The Measure of Rates of Return
in Canadian Banking

Jack M. Mintz

&

HG

: COUNCIL OF CANADA




The Measure of Rates of Return
in Canadian Banking




JACK M. MINTZ

The Measure of Rates of Return
in Canadian Banking

¢conomics ¢,
7,
%,

reg 26 1978
1777454
LIBRARY = &

N @A

o7 N4
Uy eyuan

The findings of this Study are the personal responsibility of the author and,
as such, have not been endorsed by Members of the Economic Council of

Canada.




© Minister of Supply and Services Canada 1979

Available in Canada through

Authorized Bookstore Agents
and other bookstores

or by mail from

Canadian Government Publishing Centre
Supply and Services Canada
Hull, Quebec, Canada K1A 0S9

Catalogue No. EC22-61/1978 Canada: $4.00
ISBN 0-660-10040-1 Other Countries: $4.80

Price subject to change without notice.

CAN.
EC22-
61/
Tos




Contents

Preface

1 The Concept of Measuring Rates of Return in Banking
The Role of Profits
The Measurement of Rates of Return to Capital
The Structure of this Report

2 Canadian Chartered Banks and Trust and Loan Corporations
A Structural Comparison of Chartered Banking and Trust and
Loan Corporations

A. Domestic Activity
B. Foreign Activity
C. Nonfinancial Intermediary Activity
D. Reserve Requirements and Asset/Capital Ratio
Limitations
Methodology
Profitability of Individual Firms
Factors Contributing to Profitability
A. Yield Margins
B. Foreign Business Activity
C. Portfolio Composition
D. Noninterest Expenses
E. Asset/Capital Ratios
Conclusion

3 A Comparison of Banking and Trust and Loan CorporationsWith
Other Industries in the Canadian Economy
Methodology
Presentation of Results
A. After-Tax Rates of Return to Capital
B. Before-Tax Rates of Return to Capital
Conclusion

Xi

O~ W W

11

11
11
13
13

13
14
19
25
25
29
87
35
38
39

4]
41

44
46
49




vi Contents

4 The Profitability of the Canadian and United States Banking
Systems
Comparability of the U.S. and Canadian Banking Systems
Branching
Capital
Deposit and Loan Interest Rate Ceilings
Taxation
Reserve Ratios
Trust Business
G. Computerization
Methodology
Rates of Return to Capital
Factors Contributing to the Rate of Return to Capital
A. Yield Spreads
B. Noninterest Costs
C. Portfolio Mix
D. Asset/Capital Ratios
Conclusion

mmOOw»

5 The Measurement of Excess After-Tax Profits and Taxes

Appendices

A Example of the Calculation of Profits and Capital Figures —
Toronto-Dominion 1972 — for Individual Banks and Trust and
Loan Companies

B Data Problems

C Rates of Return to Average Shareholders’ Capital and Tax Rates
for Individual Chartered Banks and Trust and Mortgage Loan
Companies for the Years 1963-1973

D Inflation Accounting

51
5P
53
54
55
57
59
60
60
6l
67
72
72
71
85
91
92

93

99

101

121

135




Contents

Tables

2-1

2-2

24

2-5

2-6

2-7
2-8
29

2-10

2-11

3-1

3-2

3-3

4-1
42

4-3

4-4

Variables Employed in Comparing the Canadian Chartered
Banks and Trust and Loan Companies

Average After-Tax Realized Rates of Return for Individual
Chartered Banks and Loan Corporations, 1963-66 and
1968-73

Net Entry of New Firms, 1963-73

Loan and Security Yield Spreads of Canadian Banks and Trust
and Loan Corporations, 1963-73

Mortgage and Personal Loan Yield Spreads for Trust and
Loan Corporations, 1963-73

Yield Spreads on Canadian and Foreign Currency Assets for
Canadian Chartered Banks, 1963-73

Bank Asset Growth (Natural Logarithms), 1963-73
The Impact of Foreign Activity on Profitability, 1967-73

Portfolio Breakdown of Canadian and Foreign Currency
Assets for Canadian Chartered Banks and Trust and Loan
Corporations, 1963-73

Noninterest Operating Expenses Per Dollar of Assets, 1963-73

Asset/Capital Ratios for Canadian Banks and Trust and Loan
Corporations, 1963-73

After-Tax Realized Rates of Return to Average Shareholders’
Equity by Selected Sectors, 1963-73

Average Geometric Rates of Return to Shareholders’ Equity,
Selected Sectors, 1963-66 and 1968-73

Before-Tax Realized Rates of Return to Average Shareholders’
Equity, Selected Sectors, 1963-73

Average Geometric Before-Tax Rates of Return to Share-
holders’ Equity and the Effective Tax Rates on Book Profits,
Selected Sectors, 1963-66 and 1968-73

Banking Density in the United States and Canada, 1968-73

Maximum Interest Rates Payable on Time and Savings
Deposits in the United States, Various Dates, 1963-73

Variables Employed in Comparing Canadian Chartered
Banks, All U.S. Insured Banks and New York City Banks

After-Tax Rate of Return to Capital for Canadian and U.S.
Banks, 1963-73

20

22
24

28

30
31
353

34

Bi

39

45

46

47

48

54

56

62

68



viii

4-5

4-6

48

4-10

4-11

4-12

4-13

4-14

4-15

4-16

4-17

4-18

4-19

4-20

4-21

Contents

Difference Between After-Tax Rates of Return of Banks and
Manufacturing Corporations for the United States and
Canada, 1963-73

Before-Tax Rate of Return to Capital for Canadian and U.S.
Banks, 1963-73

Before-Tax Rates of Return and Tax Rates for U.S. and
Canadian Banks Adjusting for the Holding of Tax-Exempt
Bonds, 1969-73

Actual Reserve Requirement Ratios as of December 31 for
Each Year and the Adjusted Before-Tax Rate of Return to
Shareholders’ Equity, 1969-73

Loan and Security Yield Spreads at Canadian Banks and
Eight New York City Banks, 1971-73

Loan Loss Ratio for Canadian Banks, All U.S. Insured Banks
and New York City Banks, 1963-73

Loan and Security Yield Spreads for Canadian Banks, All
U.S. Insured Banks and New York City Banks, Domestic
Business Only, 1963-73

Noninterest Operating Expenses Per Dollar of Assets of
Canadian Banks and Eight New York City Banks, 1971-73

Noninterest Operating Expenses Per Dollar of Assets for All
U.S. Insured Banks and Canadian Banks, 1963-73

Domestic Assets Per Domestic Employee and Wage Rates
and Salary Per Annum, Canadian and U.S. Banks, 1963-73

Proportion of Canadian to U.S. Average Hourly Rates,
1963-73

Domestic Assets Per Domestic Branch and Property Expense
Per Branch, Canadian and U.S. Banks, 1963-73

Domestic Employees Per Domestic Branch, U.S. and
Canadian Banks, 1963-73

Average Factor Price and Input Ratios, Canadian and U.S.
Banks, 1963-66 and 1968-73

Distribution of Assets of Canadian and U.S. Commercial
Banks, as of December 31, 1973

Distribution of Deposits for Canadian and U.S. Commercial
Banks, as of December 31. 1973

Regression Results in Determining the Term Structure of Loan
and Deposit Portfolios of U.S. and Canadian Banks, 1963-73

69

69

70

71

73

74

75

78

79

81

82

83

84

86

87

88

90




Contents ix

4-22 Asset/Capital Ratios for Canadian Banks, New York City
Banks, and All U.S. Insured Banks, 1963-73 91

5-1 Excess Realized After-Tax Profits Earned by Canadian
Banking Shareholders and Excess Realized Taxes Accruing
to the Canadian Government, 1968-73 95

Appendix Tables
B-1 Listing of Accounting Adjustments Made for Bank and Trust

and Loan Company Data, 1963-73 104
C-1 After-Tax Realized Rates of Return to Average Shareholders’
Capital for Chartered Banks, 1963-73 122
C-2 Before-Tax Realized Rates of Return to Average Shareholders’
Capital for Chartered Banks, 1963-73 123
C-3 Income Tax Rates on Realized Income for Chartered Banks,
1963-73 124
C-4 After-Tax Accrued Rates of Return to Average Shareholders’
Capital for Chartered Banks, 1963-73 125
C-5 Before-Tax Accrued Rates of Return to Average Shareholders’
Capital for Chartered Banks, 1963-73 126
C-6 Income Tax Rates on Accrued Income for Chartered Banks,
1963-73 127

C-7 After-Tax Realized Rates of Return to Average Shareholders’
Capital for Trust and Mortgage Loan Corporations, 1963-73 128

C-8 Before-Tax Realized Rates of Return to Average Shareholders’
Capital for Trust and Mortgage Loan Corporations, 1963-73 129

C-9 Income Tax Rates on Realized Income for Trust and Mortgage
Loan Corporations, 1963-73 130

C-10 After-Tax Accrued Rates of Return to Average Shareholders’
Capital for Trust and Mortgage Loan Corporations, 1967-73 131

C-11 Before-Tax Accrued Rates of Return to Average Shareholders’
Capital for Trust and Mortgage Loan Corporations, 1967-73 132

C-12 Income Tax Rates on Accrued Income for Trust and Mortgage
Loan Corporations, 1967-73 133

D-1 Short- and Long-Term Assets and Liabilities as a Share of
Total Assets, by Selected Sector, 1973 137



x Contents

Charts

2-1 Average After-Tax Rates of Return to Capital and Asset Size
Relationship for Chartered Banks and Trust and Loan
Corporations, 1968-73

2-2 Canadian Prime Rate and Yield Spreads for Canadian Bank
Domestic Loans, and Securities and Trust and Loan
Company Mortgages, 1963-73

23

36




Preface

This study was originally written in the year 1974-75 and the summer of
1976. The purpose of this work was to provide a background analysis of
rates of return to capital earned by Canadian chartered banks, some of
the data having been incorporated in the Economic Council of Canada’s
1976 report, Efficiency and Regulation: A Study of Deposit Institutions.

The main objective of this study is to measure and analyse banking
profit rates earned before and after the Bank Act was amended in 1967.
While we consider here certain factors that influence profitability, our
study is not concerned with measuring the actual cost of financial
intermediation undertaken by the Canadian chartered banks, that is, the
cost of using resources, labour, capital, and land to provide services for
customers.

The author is grateful to the Economic Council of Canada for finan-
cially supporting this project. Helpful comments were received from the
Financial Markets Group. 1 wish to thank, in particular, J. Chant and G.
Lermer who both provided invaluable advice during the time that I spent
working on this study. I also wish to thank several other people who, at
times, assisted me in completing this work: F. Roseman, W. Clenden-
ning, J. Babin, G. Post, and J. Martin. Lillian Hughes and my wife
Eleanor improved considerably, with editorial suggestions, the style of
this report. My thanks are extended also to three anonymous referees
who provided useful comments as well as considerable encouragement to
publish this work. The author is responsible for all remaining errors in
this study.



The Measure of Rates of Return
in Canadian Banking



1  The Concept of Measuring Rates of Return in
Banking

The purpose of this study is to investigate the profitability of Canadian
chartered banks after the 1967 Bank Act amendments became effective.
The prime objective is to determine whether Canadian chartered banks
earned excess profits after 1967, excess profits being apparent when one
compares the before- and after-tax rates of return to shareholders’ capital
earned by the Canadian chartered banks with the profit rates earned in
other industries.

This introductory chapter is divided into three parts. In the first
section, we suggest a theoretical justification for the comparison of rates
of return to shareholders’ capital earned by banks with those earned by
other industries. In the second section, we discuss the measurement of
rates of return to shareholders’ capital that we adopt in this study. And in
the third section, we outline the structure of this report.

The Role of Profits

To understand the role of profits as a guide for a firm in choosing
alternative investments, it is perhaps useful to distinguish first between
(a) the return earned on equity, and (b) the cost of equity financing to
the firm. The profit earned by a firm is income paid to equity holders as a
return for their investment of equity capital in a firm. Profit in this sense
is measured as revenue less (1) wages and salaries paid for hiring labour,
(ii) depreciation of property, (iii) the expense of materials, and (iv) the
cost of borrowed funds (debt). The cost of equity financing to the firm,
however, is the “imputed” interest cost paid to equity holders who, by
investing equity in a firm, forgo the opportunity of investing funds in the
best alternative use. With efficient capital markets, this “imputed”
interest {or alternatively, the opportunity cost of equity investment) is
compensation paid to equity holders for (i) the postponement of present-
day consumption to the future, (ii) the cost of risk, and (iii) the rate of
inflation.

The rate of return to shareholders’ equity (profits divided by equity
capital) is an indicator of whether a firm should enter or leave an
industry. A firm, when making its decision, considers the expected rate of
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return to shareholders’ capital, which is the rate of return earned on an
incremental increase of equity capital investment made in an industry. If
the expected rate of return to shareholders’ equity is greater than the cost
of acquiring equity funds, then a firm may choose to enter the industry,
the converse holding for a firm leaving an industry. The cost of equity
financing is, as we suggest above, the “imputed” interest rate paid per
dollar of equity, which is the same, adjusted for risk, for equity holders in
all industries as long as capital markets are efficient and firms can enter
and leave industries freely. In equilibrium, the expected rate of return on
equity for new firms entering all industries is equal to the “imputed”
risk-adjusted interest cost of equity financing, meaning that no firm
wishes to enter or leave the industry. Thus it is expected that equity
capital raised by new firms flows into an industry with a higher expected
risk-adjusted rate of return to shareholders’ capital than that experienced
in other industries.

On the other hand, should a risk-adjusted expected rate of return to
shareholders’ capital in an industry remain persistently higher (or lower)
than that earned in other industries, then it may be suggested that entry
(or exit) of equity capital is impaired by barriers that may be erected by
the firms operating within the industry or by government regulation.
While barriers erected by government regulation may permanently
obstruct the free flow of equity capital, barriers created by established
firms in an industry may only be temporary in that, eventually, new
entrants may enter an industry after a certain length of time once new
firms are able to acquire the resources needed to establish themselves.

It is important to consider how the expected rate of return to share-
holders’ equity for new entrants can be calculated. It is not difficult to
observe rates of return earned by existing firms in an industry since one
needs only to compute total profits and shareholders’ equity from avail-
able data. On the other hand, expected rates of return are less easy to
measure if one must calculate the extra profit to be earned on an
incremental increase in shareholders’ equity invested by the new entrant.
However, when a firm chooses to enter an industry, it considers the rate
of return earned by existing firms in an industry. If the new entrant can
acquire, at the same cost, all the factors of production necessary to
replicate the operations of existing firms in an industry, then the expected
rate of return is the same as the rate of return earned by existing firms.
However, if new entrants must incur higher costs to replicate the
operations of existing firms in an industry, then the expected rate of
return is lower than the observed rate of return earned by existing firms.
In the latter case, there are particular factors of production that are not
easily acquired by new entrants and these entrants may be prevented
from entering an industry by certain economic factors that serve as
barriers to entry. Thus we may conclude that, if observed rates of return
to shareholders’ equity in an industry remain persistently higher over a
long period of time than those of other industries and that few or no new
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firms are entering the industry, then the expected rate of return of new
entrants is lower than the observed rate of return as a result of barriers to
entry.

With respect to the banking industry — our primary concern in this
study — we examine several economic factors that may contribute to
entry barriers and thereby impede competition, besides government
regulation.

First, market-oriented industries such as banking may be able to attain
market power through a physical location that excludes the possibility of
competition from new entrants. The rent from the acquisition of a
specific retail market is then reflected in the profit rates of established
firms, because the expected profits of new entrants are zero or negative.
To study this potential entry barrier, we compare banks with trust and
loan corporations and market-oriented industrial sectors, because profit
rates earned by banks and other types of firms that locate in a particular
area reflect the excess profits arising from market power due to locational
advantages.

Second, it may be argued that banking requires specialized highly
trained management and technology to conduct financial intermediation.
Managers may not acquire the full rent as payment for this specialization
because large established firms may be able to retain executives unwilling
to administer small fledgling banks. On the other hand, managerial
specialization is not an important barrier to entry if other large domestic
or foreign-owned institutions are able to participate in banking markets.
In order to analyse the effect of managerial specialization, we make
comparisons between Canadian bank profit rates and trust and loan and
U.S. bank rates of return to capital. The former industry is characterized
by relatively easy entry under government regulation, although the trust
and loan companies are restricted to fewer functions than chartered
banks. On the other hand, U.S. banks have relatively similar functions as
Canadian banks and, hence, conditions of specialization also affect the
profit rates of U.S. banks. In turn, we compare U.S. bank profit rates
with U.S. all-manufacturing rates of return to capital in order to analyse
the comparable premium for specialization of banking over manufactur-
ing.

One other potential barrier to entry in banking may be related to the
actual size of the bank. Consumers may have confidence in a large
institution that faces a lower probability of becoming bankrupt. However,
government insurance via the Canada Deposit Insurance Corporation,
introduced in 1967, mitigates the defauit risk for deposits of less than
$20,000 in any one financial institution. In addition, larger financial
institutions may provide services not available from smaller intermediar-
ies: foreign exchange, consumer credit, and financial advice. However, a
bank itself need not be large in size to supply the aforementioned services
to consumers. In Chapter 2, we consider whether there is any important
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relationship between the actual size of a bank as measured by financial
assets and the profit rate earned by the shareholders of the bank.

After describing the role of the rate of return to capital as an indicator
of profitable opportunities available in an industry,’ we then consider
some of the variables that are components of profitability. To derive some
of the factors affecting a rate of return to capital, one may symbolize the
following variables:

11( = profit to capital;

r; = rate of interest charged on loans;

rs = rate of return earned on securities;
D = rate of interest paid for deposits;
D = deposits, L = loans, S = securities, 4 = assets;

¢ = other revenue (charges for servicing of deposits, safety deposit
boxes, foreign exchange commissions, and profit and loss on

swaps); and
(QC = other costs (wages, rent, depreciation, and raw material

expense).

The rate of return to capital may then be expressed as:

n L s D.A QR - QC_ A
1-1) —=(, - + - - Ip—) — t (————) —
and profit to asset margins as:

n L 5 ng 9c,
(1-2) o (rL_A_ + A= = ) E=22

The second equation may be converted to yield spreads:

¢R~¢C (DLS)r

m
:(rL‘ D)-+(r : D)_’

-3

The above expressions point to several factors contributing to profita-
bility that we investigate in this study. The yield spread, the difference
between loan or security yield earned and deposit rate paid (7, — rp
and rg — rp), is the margin required to pay for financial intermedia-
tion: the compensation to the firm that assumes the costs of acquiring
information, accepting financial risks, and matching lenders and borrow-
ers. If the firm operates in a competitive environment, then yield margins

1 See A.-W. Throop, “Capital Investment and Entry in Commercial Banking,” Journal of
Money, Credit, and Banking, vol. 7 (May 1975), pp. 193-214. Throop found that the rate
of return to capital in other industries affected entry conditions into banking as predicted
by the previous analysis.
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reflect the minimum payment necessary to attract the resources for
financial intermediation: labour, capital, and management. Depositors
are paid a return on funds that are available on other alternative
investments. The borrowers are charged the lowest rate of interest to
attract the demand for bank assets from other competing sources of
funds. In addition, other important components of profitability are
suggested in the above expressions: volume (asset/capital ratios), port-
folio composition, costs of factors of production, and earnings from other
services provided by financial firms such as those related to trust activity.

The Measurement of Rates of Return to Capital

Our measurement of rates of return to shareholders’ capital is based on
accounting data available from shareholders’ reports. It is not expected
that any important problems are introduced by using accounting data to
measure the rate of return earned by shareholders. Although some
difficulties, such as risk and the effects of inflation, may be encountered
in the use of accounting data, we suggest that the bias created by these
difficulties dces not overturn our conclusions regarding the relative
profitability of Canadian banks in comparison to other industries after
the 1967 Bank Act became effective.

There are two methods one may use to compute a rate of return to
shareholders’ capital based on accounting data: accrued and realized.
The accrued rate of return to capital is based on the criterion that the
firm is in a position at each point in time to withdraw its investment (sell
its assets) and invest the funds in an alternative opportunity. The accrued
rate of return includes not only operating income earned and the gains
and losses on sales of securities but also changes in the market value of
assets and liabilities. In contrast, the realized rate of return to capital
measures profits available for (i) reinvestment in the expansion of a
firm’s activities, supplemented by bond and equity financing, or (ii) the
distribution of dividends to shareholders. The realized profit rate then
includes all profit derived from operation and all profits and losses earned
by trading securities.

In this report, we use the realized definition to calculate profit rates of
trust and loan corporations, Canadian industrial sectors, and banks in the
United States. The reason for not computing accrued profits and capital
is the lack of available data that involves assets and liabilities at market
prices. In the case of the Canadian banks, however, we use both accrued
and realized definitions of profits, although accrued profits do not include
the market value changes in Government of Canada securities, held as
assets, and debentures, held as liabilities. Moreover, realized profits of
Canadian banks are only $800,000 a year lower than accrued profits, and
the realized rate of return to capital is only four-tenths of a percentage
point a year less than the accrued profit rate for the period 1968-73. Thus
there seems to be little difference, on average, between accrued and
realized profit rates for Canadian banks for our period of investigation.
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Another distinction to be made is between before-tax and after-tax
profit rates earned by firms. The after-tax rate of return signifies profits
earned by the shareholders; the before-tax rate of return measures the
profits that the government, imposing a corporate income tax, and the
shareholders share.

There are two specific problems associated with the measurement of
both profits and capital. First, accounting data may not include all the
changes in profits arising from omitted assets (certain items such as
prepaid expenses, and hidden investment reserves). Also, special revalua-
tions of assets such as goodwill may affect the profits and capital
measures in any one year. Second, rates of return to capital may be
significantly altered if profits under inflation accounting are reported (see
Appendix D). In periods of inflation, replacement prices of capital stock
and inventories diverge from historical book value, and matching of
long-term assets with short-term liabilities creates a liquidity problem for
firms. The basic methodology used to calculate firms’ rates of return to
capital is described in Chapter 2. The data derived for Canadian banks
and trust and loan companies are incorporated in Chapters 2 and 3.
Chapters 3 and 4 discuss in detail the specific methodology employed to
calculate Canadian industrial sectors’ and U.S. banks’ rates of return
respectively.

Profits per dollar of assets may be computed as an alternative measure
of profitability. However, several reasons may be suggested for criticizing
the use of such a measure.

First, financial assets are not a measure of real output of banks and
trust and loan corporations. Qutput is the service provided to different
types of consumers. That service includes financial intermediation, for-
eign exchange, financial advice, leasing, and handling of trust accounts.
A firm that provides only financial intermediation may have the same
amount of profit but more financial assets than a firm that participates in
several activities. Profits per dollar of assets for the first firm are lower
than for the second firm. Similarly, profits per dollar of assets do not
assist one in a cross-section analysis, if firms are supplying differentiated
financial intermediary services. For example, the net yield per dollar of
assets of a bank operating primarily in the wholesale market (lending to
corporations) may be substantially lower than a financial intermediary
lending to a retail market where the average size of loans given to
individuals is smaller. The default risk, transaction, and information costs
borne in lending to the large corporation is lower per dollar of assets than
those borne in lending to small businesses or individuals.

A second problem associated with the measure of profit per dollar of
assets is related to the concept of debt in banking. For nonfinancial firms,
one statistic utilized to measure profit margins is profit before deduction
of interest divided by total assets. Assets in this sense is real capital
(property and inventories) financed by equity and debt. Dividends and
retained earnings are the payments to equity holders; interest is a return
to purchasers of debt. Debt for a financial firm, though, has a distinct
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meaning. First, debentures and capital notes issued by banks are, in
reality, long-term deposits. Second, deposits themselves are not employed
to finance expenditure on real capital but are transformed by the banking
firm into financial assets. Deposits supply means of payment services and
return to the depositor (depending on risk and liquidity). The bank
assumes the costs of managing risk, handling transactions, and gathering
information.

The Structure of this Report

A detailed analysis of the difference between profit rates earned by
Canadian chartered banks and those earned by other types of firms is
provided in each chapter. In Chapter 2, individual Canadian banks are
compared with individual trust and loan corporations, which are financial
firms competing for mortgages and term deposits. The factors that
contribute to profitability in each sector are studied: yield spreads,
foreign business, noninterest costs, and asset/capital ratios.

Chapter 3 compares profitability of Canadian banks and trust and loan
corporations with market-oriented Canadian industries. The after-tax
profit rates, the before-tax profit rates, and the corporate income tax
rates on book profits are presented for each sector.

Chapter 4 discusses the differences between the U.S. and Canadian
banks in profitability. The regulatory structures and methodologies used
to compile the data are contrasted for each country’s banking system.
Before-tax and after-tax rates of return to capital are compared for
Canadian banks, all U.S. insured banks, and New York City banks. Also,
yield spreads, noninterest costs, portfolio mix, and asset/capital ratios are
examined for U.S. and Canadian banks.

A measurement of excess profits earned by Canadian banks is present-
ed in Chapter 5. The calculation of excess profits is based on a compari-
son of the rates of return to capital of Canadian chartered banks with
those of trust and loan corporations, manufacturing, retail trade, and all
U.S. insured banks.

Four appendices are also provided. The first appendix presents a
sample calculation of accrued and realized rates of return to capital. The
second appendix lists the problems encountered with the computation of
profit rates for individual Canadian banks and trust and loan corpora-
tions. In the third appendix, profit rates and tax rates for individual
Canadian banks and trust and loan corporations are presented for the
years 1963-73. Finally, the fourth appendix discusses the measure of
rates of return under inflation accounting and the effect of inflation
accounting on the profit rates of Canadian banks vis-a-vis other sectors in
Canada.




2  Canadian Chartered Banks and Trust and Loan
Corporations

In this chapter, we wish to compare the profitability of chartered banks
with trust and loan corporations operating in Canada. While both sectors
are involved in financial intermediation, the trust and loan corporations
and the chartered banks conduct their affairs under different regulatory
environments. In order to examine these differences, we first survey some
of these government regulations that affect the profitability of the two
sectors. Then, continuing our discussion of the theoretical reasons why we
have chosen to measure the rate of return to shareholders’ capital, we
outline the specific methodology used to measure rates of return for
Canadian banks and trust and loan corporations. Third, we compare the
profit rates of individual banks and large trust and loan corporations and
also discuss various factors that influence profitability: yield margins,
foreign business, noninterest expenses, portfolio mix of assets and liabili-
ties and asset/capital ratios. Finally, we suggest that shareholders of
Canadian chartered banks earned higher before- and after-tax rates of
return to shareholders’ capital than those earned by trust and loan
corporations after 1967, when the Bank Act was amended.

A Structural Comparison of Chartered Banking
and Trust and Loan Corporations

There were significant functional and structural differences under
which banks and trust and loan companies operated as a result of the
regulatory policy adopted in Canada during the 1963-73 decade. These
differences are reviewed according to the way in which they affect the
comparison of the profitability of banks with that of trust and loan
corporations.

A. Domestic Activity

Both before and after the Bank Act revisions of 1967, trust and loan
corporations were confined to particular areas of financial intermediation
compared with the chartered banks. With reference to the holding of
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assets, the trust and loan companies engaged primarily in lending mort-
gage funds' (mortgages were 55 per cent of total assets in 1963, rising to
67 per cent of total assets in 1973 for the ten trust and loan companies
sampled). Unsecured loans, permitted to be held after 1969, were
restricted to 7 per cent of book value of assets or 15 per cent of
unimpaired capital.” Because of the above, trust and loan investments
were effectively limited to holding secured mortgages, collateral loans,
bonds, debentures and stocks of corporations. On the other hand, banks
were less restricted to lend funds to consumers, corporations, and small
businesses, except for legislative constraints with regard to residential
mortgages.’ Before 1967, however, the chartered banks were limited to
charging not more than 6 per cent interest on loans. The effect of this
provision was to force the banks to either (i) use other means to raise
revenue such as service charges on personal loans to avoid the interest
rate ceiling or (ii) refuse riskier loan business. If the latter occurred, then
the chartered banks would lose profits and the profit rate earned by
chartered banks would then be lower.

The holding of liabilities was less restricted by regulation in compari-
son with the holding of assets for trust and loan corporations. Under
provincial legislation, trust and loan companies accepted funds from
depositors “in trust”.* A minimum of 30 days’ notice was sometimes
requested but most often the trust and loan companies did not insist on
advance notification of withdrawal. In addition, trust corporations were
not able to issue debentures that were longer in term than five years, but
they were allowed to borrow money on the credit of the company. Loan
companies were permitted to issue debentures to the public but there was
no “right of first claim to assets”, in case of bankruptcy of the firms,
given to either debenture or ordinary deposit and debt holders (Section
67 of the Loan Companies Act).

For the chartered banks, one constraint placed on the holding of
liabilities was the limit applied to the issuance of debentures.> Another

1 Section 60(2) of the Federal Loan Companies Act and Section 68(1) of the Trust
Companies Act limited mortgages to 75 per cent of the value of real estate unless the
mortgage was insured.

2 Section 60(5) of the Loan Companies Act and Section 68(6) of the Trust Companies Act
basically limited unsecured consumer, real estate and corporate lending to the aforemen-
tioned basket clause.

3 Commercial mortgage holdings were unrestricted but residential mortgages, excluding
NHA housing, were limited to 4 per cent of Canadian deposit and debenture liabilities
for the first fiscal year of the bank (or 1967) rising | percentage point each year
thereafter to a maximum of 10 per cent (Section 75(4) of the Bank Act of 1967).

4 Section 9! of the British North America Act of 1867 stipulated that the central
government had power over currency and banking. However, provincial governments
were permitted by the courts to incorporate building loan companies and trust companies
but deposits were to be given “in trust”.

S In Section 77, debentures issued in Canadian currency were redeemable only after five
years. The total issue could not exceed one-half of the paid-up capital and rest account.
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constraint was that arising from agreements sometimes made between the
chartered banks and the Government of Canada after 1967 (such as the
Winnipeg Agreement). An interest rate ceiling, only applied to Canadian
currency deposits, somewhat curtailed the ability of the chartered banks
to compete for deposit liabilities. The ceiling was not altogether success-
ful as the chartered banks were able to convert Canadian currency to
foreign currency deposits especially for corporate depositors.

B. Foreign Activity

A further important distinction between a trust and loan corporation
and a chartered bank was the latter’s power to participate in international
business. Trust and loan corporations were limited in their dealings with
foreign agencies in two ways. First, the withholding tax on gross interest
(15 per cent) was levied on foreign currency deposits of firms not
operating under the Bank Act. Trust and loan companies that booked
foreign currency deposits paid the withholding tax to the Canadian
government prior to the distribution of interest income to foreign resi-
dents. The effect of this provision was to reduce the after-tax return of
foreign depositors on trust and loan deposits in comparison with those of
Canadian chartered banks. Second, trust and loan firms were regulated
to retain assets in Canada equal to liabilities in Canada plus a significant
portion of net worth.® With the above two regulations, the overall profit
rate might have been higher for banks than that of trust and loan
companies to the extent that chartered banks were able to earn a higher
after-tax rate of return to capital on foreign business.

C. Nonfinancial Intermediary Activity

Nonfinancial intermediary business was conducted by the firms them-
selves or by subsidiaries. For instance, fields of activity permitted to trust
and loan corporations included fiduciary activity and real estate broker-

age. Banks formed data processing, mortgage insurance, and real estate
companies. Although profit earned from nonfinancial intermediary busi-

ness may have altered the rate of return to capital earned by firms, no
data are available to isolate the impact on profitability of such activity.

D. Reserve Requirements and Asset/Capital Ratio Limitations

Another major difference between the banking and the trust and loan
industries was in the application of regulations intended to promote a
stable financial system. Borrowing powers for deposits of trust and loan

6 Section 68.1(2) of the Trust Companies Act and Section 60.1(2) of the Loan Companies
Act.



14 Banks and Trust and Loan Corporations

companies were limited by government by-law to a multiple of unim-
paired capital and reserves.” No similar restriction on asset/capital ratios
applied to the chartered banks. Also, trust and loan corporations were
required to hold liquid assets equal to 20 per cent of all debentures and
securities issued by the firm with a maturity of less than 100 days. The
reserve was composed of cash, bank deposits, and Government of Canada
securities having a term of three years or less (25 per cent of the reserve
was to be maintained in the three aforementioned assets), and Govern-
ment of Canada securities having three-to-ten-year terms (50 per cent of
the reserve was to include all four assets). The balance of the reserve was
composed of provincial government securities and demand loans guaran-
teed by Government of Canada securities as collateral.® In 1973, the
percentage of cash, bank deposits, and treasury bills to total deposits for
all trust and loan corporations operating at least one branch in Ontario
was 6.5 per cent.

Banks, however, were required to hold two reserves for liquidity
purposes. First, primary reserves were non-interest-earning assets: cash,
and deposits and notes of the Bank of Canada. The amount of primary .
reserves held were to be 8.0 per cent of Canadian dollar deposits before
1967 and, after 1967, 12.0 per cent of Canadian dollar demand deposits
and 4.0 per cent of noncurrent account Canadian dollar deposits. The
effective reserve ratio fell from 8.0 per cent in 1966 to 6.1 per cent in
1973. Second, secondary reserves, ranging from zero to 12 per cent of
Canadian currency deposits (the percentage was administered by the
Bank of Canada), included cash not used for primary reserves, day-to-
day loans, and treasury bills. The total effective ratio for both reserves
was increased since the interest forgone in holding alternative higher
yielding investments was an additional cost in handling Canadian curren-
cy deposits. Unlike the banks, trust and loan corporations were able to
earn interest on at least 75 per cent of their reserve in the form of bank
deposits and government securities, thereby lessening the impact of
holding reserves on profitability. While reserve requirements were more
costly to the banks, asset/capital limits lowered the profitability of trust
and loan corporations.

Methodology

In Chapter |, it is suggested that one can calculate two rates of return
to capital: accrued and realized. The methodology involved to compute
these rates of return is now outlined in this section. An example of a
calculation is provided in Appendix A. In Appendix B, data problems
encountered in the derivation of profit rates are listed.

7 Section 68(2) of the Loan Companies Act and Section 70(4) of the Trust Companies Act
(cannot surpass 20 times the excess of a company’s assets minus liabilities). Borrowing
powers in 1971 were increased from IS to 20 times.

8 Section 65(4) of the Loan Companies Act and Section 68.2 of the Trust Companies Act.
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Two alternative methods can be used to calculate accrued rates of
return for individual Canadian banks and trust and loan corporations.’
First, profits can be derived in the following manners:

Method 1

After-tax profits = Profits and losses on loans less provision in
other operating expenses

+ Profits and losses on securities including provi-
sion to reduce securities on balance sheet not
exceeding market values

+ Profits and losses on nonrecurring items
— Provision relating to income taxes

+ Credit for income tax relating to appropriation
for losses.

The same figure (except for error due to rounding) is arrived at by
considering changes in net worth:

Method 11
After-tax profits = Shareholders’ equity'® (year ¢ + 1)
— Shareholders’ equity (year f)
+ Dividends (including dividends to directors)
— New issues (including premium on capital)

+ Excess cost over book value (due to amalga-
mation)

+ Change in assets not admitted (trust compa-
nies only).

9 Guy Mercier, “Bénéfices déclarés et bénéfices réels des banques a charte canadiennes,”
Chartered Accountant, vol. 102, no. 6 (1973).

10 Shareholders’ equity is comprised of the following (terms in brackets were employed in
trust and loan company accounting data): Shareholders’ Capital; Rest Account (General
Reserve); Undivided Profits (Retained Earnings); and Appropriation for Losses (Invest-
ment Reserves).
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Reconciliation is required when the changes in net worth calculated by
Method IT do not equal the profit computed by Method I. In those cases,
detailed examination of the accounts can determine the source of the
discrepancy and appropriate adjustments can be made.

There are two ways to compute rates of return to capital for banks and
trust and loan companies: simple and compound. The simple rate of
return to capital is annual profits divided by shareholders’ capital at the
beginning of the year. The compound rate of return to capital is annual
profits divided by shareholders’ capital averaged for each point of time
during the year. The former profit rate implies that firms do not have the
means to reinvest profits until the end of the year. Financial firms,
however, have the freedom to reinvest earned income immediately. The
compound rate of return to capital is a more appropriate measure of
profitability than a simple profit rate.

Similarly, we can calculate two compound rates of return to capital for
Canadian banks: one by the “discrete” method and the other by the
“continuous” method.'" Generally, the “continuous” rates of return are .3
to .5 of a percentage point less than the “discrete” rates of return. Only
“discrete” profit rates are reported in this study.

Let the following be symbolized:

C = shareholders’ capital;
D = dividends;
NI = new issues;
t = point of time (¢ and ¢ +1);
EC = excess cost over book value (for amalgamation in trust com-
pany data);
ANA = assets not admitted (trust company data);
A = accrued profits (losses) on securities;
B = portion of year new issue was effective (B = 0 if new issues
made at end of fiscal year, B = 1 if at beginning of year).

1t For a “continuous” rate of return to capital over the period, one may calculate, letting K
= capital, and 1 indicate a point of time

LnKH1 - LnKt =r

K
This is equal to t+l —
K e
!
- _ r
orn, . =Ke

This “discrete™ rate of return to capital is an approximation of continuous rates of
return to capital: annual profits divided by an average of capital at the beginning and
end of the period.
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The appropriate formula with which to calculate the capital figure by the
“discrete” method is:

=it
Koy = 3[Coyy +C, — NI + EC + ANA,,, + ANA, + 4
+ B (NI - EC))

In cases involving amalgamation and new issues, we make provision for
excess cost over book value, where applicable. We assume that excess cost
and new issues occurred at the midpoint of the year (B = %4) if no other
sources (such as Financial Post summary sheets or bank reports) pinpoint
the issuing date or merger date. Prior to and including 1968, “assets not
admitted” of trust and loan corporations were part of investment
reserves. Thus, some of the change indicated in investment reserves in
1968, in comparison with that stated in the 1969 report, results from the
exclusion of ‘““assets not admitted” under the revision of accounting data
in 1969.

It should be noted that, in some cases, stocks were issued at a
particular date but shareholders were given a long period of time to
accept or reject a company’s offer. In these cases, B is revised to account
for this discrepancy. For example, if a trust company issued shares to
shareholders that were to be accepted between the dates of August 31 and
October 3i; the midpoint is September 30; if the fiscal year ended
December 31, then B = Y.

The accrued rate-of-return-to-capital formula obtained by the discrete

method is simply  r = o where nA4 is accrued profits (after
t+1

tax). For the realized rate of return, the adjustment made is the

following:

14 — 7sec
TR =——————K
-~ 1rszec

where msec = profits (loss) accrued on holding securities.

For the realized rate of return to capital, data for individual firms are
available from two sources: annual bank reports (for the years 1963-73)
and the Report of the Registrar of Loan and Trust Corporations for the
Province of Ontario (1963-73). The problem associated with data from
annual bank reports is that realized profits or losses on the sale of
securities are not shown separately from accrued profits (the difference
between book value and maximum statutory value of securities).'? Fur-
thermore, the measure of accrued profits of banks is deficient since
federal and provincial bonds held as assets are amortized rather than

12 Maximum statutory value is the amortized book value of federal and provincial bonds
and market value of all other securities.
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reduced to market value. Similarly, the deficiency in trust and loan
corporate data is twofold. First, the detailed statement of securities
(indicating accrued changes in profits) is not available for the period
before 1967, therefore, a comparison of trust and loan corporations on an
accrued basis is limited to the post-1967 period. Second, the difference
between book and market values of mortgages is not available for the
computation of accrued rates of return.

To measure an industry rate of return to capital, we can use an
arithmetic weighted mean where

i
I \.a

K/' m;

-

1

n
V= ]':El p
[151 K/] L j

But, for each firm, the average annual rate of return to capital can be
obtained by computing the geometric mean:

1 ¥ rln— ;
R—[illl (l+1?):l -1 i =1,...myears,

d

j=1,...nfirms

Y]

1K/

The geometric rate of return is lower if the variance of observations is
greater, given the same arithmetic mean of two separate sequences.
Another attribute of a geometric mean is that it approximates a conti-
nuous rate of return to capital.

The before-tax rates of return to capital are easily calculated by
obtaining the effective tax rates on profit using either an accrued or
realized basis. The after-tax rate of return, divided by the factor, one
minus the effective tax rate on profits, gives an effective tax rate on
accrued profits such that:

i

T + nA
where T is annual taxes paid. On a realized basis, the tax rate is

T
T + n4 - msec

Industry effective tax rates can be calculated by the summation of all
firms’ taxes divided by the summation of all firms’ before-tax profits for
each year. A firm’s average effective tax rate can be derived by summing
all taxes paid during the period and dividing that by total profits earned.

For measuring the profitability of banks and trust and loan corpora-
tions, a sample of firms is selected for each industry. All ten banks are
included in the rates of return calculations although, for industry aver-
ages, three banks are excluded (Unity Bank of Canada and the Bank of
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British Columbia are relatively young in operation, and The Mercantile
Bank of Canada’s equity is subject to erratic fluctuations in capital
resulting from the control of its foreign parent over the dividend payout
ratio and new issue policy). For the trust and loan companies, rates of
return to capital are calculated for the four largest loan corporations, by
asset size, which operate at least one branch in Ontario (The Huron &
Erie Mortgage Corporation, Canada Permanent Mortgage Corporation,
Kinross Mortgage Corporation, and Credit Foncier Franco-Canadien)
and for the seven largest trust corporations, by asset size (The Royal
Trust Company, Canada Permanent Trust Company, National Trust
Company Ltd, Guaranty Trust Company of Canada, The Canada Trust
Company, Montreal Trust Company, and Victoria and Grey Trust
Company). In addition, two smaller-sized companies are included in the
sample (The Metropolitan Trust Company and United Trust Company).
A consolidation of Canada Permanent Mortgage Corporation/Canada
Permanent Trust Company, and Huron & Erie Mortgage Corporation/
The Canada Trust Company helps to overcome problems associated with
the dividend payout ratio of the subsidiaries (see Appendix B). For trust
and loan corporations, the total company fund assets of the sample
excluding The Metropolitan Trust Company, United Trust Company,
and Kinross Mortgage Corporation represents 67 per cent of the total
trust and loan industry’s company fund assets of 1972.

As for measuring other variables used in this chapter, Table 2-I lists
adjustments made to data for various assets and liabilities, yields earned
on assets and rates paid on deposits, property expenses, and salaries and
wages. These contributing factors to profitability are discussed below,
after we consider profitability of individual firms.

Profitability of Individual Firms

In this section, after-tax profit rates are reported for individual banks
and trust and loan corporations. These after-tax rates of return to capital
measure the profitability available to shareholders of both financial
industries. The implications of the after-tax profit rates earned by
individual firms are discussed with regard to the size of firms as
measured by assets and entry into the banking industry.

From Table 2-2, it is evident that both the banks and trust and loan
companies improved profitability since the 1967 Bank Act became
operative. In the 1963-66 period, the chartered banks earned lower rates
of return to capital than did trust and loan corporations but the 1967
Bank Act helped reverse the position of the two industries in terms of
performance. The geometric rate of return for the seven chartered banks
rose 5.4 percentage points, while the trust and loan corporations
improved profitability by only 1.6 percentage point.
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Table 2-2

Average After-Tax Realized Rates of Return for Individual Chartered Banks
and Loan Corporations, 1963-66 and 1968-73

Geometric Rate

of Return
Average
Chartered Banks 1963-66  1968-73  Difference  Asset Size
(Millions
(Per cent) of dollars)
The Toronto-Dominion Bank w2 14.2 7.0 5,715
Canadian lm?erial Bank of

Commerce 8.1 12.0 39 10,546
Bank Canadian National 6.5 hES 5.0 1,986
Bank of Montreal? 13.1 12.4 —7 8,967
The Bank of Nova Scotia 6.3 1853 7.0 6,525
The Royal Bank of Canada 7.4 12.9 5.5 11,442
The Provincial Bank of Canada® 6.5 14.2 ] 1,195
The Mecrcantile Bank of Canada - 10.8 - 268
Bank of British Columbia - 3.3 - 134
Unity Bank of Canada — -6.0 - 50
Industry Average? 7.4 12.8 54 -
Trust and Loan Corporations
The Huron & Erie Mortgage Corp.—

The Canada Trust Co. 14.5 12.1 -2.4 1,946
Canada Permanent Mortgage Corp. —

Canada Permanent Trust Company 9.6 116 2.0 1,457
Credit Foncier I'ranco-Canadien 6.6 6.9 3 501
National Trust Company Limited 7.2 1.1 3.9 590
Guaranty Trust Company of Canada 10xS 913 1.2 682
The Royal Trust Company 10.9 12.0 1.1 2,184
Victoria and Grey Trust Company 8.8 1:582) 6.4 488
Montreal Trust Company Uks) 8.2 L7/ 616
The Metropolitan Trust Company 2.1 9.1 7.0 125
United Trust Company - 2e. - 25
Kinross Mortgage Corporation 5.5 7.0 155 330
Industry Average® 9.3 10.9 1.6 -

1 1964 to 1966 only.

2 1966 only.

3 Excludes Bank of British Columbia, The Mercantile Bank of Canada and Unity Bank
of Canada.

4 Excludes The Metropolitan Trust Company, United Trust Company and Kinross
Mortgage Corporation.

Sources: Report of the Registrar of Loan and Trust Corporations for the Province of
Ontario, annual; and annual reports of banks.

Nonetheless, not all firms’ profit margins moved in harmony. While
five banks and two trust companies increased their rates of return to
capital by over 5 percentage points, two firms experienced a decline in
profitability since 1967. During the 1968-73 period, six of the ten banks
and three of the eleven trust and loan companies that were surveyed
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attained an average after-tax rate of return of at least 12 per cent. Yet it
was a trust company, Victoria and Grey Trust Company, that earned the
highest after-tax profit margin of the firms included in the sample.

In Chart 2-1, the relationship between after-tax rates of return to
capital and asset size is depicted. It is difficult to infer higher profitability
in financial intermediation with greater size as measured by total assets.
As warned in Chapter 1, asset mix varies across firms such that the
service provided by financial intermediaries are not the same. Certainly,
the functional and structural differences between chartered banks and
trust and loan corporations are so important that asset size is not a good
indicator of the size of total services provided by each firm.

One may test the relationship of asset size and profitability under two
hypotheses. First, it may be assumed that profit rates rise with asset size
throughout the range displayed in Chart 2-1. On the other hand, it may
be hypothesized that rates of return to capital peak at a certain asset size
and then decline for larger firms because of a reduction of managerial
efficiency in handling large bureaucracies. No econometric test is report-
ed since the few degrees of freedom for each population do not permit one
to confirm the hypothesis that firms of large asset size earn higher profit
margins than firms of small size (especially for the chartered banks).

Chart 2-1

Average After-Tax Rates of Return to Capital and Asset Size Relationship
for Chartered Banks and Trust and Loan Corporations, 1968-73

After-Tax Rate of

Return to Capital + Banks ® Trust and Loan corporations
16 —g
— * *
¥ * *
i2 —*. a .
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8_.
"
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o
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2 3 4 98§ § T & 9 |¢ T 12

asset size (billions of dollars)

Source: See Table 2-2.
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An examination of the individual firms shows that the outstanding
performers in the banking industry during the period of our survey were
banks of medium size. For the trust and loan group, both large-sized and
medium-sized companies were most profitable. At least one bank and two
trust companies of less than $I billion in asset size earned an after-tax
rate of return greater than 10 per cent. One of these firms, The Mercan-
tile Bank of Canada, was restricted in asset growth until divesture of
control to the Canadian residents was completed.?

After-tax profit rates indicate the profitability opportunities awaiting
new entrants. From the data provided thus far, one would expect, for the
1963-66 period, that relatively fewer new firms would have entered into
banking than into the trust and loan sector, while the converse would
have been true for the period after 1967. As shown in Table 2-3, the total
number of firms entering the trust and loan industry was seventeen —
twelve prior to 1967 and five after 1968. Despite the relatively higher
profit margins earned by banks after 1967, fewer new firms entered the
banking industry compared with the number that entered the trust and
loan industry. Only two new banking firms began operation during the
years 1968-73: one in 1968 and one in 1973.*

Table 2-3
Net Entry of New Firms, 1963-73

Trust and Loan Corporations' Chartered Banks

1963
1964
1965
1966
1967
1968
1969
1970
1971
1972
1973

Total

N WO OO O = anw
-

—

1 Operating in Ontario. In 1973 there was a total of 60 in operation in Ontario.
Mortgage loan companies controlled by or controlling trust companies are only
included as new entrants.

Sources: Report of the Registrar of Trust and Loan Corporations for the Province of

Ontario, various years; and The Canada Gazeftte.

13 The Mercantile Bank of Canada was limited to a ratio of total liability to authorized
capital of twenty, until the company’s foreign ownership of voting shares was reduced to
no more than 25 per cent. See Section 75(2)(g) of the Bank Act.

14 Northland Bank and Canadian Commercial and Industrial Bank were chartered in
1975, and are both now operating. Both banks intend to specialize in the wholesale
business lending market.
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One may also note that there is no apparent relationship between
after-tax rates of return to capital and size of trust business. For example,
Victoria and Grey Trust Company, which earned an after-tax rate of
return of 15.2 per cent, raised only 1.0 per cent of its total income from
trust business in 1973, compared with The Royal Trust Company’s 12.0
per cent profit rate and 24.9 per cent trust business share of total income.
Similarly, National Trust Company Ltd, Guaranty Trust Company of
Canada, and Montreal Trust Company earned after-tax rates of return of
11.1, 9.3, and 8.2 per cent, respectively, but the trust business share of
total income was 20.8, 10.2, and 36.2 per cent, respectively, for the year
1973.

Factors Contributing to Profitability

The factors that contributed to differences in after-tax profitability in
the banking and trust and loan industries are reviewed in this section.
These are yield spreads or margins (the difference between the yield per
dollar of assets and interest paid per dollar of deposits), foreign business
of chartered banks, the portfolio composition of assets and liabilities,
noninterest expenses, and asset/capital ratios.

A. Yield Margins

To compare the performances of the trust and loan corporations and
the Canadian banks, one ought to distinguish between domestic and
foreign business of Canadian banks. Two analyses are provided. First,
loan yield spreads (described in Chapter 1) of overall consolidated
banking data are compared with trust and loan corporation data. Next,
foreign and domestic business (using the currency definition) is separated
for Canadian banks.

Table 2-4 shows that the loan yield spread for trust and loan companies
fell from the 1963-66 average of 2.34 per cent to the 1968-73 average of
2.03 per cent. The Canadian banks’ overall loan yield spread rose from
3.39 per cent to 3.58 per cent over the period. The opposite behaviour of
the two sectors may have been due to a variety of reasons which are
outlined below.

The reduction in the loan yield spread of trust and loan corporations
may have been a result of the improved matching of term structures of
asset and liability portfolios. Since mortgages are longer in term than
trust deposits, rising interest rates due to unexpected inflation may have
had the effect of increasing the cost of deposits more than the yield
earned on mortgages (see Table 2-5). However, the risk from fluctuations
in interest rates experienced by trust and loan corporations was substan-
tially reduced in the post-1967 period as a result of improved matching
between deposits and adjustable interest rate NHA (National Housing
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Act) mortgages).’* As shown in Table 2-5, the mortgage yield spread
after 1970 improved as reduced interest rate levels in 1971 encouraged a
recovery in the housing market. On the liability side, however, there was
no shift in term deposits from those of less than one year to those of more
than one year.'

Another possible reason for reduced loan yield spreads for trust and
loan corporations may have been the increased competition promoted by
the entry of banks into conventional residential mortgage lending after
the 1967 Bank Act amendments. Consumers of housing may have
benefited from lower lending rates to the extent that competition by
banks reduced mortgage yield spreads for trust and loan corporations. It
is difficult to assess how much of the above proposition is true. First,
entry into the trust and loan industry by firms was little restricted, as
indicated in Table 2-3. Secondly, lower mortgage yield margins may have
been transitory as interest rates rose substantially from 1968 to 1970;
trust companies holding low-yield mortgages from earlier years may not
have anticipated the inflation rate as reflected in long-term interest rates
prior to 1968. When deposit interest rates declined in 1971 and 1972, the
lower cost of deposits and the increase in mortgage lending with adjusted
interest rates charged allowed trust and loan companies to improve yield
margins (see Table 2-5).

As for the Canadian chartered banks, it is more instructive to separate
assets and deposits into Canadian and foreign business (see Table 2-6).
The use of currency definition of assets and liabilities dces not include
foreign currency assets and liabilities booked with Canadian residents.
However, the proportion of foreign currency business booked with
Canadians is a small proportion of Canadian currency assets and incurs
low-yield margins as large corporate transactions are involved. The
increase in the consolidated loan yield spread of the chartered banks is
not due to higher-yield margins earned on foreign currency loans and
deposits. The slight fall in the foreign loan yield margin from the 1963-66
period to the 1968-73 period of one-tenth of a percentage point reflects
the increased activity of U.S. banks in the international market.

Moreover, the data demonstrate that the average loan yield spread on
foreign business was much smaller (approximately | percentage point)
than on domestic currency business during the 1963-73 period. This

15 Interest rates were permitted to be charged every five years on mortgages in 1969 with a
minimum of a 25-year term, under the National Housing Act. See Central Mortgage
and Housing Corporation, Canadian Housing Statistics, 1969 (Ottawa: CMHC, 1970),
p. 16. Of total loan and trust company assets, National Housing Act mortgages were 9.6
per cent of total assets in 1967, and 13.0 per cent in 1973; Bank of Canada Review,
1974.

16 In 1967, the proportion of borrowed money in over-one-year debt was 74.4 per cent and,
in 1973, 71.4 per cent; Bank of Canada Review, 1974. The category of one- to five-year
term certificates was not detailed sufficiently to indicate a shift from short- to long-term
deposits within these years.
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resulted from the nature of foreign business: the Eurodollar market was
highly competitive and yield margins on large deposits and loans were
small due to the low cost of servicing and the risk managed by the banks.

Table 2-5

Mortgage and Personal Loan Yield Spreads
for Trust and Loan Corporations, 1963-73

Mortgage Personal
Mortgage Personal Yield Loan Yield
Yicld Loans Spread Spread
(Per cent)

1963 6.97 3.81 2.58 -.58
1964 6.91 4.88 ES .54
1965 6.84 7.36 2.39 291
1966 6.97 7.45 2.14 2.62
1967 7.19 7:29 2.09 2.19
1968 7.34 8.82 1.74 3.22
1969 7.117 8.62 1.48 2.33
1970 8.46 9.52 133 2.39
1971 8.85 7.35 2.34 .84
1972 9.17 6.46 2.70 -01
1973 9.05 7.74 2.19 .88

Source: Report of the Registrar of Loan and Trust Corporations for the Province of
Ontario, annual.

On the other hand, the domestic loan yield spread rose on the average
one-half of a percentage point from the pre- to post-1967 period. There
were a number of factors that could have caused the increase in the
margin. First, the loan rate ceiling was removed so that profit rates
improved compared with the pre-1967 Bank Act period. However, prior
to 1967, the banks were able to partly avoid the ceiling on loan rates by
levying a service charge for personal loans. Second, the reduction in costs
of holding primary and secondary reserves may have contributed to the
banks’ being able to earn a higher yield margin per dollar of deposit. The
lack of entry of new entrants into small business and personal lending in
Canada may have allowed Canadian banks to earn a rate of return to
capital greater than that of other firms in the economy. Competition
from new entrants, however, may have eroded the ability of banks to
increase their yield margins above the amount required to earn a market
rate of return to shareholders’ capital.

One additional comment can be made with regard to the security yield
spreads shown in Tables 2-4 and 2-6. There are two reasons for lower
security yield spreads than loan yield spreads earned by the banks and
trust and loan companies (security yield spreads earned in some years
were actually negative). First, it is profitable at the margin for the




Factors Contributing to Profitability 29

institutions to hold securities as assets since the cost per dollar of
servicing securities is lower than that for loans. Loans are generally more
expensive per dollar to handle because each transaction between a
borrower and a bank requires individual evaluation by the managers
whereas securities are less likely to default, particularly government
bonds. Second, liquid asset requirements, reviewed in the first section,
force institutions to hold government securities with low yields. As shown
in Tables 2-9 and 2-10, the banks and trust and loan corporations shifted
away from holding securities so that fewer securities were held as a
percentage of total assets during the 1963-73 period.

B. Foreign Business Activity

One of the arguments suggested by chartered banks in support of
increased profit rates since 1967 is that there was an improvement in
foreign business profitability.'” To argue this point, one would need to
notice either an increase in the yield spread earned on foreign loans and
securities, or a significant increase in volume of foreign business, or a
high rate of return to capital earned on foreign business.

Table 2-6 shows that the yield spread earned on foreign loans remained
stable and that the yield spread earned on foreign securities was, in
general, negative. However, because Canadian chartered banks
experienced a considerable increase in the volume of foreign currency
assets (loans only) and liabilities held, they were likely to earn an
increased amount of total profits (assuming that the average cost per
dollar of assets did not increase significantly). Thus we cannot immedi-
ately infer whether foreign business contributed to higher overall rates of
return to shareholders’ capital since we need to ascertain how much
equity capital was required to finance foreign business. If rates of return
to shareholders’ capital earned on foreign business were high, then,
perhaps, the rate of return on domestic business was as low, or lower,
than those earned by other industries. If the rate of return to sharehold-
ers’ capital for foreign business earned by Canadian banks was infinitely
high (by dividing foreign profits by zero amount of equity capital) then,
the domestic before-tax rate of return to shareholders’ capital for char-
tered banks would still be higher than that earned by all manufacturing
industries in Canada. This statement is true despite the fact that the
amount of domestic shareholders’ capital is overestimated and, for data
reasons to be explained below, the amount of domestic profits is
underestimated.

17 For example, see The Bank of Nova Scotia, “Corporate Concentration and Banking in
Canada,” 4 Submission 1o the Royal Commission on Corporate Concentration (Febru-
ary 1976), pp. 32 and 33.
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It is difficult to derive an exact measure of profits from the data that
are available to us. Foreign data are deficient in not including (i) head
office costs in handling foreign business, (ii) realized losses less recoveries
on foreign loans, and (iii) profits (losses) realized on securities. While
realized profits (losses) on all securities are small (only —$.3 million
from 1967 to 1973), the total loss less recoveries on loans is quite
significant ($207.9 million or 7.45 per cent of realized before-tax profits
from 1967 to 1973). Hence, any foreign profit figures that are used may
overstate the actual profit earned.

Table 2-6 suggests that yield spreads earned on foreign currency loans
and securities did not contribute to any total increase in profitability,
assuming there was no reduction in handling costs per dollar of foreign
currency assets. In fact, the loan yield spread declined from 1.07 to .97 of
a percentage point in the pre- and post-1967 periods (until 1973). The
foreign security yield spread was actually negative (—.20 and —.95 of a
percentage point in each period, respectively). Nevertheless, from the
volume growth of assets shown in Table 2-7, one can see that foreign
assets (due to growth in loans, not security assets) tripled in growth rate
from 7.0 to 20.0 per cent on average after 1967, compared with the
previous period. Domestic assets almost doubled in growth rate (6.9 to
12.7 per cent).

Table 2-7
Bank Asset Growth (Natural Logarithms), 1963-73

Canadian Assets Foreign Assets Total Assets
(Per cent)

1963 2.37 10.08 4.03
1964 5.76 16.02 8.14
1965 11.60 12 8.78
1966 .98 3.67 7.02
1967 10.45 13.14 11.00
1968 11.73 23.07 15.29
1969 6.98 35.96 14.56
1970 Te59) 16.96 10.39
1971 16.42 2.30 12.24
1972 16.91 9.84 14.99
1973 17.23 32.57 21.41
Geometric Averages

1963-66 6.9 7.0 7.0
1968-73 12.7 20.0 14.8

Source: See Table 2-4.

In order to determine the contribution of foreign business to total
profitability, we can compute a before-tax rate of return to capital for
domestic business (see Table 2-8). As stated above, foreign profits may
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be overestimated because expenses related to the foreign loss on loans and
head office operation costs are not included in total costs. Similarly,
equity capital for domestic business may be exaggerated because the total
equity capital figure is assumed to be total domestic capital even though
some equity financing may have been required to finance foreign busi-
ness. As shown in Table 2-8, the domestic profit rate was greater than the
before-tax rate of return to capital for the manufacturing industry for
every year after 1967, despite the underestimation of domestic profits and
the overestimation of domestic equity capital figures. Also, the domestic
profit rates calculated here were greater than those earned by retail
trade, wholesale trade, textile, and transportation sectors (see Table 3-3).

The argument that foreign business was a major source of high
domestic profit rates earned by chartered banks since 1967 can be
questioned by the above data. Moreover, if we compare Canadian
chartered banks’ rates of return with those earned by New York City
banks (Chapter 4), then one may conclude that foreign business dces not
seem to be an important factor in contributing to high profit rates.

C. Portfolio Composition

The portfolio composition of assets and liabilities helps one to note the
difference in term structure between the banking and the trust and loan
industries. The term structure of assets and liabilities is also an indicator
of the ability of banks and trust and loan corporations to cope with
inflation. When assets are shorter (longer) in term than deposits, the
yield earned on assets rises at a faster (slower) rate than the interest rate
payable on deposits, if the transacted interest rates payable on newly
issued assets and liabilities rise because of inflation. Thus yield margins
rise (fall) if assets are shorter (longer) in term than deposits with greater
inflation. The yield margins are constant with fluctuations in the level of
interest rates payable on newly issued assets and deposits if the assets and
liabilities have the same term structure.

From Table 2-9, one may deduce that Canadian banks and trust and
loan corporations increased the share of loans to total assets.'®* For the
Canadian banks, there was a shift from securities to loans, especially in
the case of foreign currency assets. The same applied to trust and loan
corporations.

18 The proportion of loans to total assets for the trust and loan corporations would be
higher, if deposits held with chartered banks (part of liquidity requirements) were
included (6.9 per cent of assets in 1973).
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Unfortunately, no published data are available on the term structure of
assets and liabilities. Data from the Inspector General of Banks indicate
that the chartered banks’ foreign currency assets were somewhat longer
in term than liabilities." As for domestic currency business of chartered
banks and trust and foan corporations’ portfolios, no information on the
term structure can be acquired.

One can derive some information about the term structure by examin-
ing the yield margins. In Chart 2-2, the Canadian prime loan rate is
compared with yield margins for bank domestic loans, domestic securi-
ties, and deposits and also for trust and loan company mortgages and
deposits. The variation in the prime loan rate serves as a proxy for the
variation in the transacted interest rates payable on newly issued assets
and deposits. If the prime loan rate rises, and the yield margin rises, then
assets are shorter in term than deposits. The data indicates that assets
were shorter in term than deposits for Canadian bank domestic loans® as
yield margins generally increased with a rising prime loan rate. Assets
were longer in term than deposits for Canadian bank securities and trust
and loan company mortgages as yield margins tended to decrease with an
increase in the prime loan rate. According to the evidence provided here,
the Canadian bank profitability was somewhat protected from rising
interest rates over time. It should be noted, moreover, that the before-tax
profit rate for Canadian banks did not decline in 1971 and 1972, when the
loan yield spread was lower, nor did the yield spread fall to the level
observed prior to 1967.

D. Noninterest Expenses

Higher yield spreads may be associated with an increase in noninterest
expenses per dollar of assets for a financial industry. If the cost of
attracting factors of production to conduct financial services rises per
dollar of output, then one may expect the price of financial intermedia-
tion, the yield spread, to rise. Financial assets, however, are not a good
measure of output, and inflation causes both assets and expenses to
increase in value. Nevertheless, noninterest expense per dollar of assets
helps somewhat to understand the size of the yield spreads.

19 As of July 31, 1974, 19 per cent of foreign currency assets and only 3 per cent of deposits
were of a term more than a year.

20 One problem with yield spreads as an indicator of the term structure of assets and
liabilities is that any interest rate ceiling reduces the sensitivity of the yields earned on
assets and interest rates payabie on deposits to variability in the prime loan rate. For
example, demand deposits are non-interest-bearing except for federal, provincial and
large corporate demand deposits. This point is discussed in greater detail in Chapter 4.
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Chart 2-2

Canadian Prime Rate and Yield Spreads for Canadian Bank Domestic Loans,
and Securities and Trust and Loan Company Mortgages, 1963-73

Canadian Prime Canadian Bank: Domestic
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Source: See Tables 2-5 and 2-6.

As shown in Table 2-10, Canadian chartered banks seem to have
encountered higher property expense per dollar of assets and less labour
cost per dollar of assets than trust and loan corporations. This difference
in relative costs may be partly explained by the type of activity the
institutions conducted. Trust and loan corporations, with trust and real
estate business, experienced higher labour cost per dollar of financial
assets. Chartered banks may have had smaller branches since personal
and small business lending may have required geographical dispersion of
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offices, unlike mortgage lending. Unfortunately, no data are available on
employment in the trust and loan companies. However, according to
branch data, the average asset size of branches in 1973 for the ten trust
and loan companies was $22.49 million and for Canadian chartered
banks, average Canadian currency asset size of domestic branches was
$7.01 million.

The other expense component of total noninterest costs for the banks
increased significantly, primarily in the categories of advertising and
communications costs. This reflected somewhat the induced rivalry of
Canadian chartered banks for loans after the lifting of the ceiling applied
to loan rates in 1967. Over all, the Canadian chartered banks experienced
a rise in total noninterest expense by seven-hundredths of a cent per
dollar of assets in the post-1967 period. This aids in the understanding of
only a portion of the increase in loan yield spreads.

Contrary to the chartered banks, total noninterest expense per dollar of
assets of trust and loan companies improved particularly in the other
expense category. Over all, total noninterest expense declined per dollar
of assets, permitting trust and loan companies to retain profitability, with
a decrease in the loan and security yield spreads.

E. Asset/Capital Ratios

As noted above, trust and loan corporations were restricted to holding
assets per dollar of working (unimpaired) capital while chartered banks
were not regulated in size. The effect of limits on asset/capital ratios is to
reduce the volume of assets accepted, thereby possibly lowering profita-
bility as measured by the rate of return to shareholders’ capital. From
Table 2-1l, it is seen that the asset/capital ratios of trust and loan
corporations were only 79 per cent of the level of those of the Canadian
banks during the 1968-73 period. If one increases the asset/capital ratio
to the level of the chartered banks and allows for a rise in the deposit cost
with no adjustment for additional expenditure (including the cost of risk)
to service new deposits (to be subtracted from before-tax profits), and if
one retains the same amount of assets, the average 1968-73 before-tax
profit rate of trust and loan companies is augmented by 3.5 percentage
points.2! The new before-tax rate of return to capital for trust and loan
corporations of 22.2 per cent is still 2.0 percentage points lower than that
earned by the Canadian chartered banks.

21 Note that no corrections have been made to before-tax profits earned by chartered
banks for the holding of low-yielding or non-yielding assets as reserves. In Chapter 4, we
estimate the reduction in the before-tax profit rate for chartered banks for the years
1969-73 to be the order of 3.8 percentage points.
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Table 2-11

Asset/Capital Ratios for Canadian Banks and Trust
and Loan Corporations, 1963-73

Canadian Banks Trust and Loan
Consolidated Corporations

1963 14.55 10.51
1964 14.90 11.28
1965 15.21 11.82
1966 16.18 12.47
1967 16.88 13.86
1968 17.76 13.25
1969 1892 14.07
1970 19.78 15.36
1971 20.57 16.73
1972 21.38 17.30
1973 22.97 18.83
Averages

1963-66 15.24 11.62
1968-73 20.48 16.14

Sources: The Canada Gazette; and Report of the Registrar of Loan and Trust
Corporations for the Province of Ontario.

Conclusion

The chartered banks earned higher after-tax rates of return to share-
holders’ capital than the trust and loan corporations after 1967. There
were five major reasons for this difference in profitability between the
two industries. There was no particular relationship between asset size
and the after-tax rates of return to capital earned by individual firms in
both industries. More new firms entered into the trust and loan industry
than into the banking industry despite the fact that the latter experienced
higher after-tax profit rates. Loan yield spreads earned by the chartered
banks, on a consolidated basis, were higher than those earned by trust
and loan corporations; the only yield spread to increase on average since
1967 was that earned on domestic currency loans held by the chartered
banks. Profits from foreign activity did not contribute greatly to the
overall profit rates earned by the chartered banks. Furthermore, banks
experienced a small increase in noninterest expense per dollar of assets
while trust and loan noninterest expense per dollar of assets declined.




3 A Comparison of Banking and Trust and Loan
Corporations With Other Industries in the
Canadian Economy

Chapter 2 suggests that Canadian chartered banks were more profitable
than trust and loan corporations during the 1963-73 period. However, the
data are not sufficient to determine excess profits in Canadian banking
unless it can be demonstrated that the chartered banks earned higher
rates of return to shareholders’ capital than did other Canadian indus-
tries. After all, no excess profits are earned if capital flows freely from
one sector to another, causing risk-adjusted rates of return to banking
shareholders’ capital to be equal to those of other industries.

The present chapter compares the profitability of Canadian chartered
banks and trust and loan corporations with market-oriented industrial
sectors. The first section outlines the methodology employed in calculat-
ing nonfinancial rates of return to capital. In the second section, after-tax
profit rates, before-tax profit rates, and corporate income tax rates are
presented for banking, trust and loan, wholesale trade, retail trade,
manufacturing, textile, food and beverage, and transportation corpora-
tions.

Methodology

The calculation of the nonfinancial sectors’ rates of return to capital is
based upon quarterly data presented in Statistics Canada’s Industrial
Corporations. This source provides a consistent series of figures from
1962 to 1971. In the 1972 issue of this source, the 1971 data are amended
to incorporate changes in industrial structure. Since rates of return to
capital are estimated by averaging the fourth-quarter shareholders’
equity of two consecutive years, the 1972 and 1973 rates of return to
capital are derived from the new data compiled by Statistics Canada.
However, it is expected that, in the aggregate, the rate of return to
capital dees not diverge significantly from that calculated in the old
series.

The other source of data for corporate financial statements of assets,
liabilities, income, and expenses is Corporate Financial Statistics, also
published by Statistics Canada. Although this publication provides data
taken from annual accounting statements of corporations and entails a
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more detailed classification of industries, Corporate Financial Statistics
is reliable only for the short period from 1966 to 1971. The companion to
Corporate Financial Statistics, Corporate Taxation Statistics, reports
taxable income, not book profit, for the years prior to 1966. In definition,
taxable income differs from book profit in that (i) the deduction of book
depletion and depreciation is lower in magnitude from that allowed for
tax purposes; (ii) capital gains and losses, and nontaxable dividends, are
excluded from taxable income; and (iii) prior years’ losses are deductible
from profit for tax purposes. Other serious limitations in the scope of
Corporate Financial Statistics are the expansion of the sample in 1970,
which affects principally the consistency of the shareholders’ equity
series; the double counting of some of the dividends between firms
through the use of unconsolidated reports, leading to an upward bias in
rates of return to capital; and the unavailability of data after 1971.

Many of the above problems are avoided in Industrial Corporations,
which has quarterly corporate financial statistics. The series is based on a
survey of 800 corporations on a consolidated basis. The sample size
includes all firms with at least $5 million in assets and a selection of small
firms. Only “major groups” industries, as defined under the Standard
Industrial Classification, are available: three mining, fifteen manufactur-
ing and seven other industries.

The sectors selected for a comparison of their profit rates with those of
the banks and trust and loan corporations are all-manufacturing, textile,
food and beverage, transportation, wholesale trade, and retail trade. The
objective is to investigate market-oriented industries but each is individu-
ally characterized by different market conditions with respect to structur-
al barriers to entry. Textile industries are protected by tariff policy,
although some reduction of tariffs occurred during the late 1960s. The
food and beverage industry is primarily composed of oligopolistic firms.
All-manufacturing is a pot pourri of large, small, vertically integrated,
single, competitive, and monopolistic establishments. Transportation
includes government-regulated firms (pipelines, airlines, ships, railways,
trucks, buses, and taxicabs) that are able to assume less risk where, in
some cases, rates of return are “guaranteed” by public agencies. Whole-
sale trade and retail trade are composed of many small firms. In the
fourth quarter of 1973, the above selected sectors accounted for 47.8 per
cent of total assets of all industrial corporations surveyed by Statistics
Canada.

The industrial corporation data excludes the following: foreign sub-
sidiaries and branches of Canadian corporations; most co-operatives;
nonprofit companies; personal corporations; and government business
enterprises including Crown corporations. Excluding public corporations
when measuring rates of return to shareholders’ capital has advantages.
Neglecting foreign subsidiaries and branches owned by Canadian corpo-
rations, however, is inconsistent with the methodology employed to
calculate rates of return to capital for those banks that have international
operations. In Chapter 2, it is suggested that the overall rate of return to
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banking shareholders’ capital was somewhat higher than the domestic
profit rate when the profit rate on foreign activity was much higher than
the profit rate earned on domestic capital. However, the implicit assump-
tion involved in this chapter for all sectors is that the rate of return to
capital is the same wherever capital is invested.

Industrial corporation data includes income and capital belonging to
another source besides the “major group” industry. For example, some
vertically integrated firms, such as petroleum companies, participate in
production, manufacturing, and distribution activities but all the revenue,
expenses, assets, and liabilities of the firms are included in manufacturing
only. Rates of return to capital of manufacturing firms are understated
slightly when manufacturing activity is less profitable than production
and distribution.

The realized rates of return to capital in each of the sectors can be
computed on the same basis as for chartered banks and trust and loan
corporations (see the second section of Chapter 2). After-tax profits for
nonfinancial firms are defined as the difference between revenue and
expenses, and the gains or losses realized on the sale of securities and
fixed assets, less corporate income taxes.

To obtain capital figures, the fourth-quarter figures for the present and
the preceding years’ shareholders’ equity are averaged. Shareholders’
equity is defined as equity, reserves, and retained earnings. It is not
possible to adjust capital figures for items like goodwill, mergers, reor-
ganizations, and special dividends to parent companies, since Industrial
Corporations is not able to provide the detail found in company reports.
For new issues of equity stock, it is assumed that changes in paid-up
capital and the premium earned by selling shares occurred continuously
throughout the year with the mean new issue date being June 30.
Therefore, B = 2. The formula for capital is:

1

—
oy = 1E, - Ny + BME= (&, & 1 )
where
C,,, = shareholders’ equity: present year;
C, = shareholders’ equity: prior year;
NI = new issues;
B = portion of year new issue was in effect.

This methodology is consistent with that used for trust and loan corpora-
tions and chartered banks when no issue date is known (B8 = '2). With
these profit and capital figures computed, geometric averages can be
calculated for each sector for pre- and post-1967 periods.
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Presentation of Results
A. After-Tax Rates of Return to Capital

The after-tax rates of return to capital earned by Canadian bank
shareholders were generally lower than those of other sectors before the
1967 Bank Act became effective. As shown in Tables 3-1 and 3-2, the
chartered banks earned an average after-tax rate of return to capital of
7.4 per cent for the 1963-66 period, which was considerably lower than
those earned by other market-oriented sectors. After the Bank Act was
amended in 1967, the after-tax profit rate earned by Canadian bank
shareholders increased substantially to an average of 12.8 per cent for the
1968-73 period. Canadian chartered banks also earned an average after-
tax rate of return to capital that was 2.2 percentage points greater than
the average profit rate earned by all market-oriented sectors after 1967.

The increase in profitability of Canadian chartered banks can be
attributed to a number of factors listed in Chapters 1 and 2. These factors
are: (i) the removal of the 6 per cent ceiling on interest rates charged on
loans; (ii) the reduced effective cash reserve ratio; (iii) the increased
holdings of residential mortgages; and (iv) the rapid growth in the
volume of loans due to an expansionary monetary policy. As a result of
the above changes, one would expect that the after-tax rate of return to
capital for chartered banks would rise to the average profit rate earned
by all market-oriented industries (10.6 per cent). On the other hand, one
would not expect that the after-tax rate of return to capital earned by
bank shareholders would be greater than that earned by other sectors, if
there were no barriers to the entry of new capital into banking activities.

It is noteworthy that the trust and loan corporations after 1967 earned
an average after-tax rate of return to capital of 10.9 per cent, which was
1.9 percentage point lower than that earned by the chartered banks.
However, the trust and loan corporations’ after-tax profit rate was 0.3 of
a percentage point above the average after-tax rate of return earned by
all market-oriented sectors. The relative ease of entry of new firms into
the trust and loan industry (see Table 2-3) can be related to the fact that
the after-tax rate of return to capital was approximately equivalent to the
average after-tax profit rate of all market-oriented sectors.

After-tax profit rates earned by bank shareholders might have been
higher after 1967 than those earned by shareholders of all other sectors,
if banking had been considered a riskier industry. From the analysis of
stock market returns, which was undertaken by the Economic Council of
Canada, there is evidence that bank shareholders faced no more risk than
did shareholders of all industries.! Thus the difference between the
after-tax rates of return to capital for Canadian banks and the profit
rates of all other market-oriented sectors for the 1968-73 period was not
because banking was riskier than all other sectors.

t Economic Council of Canada, Efficiency and Regulation: A Study of Deposit Institu-
tions (Ottawa: Supply and Services Canada, 1976), Appendix A.
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Table 3-2

Average Geometric Rates of Return to Shareholders’ Equity,
Selected Sectors, 1963-66 and 1968-73

Average After-Tax
Rate of Return

1963-66 1968-73
(Per cent)
Chartered Banks 7.4 12.8
Trust and Loan Corporations 9.3 10.9
All Manufacturing 11.4 10.9
Food and Beverage 11.5 11.9
Textile 11.8 7.8
Transportation 8.7 8.4
Wholesale Trade 11.9 11.6
Retail Trade 10.5 X2

Sources: Annual Reports of seven largest banks; Report of the Registrar of Loan and
Trust Corporations for the Province of Ontario: Statistics Canada, /ndustrial
Corporations, cat. no. 61-003,

B. Before-Tax Rates of Return to Capital

The before-tax rates of return to capital earned by the chartered banks
presented in Tables 3-3 and 3-4 indicate that both the shareholders and
the government benefited substantially from excess before-tax profits
after 1967. Canadian banks earned a before-tax profit rate that was 2.6
percentage points lower than the average for all market-oriented sectors
for the 1963-66 period but that was 6.6 percentage points higher than the
average for all market-oriented sectors after 1967. After the 1967 Bank
Act became effective, the before-tax rates of return for chartered banks
were, in all years, higher than those earned by all other sectors.

The before-tax profit rates of Canadian banks were considerably
higher than those earned by other sectors while the after-tax profit rates
earned by Canadian bank shareholders were less significantly greater
than those earned by shareholders of other sectors. The above is
explained by comparing the corporate income tax rates (see Table 3-4),
as applied to book profits of each sector. Canadian banks paid taxes at a
rate that was approximately 4.7, 8.4, 12.6, 11.4, and 9.1 percentage
points greater than that applied to trust and loan corporations, manufac-
turing, transportation, wholesale trade, and retail trade, respectively.

There were specific corporate income tax laws that had a varying
impact on after-tax book profitability earned by each industry. First,
certain tax deductions reduced substantially the amount of taxable
business income. Banks were permitted before 1968 to deduct transfers to
a contingency reserve that was no more than 3 per cent of eligible assets.
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Table 34

Average Geometric Before-Tax Rates of Return to
Shareholders’ Equity and the Effective Tax Rates on Book Profits,
Selccted Sectors, 1963-66 and 1968-73

1963-66 1968-73
Average Average
Before- Before-

Tax Rate Average Tax Rate Average
of Return Effective  of Return Effective
to Capital ~ Tax Rate  to Capital  Tax Rate

(Per cent)
Chartercd Banks 133 438 244 47.6
Trust and Loan Corporations 15.4 38.6 18.7 429
All Manufacturing 18.4 384 17.4 39.2
Food and Beverage 19.5 40.8 20.3 41.3
Textile 17.9 32.6 12.5 37.1
Transportation 1133 3355 129 350
Wholesale Trade 18.2 342 18.2 36.2
Retail Trade 16.7 37.1 15.0 38.5

Sources: Annual Report of seven largest banks; Report of the Registrar for Loan and
Trust Corporations for the Province of Ontario; Statistics Canada, Industrial
Corporations, cat. no. 61-003.

After 1968, the contingency reserve was reduced to 1.5 per cent of eligible
assets with a ten-year transition period in order to enable the contingency
reserve to be reduced by .IS of | per cent of eligible assets in each year.
The trust and loan corporations were allowed the same deduction except
that contingency reserves were defined as a percentage of mortgages.
Manufacturing firms (petroleum and mining vertically integrated compa-
nies), however, were able to deduct a depletion allowance, comprised of
one-third of production profits before 1971 and a less liberal depletion
allowance that was equal to exploration and development expenditure
after 1971. Also, nonfinancial firms, in particular transportation and
manufacturing, deducted from taxable income a capital cost allowance
based on various formulas applied to different types of property and
machinery. In 1972, capital cost allowances were increased by permitting
a two-year write-off (50 per cent allowance a year on a straight-line
basis) for production machinery.

Second, capital gains or losses realized by selling property and other
assets were excluded from the taxable income of nonfinancial firms prior
to 1971. After 1971, one-half of the realized capital gains or losses was
included in taxable income. Trust and loan corporations and chartered
banks included all capital gains or losses realized by trading investment
securities. One-half of capital gains or losses from selling nonrecurring
items was added to taxable income after 1971, and excluded from taxable
income previous to 1971.
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Third, effective corporate income tax rates were lower for some sectors
because of the application of the small business tax. Before 1971, a
corporate income tax rate of 22 per cent was applied to the first $35,000
of taxable income and 50 per cent to the excess amount. After 1971, a
corporate income tax rate of 25 per cent was levied on the first $50,000 of
taxable income and 45 per cent on the excess income of Canadian
corporations that earned no more than $100,000 in taxable income.?
Sectors such as retail trade and wholesale trade, composed primarily of
firms of small size, experienced lower effective tax rates than sectors
composed of firms of large size, such as food and beverage and banking.

The before-tax profit rates earned by Canadian banks emphasized the
profitable opportunities that were available to firms wishing to enter
banking activities. New entrants did not need to pay corporate income
taxes at the effective rate that applied to Canadian chartered banks.
Lower effective tax rates levied on a new entrant’s book profit would have
permitted shareholders to earn an after-tax profit rate higher than the
12.8 per cent that was earned by chartered banks.

Conclusion

Canadian chartered banks earned higher after-tax and higher before-
tax rates of return to capital in comparison with other market-oriented
sectors. Firms operating in other sectors might have been able to partici-
pate in profitable banking markets. The entry of firms into banking
activities might have promoted increased competition to sell services to
banking consumers, and the difference in profit rates earned by Canadian
banks over those earned by other sectors might have been reduced.

Book rates of return to capital are reported in this chapter. However,
book profit rates vary slightly when calculations are based on data
derived from inflation accounting (see Appendix D). It is suggested that
the difference between Canadian bank profit rates and those of other
sectors are approximately the same under inflation accounting as under
the book accounting methods used in this chapter.

2 The corporate tax rates for manufacturing corporations were reduced from 45 to 40 per
cent and 25 to 20 per cent in 1972.



4  The Profitability of the Canadian and United
States Banking Systems

In this chapter, we wish to compare the profit rates earned by Canadian
chartered banks with those earned by banks in the United States. The
advantage of comparing banking industries in both countries is that it
enables us to determine whether any special economic barriers to entry
associated with conducting banking activities are important enough such
that banks in both the United States and Canada earn similar rates of
return to shareholders’ capital in comparison with those earned by other
sectors in each country.

As stated in the first section of this chapter, any comparison of
Canadian and U.S. banking industries requires very detailed analysis.
This is a result of the fact that the regulatory environments in each
country are so different in character that conclusions regarding the
difference in profit rates and the factors that influence profitability need
to be carefully considered. It may be suggested, for example, that
regulation in the United States protects U.S. banking institutions from
the entry of competitors in certain banking markets. Thus banking firms
in the United States may earn, to some degree, higher rates of return to
shareholders’ capital than those experienced in other U.S. industrial
sectors where entry is less restricted. However, if we were to say that
Canadian banks earn higher profit rates than those earned by U.S. banks,
then we would be understating the amount of excess profits earned by
Canadian banks when comparing the rates of return with shareholders’
equity earned by banks of each country. Should, though, regulation in the
United States hinder U.S. banks from earning profit rates similar to
those of other industries in the United States, then we might be over-
stating the amount of excess profits earned by Canadian banks when
comparing U.S. and Canadian bank rates of return. For this reason, we
compare the profit rates earned by banks and other industries for each
country in order to determine whether we are overestimating or under-
estimatingthe difference in rates of return to capital earned by banks in
Canada and in the United States.

Some other studies suggest that Canadian banks provide lower cost
services to banking consumers than those provided by commercial banks
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in the United States.' These studies attempt to measure the cost and
efficiency of financial intermediation undertaken by banks in the U.S.
and Canada. While this kind of analysis is important in assessing the
overall economic efficiency of Canadian banks in minimizing the amount
of resources required to undertake financial intermediation, it is not the
object of this chapter to compare the overall cost of financial intermedia-
tion in the U.S. and Canada. On the other hand, we do comment on
certain factors that influence profitability and we cast some doubt on the
use of certain kinds of data used in earlier studies that attempt to
measure the cost of financial intermediation in Canada and in the United
States.

The outline of this chapter is as follows. First, the regulatory environ-
ments of Canadian and U.S. banks are contrasted. Second, the
methodology employed in assembling data that appear in various publica-
tions is described. Third, rates of return to capital are analysed for both
Canadian and U.S. banks and are compared with all-manufacturing
profit rates in each country. And finally, factors affecting profitability
are investigated — namely, yield spreads, noninterest expenses, the asset
and liability portfolio mix, and asset/capital ratios.

Comparability of the U.S. and Canadian Banking Systems

The structures of Canadian and U.S. banking are different in charac-
ter as a consequence of the regulatory approaches taken by each country.
In Canada, branching is unrestricted in number and in geographical
location, but the entry of new firms is restrained by regulation. The result
is the formation of an industry composed of ten firms (five national,
dominant banks), each having numerous branches of various sizes. In the
United States, the concept of protecting the public from concentration of
economic power in banking is fundamental in banning branching across
state boundaries or in confining the number of branches to a limited few.
Entry of new firms seems less impeded in the United States than in
Canada, although the granting of charters is dependent upon the policy
of US. state and federal regulatory authorities.> The U.S. banking
system is composed of large and small, branched and unit firms. The

—

For example, see the Canadian Banker’s Association, “Government Place in Bank
Ownership: The Industry View,” CBA Bulletin, 17 February 1974; and E. Neave and
D. Purvis, “A Comparison of Banking System Performance in Canada and the United
States,” Paper presented at the Queen’s University Conference on Monctary Economics
(August 1975). After T had completed much of the work for this study in 1975,
G. Lermer then studied in much greater detai! the cost of financial intermediation in the
United States and Canada. His results may be found in “The Performance of Canadian
Banks,” Economic Council of Canada, Discussion Paper 104, Ottawa, 1978.

2 The growth rate of banks formed each year never exceeded 2 per cent except during the
years 1962-65, when James Saxon was the Comptroller of the Currency. See
A.W. Throop, “Capital Investment and Entry in Commercial Banking,” Journal of
Money, Credit, and Banking, vol. 7 (May 1975), p. 202.




Comparability of Banking Systems 53

larger banks, such as those found in New York City and Chicago, serve
as correspondents for small banks located in urban and rural areas.

The large number of banks in the United States dces not necessarily
indicate a more competitive industry. Regulation, causing specialization
by geography or by function, can create local monopolies. Hence, risk-
adjusted profit rates of U.S. banks may be higher than those earned by
other industrial sectors if competitors are prevented from entry into
banking markets. If regulation encourages the development of an
economically inefficient system, then U.S. banking is not a benchmark of
optimal performance. Notwithstanding, the analysis of Canadian banking
in light of U.S. market behaviour points to the attributes or inadequacies
of the banking structure of Canada.

A. Branching

The regulation of branching in the United States is based on two
principles that appear in the Glass-Steagall Act of 1933. First, state
boundaries generally act as geographical limits, and, second, both state
and national banks have to comply with state legislation. Also, the Bank
Holding Act of 1956 specifies that holding companies may not merge
with a resident corporation in another state without the express approval
of the legislature of the subsidiary’s state. Moreover, no state law allows
the entry of nonresident holding corporations.’ For example, in 1973, 15
states prohibited branching; 16 confined branching to local areas; 11
permitted the formation of multiple bank holding companies; and 12
states placed no impediments on statewide branching or multiple holding
companies.® Notwithstanding, there has been a marked increase in
branching in the United States in recent years. In 1960, there were 13,986
head offices and 10,969 branches, but, in 1973, head offices numbered
14,653 and branches more than doubled to 27,946.

The trend in population per branch in the United States, due to the
relaxation of branching laws, is demonstrated in Table 4-1. Prohibition of
interest paid on demand deposits and Regulation Q interest rate ceilings
on retail time deposits have probably assisted in the decline in population
per branch as banks compete in reducing transport and time costs to
consumers rather than increasing deposit rates.® It is noteworthy that
population per branch in the United States decreased 20.0 per cent but,

3 C.H. Golembe, “The Organization of Modern Banking,” Changing World of Banking,
ed. H.V. Prochnow and H.V. Prochnow, Jr. (New York: Harper & Row, 1974), p. 22.

4 D. Baker, “Chartered Banking and Concentration,” Policies for a More Competitive
Financial System, Federal Reserve Bank of Boston, Conference Series 8, 1973, pp. 25-26.

5 Lawrence J. White had found that branching increased if the number of firms in a
metropolitan area was less concentrated in terms of holding deposit liabilities. See “Price
Regulation and Quality Rivalry in a Profit-Maximizing Model: The Case of Bank
Branching,” Journal of Money, Credit, and Banking, vol. 8, 1976, pp. 97-105.
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in Canada, only 5.6 per cent, from 1968 to 1973. In Canada, the
reduction in population per branch occurred with the greater rivalry

among chartered banks after the 1967 Bank Act amendments became
effective and with the higher income levels of consumers. Rivalry among
Canadian banks took the form of either increasing interest rates paid for
deposit and lowering charges paid on loans, advertising, or reducing
transport and time costs of banking consumers. It cannot be claimed with
any confidence that Canadian banks are “overbranched” since U.S.
banks may be “underbranched” because of regulation.

The restriction on branching in the United States may cause banks in
local areas to be protected from competition provided by new entrants.
The profit rates earned by U.S. banks are higher to the degree that
branching restrictions in the United States are effective in restraining the
entry of new firms by branching. Thus one would expect Canadian bank
profit rates to be lower than those earned by U.S. banks if there were no
barriers to entry of new firms into Canadian banking markets.

B. Capital

Capital has a dual role in banking: the financing of assets needed for
the production of services, and the assurance of stability in banking. With
the establishment of government deposit insurance in 1933 for U.S. banks
and in 1967 for Canadian banks, the second role of capital has been
moderated. Nevertheless, regulatory authorities in the United States
restrict the growth of bank assets unless there is a commensurate increase
in shareholders’ equity.® Thus U.S. banks, unable to hold additional
assets and deposits that can increase profits earned by bank shareholders,
experience a lower rate of return to capital due to asset/capital ratio
restrictions.

Table 4-1
Banking Density in the United States and Canada,
1968-73
United States Canada
1968 5,918 3,517
1969 5,764 3,521
1970 5,548 3,478
1971 5,371 3421
1972 5,156 3,380
1973 4933 3,329

Sources: Canadian Bankers’ Association, Fact Book; Federal Reserve, Board of Gov-
ernors Bulietin, United Nations, Demographic Yearbook, 1972, p. 173, Table
4; United Nations, Population and Vital Statistics Report (April 1974), p. 96.

6 Seec American Bankers' Association, The Commercial Banking Industry (Englewood
Cliffs, N.J.: Prentice Hall, 1962), p. 322.
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C. Deposit and Loan Interest Rate Ceilings

Prior to the 1967 Bank Act amendments, a 6 per cent ceiling was
imposed on interest rates charged on loans in Canada. The actual interest
rate rose above 6 per cent in some of these years, if service charges for
personal loans are included. After 1967, the loan rate ceiling was
repealed and banks were freed to compete with other financial intermedi-
aries for loans and deposits. After 1967, however, an interest rate ceiling
on Canadian dollar deposits was established at times by an agreement of
the government of Canada with the chartered banks. The effectiveness of
the ceiling was somewhat curtailed by mechanisms such as swap deposits
that enabled large depositors to convert Canadian currency funds to U.S.
dollar deposits.

Commercial banks in the United States operated under different
conditions than Canadian banks during the 1963-73 period. Regulation Q
deposit rate ceilings, listed in Table 4-2, were in force at this time.
Small-sized deposit business was especially subject to regulation because
interest rate ceilings on deposits of more than $100,000 in size only were
withdrawn after 1970. Furthermore, explicit interest paid for demand
deposits was prohibited by the Bank Act of 1933. Although Canadian
bank demand deposits were non-interest-bearing (except for provincial
and municipal demand deposits and, recently, large corporate deposits),
no legal restraint was placed on the payment of interest.

The principle behind the U.S. regulation of interest rates was the
prevention of bankruptcy of smaller financial institutions due to
“unsound” business practices.” When interest rate ceilings became effec-
tive, depositors shifted funds from the commercial bank to nonbank
markets. While the cost of funds for U.S. commercial banks was stabil-
ized, the source of funds was not secured. Fair and Jaffee estimate that
interest rates payable on bank savings and term deposits during the
1968-70 period would have surpassed those permitted by Regulation Q if
there had been no application of interest rate ceilings.®

To avoid the constraint of Regulation Q and the disallowance of
interest paid on demand deposits, U.S. commercial banks employed
various methods of attracting deposits. Confronted with the problem of
adequate funding, the banks created new sources of funds, most of which
were not subject to Regulation Q. One source of funds available to the
banks was loans advanced by Federal Reserve banks. The share of these
borrowings to total liabilities had declined since the 1920s because of the

7 C.T. Arlt, “The Changing Character of Bank Deposits,” The Changing World of
Banking, ed. H.V. Prochnow and H.V. Prochnow, Jr. (New York: Harper & Row,
1974), p. 56, note 3.

8 R.C. Fair and D.M. Jaffee, “An Empirical Study of Hunt Commission Report Proposals
for Mortgage and Housing Markets,” Policies for a More Competitive Financial System,
Federal Reserve Bank of Boston, Conference Series 8, 1973, p. 112, note 4.
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development of new money markets and the reluctance of Federal
Reserve regulators to lend longer-term funds, particularly in times of
rising interest rates.” Another source of funds that evolved was the
Federal Funds market, which furnished opportunities for banks to sell
their excess reserves to other banks needing additional funds. The Federal
Funds were short-term (often loaned only overnight), unregulated and
interest-bearing, and exchangeable for securities or loans (under resale
purchase agreements). A third source of funds was the Eurodollar market
which was created largely as a result of efforts to minimize the impact of
Regulation Q and reserve requirements. This market involved interna-
tional lending and borrowing activities that earned low-yield margins. As
mentioned for Canadian banks in Chapter 2, the term structure of
Eurodollar assets was somewhat longer than deposits, and the loan yield
spread was approximately I per cent from 1963 to 1973.

Other methods were used to attract deposits by U.S. banks. For
example, the use of “compensating™ balances' free chequing privileges,
remission of service charges, and additional unpriced services packaged
with demand deposits were implicit interest payments payable for
demand deposits.'' Branching, where possible, allowed banks to reduce
transport costs of consumers as a means of attracting deposits.

D. Taxation

In Chapter 3, we suggest that the income taxation of Canadian
chartered banks during the 1963-73 period seems to have been more
burdensome compared with that of other sectors. U.S. commercial banks
also seem to have been taxed at a lower effective rate than banks in

9 G.W. Woodworth, “Theories of Cyclical Liquidity Management,” Money, Banking and
Monetary Policy, ed. H.R. Williams and H.W. Woodenberg (New York: Harper &
Row, 1970), pp. 141-144,

10 It is often alleged that compensating balances in the United States would affect the
yield spread between the average loan yield earned and the average deposit rate paid by
U.S. banks. Compensating balances are demand deposits held with a bank as a
proportion of a loan borrowed by a bank’s customer. To correct loan yield spreads, two
adjustments are required. First, the average loan yield would be revised upwards to
reflect the opportunity cost incurred by the borrower for holding nonearning demand
deposits with the bank lender. Second, the average deposit rate would be revised
upwards since fewer demand deposits would be held as liabilities by a bank should no
compensating balances be held. To calculate a new yield spread if no compensating
balances were held, we would need to have the following information: (i) the percentage
of loans that would require compensating balances to be held, and (ii) the percentage of
a loan required by a bank to hold on average as demand deposits over and above those
demand deposits that would already be held with a bank. Unfortunately, we do not have
this information and it would be difficult to infer if compensating balances would affect
loan yield spreads very much.

11 R.J. Barro and A.M. Santomero, “Household Money Holdings and the Demand Deposit
Rate,” Journal of Money, Credit, and Banking, vol. 4, 1972, p. 400.
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Canada, because of certain tax advantages that the U.S. banking indus-
try obtained in the calculation of tax levies. There were four main
differences between the U.S. and Canadian taxation of bank income.

Tax-exempt securities — In the United States, earnings on state and
local debt were tax-exempt for the purchaser. The tax forgone by the
federal government granted regional governments a less costly source of
finance.’” Thus, the before-tax rate of return of U.S. banks was lower
than would have been the case if taxed bonds had been held. The option
of holding tax-exempt securities was unavailable to banks in Canada as
no such security existed in Canada.

Transfers of earnings to nontaxable reserve funds — Banks in the
United States, until 1965, were allowed either to deduct fully from
taxable income all realized losses on loans, or to deduct the average loss
experience of the previous 20 years. After 1965, U.S. banks were given
the additional alternative of deducting transfers to a reserve for tax
purposes that had a par value not greater than 2.4 per cent of outstanding
loans. The par value of reserves for tax purposes was reduced to 1.8 per
cent of loans in 1969.

Prior to 1969, Canadian banks were permitted to deduct more broadly
defined asset losses from taxable income than that allowed for U.S.
banks, based on a reserve with a par value of 3 per cent of eligible assets.
In 1969, the par value of reserves was lowered from 3 per cent to 1.5 per
cent of eligible assets with a ten-year transition period established to
allow banks to reduce the par value of reserves for tax purposes by .15 of
a percentage point each year. With the 1974 amendments of the Income
Tax Act, the par value of reserves for banks was further reduced to | per
cent of eligible assets in excess of $I billion.

It is apparent that the nontaxable reserve fund provision for Canadian
banks was more favourable than that allowed by U.S. tax authorities for
U.S. banks during most of the 1963-73 period, since the eligible assets’
definition was broader for Canadian banks and the percentage applied for
deduction was higher in most years than those permitted for U.S. banks.

Taxation of capital gains and losses on market securities — Prior to
1969, U.S. banks were allowed to reduce their taxes by fully deducting
capital losses from ordinary income with an unlimited carry-over provi-
sion. Furthermore, capital gains were taxed at the special rate of a
maximum of 25 per cent which was less than that on other profits. After
the promulgation of the 1969 Tax Reform Act, however, long-term
capital gains of U.S. banks no longer received special tax considerations

12 This implied a marginal tax rate of 30 per cent on tax-exempt bonds. See E.J. Kane, “A
Cross-Section Study of Tax Avoidance by Large Commercial Banks,” in Inflation,
Trade and Taxes: Essays in Honour of Alice Bouneuf, ed. D. Belsey, E. Kane,
P. Samuelson, and R. Solow (Athens, Ohio: The Ohio University Press, 1974). Kane
compared the yields of municipal and corporate bonds of the same quality to arrive at
the marginal tax rate.
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and were treated as current income.'* In Canada, all capital gains from
trading securities were fully taxable and deductible with a general
carry-over provision of losses applied to profits.'* Capital gains arising
from investment activity (fixed assets) were exempt from tax prior to
1971 and taxed at one-half the rate after 1971. The net effect of these
legislative differences seems to have been higher tax rates for Canadian
banks before 1969, while, after 1969, the net effect seems to have been
about the same (realized capital gains after 1969 were low on an average
for both Canadian and U.S. banks).

General tax rules — The general tax rate applied to corporate taxable
income in Canada was 50 per cent, reduced in 1971 by | percentage point
each year to 46 per cent. Before 1971, a small business tax rate of 22 per
cent was levied on income of less than $35,000 and, after 197], the rate
imposed was 25 per cent on income up to $50,000, if the company had
less than $100,000 income. In the United States, a tax rate of 22 per cent
applied to the first $25,000 of income and the excess was taxed at a rate
of 48 per cent. With numerous small banks in the United States, the
small business tax had a greater impact on reducing the tax burden in the
United States than in Canada.'s In addition, a special deduction — a 7
per cent investment credit for property expense — was allowed for U.S.
commercial banks (as well as other corporations), but no such deduction
was incorporated in the Canadian tax system.

E. Reserve Ratios

Reserve ratios tend to reduce the amount of before-tax profits earned
by forcing banks to hold nonyielding or lower-yielding assets than
otherwise. In the United States, for example, reserve ratios were applied
to demand deposits net of items in transit, and to time deposits during the
1963-73 period according to size of bank and term of deposit. The legal
reserve requirement for demand deposits was a minimum of 10 per cent
and a maximum of 22 per cent for reserve city banks, 7 per cent and 14
per cent for other banks, and 3 per cent and 10 per cent for time deposits.
The time deposit reserve ratio from 1963 to 1973 was actually greater
than 6 per cent and usually less than S per cent, but the demand deposit
ratio fluctuated from 12 to 18 per cent. Prior to October 16, 1959, no
reserve ratio was levied on deposits booked at foreign branches. After
that time, a reserve ratio of 10 per cent until January 7, 1971, 20 per cent
until June 21, 1973, and 8 per cent afterwards was applicable to foreign

13 L.S. Prussia, Jr., “Banking Investment Portfolio Management,” The Changing World of
Banking, ed. H.V. Prochnow and H.V. Prochnow, Jr. (New York: Harper & Row,
1974), p. 183, note 3.

14 Royal Commission on Taxation, Report, vol. 4 (Ottawa: Queen’s Printer, 1966), p. 383.

15 Kane, “A Cross-Section Study,” note 12. Kane found that the small business tax
deduction lowered the effective tax rate by 2 percentage points.
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branch loans made to U.S. citizens, plus above a specified base, net
liabilities that were booked at domestic offices and owed to foreign
branches (gradually the base was eliminated by Apri] 1974).

Two reserve requirements existed in Canada during the same time
span. First, a primary reserve ratio of 8 per cent on all Canadian
currency deposits was in effect from 1963 to 1967. After the revisions to
the Bank Act became effective in 1967, reserves held by chartered banks
in cash or Bank of Canada non-interest-bearing notes or deposits were 12
per cent of demand deposits and 4 per cent of time and savings deposits.
Second, secondary reserves, administered by applying a ratio of zero to 12
per cent of Canadian dollar deposits, were composed of Treasury Bills,
day-to-day loans, and any excess cash not held as primary reserves.
Although secondary reserves were interest-bearing, the banks were com-
pelled to hold assets of lower yield than those available as alternative
investments (for example, personal loans and government bonds) thus
reducing profitability. Secondary reserve ratios were not legally binding
until 1967, although banks were persuaded by the Bank of Canada to
hold Treasury Bills in the earlier years to the order of 7 per cent. The
effect of reserve ratios on profitability is discussed later, after a look at
methodology.

F. Trust Business

Unlike Canadian chartered banks, U.S. commercial banks were per-
mitted to administer trust funds during the 1963-73 period. Member
banks of the Federal Reserve reported that 3.2 per cent of total income in
1973 accrued from trust activity.'® Rates of return to capital of U.S.
banks engaged in trust activity were not necessarily higher than those
earned by Canadian banks that conduct no trust business, since less
shareholders’ capital would have been needed if trust department profits
had been excluded. From the data available on Canadian trust and loan
corporations’ rates of return to capital and those on the size of their trust
business, it appears that higher profitability was not associated with
substantial trust activity.

G. Computerization

During the 1955-56 period, utilization of computers in the U.S.
banking industry increased the efficiency of “‘back-office” procedures:
processing cheques, auditing, and disbursing dividends.'” Rapid develop-
ment of computerization assisted the initiation of new services provided
by the banks. These services included the issuance of credit cards,

16 Federal Reserve, Board of Governors Bulletin, 60, June 1974,

17 R. Cooley and P.C. Overmire, “The Role of Automation and the Financial Payments
System,” The Changing World of Banking, ed. H.V. Prochnow and H.V. Prochnow, Jr.
(New York: Harper & Row, 1974), p. 226, note 3.
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movement towards an automated payment system, and data processing.
Canadian banks employed computerization in the late 1950s primarily
for “back-office’ economies, but additional expenses were incurred in the
late 1960s, particularly those due to credit card operations. For Canadian
banks, depreciation of computers and payments to computer service
bureaus rose from 7.3 per cent of property expenses in 1970 to 13.7 per
cent in 1973.'® Perhaps Canadian banks realized less profits because of
their slower development of computerization than in U.S. banks during
the 1967-73 period. Thus Canadian bank profit rates might have been
higher if computerization in Canadian banks had developed with the
same speed as that in U.S. banks.

Methodology

The methodology used to calculate rates of return to capital and
variables that contribute to profitability (assets, loans, securities, depos-
its, noninterest costs, yields on assets, and interest paid on deposits) for
U.S. banks is based on that used for the Canadian chartered banks (see
Chapter 2). Table 4-3 lists all the variables used in this chapter. In
addition, it adjusts the data for Canadian chartered banks, all U.S.
insured banks, and New York City banks. However, two pertinent
comments are made here with regard to the data used in this chapter.
First, important accounting differences between U.S. and Canadian bank
profits and shareholders’ equity are explained. Second, the definition of
domestic business is outlined for U.S. and Canadian banks.

Calculations of rates of return to capital for U.S. banks are based on
statistics for profits and shareholders’ capital found in the Federal
Reserve, Board of Governors Bulletin. Profits and reserves for retained
earnings (a part of shareholders’ capital) of U.S. banks during the
1969-73 period include all profits accruing from domestic branches,
foreign agencies, and foreign branches, and dividends from and retained
earnings held in foreign-owned subsidiaries.” Profits and reserves for
retained earnings prior to 1969 include all profits earned from domestic
and foreign business except for retained earnings held in foreign-owned
subsidiaries. Canadian bank profits and reserves for retained earnings
include all profits from domestic and foreign activity during the 1963-73
period. If retained earnings of foreign-owned subsidiaries are added to
U.S. bank profits and shareholders’ capital figures for years prior to
1969, then the U.S. bank profit rates can possibly be increased relative to
Canadian bank rates of return to capital. However, for all years (except
1968) after the 1967 amendment to the Canadian Bank Act, U.S. and
Canadian profit rates are based on the same methodology.

18 However, part of the increase in computer expenses relative to property costs may have
resulted from an increased share of rents paid by tenants that were subtracted from total
property expenses. Data were available in the report to the Inspector General of Banks
under Schedule Q.

19 Letter received from T.A. Sidmen, Assistant Director, Board of Governors of the
Federal Reserve System, July 8, 1975.
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In measuring consolidated (foreign and domestic)loan yields, secu-
rity yields and deposit rates, a serious problem is encountered with data
published in various sources. Assets, liabilities, revenue, and expenses
reported in the Federal Reserve Bulletin cover those booked at U.S.
branches only. Foreign branch data of U.S. banks are not included in the
statistics available in the Federal Reserve Bulletin. The only published
consolidated (foreign and domestic business) data that can be obtained
for U.S. banks are from individual bank balance sheets provided in
Moody’s Bank and Finance Manual. Since accounting practices often
change the basis upon which statistics are reported in Moody's publica-
tion, a consistent series of figures is available only for the years 1971-73.
Thus, Canadian bank earnings on consolidated deposits are comparable
with data from Moody’s publication, but the years surveyed are limited in
number.

It is appropriate, however, to compare Canadian bank domestic loan
yields, security yields, and deposit rates with those of U.S. banks by using
data from the Federal Reserve Bulletin. Canadian domestic asset yields
and deposit rates are calculated from data appearing in two sources: The
Canadian Gazette and the Schedule Q reports submitted to the Inspector
General of Banks. The definition of domestic business of banks in
Canada is based on Canadian currency assets, liabilities, revenue, and
expense data while, in the United States, domestic business is defined
according to assets, liabilities, revenue, and expense booked at U.S.
branches.

The differences between the currency and booked definitions of domes-
tic business for Canadian and U.S. banks, respectively, are not important
in making comparisons made between Canadian and U.S. bank asset
yields and deposit rates. The currency definition used in Canada differs
from the booked definition in the United States in regard to three
matters.

First, the U.S. booked definition, unlike the currency definition,
includes foreign currency assets, liabilities, revenue and expenses booked
at head offices in the United States for U.S. and foreign residents.
However, reserve requirements apply primarily to domestic deposits and
thus U.S. banks minimize foreign currency liabilities booked at domestic
offices. For example, claims on foreigners payable in foreign currency but
booked at domestic branches in the United States were only one-tenth of
1 per cent of total assets booked at U.S. domestic branches on December
31, 1973.

Second, the booked definition, as opposed to the currency definition,
includes domestic currency assets and liabilities booked by U.S. bank
foreign branches payable to U.S. and foreign residents. However, domes-
tic currency assets booked by U.S. branches abroad were only one-half of
1 per cent of total assets booked at U.S. branches as of December 3I,
1973. Furthermore, domestic currency assets and liabilities booked
abroad reflect the prominent role of the U.S. dollar as a medium of
exchange in the international money market. The Canadian dollar dees
not serve such a function.
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A third difference between the booked and currency definitions is that
U.S. banks’ head offices book assets and liabilities for branches abroad.
The amount of claims of the parent bank in the U.S. on foreign branches
are small; for example, claims on foreign branches were two-tenths of 1
per cent of total assets booked at domestic branches as of December 3l,
1697.3%

There are also several other factors contributing to profitability (yield
spreads, noninterest costs, asset and liability portfolio mixes and asset/
capital ratios) which are analysed later in this chapter. Due to the
aforementioned problems with data, only two comparisons can be made:
consolidated data of Canadian banks with those of New York City banks,
and domestic data of Canadian banks with those of all U.S. insured
banks.

Rates of Return to Capital

After-tax and before-tax rates of return to shareholders’ capital of
Canadian banks are compared with those earned by all U.S. insured
banks and New York City banks. We assume in this section that the
shareholders of U.S. and Canadian banks, operating under different
regulatory systems, experience the same degree of risk relative to other
sectors. We suggest, however, in later sections that perhaps Canadian
banks experience léss risk than U.S. banks because Canadian banks seem
to better match the term structure of their asset and liability portfolios.
Thus U.S. measured profit rates should perhaps be higher than those
earned by Canadian banks, rather than the same, once we allow for
differences in risk.

U.S. insured banks, which include most banks existing in the United
States, are representative of the total U.S. banking system. New York
City banks hold a substantial portion of total assets as foreign assets (for
example, foreign assets were 29.5 and 9.8 per cent of total assets for New
York City banks and all U.S. insured banks, respectively, as of December
31, 1973). Thus a major part of profits accrue from foreign activity for
New York City banks, compared with all U.S. insured banks, thereby
indicating the importance of international business to the profitability of
New York City banks. Evidence in Table 4-4 points to the ability of
Canadian banks to increase profitability since 1967 with no similar
occurrence in the United States. The annual after-tax profit rate for
Canadian banks rose 5.2 percentage points on average during the 1968-
73 period, but only .8 of a percentage point for all U.S. insured banks and
—1.0 percentage point for New York City banks. From an examination of
the profit margins of New York City banks, it is obvious that internation-
al activity was not a factor contributing to higher rates of return to
capital during this period. The New York City bank profit rate was 1.9
percentage point less than that earned by all U.S. insured banks for the
1968-73 period. This confirms the conclusion of Chapter 2 that foreign
business of Canadian banks is not an important reason for high overall
rates of return to capital.
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Table 4-4

After-Tax Rate of Return to Capital for
Canadian and U.S. Banks, 1963-73

Canadian All U.S.
Chartercd U.S. Insured New York U.S. All
Banks! Banks City Manufacturing
(Per cent)

1963 6.9 9.9 10.1 10.3
1964 8.0 10.4 10.2 11.6
1965 7.9 10.5 10.8 13.0
1966 8 9.8 8.6 13.4
1967 10.0 111 10.6 11.7
1968 14.3 11.3 10.1 12.1
1969 10.1 120 8.0 11.5
1970 9.2 10.0 7.6 9.3
1971 144 10.3 8.4 9.7
1972 14 .4 10.9 9.9 10.6
1973 13.9 11.2 10.2 11.2
Geometric
Averages
1963-66 7.5 10.1 10.0 120
1968-73 12.7 10.9 9.0 10.8

1 Accrued rates of return to capital.

Sources: Schedule Q reports submitted to the Inspector General of Banks; The Canada

One may note that the all-manufacturing average after-tax rate of
return to capital in the United States was only slightly below the
after-tax profit rate for all U.S. insured banks after 1967 (10.8 and 10.9

per

Canadian chartered banks earned after-tax profit rates well above
Canadian all-manufacturing corporations. This point is emphasized in
Table 4-S, where the difference in after-tax profit rates of banks and’
manufacturing companies in Canada was greater than in the United

Stat

The before-tax rates of return to capital permit us to measure the
excess profits that are shared by both bank shareholders and the govern-

men

chartered banks, all U.S. insured banks, New York City banks, and U.S.

man
befo
poin

New York City banks. Also, before-tax rates of return for all U.S.
insured banks were higher than for the New York City banks between
1963 and 1973.

Gazette; The Bank of Canada Review, Federal Reserve, Board of Governors
Bulletin, Federal Trade Commission, “Quarterly Financial Report of Manu-
facturing Corporations.”

cent, respectively). On the other hand, as found in Chapter 3, the

es after 1967.

t. Table 4-6 illustrates before-tax rates of return for Canadian

ufacturing. It shows a substantial rise of 10.6 percentage points in the
re-tax profit rate for Canadian banks, but only .8 of a percentage
t for all U.S. insured banks, and only —.3 of a percentage point for




Table 4-5

Rates of Return to Capital

Difference Between After-Tax Rates of Return of Banks and Manufacturing
Corporations for the United States and Canada, 1963-73

69

Chartered Banks and

1)

Canadian

(2)
Al U.S.

Insured Banks and

(3)

Difference Between

Canadian Manufacturing  U.S. Manufacturing (1) and (2)
(Per cent)

1963 -4.1 -0.4. =347
1964 =319 =12 =247
1965 -3.8 =2=5 SIS
1966 -2.8 -3.6 -0.8
1967 1.2 -0.6 1.8
1968 4.1 -0.8 4.9
1969 1.5 0.5 1.0
1970 2.9 0.7 2.2
1971 1.6 0.6 1.0
1972 3.0 0.3 257
1973 2 0.0 )
Geometric

Averages

1963-66 -3.9 =9 -2.0
1968-73 1.8 0.1 1.7

Source: See Table 4-4.

Table 4-6

Before-Tax Rate of Return to Capital for Canadian and U.S. Banks, 1963-73

Canadian All U.S. U.S.
Chartered Insured New York U.S. All
Banks Banks City Manufacturing
(Per cent)

1963 13.0 14.9 11553 184
1964 14.1 1550 15.0 19.8
1965 13.6 14.2 13.7 22.0
1966 13.7 13.3 11.6 22.5
1967 16.6 14.9 15.2 19.3
1968 21.3 15.1 14.2 20.8
1969 223 18.0 13.7 20.0
1970 22.1 14.8 12.8 187
1971 26.3 13.8 12.7 16.6
1972 26.5 14.1 13.6 184
1973 26.3 15.1 14.6 21.8
Geometric
Averages
1963-66 13.6 144 13.9 20.7
1968-73 24.2 15.2 13.6 189

Source: See Table 4-4.
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One of the important differences between the U.S. and Canadian
banking systems during this period was with regard to taxation of bank
profits, as reviewed earlier in this chapter. The average tax rate applied
to all U.S. insured banks’ profits was 28.3 for the 1968-73 period, but the
average tax rate experienced by Canadian banks was 47.5 per cent in the
same period.”® One of the reasons why effective tax rates based on book
profits were lower for U.S. banks than for Canadian banks was the tax
exemption given on earnings from state and municipal bonds. However,
an implicit tax was paid in that the banks held securities that earned
lower yields than on corporate bonds. Also, the lower amount of earnings
on tax-exempt securities meant that the before-tax profits of U.S. banks
were lower than would have been the case if the U.S. banks had held
taxable securities instead. Table 4-7 provides the new before-tax rates of
return for U.S. banks if we assume that the difference between the yield
on tax-exempt bonds and taxable corporate bonds was 30 per cent (see
footnote 15). The new tax rates on U.S. bank profits for the 1969-73
period were still 10.8 per cent lower than those for Canadian chartered
banks. The average before-tax rate of return for U.S. banks increased by
2.7 percentage points but was still 6.1 percentage points less than the
Canadian banking profit rate. Also, the new effective tax rate on U.S.
bank profits on average was 39.0 per cent, which was 4.2 percentage
points less than that for U.S. manufacturing firms.

Table 4-7

Before-Tax Rates of Return and Tax Rates for U.S. and Canadian Banks
Adjusting for the Holding of Tax-Exempt Bonds, 1969-73

U.S. Banks Canadian Banks
Addition to
Before-Tax Rate
of Return if Before-

Olid Before-  not Holding  New Before- Old New Tax
Tax Rate of Tax-Exempt Tax Rate of Tax Tax  Rate of Tax

Return Bonds Return Rate Rate Return Rate
(Per cent)

1969 18.0 2.6 20.6 333 41.7 24.1 50.6
1970 14.8 2.5 17.3 324 42.1 234 55.6
1971 13.8 2.8 16.6 254 37.8 23.6 51.7
1972 14.1 2.9 17.0 22.7 36.0 26.3 46.4
1973 15.1 2.8 17.9 25.8 37.2 27.6 453
Averages
1969-73 15.2 2.7 17.9 25.0

Source: See Table 4-4.

20 The tax rate differs slightly from the previous calculation in Chapter 3. In this chapter,
accrued profits of all ten Canadian banks are included in the computation of tax rates
while, in Chapter 3, realized profits of the seven large banks are used.
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Also, reserve requirements affected earnings on securities and loan
assets. For example, increases in the reserve requirements brought a
greater decrease in the gross yield as more nonyielding and low-yield
assets were needed to handle deposits. In the United States, there was a
shift to lower reserve requirements while, in Canada, a lower primary
reserve ratio was offset by the imposition of secondary reserve ratios (see
Table 4-8). In the period before 1971, reserve ratios were greater in the
United States while, after 1972, the difference between Canadian and
U.S. reserve requirements was reversed. Table 4-8 shows the estimated
cost to banks of holding nonyielding reserves and forgoing the holding of
higher-yielding assets. We suggest that the average before-tax profit rate
for Canadian banks was 28.8 per cent and that for U.S. banks, including
an adjustment for holding tax-exempt securities, was 20.2 per cent for the
1969-73 period.

Table 4-8

Actual Reserve Requirement Ratios as of December 31 for Each Year and the
Adjusted Before-Tax Rate of Return to Shareholders’ Equity, 1969-73

Canadian Banks All U.S. Insured Banks
Adjusted Effective Adjusted
Primary and Before-Tax Reserve Before-Tax
Primary  Secondary Profit Rate Ratio Profit Rate
{Per cent)
1969 6.2 6.8 25.5 9.6 24.2
1970 6.1 6.1 245 8.9 19.6
1971 6.2 8.2 29.8 8.5 18.9
1972 6.1 9.4 3.5 U1 18.6
1973 6.1 8.0 31.1 7.8 20.1
Averages
1969-73 28.8 20.2

Note: The secondary reserve ratio of Canadian banks was converted to a primary ratio
by assuming that the investment of all secondary reserves would be made in
Government of Canada 1-to-3-year bonds, not treasury bills or day-to-day loans.
The opportunity cost of holding reserves was calculated for both U.S. and
Canadian banks, by assuming that 3 percentage points of deposits would be
required by the banks to be held as reserves without legislative requirement. The
cost of holding excess reserves was based on the interest rate payable on
1-to-3-year Government of Canada bonds and one year U.S. government bonds.
All interest rates were assumed to be unaffected by shifts in the banks’ portfolio
of asscts in each country.

Sources: Bank of Canada Review; and the Federal Reserve, Board of Governors Bulletin,

The implications of this comparison of rates of return to capital by
country are no less striking than those affirmed by the results listed in
Chapter 3. A comparison of the after-tax and before-tax rates of return
to capital accruing to Canadian banks with those achieved by all U.S.
insured banks or by New York City banks shows that Canadian banks
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earned excess profits after 1967. Moreover, Canadian banks earned
substantially higher after-tax rates of return to capital than did Canadian
manufacturing corporations. However, there was little difference in
after-tax profit rates accruing to U.S. banks and U.S. manufacturing
companies, which suggests that managerial specialization in banking is
not an important factor in contributing to Canadian banking
profitability.

Factors Contributing to the Rate of Return to Capital

In order to analyse the difference between the rate of return to capital
earned by U.S. banks and that earned by Canadian banks, factors that
contribute to profitability are surveyed. These factors are yield spreads
(the yield earned on assets minus the interest rate payable for deposits),
noninterest costs, asset and liability portfolio mixes, and asset/capital
ratios.

A. Yield Spreads

The yield spread provides a measure of the price of financial inter-
mediation paid by all banking consumers, including governments. The
yield earned on assets is the price paid by borrowers of bank funds, while
the interest paid on deposits is the cost to banks of acquiring deposits.
The difference between the asset yield and deposit rate is the payment
per dollar made as profits, wages, salaries, and rents to banks to conduct
financial intermediation.

Three tables are presented to examine yield spreads. First, the eight
New York City banks’ yield spreads (for consolidated foreign and
domestic business) are computed in Table 4-9. If one corrects these loan
yield spreads for the loan loss ratio of Canadian and New York City
banks (see Table 4-10), the yield spreads of Canadian and New York City
banks become almost equivalent (3.43 and 3.48 per cent, respectively, for
the years 1971-73). In addition, the security yield spread for New York
City banks in 1973 is adjusted to a rate substantially lower than that
earned in the two earlier years because of a significant capital loss from
the selling of securities in 1973.

During the 1963-73 period, there was little difference between the U.S.
and the Canadian loan yield spreads, as demonstrated in Table 4-l,
which considers only domestic activity. Moreover, the Canadian banks
increased the domestic loan yield spread by .51 of a percentage point a
year after the 1967 Bank Act amendments, while the U.S. banks
experienced a lower increase of .37 of a percentage point a year. Also, the
Canadian security yield was higher than that earned by U.S. banks. This
resulted from a tax exemption given in the United States to state and
municipal bond holders, as noted above. The actual yield earned on
tax-exempt securities was lower than on taxable U.S. corporate bonds of
similar term. Hence, U.S. banks that hold tax-exempt securities earned a
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lower yield on securities than that accruing to Canadian banks. The
Canadian actual yield on securities was 1.17 percentage point higher a
year than the U.S. yield for the 1968-73 period, although Canadian
banks were forced to hold lower-yielding treasury bills, in comparison
with other securities, because of secondary reserve requirements.

Table 4-10

Loan Loss Ratio’ for Canadian Banks, AH U.S. Insured Banks
and New York City Banks, 1963-73

Canadian Banks All U.S. Insured New York
(Domestic Only) Banks? City Banks?
(Per cent)

1963 .16 .18
1964 15 .08
1965 17 13
1966 .20 17
1967 13 .20 13
1968 .09 17 .08
1969 .09 Sly/! .09
1970 22 38 39
1971 29 33 .44
1972 .21 .24 .29
1973 .19 .25 39
Averages
1963-66 .17 .14
1968-73 18 25 .29

1 Loan loss ratios were calculated by subtracting net recoveries from losses on loans
divided by loans as defined in Table 4-3.
2 Loan loss ratio for assets booked at U.S. offices only.

Sources: Schedule Q reports submitted to the Inspector General of Banks; The Canada
Gazette; and the Federal Reserve, Board of Governors Bulletin.

Domestic yield spread comparisons are influenced by a series of
factors. First, are U.S. and Canadian banks similarly matched in the
term structure of the asset and liability portfolios? Banks that hold
long-term loans and short-term loans experience more risk and require a
higher yield spread than other banks that match their term of assets and
liabilities closely. Even with interest ceilings on deposits, the loan yield
spread may fluctuate less but the risk of substantial shifts in funds from
bank deposits to nonbank competing assets by depositors remains an
important cost to the banks. (The loan and deposit portfolio mixes of
U.S. and Canadian banks is compared in the third part of this section.)

Second, the default risk on loans increases the yield margin needed to
cover the cost of financial intermediation. If one makes a correction for
default on loans, the Canadian domestic loan yield spread for the
1968-73 period is adjusted to be 4.53 per cent and that of the U.S. banks
becomes 4.58 per cent. Thus it can be seen that there was little difference
in the yield spreads earned by the U.S. and the Canadian banks after
1967, when one takes account of the actual losses on loans.
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Third, the prohibition of interest payments on demand deposits and
Regulation @ ceilings applicable in the United States during this period
had the effect not only of limiting the growth of deposits, but also of
lowering the banks’ cost of funds. As previously mentioned, however,
banks resorted to other means of attracting funds that required the
acceptance of explicit or implicit costs. For example, revenue earned from
service charges levied for the handling of payment services may have
been forgone.

Santomero and Barro compute the remission of service charges as a
proportion of demand deposits for a sample of 100 U.S. banks for the
years 1950-68.2' If these implicit costs are added to the interest paid on
deposits, then the 1963-66 loan yield spread for U.S. domestic business
would be 3.36 per cent rather than 4.46 per cent. The 1968 loan yield
spread would be reduced to 3.41 per cent from 4.65 per cent.

The Canadian banks, however, did pay some interest on government
and large corporate demand deposits during the 1968-73 period. Accord-
ing to the data available, the rate of interest paid on all demand deposits
was .4 of a percentage point in 1968. If Canadian banks had remitted
service charges as well, then a lower yield spread for 1968 would have
been calculated. In order to have arrived at a reduction in the loan yield
spread equivalent to that of all U.S. insured banks in 1968, the interest
rate paid on demand deposits by Canadian banks would have had to be
approximately 4.9 per cent, or twice the U.S. rate of 2.4 per cent.?

Alternatively, one can subtract charges for servicing deposits and
cheque transactions from interest payable on deposits as a method of
comparing the overall interest rates paid for deposits by U.S. and
Canadian banks. The Canadian average service charge per dollar of total
Canadian currency deposits for the 1968-73 period was .4 of a percentage
point, which was higher than the U.S. service charge per dollar of
domestic booked deposits of .23 of a percentage point, assuming the
turnover rates of demand deposits in the United States were the same as
those experienced by Canadian banks. If one corrects the domestic loan
yield spreads for service charge costs of depositors and the loan loss ratio,
then one arrives at a new Canadian 1968-73 average of 4.96, which is
greater than the 4.81 per cent spread that was earned by all U.S. insured
banks.

It is suggested above that the loan yield spread earned by Canadian
banks during 1968-73 was equivalent to that earned by banks in the
United States. Nevertheless, if one includes the remission of service
charges on demand deposits and loan loss ratios, then, the new result
indicates that Canadian banks had a higher domestic loan yield spread
than that earned by the U.S. banks during this time. When one investi-
gates the term structure of assets and portfolios, there seems to be further

21 Barro and Santomero, “Householding Money Holdings,” p. 400, note II.

22 The above calculations depended on the proportion of domestic demand deposits to total
domestic deposits: 27.3 per cent in Canada and 51.3 per cent in the United States (1968
figures).
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confirmation that the loan yield spread of Canadian banks was indeed
greater than that experienced in the United States. However, the differ-
ence between the loan yield margins earned by Canadian and U.S. banks
may be explained by noninterest costs per dollar of assets, the subject of
the next section.

B. Noninterest Costs

In this part, noninterest costs per dollar of assets is considered as a
variable contributing to profitability. Noninterest costs per dollar of
assets, rather than profitability, may be the factor that explains the
reason why loan yield margins of banks on one country were greater than
those earned by banks in another country. If total noninterest expense per
dollar of assets was greater in one country’s banking system compared
with another, then two hypotheses may be proposed. First, one country
may have encountered a higher level of wage, rental, and raw material
costs than those experienced by another, and the noninterest expenses per
dollar of assets may have reflected those higher costs. Second, banking
firms in a country may have been protected by regulation or economic
factors from competition provided by potential entrants. To the extent
that competition was lacking, then higher payments to management,
labour and property in one country may have resulted as banks did not
minimize costs in servicing all banking consumers. For example, competi-
tion may have led to quicker adoption of new innovations, such as
computerization of payment services, that reduced the costs of financial
intermediation.

Two comparisons can be made of noninterest expense per dollar of
assets: between Canadian banks (consolidated foreign and domestic data)
and New York City banks (consolidated foreign and domestic data) or
between Canadian banks (Canadian currency data) and all U.S. insured
banks (booked at U.S. branches data). Two methodological problems are
associated with the above comparisons. First, both comparisons are
affected by the fact that U.S. bank noninterest costs reflect servicing of
trust accounts, but trust activity does not appear in the measurement of
assets. Hence, U.S. bank noninterest expense per dollar of assets tends to
be exaggerated, compared with Canadian bank data. Second, the com-
parison of domestic expense per dollar of assets for U.S. and Canadian
banks does not include a proper allocation of head office costs for
servicing foreign assets, thereby tending to overestimate the noninterest
expense per dollar of domestic assets.

Table 4-12 compares the eight New York City banks with the Canadi-
an banks (consolidated data). The eight New York City banks incurred
noninterest expenses per dollar of assets for the 1971-73 period that were
.36 of a percentage point or 16.1 per cent less than that experienced by
Canadian banks. Lower expenses per dollar of assets, however, do not
necessarily indicate a greater efficiency of New York City banks vis-a-vis
Canadian banks. New York City banks at this time were prominent in
servicing the domestic wholesale market with large-sized deposits and
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loans, while Canadian banks participated in a significant manner in the
retail market, although international activity was proportionately the
same in terms of the share of total assets.

Table 4-12

Noninterest Operating Expenses' Per Dollar of Assets of Canadian Banks and
Eight New York City Banks, 1971-73

Canadian Banks New York City
Total Non- Salary Total Non-  Salary
interest  Property  and intercst and

Expense  Expense  Wages  Other Lixpense Wages  Other

(Cents)
1971 2.26 41 1.41 44 2.05 1.20 85
1972 2.21 .40 1.36 45 1.87 08 79
1973 2.25 .39 1.40 46 1.79 1.00 79
Averages
1971-73 2.24 .40 1.39 45 1.88 1.08 .80

1 Excludes provision for loan losses.
Source: See Table 4-4.

Although the U.S. and Canadian bank domestic yield spreads were
approximately the same, after adjusting for the loan loss ratio, the
domestic noninterest costs per dollar of assets were lower for U.S. banks
compared with Canadian banks (see Table 4-13). Canadian banks
experienced noninterest costs of .52 of a cent per dollar of domestic assets
or 21.4 per cent more than those of all U.S. insured banks. Furthermore,
the increase in the domestic loan yield spread of all U.S. insured banks
from the pre- to post-1967 periods, was matched by the increase in
noninterest costs per dollar of assets (.37 of a cent change in the domestic
yield spread and .37 of a cent increase in noninterest expense per dollar of
assets). On the other hand, only a portion of the increase in Canadian
yield margins was attributed to greater expenses (expense per dollar of
assets increased .23 of a cent, while the loan yield spread rose .51 of a
cent). The remaining portion of the increase in the Canadian domestic
loan yield spread (.28 of a percentage point) was the payment of profits
made to Canadian bank shareholders.

Noninterest expenses were payments made either as wages and prop-
erty expense, or as other expenses (travelling of employees, advertising,
insurance cost, and communications). Other expenses per dollar of
domestic assets in Canada rose considerably after the 1967 Bank Act was
amended, primarily in the categories of advertising and communication
(see Table 4-13). In addition, other expenses were only 16 and 19 per cent
of total noninterest expense for each respective period for Canadian
banks. Other expenses per dollar of domestic assets in the United States
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80 The Profitability of Banking Systems

not only increased appreciably, but claimed 25 per cent of total noninter-
est expenses from 1963 to 1966, and 29 per cent from 1968 to 1973. The
data on expenses per dollar of assets suggest that restricted branching
laws in the United States stimulated commercial banks to employ other
means to attract financial intermediary business such as advertising,
travelling of personnel to banking consumers, and deposit by mail, rather
than branching.

To analyse fully the cost data presented in Table 4-13, a number of
basic features are studied. These include domestic wage rates and
domestic assets per domestic employee, domestic property expenses per
domestic branch, domestic assets per domestic branch, and domestic
employees per domestic branch.

Although wages and salary levels for the U.S. banks were higher than
for Canadian banks (see Table 4-14), the amount of domestic assets per
employee handled by the U.S. banks was substantially greater than that
attained by Canadian chartered banks. Only 59 per cent of the U.S. level
of domestic assets per employee was achieved by Canadian banks for the
1968-73 period. Since U.S. banks also handled trust business, it is
difficult to understand how U.S. banks managed higher domestic assets
per employee than did Canadian banks. Nevertheless, there were a
number of factors that explained some of the differences in the amount of
domestic assets per employee experienced in each country. First, higher
domestic assets per employee in the U.S. than in Canada may have been
due to relatively higher banking wage and salary rates in the United
States. Higher banking salary and wage rates partly resulted from a
higher wage level in the United States than in Canada. The higher U.S.
general wage level (see Table 4-15) explains all but 8.25 per cent of the
wage and salary rates for U.S. banks during the 1963-66 period and 7.50
per cent of average labour expenses of U.S. banks during the 1968-73
period. This suggests that labour in the U.S. banking industry was
relatively more expensive than in Canada, since more specialized labour
was employed. Assuming that the production functions of U.S. and
Canadian banks were comparable and that the technology that had
evolved had labour-saving content, then relatively higher wage rates
should have encouraged U.S. banks to substitute unskilled labour for
capital equipment (computerization) and skilled labour. Thus domestic
assets per employee are not a good measure of efficiency in the two
banking systems, since factor price differentials encouraged banks to use
a different input mix in each country.

A second explanation offered to rationalize higher domestic assets per
employee in U.S. banking than in Canada concerns the size of banks.
Smaller banks in the United States did not provide services, such as
foreign exchange, that demanded specialized labour. Also, managers in a
small unit bank economized on labour by performing functions normally
given to less specialized employees, or the unit banks purchased services
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82 The Profitability of Banking Systems

of other firms, thereby shifting costs from the “labour” to the “other
expenses” category. Domestic assets per employee are thus overestimated
to the extent that labour was contracted rather than hired directly by the
firms.

Table 4-15
Proportion of Canadian to U.S. Average Hourly Rates, 1963-73

Proportion of U.S. Banks’
Salary Expense Per Employee

Proportion of not Explained by the General

Canadian General Wage Rate Difference Between

Wage Rate to U.S. the United States and Canada

(Per cent)

1963 74 .08
1964 .74 .09
1965 S .10
1966 7 .06
1967 .79 .07
1968 .80 .05
1969 .81 .04
1970 .86 .08
1971 91 11
1972 .94 .11
1973 95 .06

Sources: Bank of Canada Review;and P. Wonnacott, Canada’s Trade Options, Economic
Council of Canada (Ottawa Information Canada, 1975), p. 175.

Domestic property expense per branch in Canada during the 1968-73
period was on average only 45 per cent of the expense of U.S. branches
(see Table 4-16), illustrating that Canadian bank branches were small in
size compared with U.S. banks. Furthermore, domestic assets per branch
in Canada, in the same period, were 32 per cent of the level experienced
in the United States. However, the Canadian proportion of U.S. assets
per branch rose, reflecting the relaxation of branching laws in the United
States, particularly in New York State. The larger size of U.S. branches,
compared with those in Canada, was a result of several factors influenc-
ing the different development of banking in each country. First, branch-
ing regulations in the United States restricted growth in the number of
banking offices, particularly firms desiring widely branched networks.
Second, lower costs per branch and fewer domestic assets per branch in
Canada was an indication that smaller bank branches serviced more
widely dispersed populated areas in Canada relative to banking in the
United States. Third, banks substituted computerization?® and travel of
employees to banking consumers for branches, as factors of production,
in the United States.

23 Cooley and Overmire, “The Role of Automation,” p. 237, note 3.
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84 The Profitability of Banking Systems

The ratio of domestic employees per branch in Canada to that in the
United States (see Table 4-17) for the 1968-73 period was on average
.54, not substantially different from the 1963-66 average proportion of
.52. In addition, the alleviation of restricted branching laws in the United
States since 1969 resulted in the maintenance of a constant ratio of
domestic employees per branch. However, in Canada, there was an
increase in the number of domestic employees per branch after 1969, as
no regulatory constraint on branching existed prior to or after 1969.

Table 4-17
Domestic Employees Per Domestic Branch, U.S. and Canadian Banks, 1963-73

Ratio—
All U.S. Canadian Divided
Canadian Banks! Insured Banks! by U.S.
1963 12.6 243 .52
1964 12.7 23.9 58
1965 12.8 23.9 .54
1966 12.8 24.5 52
1967 13.1 24.9 513
1968 13.6 2547 .53
1969 14.1 26.9 .52
1970 14.3 2412 .53
1971 14.4 26.6 .54
1972 14.7 26.6 £S5
1973 15.6 26.9 .58
Averages
1963-66 1257 24.2 H2
1968-73 14.5 26.7 .54

1 Branching and employees in Canada or United States only.
Source: See Table 4-4.

With reference to expense data presented in Tables 4-13 to 4-17,
domestic assets and domestic wage cost per employee, domestic assets
and domestic property expense per branch, and domestic employees per
branch, confirms that Canadian banks, with unrestricted branching,
required more labour and property to service consumers than in the
United States. Nevertheless, U.S. banks incurred other offsetting
expenses to attract consumers of financial intermediation and improve
office operations. Noninterest expense per dollar of assets in Canada rose
less quickly than in the United States (see Table 4-13), due to greater
growth in assets per branch and assets per employee in Canada. However,
the general level of noninterest costs per dollar of domestic assets in
Canada was greater than in the United States.

To develop an understanding of the different mix of inputs utilized in
U.S. and Canadian banking, factor price and input ratios (for labour,
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branches and working financial capital) are presented in Table 4-18. If
the relative price of one factor were to decline, then that factor, in
general, would be employed relatively more than the other inputs. Over a
time period, however, technology (or a change in banking output) may be
introduced such that relatively less of the input is employed in production
despite the fall in the relative price of the factor. When one examines the
indices of factor price and input ratios in Table 4-18, one may consider
the relationship between labour and working capital inputs in U.S. and
Canadian banking. In the United States during the 1963-73 period, both
the wage/profit rate index and working capital per employee index
increased from 1.00 to 1.2] and from 1.00 to 1.19, respectively, as would be
expected when banks minimize costs. In Canada, however, the wage/
profit rate index declined from .90 to .84, but working capital per
employee rose substantially. On the other hand, if the Canadian banks’
shareholders had earned a risk adjusted rate of return to capital equal to
the market rate of return 10.6 per cent, rather than the actual profit rate
of 12.8 per cent used in Table 4-18, then the index of wages and salary
expense per employee to the profit rate in Canada would have risen from
.90 to .98 in the pre- and post-1967 Bank Act periods, consistent with the
increase of working financial capital per employee. It is also noteworthy
that the working financial capital per employee and per branch in the
United States was higher than in Canada, suggesting that greater
shareholders’ equity financing was required for operation in the United
States.

C. Portfolio Mix

In this part, the term structure of the assets and liabilities portfolios
held by U.S. and Canadian banks is considered. The investigation of the
term structure assists in analysing two matters. First, less noninterest
costs per dollar of assets and liabilities are experienced by the banks in
handling long-term compared with short-term loans and deposits. Second,
when interest rates fluctuate over time, the loan yield spread is expected
to remain constant if the loan and deposit portfolios are perfectly
matched in maturity. When banks hold assets and liabilities portfolios
that are well matched in term, then the risk encountered by the banks’
shareholders from fluctuations in yield spreads is minimized. With a
reduction of risk arising from matching the term structure of the banks’
assets and liabilities, then lower profits are required by shareholders to
compensate for the risk in holding bank shares. Unfortunately, the
maturity distribution of assets and deposits of Canadian and U.S. banks
is not available from published sources. However, a detailed classification
of the portfolios according to type of asset and liability for all U.S.
commercial banks is available for one year, as of December 31, 1973. In
Table 4-19, all U.S. commercial banks are compared with Canadian
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banks with reference to the distribution of assets. One particular differ-
ence to be noted between the two banking systems is the proportion of
mortgages held by the banks. Mortgages are generally long term in
nature and interest payments are not adjusted each year to reflect
changes in the level of interest rates charged on newly issued assets.

Table 4-18
Average Factor Price and Input Ratios, Canadian and U.S. Banks, 1963-66 and 1968-73

uU.s.
Banks

Canadian
Banks

(Index based on the U.S.
1963-66 average = 1.0)

Wage and Salary
Per Employee! /Profit Rate?
1963-66
.90 1.00
S 84 1.21

Cost Per Branch! /Profit Rate?

1963-66 .52 1.00
1968-73
Working Capital/Employees

1963-66 .52 1.00
1968-73

Working Capital/Branches

1963-66 24 1.00
1968-73

1 U.S. figures converted to Canadian dollars.
2 After-tax profit rate of return for capital.

See Table 4-4.

Source:

Thus, it can be seen that, at that time, the U.S. banks held 12.7 per
cent of total assets or 14.3 per cent of domestic assets in long-term
mortgages, while Canadian banks held only 5.9 per cent of total assets or
8.4 per cent of domestic assets in mortgages. Also, U.S. banks offered
more term loans (maturity over one year) rather than demand loans
(maturity less than one year) compared with Canadian banks.?*

24 J.A. Galbraith, Canadian Banking (Toronto: Ryerson Press, 1970), p. 206; and
J.C. Archibald, “Loans and Discounts,” The Changing World of Banking, ed. H.V.
Prochnow and H.V. Prochnow, Jr. (New York: Harper & Row, 1974), pp. 131-132, note
3
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Table 4-19

Distribution of Assets of Canadian and U.S. Commercial
Banks, as of December 31, 1973

Canadian
Banks U.S. Banks

(Per cent)

Cash
Items in process of transit
Central bank deposits
Securities — Home country
— Treasury bills
— Federal government and agencies
— Political subdivisions
— Other
Federal funds sold
Loans
— Demand balances held in banks in country
— Day-to-day loans d
— Call and short loans 1.
— Loans to provinces/states 1
— Loans to municipalities 1.
— Grain dealers -
— Canada Savings Bonds ;
— Other financial institutions ;
— Loans — Personal 12.
— Farmers .
— Busi-ess 20
— Mortgages .
— Deposits in and loans to foreign banks 19.
— Other foreign loans 9.
— Foreign securities .

W w
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=
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— Other loans 1.
Fixed assets

Investments in subsidiaries

Other assets

Total assets 100.

3
0
5
4
g
6
3
3

2
8
7
2
9
1
9
7
0
8
0

—
[
O

Sources: Federal Reserve, Board of Governors Bulletin; and Bank of Canada Review.

The evidence on deposits, provided in Table 4-20, implies the Canadian
banks held proportionately more long-term deposits (39.0 per cent of
total deposits) than did U.S. banks (34.4 per cent of total deposits) if
term deposits and other borrowings (such as debentures) are considered
as long-term deposits. However, since term deposits mature in a period of
less than one year or are cashable at any time with payment of a lower
interest rate than on those funds held to maturity, some of the term
deposits must be short-term in nature, and so the above figures must
overestimate the amount of long-term deposits.

To estimate the term structure of U.S. and Canadian portfolios, one
may test the effect of the variation in the annual interest rate charged on
newly issued assets and liabilities on the variation in the annual yield on
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bank loans and interest paid on bank deposits. The prime loan rate series
is the only one available in both countries for the aforementioned interest
rates. The variation in prime loan rate serves as a proxy for the variation
in the interest rates charged on newly issued assets and liabilities.
However, the sensitivity of the variation in deposit rates to the variation
in the prime loan rate during the period was reduced by Regulation Q
interest rate ceilings applied to deposits in the United States and by the
non-interest-bearing demand deposits held by banks in the United States

and Canada.
Table 4-20
Distribution of Deposits for Canadian and U.S.
Commercial Banks, as of December 31, 1973
United
Canadian States
(Per cent)

Demand 20.2 40.3
Federal Government 4.8 13
Subtotal 25.0 41.6
Federal Funds Purchased - 6.9
Chequable Savings 151 -
Subtotal 40.1 48.5
Nonchequable Savings 20.9 17.1
Deposits Accumulated for Personal Loans - 1
Subtotal 61.0 65.6
Term 37.6 32.8
Other Borrowings 1.4 1.6
Total 100.0 100.0

Sources: Federal Reserve, Board of Governors Bulletin,; and Bank of Canada Review.

The equation to be estimated is the following:

e BO W B B2Rr-l il
where
R, = loan yield or deposit rate;
r, = average annual prime rate;
R,_, = prior year loan yield or deposit rate;
U, = error (which is assumed to be normally distributed with

- ="0f
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The above equation is derived from the Koyck transformation, where
the present year prime loan rate is a function of the present year’s and
previous year’s annual prime loan rates, based on a geometric lag. The
ccefficient B, is the estimated proportion of the portfolio of less than one
year in term, and B, is the proportion of more than one year in term.?
One may justify restricting the ccefficients B, and B, to add to one, in
order to derive estimates of the term structure.

The F ratios and adjusted ccefficients of determination, as shown in
Table 4-21, indicate that the econometric model is acceptable in predict-
ing the term structure of U.S. and Canadian loan portfolios despite the
relatively few years of data available. From the first and third equations
in Table 4-21, it can be seen that the estimated demand loan share of total
loan assets was 52 per cent for Canadian banks and 4l per cent for the
U.S. banks.

The deposit rate equation for U.S. banks is not acceptable, since
Regulation Q interest ceilings and the prohibition of interest payments on
demand deposits at the time reduced the sensitivity of the variation in the
deposit rate to the variation in the prime loan rate. The relaxation of
interest rate ceilings during the 1963-73 period altered the behaviour of
regulated deposits, so that the predicted term structure was not stable.
Nevertheless, the Canadian deposit equation is of some assistance in
estimating the term structure. Short-term (less than one year) deposits
were an estimated 41 per cent of total deposits. However, demand

25 The proof of this proposition may be demonstrated as the following. Assume that the
yield R, is determined by the interest rate r, earned on asset A, issued in time period I,
the present period, and r, is earned on the asset A4, issued in the past period 0. Then

_!‘lA] +r0A0

W TSy

One may find the partial differentiation of (1) with respect to each rate as follows:

Ag

Ry A, :
Ay +Ag

or |
=—— and (3) 5;2—

2) al‘l _Al +A0

The ceefficient B, from the equation in the text is the partial derivative of the yield to
the prime loan rate in (2) and B, is the ccefficient of the partial derivative in (3).

In order for the ccefficients to be stable, the term structure of the portfolio should
alter little over the 1963-73 period. The past lagged values of loan yields or deposit rates
treat the interest rates as averages. The intercept By is the difference between the means
of the prime loan rate and the loan yield or deposit rate, if a linear restriction is made
such that 8, +B, = 1.

The proportion of less than one year in term loans or deposits are overestimated since
some loans or deposits of a term more than one year mature in the present year.
However, the estimate to be provided in this part still indicates whether Canadian banks
hold shorter-term loans and deposits than those held by U.S. banks.
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deposits, excluding federal, provincial, and large corporate demand
deposits, were non-interest-bearing. Thus the results indicate that the
short-term estimate of deposits for Canadian banks have to be raised in
order to include non-interest-bearing deposits.

Table 4-21

Regression Results in Determining the Term Structure of Loan and
Deposit Portfolios of U.S. and Canadian Banks, 1963-73

By B B,  R?(adjusted) F

Canadian — Loan 541 .520 480 73 25.211
(4.69)! (5.02)

— Deposit ~1.47 418 582 87 59.53!
(-6.75)! (1.7

U.S. — Loan 483 409 591 85 50.74!
(6.48)! (7.12)"

— Deposit -429 161 34 5.07

(-1.44) (2.25)

1 Significant at the .995 level.

Note: The estimated equation derived from a Koyck transformation is the following:
Ry=Bo +B ry+ ByRyy + Uy

where

R = loan yield (annual);

ry = announced prime loan rate (annual);
R;_; =loan yield lagged one period;

Uy = residual error.

Figures in parentheses are values of the t-statistics. No t-statistics are shown for B,
since By and B, are constrained to add to 1.

Source: See text.

One may conclude from the above analysis that loan assets held by
Canadian banks were shorter in term than those held by U.S. banks.
Indeed, it appears from the data for 1973 that deposits held by Canadian
banks were longer in term than deposits held by U.S. banks. Therefore, it
would seem that Canadian banks were better able to match the term
structure of loan and deposit portfolios than were U.S. banks. Thus one
would expect the loan yield spreads and profit rates of Canadian banks to
be lower than those earned by U.S. banks, since Canadian bank share-
holders experienced a lower degree of risk arising from interest rate
fluctuations. However, the above analysis daes not help us to determine
whether U.S. banks in fact experienced lower noninterest expenses per
dollar of assets than Canadian banks because U.S. banks held longer-
term loans but shorter-term deposits than did Canadian banks.
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D. Asset/Capital Ratios

Asset/capital ratios of Canadian chartered banks were higher than
those experienced by all U.S. insured banks, as shown in Table 4-22.
After correcting the 1971-73 average asset/capital ratio of all U.S.
insured banks by adding assets booked at foreign branches, the Canadian
bank asset/capital ratio was 7.5 percentage points higher than all U.S.
insured banks. In comparison with New York City banks, Canadian
chartered bank asset/capital ratios were greater by 3.4 percentage points
for the same period.

Table 4-22

Asset/Capital Ratios for Canadian Banks, New York City Banks, and
All U.S. Insured Banks, 1963-73

Canadian Banks Eight New York All U.S.
Consolidated City Banks Insured Banks!

1963 14.6 12.3
1964 14.9 12.9
1965 15.2 13.0
1966 16.2 13.1
1967 16.9 134
1968 17.8 13.9
1969 18.9 14.2
1970 19.8 11.9
1971 20.6 164 124
1972 21.4 179 12.8
1973 23.0 20.2 13.2
Averages

1963-66 15.2 12.8
1968-73 20.5 13.0
1971-73 21.7 183 12.8

1 Assets booked at domestic branches only. The asset/capital ratio for all U.S. insured
commercial banks increased 1.4 for the 1971-73 period when assets booked at foreign
branches were included.

Source: See Table 4-4.

Differences between the two banking systems in asset/capital ratios
may be explained by two factors. First, regulators in the United States,
unlike those in Canada, compelled U.S. banks to increase the amount of
equity capital prior to increasing their deposit liabilities. Second, lack of
entry by new firms into the Canadian banking industry enabled existing
Canadian banks to participate in banking markets, by increasing the
amount of assets and deposits held rather than depending on new equity
financing.

The higher asset/capital ratios experienced by Canadian banks may
have been the reason why before-tax profit rates earned by Canadian
bank shareholders were higher than those accruing to U.S. bank share-
holders. It is possible to compute new before-tax rates of return to capital
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for all U.S. insured banks for the 1971-73 period under the assumption
that the Canadian asset/capital ratio existed in the U.S. banking system.
The equity capital for all U.S. insured banks is first adjusted downwards
to reflect the Canadian asset/capital ratio. Then the extra interest cost of
holding deposits is subtracted from before-tax profits. These calculations
indicate that the 1971-73 average before-tax rates of return to capital for
U.S. banks, including the adjustment for holding tax-exempt bonds, was
22.7 per cent. However, the Canadian bank before-tax profit rate was on
average 3.7 percentage points higher than that for all U.S. insured banks
after correcting for asset/capital ratios and for the holding of tax-exempt
bonds by U.S. banks. The adjusted before-tax profit rate of U.S. banks is
overestimated, since it is assumed that U.S. banks did not increase the
holding of nonyielding assets as required for reserve requirements applied
to additional deposits and that the U.S. banks did not incur additional
expense in servicing new deposits. Thus higher asset/capital ratios
achieved by Canadian banks were not the sole source of greater profita-
bility realized by Canadian bank shareholders compared with U.S. bank
shareholders.

Conclusion

Canadian banks earned higher after-tax and higher before-tax rates of
return to capital than did banks in the United States. The difference in
rates of return to capital earned by the two banking systems is difficult to
explain because several trends were working at the time to, in effect,
counteract this tendency. Canadian banks were more involved in interna-
tional business. Differences in forgone profit arising from holding
nonyielding reserves and tax-exempt securities do not explain Canadian
banks earning higher before-tax rates of return. U.S. banks experienced
lower noninterest costs per dollar of assets rather than earning less profits
than Canadian banks. Canadian banks were not riskier than U.S. banks
in terms of matching the term structure of asset and liability portfolios.
And Canadian banks achieved higher asset/capital ratios.

Moreover, other studies that demonstrate that Canadian banks pro-
vided lower cost services (earning lower loan yield spreads) to banking
consumers than U.S. banks, fail to compare either consolidated or
domestic business. When one accounts for the loan loss ratio and the
remission of service charges, it appears that Canadian banks provided
higher cost financial intermediary services than did U.S. banks. This
conclusion, however, requires further analysis.

Also, U.S. banks earned almost the same after-tax profit rate as U.S.
manufacturing corporations, while Canadian banks earned substantially
higher after-tax rates of return to capital than did the Canadian manu-

facturing sector. Thus managerial specialization dces seem to have been a
cause of higher after-tax profit rates of Canadian banks compared with
Canadian manufacturing companies.



5 The Measurement of Excess After-Tax Profits
and Taxes

The before-tax and after-tax rate of return to capital calculations indi-
cate that Canadian banks after 1967 were more profitable than were
other groups of firms, including trust and loan corporations (see Chapter
2), industrial sectors in Canada (see Chapter 3), and all U.S. insured and
New York City banks (see Chapter 4). According to economic theory,
however, rates of return to capital earned in all industries should be the
same, if there are no barriers to entry impeding the flow of equity capital
to the more profitable sectors. If rates of return to capital are not the
same, then, it may be concluded that excess profits are being earned by
those sectors protected from competition by new entrants.

It is possible to compute the excess after-tax profits earned by Canadi-
an bank shareholders and excess taxes gained by Canadian governments
by comparing Canadian banking profit rates with those profit margins
earned by other groups of firms.' Excess after-tax profits are defined as
the after-tax rate of return accruing to Canadian banking shareholders
over and above that realized by shareholders of other financial and
nonfinancial industries. The after-tax rate of return to capital for other
industries is first subtracted from the after-tax profit rate of Canadian
chartered banks and the difference is then multiplied by the actual
amount of shareholders’ equity, including the accumulated appropriation
of losses, invested in Canadian banks.

Excess taxes are defined as the surplus corporate income tax revenue
that the Canadian government would not have received if Canadian
banks had earned the same after-tax profit rate experienced by all
industries. To calculate excess taxes, the before-tax rate of return to
capital of other industries is adjusted to reflect the effective tax rate

I Estimates of excess taxes and after-tax profits computed in this chapter vary slightly
from estimates shown in Economic Council of Canada, Efficiency and Regulation: A
Study of Deposit Institutions (Ottawa: Supply and Services Canada, 1976), Chapter 4.
In this chapter, all ten banks are included in calculations and changes in the market value
of securities is subtracted from accrued profits of banks as shown in reports submitted to
the Inspector General of Banks under Schedule Q. In the Economic Council of Canada’s
report, the seven largest-size banks’ profit rates were used as a basis for the calculation of
excess profits (see Tables C-1 and C-2, of this study for data used in the Economic
Council of Canada’s report).
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imposed on Canadian bank profits. The difference between the Canadian
bank before-tax profit rate and the adjusted before-tax profit rate for
other industries is multiplied by Canadian bank shareholders’ equity,
including accumulated appropriations for losses in order to arrive at total
before-tax excess profits. Excess taxes are equal to excess before-tax
profits less excess after-tax profits.

No overall computed rate of return to capital for all financial and
nonfinancial industries is available. In order to calculate an estimate of
excess after-tax profits and excess tax, we use the profit rates of four
sectors. The first sector is the trust and loan corporations, which provides
an appropriate comparison of a Canadian financial industry that is
primarily restricted to mortgage assets and over-one-year term deposits.
Second is the manufacturing industry, which is composed of small, large,
vertically integrated, and conglomerate firms, and which is representative
of total industrial corporations, since manufacturing assets are a large
share of total industrial assets. Third is retail trade firms which earn a
rate of return to capital under a condition of potential competition from
new entrants uninhibited by government regulation. Fourth is all U.S.
insured banks, which have banking functions similar to the Canadian
banks, except in regard to trust business.

As displayed in Table 5-1, Canadian bank shareholders between 1968
and 1973 earned total excess after-tax profits of at least $219.7 million
(based on the after-tax profit rate of trust and loan corporations) to at
most $478.5 million (based on the after-tax profit rate earned by retail
trade) (see Line 1). Excess after-tax profits contributed to an increase in
the annual rate of return to Canadian banking capital of 1.6 to 3.5
percentage points (see Line 3) or 12.5 to 27.3 per cent of total after-tax
profits of Canadian banks.

Excess taxes gained by Canadian governments totalled at least $197.3
million (based on rates of return to capital of all U.S. insured banks) to
at most $425.7 million (based on rates of return to capital of retail trade)
for the years 1968-73 (see Line 1). The annual average before-tax rate of
return to Canadian bank capital could have been reduced by 1.4 to 3.1
percentage points (see Line 3) had there been no excess taxes gained by
Canadian governments.

The total amount of excess taxes and excess after-tax profits (using the
figures presented in the previous two paragraphs) earned by the Canadi-
an bank shareholders and Canadian governments was $417.0 million to
$904.2 million during the 1968-73 period, or 12.5 to 27.1 per cent of total
before-tax Canadian bank profits. If no excess after-tax profits and
excess taxes had been earned, the before-tax rate of return to capital of
Canadian chartered banks would have been reduced by 3.0 to 6.6
percentage points.

From the above, we suggest that, if no excess after-tax profits and
excess taxes had been earned by the Canadian bank shareholders and
Canadian governments, then the cost of banking services to consumers
would have been lower than that prevailing during the 1968-73 period.
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With the excess after-tax profits earned by Canadian banks, more firms
could have entered into banking activities to take advantage of profitable
opportunities. Consumers could have had more choice by comparing the
price and quality of banking services offered by various institutions. With
competition among many firms, services rendered to banking consumers
could have been less costly. For example, borrowers of bank funds could
have been charged a lower rate of interest and lenders to the banks could
have earned a higher return on deposits. By removing legislative barriers
to entry, regulators might have encouraged entry of new firms into the
banking industry and might have reduced the cost of banking services to
consumers.
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A  Example of the Calculation of Profits and
Capital Figures — Toronto-Dominion 1972 —

for Individual Banks and Trust and Loan

Companies

Accrued Profit

Method I

Balance of revenue
Plus loss experience on loans
Plus profits (loss) on sccurities
Plus other profits (loss) — nonrecurring items
Minus provision for income taxes

Minus provision for taxcs rclated to accumulated appropriation of loss

After-tax profits — accrued

Method Il

Shareholders’ equity 1972
Plus accumulated appropriation for losscs 1972
Minus shareholders’ equity 1971
Minus accumulated appropriation for losses 1971
Plus new issues
Plus dividends

After-tax profits — accrued

1. Accrued Capital

Shareholders’ equity 1972
Plus accumulated appropriation for losses 1972
Plus shareholders’ equity 1971
Plus accumulated appropriation for losses 1971
Minus new issues

Total divided by two
Plus B new issue

Accrued average sharcholders’ capital

2. Realized Profit

Accrued after-tax profits
Less profits (losses) on sccurities

Realized after-tax profit

3. Realized Capital

Accrued capital
Less profits (losses) on sccuritics divided by two

Realized capital

Thousands

of Dollars

78,389
- 1,812
- 613

3,132

36,800

400

41,896

221,611
71,574
191,222
73,266
13,200
41,897

221,611
71,574
191,222
73,266

278,837

278,837

41,896
613

42,509

27,837
307

28,144
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4. Tax Rates — Tax Paid 37,200

(i) Accrued before-tax profit 79,097
Accrued tax rate 37,200 ~ 79,097 = 47.03 per cent

(ii) Realized before-tax profit 79,710

Realized tax rate 37,200 ~ 79,709 = 46.67 per cent

5. Ratesof Return!

Accrued — 79,097 + 278,837 = 28.37 per cent
— 41,897 +278,837 = 15.03 per cent
Realized — 79,709 =~ 279,144 = 28.54 per cent
— 42,509 +279,144 = 15.23 per cent

1Subject to rounding error.




B Data Problems

The primary objective of this section is to provide a detailed outline of
accounting deficiencies encountered and the subsequent adjustments
made to either profit or capital figures for Canadian banks and trust and
loan companies. Of the differences between trust and loan company and
chartered bank data mentioned in the text, the most serious problem is
related to the accrued rates of return because the book and market value
changes of securities failed to be reported by trust and loan corporations
prior to 1966. Another difficulty occurs because of divergent fiscal
year-ends: December 3! for trust and loan companies and October 31 for
banks. The effect of this difference may be important: if profits rose
during the fiscal periods, trust and loan corporation statistics would be
biased upwards in comparison with the banks.

A second significant problem with data is the inconsistent inclusion of
subsidiaries under parent banks and trust and loan corporations. In some
years, banks consolidated some of their subsidiaries in their annual
report, but trust and loan corporation data only indicated income derived
from subsidiaries as well as capital invested in subsidiaries for the
1968-73 period. Generally, we have included subsidiary income and
capital in the calculation of rates of return for consolidated companies in
bank data. However, in the cases of The Huron & Erie Mortgage
Corporation and its subsidiary (wholly owned), The Canada Trust Com-
pany, and of Canada Permanent Mortgage Corporation and its subsidi-
ary, Canada Permanent Trust Company, we have utilized a specialized
technique to consolidate the four into two companies. We have found this
to be necessary because of the significant shifting of dividends between
the parent and the subsidiary. Trust and loan company data were
deficient in not indicating, for all years, capital invested in a subsidiary,
and in not including advances to subsidiaries when a separate category
was provided in later years. We have consolidated this data according to
the following premise: we assumed that all profits in one year were
distributed to the parent in accordance with the percentage of shares held
in the subsidiary; then, the profit accrued to the parent would be:

T+ (ns DS)5
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where
m = parent’s accrued or realized profits;
n. = subsidiary profit;
D_ = subsidiary dividends;
5 = proportion of shares held by parent in the subsidiary;
K, = consolidated capital;
KP = parent’s actual capital.

The new capital figure may be expressed as:

m-1 (m = D) )b SR IKENS
Ki =Kpn + 2 (1 Dy) §; +—F——= n

i =1,...,n,...myears.

K,S, is general reserve, investment reserve, and retained earnings of the
subsidiary of the year before the sample period (in this case, 1962) minus
any premium on capital raised prior to the sample period. We have done
this consolidation on both a realized (7g) and accrued (m,) basis. The
effective tax rate can then be computed in accordance with the following
formula:

where
T = parent’s taxes paid;
T = taxes paid by subsidiary.

5

The before-tax rates of return can also be derived in a similar manner, as
stated in the section on methodology.

Because of the large number of adjustments made, particularly to the
trust and loan corporation data, a summary table is provided stating the
problem encountered and the alteration made to profit and capital
figures. At this point, however, it is appropriate to mention some of the
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inconsistency in data that appeared in the Report of the Registrar of
Loan and Trust Corporations for the Province of Ontario. First, with

earlier years, not all corporations accounted for investment reserves,
transfers to the general reserve, and, in some instances, premium on
capital. The difference between, say, 1965 and 1964 general reserves,
may only in part be explained by transfers from the profit and loss
account, and the premium on capital, as inconsistent accounting practices
were responsible for a significant deletion of information. Another case in
point is that accrued changes in the maximum statutory value of stocks
and bonds of Canada Permanent Trust Company, as indicated in invest-
ment reserves, were consistent with the summary table of securities for
the years 1972 and 1971 but not for the years, 1970, 1969, and 1968.




Jua0 13d ¢

AJuo Aq uInjar jo 3jer
SI3MO[ UoISN[OX2 — 8¢€0‘TS
~ j1y01d ur papnjout

‘papIooal Aisnoiadid jou epeue)
‘SaIIRIPISQNS JO sururesy TL6T Jo jqueg [gAoy ayJ,
¢£pS$ Arredoid
UO PISIDAII UMOPIITIM 9961
z jueg
= »q €L6l uoriuog-03uoIof ayg,
.Mlu q €961
G- g $961
1 B[]0
m=9 0L61 BAON JO jjueg oyJ
pojuasard junoooe £961
pajeInojed paje[nores $so0] jo uoneurdoidde 961
21n3r} [eyrdes oN a1ngy 1jord oN Ou - BJEBP JUIIDIJINSU] $961
%n q 6961
Al

g 0L6T [Ba1IUOH JO yueg

reirde) o3 jusunsnipy 11Joid 03 Judunsnipy wa[qoId e1e(] SONSS] MIN Ieo X Jueg

€L-€961 ‘Ble Aueduro) ueoT] pue isni] pue jueq I0] opel sjuaunsnlpy Sununoooy jo Sunsry
-9 21qel

[24]
B
=]
=
5}
=5
=
<
<
(]




105

Appendix B

Z¥0S = (00¥) BPBUED

Jo Myueg [eIOUIAOL]

Y] JO 1unoode 3831 JO
JUDWIBDUBAPE 4+ ([$9b)
696 1Y ‘A[2aneuIalfe ‘10

"TH0S = (0ST) OL6TL puE

(LST) 696TL +(SELY)
896 1. >ueg s,31doag
oy 031 enba ansst maN

wﬁlﬁ 10308) Aq

urnjaI jo ajer Ardniniy

i
(4!
Aq uinjai Jo o1el Ajdnimpy

o108

2119201 DPOUD))

21 WOIj paurejqo

ele(q yuegq s,01doad
YL YIm uorjBWEIjRWY

$961 ‘1€ 1290120 01
$961 ‘T 1oquuaoa(q

IeaA 3ununoooy

pajuasard

3NUJASI JO dUB[Eq

I0 JUNODJOE SSO|

Jjo uoneudordde ou
— BIBP JUDIDYjNSuU]

(5961

‘T€ 1990320 01 $961

‘T 19quad3(]) Ajuo

porrad qyuow-| |
siseq 3UnUNOIOY

- IN
=

o

— |

—|en

o

n
xQ

n
xQ

=»8

1
xQ

n
3}

L6l

oLél

£€L6T

$961

et

L6t

€961

$961

BpeUR)) JO
Jueg [N UBIIOW Y[

epeue)) jo
Nueg [eroutaord ay L

JeuoneN
uerpeue) juegq

Jo1oWIWO)) JO yueg
[erradw] uerpeue))




106 Appendix B

rerrdes uo winjward
woly 1673 toengns

‘onsst areys SunumIsapun %u g 0L61
TL61Y 03 0C%
pPpe tAIeIpISGns ut judw
-}S9AUL JO aNn[eA J0Oq Isnlpy
1L61Y 01 006°CS PPE XE) z
JWODUT PAIIQJOp OF I19jSuel] - - i 1L61
z Auedwo))
T= x4 TL61 Isnug [eAoy ayL
Auvdwio) jsnig
I= 8 €L61 BpEUE) JO yurg AU
I= &g 8961 elqunioy
ysuug jo juegq
Pa1uasald Junodde SSO[
Jo uoneudoidde 10
ANnudAaI JO ddUB[Rq OU
— BIEP 1udmdljynsu] 9961
¢
1= «q L961
cL6TY
PUE ‘TLOTY “TL6TY
01 00S‘Z$ PPE1UNOdOR
1591 wolj jualed 0) ;
uonnqIISIp 0SS 1eroads Ndn q CL61
rearde) 031 jusawsnipy 1014 03 juduwisnipy wojqold eleqg SANSS] MAN] (-3 § Jueg

(p.}uod) 1-g 2[qeL




107

Appendix B

(y31y AjrewIouqe urnjal
JO 21BI 3SIMIAYIO) 9961 Y
Jored se G6¢'L TS papniouy

8961 O} TLES PPE XT)

2WIOOUT PalIoap 0} Iajsuelf

TL6TY O3 67S°TS PPE XEY
2WOdUT PAlIdJap O} ISJSUBI]

7961 01 000°TS
PPE “10] PIUNOIOE J0U )

9961
01 ££S°1S PPR ‘7 10

S961Y
01 6TLS PPE Y/ 10

L961XY
0} L66°€S PPE Y/ 104

sygord
paninoe IO an[ea

AI03M)E}S WnWixeuwr yjo
Kousroyap Ioj uogstaoid

uey3 I9Y3el $AINIIS
J0 393ys Atewrwins pas(y

00v$
J1paIo xel [e10ads ppy

759$
31paID Xey [e10ads ppy

1058
1Ipa10 xe) [e10ads PPV

LT18 sestwaxd
uo $sof Joenqng

S19%
11paI0 X} [B123ds ppy

8¢S
J1pa1o XE) [B129ds ppyY

Auedwo)) pardirey)
pue uId)sesy
Yy uoneweS[ewy

—~

0pE'ps onsst
mou [g10} — Teyrded
uo urnrwsid

10§ oreys 12d gL§
pownsse — 9nssI aIeYS

@

I

—Jjen

—ile

= *

= %

q

L961

8961

LA6T

£961

S96T

9961
L961

8961

6961

Aupdwo) 1sni]
JUDUBWISJ BPRUE)




108 Appendix B

L961NY
0} $9S PP 'S2AIISOI

juauIlsaaut ur 38uey) W =x8 8961
0L61XY 01 7CS ppeE
tawoour 01 pagreyd junowry Im. =8 6961
0L61X 03 pSS
pPpeE “1unoosip s3edjiow
POZ1IIO WE PaIJISse]oay m =l 0L61
[L6TH O3 €3
PPE ‘Pa1}ISSBIOaI JUnowy
1L6TY woly
$79°T$ 10811QNs ‘soxe)
pallajop WO} JOJSuUeBl]
oL6TY
01 67$°ZS Ppe ‘1824 t1oud
JO JUDWIISIAUL UO 1SIIU]
TLu 1Y 01 6€0°TS
PPE @ XB]} dQWOodul pal1djoQg .w. =x8 [L6T
z pajtwr] ‘Auedwo))
7=+ [AX 3 isnij [euonen
peppe
C961Y 01 081$ ppe sygord jou wouy ¥y
‘P9junoosde 10U Yy ut odueyD) 0] 13Jsuel) JO uononpo( €961
pappe
syjord 10u woly ¥y o) MWMM
19Jsue1} JOo uononpag 9961
1evide) o3 jusunsnlpy 1joig 01 Jusunsnlpy woqoid ejeq SaNSS] MaN Ie0A Auedwo)) ysniy

(PJuod) -9 31qeL




109

Appendix B

6961 01

69% PPE ‘awoout 12y —
6961y
0} 19L$ PPE ‘anjea
A1o1njels wnwixew

Jjo uortstaoid ur afuey) —
6961Y woly 6773 1oen

-qns ‘judwisnfpe xej —
6961X 01 pL€S

PPpe 9419591 uf 98uey) —

6961y woIj €178
jorIIgNS ¢ xe1 ul afuey) —

6961Y

0} T9L$ PPe anjeA

Al01njels winwixew
Jo uoistaoid ur 23uey)

$69°018 — 796130 47

L68°01S — €961 30 ¥I

981°11$

= $961 JO Y] '3Un0IOE

sso} pue yyjoid 03 Yy
woiy 00s s Jo I9jsuery

9898 § — S961 30 yJ

LY9'6 $ — 9961 30 yJ
08Y°'018 — L961 JO ¥I

syyyord
JO 1udwale)ISAY

208
7 0} 13jsuen ppy

681S
7 01 19jsuei] ppy

1968
] 01 19JSuEn ppy

££8$
¥ 01 13jsuell ppy

~
.-i|__‘

~en
[
xQ

enle
i
xQ

-—1|N
1]
*
Q

6961

oL6l

1L6T

£961

y961

$961

9961

L96T

epeue)) Jo Auedwo)
1sn1j Ajuerenn




£05°S$ rearde)
0¢$ sSurures paurelay
6€9°€S 4I
LTS'LS ¥D
(Arerprsqns
JO) TL61Y woly joenqng

7961y WOl Spg
joeIIQNS {s19jsuery Aq

pa1eorpur ueys 1ay3ry y7

v961Y
woIj 4§ 10enqns

‘pajeolpur ueyy 12y31y ¥y

L961TY
01 08¢ ppe ‘¥y7 ul 3duey)

8961
01 98¢ Ppe ‘awodul I3yl
8961 JO Y7 ur papnjdur
6€$ ‘POIIIWDE JOU §)}3SSY

89613 01 6¢% PPE
{PajTWpe 10U 513ssE [B102dS

AIerpisqns
UM uonewedjewy

$8I°IS
Q\ 0] Ho.«m:mb UﬂA\

ST1$ 703 13jsuen ppy

ov$
yijord wo1j pajonpap

YT 01 IaJsuer} ppy

e
i
*
xQ

o
It
o

z

1- 7

TL61

€961

961

S961

9961

L961

8961

Auedwo)
JSN1J epeuR)) /Y],

[extde) 031 jusunsnlpy

1jord 03 yusunsnipy we[qoid ered

SaNss] maN

Ie0K

Auedwo)) ysnIy

m
A
=]
=
(5
=%
1Y
<
=
=
—

(pauod) 1-g 21qel



111

Appendix B

IL6TY 01 00Y$ PPE
{AIRIPISGNS WOIJ 9OUBAPY

TL6TY 01 00vS PPE
{AIRIPISQNS WO} 90UBAPY

(S9$—) — €961 30 I

669% — £961 30 JI
JSNIJ 2ATIBNSIUIWDPY pue
5,101N03X7 YHM uonew
-edjewe — $961 JO ¥O
ut ggL°7$ PaunoodRU()

961 1$—¥961 JO dI

012°78—S96130 ¥I

0€0°€$—9961 30 ¥I

6961 JO yI 03 185§
PpE {pomoj[esIp S}assy

0L61Y
woly 1S‘TT$ 30N
-gns ‘s}9sSe JO UMOPATIM

oL61yY
woIj §96‘¢c¢$ 10B11QNS
{Arerpisqns wolIj puaplalq

[L61Y wol}
991‘7$ 10BIIQNS ‘UOH BW
-ediewe woIj juaunsnipy

y9LS
¥ O} 19jsuel} ppy

L6LS
[ O} 13jsuel} ppy

pILS
Y 0y 1¥jsuel} ppy

0788
7 O} Idjsuell ppy

056$
¥ 0} 1I3JSUel] ppy

%utm
Mme
Wu&%
.Mlusﬁ
IM.HQN

1L61

L6l

€961

¥961

§961

9961

L961

8961

0L61

Aueduio)
1SNI] [edIIUO




112 Appendix B

TL6TX 01 00€°€S
ppe ‘xe) awoosul

GZ$ papiooar
Ajsnorasid jou spuoq

Auedwo)) jsniy

PaII3Jap 0} ISJSsuel] JO uUOTBZNIOWE PPY Wu «g TL6T K315y pue BLIOIOIA
7961X
01 $8+‘[$ PPE ‘9A19501 z
rexsuag pajunooorupy o «q £961
€0S‘T$ ' ansst mou
9)ewmns? — wnjwoid
¥961Y 03 z
00T$ DPE ‘9419501 UIAOW e OB ¥961
areys 1od
S61% ; Yy 91¢%
8€6‘¥S — $961 JO ¥J sosuadx? Juraowi joBIIgNG aurnsse T G $961
8€6'vS — S961 30 y7 9961
L961Y
01 94§ Ppe ‘pantwpe
J0U $313sse Jo judunsnlpy
881°S$ — 9961 30 ¥T 09¢5$
8YL'SS — L96T JO ¥I [ O} I8jsuel} ppy LI96T
6961Y
01 661$ PPE ‘paniwpe 079$ 7
10U $313ssE 0} Judunsnipy pios sestwaid ppy ¢ g 8961
to.g 696T
..m. =ed 0L6T
rearde) 03 juaunsnlpy 11J014 03 Judunsnipy waqoid eieq SANSS] MAN Iea X Auedwo)) sniL

(p3u00) -4 31qeL



113

TL6TY
03} 7L$ PPE paplodal

ﬂ jou j301d AreIpIsqng
b= TL6TY 01 8TT$
2 ppe {uopeziuedioal woIy Auedwo)) 1sn1y
AD. $9AI9S3I JO uonezZRIOWY L6l uejrjodonaw ay L
LYT'ES — 7196130 ¥I €961
LYT'ES — €961 J0 ¥I -4 po61
v961Y
01 961°€$ PPE :paUN0d
-o® J0U ¥y urajuey)
ST6°€S — $961 3O ¥I t-.g 5961
ST16°€$ — S96T 30 I 00€$ 7 0¥ I3jsuell ppy m. =ef 9961
£81°S$ — 9961 30 ¥4I L961
(y1odax
ur pajels Junowre z
10U) OTZ9$ — L96T 3O A/ 079$ P2onpaI SIXE] PPY TS «q 8961
L..9 6961
mlu »q oLe6t
91Is
Arerpisqns jo s3uiules ppy
L6Y'TS z
1USWSIAUT UO sured ppy .ﬂ =uq 1L61




114 Appendix B

$SSTS — 9961 J0 AT
685°TS — L96T 30 I

L9611y woliy
S 1oenqns ‘yy ur 3duey)

896 1.y WOl 8¢ 108Nqns
t19JsuURI) 9A1359I AIBPUOIIG

8961Y 03 1G1S PpPE
{SIAIISII JO UOnEZRIOWY

L96TY
wolj [/ g 10enqns
fsnI] IO JO SsO]

6961 01 £8TS PPE
{S9AIR$I JO uOnBZRIOWY

6961
0} L§ PPE ‘aatdsal 1snlpy

6961y wolj
I$$ 10B1IQNS {pasnpal
A1eIpisqns JO an[ea joog

0L61X ©3 18ZS$ Pp®
{S9AIB3SAI JO uoneZRIOWY

1L61XY
03 TL$ PPE {paplodal
jou jjord A1erpisqng

IL61Y ©1 BETS PPE
{SOAIOSII JO UOREZIIIOWY

SE€S 7 O} Isjsuell PppVv

SE€S ¥J 03 Iajsuen ppy

Jo [eirded pue 919591

papnjout

— N
il
*
Q

-3
]
*
xQ

ISNIT IO

rm'ni%

=8

— [N

ansst Mau 6T 1§

3509 SuuImIapun

papnpout

£
- g

L961

8961

6961

0L61

1L61

[eside) o1 Jusunsn{py

1Jo1d 03 juswisnipy

waqold eleq

SaNSS] MaN

Ied4

Auedwo)) 3sn1y

(p.3u0) 1-g 21qeL




115

Appendix B

- B96TY
01 9T 1$ PPE - pamoOesIp
sjasse Jo juauisalpy

Typ'8S — L96T JO ¥I

TL6TY woly 6§ 1oenqgns
‘sanfiqer; o uoneroardep
pauwreioun Jo Iajsuel]

0L61Y wolj €178
10BIIQNS {11JOUIG XE}
s1ea4 roud aI jusunsnipy

TLETN O pLETS
PPE (M po03 pan[eady

LSH'TS — T96T 30 AT

6SP'TS — €961 30 ¥I

8478 — 961 JO JI

61578 ~ 96130 ¥I

$10° 118 Arerpisqns
WO} SPUIPIAIP PPV

961‘p$ Areipisgns
wo1j PuapIAIp PPV

TS ¥ 0} 19Jsuen) ppy

Gg$ sosuadxa
predaid joenqng

ST$ Y7 ©1 I3Jsuel) ppy

67§ sesuadxd
predaid 10} j0B13QNG

S€S$ ¥ 01 13JSuel) ppVy

S€S$ o7 03 Idjsuel} ppy

—jeN
I
0

[ I‘:
"
xQ

— e
"
*
]

iC
I

sasuadxa uOISSTWIWIOD

=28

voviuim =g

li
*
0

—eN e
n

*

5]

8961

0L61

1L61

8961

IL61

L6l
€961

$961

§961

9961

uonelodio)) 93edj10N
9117 % UOINH oYL
uonP40di0) uvoy

Auedwo)
ISni] pajun



116 Appendix B

oL61Y
woIy 1$ 10enqns . I9410,,

oL61Y
woly S1°¢$ 10enqns
¢X®} 2WOoUf 103 udunsnipy

IL6TY O} L6b'ES PPE
X} PIIISJOp O} IBJSUBI]

SHY 18 — 7961 JO I

881°CS — €961 30 4TI
9€6°€S

JO YO parunodorul)

IT€°€S — 961 30 ¥I

9961y woly 0STS
10RIIQNS (PAjUNOIIBUN
9A19591 [e19uad ur a3uey)

T8L'pS — S96T JO ¥I

9961y wWo1y OSLS
10BIIGNS PAIUNOIOBUN

9A19s21 TeTouad ur aduey)

LI6TN 01 TSS
PPE {P9j}lLIpe 10U S13sSY

81598 — 9961 JO ¥J

81§ sastword
1B 9[BS UO $SOf 1oeijqng

€YLS YT O) 13jsuel} ppy

4 8
¥I 01 I13jsuel} ppy

LS
A1 01 13jsuel} ppy

9EL 1S
7 0} 19jSuel} PPV

$T6°1S
¥ 01 13)suel} ppy

frirde ) o1 tudusnlpy

G L O Tuawsnipy

—Jen
1
-
xQ

o<t
i
Q

— N
v— -t
i
x

oL6T

TL61
€961

¥961

$961

9961

L961

uonelodio) adediiop
jusuelULIag epeUR)

uRjgold eleq

Sanss| MaN

LYY

uonriodio)) ucoT]

(p,Juod) 1-g 21qeL



~
—
o

Appendix B

¥96 1Y 03 89§
PDE {POIITWPE JOU S}3SSY

$961Y 01 GLpyS PPE
{pajunosoeun Yy ut aduey)

S961Y O vESS pPE
{pajunoosoeun yy ui a8uey)

8961 ©1 0088
ppe ‘spunj pajunodoeu()

8961Y 01 y¥S°TS PPE
{pajunoosdeun yy ut aduey)

6961 01 6793 PPe
X} awooul 10J usunsnlpy

11¢ asuadxa uony
-e1odIoout I10J 10e11QNG

18T$ ¥ O1 13)suelnl ppy
€0€S 7 01 I3jsuel) ppy
TLPS ¥ 01 13Jsuel} ppy

01C$ ¥ 01 Iajsuel} ppy
$08$ ¥ O} Iajsuel ppy

0v6$
¥ O} I3jsuen ppy

vE0'TS
¥ O1 I3JSuel} PPy

SY1'1S
A/ 01 19)suel} PPy

aleys 1ad 71§ 18 Y2018

pawnsse

—jeN

— e

e

[4!

I

-—4’(\]

— e

*

*

*

*

0

9

q

@

xQ

§961
9961
L961

6961

oL6t
€961

961

§961

9961

L961

8961

6961

uotneiodio)
aged1 10N ssoIuny



118 Appendix B

9961y
03 §7$ Ppe ‘Y7 ur a8ury)

L961Y woIy T7S 10en
-qns {90UBMOJ[E SIB3A

09¢$

1oud jo juaunsnlpy ¥y 0} 13jsuel} ppy Wn » 8 L961
780°1$
TLT'YS — L9611 30 I Xe}l 2woout 3oe11qng
9z¢$ 98ueyoxs z
uSraio} ut ured ppy T *»8 8961
1$$ s3ueyoxa z
ugiero] ur ured ppy e «q 6961
90¢$ 23ueyoxd
ugraro] ut ured ppy 0L61
984S 28ueyoxa z
u3ra10] Ul SSOT 30BIIqNG T W 1L61
TL6TY WOl 6049
10BI1QNS { XB} 2WOOUY z usIpeurR)-0oUeRl,]
PaI13jJop WOIJ ISJSUBI] 1= q ZL6T 1210U0 ] 3IPRI)
0 — T96T 30 I 91§ 7 01 Idjsuel} ppy Mn «q €961
91% — €961 30 o471
P961Y 01 843 7
PpPe pPanIupe JOoU $39S8Y €8S 7 01 Iajsuel} ppVy ﬂ =ud $961
errde) o3 jusunsnlpy 1014 03 yuaunsnfpy woyqoid eie( S3NSS] MIN IB3 A uonerodio)) ueo]

(p.3uod) 1-g 2[qeL



119

Appendix B

PLTTS sem

$66° Aq paydnnu Z9gT.y uoyfiw L [§ sem 7961 03 forrd [eyides uo wnrwaid pajewinsy 7961
¥961
$961 Auedwo)) jsn1y
‘JuswAed puaplarp 9961 EpEUER)) 9] pue
PapIOIsl [eN}OR 696 AU} UO PIseq d1om SPUSPIAIP ‘pouad §9-996T dYi 10 "§66° 1uared L9671 uonerodio)) s8eSiIoN
Aq pJoy sareys Suipuelsino jo 98ejussrad uo paeseq jusled 0} pred spUSPIAIP )BW}ST 8961 3119 % UOINH ayjp
wa1qo4d v D3 uoYyUPIOSUOD)

7961Y 01 8883
PPeE ‘spunj psiunoosoeuf}

Z961.¥ 01 188 PPE ‘ J2W30,,
$97'T$ ~ T961 30 ¥l €1€$ Y7 03 10jSuel PPV

1
*
Q

£961

— e

€961y 03
0ZP$ PPE (pajunoooeun yo

£961Y ©1 L6S PPE
{pajunosoeun yy ur aduey)

LLS'TS — €961 30 ¥I 89€$ ¥ 01 19Jsuel PPV

i
*
]

$961

- N

S961X¥ 01 €658
Ppe ‘spuny pajunoooeuf)

Y961y
01 08$ PPe ‘Y ur 25uey)d

SP6'TS — $96T IO ¥I  TTY$ YI O IRJsuEn PPY

[
*
X

§961

-—1|N

S961Y 01 698°SS
PPE {pojunodoeun yo

9961X 03
12§ ppe ‘asuadxs palrajo(

LIE'ES ~ S96T Jo I SSp$ Y7 O} IaJsuen ppy

"
*
o

9961

-




120 Appendix B

‘syjueq paiajieyd ayl Jo syrodal jenuue pue ‘oMU JO 30UINOL] dYY 40f SUORDPIOA40) ISTU ] pup UDOT fO 40438182 3y} JO 140day :$32INOS

‘SIB[[OP JO SPUBSNOY] UL 3IB SI2QWINU [[V "X X 61 JeaA ay3 Jo [ejded SIap[OYyaleys O3} sI9jal XY X 61y '9A1asal
{eIaUa3d ST )yH PUEB IAIISII JUIWISIAUL ST 7 ‘SPUBSNOY] Ul 3ie sainBi J1jo1d pue [e11ded ||V *PIIIBIS ST & 'UMOUNUN SBM 3IBP INSST UIYM SIB3A JO] :9J0N

‘(po1eWINSd)
1evdes uo winpwaid snojaald 10J uoIfjiw §' 1§ JO UONORNQNS 131J8 £0H'9% = T961Y 7961
€961
¥961
$961 Auedwo) 1snif
9961 IUIUBWISJ BPRUER) pUE
L9617 uonerodio) afediiop
‘(yuaied £q p[ay sareys jo adejuaoniad) gg' Jo I03oB] Aq parewmsa juated o3 pred spuapraig 8961 jusuewiIad BpRUED)
reytde) 03 jusunsnipy J1jold 03 jusunsnlpy waqold eieq Sanss] maN 1897 uonerodio) ueoy

(p,]ou0d) 1-g 3|qeL



C  Rates of Return to Average Shareholders’
Capital and Tax Rates for Individual
Chartered Banks and Trust and Mortgage
Loan Companies for the Years 1963-73




122 Appendix C

‘syueq pa1ajreyd jJo sjpzodal [enuuy :92IN0G

‘gprue) JO jueqg Ajfu[) PuE ‘BIQUINIOD YSIIIg JO YUeg ‘EPBUE)) JO Uk SHIUBIIS YL sapndXd I

80°S1 90°v1 40! SE0T1 ¥8°I1 1Tv1 0901 15°6 159 SiEL ST'9 _uwﬁo>< Ansnpup
00'9- EpRUE) JO Jueg Ajun)
6S'Y 18 66 9T 88" | S 4 BIQWN[OD ysnig Jo juegq
Zs°01 LLPT LETT [AN:] 7z°01 L8°8 €91 EPEUED) JO Yuey IMIUBIIN Y
oLyl £EET €501 Sy0T 90°01 1901 S0'6 8¢9 96°'S 128 (405 [euoneN uelpeuR)) juegq
89°LI €691 69°L1 966 19°C1 68°C1 0L°01 Ly'9 EpEUE]) JO Jued [BIOUTACI YT
9L°LT €T°S1 Iv'et 0901 9L'TH 0791 90°'11 L9'8 ST'9 LY'L SE€9 Jueg UOIUTWO(-OIUOIO, Y[
86°ST Sy'el 0S'I1 bLL ¥S01 yL'ST 0T°01 ETel [BNUOIN JO Yueg
L6'ET £S°ST 63l 966 6v'CI pL'ST 10°¢1 L96 0T'sS LO'9 8T BIOOS BAON JO jueq 3yL
bSET £6°C1 616 6111 S8°1T1 €S'ET €L 01 888 LY'R 1T°L VIwwo) jo
yueq [erraduy uerpeug))
SEST (4! Ze'Tl 0911 [4 %Al £0°€ET vT'6 888 1$°S 91'8 $6'9 epeue) o Juegq [eAoy SyL
(Juao 13()
€L6T TL6T 1L61 0L6T 6961 8961 L961 9961 S961 $961 £961

€L-€961 ‘Sueg paiayiey) 103 [e)de) SIAPIOYRIRYS FeIIAY 0} UINSY JO $31eY PIzNesy XeL-131)V

[SO I CLAR




123

Appendix C

‘syueq palajeyd Jo syyodal [BNUUY :231N0S

‘epeue)) JO Jueg AU pue ‘Biquin[o)) ysniiig jo Jueg ‘epeur) JO jyueq INUBDIIIN YL Sapnjoxy I

19°L¢ yE'9T
Te.9-

0g’L 699

8TLI STt
98°¢T €961
peet 9L'8T
0Z°0¢ $5'8¢
yTLT SAIST
1t'Le 91°6C
$9°9C bLYT
LE8T 8L'9¢
tL6l TL6T

86°¢T

SiE9

81°¢C
LY61
ceoe
88°9¢C
67°¢T
96°LT
L0°0T

1054574

IL6l

9€°EC LO'vT 9¢'1C Szl S$8°61 (G4 8E'ET SOl ~0mﬁu>< Ansnpuy
epeUE) JO yueq Arun
Se'e 88" | TS BIQUWN[OD Ysnlig jo Jueq
798 7701 L8°8 €91 BpRUED) JO Jued S[NUBIID YT
Ly'TT L0°0T 90'LT 9T'S1 {44! LG 06T1 LEEN [EUONEN UBIpEBUE]) Juegq
8L°9C LS Te 1€°0¢ IS°LT SRS EpPEUED) JO jueq [BIOUTAOI{ SY L
TT°€C 16°S¢C L EC 7081 €ISt [4 Al SEET 8TTI Jueq uoiUIwWoO-OIUoIoT Ay
Sv0T S$8°1T Lo 16 6891 S£0C JeallUOy JO Jueq
IT°1C 19'%C 087t LET 0T SL'ST LL0t LRI 796 BIIOOS BAON JO jued UL
SR 74 0C°ST 1t SOLY 81'S1 cEPl 60°¢l VIwuwo) jo
jueg [etradw] uBIpBUER)
ST 1S°vC QL10C 0791 08'v1 9801 6v' vl y8°TI epeue) Jo yueq [eLoy Sy,
(1u90 13g)
oL61 6961 8961 L961 9961 S961 +961 €961

€L-€96T ‘SYueg palajrey) 10y reinde) siopjoyaleys aSeIaAy 0) UIMIDY JO SIIEY PIzIedy Xe]-310jag

D Rl1qEL




124 Appendix C

‘syjueq pasajieyd jo spiodal [enUUY :3DINOS
‘epeUE) jO jyueg AJUM] PUE ‘IqQUIN[O)D YSiiig JO Jueg ‘BpEUR)) JO YUBg 3[IUBDIA YL SopnidxXy [

or'sty £9°9¢ 8S°1IS L9°SS 18°0¢ 6v'te 8¥'8¢ L6'6¢ LYot 90°'SYy 91°'8% (98eraay Ansupu]
e~ epeue) jo yueq Ay}
60°LE £1'8C () A T4 19°9C 0 0 BIQUINOD Ysntlg jo jueq
[AN31% 01'6¢ L9'9% ELS 0 0 0 EpeUE) JO Yueq S[IIUBdIW YL
8¢€'8¢ [ (ks €6'SY 0S°€S 88°6% 8Lt 670 LO’LY Te by 16y be 9y JeuclieN ueipeue)) jueq
bL6¢E ey 60T 18°C9 124844 S 9¢ 06'8¢ bL0S EpEUR)) JO Jueq [BIOUIAOL{ Y],
0T’y L9°9 +v1°08 €1'pS z0°0S L 1E 19°8¢ 8L'CY 896t y0'vt 1¢8¢ Jueg UCIUTWO(-OIUOIOL Y],
18Tty (/17 1L°0S 0729 9L°1S £0°9C 09°6¢ 6v'S¢E [ESTIUOI JO ueqg
9v'8¢ YL 9 89°CS 18°CS ST6v $6°0¢ cT'1e 098¢ TL°1S w8y 16°6¢S BIOOG BAON JO jued 3yl
LT'6Y bLLY Tvs 09'vS 86°CS £€2°9¢ SO'LE iy 160 16'vY VIswwoy jo
Yueg rerredwiy uerpeue)
06°SY SELY §8°1S 18249 vL6Y 6C°LE 86°CY 10°0¢ 87'6Y 89t v6'St epeue) jo juegq [eAoy Ay
(1uad 134)
€L61 L6l TL6T oL61 6961 8961 L961 9961 S961 961 €961

€L-€961 ‘S{ueg parajIey)) I0] JWOOU] PIZI[eaY UO $3JBY XEJ dWoduf
€D 31qelL




125

Appendix C

‘S UBQ PaldyIeyd Jo sp10dal [enuuy :30INOS

‘EpeUR) JO JUBg A}IU) pPuUe ‘BIqQUN[O)D YSIIlg JO jued ‘BpBUE)) JO JUueq I[NUEBDIIN Y] sopn[xXy I

YO'v1 [S 441 LyvT yT'6 61°01 8EvI 0001 I¥L 8L 8¢'8 0L'9 (93e12AY Ansnpuj
009~ BpEUER) JO jueq AU
SSy 66'v (434 9T 88" 1€¢ BIqQUINIOD) yshiig jo Jueq
SH01 8LYT SS'ET 6€8 2001 19'8 9L'1 EpEUE)) JO Jueq I[NUBISN YL
| {44! ¥6°CI 174 41 90°L (42 8€0T (/5 s 19 £T'8 LEL [euonEN UEIpEUE) Jueq
09°91 €81 oLot o1'L 98°11 8T€T 166 69°S EPBUED JO jued [EIOUTAOI] YL
LY €0°S1 L881 1€6 8701 0€'91 LS0T ve'9 £8°S 1¢€8 299 Jueg UOIUTWO(J-01UOIO]Y, YL
8v'v1 $9°¢l ISv1 8T°L (44" 18°ST 81°6 8LTT [ETJUOI JO Jueg
80°7CI1 LEST 81781 LT'8 05°6 6691 SS1T 08°L 1T°§ 0s°9 66'¥ BIODS BAON JO jueq oyl
08¢t 60°¢T [fArA ¥8°01 pe0T PLET 8901 9T'S $9T1 LOOT 2012WWO) JO
yuegq [erradwy uetpeue)
6S$1 PeST 1234 6701 bLTT £8°CT 8¢€'6 il Y19 LS 6¢°L BpEUR) JO Yueq [eA0Y YL
(3u20 199)
€L61 TL6T TL61 OL6T 6961 8961 L961 9961 §961 961 €961

€L-€961 ‘SHueg paarey) Ioj feyde) s1opoyareys aTeIaAy 0) UINJSY JO SANBY PINIOOY XB]-13)JV

¥-0 sl1qelL




126 Appendix C

‘$yueq perajieyd jo sjrodal [ERUUY :30IN0S

‘epeUR)) JO jueg A}IUM) pUe ‘eIqQuin[o) Ysiiig JO yueq ‘BpeuE)) JO YUEBE I[IJUBDISK 2y SIpNOXT |

$9°9¢ L9°9C €v'9C [ X 44 £5°CC pSIT S9'91 18°¢1 €V El 8€ V1 6v'Tl (98BIaAY Ansnpup
1Z9 epeue)) Jo yueg Ajun
9T°L 98°9 879 SEE 06" I'E5C elqQuin{o) ysuug jo yuegq
1@l LT'vT 0€'vT 688 2001 198 9L'1 BPRUED) JO Yueq 2]UBDIIN 3],
(6% 4 9T°61 00°¢T 6761 LS 8791 L8ET €601 96°01 124! 1S°¢T [euonieN uerpeue)) Jyueg
£€'8C 80°0¢ veee LI Ve L8'1Z 89°0C SL'9T 6€CI EpRUE) JO Jueq [BIOUTAOI] QYL
69°6C L£8C 96°1¢ w6 1C ELEE vy €T 9S°LT 68°C1 1021 LT Y1 §ST1 jueq uoTUTWO@-03UuoCIO L ay]
12°9C 16°ST S1°9C v6°61 S8°61 ve 1T 06'ST 9061 [E3JUOW JO Yuegq
9¢€°'ST 10°6C 4N 43 el 18°1C 00°vC 66°L1 €6°€T 6L°01 A4 7¢e01 B1300G BAON JO jueg ayj
$6'ST 68°'vC 76T et 08°¢€C K& T 00°LI S9'TT 8€'81 9861 2o1PWWO)) Jo jueg [eradiu] ueipeur)
L9°LT v6'LT SE¥C £TvT L6ET 85°0C vE 91 6T°¢l 8601 1T¢v1 8T €T BpRUER)) JO Jueq [BAOY UL
(Quad 194)
€L61 L6t 1L61 oL6t 6961 8961 L961 9961 S961 961 £961

€L-€961 ‘sueg parajrey) 10} [gyde) SIIPOYareys aFeIaAy 0} UINYIY JO SAEY PInIddy Xe]-a10)ag

§-D3lqeL



127

Appendix C

‘S ueq Pa1alIeyd Jo S}J0dal [EnUUY :3DINOS

‘epeue)) JO Yueg Ajtu pue ‘BIQUIN[O)D YsLig JO Yueq ‘epeue)) jO jUeq I[IIUBDIIW Y] SOpN[OXT [

TeLYy 86'SY 9T'St 098§ LLPS 81°te $6°6¢€ LE9Y 18°1v LTy LE9Y _owﬁo>< Ansnpuj
[Eies Epeue)) Jo Jueq Ayun
BELE 8€°LT £9°1C 19°9C 0 0 BIqQUIN[OD) ysnirg jo juegqg
67 6€ or'6¢t STy 6S°S 0 0 0 epeue) Jo jued I UBdISN YL
1rey 08°7¢ 01'8¢ ov'e9 8LLS LE'8E Pl 44 yLes L8y ov'ey Sy'Sy [euUOnEN UBIDEUED) JUEg
ov'1vy £0°6€ Z6°LE 729°0L 9L'SY 6L'S¢E S8°0v LO'PS EpEUE)) JO jUueq [BIOUIAOI] 3Y L
107y €0°LY 960 Zs'LS (249 19°T¢ 08'6¢t 78°0S LY'1S SE'TY STLY jueg uoIHwoJ-03ucIo] Ay
9L v SE'LY 189844 66°€9 6S°LS £6°ST 9Tty 81°8¢ [esNUOIN JO jueq
9¢€°CS 'Ly Ol'vp P6°LS yv'9S 0c6t 08°S¢ (41844 oL'1S 8Y'9Y +v9°1S BI1OOG BAON jO Yued 24l
L9°0S 'Ly €L 9 [44%) 96796 17°S¢ LT 708 98" pS 61'1¢ 75°9¢ Vlawwo) jo
juegq jerradwy ueipeue)
LTIy o1'Sy 06°6v pSLS £0'1IS 99°LE 85TV 16 v L8y S6'vy 9t v epeue) jo jueq feAoy 2yl
(1ua9d 13¢)
€L61T L6l 1L61 0L6T 6961 8961 L961 9961 S961 y961 €961

€L-€961 ‘Sueg paIajIey) 10§ SWOIU] PINIDOY UO SA}eY Xe] IWOodU]

9D 91qeL




‘oUDIUO JO 20UIAOLJ Y3 40 SUONDLOdL0D ISNUL pup UDOTT fO 40435182 Yys JO 140d3Y :92INOS

ruoneiodio)) adedirop ssoiur) pue ‘Auedwo) isnil ueynodosnda ay L ‘Auedwo) isni] paiun sapnjoxyg 1|

LS°ET LO¥1 SETT LS°L 9%6°L LS6 6001 0001 0L'6 $96 L18 (98e19AY Ansnpu]
[4 27! LSTT 86 T 8= 009 0T°6- Auedwo) Isnif parmun
€68 1801 9¢'11 Lv'8 0L'6 65°S 65°¢ Les S$'T 3 &4 ie* Auedwo) 1sn1y, ueijodonapy sy L
6L°T1 v9°'11 96°S 8v't §9'¢ b9 90'9 9¢°S (444 S1T €€°01 uonerodio) a8ed)Iop ssoury
6L°8 56 SiL v6°S $8°S £€8°¢ LgL9 e9 9L £5°9 SE9 USIpBUE))-0JURI{ J3IOUO] 3IP31D
L3 4 1891 8L°1C 296 oL'6 £p'el S0°01 vo'1l $9'01 96°'L 17§ Auedwo) Isn1] A31H PUE BLIOIIIA
69°11 eV vl L99 80°1T (434 €1t §T'6 ov'8 76'9 vo'L L6'9 Auedwo) isniy, [eanuon
LSET L1'ST 9L° 11 (442 €2°6 S0 6 196 76'S 9’9 vp9 pajun ‘Auedwo) snif feuoneN
60°'8 L ANA peel 9 ve'8 16 LL6 §8°6 (AN UG 816 epeue)) jo Auedwo) isni] Aueens
86'S1 81'91 19°¢1 STL $6'8 $O°TI 95'p1 LLYL 6'¢el 60'ST 60'¢T 0D Isni] epeue) oy ]-—uonerodio)
a3e31I0N au1g % uoIny YL
8¢l 801 611 LO0O1 tv'L orot 006 y'6 88°01 0001 678 Auedwo) 3sn1] ‘uonerodio)
a3eS1I0p-1usuBWIag BPRUR)
Le'pl 1A 4! yLId 806 96 10°¢Ct [eel LTI SLTT 79°01 998 Auedwio) isni] feAoy sy

(3ua2 134)

€L6T L6l 1L61 0L61 6961 8961 L961 9961 $961 $961 €961

£L-€961 ‘suonerodio) ueo] a8eS)iol pue ysni] 10] reyde) siapjoyareys 95e1aAy 0} UIn)oY JO SAITY PIzZIEY XBL-1}Y
L-D dIqEL

Q
»
B
1=
2
o
<
o0
N




129

Appendix C

‘OUDIUQ JO 20UINOL 2yl 40f SUONDL0AA0D ISNAL pupv UDOT fO v4S182Y 24l fo j40day :30In0g

‘uonerodio) a3e31i0p ssosury pue ‘Auedwo) snif ueiyjodonayy ayl ‘Auedwo)) 1sni] pajiun sepnRxy I

0SvC 69'¢vC [A44 88°CI TLET CE ST 6S°ST 8T°S1 8v'ST €591 og'vl _owﬁo>< Ansnpuj
96°9¢ 62°0C SO0T 8¢°91- 009 0Z°6- Auedwo)) 3sni], pajtun
4R 41 09°S1 9€' 1T LY'8 oL'6 6S°S [4%") 0s's liliiE 9C7 LI Auedwo) isn1f Ez:oaoboz ayL
6691 06°LY LT'6 8¢'S 6S°S 178 86°L Iv'8 07’9 087 ov'11 uorje10dio) d3es1I0W sSOIuLy
GECH 8Y'SI 0LTl 666 666 90°01 £T°6 86'8 ot 186 ¥S'6 U3IpBUE)-OOURL,] ISIDUO | HPIID
£E'8E LS'6T y8°1¢€ L91 6791 TL81 vTEl $9'ST 96°¢1 68°€T Y6 Auedwo)) isni, 315 pueE ELOIOIA
$6°0C 66'vC 9681 ST LT'8 1T°v1 [44 At 8L¢ET LTl 4941 16°CI Auedwo)) ysni] [EaIIUOW
0£°9C 6£'8C 817 SSPT 8L°91 §S°¢l A3 ¢ €EST 127201 v6'Cl [AAH paywiy ‘Auedwo)) sni] feuonen
8¢l 10°1¢ 99°1C £5°6 LOET 99°S1 €LY 6v'LI ¥8°91 91T 08'9T  epeue) jo Auedwo) ysnry, Ajuerenn
LO'TE 08°6C YL 9T 9'p1 6S°S1 69°91 090¢ 09°1C 18°0C 91°SC T6'€T 0D isniL epeue) ayJ-uonerodio)
93ed1 10 211 % uoIny ayj]
097 +9°CC £8'TC SEVI 61°C1 01'S1 09'v1 08'¢T 0€'91 2091 LIb1 Auedwo)) sty ‘uoperodio)
aFed110-usURWISg BPRUE))
8S°LT LS9T €1°€C 0L°91 8181 L9°0T 6% 1C 9061 £5°0T yT1T £0°91 Auedwo) 1snif feAoy ayg,
(Ju2d2 133)
€L61 L6l TL6T 0L6l 6961 8961 L961 9961 §961 961 £961

€£L-€961 ‘suonzerodio) ueo] afeS)I0 pue jsniy Ioj ferrde) S1apjoyareys 25EI9AY 0) WINJaY JO SIIBY Pazijeay Xel-250jag

8-D 3lqeL




130 Appendix C

‘0MDIUC JO 20UINO4] Yl 40 SUODLOAL0D) ISN4] puD UpOT fO 4v435182 Y oyl fO 140day :22in0Gg

ruonzeiodio)) adediI0 ssoluly pue ‘Auedwo) isni] ueijodosisy ayl ‘Auedwo)d Isni]l pajun) sapnxyg |

[4°R 47 0ty 91'StY 0’1y 161y SSLE 9T°S¢ 8S'v¢ YELE 8S°1Iv ¥8°TY (98e10Ay Ansnpu|
01°08 86Ty St'0S 9S°6v 0 0 Auedwio)) isni payun
6v8¢€ L0t 0 0 0 0 [A3 87 12007 £0°S€E [9°¢ 1L°68- Auedwio) 3sniy, uenjodonapy oyl
09°0¢ 00°S¢ 9¢'6¢ 0€'Se 69°vE 65°1¢ 0T'¥C [4: 223 1L8C (6180504 89'6 uonerodio)) a3ed 10N SSOIUTY
99°TP 05'8¢ 69°ty LSOV [4°8 4 619 L60¢ 19'6C $6'8C Iv'ee Ly'EE USIPEUE])-OJUBI ] ISIOUO J IIPAID
9e' vy STeY 6S°1¢€ LYty 9% 0t 10°C¢ (020 74 96°9C TL'eT LTy 09ty Auedwoy 1snif A91c) pue BLIOIDIA
(4444 9Tty 8¢9 EI'TeE- 150 6£0T £6've 20'6¢ 16718 6E°LY 66'SY Auedwod 1sn1] [BIITUOW
1v°8¢ LS9y 896 006t 86'vt 68°StH 6S°0% 0gLe ST8Yy LL'LY 6'9v paytw ‘Auedwo) Isniy [euOnEN
19'1¢ 11Z¢ (40834 vL'vE $6°9¢ 091y 1eedy 89ty S8'SY £5°9¢€ LSy epeue) jo Auedwo) Isnl] Ajueiens
95°8¥ 0L'SY 60°6Y 44 £9CY [4: 2% SISs61¢ 9l or°¢e €00 0T T 0D IsniL epeue) sy]-—uonelodio)n
935110 o217 % uoiny YL
L8°8¢ 78°LE 8'Le 08°6C y0'6¢€ or°¢ce S$€'8¢ TLle CTES LSTAE 0S¢y Auedwo) isni], ‘uonerodio)n
23e31I0N-1USUBWISJ BpRUR))
LSt 0L'SY 9T'6¥ £9°SY L6°9Y 681 90'8¢ T1€8¢ 06'LE 10°0S 16Sv Auedwo) 1sniy [BAOY Y],
(Juad 13g)
€L6T L6l 1.6l 0L61 6961 8961 L961 9961 $961 v961 £961

£L-€961 ‘suonerodio) ueo] a3eF)IIOW pue 1SN1J, J0J IWOIUY PIZIEIY UO $3)8Y XEBJ WOOU]

6-0 2lqeL




131

Appendix C

‘OUDIUO JO F0UINOLg Y] L0 sSUOPDL0dL0D) 1SN pUD UDOT JO 4p41s182¥ 2y fo 140day :93inog

‘uonesodio) 93e3110 sso1un] pue ‘Auedwo)) 3sni] uepjodonsp ayl ‘Auedwo) isniy pajiun) sopnpPXg |

6’ V- IT°61 L6 LT 8T ¢S 06'¢ LE6 6701 _omﬁo>< Ansnpujp
9501 8¢°CI 6v'9 STHv- 6V 1~ 806~ Auedwo) isn1f, pasrun
Wy 7801 001 8901 ¥8'y LE8- 6S°€ Auedwo) isni] uejrodonap ayx
6L 11 YOIt 96°¢ 8v't S9°¢ vL'9 959 uorjerodro) s3ediIoN ssoIury
LY'8 6L°T1 898 v'9 Yo'y 90°S 619 UITPBUE)-00URI | ISIOUO,] IPAID
1$91- 8T'8C [V 43 $S'9- 6£'9 19°81 £L01 Auedwo)) isniy, A219) pue BIOIIA
96 1€°81 09'v1 91T 66'v 09°C- 98°C1 Aueduro) jsnif, [EIIUON
9T S~ 0L'€T 12274 12%4 98'¢ 6€°S- €S°TT paywnT ‘Auedwo) Isniy, [euoheN
vL6T- €L°01 8¢°61 £5'8 8S°C LLOT €501 epeue) jo Aueduro) jsniy Ajuerens
S6'11- 80'1¢C L8111 LEL €Eb- 60°LT 9T'61 0D SNy epeuE) 9yl
—uonerodio)) a3ed IO 9117 % UOMY d4L
ST'ET~ 11°0C S9°'¥¢C 98¢ 98¢ YLTT 6T 1 Auedwo) isnif,
‘uonerodio)) a8e81I0W-jUSUBWIRJ BPBUED)
€LTI LS9T 66'¥1 686 vT'8 18°L LS 1T Auedwo) sniy [eA0y 2yl
(2uad 194)
£Let TL6T TL6T 0L6T 6961 8961 L961

€1-L96]1 ‘suonerodio) ueoy afeSiiop pue jsni] 10j jerde)
S19pjoyareyS afeIaAy 0] UIN}dOY JO S3IBY PoNIdDY XeJ-IaV

01-D 2iqelL




132 Appendix C

OLDIUQ JO 22UINOLT YL 4Of SUONDI0AA0D) ISNL] pub UDOT fO 4041S1823 3yl fO 140day :ad1nog

‘uonesodso)) afediiow ssorun pue ‘Auedwo) isni] ueyjodosisiy ayl ‘Auedwo) IsnIi] pajtun sapnjoxyg 1

8€EL 09°67 86°LT [ARI0)¢ 086 yU'ST 6L°ST (98eroay Ansnpug
BEE S0°1¢ [4 A €0°TT 6v'1- 80°6- Auedwo) 1sni] paiun
8101 09°S1 00T 8901 v8'v L838= €19 Auedwo) ysn1] ueitjodonja oYL
6691 06°L1 LT6 8¢S 65°S 99'8 8v'8 uonerodio) a3e3 110 SSOIULY
4R 89°L1 8T 'vI 9’01 188 STT1 S0'6 UIpBUE])-00URL] I3IDUO 4 P31
oT'd 9T 0Y 140847 86°¢- oT'el 0€'TT I6°€T Auedwio) 1sniy Ad1D) pue BLOIIA
LEOT §9°8C 80'9C Pyl ve'8 (40 €LLT Auedwo) 1snIL EAIIUOW
9L'8 1€°9¢ 81°S¢€ LY'6 @Rt 400 TL81 payruny ‘Auedwo) isnif, [euonEN
yiel- v9'6l $¢'8¢ LO'ET bS'L 60°91 L6'LT epeue)) Jo Auedwo) 1sni] A3uerenn
L8'E [428 43 86'¥T 99°v1 $9°C [A%44 90°ST 0D Isni) epeue) 9y
—uonerodio)) ageS1Iop alIg ® uoIny ayJ
Getss 08'8¢C TSHele 858 7601 €8°L1 L Auedwo) isni]
‘uonerodio)) adediiow-Jusuewisg epeue))
6¥'ST LS'8T 81°9C 8vLI 0t'91 SLEY L8871 Auedwo) isnI] [eA0Y YL
(1u3d 139g)
£L61 L6l 1L6l oL6l 6961 8961 L961

€L-£961 ‘suonerodion ueo| a8eSiiop pue isnij 10§ [eyide) SIapjoyaleys 35eIdAY O} UINJDY JO SAIBY PINIdIY Xe]-210jog

I1-D 3I1qeL




133

Appendix C

‘OUDIUQ) fO 20UINOUJ Yl AOf SUONDLOAI0D IS4 puD UpoT fO 40385182y ay3 JO 140day 123100

*uoiye10dio)) aded110W ssoiuly pue ‘Auedwo) Isni] uepjodona ayl ‘Auedwo) Isni] paituf) sapnpdxy {

08

19°6S1 [4 2% CLSE 0T°09 T8¢ 8'v¢ 198eroay Ansnpup
69°9¢ 0TIy 99°td 6559 0 0 Auedwo) isniy, parun
81°9S $9°0¢ 0 0 0 0 (84 Aueduro)) snij, uerjodorajy Ay L
09°'0¢ 00°s¢ 9€°6¢ 0g's¢ 69'v¢ 17Tt 19ige uonyerodio)) a8e31I0 sSOIULY
09°¢y 0E €¢ 6L'8¢ 69'8¢ 9€'LYy €0°SS 09°'1¢ UQSIPBUEBD-OOURL  IIOUO J 3TPAL)
¥9°C70S SL'6T 8117 678~ £CT'1S €5°91 98'7C Auedwo)) Isnl], A919 pue BLIOIOIA
v9'v6 80'9¢ 0'vy 00°0ST~ 9I°CY £€°€09 9p'LT Auedwo) isniy [ealjuoly
[ANI)¢ pLYE 18°0¢ ov'iL 6L°99 6°5¢S LOtE pajuny ‘Auedwro)) ISnif [eUOTIEN
Al 8¢Sy v9'1€E vLpE 6L°S9 irLe oy'iy epeue) jo Auedwo) isnip Auerenn

8680t LS'8¢E 6v°CS 9L'6¥ ST'v9C 80°¥¢ gS 6¢ ‘0D ISnif epeue) syl
uonerodro)) a8eS1I0 oI » UOINH Ay |

80°0T¢- 81°0¢ £9°9C SO’'SS 0€'9¥ 16°8C ¢6'18 Auedwo) 1sn1]
‘uonyerodio)) 98e31ION-1USUBWISG BPRUED)
90°'0S 10Ty SL'TY 1 234 LL'6¥ ITey L9'8¢ Auedwo)) 1sniy [eA0y 3y,

(Quad 1349)
€L6T L6l IL61 0L61 6961 8961 L961

€L-L961 ‘suonpeiodro)) ueo] a8eSHIOW pue ISni], 10J SWOOU] PINIIOY UO $IJBY XBJ SWOdU]

¢I-Da1qelL




D Inflation Accounting

Interindustry comparisons of rates of return to capital are significantly
affected by the impact of inflation on book accounting profits. If one
desires to measure the real profit earned by a firm, then the following
adjustments are needed.! First, depreciation of capital equipment and
property valued according to acquisition cost should be revised upwards
to reflect the additional expenditure associated with the loss of real
wealth. Similarly, inventories acquired by a firm should be valued at
replacement cost rather than initial book value. The impact of the above
revaluations under inflation accounting is to lower reported profits. The
magnitude of the adjustment depends on the length of service of property
and turnover rates of inventories. ‘

Second, the book value of financial assets and liabilities should be
preserved under conditions of expected inflation by interest payments
that compensate lenders for the postponement of present-day consump-
tion and for the expected rate of inflation. Unanticipated inflation, the
difference between the actual inflation rate and the expected inflation
rate, benefits borrowers but reduces the real return earned on loans by
creditors.? Under these conditions, corporations that hold more financial
liabilities than assets experience an increase in measured profits with
inflation accounting. The term structure of financial assets and liabilities
also affects the impact of unanticipated inflation on book profits. Longer-
term assets and liabilities may not include as much expected inflation in
interest payments as short-term assets during periods of increasing
inflation rates. To the extent that the term structure of financial assets is
longer than financial liabilities, then profits measured under inflation
accounting are reduced with unanticipated inflation.

Third, cash is held by firms for transaction purposes, without a
compensatory payment of interest. Since the amount of goods and
services purchased by cash is reduced by the full inflation rate, then the
real value of cash is reduced.

Unfortunately, data are not easily accessible with regard to turnover
rates of inventories, service lives of property assets, and expected rates of

1 See also G.P. Jenkins, Inflation: Its Financial Impact on Business in Canada, Economic
Council of Canada (Ottawa: Supply and Services Canada, 1977).

2 This assumes that unanticipated inflation is positive. If expected inflation is higher than
the actual inflation rate, then unanticipated inflation benefits lenders and is negative.
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inflation, to permit one to estimate inflation accounting profits. Never-
theless, it is possible to study the relative importance of assets and
liabilities that are revalued and, thus, that affect the measure of book
profits.

As illustrated in Table D-1, property and inventories as a share of total
assets were substantially higher for nonfinancial corporations than for
financial firms in 1973. The impact of the appropriate adjustment for
inflation increases the financial sector’s book profit rates relative to the
nonfinancial firms.

On the other hand, nonfinancial sectors hold a substantial amount of
net debt,’ which reduces the impact of inflation on measured book profits.
However, the ratio of net debt to total assets is significantly less than that
for property and inventories. For example, all manufacturing industries’
inventory and property assets in 1973 were 61.8 per cent of total assets
versus 8.9 per cent for net debt.

By comparison, net financial assets for the trust and loan corporations
were 6.0 per cent of total assets in 1973. Furthermore, financial assets
were longer in term than liabilities, indicating that measured profits
would have been lowered under inflation accounting.

Net assets for the Canadian chartered banks in 1973 were 3.3 per cent
of total assets. Since no published data separating short- from long-term
financial assets and liabilities are available, it is difficult to study the
impact of unanticipated inflation with regard to the term structure. From
the information given in Chapters 2 and 4, foreign currency assets were
longer in term than foreign currency liabilities, and Canadian dollar
loans and securities were longer in term than Canadian currency deposits
during the period under study.

Considering the overall adjustments to be made to book rates of return
to capital in order to account for inflation, some qualitative evidence may
be derived from Table D-1. First, one may assume that the reduction in
measured profit made per dollar of financial assets, property, and inven-
tory assets is the same amount as the increase in measured profit per
dollar of financial debt. Thus one may subtract net debt from property
and inventory assets in order to derive the amount of “net inflation-
adjusted assets”, which reduces book profits. The ratio of these “net
inflation-adjusted assets™ to total book shareholders’ capital in 1973 for
all manufacturing, wholesale trade, retail trade, and transportation was
1.04, .98, 1.02, and .84, respectively. For the chartered banks and trust
and loan corporations, the ratio was .95 and .93, respectively. Under the
above premise, the relative reduction in measured profits, when adjusted
for inflation accounting for the chartered banks, was less than for all
manufacturing, wholesale trade, and retail trade, but more for trust and
loan companies and transportation.

3 Financial habilities include all debt and accounts payable. Financial assets include cash,
financial investments, and accounts receivable. If financial liabilities are greater (less)
than financial assets, the difference between the two is net financial debt (net financial
assets).
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Thus we conclude that the chartered bank profit rates are relatively
higher than most other sectors if one uses inflation accounting proce-
dures. It should be emphasized, however, that this evidence is not
conclusive and a more careful study of book profits under inflation
accounting is needed.
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Other publications of the Economic Council related to Canadian banking:

Economic Council of Canada, Efficiency and Regulation, A Study
of Deposit Institutions, 1976, Catalogue No. EC22-47/1976. Price:
Canada, $5.00; Other Countries, $6.00.

E. Wayne Clendenning, The Euro-Currency Markets and ithe
International Activities of Canadian Banks, 1977, Catalogue
No. EC22-49/1977. Price: Canada, $5.00; Other Countries, $4.80.

H. H. Binhammer and Jane Williams, Deposit-Taking Institutions:
Innovation and the Process of Change, 1976, Catalogue No.
EC22-51/1977. Price: Canada, $4.50; Other Countries, $5.40.

These publications may be obtained through Supply and Services Canada
or your bookseller. See back of title page (p. iv).
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Summary

The purpose of this study is to compare the rates of return to shareholders’ equity
earned by Canadian chartered banks with those earned by trust and loan corporations,
nonfinancial industries, and U.S. banks. It is found that, after the 1967 Bank Act became
effective, Canadian chartered banks earned higher before- and after-tax profit rates in
comparison to the other sectors studied. Several factors that contribute to profitability
are considered in order to explain some of the differences between Canadian bank rates
of return to capital with those of other sectors. It is suggested that during the period
1968-73, the Canadian chartered banks earned $219.7 to $478.5 million in excess after-tax
profits and the Canadian government earned $197.3 to $425.7 million in excess corporate
Income taxes.




