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Introduction

A major feature of the operations of financial institutions in a number of
countrics in recent years has been the greater competition between the
various types of institutions, especially savings and loan organizations
and banks. A sccond feature of financial systems has heen government
inquiries - the deKock Commission m South Africa, the Campbell
Committee in Australia and the Wilson Committee in Britain; in the
United States 2 major financial institutions bill has been enacted,
bringing into cffect many of the recommendations of the Hunt
Commission.

This paper analyses why competition between banks amd savings and
loan organizations has increased and then goes on to explain the nature of
that competition in Great Britain, Canada, Australia, South Africa and
the United States. Brief reference is also made to the position in the
continental European countrices.

The reasons for increased competition between banks and
building societies

For many years there has been a tendency for banks and building
socicties (the term here mcluding other savings and loan institutions) not
to trespass into each other’s areas. Incvitably there has been a degree of
overlap, largely in respeet of deposits which are essential to both building
socicties and banks.

In the past decade, building socictics the world over have tended to
encroach more into the markets of banks, helped by technological
advances which have facilitated the offering of alternative scrvices to
customers. Thus, many bulding societies (although not in Britam) now
offer 2 money transmission service. The banks have sought to compete
maore vigorously with building societies largely for commercial reasons.
They have realized that the mortgage market is a growing market and
one in which there is a place for them to operate at a substantial profic.
They have also scen mortgage lending as a means of introducing other
new business.

The public have become increasingly sophisticated financially and this is
another factor which has probably led banks and building socictics to
compete more strongly. Many finangial institutions have owed their
growth largely to inertia; that is, once people open an account they have
tended to stick with the institution. Increasingly this is no longer the case
and financial institutions must respond to the demands of potential
customers as expressed in the mar‘:ct place. One option is what is called
‘one stop’ or ‘universal” banking — a financial institution which can cater
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for all consumer needs. Trust companies in Canada are in this position as
arc the savings banks in West Germany,

Great Britain

In Great Britain, more so than in most countries, the banks and building
societics have tended not to compete with cach other. Building societics
were origmally founded as small mutual organizations designed to enable
their members to purchase homes. In the nineteenth century they
developed a savings bank funcdion as well as a mortgage lending function
but since that time their method of operation has changed hittle, Their
two basic functions remam to provide 3 home for savings and to make
mortgage loans to house-buyers. Unlike most other countrics, Britain
does not have a strong savings bank movement, Recently, however,
there has been a noticeable change in this respect as the savings banks
have joined the private sector and are now looking to compete more
aggressively with banks and building societies.

The banks have not sought to become mnvolved in the house-purchase
market except to provide bridging finance. Banks have a natural aversion
to lending long-term cven though they have been able to do so at
variable rates of interest which effectively removes most of the dangers
of borrowing short-term and lending long-term.

Where building socictics and banks have competed strongly in Britain m
the post-war period is in the savings market. In 1950 building socicties
held less than 10 per cent of the funds of the personal sector while the
National Savings movement, including the savings banks, and the
clearing banks shared the other 90 per cent. ‘The National Savings share
of the market has since declined steadily and now stands at under 20 per
cent, while the building society share 3s approaching halll The banks
have lost a little market share to the building socicties although not very
much, Table I shows the shares of short-term financial assets held by
houscholds in Great Britain as at the end of 1966 and 1978.

Table |
Shares of short-term housshold financial assets, Great Britain
Institution 1966 1978 "
Per cant Per cent
Building societies 24 44
Banks 30 28
National Savings* 34 18
Notas and coins 9 9
Other 3 1
Total 100 100
Note: e gl g

1. The figures for National Savings include the savings banks.
Sources: Economic Trends, January 1978 and Financial Statistics, February 1980.
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The building societies have come to dominate the market for personal
savings and a high proportion of the liquid funds held in banks are in
eurrent accounts rather than deposit accounts. The banks make licte
ateempt to compete for savings deposits and do not advertise wadely the
services which they offer to the public in this respect. In general, building
societies have been offering a higher rate 1o mvestors than have the banks
and obviously this is one reason why their deposits have grown much
more quickly. Giving evidence to the Wilson Committee, the Governor
of the Bank of England suggested that building societies enjoyed three
advantages in relation to the banks:

O They lend into 2 favourcd market, that 1s, mortgage interest alone
qualifics for tax relicf,

L Their business docs not involve com plicated services and is therefore
cheaper to run than banking business.

O They are open for business on Saturday momings.

The second point is particularly important. The banks have tended to
subsidize their moncy transmission service by their deposit accounts and
obviously this lessens their abulity to compete in the savings market,

The banks themselves have argucd that they find it difficult to compete
with building socictics because the socictics enjoy unfair advantages,
One of the advantages generally cited is the composite rate of tax.,
Through this arrangement building socictics discharge the basic rate tax
Lability of their investors but they do not pay the basic rate of tax but
rather a reduced rate to reflect the face thata lagh proportion of building
society mvestors are not lable to tax. The composite rate is designed to
secure for the Inland Revenue the same amount of tax as would be
collecred if all building society investors were scparately assessed.
Whether or not the arrangement gives societics 3 competitive advantage
depends entirely on whether mvestors liable to the basic rate of tax are
more micrest-sensitive than those who are not so hable. Tt seems
probable that they are but the henefit is at hest very marginal and there
seems little doubt that societics would continue to be very competitive
cven if the composire rate armangements were ended.

The banks have had 2 somewhat beeter ground for complaint m that they
have been subject to direct monetary controls which have affected their
ability to compete with other financial institutions, However, the banks’
complaint has not really been with building socicties being exempted
from monctary controls but rather with the monetary controls
themselves. The banks prefer monetary controls that operate through the
market mechanism; that is, interese rates. By definition these muse affect
building socicties as much 45 bariks, However, the government has in the
past not found it possible 1o attain ies monctary policy objectives without
resort to administrative measures. The Green Paper, Monetary Controf
(Cmnd. 7858, March 1980) marks a significant change in policy in this
respect. The corset has been abolished and the reserve asset ratio will be
allowed to lapse, In future, interest rates will be the major monetary
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policy mstrument and this should cnabie the banks to compete on more
equal terms with societies. Indeed, tweo of the major. banks have already
announced new deposit schemes following the abolition of the corset in
June. '

Equally significant is the entry of the banks into the mortgage market,
Bank lending still remains small in relation to building sociery lending
for housc-purchase but it has grown at an exceptionally rapid rate over
the past two years, a trend which is expected to continue. Table [ shows
the position. Bank lending for house-purchase (which exhibits marked
scasonality) has more then doubled sinee 1978 and the effect of chis has
been that building socicties share of net lending fell from 95 per cent in
1977 and 1978 to 80 per cent in 1979,

Table Il

Net lending for house-purchase

Quarter Building socetios Banks $73

£ million £ million

1978 Q.1 1.266 20
Q2 1344 ]
Q3 1,280 80
Q4 1,225 90

1979 Q.1 1,181 30
Q.2 1,260 150
Q3 1.318 230
Qs 1,155 190

1980 Q.1 1,143 40

Amount outstanding

end-Q,1 1880 37,772 2,420

Source: Financial Statistics, July 1880,

Probably the main reason why the banks have sought to enter the
mortgage market is that they see this as being very profitable, In Britain,
building sacicties characteristically have charged a mortgage rate below a
market clearing level and hence there have always been queues for
mortgages. Because socicties have not met demand, there has been a
strong demand for loans at a rate of interest above that charged by the
societies. Currently, most building socicties are charging 15 per cent on
most of their loans. A markct clearing rate would probably be about 17
per cent. However, because there is a significant volume of unsatisfied-
demand, the banks have lictle difficulty in making loans ac a rate of 20 per
cent or even higher. This lending 1s very profitable especially as lending
on the security of 4 house is safer than lending on the security of a
business. Also mortgage lending an be used as a kead-in for the banks to
offer other financial services such as insurance, tax plnning and’
improvement loans.
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Canada .

Competition between banks and savings and loan organizations in
Canada is more intense than in Britain. Unlike the British market, the
mortgage market in Canada is not dominated by one type of institution,
No less then five types of institution have between 11 and 22 per cent of
the total market. Table 11 shows the distribution of mortgage loans
outstanding as at the end of 1979,

Table I
Mortgage loans outstanding, end 1979
Institution Amount Percentage of
$ million total

Life insurance companies 15,700 132
Chartered banks 18,900 159
Loan companies 9,400 79
Trugt companies 25,000 211
Estate, trusts and agency

funds of trust companies 11,700 2.9
Cradit unions X 14,400 121
Government and government

agencies 13,100 1.0
Corporate lenders 3,500 3.0
Pension funds 5,600 4.7
Othgrs 1,300 11
Total 118,600 100.0

Source: Canadian Housing Statistics, 1979, CMHC, 1980, Table 85.

Tt will be seen that at the end of 1979 the banks had 15.9 per cont of the
total mortgage market, Mortgages represented 8.2 per cent of the total
assets of the banks. This might seem a fairly low proportion but what is
significant 1s the growth in the proportion in recent years. In 1968 the
banks accounted for only 4 per cent of the market but in recent years they
have been taking about 30 per cent of the net increase in mortgage loans
outstanding and thus in due course their proportion of the balances
outstanding will rise towards this level,

In Canada the banks have been closely circumseribed in the extent to
which they can operate in the mortgage market. In 1954 the banks were
permicted to make loans insured under the National Housing Act and, as
2 resule, they rapidly beeame more active in the mortgage market
increasing their share of the total from virtually nothing to 12 per cent in
1958. However, the banks were not permitted to charge more than 6 per
cent on their loans and while this did not matter in the carly 1950s when
mterest rates were low, it did matter in the 1960s and as 3 result cheir
share of the mortgage market (el to 4 per cent. The 1967 Bank Act
permitted banks to make insured loans at the current rate of interest and
they were also authorized for the first time to make conventional loans,
that is, uninsured loans which cannot be for more than 75 per cent of the
value of the property. In 1970 the banks were permitted to make

Competition Eetween Banks and Building Socictics 47



non-NEHA insured loans for over 75 per cent of valuation on the same
basis as other institutions. Thus the banks were permitted, for the first
time, to compete in the mortgage market on equal terms with other
lending institutions,

The banks have also been partly responsible for the innovations in the
housing finance market in Canada. Traditionally, the Canadian housing
finance system has operated on the basis of a five-year mortgage
rollover. That is, investments are attracted for five-year periods and
mortgage loans, while being based on the annuity principle and
calculated on the assumption that they will be repaid over twenty or
twenty-five years, become repayable at the end of five years: the rate of’
mnterest on such mortgages is fixed. At the end of the five years the
borrower has the option of taking out another loan at the then prevailing
rate of interest. The system thus effectively matches assets and labilities.
However, with interest rates beeoming more variable the banks
considered that a more flexible approach was required and began offering
mortgages with rollover periods of three, two or even one year. Also,
open mortgages have been offered which can be redeemed at any time.
However, the rate of interest on such loans has obviously had to be
maintamed at a higher level than the normal rate of interest. The trust
companies have matched the loan facilities offered by the banks. To
some extent, the banks use mortgage lending to help bring in other
business. Mortgage lending has also enabled them to make more
ctfcctive use of their branch offices.

In the deposit market banks and trust companies also compete on cqual
terms. The five-year investment certificate remains onc of the most
attractive savings media and there is aggressive competition between the
various savings institutions. ‘The rates of interest paid and charged by
banks, trust companics and other mstitutions tend to be very much on a
par, as one would expect in a fairly free competitive market.

Although there is strong competition between the various financial
institutions in Canada, there docs not appear to be the same degree of
antagonism as exists in Britain, the United States, Australia and, possibly
also South Africa. Possibly this is because the Canadian finance system
is far less subject to distortionary government regulations than are those
in other countries. There are no interest rate ceilings, either generally or
on particular mstitutions, and, for the most part, the various mstitutions
are free t compete on equal terms, There is also a fair amount of overlap
between the various types of financial institutions. For example, some
trust companies and banks prefer to run their mortgage business through
a substdiary mortgage loan company rather than tgmugh the parent
body. More generally, the banks and trust companics have important
commercial links with each other.

Australia

The development of housing finance and competition between banks and
building societics in Australia in recent years bears a close resemblance to
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the position in Great Britain. ‘The building socicties have been taking
market share away from the savings banks in the savings market, and.
more generally, the trading banks have grown less rapidly than the
non-bank financial intermediaries - m particular, the building societies
and merchant banks. For example, between 1965 and 1977 the trading
banks grew at a compound annual growth rate of 12.8 per cent and
savings banks at 10.6 per cent, while the building socictics grew at 3.2
per cent. Among the reasons for this trend have been restrictions
imposed on the banks for monetary control purposes and interest rate
controls on the savings banks, [However, as in Britain, it has been
recogmized in recent years that non-market monetary controls are not
very effective because they kead to activity being concentrated outside of
the banking system and cause other distortions. Table IV illusteates the
changing shares of the savings market in recent years, The sharp decline
in the share of the market held by the savings banks is particularly
apparent and mirrors the position in Britain.

Table IV
Interest-bearing deposits, 197078
Insttution 1970 1978
3 million Permnuéc of Smillion Percentage of
. total total
Trading banks 3,493 29 13,936 35
Savings banks 7.147 60 17.854 46
Building societies 1208 11 6,654 12

Total 11,844 100 38,444 100

Source: Reserve Bank of Australia, Statistical Bullatin,

The building socicties in Australia are less important in terms of their
role in che housing finance market than is the case in Britain. Table V
shows the distribution of mortgage approvals between the various
institutions in 1978, It will be seen that the savings banks accounted for
40.6 per cent of mortgage approvals while the permancnt building
socicties accounted for only 29.6 per cent. However, the building
socictics have been increasing their share of the mortgage market in
recent years in line with the increase in their share of the savings market.

Currently, there is fierce debate in Australia, through the medium of the
Campbell Inquiry (the counterpart of the British Wilson Committee),
between the hanks and the building societics over the question of
government regulation, The banks have argued that becanse building
societies are not subject to the same interest rate controls as themselves
and the savings banks, the socictics have 3 competitive advantage, The
building societics have called for equal competition beeween the banks
and buikling socicties but they have argued that the banks currently have
major privileges — in particular, exclusive access to lender of last resort
facilities from the central bank and that this enables them to ateract
money more cheaply than other institutions. The banks themselves have
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