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. INANCIAL innovations and deregulation of the
1980s have changed significantly the types and com-
position of checkable deposit accounts offered by de-
pository institutions. Both banks and thrift institu-
tions now offer checking accounts thal generate
explicit interest refurns as well as the more traditional
ones that do not pay interest. These accounts, how-
ever, impose some implicit and explicit costs on their
holders. This article reviews the costs and benefits
associated with holding various forms of money, spe-
cifically the costs of holding vartous types of checking
accounts. The results of recent surveys are used to
illustrate the differing costs of these accounts.
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A primary function of money is to serve as a "me-
dium of exchange,” that is, to facilitate the exchange of
goods or services.! Most individuals receive their in-
come, purchase the gooeds and services they desire
and dispatch their debts with money?® Indeed, eco-
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"We are silert on the exact nature of these services and their origin.
For a discussion of these and other issues, see Brunner and Meltzer
{1971), Alchian (1977} and White (1984}.

201 course, exchanges can be made "in kind” (barter). In faci, # is
often argued that high marginal tax rates provide an incentive to
avoid taxes by engaging directly in barter. indeed, there has been an
increasing awareness of this as, until recently, inflation had pushed
a targer percentage of the popuiation into higher marginal tax
brackets. (1985 marked the first year thai tax brackets were indexed
for inflation.) Moreover, because currency transactions are less
easily traced than transactions carried out by check, currency has a
decided advantage over checks for those who wish fo avoid taxes.

nomic life would be significantly more complicated if
maney did not exist. Individuals would receive their
income in the form of & bundle of goods and services
that likely would differ from the one they would like to
consume. They would be forced to use time and
energy exchanging unwanted goods and seirvices” Be-
cause the use of money facilitates such exchanges,
thereby reducing the cost of exchange, #t can be
are the so-called “non-pecuniary” benefits of holding
money. In addition, if money is held in a form, like
NOW accounts, on which interest is paid there niay be
some pecuntary benefits,

Since there are costs associated with holding
money, an individual must balance the benefits of
holding meney against these costs?” This problem is
complicated because there are several types of money
— cash tcoin and currencyt, traveler's checks and
checkable deposits — that have differing advantages
for different types of transactions. For example. trav-
eler's checks generally are more useful than checking

*Historically, the precise nature of these costs has been the subject
of much discussion; see Brunner and Meltzer (1971}, and Alchian
(1977}

“This is a convenient and, for our purposes, useful characterization.

Also, this idea forms the basis for some empirical definitions of
money, e.g., Barnett’s (1980) Divisia monetary aggregates. it is not,
however, the only, nor perhaps even the preferred, basis for the
existence of money . A significant number of eccnomists argue that
there are no direct benefits to holding money. Instead, they argue
that the benefits of holding money are indirect; money essentially
enables an individual to obtain a tugher (more preferred) stream of
consumption than could be obtained without iis use. See Brunner
and Mettzer {1971) and their cited references.

>Specifically, individuals will add to their money balances until the
marginal cost of holding the next doflar exceeds the margina! benefit
of holding it




accounts when traveling out-of-state or abroad.*

Different forms of money also have different costs
associated with holding them. Furthermore, the finan-
cial innovations and deregulation in the 1980s have
resulied in different types of checking accournts with
different costs. Individuals must trade off these costs
and benefits in deciding how much and what types of
money to hold.

The costs associated with holding money can be
divided into two broad calegories: implicit and ex-
plicit. The implicit costs, called opportunity costs,
primarily are the income lost by holding money rather
than assets that pay a higher interest rate” To illus-

trate, assume that vou hold an average daily balance of

$500 per month in cash or non-interest-bearing de-
mand deposits and that vour next-best alternativeis to
deposit these funds into a savings account paving 5.5
percent per year® On average, the annual opportunity
cost of holding $300 in demand deposits or cash is
$27.50 (8500 X 0551

The opportunity cost varies with the size of the
average daily balance held and the interest retwin on
available alternalives. For example, if the same 3500
had been held in a NOW account paving 5.25 percent,
the opportunity cost would be only $1.25 (5500 X
[.05350—.0525]1 per vear. Had the alternative, instead,
been a money market asset paving an interest rate of 8
percent, the opportunity cost would be higher: $40
(8500 x 08} for demand deposits and cash and $13.75
($500 X [.08 — .0525]) for NOW accounts?’ Thus, indi-

viduals have an incentive 1o economize on their

money holdings when the interest return on one form
of money is less than the rate paid on their next-best,

tLikewise, cash is generally more advantageous for smali, everyday

transactions, while checks are more uselul for paying farge bills,
especially those involving out-oi-city or cut-of-state fransactions. i1
is interesting to note that a significant portion of the popuiation holds
ne checking accounts, but relies on money orders and the like to
handie transactions for which cash is inconvenieni. See Canner and
Kurtz {1985).

Cosis will be associated with the iost use of funds if depository
institutions require holding periods on checks drawn on cut-of-city or
out-of-state depository institutions.

8This rate was the legal maximum for commercial banks from Janu-
ary 1984 to January 1986.

sConsequently, if rates on these aiternatives vary directly with money

market interest rates, while the rates paid on checking accourits do
not, the amount held in these forms can be expected to vary
inversely with market interest rates.

non-money alternative and to choose the particular
form of money that minimizes the cost, given their
desire to make various transactions.

Depository institutions frequently specity that cus-
tomers be charged an additional fee if their checking
account balance talls bhelow some specified level
These minirunm balance requirements are most often
imposed on checking accounts that pay explicit inter-
est." All other things the same, the daily average bal-
ance held in an account inereases by the difference
between the minimum balance requirement and the
minimum balance that would have been held if no
requirement were imposed; the opportunity costs in-
crease similarly. For example, suppose that an individ-
ual holds a dailv average balance of $500 but, because
of the timing of his deposits and expenditures, the
account halance never goes below $50. If the deposit-
ing institution imposes a minimum balance require-
ment of $200 and nothing else changes, the daily
average balance would increase by $150 from $500 to
$650." Thus, minimum balance requirements increase
the opportunity cost of holding these accounts to the
extent that the required minimum balance exceeds
what would have been held otherwise. Continuing
with the previous example, the imposition of a $200
minimum balance requirement on the demand de-
posit account increases the opportunity costs (if the
alternative is a 5.5 percent savings account} from

"“These requirements are imposed to cover the costs of servicing
these accounts. Because funds may be drawn from these accounts
at any time, depository institutions must maintain liguid assets to
meet these deposit withdrawals. In general, their Hguid assets eam
a lower inferest retum than other portions of their asset portiolic
such as loans. Consequently, depository institutions also face an
interest opportunity cost for hoiding such liquid assets. Moreover, on
a per doflar of deposit basis, explicit costs such as accounting,
clerical services and wire transfers tend to be higher for accounts
with more activity than for nontransaction accounts. In addition,
there are explicit interest payments on interesi-paying checking
accounts.

The average daily level of these deposits constitutes a pool of
funds that a depository institution can lend. The interest income from
these loans is a major source of income for these institutions.
Because minimum balance requirements increase the average
daily {unds avaiiabie to a depository institution, they increase the
institution’s net revenue, all other things the same.

In addition, because these minimum balances are perpetually on
deposit, there are no transactions and, hence, none of the usual
clerical, wire transfer and related cosis associated with them.

“in particular, this assumes that the individual does not alter his
income and expenditure pattern. If the “cost” of doing 50 is less than
the cost of holding larger average balances, however, the individuai
will respond by economizing on such deposits. As a result, the
average balance will increase by less than the difierence between
the required and pre-required minimum balance.
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$27.50 to $35.75.%

Depository institutions, however, usually reduce or
waive their fees to depositors who meel minimumn
halance requirements. By holding a sufficiently large
balance to avoid monthly fees, the cost of these ac-
counts may be lower than other accounts not offering
such fee-reducing balance levels.”

The opportunity costs associated with holding
these deposits also varies with the method used to
calculate thesinterest paid en deposits. The most com-
monly used methods are: daily compounded interest,
sitnple interest paid on monthly {or statement period)
average balances and interest paid on monthly tor
statemnent period} minimum balances.

Finally, it should be noted that there is an implicit
cost to holding money balances during periods of
inflation. (During deflation there is a benefit.} Because
some forms of money bear interest, while others do
not, the attractiveness of various forms of money
changes with the expected rate of inflation. Given the
existing cost structures for these accounts, this is true
even if, as was the case for NOW accounts prior to
January 1986, there is a legal maximum interest rate on
these deposits that does not increase wilh inflation.

In addition to the implicit costs of holding checka-
ble deposits, there are explicit costs if money is held in
specific types of checkable deposits.” These costs fall
into three categories: flat service fees (usually

2it should be noted, however, that checkahble deposits have a reserve
reguirement {currently 12 percent of the account balance) that must
be held in a non-interest-bearing form. Because this “reserve tax” is
higher for checkable deposits than for savings deposits, depository
institutions have an incentive not to impose too high a minimum
balance requirement. If funds are simply switched from savings
accounts with lower or no reserve tax to checkable deposits, the
total net revenue for the institution could decline. Competition
among insttutions is another constraint on raising minimum baiance
requirements. it is possible thal an increased batance reguirement
at one institution would cause iis iotal deposits to decline, as ils
customers shift deposits to other institutions.

“The interest rate on aliernative assets would have fo be high for it
not to pay to meet the minimum balance requirement necessary 1o
waive all fees. For example. using numbers from the survey daia
reported below, assume annual service fees of $74.76 on a NOW
account bearing 5.25 percent. Assume that an individual normally
hoids a minimum balance of $100, but that the institution requires a
minimum balance of $1,047 {o waive all service fees. The interest
rate that the individual would have to earn on alternative assets to
make it worthwhile not to hoid the minimum balance would have i
be greater than 13.14 percent.

“Because checkable deposits may have costs that do not exist for
cash, the costs of holding cash may be lower than the costs of
interest-paying demand deposits. While this is true, it should be
remembered that such deposits may offer more services and
greater security than cash.

monthly}, per-check service fees and check-printing
fees. Flat service fees are charged directly on each
account and are independent of the number of checks
written. Per-check fees are based solely on the number
of checks written. Of course, depository institutions
may impose a combination of such fees. Indeed, there
is a wide variety of such plans, often offered by the
same depository institution. For example, the flal fee
per account may vary with the monthly average {or
minimum) balance in the account; the flat fee is usu-
ally lower, the larger the checking account balance
held. Likewise. depository institutions may vary the
per-check fee with the average (or minimum) balance
held. Finally, some institutions provide checks free of
charge to depositors; others charge for them.

Given both the range of accounts available and the
variation in the charges on these accounts, it can be
guite difficult for an individual to choose the aceount
with the lowest net cost. Unfortunately, this article
cannot provide specific advice on such choices; the
next section, however, presents recent U.S. survey
information to illustrate these costs for representative
depaositors.

This section illustrates the costs of holding four
forms of checkable accounts. Since costs vary accord-
ing to numerous characteristics, including the average
balance, three representative depositors having low,
medium and high monthily average balances are used.

A balance of $500 is used as the baseline balance for
the "middle” individual: two other representative in-
dividuals are assumed to have halances of $300 and
$1,000, respectively.” The minimum balances held by

The 1983 Survey of Consumer Finances (Avery and Eiliehausen,
forthcoming) found that the median balance in the primary checking
account for families was $500, the median balance for families with
incomes in the lowest 10 percent of those sampled was $300, white
the median balance for families with incomes in the highest 10
percent was $1,000. The median account balance data from the
Survey of Consumer Finances differs sharply from average balance
data compiled by the ABA on a national basis. The ABA average
account balance for tiered checking accounts in 1984 ranged from
%1,000 to $1,700 depending on bank size. The average NOW
account balance ranged from $4,500 o $6,600 for the ABA survey.
The reason for the difference between the ABA data and the Survey
of Consumer Finances is the use of average vs. median account
balances. Data using averages have the disadvantage of being
skewed by extremely large or smail accounts. The use of median
data avoids this problem by selecting the middle data point in a
series so that half the values are less than the median while the
other half exceed the median.
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these three individuals are assumed to be one-fourth
of their average monthly halances. These balunce
characteristics plus data on the number of checks
wrilten per accoun! are presented in table 1.9

The charactleristics of the four checkable accounts
are shown in table 2. These characteristics are derived
from survey data collected by Sheshunofl and Com-
pany, Inc. (see the appendix for a description of the
data). The first three accounts — no-irills, basic, and
tiered demand deposits — pay no explicit interest,
while the fourth, a NOW account, is assumed o pay
5.25 percent interest.

No-frills checking accounts are designed to provide
low-cost checking to depositors whose monthly bal-
ances are low and who write relatively few checks.
Basic demand deposit accounts have a tlal monthly
fee that is waived when the account halance exceeds
some average or minimum fevel. Tiered demand de-
posit accounts have monthly fees that are caleulated
on the account’s average or mininuwm balance. Tvpi-
cally, the higher the balance, the lower the monthly
fee up to a point at which, with sufficiently high
halances, all fees are waived.

NOW accounts are checkable accounts that pav
explicit interest. Until Januarv 1, 1986, banks were
legally restricted 1o paving a maximum interes! rale of
5.25 percent on NOW accounts whose minimum
monthly balance {ell below 31,0007 As of January 1,
1986, all interest rate restrictions were removed from
NOW accounts. Many NOW accounts, like tered de-
mand deposits, have fees that are levied according 1o
the account’s balance.

Table 2 presents data on a number of fee items. The
monthly maintenance fee is the average of the maxi-
mum fee thal the suveved banks charged on these
accountts. These fees are charged regardless of the
minimum balance maintained for the no-fritls ac-
counts. For basic demand deposits, these fees were
waived if the minimum balance in the account was al
ieast $452. For both tiered demand deposits and NOW
accounts, the maximum monthly fee was reduced
from the amounts shown by holding balances I ex-

“These data are drawn from Avery and others {1986). This work,
which is based on the Survey of Currency and Transaction Account
Usage conducied in 1984, focuses on the household sector of the
economy. The survey obtained 1,946 completed telephone inter-
views from a randomly selected sampie of 2,500 families in the
United States.

“For a discussion of the issues surrcunding Regulation Q see Gilbert
(1986).
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...Tablej - L
: .Comparison of Checkmg Accounts by__ :
Representatwe Individuals: '

.Indiiridisaf c

Individuai A Individual B
Average monthly e .
bafance’ $300 $500 - $1,000
'Mfmmum monthly ) = o S
balance _ $ 75 $i25. § 250
'Checksper'_.:_ R SRERIRE L
cmonth. o 10 L6 240

cess of $236 and $943, respectively, and waived for
minimum balances of $491 and $1.047. respectively.

The costs for three representative individuals are

saleulated from the data shown in table 2. Details of
these calcutations are presented in the insert on the
apposite page. The calculations assume that all banks
impose these charges where relevant.

A number of qualifications are appropriate al this
point. For example, while all banks are assumed 10
impose these fees, swvey data indicate that 6.3 per-
cent of all responding banks offered the basic demand
deposit account without fees or minimum balance
requirements. Furthermore, as noted, the maximum
monthly fees may be reduced for some accounts by
holding balances that are smaller than those that are
indicated to waive all lees. Also. there is evidence from
the American Bankers Association (ABA} survey and
the 1983 Survey of Currency and Transactions Ac-
count Usage {see Avery and olhers, 19861 that many
individuals hold deposit balances far in excess of
those required to waive all fees. Indeed, 59 percent of
the families responding 1o the 1983 Survey of Currency
and Transactions Account Usage indicaled that they
usually do not pay a fee on the household's main
checking account.® Consequently, these calculations

®This is due primarily to holding account balances so large that
interest earnings offset the account fees: however, this also repre-
sents responses from families who have selected non-fee accounis.
The Sheshunoff data indicate that over 77 percent of the banks
surveyed offered free checking accounis to senior citizens, 30
percent offered free checking to students and 19 percent used
depositors’ balances in savings accounts to offset checking account
fees.
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= behwesn $236 and $49 for iered accounts and between $943 and §F. 04? for NOW acceunts the tee isio

*FTySQURcE
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are lllustrative; they need not reflect any particular
individual's explicit costs of holding various tvpes of
chiecking accounts,

Table 3 presents the caiculated monthly explicit
cost of the four transaction accounts. Although NOW
accounts have the highest maximum monthly service
charge, the earned interest income can make their
monthly before-tax net cost quite low, especially for an
indvidual with large minimum and/or average bal-
ances. Indeed, the monthly before-tax net cost would
be negative if average balances were greater than
$1,425, regardless of how low the mintimum balance
was. Since survey data indicate that the average bal-
ance in these accounts is in the $5,000-$6,000 range, it
would not be surprising to find that many NOW ac-
count holders have negative monthly net costs.

Table 4 summarizes the results of lable 3 on an
annual basis. The cost of purchasing checks is in-
cluded in the annual cost based on the average num-
ber of checks written from table 1. A 1984 study analvz-
ing retail banking fees found the average char, getor 200
checks to be $6.25.%

"*Trans Data Corporation {1984). The ABA survey found the charge
tor 200 checks to vary from $5.18 to $6.51.

. estimated: usmg the ABA data {o-adjust the fee data "Ifom Sheshmoff

“The following simple’ t’EantE()I is first ‘used to

- calcutate the monthly before-tax r,o&ts Tax nnphmt-
tmns are. ehs{,usb(,d na Edtﬂ* sec‘ﬁon Then liw net
osta, _W’hith mdude the’ cost. of bu:vmg Ch(’{)k%, are

i : n an annudf bdms im‘ dI} imn ac (‘mmta

"_:.';’wonthiv E\Tet (,ﬁst intﬂf,si I‘ .:uned cm EJ(,pUEﬂEb

- minus Monthhf Maimt’mmc ¢, }4(,(3 B
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Monthty fee
Checkfee

Table 4 indicates that individuals A and B would opt
for the no-frills account at annual eosts of $21.51 and
$26.52, respectively, while individual C would clearly
prefer the NOW account at an annual cost of $31.26.%

While the data in table 4 do not necessarily repre-
sent the cost of vartous types of deposits for a given
individual, there is & clear relationship between the

average daily balance and the cost of various tvpes of

accounts. As a general rule, the higher the average
daily balance, the more likely it is that NOW accounts
will be the least costly form of checkable deposits.
Indeed, for very large average and/or minimum bal-
ances, NOW accounts likelv will be the most cost-
effective checking account among all the alternatives.
Likewise, no-frills demand deposits likely will be the
least costly alternative for individuals who hold rela-

®For example, the net annuat cost of $31.26 for individual C includes
852 50 of interest eamed {$1,000 » .0525) and $83.76 of fees. The
fees include $74.76 of monthly maintenance fees (12 x $6.23) and
$9.00 in charges for checks (24 » 12 = $6.25/200}.
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tively small balances® Similar resulis were arrived at
using Eighth District data in place of national data (see
opposite page). While our calculations do not illus-
trate a situation in which either basic or tiered de-
mand deposits are preferred, there clearly are combi-
nations of average and minimum balances and
explicit fees for which these accounts will be the least
costly alternative.

It is also important to consider the tax liabilities
arising from interest on deposits. Tax effects are im-
portant because interest income on bank deposits is
taxed as ordinary income, without consideration of
monthly service fees. For example, in one year, indi-
vidual C earned $52.50 in interest on the NOW account
and paid $83.76 in account fees for a net annual cost of
$31.26. In that year, individual Cwould be taxed on the
$52.56 of interest income rather than paving no laxes
on the $31.26 of net expense. If this depositor were in
the 30 percent marginal tax bracket, the account
waould result in an after-tax cost of $347.01, {$31.26 + 3
[$52.50]}, instead of the hefore-tax cost ol only $31 26, If
this depositor were in the 50 percent tax bracket, the

ztindeed, survey data indicate that the percentage of families holding
only regular non-interest paying demand deposits declines substan-
tially with family income, while the proportion with only NOW ac-
counts increases. We would like to thank Robert Avery for providing
us with these daia.
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after-1ax cost of the account woukd be $§57.51 ($31.26 +
A 1$52.500. In this case, the NOW account would no
longer be the lowest-cost checking alternative for the
high balance depositor. Instead, the no-frills account
would be the least costly form. As a general rule, the
higher the marginal tax rate, the higher the average
and/or minimum balances required to make NOW
accounts the least costly alternative.

‘This article reviews the costs and benefits of holding
money and outlines the calculations involved in deter-
mining the amount and tvpe of money balances one
would want to hold. In addition, the explicit costs of
holding four tvpes of checking accounts are caleu-
lated for three representative depositors. The purpose
of this discussion is (o provide a better understanding
of the costs and benelits of holding monev and 1o
make il easier for consumers to compare annual costs
on alternative checking accounts.
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Sheshunoff data provide weighted average rather than
median values. it is assumed that all charges and fees
assessed are based on the minimum balance held
because over 85 percent of respondent banks indicate
they calculate these eharges on the basis of minimum,
rather than average, balances.

Another data source is the "1984 Retail Deposil
Services Report” hy the American Bankers Association
(ABA} The ABA sampled 1.735 banks and published
data from 377 respondents broken down by asset size
of the banks and solicited account information similar
to the Sheshunoff survey. In most cases, the
Sheshunoff data are used in the analvsis.




)

Both the Sheshunoff and ABA survevs collect data
on the [our checkable accounts analyvzed in this article
although slightly different terminology is used to de-
scribe some of the accounts. Both surveys refer to no-
frills and NOW accounts but use different terms in
reference to basic and tiered demand deposit ac-
counts. The Sheshunofl survey uses the term “me-
tered” checking account and the ABA uses “special”
checking account to refer to the basic demand deposit
account for which a fee is assessed without regard to
the account’s balance. Tiered demand deposit ac-
counts, for which fees are assessed as a function of the
account’s balance, are called “3-2-1" accounts by the
Sheshunoff study and “regular” checking bv the ABA
study.

While the account definitions and the manner of
displaving survey results are not identical for the two
studies, basic data comparisons can be made. Though
Sheshunoff data are reported by the deposit size of the
bank, an average for all banks is provided as well. The
ABA data do not provide averages for all banks and,
therefore, a range of fees and balance levels are pre-
sented in the following table. The ABA swvey was
completed in 1984, while the Sheshunoff study was
done in 1985. The following comparisons in fable A
show that the two studies arrive at similar account fee
structures.




