
Challenges for 
Retail Banking 
in the 80s 
Deregulation may be a difficult process for some banks, but continuation 
of the regulatory status quo might be even more difficult Bankers 
can learn from trucking and airline deregulation that creativity and 
ingenuity are the keys to survival. 

Twenty years ago, the financial services industry 
comprised several sectors, all neatly packaged 
and all concentrating on their own specialized 
functions. 

Commercial banks dominated the commercial 
and retail market in the traditional checking, 
saving, and lending functions. Savings and loans 
played the dominant role in making mortgages, 
offering a premium for savings deposits. Insurance 
companies were limited to providing insurance 
and taking in " t ime deposits" in the form of 
annuities. Retailers were the major providers of 
credit cards, while securities dealers l imited 
themselves to investments in stocks and bonds. 

Today, by crossing over into non-traditional 
financial fields, those non-bank industries have 
come to offer a wide array of financial services; 
some have become real financial supermarkets. 
For example, Sears Roebuck was once known 
exclusively as a department store retailer. By 
acquiring various financial firms, it now has 
diversified to offer checking, saving, time deposits, 
installment loans, business loans, mortgage loans, 
credit cards, insurance, stocks, bonds, mutual 
funds and real estate. Even more threatening to 
commercial banks is that many of Sears' operations 
can handle business without regard for state 
boundaries. Recently Sears' chairman vowed " to 
have a bank at every outlet." 

Chart 1 shows how those institutions involved 
in financial services have evolved over time. 
Most institutions were very l imited in their offer-
ings 20 years ago. But today, a few firms in each 
financial service sector offer a wide array of 
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"products." The depository institutions, i.e., banks, 
mutual savings banks and S&Ls, are obviously 
l imited by regulations in what they can offer. 
Creative managers, however, are dabbling in 
these areas. For example, banks have teamed up 
with money market funds to provide cash manage-
ment for consumers in the form of deposit 
sweeps. 

The Lure of Banking 
The profitability and stability of commercial 

banks is the lure attracting other financial service 
companies into the banking business. Commercial 
banks' after-tax earnings rose an average 19 
percent a year during each of the last five years 
(Chart 2). And return on assets (ROA) is much 
more stable than those of other financial service 
competitors. The ROA of New York Stock Ex-
change member firms ranged from a negative 
return in the mid-1970s recession to Vh percent 
as the recovery from that recession began; 
commercial banks' ROA hovered around 1 percent 
for the entire decade. The S&Ls have been 
burned by the high levels of interest they must 
pay on deposits while carrying low-yielding mort-
gages in their portfolios. Their return on assets 
dropped near zero in 1980, and many institutions 
lost money in 1981. Life insurance companies 
have seen their potential for earnings erode as 
customers have terminated policies to invest in 
higher yielding alternatives. The percentage of 
policies voluntarily terminated rose from 5.8 
percent to 8.1 percent in the last 10 years. 
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Checking • • • • • • 
Saving • • • • • • • 
Time Deposits • • • • • • • 
Installment Loans • • • • • • 
Business Loans • • • • • • 
Mortgage Loans • • • • • • 
Credit Cards • • • • • • 
Insurance • • • • 
Stocks, Bonds • • • • 
Mutual Funds • • • • 
Real Estate • • • 
Interstate Facilities • • • 
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Such problems have prompted the various 
financial service providers to look for ways to raid 
traditional banking markets by introducing new 
services that meet customers' needs. Money 
market funds have been the most visible and 
aggressive suppliers of new consumer services. 
Only four years ago, the funds were practically 
non-existent; they could claim a mere one percent 
of all interest-bearing deposits when compared 
with commercial banks and thrift institutions. 
The funds saw an opportunity in the retail market 
as interest rates remained at high levels and 
individuals increasingly put their money in Trea-
sury securities. During the 1970s, individuals' 
holdings of Treasury securities increased from 13 
percent to 20 percent of all holdings. The money 
market funds provided an easy access for all 
investors to the higher yields of government 
securities, large CDs, and other money market 
instruments. Today, money market funds hold 
10 percent of deposits. They have evolved basi-
cally at the expense of the thrifts, whose share of 
deposits dropped from 50 percent to 41 percent -
while commercial banks' share held steady at 49 
percent (Chart 3). 

Money market funds are only one example of 
the success of non-traditional banking firms now 
competing for banking business. Today, insurance 
companies, retailers, and securities dealers all 
are offering a full product line of financial services; 
while commercial banks are in the same business 
they were 20 years ago. Even that market is 
slipping away to other suppliers of funds, com-
petitors with a freedom to innovate. 
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Competit ion that was nonexistent three years 
ago is around every corner. An unlikely competitor 
is Gulf and Western, a $5.9 billion conglomerate 
best known for movies such as "Raiders of the Lost 
Ark," "Reds," and "Ragtime." It acquired Fidelity 
National Bank, a commercial bank in California, 
after that bank had sold off its commercial loan 
portfolio to meet legal requirements. That portfolio 
sale moved Fidelity National beyond the legal 
definit ion of a bank. Gulf and Western owns a 
commercial loan company, several factoring com-
panies and an insurance company. In essence, 
the conglomerate looks like a bank, as the basic 
deposit takingand lendingfunctionsare done by 
separate subsidiaries of the company. Household 
International, formerly known as Household Fi-
nance Company—H FC—used the same strategy 
in purchasing Valley National Bank of California 
and divesting its commercial loan portfolio. Even 
RCA, a $7.9 bill ion entertainment giant, has 
taken the plunge into financial- services by acquir-
ing C.l.T. financial corporation. 

The direct onslaught from such outsiders as 
Merril l Lynch and Sears has brought the issue of 
the financial services evolution to a head. Compare 
the funds Merrill Lynch has under management 
in the Ready Asset Trust and Cash Management 
Account to commercial bank deposits. Merrill 
Lynch ranks as the 5th largest bank in the United 
States, with $41 billion under management. 
Sears places 20th in financial assets, not including 
its insurance business or its recent acquisition of 
the real estate firm Coldwell Banker or the Dean 
Witter Reynolds securities firm. 
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The Lessons of Deregulation 

Bankers have found it dif f icult to deal wi th 
the f lood of new competitors because banking 
regulations restrict the services that depository 
institutions can offer and the prices they can 
charge. It may well be that deregulation of the 
industry is necessary if commercial banks are to 
keep up with their competitors. Yet deregulation 
will not be without pitfalls. The recent experience 
of the trucking and airline industries operating in 
a less restrictive regulatory environment has 
been mixed. Some companies have fared better 
under deregulation—but some have fared much 
worse. 

Generally, the firms that have succeeded under 
deregulation are those that have been able to 
seek out the market, trim operations, and offer 
the right products. And those that could not 
adapt have not done so well. 

For example, two trucking giants—Roadway 
and Yellow Freight—have been affected in op-
posite ways by deregulation. The deregulation of 
truckers allowed small independent owner-oper-
ators to step into the market and offer full 
truckload service at a lower price than the large 
national carriers can afford to charge. The inde-
pendents, however, cannot effectively compete 
in the less-than-truckload (LTL) business since 
they have no access to a network of terminals for 
distribution. The larger carriers have been forced 
to move into the LTL market as the independents 
ran away wi th their truckload business. Roadway 
has always concentrated on the LTL market and 

was prepared for deregulation. Yellow Freight, 
on the other hand, was hit hard by the loss of its 
truckload business. Discounted prices have in-
creased the ailing firm's share of the LTL market, 
but not without a drastic reduction in earnings. 

Roadway's revenues of $1.1 billion in 1981 
produced a profit margin of 6.4 percent, which is 
higher than in the previous two years. Yellow 
Freight's revenues of $936 million resulted in a 
margin of only 1.8 percent. The firm's return on 
net worth, at 8 percent, was less than half of 
Roadway's 18 percent. 

In the airline industry, deregulation has placed 
a premium on being a low-cost deliverer of a 
service. Scheduled air transportation has basically 
become a commodity as the traditional differences 
between the full-service and no-frills approaches 
are meaningless to the cost-conscious traveling 
public. When deregulation went into effect sev-
eral years ago, the major airlines abandoned 
many of their short-haul, money losing routes. 
That service became a mainstay for many of the 
regionals. USAir (formerly Allegheny), once a 
regional airline in the Northeast, has taken its no-
frills, low cost reputation and expanded into a 
widespread national carrier. Expansion has been 
carefully planned and controlled. The airline also 
benefits from the commuter network it has 
established which feeds passengers from low-
density stops into the USAir system. The com-
muter lines have access to USAir's reservation 
service, through baggage-checking and discount 
fares. The airline found a profitable niche in the 
industry which was practically being ignored and 
built a strong business on it. 

On the other hand, Braniff set out to meet 
deregulation and competit ion head on, but its 
strategy backfired. The airline stretched its route 
system by 50 percent within 2 months after the 
deregulation act was passed. While the firm had 
a strong financial and operational foundation, 
the pace of expansion was too fast in the midst of 
a weakening economy and rising fuel costs. After 
a massive failure of the expansion plan, Braniff is 
cutting back and taking its losses. The airline took 
in over $1 billion in revenues in 1981, but posted 
an operating loss for the year. USAir, on the other 
hand, took in over $1.1 billion and earned 4.6 
percent on those revenues. 

In both trucking and airline deregulation, the 
firms that anticipated the profitable markets and 
countered price competition with new operations 
strategies excelled. Those that merely moved 
into the new pricing structure without adjusting 
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their product or their operations had difficulty 
maintaining old profit margins. 

Likewise, commercial banks seem likely to 
suffer some grief under deregulation in the next 
few years as interest margins narrow and com-
petitors close in. In 1970, t ime and savings 
deposits accounted for 48 percent of com-
mercial bank deposits, while non-interest bearing 
demand deposits made up a larger share—52 
percent. Today, bankers must pay interest on 72 
percent of their deposits, and these interest 
bearing t ime and savings deposits are shifting 
from lower paying passbook accounts into higher 
yielding certificates (Chart 4). 

Preparing for Rapid Change 
While deregulation may be a painful process 

for some banks which are not prepared for the 
change, the regulatory status quo would be even 
more painful for all banks. If deregulation does 
not occur within legislative guidelines, it wil l 
continue to occur through the market This 
market deregulation of financial services, which 
has been occurring during the past several years, 
threatens the future survival of even the most 
profitable banks. Unless banks are allowed to 
compete for deposits at market rates of interest, 
they will continue to have difficulty in attracting 
funds. Once the new pricing demands are under-
stood, they can adjust their operations to profit-
ably accommodate higher interest expense. 

To keep tabs on the banking industry's health 
in our region, the Federal Reserve Bankof Atlanta 
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developed a Southeast Model Bank by averaging 
the financial statements of seven of the region's 
largest holding companies. Over the past three 
years, the Southeast Model Bank's deposits shifted 
from low-paying passbook accounts to money 
market certificates beginning in 1978 and from 
checking accounts into N O W accounts in 1981. 
Cost of funds rose sharply, narrowing the interest 
spread from 3.09 percent in 1979 to 2.74 percent in 
1981 (Chart 5). 

As the spread narrowed, non-interest expense 
grew rapidly. The investment in brick and mortar 
branching in the late 1970s was a high price to 
pay; net non-interest expense rose from 2.48 
percent of assets to 2.68 percent. The increase in 
net expense was less in 1981 than in previous 
years as new fees imposed on services began to 
offset the cost of facilities expansion (Chart 6). 

Rising noninterest expense may well be a 
symptom of long-term problems for banks. Other 
financial service providers are much less com-
mitted to bricks and mortar than banks. The 
money market funds, for example, are one office 
operations. New communications technologies 
and explicit pricing of services (rather than em-
phasis on personal contact) also threaten to 
make branches obsolete. 

At some point, commercial bankers must real-
ize that expansion in bricks and mortar is not the 
wave of the future. The industry's market areas 
are already saturated with financial service loca-
tions. If we include commercial banks, mutual 
savings banks, S&Ls, credit unions, and securities 
dealers, we come up with 107,000 financial 
offices throughout the U.S. But are these all of 
the participants on the financial services playing 
field? 

In 1960, only commercial banks, mutual savings 
banks, S&Ls and credit unions offered traditional 
banking services. Theiroffices numbered 55,000 
and any one location servecTan average of 3,300 
people. Yet today, the outlets don't end with 
those 107,000 offices mentioned earlier. For a 
more accurate count, we must add to that 
25,000 automatic teller machines as well as 
14,000 life insurance offices, which are compet-
ing for depositors' funds particularly in retirement 
accounts. That gives us 151,000 outlets, or one 
location for every 1,500 people. 

This market saturation makes it difficult for 
banks to operate in the traditional sense. While 
battling the new competit ion, banks will also 
face the challenges of new technology, more 
sophisticated customer needs and desires, and, 
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of course, price deregulation. Banks are likely to 
respond in a variety of ways. We have analyzed 
four possible responses to these banking chal-
lenges—(1) Electronic banking (2) Boutique or 
Specialty banking (3) Investment orientation 
and (4) Financial supermarket—of which banks 
may choose one or a combination. 

Electronic Banking 

Banks which see the declining profitability in 
addingtothei rbr ickandmortarbranch networks 
have already begun large campaigns to install 
automatic teller machines. Our earlier definit ion 
of the 151,000 financial service locations in-
cluded 25,000 ATMs. 

The trend today is toward in-home banking. It 
is not clear yet what method of delivery for in-
home services wil l ultimately be accepted. Some 
banks are offering services through two-way 
cable television hookups. 

There are already 55,000 interactive cable TV 
hookups in the nation with the potential to 
provide banking services. With the understanding 
that cable television would provide only l imited 
access to'financial services, adding cable TV to 
the list of financial service locations brings the 
number to 206,000—or one limited access loca-
tion for only about 1,100 people. 

The second means of delivering in-home bank-
ing services is through telephone access. Two 
mill ion personal computers are already in home 
use, and the number is increasing at a rate of 
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more than 500,000 a year. It is both simple and 
inexpensive for a personal computer to connect 
by modem with a host computer through local 
telephone numbers. If we put our imaginations 
to work, we can picture the industry in the year 
2000, when most financial services wil l be elec-
tronic and accessible through a home computer 
via telephone or some other means of telephone 
transfer system. Then we wil l have one l imited 
access financial service location—a telephone— 
for every 11/2 people. It may seem futuristic, but it 
is easy to see where retail banking could be 
heading. (Chart 7). 

The deposit-taking and lending functions of an 
electronics-oriented retail bank would remain 
intact, but they would be done as a mass production 
effort The high degree of personal contact through 
the branch network would become less important 
as customers utilize the "self-service" functions 
of the bank. 

How quickly will consumers accept electronic 
banking? As with most trends, demographics wil l 
play a large role in determining the speed and 
ease of acceptance. Clearly, consumer surveys 
have demonstrated that the acceptance of ATMs 
is much higher among the younger population 
than the older age groups. As today's youthful 
population grows older, the demand for innovation 
in financial services seems certain to grow. To-
morrow's financial consumer wil l represent a 
generation familiar with electronics, a consumer 
who will demand both greater convenience and 
efficient flows of money. 

Our nation's aging population wil l create addi-
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tional opportunities for retail bankers in this 
brave new world of the future. Consider that the 
average income of a full-time worker peaks 
between age 45 and 54. Over the next 10 to 20 
years, the bulk of our maturing population wil l be 
moving up on the income curve, advancing into 
what we might call the "sweet" part of the 
earning years. They will be not only more prosper-
ous, but they wil l be more sophisticated users of 
financial services. They wil l have a better under-
standing of electronic technology. And they wil l 
demand financial services that save time. 

Boutique or Specialty Banking 
As "self-service" banking becomes more prev-

alent, there wil l still be the need to personalize 
services for many customers. Some banks wil l 
choose to specialize in personalized consumer 
services and others in commercial services. "Bou-
t ique" banks are likely to cater to the higher-
income retail customer and develop individual 
packages which meet his needs. 

While boutique banking caters to the retail 
customer, specialty banking is aimed at serving a 
defined market of business clients. There wil l 
always be a demand for loan origination which 
can be handled very ably by commercial banks. 

Investment Orientation 
Some banks may choose to transform their 

institutional structure by performing more like 

an investment company. Instead of accepting 
deposits from consumers and lending to an array 
of customers, the bank could buy deposits and 
package brokered assets. This strategy would be 
similar to the route some savings and loan 
associations have taken in restructuring their 
operations to become more like mortgage bankers. 

Essentially, all categories of the traditional 
bank balance sheet could be replaced with 
pooled assets and liabilities without involving 
the very costly transaction of processing and 
maintaining a small loan or deposit. 

C o m m e r c i a l B a n k 
A c t i n g As 
I n v e s t m e n t F u n c t i o n 

Cash 
Securities 
Commercial Loan Participations 
Credit Cards, Indirect Loans 
Pooled Mortgages-GNMA, FNMA 
Premises & Equipment 

Purchased Time Deposits 
(CDs greater than $100,000) 

T r a d i t i o n a l 
C o m m e r c i a l B a n k 

Assets 
Cash 
Securities 
Commercial Loans 
Consumer Loans 
Real Estate Loans 
Premises & Equipment 

Liabilities & Equity 
Demand Deposits 
NOW Accounts 
Passbook Savings 
Money Market Certificates 
CDs less than $100,000 
CDs greater than $100,000 
Debt Debt 
Equity Equity 

By substituting purchased deposits and pooled 
lending for the retail function, the commercial 
bank can operate more efficiently. One reason 
Merrill Lynch has been able to successfully 
diversify its financial operation is its low cost of 
doing business. Merrill Lynch is able to manage 
more funds with fewer employees than can a 
typical commercial bank. 

Merrill Lynch employees involved with money 
market funds sales and operational and admini-
strative support are responsible for an average 
$4.14 million each. The commercial bank, as 
reflected in our Southeast Model Bank, is far 
more labor intensive; the Model Bank's deposits 
total a comparatively modest $500,000 plus per 
employee. 

Financial Supermarket 

Some banks will choose to segment the market 
by concentrating entirely on in-home banking, 
boutique or specialty banking, or investment 
banking. Many institutions will find it profitable to 
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merge with others and form large and diverse 
"financial supermarkets." 

This term, "financial supermarket," has been 
tossed around loosely in the past year. The idea 
is one-stop shopping for financial services. 

We can get some idea of the magnitude of 
change when an industry consolidates around 
the "supermarket" idea by looking at the evolu-
tion of the retail food store industry. Retail food 
distribution is similar to retail banking in several 
ways. Both services have traditionally been 
labor intensive. Operations of both are highly 
adaptable to computer technology. Both are 
sensitive to location and availability. Both offer 
generically homogeneous products. Indeed, 
the two industries differ in certain respects. 
Food must be physically delivered, requiring 
customers to go to the food store. Banking 
services can be delivered to the home elec-
tronically, lessening the need for physical loca-
tion considerations. Food store products are 
more numerous and more diverse than banking 
services. However, the likenesses of the two 
industries are strong enough to make some 
comparisons of the evolution of food retailing, 
an industry under little regulatory restraint to the 
future of banking. 

In 1929, consumers bought their food prod-
ucts in a variety of stores. Grocery stores which 
did not carry meats accounted for 26 percent 
of the market, and grocery stores with meats 
had 29 percent. General stores which also 
carried groceries made up 19 percent of sales. 
Consumers made stops at various other stores, 
particularly meat markets, dairy stores, candy 
stores, and bakeries. 

The advent of the supermarket in 1930 
started a consolidation of services which com-
bined self-service, mass merchandising and 
one-stop shopping. Today 94 percent of food 
sales are at grocery stores and 74 percent of 
those grocery store sales take place in super-
markets. The store design has evolved over t ime 
in response to consumer bargain shopping, 
and changing lifestyles, wi th varying emphasis 
on nutrition, fast foods, natural foods and 
irregular shopping hours. 

As financial services are deregulated, banks 
will begin to offer customer convenience par-
ticularly through electronic banking and con-
solidation of services. The food retail industry 
consolidated 586,000 stores in 1929 into 252,000 
stores in 1977. The banking industry will ulti-

mately reduce more than 95,000 depository 
institutions to some smaller number of consoli-
dated financial supermarkets. 

Summary 
How do bankers survive in an era of deregu-

lation, new competit ion and more demanding 
consumers? The key seems to be in creativity and 
ingenuity. Both have already been tested over 
the past few years, but the future wil l pose 
additional challenges. 

Creativity and ingenuity are indeed general-
ities, but they pay off when translated into 
specifics. For instance, they may translate into 
trying to improve productivity by rewarding em-
ployees on their performance—rather than re-
lying on the old across-the-board pay hike for all 
employees. Why not reward exceptional per-
formance with exceptional pay? Connecticut 
Bank and Trust, for example, has an incentive 
program for employees who attract new deposit 
customers. In an increasingly competitive market 
environment, exceptional performance could 
make the difference between the winning and 
losing operations. 

Bankers should be creative in their pursuit of 
new technologies, financial innovations, and 
alliances with nonregulated businesses. They 
should pay greater attention than ever before 
to what customers want. That need is under-
scored by the fact that so many aggressive new 
competitors are eyeing the financial services 
markets. The Merril l Lynches have challenged 
the industry to battle for those customers 
banks traditionally could rely on as their own. 

The competit ive field where banks must battle 
may not always be totally level. Deregulation wil l 
have its pitfalls, but the process is necessary to 
allow banks to compete. Without planned and 
controlled deregulation by the regulators, the 
market wil l continue to deregulate. Banks are 
clearly disadvantaged by market deregulation. 

Banks face mult iple challenges in the 1980s. 
By relying on a wealth of cumulative experience 
in offering financial services, and by applying 
creative and innovative management strategies, 
banks should be able to meet the challenges of 
new technology, new customer demands and 
deregulation. 

Donald L. Koch 
and Delores W. Steinhauser 
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