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NOW Pricing: 
Perspectives and Objectives 

by William N. Cox 

Banks tend to see NOW accounts as an old product 
with a new feature and thus seek to maintain 

the traditional profitability of the 
checking account. Thrift institutions, on the 

other hand, see NOWs as a new product 
which will allow them to become full-service 

financial institutions. Thus, S&Ls may 
price NOWs as a loss leader in hopes that NOWs 

will bring along other business from new customers. 

It has been fascinating, these past few months, 
to watch southeastern bankers and S&L execu-
tives prepare for NOW accounts. Almost all of 
them admit without hesitation that they have 
decided to offer NOW accounts just as soon 
as NOWs become legal at the beginning of 
1981.1 

Ask about the terms of their NOW 
accounts, however, and the answers have 
sometimes turned vague. "We're going to 
price NOWs so we don't lose money on the 
deal," say many bankers. "NOWs are a chance 
for us to diversify into the retail banking 
business," say some of the S&Ls. Beyond such 
generalities, even those who have decided 
how they plan to price have been likely to 
say, "we're considering several options,"or 
"we aren't sure yet." 

From our own conversations, however, we 
have an idea of what the cards will look like 
when everyone shows his hand. Commercial 
banks in urban markets generally will 
offer charge-free N O W accounts to 

'A December survey of Sixth District depository institutions indicates that 
more than 90 percent of both savings and loan associations and banks 
will offer NOW accounts in early 1981. 

customers maintaining minimum balances of 
at least $1,000, sometimes in the $1,200 to 
$1,500 range, and sometimes even higher. 
Savings and loan association minimums in 
urban markets, on the other hand, will often 
be $500 or less, and sometimes in the $250 to 
$300 area, but sometimes less. Some will offer 
the alternative of charge- free checking with a 
substantial balance, typically $2,000 or $3,000, 
in a savings account. These minimum balance 
levels required for the charge-free checking 
will probably be the principal dimension of 
bank-thrift competition. Banks and thrifts alike 
will pay their customers 5 1/4 percent—the 
highest interest rate permitted by the Deposi-
tory Institutions Deregulation Committee. The 
balances on which this rate will be paid will 
be tabulated in various ways, however. All will 
deduct service charges from below-minimum 
accounts—charges such as 15 cents a check or 
$4 a month. 

This is an interesting situation. Banks and 
thrift institutions will be offering similar, if not 
identical, products, yet from what we hear, 
banks will typically be requiring minimum 
balances of $1,000 or more, (for charge free 
checking), while the thrifts will be saying 
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$500, typically. Presumably, they can't both 
be right. Let's examine the disparity more 
closely, trying to see why it exists and whether 

, it will persist. The differences, as we shall see, 
basically reflect different perspectives and 

* objectives. 

? The Banks' View 

To the banker, a N O W account is nothing 
* more than a checking account with an 

additional wrinkle: It pays interest. It is the 
same product at a higher cost—the cost of 
paying interest. So the banker, in figuring how 
to operate in the NOW environment, tends to 
focus his attention on the cost elements of the 
checking account product and to look for 
ways to offer NOWs just as profitably as 

** checking accounts.2 The interest-bearing 
NOW account should be worth more to the 

" customer than an ordinary checking account, 
* so he should be willing to pay more for it, 

either by meeting a higher minimum-balance 
i requirement, paying higher service charges, or 

both. 
n 

Pursuing this profit-maintenance objective, 
i many banks have analyzed their traditional 

checking account business in terms of size of 
balances held and number of checks written. 

^ As a representative example, suppose a bank 
figures it can earn 10 percent after satisfying 
reserve requirements, by relending the money 
held in checking accounts. Many bankers are 
figuring, in addition, that the average house-

. hold checking account costs the bank about 
$60 a year to operate.3 If the banker finds his 
checking account balances average about $800 
and if he can earn about 10 percent on those 
balances by relending them, then he nets 

* about $20 a year on the account: $80 of 
interest revenue less $60 of costs. 

When he looks at NOWs, he says something 
^ like, "How can I continue to earn $20 per 

account if a customer converts to a NOW 
* account?" His operating costs will probably 
^ still average about $60 a year. He expects to 

clear only 4 3/4 percent of the assumed 10 
, percent now, however, since he has to pay 

the NOW customer 5 1/4 percent. So he 

» 
!For an example, see Michele Fernstein, "Advice from Northeast: You Can 
Live with NOWs Profitably," ABA Banking Journal, August, 1980. 

3From Federal Reserve functional cost accounting data. Account 
maintenance costs vary principally with the number of accounts, rather 
than the level of balances or the number of checks written. 

figures that to cover his $60 cost and keep a 
$20 profit, his NOW account balances must 
average about $1,830.4 Then he has to decide 
how to set a minimum balance level (for free 
checking) that will attract that average balance 
of about $1,830. This is a question of judg-
ment, but the chances are our banker will 
filter out the low-balance accounts by picking 
a minimum balance of at least $1,000. Below 
such a balance, the banker will require his 
customer to defray some of the costs of 
servicing the account by paying explicit 
service charges. 

Looking at his $1,000-plus minimum balance 
requirement, our representative banker 
expects that many of his high-balance check-
ing accounts will be converted to NOWs, but 
he feels he has priced them dearly enough to 
maintain his profit. He fully recognizes and 
expects that some of his lower-balance 
accounts will move to the S&L across the 
street, but he accepts this prospect because 
he feels he cannot profitably convert them to 
NOW accounts. 

This perspective represents fairly typically 
the thinking of many bankers around the 
District: (1) NOWs are viewed as an old 
product with an additional feature, (2) the 
focus of price-setting is on the N O W account 
rather than the NOW customer, and (3) the 
objective of pricing is to maintain the profita-
bility traditionally associated with checking 
accounts. 

The S&Ls' View 

Many savings and loan associations view the 
NOW pricing problem quite differently. To all 
of them, NOWs are unfamiliar. To many, they 
are a very attractive product, since S&Ls have 
never been permitted to offer checking 
accounts in the Southeast. NOWs present an 
opportunity to become full-service family 
financial institutions, allowing them to diver-
sify from their traditional savings-and-
mortgage orientation. 

Many savings and loan association execu-
tives, accordingly, are inclined to focus on the 
NOW banking customer. They view NOWs as 
the most important element in a bundle of 

'Net return is 10% minus 5 1/4% = 4 3/4%. If we assume a reserve 
requirement of .08, 92 percent of the average balance needs to yield $80. 
$80/( 0475 x .92) = $1,830.66. 
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family financial services offered to the custo-
mer, including not only savings instruments, 
mortgages and NOWs, but also consumer 
loans, second mortgages, charge cards, travel-
ers' checks, and perhaps even trust services. 
Recent legislation has broadened the ability of 
thrifts to offer such functions.5 

In focusing on the retail banking customer 
and figuring how to lure him away, many S&L 
people are inclined to agree with their banker 
friends about one thing: Banking relationships 
generally involve a great deal of customer 
loyalty.6 Most customers who change banks 
do so because they are unhappy with the 
service, but they will remain loyal even 
though they realize another bank is offering 
the same services a bit more cheaply. People 
tend to regard banking as a professional 
relationship, like their relationships with their 
doctors or lawyers. 

Customer loyalty implies three things to 
S&Ls about NOW pricing. First, if an S&L 
wants to pull accounts out of banks, it will 
have to price NOWs much more attractively 
than banks. Slightly more attractive pricing 
will not overcome customer loyalty enough to 
move any checking accounts out of banks. 
Second, customer loyalty implies that S&Ls can 
gain if they can differentiate their NOW 
product image from NOW accounts offered at 
banks, particularly if that image appears more 

modern or convenient. Customers are more 
likely to move, many S&L planners are saying 
to themselves, if their customers think they 
are offering something the banks aren't. This 
is why S&Ls have been generally more 
interested than banks in offering features like 
debit cards and check truncation with NOWs, 
whereas banks tend to want their NOWs to 
look like traditional checking accounts. 

The third implication of customer loyalty is 
that if S&Ls are able to attract bank customers 
with attractively priced NOWs, those custo-
mers may bring their loan business, savings 
accounts, safe deposit boxes, and other busi-
ness along to the new institution. Many S&Ls, 
therefore, are inclined to price NOWs aggres-
sively on a break-even basis, or even as a loss 
leader, thinking that they will profit from the 
other business NOWs may bring along. 

The contrast is sharp. Whereas the typical 
bank will price NOWs to maintain the 
profitability associated with traditional check-
ing accounts, the S&L has a different objec-
tive. Instead of seeking to clear (in our 
example) $80 a year in total cost plus profits 
per account, it might seek to offset only 
variable costs, which it estimates at about $35, 
expecting NOWs to make no initial contribu-
tion to fixed costs or profits.7 If the S&L hopes 
that the variable costs of N O W accounts will 
average only $35 a year, it will conclude (using 

5B. Frank King, "A Primer on Financial Institutions in the Sixth District 
States," this issue. 

6Most of the NOW accounts opened at S&Ls will come from bank checking 
customers. Murphy found that NOW customers at thrift institutions were 
similar in many characteristics (education, income, etc.) to bank checking 
customers and that about four-fifths of them had had bank checking 
accounts previously. (Neil B. Murphy and Lewis Mandell, "Reforming the 
Structure and Regulation of Financial Institutions: The Evidence from the 
State of Maine," Journal of Bank Research, October 1979.) 

'For a more detailed analysis of costs from the standpoint of the savings 
and loan association, see Kenneth E. Reich, "How to Evaluate Conflicting 
Views on NOW Accounts," Savings and Loan News, May 1980. 
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the same kind of average-balance calculations 
we did earlier for the bank) that its N O W 
balances must average about $800.8 Shooting 
aggressively for that average balance might 
lead an S&L to charge a minimum balance of 
$500. 

What Then? 

Such a wide difference in pricing cannot 
persist for long in a competitive economy. 
That's what economic theory tells us, anyhow. 
The gap should close. Because of customer 
loyalty, however, it will not close entirely. 

Theories aside, there are a good many 
reasons to expect S&Ls eventually to raise 
their minimum balance requirements on 
NOW accounts. Aggressive S&Ls are likely to 
find their estimates of variable costs were too 
optimistic—partly because of unexpected 
start-up costs, partly because of inflation, and 
partly because banks and thrifts are bidding 
against each other for the people and 
machines to process checks and maintain 
records. The 5 1/4-percent rate ceiling will 
probably go up too as the deregulation 
process proceeds. S&L managers will eventu-
ally want N O W accounts to make some 
contribution to overhead and profits. But S&L 
minimum balance requirements will probably 
not need to match those at the banks, since 

many thrift institutions in New England have 
remained profitable while offering cheap 
NOW accounts. 

O n the other side of the gap, banks may 
eventually find they want to cut their min-
imum balance requirements, but not by 
much. Most banks are under pressure from 
regulators to maintain capital-to-asset ratios. It 
is difficult to raise capital by issuing new stock 
in today's market, so the only remaining way 
to produce the capital additions necessary for 
asset growth is through the retention of 
profits. Nonmember banks, moreover, will 
generally face rising reserve requirements 
over an eight-year phase-in period.9 The costs 
of maintaining checking and NOW accounts 
are rising. So for all these reasons, banks will 
probably cut their minimum balance require-
ments some, but not much. 

How much they cut them will depend 
largely on how many customers they lose to 
S&Ls, and some of these customers will 
represent the loss of profitable business other 
than N O W accounts. Most banks are not set 
up to analyze in advance how much other 
business the loss of lower-balance NOW 
accounts will cost, but the results will be 
available in a few months.10 If this related loss 
in business is substantial, minimum balances 
will come down and the gap will narrow from 
the bank side as well. 

a$35/(.0475 x .92) = $800.92, assuming an 8 percent reserve requirement. It 
is also possible that thrifts' costs will be lower if banks have already 
invested heavily in customer service enhancements (such as additional 
branches or automatic teller machines) as a substitute for explicit interest 
payments and must continue to amortize those investments, whereas the 
thrifts can design their implicit-plus-explicit interest capabilities from 
scratch in a NOW environment. Presumably, these earlier investments in 
implicit services by banks are worth something to the customer, who 
should be willing to hold a higher minimum balance because of it. (See P 
Lloyd-Davies, "The Effect of Deposit Cei l ings Upon the Diversity of Bank 
Locations," Bank Structure and Competition, Federal Reserve Bank of 
Chicago, 1976). As Michael R. Asay ("Effects of NOW Accounts on 
Earnings and Competition in Commercial Banking: A Review of Theory 
and Financial Economics, Board of Governors, Federal Reserve System, 
April 1979) points out, however, the customer may even prefer implicit 
interest in the form of services because such interest is not taxable 

'Unlike most other accounts, NOWs will be subject to a full reserve 
requirement immediately. However, in light of the overall phase-in of 
reserve requirements, vault cash will likely exceed reserve requirements 
for several years at most nonmember banks and thrifts. 

'"Some bankers point to the NOW experience in states like Connecticut and 
New York, where banks have been successful with high minimum 
balances. In these states, unlike all the Sixth District states except 
Florida, banks and thrifts also compete with noninterest-bearing checking 
accounts. Thrifts there do not have to use NOWs as the primary means of 
enticing bank customers. (See William N. Cox, "Now Accounts: Applying 
the Northeast's Experience to the Southeast," September/October issue 
of this Review.) 
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