend-
ments is further bolstered by the statement of 
the House managers in the conference committee 
report on the amendments. The report details its 
concerns wi th the concentrat ion of economic 
resources and power, decreased or unfair com-
petition, adverse competit ive effects, and tie-ins. 
It then says that the Federal Reserve Board also 
should consider potential conflicts of interest 
and unsound banking practices when it authorizes 
a new activity. Congress was concerned about 
bank safety and soundness when it passed the 
1970 amendments, but these appear to have 
been secondary concerns. 

Thus safety and soundness considerations do 
not appear to have been the primary factor 
behind either the Glass-Steagall restrictions or 
the BHC act's activity restrictions. Furthermore, 
the development of deposit insurance and the 
revision of discount window administration mini-
mized the risk of a banking system collapse. The 
real problem with removing activity restrictions is 
that it could shift risks to the government Such a 
shift could strain the safety and soundness system 
and give banks a competit ive advantage in their 
nonbanking endeavors. 

The potential problem of allowing traditional 
banking organizations to enter into currently 
prohibited activities is not one-dimensional. Firms 
currently operating in activities prohibited to 
banks are acquiring savings and loans and non-
bank banks.10 These thrifts and nonbank insti-
tutions can provide most of the asset and liability 
services, such as transaction accounts and com-
mercial loans, that have in the past made banks 
uniquely important in our financial system. Further-
more, nonbank institutions can be insured by the 
federal government and can gain access to the 

discount window, so their problems can also 
impose costs on the system designed to protect 
traditional banking organizations. These non-
bank bank acquisitions raise the same funda-
mental questions posed by proposals to expand 
permissible bank activities. The conclusions drawn 
below, therefore, apply to acquirers of thrifts and 
nonbank banks.11 

Other Methods of Maintaining 
Bank Safety 

The above analysis argues that, given deposit 
insurance and the discount window, activity 
restraints are not necessary to protect the banking 
system from col lapse—but they may have a role 
in limiting the risks borne by the government 
safety and soundness programs when insurance 
is not properly priced.12 This suggests that reform 
of the safety and soundness system could substi-
tute for activity regulation.13 Possible reforms 
include proposals to deregulate the activities of 
BHC nonbank subsidiaries, proposals to reform 
deposit insurance so that banks are charged risk-
based premiums, and proposals to increase the 
risk borne by private creditors of banks. 

"The real problem with removing activity 
restrictions is that it could shift risks to 

the government (which could) strain 
the safety and soundness system and 
give banks a competitive advantage in 

their nonbanking endeavors" 

One proposal to allow activity deregulation 
through expanding the permissible activities of 
BHC subsidiaries was made by the Treasury De-
partment a couple of years ago.14 It attempts to 
ensure safety and soundness by restricting trans-
actions between bank and nonbank subsidiaries 
to insulate banks from the risks borne by their 
affiliates. It assumes that individual nonbank 
subsidiaries within a BHC could fail without 
affecting the health of the banking subsidiaries. 

This proposal is attractive because it claims to 
eliminate the safety and soundness problems 
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associated wi th expanded BHC activity. Unfor-
tunately, as Robert Eisenbeis (1983) points out, 
subsidiary banks' risk exposure can be indepen-
dent of the exposure of its affiliates only if the 
BHC is run as a passive mutual fund. If the BHC 
controls or coordinates the activities of its sub-
sidiaries to maximize joint (or consolidated) 
profit then BHC affiliates' problems will inevitably 
affect the bank subsidiaries. Furthermore, existing 
evidence suggests that BHCs operate as inte-
grated entities.15 

An important problem is that BHCs have 
shown a tendency to draw on all of their resources 
to help troubled subsidiaries. For example, BHCs 
risked substantial losses in the 1970s to prevent 
the real estate investment trusts they sponsored 
from failing, even though the BHCs did not even 
have substantial ownership interest in those REITs. 
The primary stake to individual BHCs in an REIT 
failure was their reputation. BHCs logically would 
do at least as much for units they own, especially 
if those units generate important synergies with 
the BHCs' banking subsidiaries. The Treasury 
Department argues that regulations can be de-
veloped to prevent BHCs from using banks to 
help nonbank subsidiaries. Eisenbeis argues, how-
ever, that such regulation imposes costs on the 

"We imposed deposit insurance to 
prevent bank panics, but now are 

considering reimposing market 
discipline through the threat of runs to 
limit the risk exposure of the insurance 

system." 

BHC and will induce it to shift activities from 
subsidiary banks to nonbank affiliates. These 
shifts would increase bank dependence on 
nonbank affiliates for customer services and op-
erational support. Thus, attempting to isolate 
banks from their subsidiaries could increase their 
dependence on subsidiaries. 

The risk borne by the government if a bank or 
an affiliate is allowed to engage in a new activity 
could be controlled by charging the bank a 
variable-rate insurance premium based on risk 
exposure. The government bears some of the 
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cost of a failure because it fails to charge premiums 
based on the banking organization's risk. Thus, 
individual banks are in a position to take large 
gambles knowing that the bank can keep its 
earnings if the risk pays off and that the govern-
ment will cover the losses if it fails. Furthermore, 
even banks not inclined to gamble have less of 
an incentive to control their risk exposure than 
they would if they were charged for the risks they 
take. As Mark Flannery (1982) notes: "...FDIC's 
fixed-rate premium structure is unusual and this 
constitutes the raison d'etre for other bank 
regulations." 

Variable-rate insurance may work well in some 
theoretical models, but risk-based premiums 
would be difficult to implement. In its report to 
Congress, for example, the FDIC said that an 
"ideal system" wi th premiums closely tied to 
(commercial bank) risk" is simply notfeasible." If 
relating insurance premiums to risk for banks is 
difficult, it must be even more difficult within a 
holding company framework.10 

A third way of deregulating while limiting the 
risk exposure of government is to shift more of 
the risk exposure to the private sector. The FDIC 
recently began experimenting with this approach 
by limiting full payment on deposits to$100,000 
per depositor for selected bank failures. u ' 
Other possible ways of transferringthe r isktothe 
private sector include substituting private for 
government insurance, and requiring banking 
organizations to use more equity and subordinated 
debt funding. 

Before the government can shift more risk to 
the private sector, several problems must be 
addressed. One is that shifting risk to depositors 
and private deposit insurers means that uninsured 
depositors will be more likely to panic when 
bank solvency becomes a question.10 As noted 
above, the banking collapse of 1933 was due in 
part to a loss of public confidence in the system. 
Deposit insurance was created in part to prevent 
bank runs, and it (along with the discount win-
dow) has prevented the reoccurrence of wide-
spread runs. Thus, reducing deposit insurance 
coverage to limit bank risk would create an 
anomalous situation. We imposed deposit in-
surance to prevent such panics, but now are 
considering reimposing market discipline through 
the threat of runs to limit the risk exposure of the 
insurance system.19 

A second problem with shifting risk is that in 
order to do so the government must be perceived 
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as willing, and must in fact be willing, to let 
troubled banking organizations fail.20 The private 
sector will not control bank risk exposure effectively 
if it believes the government may not allow 
banks to fail.21 The FDIC report notes that, at 
present, many large depositors doubt that multi-
billion dollar institutions will be closed.22 The 
public's view of large bank failures is represented 
in a recent article by Robert A. Bennett in the 
New York Times. Bennett states that "...big 
banks...are too important to be allowed to collapse. 
Public policy has for decades affirmed this doctrine 
by keeping banks from going far afield into other 
businesses and by propping them up when they 
get in trouble." 

Each of the three methods of minimizing the 
government's exposure to potential losses from 
expanded banking activities would be desirable 
if they worked as intended. Unfortunately, each 
of the three has problems. The separate subsidiary 
approach can work only if BHCs operate as 
passive mutual funds or if regulations are imposed 
to force them to operate that way. The FDIC has 
difficulty measuring bank risk now, and these 
problems would be increased as banks expanded 
into new activities. Finally, greater reliance on the 
public sector may be possible, but the issues of 
bank runs and the closing of very large banks 
must be addressed first. 

A n a l y z i n g T h e R isk iness of 
Prohibited Activit ies 

There is reason, then, to be concerned about 
the riskiness of currently prohibited activities. 
Ideally, these concerns would be reduced by 
reforming the safety and soundness system. 
Unfortunately, no reform proposal appears both 
workable and easy to implement. Furthermore, 
the financial services industry is evolving too fast 
to allow us to take several years to reform the 
system. As an interim measure, we could permit 
banking organizations to engage in financial 
activities that seem unlikely to increase signifi-
cantly the risk of failure. Limiting the range of 
permitted activities to financial activit ies would 
allow banks to compete with the aspiring fi-
nancial supermarkets, while limiting the types of 
risks borne by the government. Prohibiting ac-
quisition of activities likely to increase banking 
organizations' risk would further limit the govern-
ment's exposure. 

If risk is to be a criterion for activity reform, 
then some method of measurement is needed. A 

naive approach would be to compare each 
activity's variability of earnings and failure rate 
with those of banks. A more sophisticated ap-
proach is suggested by David Meinster and 
Rodney Johnson (1979). Their approach looks at 
the effect of diversification on banking organi-
zations' cash flow. It is clearly superior to the 
naive approach because it recognizes that some 

"Studies that examine earnings data 
often find that banking is one of the 
riskiest activities and that bank risk 
exposure would be reduced if they 

diversified." 

"risky" activities can actually curtail risk by re-
ducing the variability of a combined organi-
zation's cash flow. For example, a risky activity 
could produce most of its cash f low when bank 
cash flow is weak but produce little when the 
bank's cash flow is strong. The variations in flow 
from the risky activity would offset variations in 
the bank's flow and their combined cash flow 
would be less variable than either of their indi-
vidual flows. 

While Meinster and Johnson's approach is an 
improvement, it still has some weaknesses. Their 
focus on liquidity rather than solvency is inap-
propriate for most larger banking organizations. 
These organizations rely on liability management 
for their l iquidity rather than cash flows from 
operations. Another weakness is the authors' con-
cern about the combined organization's capital-
ization. Bank regulators can offset any attempt to 
undercapitalize the new activities by imposing 
capital standards on the bank or BHC. Thus 
capitalization appears irrelevant in deciding 
whether to allow banking organizations to per-
form a particular activity.23 

The Meinster and Johnson study's focus on the 
effects of diversification is an appropriate first 
step in reviewing the risks of allowing banks to 
expand into new activities. One way to analyze 
the diversification effects is to look at the level 
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and variance of earnings of banking and other 
activities, and then look at the correlation be-
tween those earnings. Nonbankingactivities can 
reduce the riskiness of banking organizations if 
either (1) the earnings from a nonbank activity 
are less volatile than in banking, or (2) earnings 
from the nonbanking activity are negatively cor-
related wi th those in banking (that is, if nonbank-
ing profitability is highest when bank profits are 
at their lowest and vice versa). A banking organi-
zation's risk could increase if it acquires financial 
activities that have more volatile earnings than 
banking and whose returns are highly correlated 
with banking. 

Analysis of those diversification effects are 
important, but they are not the sole criteria on 
which a decision should be based. The way an 
activity is managed can also affect its risk signifi-
cantly. Cautious managers can turn a risky activity 
into a safe one, while an aggressive or inept 
management can jeopardize a safe activity. Banks 
already can take huge, undiversified risks by 
speculating on interest rate and foreign exchange 
movements, but few banks have failed for these 
reasons. This suggests that regulators should 
scrutinize a bank's management when considering 
whether to let it expand into new activities. 
Some activities that may be too risky for banks in 
general could be acceptable for a bank that has a 
plan for maintaining reasonable risk levels. In 
other cases, a bank wi th weak management 
might not be permitted to perform an activity 
allowed to most other banks.24 

Riskiness of New Activities: 
Prior Studies 

Two types of studies may shed some light on 
the effect on bank risk of expanding permitted 
activities. One type uses accounting data to 
study the riskiness of selected activities by them-
selves and their riskiness in combination wi th a 
banking organization. These studies typically 
have assumed that the bank and its prospective 
nonbank affiliates were held by a passive holding 
company that did not interfere in their operations. 
The evidence from these studies suggests that 
allowing banks to engage in additional activities 
may reduce their riskiness. The other type of 
study examines stock market reactions to the 
changing activity restrictions and to mergers of 
bank and nonbank firms. Studies of stock market 
reactions are useful because of their prospective 

nature. The market evaluates a company's ex-
pected future earnings and risk, taking account 
of any anticipated operating changes. These 
studies have found evidence that stock returns 
increase when a BHC can undertake geographic 
diversification, but that stocks neither gain nor 
lose on product diversification. 

One of the earliest studies comparing the risks 
of banking and nonbanking organizations was 
conducted by Arnold Heggestad (1975). Hegge-
stad used industry data to examine a variety of 
activities that one-bank holding companies en-
gaged in prior to 19 7 0.25 He noted that one 
weakness of using industry data is that it captures 
only cyclical variations in profitability and not 
firm specific variations in profits. Heggestad 
found that commercial banking is one of the 
most risky activities when risk is measured as the 
coefficient of variation in profits. He also found 
that the returns to some activities (including real 
estate agents, brokers and managers and insurance 
brokers and agents) are negatively correlated 
with banking. These findings suggest that banks 
could reduce their risk exposure by diversifying 
into new activities. 

Johnson and Meinster (1974) also used industry 
data and reached conclusions similar to Hegge-
stad's. They also simulated ^various portfolio com-
binations and found that BHCs that expand 
into nonbank activities can be less risky than 
BHCs that confine their activities to banking. 

Peter Eisemann (1976) looked at a small sample 
of firms in different industry groupings and con-
cluded that banking is one of the lowest risk 
activities based on profit variability. John Rose 
(1978b) reexamined Eisemann's results and con-
cluded that banks were more risky taking into 
account both profit levels and variability (using 
coefficient of variation in profits). Interestingly, 
Eisemann's simulation found that insurance bro-
kerage was in the simulated portfolio that gave 
the highest return for low and medium risk 
organizations. 

Michael Jessee and Steven Seelig (1977) com-
pared the coefficient of variation of profits for 
selected BHCs and independent banks to de-
termine whether BHCs were less risky and whether 
differences in diversification across BHCs reduced 
risk. They found that risk is not lower in BHCs 
than independent banks nor is it lower in BHCs 
that have a greater share of nonbanking assets. 
Rose (1978b) argued, however, that Jessee and 
Seeli^s results may reflect econometric problems 
with their model. Rose also argued that the 
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reduction in risk due to the BHC diversification 
may be offset by increased risk-taking by the 
bank and its nonbanking affiliates. 

Roger Stover (1982) examined the effect on a 
BHC's value of establishing a portfolio of banks 
and assorted nonbank subsidiaries. He began by 
determining the debt capacity of a portfolio of 
bank and nonbank assets given a fixed probability 
of failure. He then assumed that an organization's 
value increases as its debt capacity increases. His 
results also have implications for the portfolio's 
risk. In his model, an increase in debt capacity 
would imply a decrease in the riskiness of the 
firm with leverage held constant. The model was 
estimated using both industry average data and 
data from specific firms. Stover found that BHC 
diversification outside of banking increased the 
organization's value. His analysis of companies 
found that fire and casualty insurance, investment 
banking, land development and savings and loan 
companies should be included in a portfolio 
along with banking organizations because they 
increase its debt capacity and, by implication, 
lower its risk given constant leverage. 

John Boyd, Gerald Hanweck, and Pipat Pithya-
chariyakul (1980) point out an important prob-
lem with using industry data when analyzing 
risk. Their study uses data on existing BHC 
subsidiaries. They found that the risk is almost 
always underestimated when one uses industry 
data rather than data for individual companies. 
They also found that the correlations of returns 
can even change signs when one uses individual 
company data rather than industry data. Their 
results suggest that we should not read too 
much into analysis using industrywide data. 

The effect of one-bank holding company for-
mations (and the impact of the 1970 amend-
ments to the Bank Holding Company Act) on 
bank stock returns is examined by Robert 
Eisenbeis, Robert Harris and Josef Lakonishok 
(1982). Prior to the 1970 amendments, a one-
bank holding company could engage in any 
activity except investment banking. Thus, the 
stock market's reaction to holding company 
formation during the sample period would 
reflect the market's opinion of the value of 
diversification. The researchers found that the 
stock market valued the potential for one-bank 
holding companies to provide for geographic 
diversification, but they found little evidence 
that the stock market valued product diversifi-
cation. 

The effect on the stock price of nonbank 
organizations acquiring so-called "nonbank 
banks" is examined by Jeffery Born, Robert 
Eisenbeis and Robert Harris (1983). Presumably, 
if banking is less risky than nonbank activities, 
then acquiring nonbank banks should lower a 
nonbank organization's risk. That study found 
positive, but statistically insignificant, returns 
to the shares of nonbank organizations. 

These studies of stock market returns provide 
some information on change in the firms' value. 
The results, however, are ambiguous concerning 
the perceived change in risk of an acquiring 
firm. Stock prices can increase even if the 
combined organization is more risky, provided 
the firm's expected returns also increase. Con-
versely, stock prices can fall for the acquirer 
even if the combined organization is less risky, 
provided the combined organization's expected 
returns are lower. 

Studies that examine earnings data often find 
that banking is one of the riskiest activities and 
that banks' risk exposure would be reduced if 
they diversified. These studies use the best 
available data, but they must be interpreted with 
caution. Boyd, Hanweck and Pithyachariyakul 
demonstrate the problems with using industry 
data and the studies that used data from 
individual companies relied on small samples. 
Studies that looked at stock market returns have 
found no evidence to demonstrate that banks 
will become either more or less risky. 

Evidence on Risk: 
Analysis of Earnings 

Table 1 provides a detailed look at the variability 
of returns from the Corporate Source Book of 
Income similar to those examined by Hegge-
stad.26 Heggestad's data covered the 1953-
1967 period, prior to passage of the 1970 
amendments to the BHC Act. He examined the 
variability of both the ratio of average profits to 
capital and the ratio of net income to total 
assets. Given what has subsequently proved to 
be a significant difference in the capitalization 
of BHC subsidiaries compared to independent 
firms and the widespread use of double leverage 
by holding companies, only the variability of 
net income to assets from nonbanking activities 
is examined in Table I.2 7 The 1970-1980 data 
allow a comparison with those of Heggestad of 
any differences that may have occurred over a 
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Table 1. Coefficients of Variation and Determination for Selected Banking Activities (1970-1980) 

Coefficient 
Variation 

Coefficient 
Determination 

Banking 0.173503 
Mutual Savings Banks 0.296098 
Banks and Trusts Except Mutual Savings Banks 0.211527 

Credit Agencies Other than Banks 0.229455 
Savings and Loans 0.337307 
Personal Credit Agencies 0.326252 
Business Credit Agencies 0.253581 
Other Credit Agencies and Finance Companies Not Allocable 0.146301 

Security and Commodity Brokers, Dealers, etc. 0.350792 
Security Brokers, Dealers, etc. 0 .406553 
Commodity Brokers, Dealers, etc. 0 .213660 

Insurance 0.183474 
Life Insurance 0.100957 
Mutual Insurance 0.487323 
Other Insurance Companies 0.427181 

Insurance Agents, Brokers, Service 0.118640 

Real Estate 0.216494 
Real Estate Operators, Lessors of Buildings 0.200242 
Lessors of Mining, Oil, e tc 0.434163 
Lessors of RR Property, Other Property Not Allocable 0.124316 
Condominium Management, Co-op Housing Associations 0.542500 
Subdividers and Developers 0.306568 
Other Real Estate 0.184351 

Holding and Other Investment Companies 0.259857 
Regulated Investment Companies 0.247479 
Real Estate Investment Trusts 0.609843 
Small Business Investment Companies 0.627969 
Other Holding and Investment Companies Except BHCs 0.156598 
General Merchandise Stores ' 0 .385963 
Food Stores 0.106876 

Bank Holding Companies 0.198433 

0.622278 
-0.43451 

1 

-0.26771 
-0.20784 
-0.49144 
0.586265 

-0.05962 

-0.16108 
-0.17821 
0.431596 

0.167736 
-0.163621 
0.095143 
0.202264 

0.487375 

0.605346 
0.645042 
0.370005 

-0.36543 
0.928662 
0.560607 
0.310724 

0 . / 9 2 7 8 9 
0.599360 
0.421816 
0.808927 
0.686523 

-0.24442 
0.456074 

0.621591 

The coeff icient of variation is a measure of risk of the activity by itself. The coeff icient of determination is a measure ot the correlation of 
earnings of the f irms with banking. 

period of rapid change in the banking industry. 
These expanded tabulations also permit a pre-
liminary examination of securities, insurance 
and related activities now being considered as 
possible permissible activities for bank holding 
companies. 

Several observations are worth noting. First, 
if the coefficient of variation is used as a risk 
measure then we conclude that banking 

(whether looking only at banks or at bank 
holding companies) is neither the most nor 
least risky activity. Second, conclusions about 
risk are influenced by the period under investi-
gation. For example, using these same measures, 
Heggestad found that "lessors of railroad proper-
ty" were among the riskiest firms investigated, 
while the present results suggest they are 
among the least risky. Third, many of the 
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activities presently under consideration, such 
as securities, insurance, and certain real estate 
activities are more risky than banking. On the 
other hand, these activities appear somewhat 
less risky than other activities (such as consumer 
and commercial finance, operating small busi-
ness investment corporations, and owning S&Ls), 
already permissible to banking organizations, 
which have not necessarily caused substantial 
problems. Examination of the coefficients of 
determination, however, reveals that several 
activities that appear more risky than banking 
(S&Ls, personal credit agencies, security broker-
ages and dealers, life insurance, and general 
merchandise) have returns that are negatively 
correlated with those of banking. This would 
suggest that such activities would be risk-
reducing and imply the potential for beneficial 
diversification. 

As Heggestad noted, we must exercise care in 
interpreting these data. They look only at cyclical 
variability of returns without weighing any syn-
ergies that may accrue; the fact that bank holding 
companies (not controlling for size) seem to 
have a smaller coefficient of variation than com-
mercial banks alone suggests that such syn-
ergies may exist, possibly because certain risk-
reducing activities have been authorized. Nor do 
the data imply anything about the riskiness of 
specific acquisitions. Finally, no attention is paid 
to cash flows. Rather, those data raise more 
questions than they answer concerning, for ex-
ample, the stability of such measures over time. 
Also, the importance of negative correlation among 
banking and various nonbanking activities 
deserves further investigation. 

Evidence on Risk: 
Bond Market React ions 

What about the return on bonds of firms that 
have recently acquired a financial services firm? 
Can it provide additional information on the 
riskiness of different financial services? The 
bond markets, in determining the price of a 
company's bonds, consider the factors that can 
influence its riskiness. Thus, the market will 
provide information on the expected effect of 
management on the riskiness of the new com-
bination.28 If the bond markets expect the new firm 
to be more risky, after considering all factors 
including management, then the price of the 
firm's bonds will fall. If the new firm is expected 
to be less risky, prices will rise.29 

Unfortuanately most of the cases where one 
firm entered a new aspect of the financial services 
industry did not involve banking organization 
acquisitions. Therefore, most of the acquiring 
organizations we looked at are nonbankfinancial 
firms and nonfinancial firms. This analysis should 
shed some light on which combinations of services 
in the financial services industry are the most 
risky and whether the financial services industry 
is less risky than some nonfinancial industries. 

For this study we used the monthly returns on 
the bonds of 11 companies.30 We separated the 
sample into four groups based on the characteristics 
of the acquiring and acquired firms. The composi-
t ion of the four groups and the merger dates are 
given in Table 2. 

"The threat that activity deregulation 
will destabilize the financial system is 

minimal given the rest of the safety 
and soundness system, especially 

deposit insurance and discount-window 
access" 

The returns on a company's bonds normally 
fluctuate, so we needed some method to dis-
tinguish abnormally large fluctuations due to a 
merger from random fluctuations. We utilized 
the comparison period returns approach that 
Stephen Brown and Jerold Warner (1980) used 
in analyzing changes in stock returns.31 This method 
compares fluctuations in returns duringa control 
period with their fluctuations at the t ime of 
acquisitions. If the fluctuations are significantly 
larger at the t ime of acquisition than during the 
comparison period, the acquisition is assumed to 
have had a significant effect on bond prices. The 
control period extends from six months prior to 
the acquisition to two months prior and from one 
month after to six months after. The abnormal 
returns are measured overthe month before and 
month of the acquisition. 

Some of the abnormal bond returns in Table 3 
are quantitatively large, but all are statistically 
insignificant. Neither were the abnormal returns 
of the individual acquiring firms significant. The 
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Table 2. List of Firms in Bond Study by Characteristics of Acquired and Acquiring Company 

Group 
Acquiring 
Company 

Acquired 
Company 

Announcement 
Date 

Bond 
Rating 

Nonfinancial 
firms acquiring 
financial 
firms 

American Can 

Sears, Roebuck & Co. 
Dana Corp. 
Xerox 

Associated Madison 
Co. 1 / 8 /82 Baa 

Dean Witter Reynolds 10/8/81 Aa 
General Ohio S&L Corp. 1 /2 /81 Aa 
Crum & Foster 9 /22 /82 Aaa 

Banks acquiring 
discount 
brokers 

United Jersey Banks 
Bank America 

Richard Blackman & Co. 9 /29 /82 N/A 
Charles Schwab & Co. 11 /25 /81 Aaa 

Financial firm 
acquiring another 
financial firm 

American General Credithrift Financial 
Inc. 9 /21 /81 

Financial firms 
acquiring a 
nonbank bank 

Household International 
Aetna Life & Casualty 
Walter E Heller Intl. Corp 

National Steel Corp. 

Valley National Bank 7 /13 /81 Aa 
Samuel Montagu & Co. 7 /23 /82 Aaa 
American National Bank 

& Trust 7 / 1 4 / 7 2 N/A 
United Financial Corp. 3 /7 /79 Aa 

Table 3. Mean Abnormal Bond Returns of Firms 
Acquiring a New Financial Activity 

Group 

Nonfinancial firm acquiring 
a financial firm 

Banks acquiring a discount 
broker 

Financial firm acquiring 
another financial firm 

Financial firm acquiring 
a nonbank bank 

Annualized Return 
(t-statistic) 

- . 0 0 2 0 2 

( - 1 0 4 ) 

- . 1 9 7 3 7 
- . 7 0 2 8 9 

.25844 
(.24117) 

- . 1 9 0 8 9 
( - .48717) 

large size of some of the abnormal returns 
appears to reflect volatility in long-term rates 
during this period. The insignificance of the 
abnormal returns suggests that bondholders did 
not perceive the acquisitions to have a significant 
effect on the acquiring firm's risk position. 

Conclusion 
Bank activity regulation is part of a larger 

system designed to protect the stability of the 
U.S. financial system. The threat that activity 
deregulation will destabilize the financial system 
is minimal given the rest of the safety and 
soundness system, especially deposit insurance 
and discount-window access. The problem with 
activity deregulation is that the government now 
bears much of the risk of bank failure. Thus, the 
government will bear additional risk to the extent 
that deregulation increases the riskiness of banks. 
We cannot avoid all risks, however, by maintaining 
existing activity regulation. Banks are regulated 
to protect the financial system. Regulation may 
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allow important bank functions to be assumed 
by institutions whose safety is less protected. If 
this happens, we would defeat the very purpose 
of regulating and protecting banks. 

One alternative to regulating activities is to 
reform the safety and soundness system so that 
the private sector, and not the government, 
bears the risks of new ventures. Each of the three 
reforms under consideration have important prob-
lems that must be resolved. The first reform we 
considered would allow the new activities to be 
performed in BHC nonbank subsidiaries, and 
then use regulations to insulate the banking 
subsidiaries from their nonbank affiliates. Unfortu-
nately, the health of the banking subsidiaries 
necessarily will depend on the health of their 
nonbank affiliates so long as the BHC uses its 
control over subsidiaries to maximize synergies 
and profits. 

Another possible reform would charge risk-
based premiums for government deposit insurance. 
The problem is that the FDIC says it cannot link 
premiums closely to risk for traditional banks, 
and the task is certain to be more difficult as the 
range of covered activities expands. A third 
possible reform would be to transfer more of the 
risk of bank failure to the private sector. This may 
have some merit, but first we must consider what 
to do about dealing with bank runs and about 
allowing very large banks to fail. 

Since the decision to maintain existing regu-
lations and the decision to reduce activity regu-
lation both carry risks, one possible interim 
measure would be to allow banking organizations 
to offer additional financial services that are 
unlikely to increase their risk significantly. We 
explored this possibility by looking at the evidence 
on the effect of deregulation on risk. The evidence, 
based on historical earnings data, suggests that 
banking organizations' risk would have been 
lower in the 1970s had they been passive owners 
of some activities, but it would have increased 
for other activities. 

This evidence is incomplete, however, because 
management can have a significant effect on risk. 
Cautious bank managers can make a risky activity 
relatively safe, but aggressive or inept managers 
can make a safe activity become risky. An analysis 
of bond market reactions to the acquisition of 
financial firms suggests that the bond market 
doubts that these acquisitions significantly change 
the risk exposure of the acquiring firm. This 
evidence also is incomplete, however, because 
examples of banks acquiring firms performing 
prohibited activities are, by definition, unavailable. 

— Larry D. Wall 
and Robert A. Eisenbeis 

The authors wish to thank Felicia bellows and Rebel Cole lor their research 
assistance 

'See Rose (1984) for an overview of the rationale for bank activity 
regulation. 

'For example, banks lost substantial consumer deposits to the money 
market funds when bank deposit rates were limited by Regulation Q. 

•"For example, an affiliate of National City Bank sold Peruvian bonds 
without notifying the public that its agents had reported that Peru was a 
bad credit risk. The value of these bonds fell from 96'/2 with a spread of 
5.03 points when issued in 1927 to 7 in February 1933. See Kennedy 
(1 973), especially Chapter 5, tor a discussion of the unethical behavior. 

"The Supreme Court commenting on the reasons for the passage of Glass-
Steagall in I.C.I vs. Camp decision, 91 S. Ct 1091 (1971). 

JBenston (1982), for example, argues that the primary purpose behind the 
legislation was to restrict competition. 

•Kennedy notes that the overwhelming majority of small banks were small, 
rural and located in unit banking states 

'Sanford argues that commercial banks are charged a lower risk premium 
than other firms because regulation reduces their risk 

"Some restrictions on bank holding company affiliates were passed in the 
1933 Banking Act, but these restriction were weak. They only limited BHC 
affiliation with an investment banking firm and limited BHCs ability to 
vote the shares of any Federal Reserve member banks 

"Senate Banking Committee s 1970 report. 
,0The Bank Holding Company Act of 1956, as amended, defines a bank 

as an institution that accepts demand deposits and makes commercial 
loans. A nonbank bank is an insured and regulated commercial bank, 
but it does not offer either demand deposits or commercial loans. It 
does not therefore, meet the legal definition of a bank for the purposes 
of the Bank Holding Company Act 

" S e e Eisenbeis (1984) for a further discussion of the issues raised by 
nonbank banks. 

' 'See also Karekan and Wallace (1978). 
'••Ignoring for the moment the concentration of financial power and conflict 

ot interest problems. 
'"Chase and Waage (1983) also argue that banking subsidiaries can be 

protected from the problems of their nonbank affil iates 
" S e e Walen (1982a, b), Rose (1978) and Murray (1978). 
'"See Wall (1 984a) for a review of the FDIC report and Wall (1984b) for 

further discussion of the problems with a risk based insurance premium 
scheme run by the government. 

" T h e first failure to be handled with the modified purchase and assumption 
method that exposes depositors to risk was the failure of Seminole State 
Bank. See Murray and Paltrow (1 984). 

'"Private deposit insurance will not stop bank runs unless the solvency and 
liquidity of the private insurer are guaranteed by someone with un-
questionable solvency and liquidity. See Leff and Park (1977) for 
discussion of the collapse of the Mississippi savings and loan insurance 
fund. 

'9Wall (1984b) discusses the potential for overcoming the problem by 
requiring banks to issue additional subordinated debt. Subordinated 
debt holders can redeem their claims only when the debt matures and 
they are therefore unable to participate in bank runs He also points out, 
however, that the amount of subordinated debt that can be issued in the 
short run (and perhaps in the long run) will be limited due to practical 
problems 

'"Mayer (1975) and Longstreth (1983) both discuss reasons why the 
government may not want to let large organizations fail. 

2 ' See Wall (1 984b) for a further discussion of the issues involved in shifting 
the risk of loss to the private sector. 

" E v e n if depositors private insurers or other parties are nominally at risk, 
the government can prevent a bank from failing if it wishes The Federal 
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Reserve can keep an illiquid bank open by providing loans to the bank but 
this will result in a subsidy by the government to the extent the rates on 
the loans are below those the market would charge the bank. 

' J This concern is obviously relevant to the agencies, however, when they 
modify current s tandards 

"•This suggestion wou ld effectively extend current restrictions on BHC 
expansion to BHC expansion into new activities. 

" T h e activities of one-bank holding companies were not restricted prior to 
the passage of the 1970 amendments to the Bank Holding Company Act 
except for the Glass-Steagall restrictions on investment banking. 

•"•Source: Internal Revenue Service, various years 1970-1980. 
•"See for example, the studies reviewed in The Bank H o l d i n g C o m p a n y 

M o v e m e n t to 1978 : A C o m p e n d i u m , A study by the staff of the Board of 
Governors of the Federal Reserve System, Washington, D C„ 1978. 

" T h e effect of management on risk could also be examined by looking at 
the earnings of the combined firms after the acquisition. This is not done 
in this study because the mergers being analyzed have taken place since 

1979, which is too recently to have produced enough information on 
earnings. 

" T h e unambiguous effect of risk on bond prices contrasts with the 
ambiguous effect of risk on stock prices. If an increase in the risk of a 
stock is more than offset by an increase in expected return, then the price 
of a stock will go up, and vice versa for a decrease in risk. In contrast, the 
maximum return on bonds is fixed, so bondholders concentrate on risk 
and can ignore changes in expected returns. 

J 0An initial list of companies was obtained from Rosenblum and Siegel, 
Information Access Corporation, Trade and Industry Index (DIALOG 
ONLINE FILE 148) and Born, Eisenbeis and Harris. The list was then 
pared down to those acquisit ions involving a new entry or dramatic 
increase in current posit ion of the acquir ing firm in some aspect of the 
f inancial services industry. The firms actually used are those in the 
reduced sample wi th publicly traded bonds that were listed in Moody's 
Bond Guide. 

•"Masul is and Woolr idge also use this method to examine bond returns 
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Beyond the deregulation that has already taken 
place in financial services are foreshadowings 
of continued market change and proposals for 
further legislative deregulation. Further moves of 
banks into insurance and securities activities at 
home and abroad and further incursions of 
nonbank firms into traditional preserves of de-
pository institutions seem certain. There will be 
pressure to give these moves and other potential 
changes legal blessing. 

Beyond the initial flush of 
success of interest rate dere-
gulation, what problems may 
arise to haunt us in this new 
world? One of the principal 
concerns voiced by some im-
portant participants has been 
its impact on the public's 
access to competitive markets 
and to prices that reflect the 
economic value of the resources that they use. 
The extent to which that concern proves to be 
valid will depend on how the new competit ion 
permitted by crumbling market barriers evolves 
over time. 

The optimal long-range resolution of the short-
run transition problem is approached by competi-
tion and new entry provided by erasing product 
limits. Applicant of antitrust policy and philosophy, 
grounded in existing legislation, should eradicate 
any lingering problems. However, new antitrust 
legislation dealing with cross-industry mergers 
might help prevent abuses or conflicts, as well as 
clarify some present ambiguous legal and economic 
issues. 

Bank Product 
Deregulation: 
Some Antitrust Tradeoffs 

Financial-industry deregulation will stimulate 
greater competition that can benefit America's 
consumers, but for some critics it raises the spectre 
of concentrated economic power. 
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I. H Y P O T H E T I C A L S C E N A R I O S O F 
MARKET E V O L U T I O N 

Product deregulation could produce several 
alternative results: 
A. The Fully Competitive Scenario. The ideal 
competit ive solution would produce an environ-
ment where barriers to entry erode as Congress 
removes remaining Glass-Steagall constraints, 
and technology permits all businesses to take full 
advantage of new opportunities. More firms, 
bank and nonbank alike, compete wi th one 
another head-on in broadened product markets. 
Technology will reduce dramatically the cost of 
producing and delivering these new services. 
Consumers will benefit fully from the new tech-
nology through lower prices and higher quality 
financial service at retail. If small banks and thrifts 
lack the necessary capital and expertise to "go it 
alone," they can share in the new electronic 
systems or buy or rent essential components 
without restrictions. Since competit ion for small 
institutions' respondent accounts will be intense, 
the necessary technological and human inputs 
will be available to the country bank from big city 
firms or correspondents for the full cluster of new 
financial services. 

Small or specialized institutions can compen-
sate for any cost or pricing disadvantage through 
special consumer services gleaned from first-
hand knowledge of the local market Empirical 
studies indicate the small seller can flourish 
despite new competit ion from bank leaders.1 

Whether new rivalry comes from other banks or 
nonbanks, the theoretical implications for com-
petition are similar. If competitors are numerous 
and varied in size and focus, sellers are unlikely 
to develop a collusive oligopoly. Other financial 
institutions will stand ready to take business 
away from would-be collusive oligopolists if 
prices get out of line. Market power will not 
persist permanently when attempts by would-be 
monopolists to raise price cause consumers to 
shift their business to existing competitors in the 
broadened product market. If that fails to keep 
market participants in line, then new entry from 
all the other kinds of financial institutions now 
able to compete with banks will surely do so. 

Suppose that dominant commercial banks in a 
market are pricing short-term loans in a non-
competitive way. Customers will increasingly 
turn to the commercial paper markets to get 
short-term financing of equivalent maturity, price 
and quality.2 A sufficient rise in the price of bank 

loans will induce these customers to shift their 
allegiance from bank to nonbank sellers of vir-
tually identical loan services. At the same time, 
given Carn-St Germain, locally l imited customers 
can go to a local savings and loan for business 
loans and the related business and transactions 
accounts services that they require. Hence, any 
noncompetit ive supplier will find itself thwarted 
by customers who can easily switch in response 
to noncompetit ive price increase. 

In Diagram 1, we can visualize competit ion 
through markets at many stages of the financial 
"product ive process" rangingfrom initial"selleK' 
(the Federal Reserve Banks and Board) to ultimate 
consumer (the business and household user at 
retail several levels downstream). 

We can think of competit ion as proceeding in 
many layers, from sellers of basic raw materials or 
clearing services upstream to banks, businesses 
and consumers downstream. Given deregulation 
plus new technology, there can be new entry all 
down the line. Nonbanks such as AT&T, will soon 
be able to compete for clearing business with the 
Fed banks. In markets downstream, a variety of 
correspondent banks and nonbank sellers will 
compete for small bank business. Interaction of 
still greater numbers of sellers is possibleat retail, 
all offering a cluster of financial services in 
regional or broader markets. Merrill Lynch, Ameri-
can Express and Sears compete with Citicorp. 

The joint benefits of technology and bank and 
nonbank entry accrue to each user at each level 
of production, from wholesale (clearing) to inter-
bank (correspondent services) to retail (con-
sumer and business buyers). Because none of 
the profits gained from scale efficiencies of the 
new technology get trapped at any stage of the 
productive process through monopoly power, 
the final consumer at retail gleans fully the 
benefits of deregulation.3 Market forces will 
have triumphed. There is little for antitrust to do 
given such a scenario, except perhaps to monitor 
development in an unobtrusive way. 

B. The " Lingering Pockets of Monopoly" Scenario. 
Market solutions may take time. Not all thrift 
institutions can easily gear up to full competit ion 
for business loans (or deposits) where any lingering 
pockets of monopoly persist4 Deregulation may 
impact unevenly from the deposit side according 
to customer sophistication or knowledge of de-
posit options. Banks may more rapidly raise rates 
paid on deposits to larger depositors with large 
minimum balances and collateral business. Some, 
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D i a g r a m 1. 

Leve ls o f F i n a n c i a l S e r v i c e s C o m p e t i t i o n 

but not all, of the difference in treatment of 
deposit accounts may reflect the different ad-
ministrative cost or services bartered in return for 
low-cost deposits. A lack of full information 
about customer pricing may result in non-
competit ive pricing.5 Not all prime-based bank 
business loan customers are aware of below-
prime market-based loan pricing. If bank customers 
can be clearly and permanently segmented into 
groups over which the bank can exercise some 
degree of monopoly power, price discrimination 
would be possible and attractive where the 
groups display different elasticities of demand.6 

With imperfect markets, it may be important to 
identify the problem and seek a practical remedy. 

C The Concentration of Resources Scenario. 
Another alternative scenario suggests than the 
present wave of large bank and financial con-
glomerate mergers eventually may give rise to 
different, but potentially more significant, com-
petitive difficulties. Beyond some critical "trigger-
ing point" in a merger wave, the efficiencies of 

large-scale production of banking services may 
be outweighed by possible market harm to 
groups of customers. At this critical point, the 
nature of competit ion is changed because a 
community of interest or common understanding 
develops between the remaining rivals.7 The 
public fear of concentration of financial power is 
based in part upon the presumed economic 
clout wielded by the large and powerful. 

The "deep-pockets" theory assumes that organi-
zations with greater resources and staying power 
can intimidate rivals or develop anticompetitive 
strategies that can stick. Buyers may trust the 
greater reliability of a Schwab discount brokerage 
house allied with the Bank of America more than 
one standing alone, especially when the former 
is accompanied by extensive media hype or ad-
vertising. Or, buyers may think they stand a 
better chance of securing loans if they try to 
patronize other departments of the bank, whether 
or not such beliefs are well grounded. 

Banks may erect a "Chinese wall" between 
different departments, and especially between 
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parent bank and affiliate. But skeptics may fear 
conflict of interest between trust officer and loan 
officer, or that bank loan officers may make lower 
interest rate loans to long-term customers of 
other bank departments. The Justice Department's 
early Minneapolis price fixing cases found 
agreement between banks to charge below-
prime rates to certain respondent bank customers 
seeking bank acquisition financing.8 Fears are 
stated also in terms of political power, and the 
power to influence legislation, yielding results 
that cannot always be measured in strictly economic 
terms.9 

II. T H E Q U E S T I O N S 
Based on how these scenarios evolve, we can 

pose the following questions: 
A. Are fears of undue concentration following 
mergers between large financial institutions 
exaggerated or real? If the fears materialize, 
can antitrust actions solve the public policy 
problems, given the present legal and economic 
underpinnings for enforcement? 
B. May conflicts of interest, or alternatively, 
tying of scarce bank to nonbank services by 
the financial "supermarket" present problems? 
Again, what can the Antitrust Division do to 
resolve conflicts? 
C May all customers expect to share equally— 
and p rompt ly— the benefits of deregulation 
and product market mixing? Will operations 
people (now schooled in the MBA tradition to 
target customer groups selectively) segment 
market pricing according to the price-sensi-
tivity of customer demand? After all, customers 
with the greatest clout, who buy most from 
the financial "super-market," can threaten 
most effectively to leave the bank for other 
financial institutions if prices get out of line. 
Given the fact that preferred treatment to 
such customers may be the proper strategy for 
maximizing profits, what steps might the anti-
trust authorities wish to take to remedy pricing 
or allocation inequities? 

One problem istodetermine how the issues 
should be identified in economic terms. The 
classical microeconomic approach is implicit 
in modern antitrust analysis, which seeks to 
optimize economic efficiency and overall wel-
fare. As long as producers gain more from a 
particular practice than consumers lose, say 
from tying or price discrimination, the conditions 

for welfare maximization are satisfied. Any 
questions of income distribution, whose wealth 
is maximized, or whether producers gain at 
the expense of consumers, are left to macro-
economics, or for a political response, such as 
subsidies or direct grants. 

III. POSSIBLE S O L U T I O N S 
A. Undue Concentration Questions. Market so-
lutions are always to be preferred, particularly in 
a period of rapid technological change. To the 
extent that market failures occur, there may be 
no one best solution to any potential problem. 
Our first line of defense against undue concen-
tration is the antitrust laws, and the starting point 
for analysis must be the new Department of 
Justice Merger Guidelines.10 They give powerful 
weight to economic theory in deciding which 
cases to litigate and how to litigate them. Judges 
will decide cases on the basis of economic 
theory and evidence to a much greater degree 
than earlier. Masses of data developing infor-
mation on nonbank as well as bank behavior will 

The "deep-pockets" theory assumes 
that organizations with greater 

resources and staying power can 
intimidate rivals or develop 

ant icompet i t ive strategies that 
can stick. 

be brought into evidence. To gauge product mar-
kets, judges may have to evaluate surveys to 
determine whether consumers may switch their 
purchases, given any hypothetical future increase 
in price by would-be monopolists. 

1. The Horizontal Product Merger. Under the 
best of circumstances, it is difficult for the 
Justice Department to win antitrust cases 
based on hypothetical consumer behavior. 
Empirical difficulties of designing a reliable 
market survey and developing data within a 
realistic t ime frame for trial purposes are great 
Defendants may argue that consumers won't 
know whether they will switch or not until 
they find themselves face to face with the 
reality of monopoly power. Moreover, when 
the prospect becomes a switch to another 
institutional supplier, say from banks to thrifts, 
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or from both to money market mutuals, some 
consumers will be perplexed as to how to 
respond. They may be unfamiliar with the 
alternate supplier or the benefit it can offer 
until pushed to the wall by bad service or high 
prices. 

Economists can unanimously welcome the 
introduction of more sophisticated economic 
criteria as represented by the new Merger 
Guidelines. But that recognition puts a special 
burden on the antitrust authorities and es-
pecially on economists within the Antitrust 
Division.11 The new complexities of product 
market definit ion in post-Carn-St Germain 
markets increase the costs of effective anti-
trust enforcement At the same time, econo-
mists may worry about the public policy 
effects of moving away from the banking 
"cluster of services" market definitions that 
simplify legal analysis.12 These problems are 
compounded if the Antitrust Division is given 
sole responsibility for competit ive analysis 
and enforcement as recommended by the 
Bush Task Force Given broader markets through 
deregulation, however, the probabilities of 
competit ive harm from all bu t the most signifi-
cant mergers decrease. 

The combination of more complex analysis 
and the economic gains brought by a broader 
market base should reduce the number of 
cases initiated, but the financial community 
would be ill advised to consider this as an 
indication that"anythinggoes." The Division's 
recent actions on the LTV-Republic merger 
makes clear that its continuing presence is 
real.13 

2. Product Extension Mergers. A market ex-
tension merger is one in which a bank seeks to 
expand into geographic markets other than its 
own but often adjacent A product extension 
merger is expansion into a product market 
often closely related to its own. Analysis is 
similar in both cases and can proceed in 
several ways. 

Suppose Citicorp decides to buy House-
hold Finance. The Antitrust Division can ana-
lyze the merger's effects by computing Her-
findahl indices in all the markets in which the 
two firms may now directly compete. As in any 
horizontal case, economists may delineate 
the geographic and product markets according 
to consumer future buying intentions in the 
event that prices charged by the new merged 
company get out of line. The Division may 

seek to litigate in markets where substantial 
overlap occurs or to require spinoffs as part of 
a legal settlement 

Unfortunately, the reliability of good banking 
data, supplied in the past by a cooperative 
Federal Reserve, is not paralleled in the finance 
company sphere where spotty and often in-
consistent data are collected by 50 state 
supervisory authorities. The market share data 
of other competing banks or finance companies 
and other suppliers of the same services must 
be secured from reluctant firms, made con-
sistent, and factored into the market universe. 

Another alternative is to go the potential com-
petition route. Given the Department's record 
of Supreme Court losses in such cases, that 
alternative may not be appealing. With many 
more potential entrants in most markets, the 
likelihood of injury to the public on the basis of 
eliminating a potential competitor will decline 
significantly. Compared with earlier efforts, the 
Justice Department will have less need for and 
likelihood of winning.14 

An exciting concept in the new world of 
in terproduct compet i t ion is spatial analysis 
which attempts to look at many dimensions of 
compet i t ion simultaneously. This concept 
assumes that markets are not clearly separated, 
but that clusters of suppliers and customers 

"The reliability of good banking da ta 
supplied in the past by a cooperative 
Federal Reserve, is not paralleled in 
the f inance company sphere where 

spotty and often inconsistent data are 
col lected by 50 state supervisory 

authorities." 

compete at cluster borders where transactions 
costs of switching to new suppliers are lower 
than at the market center.15 At the border, 
consumer transactions costs of purchase in 
alternative clusters become equalized. Suppliers 
must react and prices must respond competi-
tively in both clusters, hence the " t rue" market 
expands. In this manner, just as service areas 
blend into broader local markets, so the local 
market may mesh into broader statewide, 
regional, or even national combined product-
geographic markets. The new computer tech-
nology speeds this process by reducing trans-
actions costs and disseminating product information. 
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While intellectually satisfying, this theory 
mathematically embraces the concept of pro-
duct and geographic markets in intertwined 
multi-dimensional space. Hence, on a practical 
level it is unsuitable for easy empirical resolution 
or court use.16 

A related and somewhat easier approach to 
product extension mergers would be the tenta-
tive measurement of markets as a group of 
concentric circle-like shapes. In a highly con-
centrated statewide branching state, say Oregon 
or Washington, the state represents an area in 
which banks can operate and transfer funds 
from within the branching organization. An EFT 
network may transfer funds or make short-term 
consumer loans for card holders over a broader 
multi-state region. The local market constrained 
in size by convenience to depositors or small 
retail businesses, will represent another smaller 
market within the broader circumference. In 
product extension mergers it also may be 
appropriate to consider ringed areas of possible 
impact and to single out for analysis specific 
markets where damage to classes of consumers 
most likely will occur—bank and thrift, or bank 
and nonbank. 

The Federal Reserve Board, in assesssing 
mergers of large financial organizations, has 
often measured both statewide and local market 

"Mult i-market linkages between the 
same organizations do not necessarily 
diminish competi t ion in markets where 

rivalry already is intense." 

concentration. However, except perhaps in cor-
respondent banking markets, the state often 
does not represent the market area 

In states of high concentration, and generally 
poor bank economic performance, the state 
was sometimes viewed as a cluster of inter-
connected local markets in which monopoly 
power was exercised. This theory too has a 
counterpart for product extension mergers 
where substitution possibilities are close. One 
advantage of the " l inked oligopoly" theory was 
that attorneys wishing to preserve the broadest 
range of potential horizontal and market exten-
sion antitrust possibilities could have their 

cake and eat it too. Markets could either be 
local, hence, suited for the run-of-the-mill small 
bank horizontal market litigation. Or, they might 
be viewed as concentrated clusters of interlinked 
local (or product) markets. 

However, multi-market linkages between the 
same organizations do not necessarily diminish 
competit ion in markets where rivalry already is 
intense, as proven empirically by David D. 
Whitehead and Jan Luytjes (1983). Indeed, 
multi-market meetings may enhance the initial 
interfirm rivalry.17 Modern game theory may 
help us understand which mergers may strength-
en competit ion in the new world of highly 
interlinked product as well as geographic mar-
kets, and which may reduce or alter competition 
and behaviorial relationships in complex and 
difficult to predict ways. In either case, present 
performance in a market must enter into analysis 
as a proxy for initial group interdependence.18 

B. Tying and Conflict of Interest Questions. It 
seems unlikely that the present Antitrust Division 
will often litigate tying or conflict of interest 
questions. The Division has gone on record as 
believing there are few circumstances where 
tying (or other vertical restraints on trade) are 
likely to reduce economic efficiency.19 

A " t ie" means that a customer's purchase of 
one product is condit ioned on the purchase of 
another product. A bank cannot tie such non-
bank services as mortgage banking to banking 
services such as loans in the absence of some 
" leverage." The buyer will simply switch to another 
seller who does not attach strings to the pur-
chase. Even in times of tight money, banks are 
unlikely to possess leverage over many bank 
loan customers who have other bank or nonbank 
financing options. But even if banks have leverage 
or market power over customers, independent 
competing suppliers of the " t ied" products will 
not be hurt competit ively unless "foreclosed" 
from the opportunity of selling the tied product. 
That implies both high concentration in the tied 
nonbank product and lack of easy en t ry—a lack 
of competit ion in both tied and tying markets. 
Since nonbank financial organizations such as 
finance companies, mortgage bankers and dis-
count brokers tend to be less regulated than 
banks, with generally easier entry, the conditions 
conducive to a successful tie rarely exist. It is not 
surprising thatthejustice Department has initiated 
few tying cases in financial markets over the 
years. 
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"Unfair advantage" questions often focus on 
financing opportunities, such as a bank's superior 
ability to attract low-cost funds in the form of 
price regulated deposits. But that opportunity, if 
it ever existed, is shrinking as deposit rates 
become deregulated. The important consideration 
for pricing purposes is the marginal cost of funds, 
such as the large denomination CDs that banks 
must sell at market rates. Under the Bank Holding 
Company Act, the holding company cannot lend 
more than a small percentage of its assets to 
affiliates. If the acquired nonbank firm itself 
enjoys a lower financing price as an affiliate of the 
new bank holding company parent, that reduction 
may reflect administrative or marketing efficiency, 
or lower actual or perceived investor risk. 

Tying was an issue in the recent Bank of 
America/Schwab acquisition, in which the nation's 
second largest bank acquired the nation's largest 
discount brokerage house. The merger, approved 
by the Federal Reserve Board, has been appealed. 
The Supreme Court voted to consider the issues 

Confl ict-of- interest problems appear 
unlikely "since it is improbable that 

unsound loans will be made to discount 
brokerage customers to facilitate 

securities purchases." 

formally upon request of the Securities Industry 
Association. A Supreme Court decision will be 
welcome, for it may settle difficult issues of law, 
including Class-Steagall Act interpretation. But 
because of easy entry into brokerage, careful 
analysis of the microeconomic issues reveals no 
real tying opportunity in that case. 

Nor is "confl ict of interest" a likely problem, 
since it is improbable that unsound loans will be 
made to discount brokerage customers to facili-
tate securities purchases. Bank trust depart-
ments will not accept unsound securities to help 
the brokerage subsidiary; Schwab will merely 
execute orders, not take market positions. The 
Bank of America may influence consumers' pref-
erences through effective packaging of prestige 
associated with its many brand names and multi-
product offerings. But is that necessarily contrary 
to public interest? Consumers may benefit through 
extensive advertising of discount brokerage ser-
vices, wi th the result that full line brokers have to 
lower prices or improve service quality. 

C User Group Equity Questions. It may well be 
that new competit ion will provide needed solu-
tions in the world of interproduct competition and 
deregulation. Then we will not have to worry 
about esoteric measurements of equity welfare 
and consumer marginal utility. Even so, there is 
room for a continued antitrust role even if all it 
accomplishes is monitoring and deterrence. It is 
not enough simply to look at how many cases the 
Justice Department won vs. how many it lost in 
the period since 1961 when antitrust first began 
to be applied to financial markets. A better test 
would be the number of anticompetitive actions 
such as discrimination, price fixing or market 
division which did not take place because of 
antitrust deterrents. To that the response would 
be of course, how much damage the antitrust 
presence also did through unsolicited meddling, 
or dampening of normal profit and investment 
incentives. In either case, the problem to consider 
now is whether that deterrence function may in 
the future fail because of distorted private beliefs 
about the antitrust authorities' ability and readiness 
to do their legal job. 

IV. CONGRESSIONAL A N D 
REGULATORY SOLUTIONS 

While all the economic and legal issues 
surrounding antitrust sort themselves out, 
other solutions come to mind. One would be 
to retain or even expand Federal Reserve 
authority to judge independently any major 
bank or nonbank acquisitions under its present 
bank holding company authority. Historically, 
the Federal Reserve Board has been more inde-
pendent politically than many other branches of 
government It also has a large staff of highly 
qualified financial economists, along with great 
data-gathering and econometric capabilities. To 
expect the Antitrust Division to understand and 
solve all financial competit ion matters in unitary 
isolation seems, in my view, to ask the impossible as 
well as to risk cyclical shifts in emphasis. 

The Federal Reserve's help has been invaluable 
to banking antitrust enforcers, often to the distress 
of private parties involved. Any Board decisions 
are subject to Justice Department analysis and 
intervention through comments or active partic-
ipation in regulatory proceedings, to assure a 
broader economic and legal frame of reference. 
Court review (up to and including the Supreme 
Court) will continue also in contested cases. The 
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latter, too, assures full public airing and consider-
ation of all the issues, both legal and economic. 

A final alternative is for Congress to tighten the 
antitrust laws and improve litigating speed. Former 
Assistant Attorney General John Shennefield 
(1979) advocated legislation designed to eliminate 
very large corporate mergers through acquisition 
of leading market positions.22 More recently, an 
eminent scholar in this financial antitrust field, 
Stephen Rhoades, suggested legislation to 
l imit large acquisitions. Rhoades discussed 
cogently the political and social as well as 
economic bases for accumulating and deploy 
ing power.23 The Congress, in my view, would do 
well to consider these questions further for the 

social as well as economic payoff. Assuming the 
legislative route is desirable, the question is 
whether the Congress should act before or after 
relatively unencumbered free market forces have 
had the opportunity to sift themselves out fully. 
If our goal is to address the antitrust question 
without having to resort to divestiture, wi th all 
the potentially painful consequences of un-
scrambling, then Congress perhaps should 
look at these questions sooner rather than 
later. 

— Elinor H. Solomon* 

"Elinor H. Solomon is professor of economics, George Washington University. 
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Consumer Demand for Product Deregulation 
Changing consumer demand already has 

prompted considerable deregulation of the 
retail financial services industry. In the inflation-
ary environment of the late 1970s and early 
1980s, many consumers, demanding a better 
return on their money than depository institu-
tions could legally pay, shifted their funds to 
newly created "checkable" mone^market funds. 
It was this evidence of heightened consumer 
demand for transactionable high-interest-rate 
accounts that led ultimately to the deregulation 
of interest-rate ceilings for depository institutions. 

Today, industry spokesmen claim that con-
sumer demand is the driving force behind the 
movement toward product deregulation. Con-
sumers demand one-stop financial service con-
venience, they say, and that demand cannot be 
denied. 

What evidence exists to support these claims? 
This article will address that point. It is based 
on empirical data generated by consumer sur-
veys conducted in 1982, 1983 and 1984. Some 
of the data have come 
from publicly available 

research reports. Some are based on proprietary 
studies conducted by private research firms. 
Some are new. After reviewing the empirical 
data that were available for public use, the 
Federal Reserve Bank of Atlanta commissioned a 
nationwide mail panel survey through National 
Family Opinion (NFO) to fill in the gaps. Of the 
5,000 households surveyed, 3,410 usable sur-
veys were returned. The sample represents a 
national distribution. The publicly available 
and proprietary data were assembled here wi th 
the Reserve Bank's new survey data in order to 
provide a comprehensive picture of consumers' 
reaction to broad financial product offerings. 

All of the surveys indicate that many con-
sumers favor the idea of one-stop financial 
service convenience. The evidence that con-
sumer demand is the driving force behind 
product deregulation is less concrete. Just over 
a quarter of U.S. households want to secure 
most of their services from a single firm. Further-
more, affluent consumers, who use the greatest 

variety of financial servic-
es, generally are reluctant Many consumers favor the concept of 

one-stop convenience in securing fi-
nancial services, surveys indicate. Yet research has turned up 
less evidence that consumer demand is the force driving bank-

product deregulation. 
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to consolidate their services. Because of custom-
er loyalty and the desire to obtain a number of 
different investment perspectives, most U. S. 
households currently prefer to continue obtain-
ing banking services from banks, insurance from 
insurance companies, and brokerage services 
from brokerage firms. Some, however, would 
like to have all these businesses located in a 
single place. 

The Use of Multiple 
Financial Service Providers 

A financial service provider may be a deposi-
tory institution (commercial bank, savings bank, 
savings and loan association or credit union) or 
a nondepository financial service firm such as 
an insurance company or brokerage house. 
Most U.S. households today deal with two or 
more financial service providers. 

A study conducted in 1982 by Electronic 
Banking Inc (EBI) of Atlanta counted the number 
of financial service providers used by consumers 
and classified them as Bank Only, Bank +1 
Bank +2 and Bank +3 or more. Under this 
classification scheme, "bank" is a generic term 
referring to any type of depository institution, 
while the +1, +2 and +3 designations refer to 
additional consumer/financial institution rela-
tionships, regardless of whether those relation-
ships are with depository institutions or non-
depository financial service firms.1 

Data from the EBI study reveal that less than 
2 percent of the responding households surveyed 
deal with only one financial institution. Thirty-
nine percent deal with a "bank" and one other 
provider. Forty-two percent deal with a "bank" 
and two other providers. At the other extreme, 
only 17 percent dealt wi th three or more 
financial service providers in addition to a 
"bank". 

The EBI data also indicate that the number of 
financial service providers a household uses is 
directly related to income. Households in the 
$10,000-$20,000 income range are one-and-
one-half times as likely on average to deal with 
a "bank" and only one other firm. In contrast, 
the likelihood of high-income ($50,000 or 
over) households dealing with a "bank" and 
three other types of providers is twice the 
norm.2 

A nationwide consumer survey conducted and 
published by Payment Systems Inc. (PSI) of 

Table 1 . Percentage of U.S. Households Using 
Selected Types of Financial Service 
Providers 

Provider Percent Using 

Commercial Banks 86.8 
Life Insurance Companies 62.1 
Savings & Loan Associations 50.3 
Credit Unions 38.9 
Brokerage Firms 15.0 

Source: Payment Systems, Perspect ives ' 83 : A Spec ia l Repor t . 
Volume 2, Payment Systems Ina, Tampa, Fla. 

Tampa in 1983, provides evidence that the use of 
multiple providers is a reflection of the financial 
services industry segmentation brought about 
by rate and product regulation.3 Until N O W 
accounts were authorized nationwide in 1980, 
commercial banks were virtually the only insti-
tutions authorized to offer transaction accounts. 
Because of Regulation Q, savings and loan 
associations paid higher rates on savings than did 
commercial banks. Life insurance has been avail-
able primarily from life insurance companies. 
The average consumer historically has dealt 
wi th three different types of financial service 
providers to meet these three basic financial 
service needs and get the best possible return on 
their savings. Table 1 shows that most U.S. 
households have done this, and, despite recent 
interest rate deregulation, few have changed 
their ways. 

Demand for One-Stop Convenience 
At least half of the population, it seems, 

would like to do things differently. In a survey 
conducted in March of this year, the Federal 
Reserve Bank of Atlanta asked consumers, 
" H o w desirable would it be to get all financial 
services at one location?" Nearly 50 percent of 
the respondents indicated it would be some-
what or very desirable. Back in November 
1982, Electronic Banking Inc asked consumers, 
" I f it were possible to obtain nearly all financial 
services such as checking, savings, loans, in-
surance, investments and tax planning from 
one provider, would you be inclined to consoli-
date your services?"3 Nearly 50 percent of the 
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Table 2. Att i tudes Toward Desirabiity of One-Place Financial Service 
Convenience and Willingness to Consolidate Services 

Attitudes Toward Desirability 

Not at all desirable. . . 

Somewhat undesirable. . . 

Neither desirable nor 
undesirable. . . 

Somewhat desirable. . . 

Very desirable. . . 

Total number of respondents 

Source: Federal Reserve Bank of Atlanta 

Percent 

1 6 -

1 4 -

20 

26-, 
24—1 

2804 

30 

50 

Willing to Consolidate 

No . . . 

Don't know. . . 

Yes 

Total 

Source: Electronic Banking Inc. 

Percent 

36 

14 

50 

1092 

respondents answered yes or said that they 
already do so. (Table 2 shows the responses to 
the two questions in greater detail.) In addition, 
Synergistics Research Corporation asked con-
sumers last August, " I f you could obtain most 
of your financial services from one financial 
services provider, would you consider this to 
b e . . . an improvement?" Fifty-nine percent of 
the respondents to this survey said it would be 
very much or somewhat of an improvement 
(See related articles.) 

The sample selection critieria for the three 
surveys differed slightly. The questions were 
worded differently, and the surveys were con-
ducted at three different times. Nevertheless, 
the responses to the three questions were not 
significantly different. About half of all U.S. 
households favor one-stop financial service 
convenience. Another 15 to 20 percent have 
no strong feelings for or against the idea. The 
remainder of households find consolidation 
undesirable for one reason or another. 

Types of One-Stop Financial 
Service Convenience Preferred 

Financial service providers are considering 
three general approaches to providing consumer 
financial services. One is the single firm ap-
proach—a financial services firm or institution 
offering all types of services under its own 

name. Many financial institutions urging product 
deregulation would like to be able to do this. 

Second is the financial service center concept 
in which different financial services, like insur-
ance, real estate, and brokerage, are available 
from different firms in one location. Sears is 
one organization taking this approach. Although 
all the providers in a Sears Financial Service 
Center are subsidiaries of the retailer, they 
retain their original names and may be thought 
of as separate entities by the consumer. 

Finally, there is the financial services boutique. 
The boutique approach connotes specialization, 
by providing a limited number of products and 
services or by targeting a specific market seg-
ment, such as affluent consumers. 

Among the 70 percent of all consumers who 
are not opposed to the concept of one-stop 
financial services, few seem to want financial 
service boutiques. Only 7 percent of those 
surveyed preferred this type of provider. 

On the other hand, the sample is split fairly 
evenly between those who prefer to get most 
of their services from a single firm and those 
who prefer financial service centers or financial 
boutiques. (See Table 3.) Indeed, only 28 
percent of all respondents to the Fed survey 
prefer dealing with just one firm. This preference 
seems to be strongest among individuals in the 
50-64 age group. Younger individuals appear 
to respond more favorably to financial service 
centers. 
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Table 3. Type of One-Stop Provider Preferred 
(respondents who do not f ind one-place services undesirable) 

Age Groups 

% 
34 and 
Under 

% 
35-49 

% 
50-64 

% 
65 and 
Above 

% 
Single firm 40 34 4 44 37 

Financial Service Center 31 36 29 29 32 

Financial Service Boutique 7 8 6 7 9 

No Preference 23 22 25 20 23 

Total 100 100 100 100 100 

Total number of respondents 2398 518 654 770 456 

Source: Federal Reserve Bank of Atlanta 

Depository Institutions Preferred 
Regardless of the preference for single-firm 

providers or financial service centers, depository 
institutions top the list of institutions preferred. 
Among the respondents who favor the single 
firm approach, 93 percent say they would like 
for that single firm to be a depository institution. 
This was virtually identical to the response to a 
similar question asked in the EBI study. Of 
those Fed survey respondents who say they 
prefer a single firm, 51 percent would like to 
get most or all of their financial services from a 
commercial bank, 26 percent prefer an S&L, 
and 16 percent prefer a credit union. (Table 4) 

Depository institutions also are desired strongly 
by the 31 percent of respondents who prefer 
the financial service center approach. Seventy 
percent of the respondents prefering a financial 
service center want to find an S&L there, while 
66 percent want to find a commercial bank. 
Forty-one percent say they would want a credit 
union represented in the center. These con-
sumers may be more thrift institution-oriented 
than those who prefer a single firm. 

The data do not suggest that deregulation to 
permit one-stop financial service convenience 
would change the relative competitive positions 
of the different types of depository institutions. 
An analysis of the preferences suggests that 
household market shares of the three major 
types of depository institutions' would decline if 

Table 4 Type of Institutions Preferred 
(respondents preferring single 
financial institution) 

Percent 

Commercial Bank 51 

Savings & Loan Association 26 

Credit Union 16 

Full-Line Brokerage Firm 4 

Discount Brokerage Firm * 

Insurance Company * 

Others 3 

1 0 0 

Total number of respondents 924 

* Less than 0.5 percent 

Source: Federal Reserve Bank of Atlanta 

one-stop financial service convenience were 
available. However, one-stop convenience would 
have no substantial effect on the share of total 
relationships claimed by each type of institution. 

Section One in Table 5 highlights the differ-
ence between the percentage of households 
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Table 5. Depository Institution Market Shares 

Section One: Current Distribution of Market 

Commercial Bank 
Savings & Loan 
Credit Union 

Totals 

Household 
Market Share 

87 
50 
39 

176* 

Relationships Per 
100 Households 

(number) 

87 
50 
39 

176 

Relationship 
Market Share 

49 
28 
22 

1 0 0 

"Mult iple relationships possible. Total exceeds 100% 

Section Two: Data Available From Consumer Research 

Group: Distribution: 
Respondents % Using or Would Use 

Number % Bank S&L CU. 

One-Stop Undesirable 1012 38 87 50 39 
Prefer Single Firm 955 37 51 26 16 

Prefer Fin. Svs. Center 734 28 67 70 41 

Totals 2601 100 

Section Three: Calculation Results 
cell percentages = group percent of total X distribution for group 

One-Stop Single Firm Fin. Svs. Center 
Undesirable Preferred Preferred Total 

% % % % 
Commercial Bank 34 19 19 71 
Savings & Loan 19 10 20 49 
Credit Union 15 6 12 33 

Section Four Estimated Distribution of Market Share in One-Stop Environment 

Market Share 100 Households Market Share 
% (number) % 

Commercial Bank 71 71 47 
Savings & Loan 49 49 32 
Credit 33 33 21 

Totals 153* 153 100 

'Mul t ip le relationships possible. Total exceeds 100% 
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that use a depository institution and the percent-
age of each household's total number of deposi-
tory institution relationships. It is based on 
data from PSI. This study found that 87 percent 
of all households that deal with a depository 
institution use one or more services at a com-
mercial bank. However, as Section One of 
Table 5 shows, the data might also be interpreted 
to mean that, on average, each household has 
some kind of service relationship wi th 1.76 
depository institutions. Thus, each 100 house-
holds have approximately 176 relationships 
and 87 of those relationships are with com-
mercial banks. In short, commercial banks 
have an 87 percent market share when the 
market is expressed as the total number of 
households maintaining a financial relationship 
with a given type of financial institutions. Banks 
have a 49 percent share when the market is 
expressed as the number of financial relation-
ships between households and depository insti-
tutions. 

The next step in the analysis was to recalculate 
the percentages of consumers who would use 
the three types of depository institutions. This 
was necessary because some respondents to 
the Fed survey provided too little information 
about the type of institution they would use if 
one-stop convenience were available to estimate 
their behavior in such an environment. We 
disregarded these responses. Respondents 
who stated they consider one-stop convenience 
undesirable were not eliminated. Instead, we 
assumed that their behavior would not change, 
and they would continue to use the three types 
of depository institutions in the same proportions 
as reported by PSI. The recalculated percentages 
are shown in Section Two of Table 5. 

Section Three of Table 5 shows the market 
share of households that each type of institution 
would control within each of the three user 
groups. The consumers' preference distributions 
for the depository institutions were multiplied 
by the percentage of households that each 
group represents to obtain these estimates of 
market share. 

Section Four of Table 5 parallels Section 
One. It shows household shares and total 
relationship shares of each type of institution 
in a one-stop convenience environment As 
noted above, household market share for each 
type of depository institution would be lower 
than the current market share because some 
consumers currently using multiple depository 

institutions would consolidate their financial 
services with one of the three types. The 
differences between the current and projected 
relationship market shares is small. Although 
some consumers would consolidate their finan-
cial services at one type of depository institution 
or another, their choice of institutions would 
vary and most consumers would continue to 
use multiple depository institutions. The con-
sumers tendency to stick with the tried and 
true is also a major theme in the related article 
contributed by SRI International. 

The Relationship Between Income 
and Financial Service Usage 

Thus far, we have focused on consumers as a 
single group; however, not all consumers have 
the same financial service needs. Affluent house-
holds generally are more active financially than 
those of more moderate means. Table 6 provides 
evidence of this. It shows, for example, that 
households with annual incomes in excess of 
$60,000 are twice as likely to use transactionable 
investment accounts and IRAs and three times 
as likely to use the services of full-line and dis-
count brokerage firms. 

The Atlanta Fed survey covered a larger 
number of financial services than the PSI study. 
In the Atlanta Fed survey, consumers who were 
not opposed to the concept of one-stop financial 
services and who specified a favored provider 
were asked what services they probably would 
obtain from a single firm, financial service 
center or financial service boutique. The re-
sponses confirmed the positive relationship 
between income and the use of large numbers 
of services. Of the 19 services studied (see 
Table 7), the likelihood of using one (passbook 
savings) decreases as income goes up. Obviously 
the reason is the lower return associated wi th 
these accounts. For five services—checking, 
life insurance, property and casualty insurance, 
real estate brokerage and tax preparat ion-
income was not related to likelihood of use. 
The likelihood of a consumer's using the remain-
ing 13 services was directly related to income. 

The Relationship Between Income 
and Service Consolidation 

The Fed survey found no statistically signifi-
cant evidence that households earning $35,000 
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Table 6 . Percentage of U.S. Households Using Selected Types of Financial Services 

Income (in thousands) 

Under $25- $40- Over 
Total $25 $40 $60 $60 

Transaction Services 
Regular Checking Accounts 66.1% 71.2% 64.1% 61.7% 71.2% 

Now Accounts 31.2 25.0 31.2 41.7* - 3 1 . 8 

(466) (125) (202) (98) (18) 

Share Draft Accounts** 35.8 30.4 37.6 41.8 33.3 

Transactionable Investment Services 
MMDA/SuperNOW Accounts 22.3 17.7 19.2 27.2 45.5* 
Money Market Mutual Funds 16.2 10.4 14.8 22.3* 34.8* 

Brokerage Services 
Full-Service Brokerage 12.7 5.9 10.6 23.8 31.8* 
Discount Brokerage 3.5 1.4 2.3 8.3* 9.1* 

Individual Life Insurance 
Term 31.4 25.0 30.8 45.1* 35.0 
Whole Life 43.9 34.9 49.5 52.9 50.0 
Universal Life 6.9 4.5 9.2 8.3 6.1 

Individual Retirement Accounts (IRAs) 22.7 10.8 20.9 40.8* 54.5* 

Total Number of respondents 1,199 424 426 206 66 

•Percentage is significantly higher than the percentage shown for all U.S. households (Total) when tested at the 95% conf idence level. 
- " A s k e d only of credit union members. Bases on which percentages are calculated are shown in ( )s. 

Source: Payment Systems Perspectives '83: A Special Report, Vol. 2, Payment System, Ine, Tampa, Fla 

or more a year are less likely than the population 
as a whole to consider one-stop financial service 
convenience desirable. Two other studies, how-
ever, suggest that affluent consumers are less 
likely than middle or lower income consumers 
to consolidate with a single firm. In other 
words, affluent consumers prefer to obtain 
their financial services from a wide array of 
suppliers. EBI's report notes: 

Overall, while there is a large segment of the 
sample who would consider consolidating 
their financial services into one institution 
. . . this segment of the population is heavily 
weighted with young, low to middle income 
consumers who are not currently using a 
diversified group of financial service providers. 
In short, the upscale segment . . . is the least 
likely to be attracted by consolidation.4 

In addition, PSI's Affluent Market Research 
Program, which surveyed over 1,500 households 
having annual incomes of $50,000 or more or 
net worths or $200,000 or above, found that 

"virtually none of the respondents indicated 
any tendency to consolidate their accounts." 

Consumer Demand for Services from 
Non-Traditional Vendors 

If those consumers whose financial lives are 
most active and most complex are unwill ing or 
unlikely to consolidate their financial services, 
does consumer demand for product deregulation 
exist? Empirical evidence suggests it does. The 
extent of that demand appears to be limited, 
however. 

One measure of consumers' demand for 
product deregulation is the degree to which 
they are will ing to obtain financial services 
from nontraditional vendors. Evidence of this 
willingness is mixed. For example, when EBI 
asked consumers how likely they would be to 
purchase life, health or property insurance 
through a bank, approximately 47 percent said 

34 M A Y 1984, E C O N O M I C R E V I E W 

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



Table 7. Types of Financial Services Likely to be Used at One-Stop Provider of Choice 

Income in Thousands 

Under $ 1 0 . 0 - $ 1 7 . 5 — $ 2 5 . 0 — $35 & 
Total $10 $17.5 $24.9 $34.9 Above 

Checking 87 80* 89 86 89 87 
Passbook Savings 70 70 74 77 70 63 
Certificates of Deposit 53 42* 48 52 57 64 
Money Markety Funds/Accts 44 27* 38 43 48 58 
Credit Cards 60 39* 58 64 64 72 

Lines of Credit 33 22* 28 34 35 42 
Consumer Loans 33 20* 31 37 37 39 
Mortgages 43 23* 39 46 52 52 
Second Mortgages 14 7* 10 13 16 22 
Life Insurance 28 27 28 34 27 26 
P&C Insurance 36 30* 38 38 35 39 
Real Estate Brokerage 18 13* 16 18 20 21 
Tax Preparation Ser. 33 28* 35 35 32 37 
Tax and Investment 27 13* 19* 24 30 42 

Planning and Advice 
Stock & Bond Brokerage 24 8* 15* 19 27 43 
Managed Investment Funds 17 8* 12* 10 22 30 
IRA/Keogh Accounts 44 21* 34* 45 52 63 
Estate Planning 21 14* 16* 16 23 33 

Settlement & Trusts 
Asset Management Accts. 11 5* 7* 6 12 21 

Total number of respondents 1,864 363 370 294 365 472 

Source. Federal Reserve Bank of Atlanta Survey 

they would be somewhat or very likely to do 
so.5 However, when PSI asked commercial 
bank customers if they would purchase life 
insurance from any depository financial insti-
tution they dealt with, only 17 percent ^aid 
they definitely or probably would.6 That is a 
large variation, some of which may be accounted 
for by the different wording of the questions 
and the broader spectrum of insurance products 
covered in the question asked by EBI. The EBI 
report also notes that some of the respondents 
"qualif ied their positive reactions with such 
disclaimers as I'm willing to check into the 
service," " i t depends on the service," or it 
depends on the price of the service."7 

The two studies were more in concert on the 
question of purchasing brokerage services from a 
commercial bank. In both studies, over a third 
of the respondents indicated they would do 
this. However, both also provided caveats. EBI 
again noted that many of the positive responses 

were qualified by statements like, " I 'm will ing 
to check it out," or "when I have money 
available to invest"8 PSI cautioned readers, 
saying, "These figures represent only the con-
sumer's predisposition to use a service." There-
fore, it should not be assumed that the potential 
for discount brokerage offered by depository 
institutions is currently anywhere near 35-40 
percent of affluent households."9 

In another approach to determining consumer 
demand for financial product deregulation, a 
factor analysis was performed using responses 
to the Atlanta Fed survey concerning services 
likely to be used at a one-stop financial service 
location. Factor analysis is a statistical technique 
used to reduce a large number of measure-
ments— in this case, the likelihood of using 
each of 19 services—to a smaller set by deter-
mining which seem to go together and measure 
the same factor. The four factors produced by 
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Tab le 8 . Factor Analysis Results 

Factor 

Factor One 

Factor Two 

Factor Three 

Factor Four 

Services 

Stock & Bond Brokerage 
Asset Management Account 
Tax and Investment Planning/Advice 
Managed Investment Funds 
Money Market Funds/Accounts 
Estate Planning, Sett lement & Trust 
IRA/Keogh Accounts 
Certif icates of Deposit 

Mortgage Loans 
Consumer Loans 
Second Mortgages 
Lines of Credit 
Credit Cards 
Real Estate Brokerage 

Checking 
Passbook Savings 
Certificates of Deposit 
Money Market Funds/Accounts 
Credit Cards 
IRA/Keogh Account 

Life Insurance 
Property & Casualty Insurance 
Tax Preparation 
Real Estate Brokerage 
Tax and Investment Planning/Advice 

this analysis and the services they comprise are 
shown in Table 8. 

Factor One is a set of services that would be 
used by a distinct segment of the population 
that can be described as packag^oriented 
investors. The "package" orientation is suggested 
by the demand for asset management accounts, 
which generally combine transaction and invest-
ment services in a single account All of the 
services that make up this factor may currently 
be obtained from a full-line brokerage firm. 
Many are also available from larger commercial 
banks. Under current regulations, however, 
banks cannot offer investment advice. Thus, 
existing regulations prevent any financial ser-
vice provider from directly filling all the needs 
of these customers. 

Factor Two is a combination of services that 
suggests a segment of the population best 
described as borrowers. In this combination, 
mortgages and second mortgages have high 
factor scores, suggesting that real estate invest-
ments are an important part of this segment's 
financial lives. Thus, it is not surprising to find 

that real estate brokerage services constitute 
one of this segment's financial service needs. 
Once again, however, regulations that restrict 
banks' real estate activities obstruct this segment 
from obtaining all the services it would like at 
one location. 

The services that make up Factor Three can 
be met by full-service depository institutions 
today. Lacking a better term, these customers 
might be called traditionalists. They seemingly 
would be content wi th the status quo or would 
prefer not to secure "banking' and other financial 
services at the same place. 

Factor Four is more difficult to interpret. This 
combination of services desired at a single 
location seems to reflect the needs of a security 
conscious, help-seeking group of people. They 
seem to want the services of independent 
professionals as well as those of insurance and 
real estate firms. One can only speculate why 
real estate brokerage would be one of their 
important financial service needs. Perhaps they 
are high-equity homeowners, or individuals 
who pay cash for primary or secondary homes, 
making sizable downpayments to minimize 
their mortgage payments. It is reasonable to 
believe that people with such a conservative 
financial orientation would consider it important 
to get professional help and advice when 
buying or selling real estate. 

Factor analysis provides no indication of the 
number of responses each factor represents. 
Thus, while the analysis may provide evidence 
of some consumer demand for deregulation, 
the extent of that demand cannot be determined. 

CONCLUSION 

Some, but far from all, consumers expect to 
gain from product deregulation. Fifty percent 
of those responding to the Atlanta Fed survey 
considered it desirable to obtain all their financial 
services at one location. Twenty-eight percent 
would like to obtain most of their services from 
one firm. Both of these facts appear to indicate 
considerable demand for product deregulation. 
Yet a factor analysis of the Fed's survey data 
suggests that some individuals in that 28 per-
cent may define "most" as those services they 
can already obtain from full-service depository 
financial institutions. In short, the data are not 
conclusive but leave the impression that the 
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general population's current demand for ad-
ditional product deregulation is not extremely 
strong. Educating consumers concerning these 
offerings and allowing them to become ac-
customed to obtaining these services from a 
single location might remove some resistance. 
But some firms may not believe the effort 
worthwhile in terms of training a staff and 
otherwise preparing to offer all these services. 

This survey of empirical evidence also leads 
to the conclusion that consumer demand for 
product deregulation is unlike the demand for 
interest-rate deregulation. The demand to earn 
higher interest rates was a compelling enough 
force to make consumers redirect their funds 
to the new types of institutions offering moneys 
market rates. With product deregulation, how-
ever, there is a gap between what consumers 

say they will do when broader product choices 
are offered and what they say they will do 
when they consider using non-tradit ional 
vendors. It is doubtful that convenience alone 
will cause large numbers of consumers to 
consolidate their services if financial products 
are deregulated in the future. More likely, 
financial service firms in a deregulated environ-
ment will have to prove their ability to provide 
services outside of their traditional purview 
effectively and at a competit ive price before 
consumers will make a change. 

—Veronica Bennett* 
'Veronica Bennett heads V. Bennett Asssociates and is director ot research for 
Payments Systems, Inc. 

Special thanks to Allen K. DeCotiis and John /. DeMarco of Payment Systems, Inc., 
Maria Martin and Leslie Langan Altick ol SRI International and Debbie Stern oi 
Synergistics Research. 

Af f l uen t Consumers ' Demand for 
F inanc ia l Products and Serv ices 

Affuent consumers (defined as those with annual 
incomes of $50,000 or more and/or with net worth of 
$200,000 or more) represent an attractive market to 
many financial service providers A nationwide survey of 
affluent consumers conducted by Payment Systems 
Inc. (PSI) in 1983 revealed, however, that this market is 
not homogeneous in terms of product usage and that 
such customers in general show little propensity to 
change their present ways of handling financial affairs. 

In making their financial decisions affluent consumers 
appear to make conscious tradeoffs between costs 
and benefts, risks and returns The majority say they 
shop for convenience rather than low cost for services 
such as checking. They also shop around to find the 
financial institution offering the highest return. All 
agree that quality financial planning and investment 
advice can be costly. Finally, while 53 percent prefer 
guaranteed returns on their savings 82 percent prefer 
to put some of their assets into non-guaranteed 
investments to get a higher rate of return. 

Affluent consumers say they want personal attention 
from their financial service providers Seventy percent 
feel it is important that the officers of their financial 
institutions know them personally; 78 percent agree 
they would stay with a account executive with whom 
they had established a good working relationship, 
even if the account executive changes firms; and 60 
percent prefer tellers to automated teller machines 
(ATMs) for routine financial transactions 

A majority of affluent consumers use eight financial 
and investment products or services First, of course, 
is the checking account; 90 percent of the respondents 
use one or more such accounts It should be noted, 
however, that the PSI survey definition of a "checking" 
account includes NOW and Super NOW accounts 

The second most widely used product is life insur-
ance with 87 percent holding one or more life insurance 
policies Nevertheless there appears to be little poten-
tial to sell new insurance products to this group. None 
of the respondents lacking life insurance coverage at 
the time of the survey indicated that they planned to 
obtain it in the next 12 months Only 1 percent of the 
life insurance users intended to increase their use of 
this financial product And 2 percent said they intended 
to discontinue policies Affluent consumers who value 
insurance protection obviously have already met their 
needs and some will probably get out of this investment 
vehicle gradually as they grow older and their life 
circumstances change. 

The remaining six products and services used by a 
majority of affluent consumers are: 
• Money market accounts or funds - used by 79 

percent; 
• Retirement accounts - used by 75 percent; 
• Brokerage services - used by 70 percent; 
• Passbook savings accounts - used by 65 percent; 
• Tax preparation services - used by 60 percent; and 
• Premium credit and travel and enterta inment 

cards - used by 59 percent. 
Knowing the percentage of affluent consumers 

who use each particular service provides no insight 
into specific combinations of services used by different 
groups. PSI performed a factor analysis of the survey 
data and found considerable diversity in the combi-
nations of services used. The six clusters of services 
that the analysis identified are shown in the accom-
panying table. The names assigned to the clusters are 
PSI's interpretation of the kinds of affluent consumers 
that use each group. 
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The absence of a particular product or service from 
the lists of services used by each segment in the table 
does not imply that none of the individuals use that 
service. Some may and some may not; however, 
usage is not consistent enough to make the unlisted 
product or service useful in identifying the segment's 
financial affairs For example, while one may reason-
ably assume that individuals in the Entrepeneur seg-
ment have transactions accounts, they do not gravitate 
toward any one type of transaction account Some 
may use checking (including NOWs and Super NOWs); 
some may use asset management accounts; some 
may use checkable money market funds; and some 
may be cash or iented 

In light of the variety of services affluent consumers 
use, it is not surprising to find that they deal with a 
number of different financial firms Six types of providers 
are used by a majority of the respondents: 
• Commercial banks - used by 87 percent; 
• National full-line brokerage firms - used by 74 

percent 
• Insurance companies - used by 73 percent 
• Independent professionals (attorneys CPAs, etc) 

- used by 72 percent 
• Savings and loans or savings banks - used by 68 

percent; and 
• Travel and entertainment card companies - used 

by 63 percent. 
In addition, about a third of the affluent consumers 

deal with direct-mail investment firms and credit 
unions, while 20-27 percent deal with bank trust 
departments, major retail chains, specialized brokerage 
firms and discount brokerage f irms 

With all their experience in dealing with different 
financial service providers affluent consumers should 

be able to identify the type of provider they would 
prefer if they wanted one-place convenience and 
could get all types of financial sen/ices from a single 
firm. The survey, however, shows a dichotomy exists 
between what affluent consumers say they want and 
what they say they would do. 

Two attitude questions tested the respondents' 
desire to consolidate their financial dealings with a 
single firm. On each question, 70 percent consis-
tently agreed that they would like to consolidate. 
However, when asked to place themselves in a hypo-
thetical situation where all providers could offer all 
services legally and to assume that the cost quality 
and features were the same regardless of provider, 
virtually none of the respondents indicated any tendency 
to consolidate their accounts Affluent consumers say 
that, in a deregulated environment they will still 
obtain insurance from insurance companies discount 
brokerage services from discount brokerage firms; 
credit cards from credit card companies or banks; tax, 
accounting and advisory services from independent 
professionals transactions savings retirement accounts 
and loans from commercial banks and savings institu-
tions; and other investments from national full-line 
brokerage f irms 

In short, while affluent consumers find the concept 
of product deregulation attractive, the availability of 
one-stop financial service convenience appears un-
likely, by itself, to encourage them to change their 
patterns They say it would be nice to be able to 
consolidate all their financial dealings; but before 
they will make a change, affluent consumers will have 
to be shown that a single provider can meet all their 
needs effectively and provide some advantage to 
them. 

C o n s u m e r Preferences in the New 
Financ ia l Serv ices Industry 

It is clear to financial services vendors that the 
industry has changed because of deregulation, but 
the effect of deregulation on consumers is less clear. 
Research conducted by SRI International's Consumer 
Financial Decisions (CFD) Program indicated that 
deregulation has produced little change in the way 
many households handle their financial affairs Two 
factors causing consumers' inertia are their fear of 
change and their unmet needs for information and 
advice. 

As a result of deregulation, consumers are deluged 
with advertising by financial services vendors The 
volume of advertising will likely increase dramatically 
over the next few years Households are bombarded 
with descriptions of the new financial products and 
vendors available to them. One reaction to these new 
options is typified by the CFD focus group respondent 
who eagerly anticipated the day he could buy a few 
shares of stock as he walked through the checkout 
line at his neighborhood grocery store A more common 
reaction, however, is for households to attempt to 

maintain the status quo, in fact to insist that nothing 
has changed. In a recent CFD survey, more than half 
of the U.S. households questioned stated that they 
are unlikely to try a new financial product unless 
someone they know recommends it. Thus, it is unsur-
prising that in the face of change, consumers continue 
to prefer traditional financial relationships 

The logic behind their convictions is sometimes 
surprising. For example, although less than one-fifth 
of the households surveyed use a stockbroker regularly, 
half say they would be comfortable dealing with a 
stockbroker in a brokerage office. Most households 
use banks regularly, but less than one-third say they 
would be comfortable with a broker in a retail store. To 
consumers, brokers belong in brokerage off ices not 
in banks or department stores. 

Clearly, consumers have not yet developed prefer-
ences for nontraditional vendors. As the table 
below indicates, more than three-fourths of those 
surveyed say that, if all vendors offered financial 
services at competit ive prices, they would prefer to 
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use banks. Yet, households do accept the idea of 
nontraditional vendors in theory. For example, more 
than half of the households surveyed believe that 
insurance companies could offer both insurance and 
checking, and more than a third believe department 
stores could. 

The gap between consumers' willingness to consider 
nontraditional vendors in theory and their will ingness 
to use them may be largely due to their inability to get 
information and advice for decision-making. In the 
deregulated environment households need information 
and advice. Half of those surveyed consider being 
able to obtain information and advice regarding finan-
cial decisions highly important. One-fourth consider it 
critical. Because they often are unwilling to pay for 
information or advice, however, most households fail 
to receive the assistance they need. One-third of the 
households surveyed say they do not know how to 
choose financial products and services. More than 
half say they never get information about differences 
in financial products, and two-thirds say they never 
get advice on which financial products are best for 
them. 

The need for information and advice represents a 
clear strategic opportunity for new vendors or those 
willing to change, since this need is one that is not 
being met by existing relationships. Although house-
holds tend to maintain traditional relationships because 
of their confusion, they appear willing to establish 
new relationships to get the information and advice 
they need Half of the households surveyed, for example 

say they would use a financial center (that is a 
financial "supermarket") for information, and close to 
half would do so for advice. Because bundling informa-
tion with all but the simplest of financial products 
increases a product's perceived value, vendors that 
regard information and advice as a marketing necessity 
(rather than a profit-generating product) in mass 
markets will be a step ahead in the new financial 
services industry. 

As the boundaries between traditional financial 
industries continue to dissolve, vendors must also 
concern themselves with developing or maintaining 
distinct images Consumers will continue to be attracted 
by particular institutional at t r ibutes such as safety 
and competit ive prices. But their will ingness to trade 
off one against the other will vary with their psycho-
graphic profiles, financial needs and current life 
stages. Image attributes such as competence and 
courtesy will be helpful in maintaining customer relation-
ships—less so in establishing them. Still other attributes 
such as vendor size, are often irrelevant to the 
consumer. 

The ideal image is insufficient to motivate confused 
consumers to modify their behavior. Promoting insti-
tutional differences or product features to consumers 
who insist nothing has changed wastes scarce market-
ing resources Vendors that choose instead to inform 
and direct the mass-market consumer will benefit 
now through cross-selling opportunities and in the 
future thróugh households' increased ability to differ-
entiate products and institutions. 

Rela t ionsh ip M a n a g e m e n t : 
A C o n s u m e r Perspect ive 

Consumer financial relationship management has 
emerged as the dominant retail financial strategy in 
the 1980s Success or failure in relationship manage-
ment will depend on a sen/ice provider's ability to 
integrate multiple services To achieve integrated, 
mutiple-service relationships financial service providers 
will offer a wide variety of deregulated products and 
services that establish an initial account with a cus-
tomer, and then encourage a total relationship including 
checking, savings, investing, insuring, and financial 
planning. 

One of the key pressures now acting on the environ-
ment of financial services is competit ion for the pool 
of household assets. The consumer financial market 
is highly fragmented in the distribution of these assets 
Even though the average consumer is using about 
eight services the average client relationship amounts 
to two services per client. Through effective use of 
relationship programs and multiple service offerings, 
providers can increase their business and decrease 
the cost of acquiring clients. 

The attractiveness of relationship management pro-
grams from the provider standpoint is obvious. Syner-
gistics Research Corporation (SRC) of Atlanta assessed 

consumer reactions to such programs last August by 
surveying 500 consumers across the country. The 
data can be projected to the 74 percent of U.S. 
households with incomes or liquid financial assets 
(excluding the primary home) of $15,000 or more. 

Respondents were asked: "If you could obtain most 
of your financial services from one financial services 
provider, would you consider this to be very much of 
an improvement somewhat of an improvement, not 
too much of an improvement or no improvement at 
all?" Data suggest tha t while consumers are less 
enamored of this concept than providers it appeals at 
least somewhat to the majority of those surveyed, as 
shown below: 

Very much of an improvement 20% 
Somewhat of an improvement 39% 
Unsure 6% 
Not too much of an improvement 15% 
Not at all an improvement 20% 
Marketing to the affluent is one of the segmentation 

strategies most often cited by financial services pro-
viders Many providers see relationship management 
as an approach to improving their affluent-market 
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position. Survey data, however, show that the single 
provider concept is not as appealing to income-
affluent or asset-affluent consumers as to others For 
example, only half the consumers with household 
incomes of $50,000 or more feel that the concept 
represents at least somewhat of an improvement, 
compared to 62 percent of those with household 
incomes below the $50,000 level. Similarly, the single 
provider concept appeals to 48 percent of households 
with $100,000 or more in liquid assets, versus 64 
percent of those with lower assets 

Consumer financial relationships are now highly 
f ragmented—especial ly within the upscale or affluent 
customer segment While these consumers use more 
services, they also maintain relationships with more 
nonbank providers Also they tend to rely on specialists 
such as accountants and attorneys for financial inform-
ation and advice. The net result is that it may be 
difficult for financial firms to encourage a consolidated 
relationship among members of this market segment. 
Relationship management, by definition, decreases 
or eliminates the number of specialists that consumers 
rely on for their financial needs. It also should reduce 
the amount of comparison shopping done for financial 
products or providers Survey data confirm that relation-
ship prospects are not oriented toward specialists or 
comparison shopping to the same extent as are non-
prospects 

Nearly two-thirds (63 percent) of consumers who 
feel that the single provider concept represents a 
substantial improvement strongly agree with the state-
ment "I would rather deal with one generalist for all 
types of financial services than with several specialists" 
In comparison, only one-third of non-prospects strongly 
agree with the same statement Relationship prospects 
are also more likely than non-prospects to agree that, 
"It takes too much t ime to comparison shop for 

financial services" (56 percent vs. 32 percent). There-
fore it appears that prospects are convenience-driven 
to some degree. 

One strategy for promoting relationship management 
being highly touted is to offer some form of financial 
planning sen/ices as a key element in the total relation-
ship. From a practical standpoint, however, many 
providers are skeptical about their ability to deliver 
financial planning in a cost-effective manner. Neverthe-
less SRC's research shows that consumers' reactions 
to the single provider concept are highly correlated 
with their stated will ingness to pay for financial advice 
on savings and investments 

Almost three-quarters (74 percent) of conumers 
who say they are "will ing to pay a reasonable fee for 
good advice about savings and investments" are 
attracted to the single provider concept, compared to 
only 44 percent of those who say they are not willing 
to pay a reasonable fee. Of course, we must take care 
in intepreting the term "reasonable fee." "Reasonble" 
as defined by providers is rarely the same as "reason-
able" as defined by consumers According to SRC's 
research, only 2 percent of the consumers surveyed 
have paid even $500 for financial planning during the 
past two years. 

Given the volatility of the current env i ronment— 
with new products new providers and uncertainty 
about interest rates—it is not surprising that consumers 
want and need financial information and advice. Con-
sumer demand for relationship programs seems to be 
real, as measured in this and several other SRC 
research studies It may well be that financial planning of 
some form will provide the impetus and incentive 
around which a relationship program can be built. 
Consumers surely will need an incentive to overcome 
the inertia complexity, or awkwardness involved in 
changing their financial relationships. 

NOTES 

'Telephone conversation with J. Brittain, Bnttain Associates, At lan ta Ga.. 
April 8, 1984. 

'Electronic Banking Inc, F inancial Service Usage and Product Strategies: 
A Nat iona l C o n s u m e r Survey, (Atlanta December, 1982) Appendix B.. 
Table 1, Page 1. 

•Payments Systems Inc, Payments Systems Perspect ives '83: A Specia l 
Repor t (Atlanta: July 1983). 

••Electronic Banking Inc, Appendix A 
"Ibid., p. 25. 

"Payment Systems Inc., Payment Sys tems Perspect ives ' 83 : A Spec ia l 
Repor t Payment Systems Inc. (At lanta Ga: July, 1983) Vol. 1, p 68. 
Electronic Banking Inc F inancia l Service Usage and Product Strategies: 
A Nat iona l C o n s u m e r Survey, Electronic Banking Inc. (At lanta Ga: 
December, 1982) p. 26. 

"Ibid., p. 27. 
"Payment Systems Inc., Payment Sys tems Perspect ives '83: A Spec ia l 

Repor t Payment Systems Inc. (At lanta Ga: July, 1983) Vol. 1, p. 73. 
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How are corporate banking services likely to 
evolve if securities activities restrictions are re-
moved? This article will utilize criteria that an 
expansion-minded bank (or other organization) 
would use in considering whether to enter cur-
rently prohibited businesses. 

Banks' potential investment management and 
credit and financing services are significantly 
limited at present by the Glass-Steagall Act. 
Removal of that law's limits on managing co-
mingled funds would allow banks to offer services 
that businesses desire. These services also would 
involve extensions of banks' present services 
and skills. 

However, removing corporate underwrit ing 
restrictions would not significantly increase the 
benefits perceived by large corporations. They 
would most likely fear puttingall financingeggs in 
one basket. Smaller corporations would be more 
likely to benefit from banks' entry. Banks now 
offering municipal underwrit ing and extensive 
government security trading almost certainly 
would expand to offer various types of debt 
placement and debt underwriting, but they are 
unlikely to enter into full-scale national debt 
and equity underwriting significantly. 

Business and Bank 
Reactions to 
New Securit ies Powers 

If Congress frees banks to com-
pete in the securities business, 
the institutions will face hard 
decisions on what activities to 
undertake. Here's a look at the 
challenges expansion-minded 
banks might face in marketing 
these new services. 

Background 
The legal framework for today's financial ser-

vices business was established primarily in the 
1920s and 1930s. The McFadden Act (1927) 
imposed geographical restrictions on com-
mercial banks. (The Douglas Amendment to the 
Bank Holding Company Act extended geograph-
ical restrictions to bank holding companies in 
1956.) The Glass-Steagall Act (1933) divided 
the financial services business into seg-
ments. In particular, commercial banks 
were prohibited from both investment 
banking and investment-related fi-
nancial services (underwriting, 
brokerage, mutual funds, 
and so forth). 
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While communications, transportation, com-
puters, and other technology have changed greatly 
over the past 50 years, the line-of-business seg-
mentation persists. However, the actual dis-
tinctions between commercial banks and other 
financial institutions have become blurred, espe-
cially over the last 15 years. 

One reason for the blurring has been the 
creation of the bank holding company able to 
engage in a variety of financial services other 
than commercial banking. Thus, major banks 
now offer a variety of financial services under 
their holding company structure. Some do so on 
an interstate basis. Yet two corporate financial 
services remain clearly prohibited to banks to-
day—securities underwrit ing and mutual fund 
management. 

Economic Framework 
In considering the corporate services that 

depository institutions would enter if the Glass-
Steagall regulatory prohibitions were removed, 
five factors offer a systematic framework for 
evaluating the overall attractiveness of currently 
prohibited business lines: profitability, cross-
product scale economies, synergy, competit ive 
advantages or disadvantages, and business simi-
larities or dissimilarities. 

These five factors are not mutually exclusive. 
In fact, the last four can be viewed as important 
attributes of profitability. Yet they are relevant 
because they are congruent with the way a 
merger-acquisition group or new product de-
velopment group would analyze and evaluate 
buying or developing new businesses. Thus, this 
analysis will attempt to simulate in capsule form 
banks' decision processes if legal-regulatory changes 
make such decisions possible. 

1. Profitability. The ultimate reason for entering 
a new business is a belief that it offers attractive 
long-run prof i t opportuni t ies. "At t rac t ive" 
means a return on investment that more than 
compensates for the costs of investment and 
the risk borne. Hence, the basis for profitability 
decisions is attractive return-risk situations 
relative to other opportunities available to 
commercial banks and other depository insti-
tutions. The risk dimension is crucial since the 
financial service business is undergoing rapid 
change in products, structure, and competition, 
with the associated increase in business risk 
that accompanies such change. 

2. Scale Economies. The design, development, 
production, and distribution of financial ser-
vices are characterized by scale economies. 
Here "scale economies" refer to situations 
where fixed costs are substantial and variable 
costs are low, so that average cost per unit falls 
wi th increased volume. If scale economies are 
extensive, they can produce a market structure 
characterized by only a few large service 
providers, possibly only one. Securities under-
writing is a clear example of a business with 
scale economies. Electronic distribution net-
works and computer-based processing are 
others that are pertinent to the emerging use 
of computer-communication technology to 
produce and distribute financial services. 

In terms of new businesses that banks are 
likely to enter, the issue is not simply scale 
economies per se but rather cross-product 
scale economies. Cross-product scale econo-
mies represent a particular kind of synergy. 
Nevertheless, scale economies are so impor-
tant in the emerging use of electronic-based 
financial services that this type of synergy 
merits special attention. 

3. Synergy. The term synergy is overused in 
mergers to refer to situations where two busi-
nesses can be run more profitably together 
than as separate entities. Product synergy is 
used here to refer to cross-product interde-
pendences that allow cost savings when two 
or more products are offered by a single 
enterprise relative to the same level of product 
offerings by separate enterprises. These savings 
also are called economies of scope. Often 
these will be marketing or management syn-
ergies—for example, the ability to have a 
calling officer sell several services to the same 
client 

4. Business Similarities/Dissimilarities. This 
category covers similarities and differences 
between current businesses in which banks are 
engaged—areas such as management skills, 
organizational structure, compensation structure, 
skill requirements, geographical location, and 
technologies. 

5. Competitive Advantage/Disadvantage. The 
terms competitive advantage and competitive 
disadvantage are used here to refer to anything 
that distinguishes banking from other financial 
service companies with which banks would 
have to compete. 
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Classification of Corporate Services 
The financial services used by corporations 

can be placed in three broad categories—invest-
ment-management, credit-financing and cash 
management. 

Investment m a n a g e m e n t services include 
pension fund management and other trustee-
based management for corporations or their 
beneficiaries. The central issue is the ability to 
expand current asset management services to 
include comingled funds or mutual funds. 

Credit-financing involves provision of credit or 
financing.1 Today, the only domestic business 
financing provided by banks is some form of 
lending. The central line-of-business issue is the 
expansion of financingservicesto include under-
writ ing for corporate debt or equity and a variety 
of underwriting-related financing assistance. 

Cash management is a catch-all term for the 
variety of transaction and information-based pro-
ducts provided corporations. Given the Federal 
Reserve's recent decision to allow Citicorp to 
offer a variety of computer-based services and 
even the incidental sale of computer hardware 
and time-sharing, there are few line-of-business 
restrictions covering cash management products 
and services. The only significant regulatory re-
strictions are geographical (McFadden and Douglas), 
namely, restrictions on the ability to establish de-
posit-taking offices across state lines. 

Since line-of-business restrictions are insignifi-
cant for corporate cash management services, 
we will disregard these bank services except as 
they involve placement of commercial paper in 
the consideration of financing-underwriting. 

Investment Management and Mutual Funds 
In managing pension funds and other invest-

ment management services including personal 
trusts, banks cannot create and manage internal 
mutual funds into which client funds are placed. 
Moreover, different clients' funds cannot be 
comingled if invested in corporate securities, i.e., 
managed as a single set of funds with pro rata 
assignment of investment returns. Commingled 
funds are viewed as a de facto mutual fund and, 
thus, as the offering of a security by the bank.2 

The inability to comingle funds or to achieve 
investment objectives via selection from a set of 
internal mutual funds is a significant competit ive 
handicap. Commingled funds are less expensive in 
both administrative costs and transaction-trading 

costs, since roughly the same effort is required to 
manage one large pooled fund as to manage 
each company's separate fund. Thus, with de-
regulation, any bank offering pension fund man-
agement and other trustee-managed funds could 
offer comingled funds or internal mutual funds. 
Exhibit 1 summarizes the pros and cons of this 
product addition for the offering bank. It shows 
virtually all benefits and no disadvantages. 

Since there are significant economies of scale 
in a well-automated commingled management 
service, there could be a net reduction in the 
number of service providers. Or, more likely, it 
could mean that a consortium of banks could 
form with centralized fund management and 
decentralized marketing and administration but 
wi th lower fees. Thus, the corporations seeking 
professional asset management also would be 
better off it these restrictions were removed. 
Asset management clearly would become more 
competitive. 

Retail Synergy: Mutual Funds 
Once mutual funds are created internally, it is 

logical in a deregulated environment to offer 
them also to the public. Therefore, it is reasonable 
to expect that banks now offering pension fund 
management and other trustee managed invest-
ments will enter mutual fund management, al-
though many banks' offerings would logically be 
managed passively as index-type funds. 

Once banks could offer mutual funds, these 
undoubtedly would be bundled into"cash manage-
ment accounts" like that pioneered by Merrill 
Lynch (with the assistance of Bank One). These 
accounts could offer: (1) an automatic sweep 
into a mutual fund, especially an ordinary money-
market fund or tax-exempt money-market fund, 
(2) automatic transfer between funds without 
any transaction cost, (3) the use of equity in 
mutual funds and other securities as collateral for 
an automatic loan, and possibly (4) a credit line. 
These accounts would be offered to consumers 
and businesses alike. 

While only a few banks with large trust depart-
ments would enter the mutual fund management 
business, most would offer mutual funds as part 
of their cash management accounts or security 
brokerage business. They could serve as agents 
for the funds of either other banks or nonbanks. 
Thus, virtually all banks would be likely to offer 
mutual funds to their clients. 

FEDERAL RESERVE B A N K O F ATLANTA 43 

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



Exhibi t 1. A Summary of the Pros and Cons Associated with Mutual-Fund-Like Services 

CRITERION 

PROFITABILITY 

STRENGTHS 

It is much less costly to manage pooled 
funds as a single commingled account 
than to manage many separate accounts 
especially for smaller companies. 

W E A K N E S S E S 

Over time, banks offering lower service 
delivery costs could attract more business 
but not see revenue and income growth 
comparable to their growth in managed 
assets. 

SYNERGY Major banks are the primary source of 
back-office processing for most of the 
mutual fund management companies. 

Funds are the best way to offer "passive 
assets management ' designed to match 
security market indices. Hence, banks 
would become more competitive in one 
of the most rapidly growing areas of fund 
management, especially in extending 
this service to small accounts of smaller 
companies. 

Fees (as well as costs) are much less for 
"passive asset management". 

SCALE ECONOMIES 

BUSINESS 
SIMILARITIES 

COMPETITIVE 
ADVANTAGES 
AND DISADVANTAGES 
VERSUS NONBANK 
COMPETITORS 

The crux of commingl ing is to obtain the 
benefits of aggregation and reduce the 
costs of many funds for n di f ferent 
companies to roughly 1/n-th the 
aggregate cost of n separate accounts 

1. Very similar to managing large pension 
funds and other trustee-oriented 
investment management services. 

2. Banks already provide back-office 
processing, shareholder account ing 
and investment research to many 
mutual funds. 

Major trust departments are much larger 
than most mutual fund management 
companies in terms of both assets 
managed and professional staff. 

Some mutual fund management 
organizations may cease to use banks 
for support services if they are perceived 
as direct competition. 

Financing Services and Securities 
Underwriting 

At present, banks provide companies credit 
and short-term financing but not significant long-
term debt or equity except in special situations. 
Thus, major companies issue commercial paper 
or borrow short-term from banks, and then rely 
primarily on other financial intermediaries to 
purchase or help them issue long-term debt and 
equity. Over time, a borrowing firm's underwriter 
not only will have provided underwrit ing of debt 
and equity; it also will have developed services 

sufficient to allow it to assume a preeminent role 
in advising on most aspects of corporate financing. 

The Argument for Corporate Underwriting 
The arguments for expanding bank credit-

financing services include profitability, synergy 
with current financing, and the competit ive ad-
vantage of offering a company "one-stop fi-
nancing." Along with these advantages of cor-
porate underwriting, Exhibit 2 lists the negatives, 
namely: (1) potential customer perception of 
conflict-of-interest between equity underwrit ing 
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Exhibi t 2. A Summary of the Pros and Cons Associated with Underwriting 

CRITERION STRENGTHS W E A K N E S S E S 

PROFITABILITY High sales margin, return on assets 

SYNERGY Client base is same as for commercial 
loans and credit; contacts within 
businesses are senior financial officers; 
"relationship" natures of banking and 
underwriting are similar and involve similar 
knowledge-skill sets. 

SCALE ECONOMIES There are cross-product cost sharing 
opportunities in image advertising, 
marketing and back-office operations. 

BUSINESS 1. Both commercial lending and 
SIMILARITIES underwriting are financial sen/ices. 

2. Knowledge of financing and financial 
markets is a key to both businesses. 

COMPETITIVE 
ADVANTAGES 

COMPETITIVE 
DISAVANTAGES 

There are many organizational, 
operational and technical similarities to 
municipal underwriting. 

Banks with large calling organizations 
are often the first source of financing for 
many companies. 

Banks are in regular contact with 
corporate financial officers. 

Banks could logically place commercial 
paper since they have information on 
companies with investable funds, and 
their balance reporting services are a 
natural communications link 

Volatile, business-cycle and interest-rate 
dependent revenue; high systemic risk 

Many companies do not want to obtain 
long-term underwrit ing from the same 
firms that provide them credit and/or 
short-term financing. 

Established firms with skilled personnel, 
investment in model technology, lack of 
securities marketing fuction are a 
significant entry barrier to new entrants. 

1. Both commercial lending and 
underwriting involve business-cycle 
and interest-rate risk 

2. Employee compensation is primarily 
via direct salary and perquisite in 
banking rather than bonuses, 
commission, or profit sharing. 

Municipal underwrit ing is usually won on 
a competit ive bid basis rather than the 
relationship-service-planning basis 
upon which most corporate under-
writers are selected. 

Banks lack the brokerage-based retail 
distribution required for large-scale 
national underwritings. 

Current bank market-making is limited to 
municipals and government securities 
rather than corporate debt and equity. 

Most banks lack the syndication and 
distribution structures of the investment 
banks and brokerage firms. 

Only the most senior officers in 
commercial banks receive compensation 
commensurate with that provided 
professionals in major investment banking 
firms; top salaries in most banks are for 
management rather than professional 
skills although some banks are now using 
commissions and other incentive 
structures in security trading, leasing, 
and consulting but this usually occurs in 
holding company units outside of the 
commercial lending area. 
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and being a provider of short-term credit, (2) 
competit ive disadvantages involved in going up 
against a partnership-oriented organization with 
high compensation for the talent required to 
design and price underwritings, and (3) the need 
for a distribution capability that would require 
activities such as full-service brokerage and se-
curity market-making. 

While underwriting is often viewed as a logical 
and attractive business, especially the apparent 
synergy from offering one-stop financing to com-
panies, a close examination of the strengths and 
weaknesses raises questions about how eagerly 
banks would enter into corporate underwrit ing if 
they received complete securities powers. 

The synergy of one-stop financing appears 
questionable. First, major companies already 
deal wi th many banks for credit so that the value 
of having one of several credit banks provide 
underwriting seems unlikely to increase admini-
strative efficiency. Second, relying on the same 
organization for short-term credit and most long-
term financing including its underwrit ing could 
be viewed as risky because of disadvantages of a 
company being dependent on a single vendor 
for two of its most critical needs—short-term 
credit and access to the capital markets. Third, 
and most important, most companies would be 
acutely aware of the conflict of interest between 
the role of credit granter and short-term lender 
and the role of underwriter of both equity and 
bonds. 

Corporate financial officers clearly would worry 
that, in times of financial duress, a bank concerned 
with the safety of its short-term loans could force 
an equity offering or long-term debt offering at an 
inopportune time. Because companies use short-
term financing as the primary means for controlling 
the t iming of long-term financing, most would 
prefer to have one vendor for short-term debt 
and another for underwriting both long-term 
debtand equity, ratherthan relyingon"one-stop 
financing." 

Since major companies now deal with several 
banks and most would not want their major 
credit banks to be their equity underwriters, it 
seems that the common assumption regarding 
the marketing value of a bank's ability to offer 
one-step financing is dubious for the major 
companies that comprise most of the under-
writing market. 

The foregoing has focused on the issue of 
marketing synergy because some form of synergy 

is usually cited as the primary argument for bank 
entry. However, other reasons against significant 
bank entry into underwrit ing are also strong. 

Profitability and Organizational Structure 
Most investment bankers that act as major 

underwriters are organized as partnerships. The 
underwriting business is highly covariant wi th 
the business cycle and the level of interest rates. 
Hence, there is significant year-to-year variation 
in both revenue and income. For this reason, 
firms find it difficult to pay consistently high 
compensation even though the business requires 
talented professionals. A significant portion of 
pay is given as bonuses rather than base salary, 
wi th the bonus reflecting the year's revenue and 
income. Thus, compensation is variable and 
much of the firm's risk (uncertainly in revenue 
and income) is shifted to the professional em-
ployees—both partners and non-partner pro-
fessionals. In addition, the partnership form means 
that while the most senior professional employees 
receive compensation via their partnership shares, 
they also bear equity risk. 

Banks, especially the major banks, cannot 
easily emulate either the high level of compen-
sation or the employee risk-sharing inherent in 
bonus and partnership income. First, banker 
salaries are generally much lowerthan the averge 
compensation paid underwriting professionals. 
Moreover, most banks today pay high salaries 
only to senior management rather than non-
manager personnel providing professional services. 
Second, if banks were to pay salaries comparable 
to the compensation in underwriting but without 
relying significantly on bonus and partnership 
income, the net effect would be a large salary 
base and, therefore, a volatile, highly seasonal 
profit contribution. Moreover, once higher em-
ployee compensation requirements are recognized, 
the actual profitability of underwriting to banks is 
likely to be much less than the apparent profit-
ability. 

In addition, compensation predominantly as 
salary would mean a high fixed cost that would 
make underwrit ing income risky and, thus, less 
attractive on a risk-adjusted basis than average 
income would suggest Finally, banks have only 
limited ability to tolerate volatile, uncertain in-
come streams because of their highly leveraged 
financial structure and narrow margins on lending. 
In sum, it seems quite doubtful that banks are 
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organizationally able to engage in broad-scale 
corporate underwriting on a significant scale.3 

Besides the problems involved in assisting 
companies with planning long-term financing, 
other requirements of the business also could 
prove troublesome for banks. One is the need for 
a distribution network. Both market-making and 
full-service brokerage also involve high compen-
sation and highly variable, business-cycle covariant 
income. Brokers, for instance, typically receive 
commissions as their primary source of income. 
Again, commission income is a device for shifting 
risk to employees in the presence of volatile 
revenue. But commission income is again a form 
of compensation alien to the rank-based salary 
ladders of most major banks. 

Bank Underwriting: Synthesis 
I n summary, it seems clear that full-scale national 

underwriting is not an easy, synergistic busi-
ness expansion for banks as they are currently 
organized. The usually assumed marketing synergy 
from being able to offer one-stop credit-financing 
would be of limited value to major companies 
and may even be rejected as risky and flawed by 
latent conflict-of-interest problems. Once the 
necessity of compensating skilled professionals 
generously is recognized, the apparently high 
average profitability becomes questionable. More-
over, the volatile, underwriting revenue pattern 
means that underwriting income is risky, espe-
cially if an organization cannot shift risk to 
employees by relying extensively on bonuses 
and partnership equity. Finally, the organizational 
structure of banks and the need to obtain or 
create market-making and security distribution 
capabilities constitute further obstacles to bank 
entry. 

These obstacles are formidable. Thus, it seems 
that few major banks, probably at most five or six, 
could rationally hope to become full-scale national 
underwriters. Given the clear risks associated 
with trying and failing, few major banks would be 
likely even to attempt aggressive direct entry 
into full-scale national underwriting even if there 
were no line-of-business restrictions. 

Rather than encouraging direct entry, complete 
securities line-of-business deregulation most likely 
would produce gradual expansion of major banks 
now engaged in municipal debt underwrit ing 
and U.S. and municipal-government securities 
trading into aspects of underwriting. Below are 
plausible types of underwritingactivity for banks. 

1. Commerc ia l Paper Placement. More banks 
apparently would become commercial paper 
underwriters and dealers. A few banks (for ex 
ample, Bankers Trust Company and Manu-
facturers Hanover Trust Company) already 
engage in this activity. In effect, major banks 
would seek to reestablish their role as short-
term borrowing-lending intermediaries between 
major corporations, a business that has shifted 
to four investment bankers4 as the primary 
intermediaries in dealer-placed commercial 
paper. 
2. Regional and Middle-Market Underwriting. 
Banks now in municipal underwriting may ex-
pand into limited underwriting for regional and 
middle-market companies, especially those 
not listed on major exchanges. Much of this 
underwriting would be debt rather than equity 
and much would be privately placed rather 
than through public offerings. But the ability 
to engage in public underwritings would allow 
banks to fill out their line of services. 
3. Industry Focused Underwriting. Some banks 
may specialize by industry—for example, electric 
utilities and other regulated companies obligated 
to obtain competit ive bids. 
4. Debt Underwriting. Some banks might seek 
to expand their financing for major companies 
by expanding existing debt-underwrit ing skills 
into long-term debt placement and underwriting 
for high-quality companies, but avoiding equity 
underwriting. 
5. Underwriting Syndicate Participation. Be-
sides direct underwriting and debt placement, 
banks that expand into brokerage or acquire 
brokerage firms would participate in under-
writing syndications. They would act not as a 
principal but as one of the many participating 
firms involved in the distribution network 
created for large underwritings. 

Conclusions 
Corporate banking services can be placed in 

three broad categories—investment management, 
credit-financing, and cash management. Aside 
from commercial paper placement (which some 
banks are now entering), corporate cash manage-
ment services are not curtailed by line-of-busi-
ness restrictions but only geographical restrictions. 
In contrast, investment management and credit-
financing services are limited significantly by 
current line-of-business restrictions. 
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Internal mutual funds and other kinds of com-
mingled fund management, currently prohibited 
to banks, represent a straightforward business 
extension of current pension fund and other 
corporate investment management services. 
Once banks offer internal mutual funds for their 
trusteemanaged funds, it is also a straightforward 
business expansion for them to offer mutual 
funds to the public and to incorporate them in 
retail cash management accounts patterned on 
those pioneered by Merrill Lynch and now offered 
by other brokerage firms, banks and thrifts. 

Bank entry into corporate underwriting involves 
much greater uncertainty in terms of both form 
and scope. Expanding into underwrit ing to pro-
vide more comprehensive credit-financing ap-
pears superficially to provide marketing synergy. 
But closer analysis suggests that major companies 
probably will want credit and short-term financing 
from a source other than their equity and long-
term debt underwriters. 

Virtually all other factors appear negative also. 
Thus, few if any banks are likely to become full-
scale, full-service national underwriters. If all 

line-of-business restrictions were eliminated, bank 
entry into underwriting would be limited to 
banks already in municipal underwriting or govern-
ment security market-making and would be 
focused on smaller regional companies and other 
specialized services. In addition, those few banks 
that choose to offer full-service retail brokerage 
seem more likely to participate as part of 
underwrit ing distribution systems rather than 
as the lead underwriter. 

Conversely, investment banks specializing in 
corporate underwriting are unlikely to enter full-
scale commercial banking in terms of direct 
credit and short-term financing for corporation 
although they would continue to place com-
mercial paper. 

— Bernell K. Stone* 

•Berne// K. Stone is the Mills B. Lane Protessor or Hanking and Finance. Georgia 
Institute ol Technology. 

'Credi t is used as a generic term for any agreement, both contractual and 
non-contractual, to loan funds up to a specified maximum level. The 
standard forms are credit l ine (non-contractual commitment to lend at a 
formula rate such as a prime for a term up to a year), c red i t agreement 
(contractual commitment to lend for a term up to a year), revolving credit 
agreement (contractual agreement to lend for periods in excess of a year 
under a variety of rate agreements and possibly with a time-varying upper 
limit). 

' The issue of commingling trust assets has been the subject of litigation. The 
Investment Company Institute challenged Citibank's offering of a commingled 

fund service in 1969. The courts agreed that there was an implicit security 
offering and a violation of Glass-Steagall. 

•An argument to counter the issues of salary form would be to create 
underwriting as a separate holding company unit so that it could emulate 
the organizational form of the major underwriting organizations This 
device would clearly enable a different salary structure, salary level and 
organization. But if it is operated as a separate holding company unit, the 
market synergy, cross-product cost savings and other arguments for 
bank underwriting are invalid. 

"These are Goldman Sachs, AG. Becker. First Boston and Merrill Lynch. 
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Investment Banking: 
Commercial Banks' Inroads 

The evolving competit ion between securities 
firms and commercial banks has come into 
increasingly sharp focus in recent years. This 
article examines some of the historical ante-
cedents and contemporary market forces at 
work in both the retail and wholesale sectors of 
the securities business which bear on its interface 
with commercial banks. This examination leads 

Commercial banks and securities firms have invaded 
each others' turf more and more often in recent years. 
These incursions strain product limits of the Glass-
Steagall Act from both sides. 
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to some suggestions about possible direction 
and speed of future competit ive change in these 
market sectors. 

Historical Evolution 
Since 1933, the traditional role of U.S. com-

mercial banks has been reasonably clear; the 
niches occupied by various groups of securities 
firms during this period have been less well 
understood. Some observers see the securities 
business as a relatively homogeneous activity; 
others see it as a disparate series of independent, 
easy-entry" lines of commerce." Neither of these 
stereotypes mirrors reality. Instead, competit ive 
factors have divided the business more practically 
into "retail" investor services and "wholesale" 
services to corporate, municipal and institutional 
customers. 

Securities firms and deposit-taking commer-
cial banks have undergone separate mutations 
in response to broader developments in financial 
services, but the historic routes and influences 
that have brought them to their current positions 
have much in common. The post-World War II 
U.S. commercial and investment banking structure 
grew out of legislation and regulatory interpretation 
in the 1930s. The Securities Act of 1933, the so-
called Glass-Steagall Act, threw up a Chinese 
Wall between deposit-taking and securities-deal-
ing firms and thus created an industry structure 
that is mirrored only in Japan, among indus-
trialized countries. 

This structural dichotomy survived for several 
post-war decades without major challenge, per-
haps in part because the United States was 
enjoying an unprecedented era of secular growth 
accompanied by relatively high savings, nominal 
inflation and low interest rates. Each group of 
financial intermediaries was comfortable, pro-
tected, and able to prosper within its assigned 
niche in the industry structure. 

The McFadden Act and the Douglas Amend-
ment protected and nurtured local and regional 
banks and curbed the money center banks' 
market shares in domestic lending and deposit-
seeking. But these large banks diversified and 
grew by following corporate customers into the 
largely unregulated international arena Likewise, 
insurance companies were major beneficiaries 
of the post-war institutionalization of savings, 
and thrifts prospered by fueling the growth in 
home ownership with fixed-rate, long-term mort-
gages. 

On the other side of Glass-Steagall's Chinese 
Wall, an ever-expanding base of individual stock 
ownership and overall market trading volume 
promoted growth and consolidation within the 
retail securities sector. Increasing corporate and 
municipal underwrit ing volume also yielded at-
tractive profits to the wholesale investment bank-
ing sector. Growth in institutional investor de-
mand, which first came into focus in the early 
1960s, created yet another dimension for post-
war securities industry growth. Over time, that 
dimension has come to be associated and identi-
fied more closely wi th the wholesale investment 
banking function. 

Meanwhile, beginning in the 1960s, changes 
in the domestic and world economy conspired 
to upset the equilbrium in this financial services 
structure. Several important factors that particu-
larly affected competit ion between commercial 
and investment banks were the rise of the Euro-
markets, the increasing sophistication of both 
institutional investors and corporations, and the 
acceleration of inflation and interest rates in the 
1970s, with a consequent realignment of se-
curities values and investor preferences. 

"The McFadden Act and the Douglas 
Amendment protected and nurtured 
local and regional banks and curbed 

the money center banks' market shares 
in domestic lending and 

deposit-seeking." 

Originally minimized in the mid-1960s as a 
minor and temporary phenomenon, the Euro-
markets' evolution into a large and permanent 
"supra-national" market has created an arena 
outside the jurisdiction of Glass-Steagall where 
participation is open to diverse financial insti-
tutions will ing and able to assume the attendant 
risks. This market, abetted by the advances in—-
and application of—electronics technology, has 
spearheaded the rapid evolution toward a global 
market in money. Linkage of the various national 
capital markets with the Euro-markets and ac-
companying aggressive arbitrage on rates and 
terms have established money as a truly fungible 
commodity, whose movement across national 
and currency frontiers is increasingly difficult to 
control.1 It has thus become more and more 
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compelling for U.S. financial service organizations 
to accommodate this global market. 

In the United States, the inexorable insti-
tutionalization of savings had, by the beginning 
of the 1980s, raised the institutional sector share 
of the New York Stock Exchange equity wealth to 
35.4 percent (from 17.2 percent in 1960) and its 
1982 share of equity market trading to 83.8 
percent (from 24.3 percent in I960).2 Money 
market funds have grown from nothing in the 
early 1970s to more than $1 75 billion at the end 
of 1983. This institutionalization has loosened 
the commercial banks' link to the individual 
saver and focused much of the securities in-
dustry's attention on the large portfolio manager. 

Corporations also developed and expanded 
their internal financial engineering capabilities 
over this period. The growth of the commercial 
paper market to a mid-1983 annual rate of 
$123.7 billion (versus $4 billion in 1960)3 reflects 
large companies' willingness to substitute these 
less expensive but potentially more volatile short-
term funds for traditional commercial bank lines 
of credit. This development also has diminished 
an important, moderate-risk revenue stream for 
the commercial banks and forced them into 
other, often more risky funds deployments as 
well as more costly retail lending avenues. After 
the oil shocks of 1974 and 1979, this redeploy-
ment was evidenced by the much greater volumes 
of foreign, cross-border loans. 

Of the forces that increased the pressure on the 
financial services industry status quo during the 
1970s, accelerating inflation and rising interest 
rates were among the most pervasive. For many 
years, savings patterns had been fairly stable. 
Most individual savings were channeled to com-
mercial banks, thrifts and insurance companies 
in exchange for a modest interest return. 

Although earlier flare-ups in interest rates had 
failed to disrupt this deposit pattern seriously, 
inflation and interest rate jumps after the first oil 
price hike in 1973 appear to have precipitated a 
structural change in retail savings. 

On one side of the Glass-Steagall wall, man-
dated rate differentials were causing commercial 
banks and other deposit-gathering institutions to 
lose deposits to money market funds and other 
intermediaries capable of adjusting more rapidly 
to changes in prevailing interest rates. Institutions 
such as thrifts, holding fixed rate instruments 
with greatly diminished value, suffered from 
badly mismatched maturity funding sources on 

the liability side of their balance sheets. As retail 
deposits deserted them for substantially better 
returns elsewhere, their options were to turn to 
the higher-cost wholesale markets for replace-
ment funds or else sell their assets at substantial 
losses from their original value. Unlike the com-
mercial banks, they had few alternative strategies 
for survival until passage of the Cam Act in 1982. 

On the securities side of the Glass-Steagall 
wall, higher inflation and interest rates also created 
serious dislocations. The consequent downward 
revaluation in the market prices of securities 
created disaffection among retail and institutional 
investors and disrupted the markets for new 
issues of securities as well as for secondary 
market trading. Concurrently, inflation substan-
tially increased securities firms' operating costs, 
especial ly since the i r overhead is heavi ly 
weighted with the "people" costs and electronics 
support systems deemed necessary to stay com-
petitive.4 

Break with the Status Quo. These develop-
ments have impelled various financial service 
institutions to seek out n e w — a n d hopefully 
more promising—business niches. On the de-
posit-accepting side, various legislative and regu-
latory changes initiated at the behest of industry 
lobbyists have facilitated this development. De-
regulation of the interest payments permitted on 
deposits (Regulation Q), for instance, has helped 

"Of the forces that increased the 
pressure on the f inancial services 

industry status quo during the 1970s, 
accelerating inflation and rising interest 

rates were among the most pervasive." 

spur an intensive competit ion for retail deposits. 
While these deposits are more expensive than 
they were prior to the deregulatory measures, 
they are seen as a stabilizing counterbalance to 
the banks' and thrifts' mismatched asset maturity 
structures. 

To help attract those deposits and to spread 
the overhead of the infrastructure and marketing 
costs, banks and like institutions have sought 
both to broaden their retail product offerings 
and to explore alternatives for delivering them, 
including radically different electronic distribution 
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systems. There also has been a more concerted 
search, particularly by commercial banks, for 
additional products and services to strengthen 
relationships with traditional corporate customers. 

In building new ties to both the retail saverand 
the corporate customer, commercial banks and a 
variety of other nonbank institutions have moved 
to break through the Glass-Steagall wall to get 
into new areas of the securities business. They 
have noted the growth in securities trading 
volume and the industry's greatly enhanced 
revenue stream. 

Securities firms focusing on individual investors, 
however, have not themselves been comfortable 
with their own situation. They recognize that a 
large part of their profit derives from their role as 
banker for their customers and that their own 
historic "deposi t base" (free credit balances), 
like that of the traditional deposit-taking insti-
tutions, has come under attack from the money 
market funds and other higher-yielding instru-
ments. They have responded in part by creating 
their own in-house savings vehicles to hold those 
deposits and by creating an even wider variety of 
products and services both to retain customers 
and to spread their overhead across a wider base. 

A consequence of that deposit-protecting and 
product diversification strategy has been for 
securities firms to emulate competing financial 
intermediaries on the deposit-taking side of the 

"In building new ties to both the retail 
saver and the corporate customer, 
commercial banks and a variety of 

nonbank institutions have moved to 
break through the Glass-Steagall wall 
to get into new areas of the securities 

business" 

Glass-Steagall wall. They have initiated moves to 
break through that wall into the territory of the 
commercial banks, thrifts and insurance com-
panies by offering de facto checking and savings 
accounts, consumer loans, home mortgages and 
various insurance products. 

These retail brokerage firms also have sought 
to combat accelerating overhead and squeezed 
margins by attempting to integrate backward 
into the "manufacture" of their financial products. 
They have created special " th ink tank" groups to 
devise new marketable instruments such as unit 

trust, tax-advantaged investments and various 
"str ipped" securities. It also has propelled them 
into a more active competit ion for leadership in 
new corporate underwritings, thus obtaining se-
curities that are typically attractive products for 
their retail (and institutional) clientele and whose 
management and underwriting fees add incre-
mental revenue to the selling commissions they 
traditionally have received. 

Both retail securities firms and commercial 
banks have noted that wholesale investment 
firms were not hurt seriously by any of the major 
international or national money market develop-
ments in which their institutional and corporate 
customers were active during the 1970s and 
early 1980s.5 To be sure, the banks often were 
prodded into making massive incremental invest-
ments of people and money to accommodate 
structural changes in their institutional and cor-
porate markets. But they found ways to cushion 
their revenues even when the volume of under-
writings declined cyclically.6 The activities and 
employment within these firms increased dra-
matically during the 1970s,7 and profitability 
held up much better than was true for the retail 
brokerage firms.8 Notably, one of the wholesalers' 
diversifying moves was into the lucrative high-
net-worth sector of the retail brokerage business— 
primarily because it was a profitable exploitation 
of their in-place research and trading activities 
rather than as a way of ensuring distribution for 
their underwritings. 

These competitive "migratory" moves are note-
worthy. Some of them appear to be in defiance 
of the spirit, if not the letter, of the 1933 act 
Challenges to the long-held interpretation of the 
limits on business activity imposed by the act 
surfaced only as a result of economic and com-
petitive forces in a more fragile and volatile 
environment Industry competitors began to dis-
cover that, like the Wizard of Oz, the Glass-
Steagall wall was much more formidable in 
appearance than in reality. Once tested by restive 
competitors with inventive legal counsel in an 
environment generally sympathetic to deregu-
lation, gaps opened up that allowed competitors 
to cross through the wall in both directions. 

It is still too early to predict with confidence 
the durability or success of many of these com-
petitive moves. Nonetheless, we can learn some-
thing about their dynamics by looking at specific 
market segments. To do that, let us search for 
likely longer-term competit ive patterns in two 
segments of the securities business. 
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Retail D i scount Brokerage 
An industrial organization view of the retail 

securities sector would depict a number of tra-
ditional, full-service brokers in the center, with 
individual savers on the one hand and the 
various capital users on the other. Primary and 
secondary transactions in traditional stocks and 
bonds have declined in importance as new 
products, many of them devised by the firms 
themselves, have grown in variety and volume. 

A number of new firms have entered this 
business in recent years, including wholesale 
securities firms seeking to skim the cream through 
appeals to wealthy customers and discount brokers 
aiming at the price-sensitive, independent in-
vestor. Discount brokers emerged after securities 
commission rates were deregulated on May 1, 
1975. In the immediate aftermath, rates on 
institution-sized transactions fell by almost 50 
percent, whereas rates on trades under 200 
share actually rose by almost 10 percent.9 During 
the first couple of years of the negotiated com-
mission era, the retail discounters made little 
progress, perhaps in part because of inertia on 
the part of individual investors. The discounters' 
market share began to grow materially after 
1977, however, and by the beginning of 1984 
fully 14 percent of the retail trades on the New 
York Stock Exchange were handled by discount 
brokers.10 

Commercial banks and thrifts moved into 
discount brokerage beginning in 1982.11 Many 
leading money center banks have acquired or 
affiliated with established discount brokerage 
operations.12 Other banks have set up their own 
operations but clear the trades through a con-
ventional securities firm.13 In some instances, 
commercial banks and thrifts have even invited 
brokerage firms to set up booths on their banking 
floors, much as Dean Witter is doing within the 
retail stores of parent Sears, Roebuck. 

The number of commercial banks and thrifts 
offering brokerage services has grown from vir-
tually none in 1981 to an estimated 1,500 at the 
end of 1983.14 One market observer has predicted 
that, with the growing participation of the com-
mercial banks, discounters' share of the retail 
securities market could grow much larger within 
the next several years.15 

With the effective neutralization of the Glass-
Steagall legal barrier that had prevented banks 
from offering brokerage services, the question 
remains whether economies of scale or other 

barriers will inhibit the commercial banks, thrifts 
and others from maintaininga sustained presence 
in the retail brokerage business.16 In an earlier 
study, Irwin Friend and Marshall Blume sug-
gested that economies of scale are relatively 
modest in the brokerage business. Certainly 
these new bank entrants, whose overhead costs 
are largely covered by other service activities, 
appear to enjoy a current price advantage over 
full-service brokerage firms. That could change 
as the full-service brokers cut costs and spread 
their remaining overhead across an ever-broad-
eningarrayof products and services. It could also 
be altered if commercial bank entrants move 
from discount transactions into a more full-
service configuration. While trade reports indicate 
several banks have abandoned brokerage ope-
rations because of disappointing profits, the 
primary motivation for a number of others may 
be different. If this activity generates incre-
mental retail deposits and other attractive 
retail "cross-selling" opportunities, it may be-
come a permanent fixture in the banks' product 
line regardless of its profitability. 

Wholesale Services 

In contrast to the fluidity of the retail sector, 
the wholesale securities sector, catering as it 
does to corporate, municipal and institutional 
clienteles, is resisting intrusion more effectively. 
That appears to be the case from the viewpoint 
of either an aspiring retail securities firm tryingto 
integrate backward into product"manufacture," 

"The number of commercial banks and 
thrifts offering brokerage services has 
grown from virtually none in 1981 to 

an estimated 1,500 at the end of 
1983." 

or a non-traditional intermediary attempting to 
penetrate the wholesale business. 

Competit ive patterns in the wholesale sector 
appear to differ materially from those in the retail 
sector. A variety of investment banking inter-
mediaries are competing for the business of 
increasingly sophisticated capitakaising corporate 
clients on the one hand, and a group of "savers" 
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Table 1 . Dollar Revenue Concentration: Combined Negotiated and Competit ive Securities 

(all $ figures are in millions) 

1970 1971 1972 1973 1974 1975 1976 1977 1980 1981 1982 

Debt 

Top 4% 32 30 32 36 47 42 42 42 41 39 45 
Top 8% 53 50 56 62 68 66 64 67 63 60 64 
Top 1 5% 80 77 79 89 89 88 88 92 86 84 87 

TOTAL UNIVERSES 139 141 92 48 140 198 194 153 748 920 1,704 

Equity 

Top 4% 44 31 29 30 49 41 39 46 44 41 43 
Top 8% 67 51 51 53 72 65 62 67 68 65 67 
Top 1 5% 97 75 77 80 93 89 89 92 88 87 90 

TOTAL UNIVERSE $ 109 268 263 134 86 211 181 159 346 350 289 

Debt & Equity 

Top 4% 33 27 27 33 44 39 36 41 42 41 45 
Top 8% 55 47 47 53 63 61 58 64 62 60 65 
Top 1 5% 80 73 76 79 87 87 84 91 88 84 88 

TOTAL UNIVERSE $ 253 408 355 182 227 409 375 312 1,053 1,220 1,948 

Source: Securit ies and Exchange Commission Data (1970-1977) released to author/Securi t ies Industry Association (1980-1982) as provided by 
NYSE adjusted for ' Universe of top 25 firms. Data for 1978 and 1979 were not available from the NYSE. 

heavily dominated by sophisticated institutions 
investors on the other hand. The growing com-
petences of the traditional corporate clients and 
the heavily reinforced staffs of the wholesale 
securities firms17 have accelerated the pace of 
"new product" and service innovation. Increas-
ingly, the character of innovation has drawn on 
the secondary market intelligence generated by 
the wholesalers' trading floors. A numberof firms 
have even moved part of their corporate finance 
groups down to those trading floors to provide 
better what their corporate clients identify (and 
pay for) as "value-added" services. 

Some wholesalers entered the institutional 
markets seriously in the early 1970s as a defensive 
move to service their corporate clients better. 
Others that already had substantial positions in 
trading used this as a lever to obtain new cor-
porate business. The institutional investors, for 
their part, have escalated the quid pro quo for 
their business, so that to be an investment 
banking participant in the institutional services 
(and therefore the corporate) sector requires a 

large commitment of capital and human re-
sources. For some wholesalers the serious com-
mitment to trading was originally a means to an 
end, but in some instances that activity has 
become so large that it rivals the firms' corporate 
finance activities.18 

Retail securities firms' efforts to integrate back-
ward into this wholesale sector have been mo-
destly successful at best The top eight whole-
sale firms' grip on various parts of the business 
has, if anything, grown stronger in recent years. 
This is true in the underwriting of corporate 
securities, whether one looks at a volume of 
corporate securities managed 19or revenues from 
corporate underwriting activities (see attached 
exhibit). The same also holds true for municipal 
finance,20 for perceived trading competence 
among institutional clients 21 and for the lucrative 
merger and acquisition counseling business.22 

Several new or potential entrants to the se-
curities market have emerged. They include 
foreign banks, with their merchant banking skills 
developed and refined in traditionally integrated 
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commercial and investment banking home mar-
ket settings and in the Euro-markets.23 They also 
include a variety of businesses that recently have 
purchased securities firms with some represen-
tation in the wholesale market. Among these are 
insurance companies (like Prudential), merchan-
dising companies (like Sears), and financial ser-
vices companies (like American Express). In 
addition, more and more money center and 
regional commercial banks have shown interest 
in parts of the wholesale market which they 
believe are not closed to them by the Glass-
Steagall Act.24 

These potential entrants believe they have the 
regulatory license to compete in a wide range of 
activities. For the commercial banks, some of the 
more important include Euro-market foreign ex-
change hedging, underwriting, lending and trading; 
U.S. government bond underwrit ing and trading; 
interest rate futures; general obligation, munici-
pal underwrit ing and trading; mortgage-backed 
securities trading; real estate financing; taxable 
and nontaxable private placements; mergers 
and acquisitions; venture capital and leveraged 
buyouts; financial counseling; leasing and port-
folio management. 

Viewed from a national market perspective, 
the commercial banking group enjoys major 
positions in Euro-financing,25 leasing,26 and port-
folio management.27 Until now, they have been 
excluded from underwriting corporate securities28 

and severely restricted by Glass-Steagall's pro-
hibition on revenue bond financing, which in 
recent years has constituted approximately three 
quarters of municipal underwrit ing volume.29 

In the areas of taxable private placements and 
mergers and acquisition counseling, no legal 
barriers prevent overt commercial bank com-
petition with securities firms, and yet the results 
have been disappoint ing from banks' per-
spective. Their penetration in private placements 
has been quite modest, although growing,30 and 
their share of mergers and acquisitions assistance 
at the national level thus far has been nominal.31 

In venture capital, neither commercial banks nor 
the cadre of leading securities firms have had 
much impact thus far, although commercial banks 
have been increasingly active in leveraged buy-
outs and both groups profess a major interest in 
venture capital for the future.32 

Commercial banks have had a similar record at 
the regional level. Several regional banks have 
established "investment banking" or"corporate 

finance" departments,33 usually well-separated 
from commercial lending activities. They offer a 
variety of services, including private placements, 
mergers and acquisitions, financial consulting, 
venture capital, leveraged buyouts, valuations 
and appraisals, various types of asset-based fi-
nancing and international financing accommo-
dations. Full-time personnel and revenues tend 
to be modest; these departments typically have 
had limited success in mobil izingthe sponsoring 
banks' resources and momentum on behalf of 
these investment banking activities. 

In sum, despite efforts to penetrate the whole-
sale securities markets, the commercial banks' 
overall record thus far has been unimpressive. In 
view of their professed interest in wholesale 
corporate finance, what are the prospects for the 
future? 

Aside from the regulatory constraints discussed 
above, future progress for many commercial 
banks may hinge in part on their ability to sell 
corporate customers on the banks' professional 
capabilities in providing investment banking ser-
vices. 

It also will hinge on banks' ability to convince 
themselves that they have those capabilities. 

"Corpora te underwr i t ing leadership 
increasingly depends on quick and 

deep access to institutional investors 
that can be assured only by a 

cont inuous presence in the secondary 
markets." 

Two important aspects of the wholesale invest-
ment banking business seem clear: (1) activities 
within this sector tend to be interdependent and 
(2) the successful players in this market have 
made an important accommodation to the"cul-
ture" of investment banking, with its attendant 
risk and reward structure and high level of 
personal commitment. 

The Interdependent Parts. Many of the key 
activities in wholesale investment banking are 
not isolated "lines of commerce" in the classic 
economic sense but rather"joint product" activities 
that are, to one degree or another, actually 
interdependent. A leadership position in the 
annual underwriting" league tables," for instance, is 
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treated by investment bankers as tangible evi-
dence of their market presence and overall 
corporate finance skill, and is used as a selling 
tool to convince current and potential corporate 
clients of their acumen in such areas as financial 
counseling, private placements and, very lucra-
tively, mergers and acquisitions. 

Corporate underwriting leadership increasingly 
depends on quick and deep access to institutional 
investors, an access that can be assured only by a 
continuous presence in the secondary markets. 
That ongoing market activity, in turn, depends 
not only on the commitment of people and 
capital; it also depends on "product" that pro-
vides the excuse for securities salesmen to main-
tain daily contact with institutional portfolio 
traders and elicit a steady flow of transactions. 

Wall Street's response to the introduction of 
Rule 415 " s h e l f registrations demonstrates that 
investment bankers understand this interlocking 
system and act accordingly. When the Securities 
and Exchange Commission first began " s h e l f 
registrations on a trial basis in March 1982, it 
expressed hope that the introduction of de facto 
competit ive bidding on these offerings would 
not only yield savings to corporate issuers but 

"Despi te efforts to penetrate the 
wholesale securi t ies markets, the 

commercial banks' overall record thus 
far has been unimpressive." 

also would boost competit ion by opening the 
market to a broader array of competing under-
writers.34 

While corporate issuers have realized signifi-
cant savings,35 the leading wholesale firms' re-
sponses have further concentrated, not broadened, 
the group of competing intermediaries. 

These traditional underwriting leaders, as noted, 
have continued to consider high standings in the 
annual underwrit ing"leaguetables" important in 
soliciting business in other areas. In addit ion, 
because they are continually under pressure to 
generate adequate volumes of marketable pro-
ducts to feed their institutional trading and 
distribution networks, the " s h e l f registrations, 

representing well-known credits, are often at-
tractive acquisitions. 

Perhaps most important, the traditional under-
writing leaders have continued to hold onto their 
ties with certain corporate clients. They act as 
though the loss of a client's " s h e l f offering to 
another investment bank could pose a threat to 
that relationship, with its prospects for other 
profitable pieces of business. 

Thus, in most instances, these traditional leading 
wholesale investment banking firms have stepped 
in and aggressively (and often successfully) bid 
for their clients' 415 offerings. Having won the 
bid, these underwriting firms often have omitted 
or sharply curtailed the size of the distribution 
syndicates, thus further concentrating the new 
issue business. Investment banks' behavior in 
connection with "she l f registrations helps clarify 
the interlocking nature of the corporate (whole-
sale) services business as well as the competit ive 
response that leading securities firms could be 
expected to make to a new group attempting to 
enter this market. 

Commercial banks, which in theory could be 
serious competitors in the corporate market, are 
blocked from a more effective challenge, in part 
because they lack access to some key com-
ponents in the interlocking portfolio of products 
and services. They are legally barred not only 
from corporate underwriting and trading but also 
from the big volume industrial revenue bond 
business. This, in turn, has denied them access to 
other key components of the product and service 
"system." The commercial banks cannot aspire 
to the visibility and stature of a leadership position 
in corporate underwriting. They cannot benefit 
from the interaction with corporations that would 
follow from day-to-day trading in their securities. 
Absence from the corporate and revenue bond 
trading markets also can hamper them in pro-
viding the latest pricing intelligence to these 
corporations when new financing strategies are 
being formulated. 

It is not surprising, therefore, that the invest-
ment banks have been tenaciously fighting any 
change in the prohibition on revenue bond 
underwriting by commercial banks. It probably is 
not fear of inroads into the profitable revenue 
bond market that galvanizes investment banks, 
but rather the spectre of commercial banks 
gaining greater momentum in secondary market 
trading and then arguing with credibility for 
authority to apply that acumen to the U.S. 
corporate securities markets. 
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competence that could wrest important fee-
based corporate business from the current whole-
sale investment banking leaders. 

The Bankers' Mindset. While some commercial 
bankers believe that the only thing standing 
between them and the wholesale investment 
banking business is Glass-Steagall, it is much less 
certain that commercial banks as a group could 
penetrate this market rapidly if these regulatory 
barriers fell. Even putting aside the massive 
counterattack that leading investment banks 
could be expected to launch, the traditional 
"mindset" of commercial banks' management 
could inhibit successful penetration of invest-
ment banking. 

Whi le the investment banks talk confidently of 
their ability to continue fielding the most com-
petent resources in each of their business sectors, 
they may well fear the trading power that com-
mercial banks might muster. From an initial 
strategy of "buying" leadership in high volume 
corporate underwritings such as " s h e l f regis-
trations, and by aggressive trading and principal 
positioning in the "commodity" end of the secon-
dary markets with the help of their huge capitali-
zations, commercial banks (and certain other 
non-traditional entrants) subsequently could move 
into greater value-added products. Like Salomon 
Brothers, they might parlay that trading initiative 
into a credible, broad-based corporate finance 

Field interviews suggest that commercial banks 
have found it difficult to link the competence 
and skills of their investment banking groups 
with their much larger core of lending officers. 
Some lending officers' reluctance to become 
familiar with investment banking product and 
service possibilities and to promote them to 
corporate customers may indicate a "mindset" 
that resists change and fears encroachment by 
investment banking specialists onto their tra-
ditional business "turf." 

Envy and resentment at the elite status usually 
accorded a bank's investment banking personnel 
also may play a part in some lending officers' 
unenthusiastic response. These "corporate fi-
nance" professionals often are relatively young, 
deal in what is seen as a more glamorous mix of 
problems, and have access to the corporate 
customer group's highest management levels. 
Lending officers, by contrast, often interact with 
staff further down the organizational hierarchy. 
The investment banking staff members usually 
are paid substantially more than other bank 

officers, given comparable age, time-in-grade 
and experience. The managements of some 
leading money center banks believe they already 
have crossed the psychological barrier to sharply 
higher compensation levels for their corporate 
finance and securities trading professionals.36 

Yet at most banks there has been insufficient 
experience to predict how well mainstream 
personnel will react to compensation levels of a 
half million dollars or more for fast-track corporate 
finance professionals still in their 30s! 

Similarly, commercial bank and other non-
traditional entrants into investment banking must 
be prepared to absorb the vicissitudes of the 
securities block positioning and trading business. 
As mentioned earlier, a substantial presence in 
the institutional trading area has become a sine 
qua non among serious competitors for corporate 
service business. Inventory levels have risen 
dramatically in recent years37 in the face of 
increasingly volatile securities markets. While 
hedging strategies have sought to dampen capital 
risks considerably, players must be prepared to 
absorb large, unexpected swings in securities 
inventory values. 

On the positive side, commercial banks can 
point to gains in trading skills and the assimilation 
of a supportive culture through participation in 
several arenas, including the domestic market 
for U.S. government securities, the Euro-markets, 
the ongoing management of the banks' liability 

"Changing economic and demographic 
patterns have broken the longstanding 
status quo that prevailed in the post-

World War II financial services industry." 

structure, and the emerging secondary markets 
for commercial, industrial and foreign loans. 

More than a dozen U.S. money center banks38 

are recognized dealers in government securities. 
These markets are so large and liquid that they 
often serve as the benchmark from which se-
curities in other markets are priced, either directly 
or indirectly. Thus, banks actively participating in 
these markets have been able to hone their 
trading skills and related management systems in 
anticipation of later access to the corporate 
securities markets. 
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Euro-markets have offered commercial banks 
another arena in which to gain securities market 
experience, and some of the large U.S. multi-
national banks have become important partici-
pants there. While underwriting syndicates have 
been active in that market since the 1960s, 
secondary markets in Euro-securities are a rela-
tively recent phenomenon. Nevertheless, several 
U.S. money center banks have already captured 
significant positions in these markets. Some U.S. 
commercial banks have developed impressive 
worldwide financial networks with which to 
exploit the evolving global market for money. 

As commercial banks and other deposit-taking 
institutions have moved from primary dependency 
on savings and demand deposits toward greater 
reliance on the "wholesale" money markets, 
they have been propelled into an active trading 
mode. The constant money-raising efforts of 
banks' treasury operations and the increasing 
use of forward hedges and other sophisticated 
risk-management techniques to accommodate 
the gap between asset and liability maturities 
have fostered skills that find ready application in 
investment banking. 

Similarly, on the asset side of their balance 
sheets, many commercial banks are moving 
toward a "transaction" as opposed to a "yield" 
management philosophy, in which each asset is 
priced as though it were a candidate for resale. As 
regulatory pressures have mounted on com-
mercial banks to improve their capital bases 
relative to loans outstanding, one goal has been 
to increase the velocity of asset turnover through 
the temporary or permanent sale of their do-
mestic loans 39 to correspondent bank, and 
institutional or foreign investors will ing to take a 
slightly smaller spread. Thus, the selling bank is 

able to reduce its asset base, improve its loan-to-
deposit ratio and enhance the return on those 
assets. It also can foster a transaction orientation 
among lending officers that supports the de-
velopment of a trading culture. 

Conclusions 
Changing economic and demographic patterns 

have broken the longstanding status quo that 
prevailed in the post-World War II financial 
services industry. Each part of that industry has 
reacted differently to these changes, reflecting 
competit ive dynamics specific to a particular 
niche. This pattern is mirrored in the intrusion of 
commercial banks into the securities business. 
Entry into discount brokerage has been quite 
rapid because there appear to be few barriers. 
Penetration of the wholesale investment banking 
business has been slower and more dif f icult 
Regulatory barriers limit banks' ability to offer 
the trading and underwriting services necessary 
if an institution is to compete successfully in the 
wholesale securities business. The securities in-
dustry has recognized this and has moved in 
both the markets and the courts to limit banks' 
entry. Even removing regulatory barriers would 
not assure banks of rapid success, however. 
Despite the experience and success some banks 
have gained in permitted securities activities, 
they must learn to manage differences between 
commercial and investment banking cultures in 
order to penetrate the wholesale securities market 

— Samuel L Hayes III 
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Graduate School of Business. Harvard University. 
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Conclusion 
This Review has analyzed the consequences of 
expanding the array of financial products com-
mercial banks may offer. The important questions 
are the impact of product deregulation on the 
safety and soundness of the banking system and 
on the concentration of financial power. The 
material here indicates there is little to fear from 
deregulating the financial products banks may 
offer. Indeed, there may be benefits for bank 
customers. 

Safety and Soundness 
This issue analyzed the potential risks to banks 

both of adding activities and of failing to add 
activities. The appropriate concern when con-
sidering the potential risk of allowing an additional 
activity is not the activity alone, but how the 
activity contributes to total risk exposure of the 
bank. A review of the relevant literature suggests 
that some new financial activities actually have 
the potential to decrease the risk exposure of 
banks. The literature also shows that acquisitions 
of financial firms do not necessarily change the 
acquiring firm's risk. 

Management of the new activities determines 
whether potential risks become actual. Banks 
may already take substantial risks on their loans, 
securities, futures and options dealings, maturity 
matches and many other types of activities. U.S. 
banks engage abroad in many ventures forbidden 
at home. The evidence shows that U.S. banks 
have generally—not always—managed these risks 
competently. There is little reason to expect that 
managements will mismanage new domestic 
risks. New activities can be managed in a manner 
that will stabilize or even diminish risk to the 
individual bank and to the financial system. 
Providing incentives to limit risk is a crucial 
consideration. Today's deposit insurance and 
discount window arrangements actually provide 
incentives for risk by reducing the exposure of 
both depositors and shareholders. Adjusting these 
environmental factors to shift the risk on to the 
private sector would impose useful market dis-
cipline. These issues are already being widely 
discussed, so we have not focused on them here. 
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Failure to deregulate carries its own risk. Firms 
offering insurance, investment banking and real 
estate services are already invading the traditional 
financial service markets of banks, while banks 
are constrained from offering these traditional 
products. If less regulated firms are able to attract 
significant amounts of bank liabilities to less-
regulated sectors, the financial system's safety 
and soundness will be reduced. Ensuring both 
intermediat ion and payments is important. 
Although nondepository contenders pose little 
threat to either of these systems in the short run, 
in the longer run, larger shifts of deposits and 
payments activity into less regulated sectors could 
weaken the safety of the financial and payments 
systems. Allowing banks to compete more broadly 
might delay or prevent that prospect 

Concentration and Competition 
Proposals to broaden banks' permitted activities 
also have raised concerns about concentration 
of economic resources and competition. Overall, 
however, concentration, tie-in requirements and 
conflicts of interest apparently would be reduced, 
not encouraged,by the relaxation of product re-
straints on banks. Many competitors from several 
industries would be vying for financial services 
business. New entrances are generally more 
innovative and market-sensitive.This would in-
crease the number of alternatives available, en-
couraging competition, and decreasing economic 
concentration. 

Fears that cross-industry mergers will concen-
trate political and social power still trouble some 
regulators and economists. Policymakers lack 
hands-on experience with the potential structural 
changes resulting from broad financial deregu-
lation and are not entirely sanguine about its 
ultimate effects on financial power. Laws limiting 
the size of cross-industry mergers would limit 
any natural tendencies toward concentration, if 
they exist. Size limits for merging firms would 
have to be considered carefully to ensure that 
they gave no advantages to firms that are already 
large and that they did not unduly limit firms' 
ability to increase efficiency by capturing econo-
mies of scale and scope. 

Current laws, regulations and market factors 
serve to limit significant increases in concentration. 
The evidence suggests that concern about con-
flicts of interest and tie-ins are largely unwarranted. 
Users of financial services would be able to spurn 

financial organizations that demanded un-
reasonable tie-ins because deregulation should 
actually increase, not reduce, the number of 
alternative suppliers of financial services. 

Customer Benefits 
Surveys indicate that users of financial services 

desire broader product offerings from financial 
institutions. The public apparently believes it 
would benefit from some removal of activity 
limits. This expected benefit must be balanced 
against broader concerns about safety and con-
centration, of course. We surveyed household 
customers on their reactions to broader powers. 
Households generally responded positively. Those 
in the lower-and middle-income groups affirmed , 
a stronger preference for making a wide array of 
product offerings available at single institutions. 
High-income consumers place a premium on 
receiving financial advice and information from a 
broader range of suppliers. Some households 
expressed strong preference for a commercial 
bank as their full-service provider. Asked what 
services they would like to see added to banks' | 
present capacities, consumers indicated a pre-
ference for insurance, and stock and real estate 
brokerage services. 

An analysis of probable business reactions to 
broader bank activities indicated that they would 
like to see an increased range of bank products, 
including management of comingled funds and, 
for some smaller firms, securities underwriting 
and retail distribution. Larger firms do not con-
sider securities underwrit ing by banks to be 
particularly necessary. Judging from the evidence, 
current limits on banks' securities and under-
writing business apparently have little impact on 
these businesses. 

Lessons from the 
Securities Industry 

Banks' current activities in the securities in-
dustry exemplify at least three things about 
product limitations: First, product limits may 
increase risk-taking as well as reduce i t Limits on 
banks' underwriting and trading activities, for 
example, may limit banks' ability to offer the 
narrow range of permitted securities services 
profitably. Second, product limitations may re-
duce banks' ability to serve customers. Securities 
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limitations apparently make it difficult for banks 
to provide the full services necessary to establish 
ongoing relationships with wholesale customers. 
Finally, removal of product limits need not mean 
that banks will increase substantially their share of 
new markets. For example, banks have fared 
poorly in securities activities for cultural reasons, 
in addition to regulatory restrictions. 

Summing Up 

Skeptics express concern that further deregu-
lation could increase banks' and the financial 
systems' risk, spawn conflicts of interest or allow 
a dangerous concentration of financial power. 
This Review, however, has shown little threat that 
the banking system would be undermined by 
permitting banks to diversity into a broader 

range of activities. Most bankers have shown 
themselves to be competent and they will remain 
competent if regulatory prohibitions are relaxed. 
Capable managers can conduct potentially risky 
ventures safely, just as irresponsible ones can 
make "safe" activities hazardous. Reform of de-
posit insurance and the discount window,cur-
rently being debated, would help discourage 
bankers from taking inappropriate business gam-
bles. 

On balance, customers would benefit from an 
expansion of the products commercial banks are 
permitted to market. Customers for financial 
services would be likely to benefit from sti-
mulated competit ion if banks were allowed to 
diversify into such areas as securities brokerage, 
insurance and real estate. Further, some custo-
mers expect to benefit from being able to buy 
more financial services from the same institution. 
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C o m m e r c i a l Bank Depos i t s 
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NOW 
Savings 
T i m e 

C r e d i t Union Depos i t s 
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NOW 
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+ 20 
+ 2 1 
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NOW 
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Sav ings & T i m e 
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S h a r e D r a f t s * ! ! 
Sav ings & T i m e 

+ 8 
+ 3 
+ 11 
+23 
+ 5 

Sav ings 3c Loans** 
T o t a l D e p o s i t s 

NOW 
Sav ings 
T i m e 

M o r t g a g e s O u t s t a n d i n g 

2,590 2 ,503 2 ,525 + 3 | 
106 101 69 +54 
491 484 485 1 

1,938 1,964 1,999 - 3 
FEB J A N FEB 

+ 1 2,078 2,037 2,049 + 1 
63 62 32 +97 

C o m m e r c i a l Bank Depos i t s 
D e m a n d 
NOW 
Savings 
T i m e 

C r e d i t Union Depos i t s 
S h a r e D r a f t s 
Sav ings & T i m e 

22,588 22,485 21,049 + 7 
4,273 4,182 4,108 + 4 
4,273 4,182 4,108 + 4 
1,852 1,788 1,367 +35 
4,983 4,928 4,746 + 5 

11,801 11,714 10,929 + 8 
63 61 51 + 24 

886 872 755 + 17 

Sav ings & Loans** 
T o t a l D e p o s i t s 

NOW 
Savings 
T i m e 

M o r t g a g e s O u t s t a n d i n g 
M o r t g a g e C o m m i t m e n t s 

6,878 6,817 6,858 
183 176 173 

1,351 1,337 1,511 
5 ,392 5 ,350 5,200 

FEB JAN FEB 
5,412 5,406 5,287 

227 183 153 
All depos i t d a t a a r e e x t r a c t e d f r o m t h e F e d e r a l R e s e r v e K e p o r t oi t r a n s a c t i o n n c c o u n i b , u m v i v* . 
and a r e r e p o r t e d fo r t h e a v e r a g e of the week end ing t h e 1st Wednesday of the m o n t h . T h i s d a t a , r e p o r t e d by i n s t i t u t i o n s wi th 
over $15 mill ion in d e p o s i t s as of D e c e m b e r 31, 1979, r e p r e s e n t s 95% of d e p o s i t s in t h e s ix s t a t e a r e a . The major d . f f e r e n c e s be 
th is r e p o r t and t h e "ca l l r e p o r t " a r e s i ze , t h e t r e a t m e n t of i n t e r b a n k d e p o s i t s , and t h e t r e a t m e n t of float. T h e d a t a g e n e r a t e d ti >,' 
t h e R e p o r t of T r a n s a c t i o n A c c o u n t s is fo r banks over $15 mil l ion in d e p o s i t s a s of D e c e m b e r 31, 1979. T h e t o t a l depos i t d a t a ge ; f r o m t h e R e p o r t of T r a n s a c t i o n A c c o u n t s e l i m i n a t e s i n t e r b a n k depos i t s by r e p o r t i n g t h e ne t of depos i t s due t o and due t r o m o 
depos i t o ry i n s t i t u t i o n s . T h e R e p o r t of T r a n s a c t i o n A c c o u n t s s u b t r a c t s cash i t e m s in p r o c e s s of c o l l e c t i o n f r o m d e m a n d depos i t s , 
the cal l r e p o r t docs no t . Savings and loan m o r t g a g e d a t a a r e f r o m t h e F e d e r a l H o m e Loan Bank Board S e l e c t e d B a l a n c e S h e e t D 
T h e S o u t h e a s t d a t a r e p r e s e n t t h e t o t a l of t h e s ix s t a t e s . S u b c a t e g o r i e s w e r e chosen on a s e l e c t i v e bas i s and do not add to t o t a l . 
* = f e w e r t h a n f o u r i n s t i t u t i o a s r e p o r t i n g . 
** = S&L d e p o s i t s s u b j e c t to rev i s ions due t o r e p o r t i n g c h a n g e s . 
N .A . = not ava i l ab l e a t th is t i m e . 
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CONSTRUCTION 

12-month Cumulat ive R a t e 
FEB 
1984 

J A N 
1984 

FEB 
1983 

ANN 
% 

CHG 
FEB 
1984 

J A N 
1984 

FEB 
1983 

ANN 
% 

CHG 

N o n r e s i d e n t i a l Building P e r m i t s - è Mil. R e s i d e n t i a l Bui lding P e r m i t s 
T o t a l N o n r e s i d e n t i a l 53 ,121 52,264 44,869 + 18 Value - $ Mil. 70,984 69,204 42,812 + 66 

Indus t r i a l Bldgs. 5,648 5,592 4,999 + 13 R e s i d e n t i a l P e r m i t s - T h o u s . 
O f f i c e s 13,243 13,024 11,867 + 12 S i n g l e - f a m i l y un i t s 918.1 900.7 584.3 + 57 
S t o r e s 7 ,480 7,187 5,228 + 43 M u l t i - f a m i l y un i t s 730.4 716.0 480.4 + 52 
Hosp i t a l s 2,099 2,065 1,580 + 33 T o t a l Bui lding P e r m i t s 
Schools 848 857 781 + 9 Value - $ Mil . 124,104 121,468 87,681 + 42 

N o n r e s i d e n t i a l Bui lding P e r m i t s - $ Mil. R e s i d e n t i a l Bui lding P e r m i t s 
T o t a l N o n r e s i d e n t i a l 8 ,343 8 ,271 6,487 + 29 Value - S Mil. 13,358 12,934 7 ,529 + 77 

Indus t r i a l Bldgs. 686 676 677 + 1 R e s i d e n t i a l P e r m i t s - T h o u s . 
O f f i c e s 2,029 2,036 1,430 + 42 S i n g l e - f a m i l y un i t s 188.8 184.7 121.6 + 55 
S t o r e s 1,443 1,376 968 + 49 M u l t i - f a m i l y un i t s 170.8 165.2 91 .1 + 87 
Hosp i t a l s 469 470 345 + 36 T o t a l Bui lding P e r m i t s 
Schools 162 152 105 + 54 Value - $ Mil. 21,627 21,132 14,016 + 54 

N o n r e s i d e n t i a l Building P e r m i t s - $ Mil. R e s i d e n t i a l Building P e r m i t s 
T o t a l N o n r e s i d e n t i a l 562 543 371 + 51 Value - $ Mil . 454 440 260 + 75 

Indus t r i a l Bldgs. 39 35 46 - 15 R e s i d e n t i a l P e r m i t s - Thous . 
O f f i c e s 66 62 72 - 8 S i n g l e - f a m i l y uni ts 8 .1 8.0 5.5 + 47 
S t o r e s 109 102 61 + 79 M u l t i - f a m i l y un i t s 8.5 8 .1 4.3 + 98 
Hosp i t a l s 5 5 30 - 83 T o t a l Building P e r m i t s 
Schools 9 9 5 + 80 Value - $ Mil. 1,015 983 631 + 61 

N o n r e s i d e n t i a l Building P e r m i t s - $ Mil. R e s i d e n t i a l Building P e r m i t s 
T o t a l N o n r e s i d e n t i a l 4,161 4 ,133 3,307 + 26 Value - $ Mil. 7,766 7,578 4,350 + 79 

Indus t r i a l Bldgs. 363 360 380 - 4 R e s i d e n t i a l P e r m i t s - T h o u s . 
O f f i c e s 965 969 708 + 36 S i n g l e - f a m i l y un i t s 101.7 99.8 62.6 + 62 
S t o r e s 798 777 519 + 54 M u l t i - f a m i l y un i t s 94 .1 92 .1 53.0 + 78 
Hosp i t a l s 290 297 178 + 63 T o t a l Building P e r m i t s 
Schools 63 57 21 +200 Value - $ Mil . 11,927 11,711 7 ,658 + 56 

N o n r e s i d e n t i a l Building P e r m i t s - $ Mil. R e s i d e n t i a l Building P e r m i t s 
T o t a l N o n r e s i d e n t i a l 1,396 1,384 980 + 42 Value - $ Mil. 2,540 2,436 1,501 + 69 

Indus t r i a l Bldgs . 177 175 134 + 32 R e s i d e n t i a l P e r m i t s - T h o u s . 
O f f i c e s 451 464 227 + 99 S i n g l e - f a m i l y u n i t s 43 .1 41.9 29.0 + 49 
S t o r e s 184 159 84 +119 M u l t i - f a m i l y uni ts 26.1 25.0 14.9 + 75 
Hosp i t a l s 36 35 25 + 44 T o t a l Building P e r m i t s 
Schools 31 28 13 + 138 Value - $ Mil. 3,936 3,820 2 ,481 + 59 

T o t a l N o n r e s i d e n t i a l 
Indus t r i a l Bldgs. 
O f f i c e s 
S t o r e s 
Hosp i t a l s 
Schools 

R e s i d e n t i a l Building P e r m i t s 
1,153 1,164 1,066 + 8 Value - S Mil . 1,157 1,098 708 + 63 

33 33 63 - 48 R e s i d e n t i a l P e r m i t s - Thous . 
375 370 309 + 21 S i n g l e - f a m i l y un i t s 16.9 16.6 12.1 + 40 
133 130 165 - 19 M u l t i - f a m i l y un i t s 18.3 17.1 9.5 + 93 

95 97 62 + 53 T o t a l Building P e r m i t s 
50 49 52 - 4 Value - $ Mil. 2,310 2 ,262 1,774 + 30 

N o n r e s i d e n t i a l Building P e r m i t s - $ Mil. R e s i d e n t i a l Building P e r m i t s 
T o t a l N o n r e s i d e n t i a l 206 195 161 + 28 Value - $ Mil. 328 317 193 + 70 

Indus t r i a l Bldgs. 10 10 13 - 23 R e s i d e n t i a l P e r m i t s - T h o u s . 
O f f i c e s 23 22 14 + 64 S i n g l e - f a m i l y uni ts 4.9 4.7 3.8 + 29 
S t o r e s 48 40 39 + 23 M u l t i - f a m i l y uni ts 5.2 5.1 2.2 + 136 
Hosp i t a l s 19 19 6 +217 T o t a l Building P e r m i t s 
Schools 4 4 5 - 20 Value - $ Mil. 534 511 354 + 51 

N o n r e s i d e n t i a l Building P e r m i t s - $ Mil. R e s i d e n t i a l Building P e r m i t s 
T o t a l N o n r e s i d e n t i a l 865 852 602 + 44 Value - $ Mil. 1,113 1,065 517 + 115 

Indus t r i a l Bldgs. 64 63 41 + 56 R e s i d e n t i a l P e r m i t s - T h o u s . 
O f f i c e s 149 149 100 + 49 S i n g l e - f a m i l y un i t s 14.1 13.7 8.6 + 64 
S t o r e s 171 168 100 + 71 M u l t i - f a m i l y uni ts 18.6 17.8 7.2 + 158 
Hosp i t a l s 24 17 44 - 45 T o t a l Building P e r m i t s 
Schools 5 5 9 - 44 Value - $ Mil. 1,905 1,845 1,118 + 70 

NOTES: 
D a t a suppl ied by t h e U. S. Bureau of t h e Census , Housing Uni ts Au thor i zed By Building P e r m i t s and Pub l ic C o n t r a c t s , C - 4 0 . 
N o n r e s i d e n t i a l d a t a e x c l u d e s t h e c o s t of c o n s t r u c t i o n fo r publ ic ly owned bui ld ings . T h e s o u t h e a s t d a t a r e p r e s e n t t h e t o t a l of 
the six s t a t e s . T h e annua l p e r c e n t change c a l c u l a t i o n is based on t h e most r e c e n t mon th over p r io r y e a r . Pub l i ca t ion of F . W. 
Dodge c o n s t r u c t i o n c o n t r a c t s has been d i s c o n t i n u e d . 
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GENERAL 

LATEST C U R R . PREV. 
DATA PERIOD PERIOD 

YEAR 
AGO 

A N N . 
C H G . 

MAR 
1984 

FEB (R) 
1984 

MAR 
1983 

P e r s o n a l I n c o m e A g r i c u l t u r e 
($bil . - SAAR) 3Q 2 ,775.1 2,709.1 2,584.7 + 7 P r i c e s R e c ' d by F a r m e r s 

T a x a b l e Sa les - $bi l . N .A . N .A . N.A. Index (1977=100) 146 144 134 + 9 
P l a n e P a s s . A r r . 000 ' s N.A. N.A. N.A. Broi ler P l a c e m e n t s ( thous . ) 84,498 80,879 84,834 - 0 
P e t r o l e u m P r o d , ( thous . ) MAR 8,509.7 8 ,675.5 8 ,665.0 - 2 Calf P r i c e s ($ pe r cwt . ) 65.00 63.90 68.40 - 5 
C o n s u m e r P r i c e Index Broi ler P r i ce s (« pe r lb.) 37.8 37.4 25.4 +49 

1967=100 MAR 307.3 306.6 293.4 + 5 Soybean P r i c e s ($ per bu.) 7 .65 7.29 5 .82 +31 
K i l o w a t t Hours - mi ls . JAN 206.5 185.4 178.7 + 16 Broi ler F e e d C o s t ($ p t r t on ) 242 243 210 + 15 
SOUTHEAST • • 
P e r s o n a l I n c o m e A g r i c u l t u r e 

($bil . - SAAR) 3Q 332.1 326.7 310.0 + 7 P r i c e s R e c ' d by F a r m e r s 
T a x a b l e Sa les - $ bi l . N.A. N.A. N .A . Index (1977=100) 139 134 119 + 17 
P lane P a s s . A r r . 000 ' s FEB 4,167.9 4,169.6 4,207.2 - 1 Broi ler P l a c e m e n t s ( thous.) 32,345 31,217 32,526 - 1 
P e t r o l e u m P r o d , ( thous.) MAR 1,428.0 1,404.0 1,380.0 + 3 Calf P r i c e s ($ per cwt . ) 60.6 60 .3 65.0 - 7 
C o n s u m e r P r i c e Index Broi ler P r i c e s (® pe r lb.) 36.9 36.7 24.8 +49 

1967=100 N.A. N .A . N .A . Soybean P r i c e s ($ per bu.) 7.75 7.40 6.00 + 29 
K i l o w a t t Hours - mi ls . J A N 32.7 27.8 28.0 + 17 Broi ler F e e d C o s t ($ per ton) 228 235 200 +14 
ALABAMA 
P e r s o n a l I n c o m e A g r i c u l t u r e 

($bil . - SAAR) 3Q 36.8 36.2 34.2 + 8 Fa rm Cash R e c e i p t s - $ mi l . 
T a x a b l e Sa les - $ b i l . D E C 30.2 29.6 28.4 + 6 (Da tes : J A N , J A N ) 144 - 148 - 3 
P lane Pass . Ar r . 000 ' s FEB 103.2 99.9 90.6 + 14 Bro i le r P l a c e m e n t s ( thous.) 11,010 10,596 10,718 + 3 
P e t r o l e u m P r o d , ( thous.) MAR 51.0 49.0 52.0 - 2 Ca l f P r i c e s ($ per cwt . ) 60.3 59.0 63.6 - 5 
C o n s u m e r P r i c e Index Broiler P r i c e s (<S per lb.) 36.5 35.5 24.0 +52 

1967=100 N .A . N .A . N .A . Soybean P r i c e s ($ pe r bu.) 7.75 7.47 5.99 + 29 
K i l o w a t t Hours - mi ls . JAN 4.4 3.7 3.7 + 19 Broi ler F e e d C o s t ($ pe r ton) 270 275 215 +26 
P e r s o n a l I n c o m e A g r i c u l t u r e 

($bil . - SAAR) 3Q 124.9 121.9 115.1 + 9 F a r m Cash R e c e i p t s - S mi l . 
T a x a b l e Sa les - $ bi l . MAR 76.1 74.8 67.9 + 12 (Da tes : J A N , J A N ) 389 - 543 - 2 8 
P lane Pass . Ar r . 0 0 0 ' s FEB 2,218.9 2,189.8 2,253.8 - 2 Bro i le r P l a c e m e n t s ( thous . ) 1,977 1,827 1,983 - 0 
P e t r o l e u m Prod , ( thous . ) MAR 49.0 49.0 62.0 - 2 1 Ca l f P r i c e s (S per cwt . ) 66.8 63 .1 69.4 - 4 
C o n s u m e r P r i c e Index - Miami MAR JAN MAR Broi ler P r i c e s (<t per lb.) 37.0 36.0 24.0 +54 

Nov . 1977 = 100 165.6 165.0 159.0 + 4 Soybean P r i c e s ($ per bu.) 7.75 7.47 5.99 +29 
Ki lowa t t Hours - mi ls . JAN 8.8 7.3 7.5 + 17 Bro i le r F e e d C o s t ($ p t r ton) 255 260 215 + 19 
GEORGIA 
P e r s o n a l Income A g r i c u l t u r e 

($bil . - SAAR) 3Q 59.3 58.2 54.4 + 9 F a r m Cash R e c e i p t s - $ mi l . 
T a x a b l e Sa les - $ bi l . 4Q 43.2 41 .1 40.6 + 6 (Da tes : J A N , J A N ) 218 - - 216 + 1 
P lane Pass . Ar r . 000 ' s FEB 1,443.1 1,469.0 1,455.8 - 1 Broi ler P l a c e m e n t s ( thous . ) 12,912 12,694 13,223 - 2 
P e t r o l e u m P r o d , ( thous . ) N.A. N .A . N.A. Calf P r i c e s ($ per c w t . ) 58.4 57.1 61.5 - 5 
C o n s u m e r P r i c e Index - A t l a n t a FEB D E C FEB Broi ler P r i c e s (® per lb.) 36.5 36.5 24.5 +49 
1967 = 100 309.3 307.3 295.1 + 5 Soybean P r i c e s ($ per bu.) 7 .81 7 .61 5.90 +32 
Ki lowat t Hours - mi ls . JAN 5.0 4.6 4.7 + 6 Bro i le r F e e d C o s t ($ per ton) 205 215 195 + 5 
LOUISIANA 
P e r s o n a l I n c o m e A g r i c u l t u r e 

($bil. - SAAR) 3Q 45.3 45.9 44.9 + 1 F a r m Cash R e c e i p t s - $ mi l . 
T a x a b l e Sa les - $ bi l . N.A. N.A. N .A . (Da tes : J A N , J A N ) 194 - 191 + 2 
P lane Pass . A r r . 000 's FEB 241.3 244.3 260.6 - 7 Broi ler P l a c e m e n t s ( thous . ) N .A . N .A . N.A. 
P e t r o l e u m Prod , ( thous . ) MAR 1,240.0 1,220.0 1,180.0 + 5 Calf P r i c e s ($ per c w t . ) 60.5 62.2 65.9 - 8 
C o n s u m e r P r i c e Index Broi ler P r i c e s (<t per lb.) 38.5 38.0 26.0 +48 

1967 = 100 N.A. N .A . N .A . Soybean P r i ce s ($ per bu.) 7 .83 7.44 6.18 + 27 
K i lowa t t Hours - mi ls . JAN 4.9 4.2 4.4 + 11 Broi ler F e e d C o s t ($ pe r ton) 285 295 250 +14 
MISSISSIPPI 
P e r s o n a l I n c o m e A g r i c u l t u r e 

($bil. - SAAR) 3Q 21.1 20.8 19.8 + 7 F a r m Cash R e c e i p t s - $ mi l . 
T a x a b l e Sa les - $ bi l . N.A. N .A . N.A. (Da tes : J A N , J A N ) 176 - 251 -30 
P lane Pass . Ar r . 000 ' s FEB 29.3 30.0 25.2 + 16 Broi ler P l a c e m e n t s ( thous . ) 6,446 6 ,101 6 ,603 - 2 
P e t r o l e u m Prod , ( thous . ) MAR 88.0 86.0 86.0 + 2 Ca l f P r i ce s ($ pe r cwt . ) 59.0 61.7 65.5 -10 
C o n s u m e r P r i c e Index Broi ler P r i ce s (<f pe r lb.) 38.8 39.0 26.5 +46 

1967 = 100 N .A . N.A. N .A . Soybean P r i c e s ($ per bu.) 7.77 7 .52 5.97 +30 
Ki lowa t t Hours - mi ls . JAN 2.2 1.9 1.8 +22 Bro i le r F e e d C o s t ($ p t r t on ) 187 191 169 + 11 
TENNESSEE 
Persona l I n c o m e A g r i c u l t u r e 

($bil. - SAAR) 3Q 44.7 43.7 41.6 + 7 F a r m Cash R e c e i p t s - $ mi l . 
T a x a b l e Sa les - $ bi l . MAR 41.9 39.0 38.2 + 9 ( D a t e s : J A N , J A N ) 165 - 179 - 8 
P lane P a s s . A r r . 000 ' s FEB 132.1 136.6 121.2 + 9 Broi ler P l a c e m e n t s ( thous.) N .A . N .A . N .A . 
P e t r o l e u m Prod , ( thous . ) MAR N.A. N .A . N.A. Calf P r i c e s ($ pe r cwt . ) 58.1 58.6 63.4 - 8 
C o n s u m e r P r i c e Index Broi ler P r i ce s (<£ per lb.) 36.0 36.5 24.0 +50 

1967 = 100 N .A . N .A . N.A. Soybean P r i c e s ($ per bu.) 7.56 6.95 5.91 + 28 
K i lowa t t Hours - mi ls . JAN 7.4 6.1 5.9 +25 Broi ler F e e d C o s t ($ per ton) 215 220 191 + 13 

Notes: 
P e r s o n a l I n c o m e d a t a suppl ied by U. S. D e p a r t m e n t of C o m m e r c e . T a x a b l e Sa les a r e r e p o r t e d as a 1 2 - m o n t h c u m u l a t i v e t o t a l . P l ane 
P a s s e n g e r Ar r iva l s a r e c o l l e c t e d f r o m 26 a i r p o r t s . P e t r o l e u m P r o d u c t i o n d a t a suppl ied by U. S. Bureau of Mines. C o n s u m e r P r i c e 
Index d a t a suppl ied by Bureau of Labor S t a t i s t i c s . A g r i c u l t u r e d a t a supp l ied by U. S. D e p a r t m e n t of A g r i c u l t u r e . F a r m Cash 
R e c e i p t s d a t a a r e r e p o r t e d as c u m u l a t i v e fo r t h e ca l enda r y e a r th rough t h e mon th shown . Broi ler p l a c e m e n t s a r e an a v e r a g e week ly 
r a t e . T h e S o u t h e a s t d a t a r e p r e s e n t t h e t o t a l of t h e s ix s t a t e s . N .A . = no t a v a i l a b l e . T h e annua l p e r c e n t c h a n g e c a l c u l a t i o n is based 
on most r e c e n t d a t a over pr ior y e a r . R = rev i sed . 
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EMPLOYMENT 

FEB 
1984 

J A N 
1984 

FEB 
1983 

A N N . 
C H G . 

FEB 
1984 

J A N 
1984 

FEB 
1983 

A N N . 
% 

C H G . 

Civi l ian Labor F o r c e - thous . 111,368 111,025 109,647 + 2 
T o t a l Employed - t hous . 101,961 101,270 97,265 + 5 
T o t a l U n e m p l o y e d - t hous . 9,407 9 ,755 12,382 - 2 4 

U n e m p l o y m e n t R a t e - % SA 7.8 8.0 10.4 
Insured U n e m p l o y m e n t - t hous . N .A . N .A . N .A . 
Insured U n e m p l . R a t e - % N.A. N.A. N.A. 
M f g . Avg. W'kly. Hours 41.7 40.5 38.8 + 7 
M f g . A v g . VV'kly. E a r n . - $ 370 368 340 + 9 

N o n f a r m E m p l o y m e n t - t hous . 
M a n u f a c t u r i n g 
C o n s t r u c t i o n 
T r a d e 
G o v e r n m e n t 
S e r v i c e s 
F i n . , Ins. , & Real E s t . 
T r a n s . C o m . & P u b . U t i l . 

91 ,033 
19,308 

3,753 
20,430 
15,972 
20,040 

5,518 
4 | 9 7 2 

90,572 
19,169 

3,771 
20,586 
15,719 
19,795 

5,514 
4 ^ 7 6 

o í , o l d 
18,077 

3,376 
19,870 
15,988 
19,065 

5,340 
4,896 

+ 4 
+ 7 
+ 11 
+ 3 
- 0 
+ 5 
+ 3 
+ 2 

Civi l i an Labor F o r c e - thous . 
T o t a l Employed - thous . 
T o t a l U n e m p l o y e d - t hous . 

U n e m p l o y m e n t R a t e - % SA 
Insured U n e m p l o y m e n t - thous . 
Insured U n e m p l . R a t e - % 
Mfg . Avg . Wkly. Hours 
M f g . Avg . W k l y ^ a r r u - $ ^ 'Vg- '  

ÏMA 

14,535 
13,314 

1 , 2 2 0 
7.9 

N .A . 
N.A. 
41.1 
325 

14,507 
13,167 

1,339 8.6 
N.A. 
N.A. 
40.8 
324 

14,068 
12,436 

1,632 
11.0 

N.A. 
N.A. 
39.7 
300 

+ 3 
+ 7 
- 2 5 

+ 4 

N o n f a r m E m p l o y m e n t - t hous . 11,852 11,784 11,276 
M a n u f a c t u r i n g 2,232 2,225 2,096 
C o n s t r u c t i o n 684 676 595 
T r a d e 2,860 2 ,861 2,676 
G o v e r n m e n t 2,187 2,162 2,179 
S e r v i c e s 2,390 2,366 2,273 
F i n . , Ins. , & Rea l E s t . 684 683 646 
T r a n s . C o m . <5c P u b . U u l . 688 684 671 

+ 15 
+ 7 
+ 0 
+ 5 
+ 6 
+ 3 

A I A R A 

Civi l ian Labor F o r c e - t hous . 
T o t a l Employed - t hous . 
T o t a l U n e m p l o y e d - thous . 

U n e m p l o y m e n t R a t e - % SA 
Insured U n e m p l o y m e n t - t hous . 
Insured U n e m p l . R a t e - % 
M f g . Avg . Wkly. Hours 
Misc. Avg . W k l y i E a r n ; - $ ^ « t g . Avg . 
FLORIDA 

1,756 
1,531 

224 
12.2 

N.A. 
N.A. 
40.8 
319 

1,755 
1,516 

238 
12.8 

N.A. 
N.A. 
39.8 
320 

1,742 
1,454 

288 
16.0 

N.A. 
N.A. 
39.8 
298 

+ 1 
+ 5 
- 2 2 

+ 3 
+ 7 

N o n f a r m E m p l o y m e n t - t hous . 1,330 1,324 1,286 
M a n u f a c t u r i n g 345 345 327 
C o n s t r u c t i o n 60 60 53 
T r a d e 274 274 261 
G o v e r n m e n t 287 286 291 
S e r v i c e s 218 216 214 
F in . , Ins. , & Rea l E s t . 60 60 59 
T r a n s . C o m . & P u b . Ut i l . 72 70 69 

Civi l ian Labor F o r c e - thous . 4 ,991 4,984 4,682 
T o t a l Employed - thous . 4,685 4,617 4,238 
T o t a l Unemployed - t hous . 306 367 444 

U n e m p l o y m e n t R a t e - 96 SA 6.0 7.0 9.3 
Insured TJnemployment - thous . N.A. N .A . N .A . 
Insured Unempl . R a t e - % N .A . N .A . N.A. 
M f g . Avg. Wklv. Hours 41.7 41.6 40.0 
M f g . A v g . Wkly. E a r n . - $ 313 312 290 

+ 7 
+11 
- 3 1 

+ 4 
>R H B 

N o n f a r m E m p l o y m e n t - t hous . 
M a n u f a c t u r i n g 
C o n s t r u c t i o n 
T r a d e 
G o v e r n m e n t 
S e r v i c e s 
F i n . , Ins. , & R e a l E s t . 
T r a n s . C o m . & P u b . U t i l . 

4,084 
493 
291 

1,104 
649 

1,006 
302 
229 

4,059 
493 
288 

1,102 
640 
995 
301 
229 

3,816 
451 
243 

1,013 
647 
947 
276 
230 

+ 6 
+ 13 
+ 5 
- 1 
+ 2 
+ 2 
+ 4 
m + 7 
+ 9 
+ 20 
+ 9 
+ 0 
+ 6 
+ 9 
- 0 

m 
+ 6 
+ 6 
+ 20 
+ 8 

0 
+ 7 
+ 4 
+ 3 
m 
+ 1 
- 2 
+ 4 
+ 4 
+ 1 
+ 3 
+ 2 
+ 5 
m 

Civi l i an Labor F o r c e - thous . 
T o t a l Employed - t hous . 
T o t a l U n e m p l o y e d - thous . 

U n e m p l o y m e n t R a t e - % SA 
Insured U n e m p l o y m e n t - thous . 
Insured U n e m p l . R a t e - % 
Mfg . Avg . Wkly. Hours 
M f g . Avg . Wkly. E a r n . - $ 

frmm 

2,683 
2,507 

176 
5.9 

N.A. 
N .A . 
40.9 
303 

2,657 
2,481 

176 
6.2 

N.A. 
N.A. 
40.8 
301 

2,637 
2,406 

231 
8.4 

N .A . 
N .A . 
40.3 
285 

+ 2 
+ 4 

+ 1 
+ 6 

N o n f a r m E m p l o y m e n t - thous . 2,320 2,306 2,197 
M a n u f a c t u r i n g 522 520 493 
C o n s t r u c t i o n 116 111 97 
T r a d e 558 557 518 
G o v e r n m e n t 440 438 440 
S e r v i c e s 403 400 378 
F i n . , Ins. , 6c Rea l E s t . 123 123 118 
T r a n s . C o m . & P u b . U u l . 150 150 145 

Civ i l i an Labor F o r c e - thous . 1,890 1,888 1,833 
T o t a l Employed - t hous . 1,705 1,688 1,610 
T o t a l U n e m p l o y e d - thous . 185 200 223 

U n e m p l o y m e n t R a t e - % SA 9.7 10.2 12.3 
Insured U n e m p l o y m e n t - thous . N.A. N.A. N .A . 
Insured U n e m p l . R a t e - % N .A . N.A. N .A . 
Mfg . Avg . Wkly. Hours 41.7 41.5 39.4 
M f g . A v g . 

ISSIPPI 

+ 3 
+ 6 
- 1 7 

+ 6 
+11 

N o n f a r m E m p l o y m e n t - t hous . 1,563 1,556 1,546 
M a n u f a c t u r i n g 176 175 180 
C o n s t r u c t i o n 113 113 109 
T r a d e 368 370 354 
G o v e r n m e n t 320 315 318 
S e r v i c e s 309 307 301 
F in . , Ins. , & Rea l Es t . 83 83 81 
T r a n s . C o m . & P u b . U t i l . 114 114 109 

Civ i l i an Labor F o r c e - t hous . 1,021 1,023 1,056 
T o t a l Employed - t hous . 910 910 900 
T o t a l U n e m p l o y e d - thous . I l l 113 156 

U n e m p l o y m e n t R a t e - % SA 9.9 10.2 13.6 
Insured U n e m p l o y m e n t - t hous . N .A . N.A. N .A . 
Insured U n e m p l . R a t e - % N.A. N.A. N.A. 
Mfg. Avg . Wkly. Hours 40.7 40.5 39.1 
M f g . Avg . Wkly. E a r n . - $ 281 280 258 

- 3 
+ 1 

+ 4 

ü NESSKE 

N o n f a r m E m p l o y m e n t - thous . 796 793 769 
M a n u f a c t u r i n g 209 210 193 
C o n s t r u c t i o n 32 32 33 
T r a d e 164 164 158 
G o v e r n m e n t 184 181 183 
S e r v i c e s 126 125 123 
F i n . , Ins. , & Rea l E s t . 34 34 33 
T r a n s . C o m . & P u b . U t i l . 38 38 38 

Civi l ian Labor F o r c e - thous . 2,194 2,200 2,118 
T o t a l Employed - t hous . 1,976 1,955 1,828 
T o t a l U n e m p l o y e d - t hous . 218 245 290 

U n e m p l o y m e n t R a t e - % SA 8.7 9.7 12.6 
Insured U n e m p l o y m e n t - t hous . N.A. N .A . N .A . 
Insured U n e m p l . R a t e - % N .A . N.A. N.A. 
Mfg . Avg . Wkly. Hours 40.8 40.6 39.6 
Mfg . Avg . Wkly. E a r n . - $ 311 310 292 

+ 4 
- 2 5 
- 3 0 

+ 3 
+ 6 

N o n f a r m E m p l o y m e n t - t hous . 1,759 1,746 1,662 + 6 
M a n u f a c t u r i n g 487 482 452 + 8 
C o n s t r u c t i o n 72 60 60 + 2 
T r a d e 392 394 372 + 5 
G o v e r n m e n t 307 302 300 + 2 
S e r v i c e s 328 323 310 + 6 

F i n . , Ins . , & Rea l Es t . 82 82 79 + 4 
T r a n s . C o m . & P u b . U t i l . 85 83 80 + 6 

Notes : All l abo r f o r c e d a t a a r e f r o m Bureau of Labor S t a t i s t i c s r e p o r t s supp l ied by s t a t e a g e n c i e s . 
Only t h e u n e m p l o y m e n t r a t e d a t a a r e seasona l ly a d j u s t e d . 
T h e S o u t h e a s t d a t a r e p r e s e n t t h e t o t a l of t h e s ix s t a t e s . 
T h e annual p e r c e n t change c a l c u l a t i o n is based on the mos t r e c e n t d a t a over pr ior y e a r . 
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