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THE DEMISE OF REGULATION Q
DIFFERENTIALS: COMPETITION FOR
HOUSEHOLD SAVINGS BETWEEN
COMMERCIAL BANKS AND SAVINGS
AND LOAN ASSOCIATIONS

William S. Rawson
and
F. Jerry Ingram

Due to the key role played by Savings and Loan Associations angd
other thrift institutions in housing finance, changes in the competitive
struggle between commercial banks and thrifts have important implica-
tions of the economy in general and the real estate industry in particular,
One key variable in the structure of the bank-thrift competition for
household savings (the single most important source of housing funds) is
the set of interest rate ceiling differentials set up by Regulation Q and the
Rate Control Act of 1966. In general, these artificial price controls give
thrifts a quarter percentage yield advantage vis-a-vis commercial banks.
For a variety of reasons many academicians, the American Bankers
Association, consumer activitists, and (more recently) the Carter Ad-
ministration have called for an end 1o these rate restrictions, including
the differentials.

The Financial Institution Deregulation and Monetary Control Act of
1980 which was signed into law on March 1980 includes a provision for
the retirement of these rate differentials over the ensuing 6 years. While
this legislation is likely to have a major impact on financial markets, one
issue that has not been analyzed recently is the effectiveness of the
thrifts" quarter percent vield advantage in accomplishing its basic pur-
pose — Lo attract household savings into the thrifts and hencc; imo_lhe
housing sector. These questions seem particularly worthy of investiga-
tion given the fundamental shift in the liability structure of thrifts from
passbooks to certificates of deposits (CD’s).

It is possible that over the last decade the thrift industry acg{fptcd
regulations which systematically restricted opportunities for thnr_n 1o
diversify their asset structure and become broadly based, more cyclically
stable family finance centers in exchange for periodic extensions of arate
differential that may have been too small to have been effective. If thisis
50, a great opportunity was given up with little to show for the sacrifice
and, in this regard, the Financial Institutions Deregulation Ac_l may ha\:e
little meaningful impact. This fundamental issue is addressed in thisartt-
cle.

While the available data are too aggregated to allow definitive conclu-
sions regarding the effectiveness of Regulation Q diffe_renlyals, the
evidence presented will indicate that at current levels the maln‘lamcd rate
differentials’ ability to attract funds into the housing sector is, at Ieasll.
subject to guestion. This issue has taken on heightened importance i
light of the fact that (1) the first crack in the armor of Regulation Q ap-
peared in early 1979 when yield differentials were dropped fm_ money
market certificates (MMC) when the allowable rates exceeded nine per-
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cent and (2) the step by step elimination of these yield differential have
1 now been legislated.

THE PURPOSE

This paper examines the competition between the two most important
types of financial intermediaries in the market for savings deposits.
Commercial banks (CB’s) and savings and loan associations (SLA’s) are
by far the most important financial intermediaries competing for
household savings across the entire country. It has been argued that the
general public views savings claims on banks and SLA’s as close
substitutes and, comsequently, choice between them is determined by
convenience (location) and interest rate differentials, among other fac-
tors (17). After reviewing the fairly extensive and diverse body of
literature in this area, an attempt will be made to reexamine the com-
petitive institutional changes.

THE EVIDENCE
Following the system used by Gilbert and Murphy, the empirical
evidence on the competitive relationship between GM’s and SLA's can
be divided conveniently into results obtained by either time series or

cross-sectional studies (10, pp. 12-13). A summary of the results from
both types is provided in Table 1.

Time Series Studies

Among the time series studies, Silber used levels of interest rates to
measure the response of bank time deposits to a unit change in SLA
share yields and then reversed the field. In both cases the two assets were
shown to have a substitute relationship, but SLA deposits were found to
be significantly less responsive to bank interest rate changes than the
obverse (18). Kardouche obtained the same general results using interest
rate differentials, however, by partitioning the available data into sub-
periods, 1952-59 and 1959-66; it was disclosed that the long-run interac-
tion between these assets was unstable over different perieds (14). Com-
mercial bank time deposits were observed to vary independently of
changes in interest rate differentials during the earlier period, but reacted
in a manner consistent with their classification as substitutes for SLA
shares during the later period. SLA shares also displayed a similar pat-
tern of instability.

Various explanations have been offered for this apparent shift in pat-
tern of interest rate sensitivity on the part of commercial bank time-
savings deposits. For one thing, the superior quality of CB time-savings
deposits (in terms of safety as perceived by investors, availability of
funds and convenience of location) relative to SLA shares may have
dominated deposit behavior of savers in the 1950's and submerged the in-
terest rate effeet (1,12). Secondly, successive upward revisions of the
Regulation Q ceiling on time deposit rates that occurred after 1961 may
have increased the ability of commercial banks to compete with savings
and loan associations for savings-type deposits. Finally, it has been
argued that there exists a time lag before changes in interest rate differen-
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Table 1

Relationship between Savings-type Deposits at
Commercial Banks and Savings and Loan Associations
A Summary of the Empirical Evidence

Time Series:

Silber 1953-1965 Quarterly 8
Aggregate
Vernen 1947-1964 Annual T Ty
Household
Kardouche 1952-1966 Quarterly Ty-Tg
Aggregate
Friend 1952-1959 Quarterly Tp-T,
Aggregate
Cross-Section:
Fiepe 194%-1959 Annual T
States -
T
Lee 14956-1959 Annual Tg
Household e
Stevens 1948-1959 Annual Tg
Regional
egiona Ty
llartley 1960-1964 Annual T,
States
Kardouche 1960-1965 ity v Tt
Rural Fg-Tq
Boyd 1967-1968 Semiannual Ty
City

Substitutes

Substitutes
Substitutes

Tndependent

Substitutes
Independent

Suhstitutes
Independent

Substitutes
Independent

Substitutes

Weak
Complements
Substitutes

Substitutes
(SEL Pass hook)
Complement

(S&L Non pass book)

*Rate that varied to induce change:
re= yield on SLA shares

ry= yield on CB time deposits

Source: Gilbert, Gary G. and Murphy, Neil B., "Competiticn Between
Thrift Insitutitons and Commercial Banks, Journal of Bank
Research, Summer, 1971, pp. 8-18. (updated by authors
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tials influence the behavior of savers (20). Although interest rate dif-
ferentials may have narrowed in favor of CB time-savings deposits dur-
ing the 1950’s, not until the 1960’s did an appreciable redistribution of
savings-type deposits into commercial banks begin to occur,

In the Kardouche study, shares displayed a highly unstable pattern of
response to changes in interest rate spread. While a weak substitution
relationship between SLA shares and CB time-savings deposits was in-
dicated over the early subperiod (1952-1959), a complementary relation-
ship was detected over the later subperiod (1959-1966) (14). The inclusion
of a SLA advertising expenditure variable in the estimating equation, to
identify the impact of promotional activities by these institutions, may
have produced this puzzling result for the later subperiod. This is not to
say that relative interest rate changes failed to induce substantial shifts in
the public holding of the two assets during 1959-1966. It merely suggests
that another relevant factor, namely SLA advertising, *‘is powerful
enough to reduce the efficacy of the yield on time (savings) deposits as a
competitive weapon™ (10,p. 14).

In the Vernon time series study that receives the major share of atten-
tion in this paper, confirmation of the substitute relationship was ob-
tained. Vernon found that a 3.14 percent decline in the CB share of
household savings deposited at CB's and SLA's was associated with a
one percent increase in the spread between SLA and bank time deposit
yields. In addition, Vernon showed that vield spread alone explained (in
his regression analysis) roughly three-fourths of the variation in bank’s
share of savings deposits (29). Moreover, his results indicate that banks
could pay almost a point less than SLA's and still maintain their relative
share (17, p. 85).

In all these research efforts cited above, the substitute relationship was
found to be statistically significant at the .05 level. Additionally the
substitution effect between CB and SLA time deposits was shown to be
the most robust such relationship among an extensive array of assets
studied but not discussed here.

Despite some technica!l differences in these various time series studies,
the following general conclusions can be distilled:

(1) Regardless of the specifications of returns on various assets, sav-
ings and loan shares are the closest substitutes for commercial bank time
and savings deposits.

(2) The substitution relationship among financial assets is unstable
over lime.

Cross-sectional Studies

Several cross-sectional analyses ol the impact of interest rate changes
on savings deposits have generated puzzling results. In early studies by
Feige, Lee, and Stevens, SLA deposits did not react significantly to small
changes in CB time deposit interest rates (8, 16, 19). On the other hand,
each of these three researchers found bank savings deposits quite respon-
sive to changes in SLA yield rates. This asymmetry of results is as vet
unexplained, but could be interpreted as evidence that SLA's rather than
banks have at least, during some post-World War Il time periods, en-
Joyed a competitive advantage in the market for savings deposits or that
SLA customers are less sophisticated or interest sensitive than CB
depositors.
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More recent cross-sectional research has verifi ;

series analysis. Both Hartley and Kardouche foumgcisl‘,]/]ﬂf a::ufjug;()f o

dcpos_)ts to be substitutes after removing some regional factors tk:avllzlgs

b_ccn ignored in the earlier studies (10, 14), However K.':\rdu:)m:halt 7

discovered a weak complementary relationship in urbi'm areas whiﬂgo

related CB deposit changes to shifts in SLA rates and a stronger cr; :

plementarity regarding SLA deposit reaction to CB time deposit yieh:{n-
l Taken together, these results suggest that both regional factors and qhs.
| source of change can be critical when analyzing these associations Bo ;
[ (4) found that Commercial Bank time deposits and S&L passbolok ayc-
counts were substitutes, but that CB time deposits and S&L special ac-
counts appeared to exhibit complementarity.

On balance, all these twists make definitive conclusions difficult but
in a broad sense the following statement regarding the cross-sectilonal
evidence seems justified — SLA shares appear to be moderate substitutes
for CB time deposits.

Summary of Earlier Findings

| Finally, when both approaches are combined and analyzed, the
following general conclusions result:
1) Over a period extending from the early 1950's to the mid-1960’s a
substitution relationship between CB and SLA savings deposit existed.
2) Changes in the level of interest rates, but not interest rate spreads,
caused a substitution response by CB savings depositors during the
1950's. SLA shares were independent of the level of return on CB time
deposits as well as vield spreads over the same decade. Thus, the substitu-
tion relationship existing during that period was extremely weak.
3) In the 1960°s interest rate differentials induced a substantial
substitution effect. However, the strength of the recactions depended
upon the geographic location of the institutions involved (10, pp. 16-17).

THE IMPACT OF RECENT DEVELOPMENTS

To achieve the objective of our analysis, the authors have chosen to
reexamine (in the light of subsequent events) the conclusions reached ina
typical study from the extant literature. ;

In a previously cited 1966 study, Vernon analyzed the data found in
Tahle 2 for the years 1947 through 1964, and concluded that the decline
in the spread between yields earned by savers at SLA’s and commercial
banks was the principal factor accounting for the change in the trend in
the hank share of savings deposits at CB's and SLA's. From 1947 10
1955, when the bank share exhihited a sharp downtrend, the spread was
relatively constant. Then, from 1956-1961, the spread in vield narrowed
and the rate of decline in the bank share slackened markedly. From 1961
through 1964, when the spread diminished to less than one peint, the
decline in the bank share halted. ]

Vernon undertook a regression of the change in the commercial bank
share (S) on the yield spread (P) using annual observations for 1947
through 1964. The resulting equation:

(1) S = .024575 — 3.14253 P,
(4.13) (—7.04)
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had a coefficient of determination of .7422 indicating that yield spread
variations explained roughly three-fourths of the change in bank share.
Both the coefficients and the equation were significant at the one percent
level (t values are under each term) and the Durbin-Watson coefficient of
1.66 {du=1.39) indicated that autocorrelation was not out of line with
reasonable standards for economic time series analysis (20).

The results of Vernon’s study supported the hypothesis that banks en-
joy a competitive advantage over SLA’s in the struggle for the public’s
savings dollar. Note that if there is to be no change in banks’ share, that
is if S=0, then P would have to equal .008. This is the same as saying
that banks could pay .8 percent less than SLA’s and their share would
not change. For the period covered by Vernon's study, banks appeared
to possess attributes that SLA's lacked, inducing households to take a
smaller yield on their bank savings deposits (20, p. 192).

On extending Vernon's data to cover the entire time period 1947 1o
1977, the authors found that the explanatory power of yield differentials
deteriorated significantly. The equation for the total period became:

2) S = .00298— 1.3248P
(1.65) (—4.63)

The coefficient of determination dropped to .46 revealing a loosening of
the relationship between the two variables. In this extended analysis the
coefficients and the regression were still significant at the one percent
level (t values are under each coefficient) while the Durbin-Watson fell to
1.54 (d,, = 1.50).

In order to verify the shift in the relationship between intersectoral
vield spreads and flows, a Chow test was carried out to test the stability
of the coefficient of P over the period 1947-1964 and 1965-1977. The
resulting F statistic of 7.27 led to the rejection at the one percent
significance level of the hypothesis that a stable relationship existed be-
tween the variables over the entire period 1942-77. The equation for the
period 1965-1977 was:

§ = 006 + .103P, R* = .00
(1.32) (.18)

Under this updated regression, commercial banks could maintain their
share of the market by paying .2 percent less than SLA’s. The drop in the
status-quo vield differential from .8 percent to .2 percent would, ceteris
paribus, indicate a definite diminution of banks' competitive advantage
vis-a-vis SLA’s in the period from 1965 to 1977. Or, looking at these
developments another way, rate differentials became less and less impor-
tant in determining where households deposit savings over this period.
The reduction in the association between yield spreads and market shares
is indicative of changing environmental factors impacting on the rela-
tionship. Examples of such changes would include the introduction and
wide acceptance of certificates of deposit, the retail banking movement,
and the proliferation of branching by both CB’s and SLA’s which un-
questionably has changed the relative convenience factor in the last 15
years. Few economic relationships could be expected to remain stable
given the various substantial institutional changes that have been so
crucial in this market. Additionally, it is possible, even likely, that as the
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Table 2
Spread between Returns to Savers by SLA's and Commercia} Banks, and
Change in Percent of Savings of Houscholds in Banks and SLA's
1846 through 1977 ;
] b T Imal T e
Savings of Between
H Houscholds Returns to

in Binks Chunge in  Savers in l v

and SlA's Percent F‘ur::ont S{.A'sbaud ‘Scn‘vuv;rl-s i[: 'Tseatyug:m [tu

(billions) in Banks 1n Banks Banks SLA's hniso
1947 SALT 76.50 -1.602 L0143 .02
1948 43,2 74.54 %6 .0138 ,nzgg ﬁﬁ;’,
1949 138 72.10 -2.44 0143 0234 000}
1950 16. 3 69.76 -2,31 L0158 0252 .00Y4
1951 49,8 67.67 -2 L0155 .0258 L0103
1952 55 6 5.47 ~2.20 0151 .N269 L0L1s
1953 01.7 63.05 -2.42 L0157 -028] 0124
j954 03.7 ). 24 2. 79 155 0287 L0132
1955 502 57 .31 -3, 9% 0156 0204 O013S
18956 Al | A UK E & S0dS L1303 0158
1957 1 54 .65 = 3% 0118 L0326 -0208

| 1958 5 33 e - .84 T L1338 0221

1950 0 52.11 -1.65 (127 Ipd L0353 D236
1960 124,35 50.n4 =207 L1300 L0386 0256
1961 138.3 49,10 44 nre L0390 0271
1862 [ ) 49 55 « dA RO 1408 L0518
1963 (B frpomi] AR 68 = 086 0417 L0351
1963 196.06 48,22 - .46 0077 L0419 U342
1965 1359 E1.52 «30] onT2 .0ad] -(1369
1906 241.8 52.9¢ +| 58 036 Naap 0404
1967 2702 51,04 =] 14 L0032 .N456 012
1968 294 .0 h5.41 *}.3T aoLe 0467 (448
1969 297.0 4.%7 -1.04 007 nasa 0187
1970 335.3 56.56 1,99 001l -0506 <0405
1971 392 % 55.71 - .65 -N0S5 <0535 i
1972 51.1 b ] 1 L0030 496 -0166
1973 516.6 55.70 +1 .00 0058 0512 L0570
1974 5651 57,50 +].80 -.0115 L0578 0603
1975 6283 5580 -1.70 0033 0628 w5l
1976 716. 55.40 A0 -.0101 Dl e
1977 775, 1 55.43 + .03 -.0117 G641 7
Sources. Federal Rescorve Boards, Flow of Funds and Unpublished Reports;

Tederil {lome Loan Bank Board, Jowrial and Unpublished Reports.

spread between the competing vields narrowed (becoming nonexistent or
nearly so in some years) it may have dropped below a perceptual
threshold and ceased to be a decision variable in the minds of many
household savers. _ s
Upon completion of the straightforward extension of Vernon's stu 5
just discussed, further analysis of the data for 1960 through l_977 pointe
to an even greater deterioration in the relationship depicted in equation
(2). A regression based on only the 17 years (1960-1977) confirmed o::
suspicions.' During this period the aggregate yield spread between bar;x-
and thrifts no longer provides an explanation for the shift in savings
tween the two financial intermediaries. This implics- that usn"lgl the HB%
gregate data, a simple explanation of the change in banks sharc;‘
household savings deposits based upon the yield spread between c0
mercial banks and savings and loan associations no longer works.

'The equation from 1960-1977 is S = .00306 — .S4198P with R* = .08.
(.88) (- 1.19)
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This important phenomenon has been largely ignored in the literature
of the recent past. Given the many theoretical and institutional
developments which touch on savings flows, there is a clear need to at-
tempt to respecify the relationship. For, in addition to the introduction
and proliferation of nonpassbook types of savings accounts® a review of
the literature suggests other independent variables which might have
played a role. Among the more prominent of these would be variables
such as treasury bill rates versus a number depository yield spreads,
credit union share yields, capital market vields, the role of government
sponsored agency instruments and their yield, and the relative conven-
ience (location) factors. Our preliminary efforts to incorporate the im-
pact of a number of these variables proved unsuccessful. With SLA’s
lending upwards of 80 percent of their deposits in the mortgage market
and bank’s lending less than 20 percent for similar purposes, the impact
on the real estate sector due to shifts in deposits from one type of institu-
tion to the other would be sufficient to justify a continuing eftfort to
respecify the relationship.

THE GROWTH OF NONPASSBOOK SAVINGS

In an attempt to focus more clearly on the declining influence of yield
spreads on the household savings market, the authors analyzed some
data that has become available only recently. These data are the result of
regular surveys by the Federal Reserve and Federal Home Loan Bank
Board which began in the early 1970's and some preliminary unpublished
studies of CB and SLA account structure changes carried out by the same
agencies in the late 1960's. These reports provide semi-annual observa-
tions beginning with the first quarter of 1967 and extending through the
third quarter of 1977 which allows disaggregation of houschold savings
deposits at CB's and SLA’s into two major categories — passbook ac-
counts and those deposits earning more than the passbook rate. The lat-
ter category is subsequently referred to as nonpassbook accounts. While
this breakdown still involves excessive aggregation due to data limita-
tions it provides some important insights into the significance of non-
passbook savings deposits for both institutions. All the new daia are
presented in Table 3.

Although CB's have experienced a steady increase in their share of
household passbooks savings (PPB), no significant relationship was
found between the change in PBB (/\PPB) and the relevant vield dif-
ferential (PBSPREAD). Thus, the data indicate that passhook vield dif-
ferentials, at least over the past decade, have not been statistically signifi-
cant in the choice of passbook savings deposits by households. A priori
one could expect this data 10 correspond rather closely with the annual
observations which were included in Table 2 and which extended back in-
to the period when simple passbook accounts were the dominant type of
account offered to households by both CB’s and SLA’'s. After our at-
tempt to adjust the data to account for the impact of the proliferation of

Al the end of 1977, passbook saving represented only 34 percent of total deposits at the
major S&L's, versus close to 100 percent as recently as 1968,
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Tahle 3

Spread hetween Returns to Suvers hy SLA' s
| Chianges in Percentage of Houschold Savings
SEA's -- The Influence of the Growth of Non-Pass B

and CB's, and
in CB's and
ook Accounts

(1) (2) 3

(3) (4) (5] (6

Passbook Non-Pas;

Yield Y“:’:l';

Spread, Percent:

Percentape SLA rl"ass.hnoi 2‘,’-‘ i Spread

of Passhook Rate - (B Non-Piass Book o

Qualrh.’r Savings Change Passhook Savings Change Rart;_
/Year in Ch's in PP'H Hate in CB's in PNPR Rate

D .

PPB aPrs PRSPREAD PNPR APKPR NPBSPREA

1/67 47.91% 1.59% 1.03% 70.93% D s 164
11/67 48,14 .23 74 69. 31 1567 o
1/68 19 00 86 5 t7.16 -2.15 1"
111/68 49 31 .31 i bh. 69 {ia7 it
1/69 19,49 (R i, o450 -1.0% 8
[11/69 50 54 1.15 Sk ul.55 -2.95 )]
I/70 51,77 | S 76 58.53 -3.n2 and
111/ 53.39 1.62 .52 55.69 -2.84 A6
/71 55.09 bST0: 5 55.57 - .12 o
I1i/71 54.28 - .Bl L3 53.47 =2.10 5
1/72 54.068 A0 .58 52.05 -1.42 .61
JL14A72 54.6l1 - .07 .90 50.07 ~1.98 .60
/73 54.20 - A1 Ry 49_58 - .49 .59
111773 55.82 I B2 .48 47 .99 -1.59 .27
1/74 §5.43 - .62 .45 47.40 - .59 A7
111/74 56.33 .9n .43 46.84 - .50 .65
1/75 §5.41 = .92 .41 45.71 -1.13 st
I11/75% 56.79 1.38 34 45.92 - .21 .78
1/76 57.08 .26 33 44 .58 =1.34 .93
111/76 58.36  (Per e ;B8 45.68 - .90 .BO
1/77 58.79 .43 .34 43,94 .26 .87
11477 58,47 - .32 34 45.27 PoEX b

Sources: Federal Reserve Board, Ilow of Funds; and Federal Home Loan Bunk Board,
Journal and Unpublished Reports,

special types of deposits, the yield spread still no longer explains the flow
of household passbook savings as it once was capable of doing.

In addition, despite the fact that nonpassbook savings might be
thought more interest sensitive than passbook accounts, no meaningful
relationship was found between the yield differential (NPBSPREAD)
and the change in CB’s share of nonpassbook deposits (APNPB).
Therefore, interest rate spreads at the level of aggregation for which datla
are currently available cannot account for the steady erosion of CB's
share of these savings (PNPB) from over 70 percent in 1967, to as low as
44 percent in 1977, o 1

These results lead to the conclusion that since 1967 if not ear_lre_r. in-
terest differentials (within the range studied) have had no statistically
significant impact on the flow of household savings between llhc com-
mercial banking and savings and loan association sectors. There is a clear
need to reopen the investigation of factors influencing intersectoral sav-
ings flows, because the traditional explanation, vield spreads, no longer
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provides an adequate answer. The ‘‘conventional wisdom’ which
assumes that Regulation Q differentials can assure a reliable flow of
household savings into thrift institutions (vis-a-vis commercial banks)
and, thus, into housing is, at best, dubious.
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