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Towards Unbundling

Like other businesses, banks pros-
per or fail depending on the spread
between the prices they obtain for
their products and the prices they
pay for their various inputs. Yet
unlike other businesses, banks are
frequently able to obtain one major
input—namely, money—at below-
market prices because of regulatory
ceilings on deposit interest rates,
(For example, the explicit rate ceil-
ing is zero on demand deposits.)
Banks in turn are able to offer many
services at below-market prices as a
means of improving their own com-
petitive standing.

This complicated situation has grad-
ually begun to unravel, especially
during the past decade of inflation
and high interest rates. Economical-
ly rational corporations and house-
holds have found ways of improv-
ing the return on deposits, particu-
larly by reducing their utilization of
demand deposits. Banks have re-
sponded to these moves by taking
steps to improve their own rates of
return.

The situation logically would seem
to demand a movement towards
“unbundling”—that is, the explicit
pricing of each bank charge and
each bank service at market prices.
The securities industry has been
going through just such a process
during the past year or so, under
pressure from the Securities and
Exchange Commission. But many
banks and thrift iristitutions, seeing

only one side of the equation, fear
unbundling for the impact it may
have on their own earnings, and
they forcefully remind Congress of
their preference whenever legisla-
tion is proposed to change the
situation—for example, the propos-
al to lift the Depression-era prohi-
bition against payment of interest
on demand deposits.

Financial innovations

Major changes in financial markets,
reflecting the post-Depression,
post-World War {| rise in the price
of money, have served to reduce
reliance on noninterest-bearing de-
posits for handling monetary trans-
actions. As far back as the early
1950’, rising interest rates led some
large corporations to begin invest-
ing spare cash in Treasury bills.
Subsequently, more and more firms
developed better systems of cash
management, and then individuals
began to emulate these business
practices by shifting idle funds into
liquid market securities’ or sawngs
deposits,

In the early 1960’s, the innovational
process picked up speed as large
commercial banks began to bid
aggressively for loanable funds. In
particular, they worked hardto
attract corporations’ highly
interest-sensitive funds by selling
large-denomination certificates of
deposit. Later, as interest rates
soared in the early 1970’s, the finan-
cial community developed an array
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of new financial instruments and
practices to meet the public’s de-
mand for ways to minimize hoid-
ings of noninterest-bearing assets.

Today, the public’s transactions bal-
ances are increasingly held in
tnterest-bearing form. NOW
accounts—negotiable orders of
withdrawal—have grown steadily in
the New England states, serving
effectively as checking accounts for
many individuals. Under newly
granted authority, smaller busi-
nesses and state-and-local govern-
ments hold a significant part of
their cash balances in the form of
commercial-bank savings accounts.
Many individuals utilize savings ac-
counts for transactions purposes by
making payments through third-
party transfer arrangements, or by
telephonic transfers of funds from
savings to demand deposits to
cover newly written checks. QOthers
accomplish the same purpose
through overdraft arrangements
with banks, or through checkwrit-
ing on funds kept with money-
market mutual funds. Moreover,
those utilizing noninterest-bearing
checking accounts frequently re-
ceive an implicit return in the form
of free or below-cost services, such
as travellers’ checks and safe-
deposit boxes.

Cost of unbundling

Against this background, the Feder-
al Reserve Board of Governors this
month released a major staff study,
The Impact of the Payment of Inter-

est on Demand Deposits, which
considers the various consequences
of Congress’ remaving or modify-
ing its 44-year-old ban on deposit -
interest. The staff argues that if
banks begin to pay explicit interest
on such deposits, they undoubtedly
would also move to price checking
and other services more nearly in

- line with costs. On the plus side,.

this would tend to curtail uneco-
nomic use of certain bank services
and would encourage an allocation -
of resources to uses more highly

- valued by the public.

However, the payment of explicit
interest would temporarily reduce
bank earnings—perhaps by as
much as 5 to 20 percent of 1975 pre-
tax earnings during the worst year
of the transition. The largest transi-
tional impact would be felt if inter-
est were paid on all demand depos-
its and if thrift institutions were also
empowered to offer such depasits.
The hardest hit would be those
banks with both relatively low earn-
ings and a relatively farge amount
of deposits newly eligible for inter-
est, especially household demand
deposits. Roughly 370, or 21» per-
cent, of all commercial banks—
mostly very small banks—fall into
such a category.

The impact on depository institu-
tions could be limited if interest
payments were paid only on con-
sumers’ NOW-type accounts in-
stead of on all demand deposits.
The volume of demand deposits
that could be converted to NOWs




probably amounts to about $80 bil-
lion, as opposed to the roughly $320
billion found in all checking ac-
counts.

The staff study argues that if explic-
it interest were paid on demand
deposits, banks and other institu-
tions would probably raise charges
for checks and other bank services
now offered free or below cost.
This woul'd tend to equalize rates of
return for all depositors, provided
that they all received the same in-
terest rate and that services were
priced more in line with costs. But it
would be difficult to judge who
would gain or lose the most from
payment of explicit interest and
from a probable increase in the cost
of checks and other services. Some
smali depositors who write a large
number of checks might be worse
off than they are now, unless they
economized on their check writing.
The largest gainers would appear to
be those depositors with large and
relatively inactive accounts.

Interest on reserves?

In the Fed staff’s view, cost pres-
sures resulting from demand-
deposit interest payments could be
partially offset by the payment of
interest on member-bank reserve
balances held at Federal Reserve
Banks. Such interest payments
would tend to promote competitive
balance between member banks
and other depository institutions,
since the latter are now permitted
to maintain the bulk of their re-
serves in interest-bearing form.

Interest on reserve balances also
would provide a compensating ad-
justment for the loss in revenue that
nonmember institutions would
experience if they were required to
hold reserves against transactional
balances at the Federal Reserve. As
the centra! bank has argued on
earlier occasions, “From a mone-
tary policy viewpoint, it would be
desirable to require all institutions
offering transactional accounts to
hold reserves against such deposits
either in vault cash or as balances at
the Federal Reserve, and to set such
requirement on a uniform basis.”

Summing up, the staff study said, “If
explicit interest were paid on de-
mand deposits, the most significant
potential problem would lie in the
transitional adjustments of banks
and other institutions to the new
competitive environment. Adjust-
ment difficulties could be mitigated

by payment of interest on reserve

balances; by a gradual phase-in
through regulatory actions, such as
use of a low, and perhaps gradually
rising, ceiling rate; and by a delay in
the effective date for interest on
demand deposits following en-
abling legislation so as to permit
banks to plan effectively for the
new competitive environment.” No
one knows how Congress, the fi-

‘nancial community and the general

public will react to this study and
the Board of Governors’ forthcom-
ing recommendations, but the
Jong-term movement towards un-
bundling seems unmistakable.
William Burke
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