





tion of their asset and liability portfolios.
Throughout the nineteenth century and the first
half of the twentieth century, the activities of
commercial banks were largely limited to ac-

cepting and processing deposits and making
loans and investments. Indeed, those functions
still account for a substantial if declining pro-
portion of the typical bank’s activities.

Issues in the measurement of bank output

Analysts have tried to measure bank output for
two purposes: to assess economies of scale in bank-
ing, and to calculate banks’ contribution to gross
domestic product (GDP). Earning assets or total
assets were the most widely used measures of bank
output in early studies of the relationship between
scale—that is, size measured in terms of output—and
cost in banking. However, critics pointed out that an
equal number of dollars of credit extended for a
given period of time, as would be reflected in asset
measures, do not necessarily imply equal output in
an economic sense. For example, a given dollar
amount of consumer instaiment loans does not neces-
sarily represent the same output as the same dollar
amount of loans to a large corporate customer. A
consumer loan is likely to require much more risk-
bearing, information gathering, credit analysis, and
bookkeeping per dollar of loan principal than a loan
to a large corporate customer (Benston 1965; Green-
baum 1967). Thus, simply adding the dollar amounts
of all the loans on a bank’s books would be adding
apples and oranges. The only dimensions of output
that could be said to be identical for loans of differ-
ent types but equal dollar amounts outstanding are
the amount and duration of the postponement of
consumption by one group of economic units that is
a prerequisite for making a loan enabling another
economic unit to consume beyond its current income.
A similar objection applies to adding the outstanding
values of loans of the same type but of different
sizes.

Another relatively obvious criticism of balance
sheet measures of output is that output is a flow,
measured in quantity or value per unit of time,
whereas assets are a stock at a particular point in
time. Only in banking and related financial indus-
tries have assets been widely used as a measure of
output and relative importance. In other industries,
sales or revenues are the preferred measure for some
purposes, including the calculation of market shares
for antitrust analysis. For most other purposes, there
is fairly general agreement among economists that
the most relevant measure of the size of an industry
is its value added, or contribution to the total output
of the economy. Although there may be issues
affecting the industry for which assets or liabilities

or employment are more useful measures—for exam-
ple, changes in the importance of banking as a chan-
nel for monetary policy or banking’s role in creating
new jobs—the contribution of banking to GDP is a
more general measure of the industry’s importance in
the economy.

In the search for a single index of banking
output, considerable progress had been made by the
late 1960s toward achieving consensus that some
variant of bank revenue, rather than assets, was the
preferred measure of final output. Of course, if one
wishes to measure commercial banks’ contribution to
final output as measured by value added, rather than
the value of final output per se, it is necessary to
subtract from revenues the value of purchased inputs.
Nevertheless, the persistence of conflicting views
concerning the nature of the output of financial
institutions led to a continuing debate over which
measure of value added was most appropriate. Seri-
ous questions were raised about the “liquidity princi-
ple” used by the U.S. Commerce Department’s
Office of Business Economics to measure the contri-
bution of banks and other financial intermediaries to
GDP. According to the liquidity principle, bank
output consists only of interest and other services to
depositors, not to borrowers (Hodgman 1969). How-
ever, as Hodgman pointed out,

a closer examination of banking activity and
banking costs will reveal that financial
services (rather than deposits or loans) are
the products of banking. . . . When banks
are viewed as financial service firms we see
that the banking product sold to borrowers is
not only credit but intermediation and that a
portion of a bank’s interest receipts is paid
by the borrower to cover the costs of inter-
mediation rather than as a payment for
liquidity or consumption foregone by the
ultimate lender. This portion of “interest”
received by banks should be regarded as part
of their gross value product in the national
accounting sense. The remainder of interest
paid to banks will, under competitive condi-
tions, be paid in turn by the banks to the
ultimate lenders who are depositors and
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Support for the view that banking is de-
clining in relative importance is typically based
on the downward trend in the share of total
assets at all financial institutions (see figure 1),

stockholders. Conceptually, therefore, the
net interest received by banks should be
included in gross product originating rather
than set to zero by definition.*

But while Hodgman and others were gaining
considerable support for some variant of revenue as
the single index of output in banking, the literature
on bank costs moved in a very different direction.
First, researchers began to estimate separate cost
functions for individual functional areas within the
bank (Benston 1965; Bell and Murphy 1968). Later,
they began to use the translog and related multi-
product cost functions (Benston, Hanweck, and
Humphrey 1982). Neither of these approaches re-
quired using a single index of banking output.

The objections noted above to using assets as
the measure of banking output apply fully only to
attempts to aggregate many different types of loans
or other banking products into a single index of
banking output. As long as each category of loans is
relatively homogeneous—for example, consumer
loans that do not vary greatly in size or riskiness—it
may be unobjectionable to use total loans outstand-
ing as a measure of the output associated with that
category. The reason is that, if all the loans in a
particular category are identical in size, maturity,
risk, and other important characteristics, then the
number of loan accounts, total revenue, and other
alternative measures of output associated with that
category would be proportional to the amount out-
standing. Thus, asset measures may be a reasonable
choice for the estimation of multi-product cost func-
tions that utilize a large number of output categories
rather than a single index of overall output. Indeed,
recent studies comparing the performance of stock
and flow measures of output in bank cost studies
have concluded that there is not much empirical
evidence to favor one over another (Humphrey
1992). But it is still true that this approach finesses
the issue rather than addressing it; there is no pre-
sumption that a dollar of consumer loans represents
the same output as a dollar of commercial and indus-
trial loans.

*Hodgman 1969, p. 191.
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or particular categories of assets accounted for
by commercial banks or by all depository insti-
tutions. As table 1 shows, the decline in
banks’ share of short-term business credit, the
traditional bread and butter lending activity of
commercial banks, has been even more dramat-
ic than that of banks’ share of total assets.

The data are frequently presented with such a
sense of urgency that one might be led to
believe that the decline in asset share is a
sudden, recent development that requires an
immediate response.

However, a closer review of the evidence
shows that neither this decline nor the concern
over it is of recent origin. A pioneering study
of U.S. financial institutions conducted by
Raymond Goldsmith in the 1950s and 1960s
reported that commercial banks’ share of total
assets of financial intermediaries had declined
from 71 percent in 1860 to 63 percent in 1900
and 32 percent in 1963 (Goldsmith 1958,
1969).* Table 2 shows commercial banks’
share of the total assets of financial institutions
for selected dates from 1860 through 1993,
Thus, the more recent decline in the market
share of commercial banks should not be over-
ly surprising. Much of it simply reflects the
fact that, because banks were the first major
financial institution in the United States, it
was virtually inevitable that they would lose
market share over time to newer types of finan-
cial institutions offering previously unknown
products, for example, pension funds and
mutual funds.

Nor is evidence of a decline in banks’
market share limited to the United States. As
the data in table 3 indicate, banks’ share of
total liabilities of financial intermediaries in
the United Kingdom also declined between
1913 and 1991. Similar declines have occurred
in most of the 30 major foreign countries ana-
lyzed by Goldsmith (1969).

But even before Goldsmith’s study, bank-
ers lamented that the traditional business of
banking was shrinking and that if banks were
to survive they would have to expand the scope
of their activities. Thus, as corporations relied
increasingly on internal sources of funds and
less on bank loans in the 1920s, banks expand-
ed their lending to include consumer and resi-
dential real estate loans. The same decade also
saw the rapid expansion of banks and bank
securities affiliates into the underwriting and
distribution of corporate securities. Retrospec-



TABLE 1

sive regulation of banks in combi-

Composition of short-term credit market debt of n.atlon “_llth tax and other incen-
nonfinancial corporate business tives enljoyed by some nonbank
(1950-92) competitors (Robertson 1968).
Like most other research on the
1950 1960 1970 1980 1990 1992 issue, both the Gurley and Shaw
{ percent ) study and that of the Comptrol-
ler’s office relied on balance sheet
Bankloans 91 87 83 n 89 59 data to support the thesis that
fares loans 6 9 9 14 17 18 banking was in decline.
Commercial Improving the asset measure
paper 1 2 6 <] 12 12 Assets probably give an ade-
Foreign loans - - - 9 9 quate picture of the size of the
Bankers’ banking industry in the nineteenth
acceptances 2 2 2 5 3 2 century. However, there is reason
to believe that even for the first
Total 100 100 100 100 100 100 half of the twentieth century and
Billion certainly for more recent decades,
dollars 20 43 125 324 951 882 reported assets give a distorted
Source: Board of Governors of the Federal Reserve System, and incomplete view of the output
Balance Sheets for the U.S. Economy, 1945-92, March 10, 1993. of the commercial banking indus-

tively, and almost certainly incorrectly, some
blamed the banking collapse of the early 1930s
on the entry by banks into some of these new
and unfamiliar activities.

The 1950s were marked by renewed con-
cern over banks’ loss of business, this time to
then rapidly growing nonbank depository insti-
tutions, such as savings and loan associations,
which at the time were free of such regulatory
restrictions as interest rate ceilings on deposits
and reserve requirements. Indeed, the widely
discussed Gurley-Shaw thesis held that if regu-
lation continued to restrain traditional banks
relative to their nonbank competitors, the result
would be the development of more and more
“near monies” such as time and savings depos-
its at thrift institutions, and the continued
shrinkage of the banking industry (Gurley and
Shaw 1955, 1956, 1960). Eventually, a point
would be reached at which monetary policy, if
it continued to operate only through traditional
banks, would lose its effectiveness. A quick
examination of table 2 shows that, rather than
preempting commercial banks, savings and
loan associations and savings banks are them-
selves now declining rapidly in importance. A
history of the Office of the Comptroller of the
Currency published in 1968 also remarked on
the loss of market share by commercial banks
in the postwar period and attributed it to exces-

try. The asset figures typically
used in these analyses include
only bank-owned or “on-balance-sheet” assets.
But banks also manage or otherwise service
assets owned by others. These activities are
referred to as “off-balance-sheet.” The eco-
nomics of banking, as opposed to accounting
conventions, suggests that banks should be
measured by some measure that reflects the
full range of their activities, such as revenues,
income, or value added. However, because on-
balance-sheet assets are the most readily avail-
able and frequently used yardstick of the size
of the banking industry, it may be worthwhile
to try to correct banks’ aggregate balance sheet
for a number of failings, in particular its exclu-
sion of important off-balance-sheet activities,
and bring it closer to what might be called an
“economic balance sheet.” We will discuss
some of these exclusions and the adjustments
needed to correct for them in the following
sections.

Bank trust services

Among the most important off-balance-
sheet activities are bank trust services, perhaps
the oldest off-balance-sheet activities engaged
in by banks in the United States. Indeed, a
number of banks began as strictly trust compa-
nies providing only trustee or fiduciary servic-
es and expanded into deposit and other banking
services primarily as an accommodation to
their customers. Today, few strictly trust com-
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securities industry and ultimately struck down
by the Supreme Court, which ruled that it vio-
lated the provisions of the Glass-Steagall Act
separating commercial and investment bank-
ing. The court ruled that commingling manag-
ing agency accounts and selling participation
shares in them was in effect dealing in securi-
ties, which was prohibited. The court conclud-
ed that such a “bank investment fund finds
itself in direct competition with the mutual
fund industry” (Fischer, Gram, Kaufman, and
Mote 1984). The decision temporarily stalled
banks’ efforts to offer a competitive invest-
ment product. However, a 1972 decision by
the Board of Governors of the Federal Reserve
System that explicitly permitted banks to act as
investment managers for mutual funds, while
prohibiting them from brokering such funds,
helped banks to enter this market.

Although the Glass-Steagall Act prohibit-
ed banks from dealing in private securities for
their own account, it did not prohibit them
from purchasing and selling private securities
without recourse upon order of their customers.
While some banks offered brokerage services
as an accommodation to their customers, few
viewed them as a profitable activity. Indeed,
in 1936, the Comptroller of the Currency ex-
plicitly authorized national banks to offer bro-
kerage services, but only as an accommodation
to their customers and not on a profit-making
basis. The increase in securities activities and
the end of fixed commissions on the New York
Stock Exchange in 1975 caused banks to re-
consider their interest in brokerage activities.
In 1981, BankAmerica Corporation announced
its intention to acquire Charles Schwab, the
country’s largest discount broker. Shortly
thereafter, Security Pacific National Bank
initiated a cooperative arrangement with the
Fidelity Group to broker securities, including
mutual funds, to its customers and then orga-
nized its own discount broker as a subsidiary
of the bank. Both activities were undertaken
with the approval of the regulatory agencies.
Thus, banks could broker mutual funds either
directly through the bank or bank holding
company or indirectly through a cooperative
agreement with a third-party broker. Some
banks began to offer their customers “private-
label” mutual funds managed by others. At the
same time, some banks also started “propri-
etary funds” that were managed by the organiz-
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ing bank but distributed by others. In 1992,
the Federal Reserve liberalized its regulations
to permit banks and bank holding companies to
broker funds that they also managed. Thus,
banks could effectively engage in all aspects of
mutual fund operations except sponsoring and
distributing (underwriting) the shares directly.

Banks have moved relatively slowly into
the mutual fund business and were not overly
aggressive in lobbying the regulators to lower
the barriers. Not until the substantial runoff of
time deposits in search of higher yields when
market interest rates declined sharply in the
early 1990s did many banks awaken to the
possibilities of offering money market and
other mutual funds to their customers. Never-
theless, by 1992 more than 90 percent of all
banks offered mutual funds in some way, more
than double the proportion in 1985. Data on
bank-managed and proprietary mutual funds
since 1983 are presented in table 6. As late as
1987, banks managed less than 5 percent of all
mutual fund assets, and by early 1993 this had
increased to only 11 percent. Banks made
much more substantial gains in money market
funds, managing 23 percent of the assets of
such funds in 1993, compared with only 6
percent of stock and bond mutual funds. When
brokered private-label and other funds are
included, banks sold more than one-third of the
dollar volume of all mutual funds in the first
half of 1992, nearly all of which were money
market funds. The ten banking organizations
that managed the largest amounts of mutual
fund assets in 1993 are shown in table 7.

In recent years, some banks have tried to
increase their participation in the mutual fund
industry by acquiring large mutual fund invest-
ment companies or entering into exclusive
joint agreements with them. In 1993, for ex-
ample, Mellon Bank, the twelfth largest bank
in the country, announced its intention to pur-
chase the Dreyfus Funds, the third largest
sponsor of money market funds and tenth larg-
est sponsor of other mutual funds. At the same
time, NationsBank entered into a partnership
that gave Dean Witter Financial exclusive
rights to market proprietary NationsBank funds
as well as other funds to bank customers from
locations in the bank’s offices. On the other
hand, Chemical Bank and Liberty Financial
broke off their attempted joint venture.
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