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N ineteen se v e n ty -fo u r has been  a d ifficu lt y e a r  fo r the banking in d u stry . D uring 
the m onths of A ugust, S ep tem b er and e a r ly  O ctob er a genuine s e n se  o f c r i s i s  
p re v a iled , and, m o re  than a t any tim e  s in c e  the th ir t ie s ,  con fid en ce  w as shaken.

T h ere  h as been  am p le re a s o n  fo r co n ce rn . We have n ev er e x p e rien ced  in fla tio n  
at the c u rre n t r a te  and c e r ta in ly  not when com bined  w ith a r e c e s s io n . M o re o v e r, 
such fa c to r s  a s  the p ro tra c te d  o rd ea l of F ra n k lin  N ational Bank, in te r e s t  r a te s  
u n p reced en ted  in the h is to ry  of m od ern  A m e ric a n  banking, the sudden d e m ise  of 
A m erica n  Bank and T ru s t  in South C a ro lin a , n o to rie ty  given r e c e n t bank fa ilu re s  
in E u ro p e, sh o ck s in the fo re ig n  c u rre n c y  m a r k e ts , and enorm ou s flow s of funds 
to the M iddle E a s t  could h ard ly  help  c re a tin g  an a ir  of u n certa in ty .

F o rtu n a te ly , the a tm o sp h e re  of doubt w ith r e s p e c t  to the banking sy s te m  has 
abated  in r e c e n t  w e ek s. The fa c t  th at in te r e s t  r a te s  have d im in ish ed  as a re s u lt  
of the slack en in g  dem and fo r  b u s in e ss  loans and the F e d ’ s sig n allin g  o f a 
m o d eratio n  of its  p o licy  o f m o n etary  r e s t r a in t  h as se rv e d  to r e lie v e  som e 
of th e s t r e s s  th at h as been  p laced  on the sy s te m . At the sam e tim e , re so lu tio n  
of the p ro b le m s of F ra n k lin  and A m e ric a n  Bank and T ru s t se rv e d  to d e m o n stra te  
that the in so lv en cy  of a m a jo r  banking in stitu tion  can be m anaged in such a way 
that needed banking s e r v ic e s  a r e  not in terru p ted  and co n fid en ce  in the trou bled  
in s titu tio n 's  b ro th e r  and s is t e r  banks is  u n affected . M o re o v e r , even in the fa c e  
of s tra in s  u n like any e x p e rien ced  s in c e  the D e p re ss io n , th e re  h as not been  a 
ra s h  o f fa ilu r e s  or the hint o f any p an ic . F in a lly , th e re  a r e  s ig n ifica n t in d ica tio n s 
that b a n k ers  a r e  p re p a re d  to fo llow  the p o licy  of cau tion  and r e s t r a in t  w hich the 
tim e s  dem and. In sh o rt, the s t r e s s e s  of r e c e n t  m onths have th e m se lv e s  produced 
c o n c re te  ev id en ce  of r e s i l ie n c y  and stre n g th  in our banks and the fra m e w o rk  of 
reg u la tio n .

B e ca u se  liq u id ity --b o th  o f individual banks and the sy s te m  as a w h o le - - l ie s  a t 
the h e a r t  of p ro b le m s w hich have plagued the in d u stry , it  s e rv e s  as a u sefu l 
focus fo r d isc u ss io n  of som e of the a d ju stm e n ts  in in d u stry  p r a c t ic e  and public 
p o licy , w hich , in m y ju d gm ent, a r e  re q u ire d  by pru d ence and p re s e n t econ om ic 
con d ition s.

I approached  th is  s u b je c t w ith som e tre p id a tio n  b e c a u se , though a t the v e ry  c o re  
of the b u s in e ss  of banking, i t  is  a d ifficu lt one. P a r t  o f the d ifficu lty  in defining 
the te r m  w ith g re a t  p r e c is io n  l ie s  in the fa c t  that it  m ay be used to d e s c r ib e  the 
condition o f a n  a s s e t ,  a group of a s s e t s ,  a s in g le  in stitu tio n , the banking sy s te m  
or the econom y g e n e ra lly .

F o r  ex am p le , in th e ir  r e c e n t  a r t i c le ,  "T h e  P a in fu l Sq u eeze on Bank L iq u id ity , " 
G eorge W. M cK in ney , J r .  and Jo h n  M cC ra ck en  of the Irv in g  T ru s t Company 
stated :

In r e c e n t  y e a r s ,  to ta l c r e d it  has expanded a t an ex p lo siv e  p a ce . 
S in ce  th e end o f the 1970 r e c e s s io n , the com bined  ob lig atio n s of
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c o n s u m e rs , b u s in e ss  and govern m en t have so a red  a lm o st 40%  , jf 
to a c u rre n tly  e stim a te d  $2 tr i l l io n . Y e t in the m id st of th is  
liq u id ity  exp lo sio n , we a r e  faced  w ith the anom aly  of a liquid ity  
sh o rta g e . R e c o rd  in te r e s t  r a te s  and grow ing fe a r s  of c re d it  
sh o rta g e s  a tte s t  that even th is  m a s s iv e  in c r e a s e  in liq u id ity  
has been  in su ffic ie n t to m e e t dem and. Rapid liq u id ity  expansion 
h as now been  sw am ped by an in fla tio n a ry  dem and fo r c re d it  of 
even g r e a te r  m om entum .

H ere  the te rm  " liq u id ity "  is  u sed  w ith r e fe r e n c e  to the f in a n c ia l sy s te m  taken 
in the a g g re g a te . In th is  s e n s e , " liq u id ity "  is  su b sta n tia lly  d eterm in ed  by the 
le v e l of r e s e r v e  re q u ire m e n ts  and by the e ffic ie n c y  w ith w hich th o se  re s e rv e s  
a r e  put to w ork. When the au th ors r e fe r  to a "liq u id ity  sh o rta g e "  they m ean 
the sh o r tfa ll  betw een the dem and fo r  c re d it  and th at w hich is  a v a ila b le .

W ith r e fe r e n c e  to an individual bank or o th er fin a n c ia l in stitu tio n , liquidity 
h as been  defined  as the " .  . . a b ility  not only to m e e t p o ss ib le  d ep osit withdrawals 
but a lso  to p rovid e fo r  the le g itim a te  c r e d it  n eed s of the com m unity . . . . "  The 
f i r s t  p u rp ose is  "d e fe n s iv e "  and su g g e sts  a cu sh ion  fo r the im p act of a reduction 
o f a b an k 's  l ia b i l i t ie s ,  w hile  the secon d  is  " a g g r e s s iv e ,"  involving cap acity  of 
the bank to a cq u ire  earn in g  a s s e ts .  L iq u id ity  has a lso  been  defined as  "the 
a b ility  to r a is e  c a sh  on sh o rt n o tice  w ith sm a ll r is k  of lo s s . "

T h e re  a r e  two s o u rc e s  of liq u id ity  fo r an individual in stitu tio n . The f i r s t  is its ! 
a s s e t s .  C e rta in  a s s e ts  a r e  highly liquid . C ash and U. S. governm ent securities 
a r e  tra d itio n a lly  view ed as  the "liq u id  a s s e t s "  of a bank. In m any in sta n ce s , 
how ever, th e se  m ay  be of no u se  in sa tis fy in g  a b an k 's  liqu id ity  n eed s. The 
c a sh  accou n t of a bank is  u su a lly  held a t an ir re d u c ib le  o p eratin g  m inim um  and, 
to the exten t th at it  is  held  fo r re q u ire d  r e s e r v e s ,  it is  a v a ila b le  fo r  liquidity 
p u rp o ses only to a lim ite d  ex ten t. S im ila r ly , govern m en t s e c u r it ie s  a re  not 
liquid  if  they a re  pledged a g a in st p u blic d ep o sits  or o th erw ise  co m m itted  within 
the bank. A b a n k 's  a s s e t s  a r e  a lso  a so u rce  o f liqu id ity  in that the m atu ring of 
lo an s or o th er in v e stm e n ts  and the r e c e ip t  of in te r e s t  give r i s e  to liquidity.
The secon d  so u rc e  of liq u id ity  l ie s  in a b an k 's  a b ility  to b o rrow  or p u rch ase  
funds.

T ra d itio n a l banking p r a c t ic e  view ed a b an k 's  a s s e ts  as the p r im a ry  so u rce  of 
liq u id ity . B o rrow in g  e ith e r  fro m  the F e d e r a l R e s e r v e  S y stem  o r o th er banks 
w as u sed  to m e e t e m e rg e n cy  re q u ire m e n ts  or fo r  la s t  m inute r e s e r v e  a d ju st­
m e n ts . The le v e l of d ep o sits  w a s, in e s s e n c e , taken  as  given and the volume 
and c o s t  of c r e d it  supplied by a bank ad ju sted  in re sp o n se  to th at le v e l and to 
r e s e r v e  re q u ire m e n ts . L iq u id ity  w as dependent p r im a r ily  upon the m atu rity  
sch ed u le  and the s a la b il ity  of the a s s e ts  and the in com e s tre a m  gen erated  by 
th o se  a s s e t s .

In the la te  f i f t ie s  and e a r ly  s ix t ie s  banks d ep arted  fro m  th is  tra d itio n a l
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ap p roach . In o rd e r  to m e e t the c r e d it  dem ands of a boom ing econ om y, banks 
tapped, in  d ra m a tic a lly  in c re a s in g  am ou nts, the second so u rce  of bank 
liq u id ity --b o rro w e d  o r p u rch ased  funds. The b a s is  of th is  ap p roach  to banking 
is ,  o f c o u rs e , known a s  " l ia b il i ty  m an agem en t. I  It w as aptly  d e scr ib e d  by 
L . G. G able, V ice  P r e s id e n t  of th e F e d e r a l  R e s e r v e  Bank of M in n eap olis, 
who sta ted :

The te r m  " L ia b i l i ty  M an agem en t" as a b an k -m an ag em en t 
philosophy r e la te s  to bank liq u id ity . M ore  s p e c if ic a lly , it  
r e la te s  to the so u rce  of funds. . . .  In a sim p le  se n se , the 
philosophy of " L ia b i l i ty  M an agem en t" m ean s to c r e a te , (i. e. , 
a c c e p t, lo c a te , and p u rch a se ) ad d itional l ia b i l i t ie s  to m e e t 
loan  re q u e s ts , co m m itm en ts  and d e p o s ito r -c re d ito r  dem ands.

The h is to ry  o f l ia b ility  m an agem en t should p robably  begin  w ith the re ju v en atio n  
of the fe d e ra l funds m a rk e t in the 1 9 5 0 's . A second m a jo r  d is c re t io n a ry  so u rce  
of liq u id ity  w as m ad e a v a ila b le  w ith the developm ent of the n eg o tiab le  CD. It 
has been  noted that "[W ]h ile  the [F e d e r a l Funds] M a rk e t gave la rg e  banks 
d is c re t io n a ry  a c c e s s  to the liq u id ity  of th e banking sy s te m , the n eg otiab le  
CD gave th e se  banks d is c re t io n a ry  a c c e s s  to the liqu id ity  of the nonbank 
s e c to r  of the m oving m a rk e t. . . . "  The liq u id ity  of th is  in stru m en t w as 
g re a tly  enhanced w ith the developm ent in 1961 o f a seco n d ary  m a rk e t for 
n eg otiab le  C D 's and la te r  w ith th e  re m o v a l of R eg u latio n  Q c e ilin g s  on la rg e  
C D 's.

In e s s e n c e , l ia b ility  m an agem en t m ean t th at banks w e re  no lon g er su b sta n tia lly  
lim ite d  in th e ir  s o u rc e s  of funds. The new view  w as d e scr ib e d  by Lehm an 
B ro th e rs  e co n o m ist L eo n ard  Santow when he sta ted :

The p ra g m a tic  view  of banks is  that you can 't look a t the old 
r a t io s .  They d on 't apply any m o re  when peop le can  buy a ll 
the liq u id ity  they w ant in the m a rk e t p la ce  i f  they a r e  w illin g  
to pay the p r ic e .

Among the s o u rc e s  added to th e se  two w e re  E u ro d o lla r  b o rro w in g s, re p u rc h a se  
a g re e m e n ts , c o m m e rc ia l p ap er and fin an ce  b i l ls .  The im p o rta n ce  of th e se  
in stru m en ts  is  r e f le c te d  in the fa c t  th at the ra tio  of p u rch ased  funds to a s s e ts  
fo r la r g e r  banks grew  fro m  7. 8% in 1965 to 14. 3% in 1970 and to 26 . 5% in 
Ju n e  1974.

The b e n e fits  o f th is  ap p roach  w e re  su b sta n tia l. The developm ent of l ia b ility  
m an agem en t as  a to o l fo r  enhancing bank liq u id ity  allow ed m oney c e n te r  and 
re g io n a l banks to resp on d  to a rap id ly  expanding econom y. It a lso  allow ed 
re g io n a l banks to a ch ie v e  or begin  to r e a l iz e  n ation al and in tern a tio n a l 
a m b itio n s. The phenom enon p a ra lle le d  the holding com pany m ovem en t, 
expansion  abroad  and a chipping away at r e s t r ic t io n s  on b ran ch in g , fa c ilita tin g
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the m o st inn ovative and exc itin g  p erio d  in banking h is to ry . S m a lle r  banks 
b en efited  as  w e ll s in c e  m any p ro fite d  hand som ely  a s  n e t le n d e rs  of fe d e ra l 
funds.

N otw ithstanding its  b e n e fits , the p r a c t ic e  of l ia b ility  m an agem en t is  not 
w ithout p e r i ls .  T h e se  w e re  h ighlighted  by events in 1974 , including the 
fa ilu r e s  of F ra n k lin  and A m e ric a n  Bank and T ru s t  and the s t r e s s e s  cau sed  
by the liq u id ity  sq u eeze  engend ered  by tigh t m oney and u n p reced en ted  business 
borrow in g  fro m  b an k s, w hich through the su m m er had been  grow ing a t an 
annual r a te  of m o re  than 25%.

One d ifficu lty  w ith the view  of b a n k e rs  that they "c a n  buy a ll  the liquid ity  they 
w ant in the m a rk e t p la ce  if  they a r e  w illin g  to pay the p r ic e "  l ie s  in the fa ct 
th at a c c e s s  to the m oney m a rk e ts  can  be lo s t . And, as  the F ra n k lin  and 
A m e ric a n  Bank and T ru s t  e x p e r ie n c e s  su g g est, once the liq u id ity  provided 
by the a c c e s s  to such m a rk e ts  is  lo s t ,  it  is  d iffic u lt i f  not im p o ss ib le  to regain.

Indeed, w hat o c c u rre d  in th e se  two s itu a tio n s w as a m od ern  kind of "ru n "  on 
the bank. A se tb a ck  w hich o th e rw ise  m igh t not have been  p roven  d isastro u s 
led  to a lo s s  of co n fid en ce  and the outflow  o f "h o t"  funds. W hile d ep osit 
in su ra n ce  se e m s  to have m ain ta in ed  the co n fid en ce  o f m o s t sm a ll d ep ositors 
in the fa c e  of the w o rs t  s o r t  of a d v e rse  p u b lic ity , w illin g n e ss  of the len d er of 
la s t  r e s o r t  to p rovid e funds and the s ta b iliz in g  e ffo r ts  o f o th er a g e n c ie s  did 
not s tim u la te  the co n fid en ce  of la rg e  individual and in stitu tio n a l d e p o sito rs . 
T h u s, i t  would ap p ear th at the g r e a te s t  danger to a f in a n c ia l in stitu tio n  today 
l ie s  not in a lo s s  of co n fid en ce  by the pu blic a t la r g e , but ra th e r  illiq u id ity  
re su ltin g  fro m  the m is tr u s t  of p ro v id e rs  of m oney m a rk e t funds. It iS: even 
co n ce iv a b le  th at a r e la t iv e ly  sound in stitu tio n  w hich had r e lie d  h eav ily  on 
p u rch ased  funds could be brought to it s  k n ees by an u nw arranted  lo s s  of 
co n fid en ce  re su ltin g  fro m  ru m o r o r a w e ll-p u b lic iz e d  but not o th erw ise  
crip p lin g  se tb a ck .

A nother p itfa ll w as r e f le c te d  in r e c e n t  m o n th s' earn in g  p e rfo rm a n c e  o f a 
nu m ber of in stitu tio n s  w hose rap id  grow th w as b ased  on p u rch ased  funds 
w hich  supported  m ed iu m  o r lo n g -te rm  a s s e ts .  A s a r e s u lt  o f re c o r d  in tere st 
r a te s  th e ir  e arn in g s d eclin ed  w hile  banking e arn in g s g e n e ra lly  stood at high 
le v e ls .  T h is  p ro b le m  w as p a r t ic u la r ly  acu te  am ong th ose  banks w ith a high 
p ro p o rtio n  of r e a l  e s ta te  re la te d  lo a n s . S im ila r ly , th o se  banks w hich had 
in v ested  h eav ily  in s e c u r i t ie s  found th e m se lv e s  w ith d e p re c ia te d  a s s e ts  
y ield in g  s ig n ific a n tly  le s s  than the c o s t  of funds. Such cond itions w e re  
e x a ce rb a te d  by the a p p e a ra n ce  of m u lt i- t ie r e d  m a r k e ts , p en aliz in g  
in stitu tio n s  w hich  only m onths b e fo re  had been  re s p e c te d  as innovative, 
a g g r e s s iv e  and e s p e c ia lly  w e ll-m a n a g e d .

O ther e ffe c ts  should be noted as w e ll. F i r s t  of a ll ,  th e re  can  be l it t le  doubt
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that the rap id  d e clin e  of ca p ita l re la t iv e  to e ith e r  a s s e ts  o r d ep o sits  is  due in 
p a rt to the a v a ila b ility  of m oney m a rk e t funds. Secon d , som e c r i t i c s  have 
a ttr ib u ted  a d e c lin e  in  c r e d it  q u ality , a s  re fle c te d  by an in c r e a s e  in loan  lo s s e s ,  
to la x ity  induced by the e a sy  a v a ila b ility  of funds. W hile I doubt that m o st banks 
have e a sed  s ta n d a rd s, th e re  can  be l i t t le  d ispute th at th e assu m p tio n  of u n lim ited  
liq u id ity  cau sed  a re la x a tio n  o f d isc ip lin e  in som e ban ks. F in a lly , it  is  p robably  
a lso  tru e  th at th e sam e assu m p tio n s led to loan co m m itm en ts th at a r e  now 
proving e m b a rra s s in g  or in con v en ien t.

As I have a lre a d y  in d ica ted , i t  se e m s to m e th at our sy s te m  of banking and 
bank re g u la tio n  h as p e rfo rm e d  re m a rk a b ly  during th is  p eriod  of s p e c ia l s t r e s s .  
N e v e r th e le s s , the s tra in s  o f liq u id ity  have c ry s ta l liz e d  the need fo r b a n k e rs , 
the re g u la to ry  a g e n c ie s  and C o n g ress  to com e to g rip s w ith c e r ta in  b a s ic  
is s u e s  and to do so w ithout d elay .

B a n k e rs  should im m ed ia te ly  m ove to apply the le s s o n s  of the p a st y e a r . It 
se e m s c le a r  th at som e in stitu tio n s  have re lie d  fa r  too h eav ily  on p u rch ased  
funds a s  a b a s is  fo r  grow th. T h is h as p roven  u nw ise; in s te a d , expansion  
should be m o re  n e a r ly  equated w ith  the n a tu ra l grow th of d e p o sits , addition 
of c a p ita l, and c o n c re te  e x p e cta tio n  of in co m e. Long ran g e  planning b a lan cin g  
p re se n t and fu tu re  c r e d it  dem ands w ith an tic ip ated  r e s o u r c e s  m u st be 
im p lem en ted . B a n k e rs  should no lon g er resp on d  to c r e d it  need s on a d a y -to -d a y  
b a s is  nor m ake loan  co m m itm en ts  assu m in g  the a v a ila b ility  of v ir tu a lly  u nlim ited  
liq u id ity  in the m oney m a rk e ts . M o re o v e r , w ith the u n settled  s ta te  of our own 
and the w orld  econ om y, I su sp e c t th at in the m ediu m  run at le a s t ,  b an k ers  
should no lo n g er e x p e ct the lu xu ry  of r e la t iv e ly  s ta b le  con d ition s.

F o r  exam p le , m o st a n a ly s ts  a g re e  that a p erio d  of r e c e s s io n  is  re q u ire d  to 
brin g  in fla tio n  under co n tro l. Indeed, u nem ploym ent clim b ed  to 6% la s t  w eek, 
a fig u re  re a ch e d  only on ce in the la s t  d ecad e. And, w h ile .m an y  e co n o m ists  
a re  o p tim is tic , a l l  re c o g n iz e  the danger of a r e c e s s io n a r y  p h ase  m o re  s e v e re  
than th at p ro je c te d  by A d m in istra tio n  e c o n o m is ts . In th is  c lim a te , it  is  only 
re a so n a b le  to e x p e ct th at in m any a r e a s  of the cou n try , b u s in e s s e s  w ill 
e x p e rie n ce  th e ir  own liq u id ity  p ro b le m s and th at loan  lo s s e s  and d elin q u en cies 
w ill in c r e a s e .  B a n k e rs  should not be caught u n p rep ared  if  th is  o c c u rs . 
A n ticip atin g  th is , b a n k e rs  should fo cu s on c r e d it  and in v estm en t q u ality , 
avoiding th e  r i s k  a s s o c ia te d  w ith high y ield in g  but sp e cu la tiv e  v e n tu re s . At 
the sam e tim e , e m p h asis  should be p laced  on sh orin g  up liq u id ity  by m oving 
to lengthen  l ia b i l i t ie s ' m a tu r it ie s . The in trod u ctio n  of flo atin g  r a te  in stru m en ts  
m igh t a cco m p lish  th is . C e rta in ly , v o la tile  m oney should not be used  to fund 
e s s e n t ia lly  long ran g e  co m m itm en ts  of r e s o u r c e s .

I should r e i te r a te  th at m any b a n k e rs  a r e  a lre a d y  m oving rap id ly  and e ffe c tiv e ly  
to m ake such a d ju stm e n ts . B a n k a m e r ic a 's  p re s id e n t A. W. C la u se n 's  an n ou n ce­
m en t of a fo rm a l p o licy  of r e s t r a in t  r e p r e s e n ts  a d ra m a tic  in d ica tion  th at th is
is the c a s e . In p a r t  he sta ted :

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



-  6 -

E co n o m ic  g row th m an sh ip --w ith ou t equal co n ce rn  fo r  q u ality  
and stay in g  p o w e r--h a s  alw ays been  a fau lty  philosophy. Today, 
m o re  than e v e r , i t  is  a philosophy a t odds w ith the econ om ic 
n eed s and f in a n c ia l r e a l i t ie s  o f th is  cou n try .

and:

G iven th e se  d iffic u lt f in a n c ia l t im e s  of high in te r e s t  r a te s  and 
u n p reced en ted  loan  dem and, we a r e  convinced  th at sh a re h o ld e rs , 
d e p o sito rs  and the pu blic a t la rg e  a l l  a r e  b e tte r  se rv e d  by a 
p o licy  th at g iv es the q u ality  o f a s s e ts  and the s ta b ility  of earnings 
h ig h er p r io r ity  am ong c o rp o ra te  goals than s iz e  a lo n e .

T h is  ap p roach  m u st be applauded and m igh t w e ll s e rv e  as  a p o licy  statem ent 
fo r  the in d u stry .

A t th e sa m e  tim e , bank su p erv is io n  m u st adapt to the p re s e n t econ om ic 
en v iron m en t. It m ay  be tru e  th at som e b a n k e rs  w e re  " c a r e l e s s "  in th e ir  
p u rsu it of grow th at any p r ic e ;  c e r ta in ly  th at would be an a c c u r a te , and 
p ro b ab ly  c h a r ita b le , c h a r a c te r iz a t io n  o f the m an agem en t o f F ra n k lin  National 
Bank in  the y e a r s  im m ed ia te ly  p reced in g  its  d e m ise . It a lso  m u st be frankly 
acknow ledged th at the philosophy and p r a c t ic e s  w hich have c h a ra c te r iz e d  
banking during the p a s t dozen y e a r s  took p la ce  under the c lo s e  su p erv isio n  
o f the re g u la to ry  a g e n c ie s  and w a s, by and la r g e , not in c o n s is te n t w ith the 
m o n e ta ry  p o lic ie s  p u rsu ed  by the F e d e r a l  R e s e r v e  S y stem .

W ith a p o licy  of r e s t r a in t  in the gran tin g  of c r e d it  goes a la rg e  m e a s u re  of 
r e s p o n s ib ility  fo r  the shaping o f the fa c e  o f the com m unity  w hich a bank serves 
w h eth er i t  be a r u r a l  fa r m  com m unity  o r the w orld  w ide m a rk e ts  o f our money 
c e n te r  ban ks. The assu m p tio n  th at v ir tu a lly  u n lim ited  liq u id ity  is  a v a ilab le , 
w hich p ervad ed  the philosophy of l ia b il ity  m an agem en t, allow ed b a n k ers  to 
avoid d ifficu lt c h o ic e s . In announcing B a n k a m e ric a  C o rp o ra tio n ’ s p o licy  of 
r e s t r a in t ,  M r. C lau sen  re co g n iz ed  that a ra tio n in g  p r o c e s s  n e c e s s a r i ly  flows 
fro m  such a p o licy . He sta ted :

C le a r ly  we cann ot m e e t a ll  the c r e d it  dem ands we now r e c e iv e .
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( , W e sh a ll continue to honor the n o rm a l e s s e n t ia l c r e d it
re q u ire m e n ts  of e s ta b lish e d  c u s to m e rs . But, as  we continue 
to s e rv e  th e ir  n e ed s, o th er b o rro w e rs  m ay find it  d ifficu lt to 
obtain  a ll  the funds d e s ire d .

The fa c t  th at h ard  c h o ic e s  m u st be m ade in the com ing m onths h as been  re fle c te d  
in th e grow ing d ebate o v er the is s u e  of c r e d it  a llo ca tio n . Som e C o n g ressm en  
and re s p e c te d  e co n o m ists  have argued  w ith fo r c e  that a m an d atory  fe d e ra l 
sy s te m  aim ed  at d ire c tin g  the flow of funds is  re q u ire d  to in su re  the p ro p er 
a llo ca tio n  of c r e d it  and, u ltim a te ly , a l l* r e a l  r e s o u r c e s  in the so c ie ty . To 
date, th e F e d  h as r e je c te d  the notion th at it  should im p lem en t m an d atory  
c re d it  a llo ca tio n  g u id elin es . R a th e r  the B o ard  has em p h asized  bank co op eratio n  
w ith volu ntary  g u id elin es .

In its  p r e s s  r e le a s e  of S e p tem b er 1.6, 1974, the B oard  of G o v ern o rs su m m arized  
the co n clu sio n s  of the s ta te m e n t of the F e d e r a l  A d visory  C ouncil to the B o ard  in 
th is  r e s p e c t .  The r e le a s e  sta ted :

The B o ard  re g a rd s  r e s t r a in t  in lending p o lic ie s  as e s s e n t ia l  to 
the n a tio n a l e ffo r t  to co n tro l in fla tio n . R e s tr a in t  b e s t  s e rv e s  
the p u blic in te r e s t  when lim ite d  c r e d it  r e s o u r c e s  a r e  u sed  in 
w ays th at en co u rag e  exp ansion  of p rod u ctive  ca p a c ity , su sta in  
key  s e c to r s  of n ation al and lo c a l e co n o m ics , provid e liqu id ity  
fo r sound b u s in e s s e s  in te m p o ra ry  d ifficu lty  and take  into 
acco u n t le g itim a te  need s of ind ivid uals and sm a ll a s  w ell as 
la r g e  b u s in e s s e s .

Even w ith in  the p a r a m e te r s  o f the F e d 's  gu id elin es d ifficu lt ch o ice s  a r e  posed .
A ban k er m u st n e c e s s a r i ly  fa c e  h ard  q u estio n s w hich p e rta in  not m e re ly  to an 
a n a ly s is  o f the y ie ld  and c r e d it  r i s k  of a given a s s e t  but to w hat is  good or bad 
in the long run fo r  the co m m u n ities  se rv e d  by th e ir  ban ks. I do not p retend  
th at the a n sw e rs  w ill be e a sy  or even that th e re  w ill be a r ig h t an sw er in each  
c a s e . I do b e lie v e , how ever, th at su ch  q u estio n s m u st be faced  and a n s w e re d --  
e ith e r  through the vo lu n tary  e x e r c is e  o f re s p o n s ib ility  by b a n k ers  o r through 
c r e d it  a llo c a tio n  p o lic ie s  im p lem en ted  a t th e fe d e ra l le v e l.

In addition to the ch a lle n g e s  fa c in g  b a n k e rs  and bank s u p e rv is o rs , events o f 
the p a s t y e a r  u n d e rsc o re  the need fo r  C o n g re ss  to give se r io u s  a tten tion  to 
c e r ta in  q u e s tio n s . In co n clu sio n , I would lik e  to touch b r ie f ly  on th re e  is s u e s  
w hich w ill p ro b ab ly  be the su b je c t of C o n g re ss io n a l scru tin y  in the com ing 
m onths.

F i r s t  o f a l l ,  C o n g re ss  w ill undoubtedly exam in e v e ry  c lo s e ly  the a ctio n s  of each  
of the banking a g e n c ie s  involved in the F ra n k lin  m a tte r  and the in so lv en cy  of 
A m e ric a n  Bank and T ru s t  in  South C a ro lin a . W hile th e se  c a s e s  w e re  re so lv e d  
exp ed itiou sly  and w ith a m in im u m  of i l l  e f fe c ts ,  they p rovid e in fo rm a tiv e  c a s e
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stu d ies w hich r e f l e c t  the options and p ro ce d u re s  p re se n tly  a v a ila b le  ift 
d ealin g  w ith fa ilin g  and trou bled  ban ks.

Am ong the is s u e s  w hich C o n g ress  m igh t a d d ress  a r e  d iv isio n  of responsibilities 
and ta s k s  am ong the a g e n c ie s , the r ig id ity  of the s ta tu to ry  options av a ilab le  to 
FD IC  under S e c tio n  13(c) and 13(e) of its  A ct, and the d isad van taged  position  
o f s ta te  n o n -m e m b e r banks w ith r e s p e c t  to em e rg e n cy  a c c e s s  to s h o r t- te r m  
liq u id ity .

In r a is in g  th e se  q u e s tio n s , I do not m ean  to su g g est e ith e r  a p e rso n a l position 
o r the inad equ acy  o f the p re s e n t fra m e w o rk . H ow ever, in tim e s  of econom ic 
u n ce rta in ty  including the p o s s ib ility  of fu tu re  liq u id ity  s t r a in s , p ru d ence 
would se e m  to re q u ire  c a re fu l co n sid e ra tio n  o f the to o ls  a v a ila b le  to the 
re s p o n s ib le  a g e n c ie s  fo r  d ealin g  w ith trou bled  f in a n c ia l in stitu tio n s  and indeed 
w ith o th er in stitu tio n s  e s s e n t ia l  to the p u blic .

Secon d ly , the d e p re ss io n  in the housing in d u stry  and the su b sta n tia l d is in te r ­
m ed iatio n  fro m  the th r if ts  w hich  o c c u rs  in tim e s  of high in te r e s t  r a te s  insures 
th at C o n g re ss  w ill on ce again  a d d ress  the reco m m en d atio n s of the Hunt 
C o m m issio n . P re d ic ta b ly , v ested  in te r e s ts  a r e  a lre a d y  jo ck ey in g  to lobby 
fo r  th at p o rtio n  of the p ackage w hich a p p ears  fa v o ra b le  to th em  and ag a in st 
th at w hich does not. In lig h t of the s e r io u s n e s s  of the s tra in s  w hich the system 
h as fe lt  the p a st few m o n th s, i t  se e m s to m e th at we cannot a ffo rd  a b u sin ess- 
a s -u s u a l ap p roach  to th is  p ie c e  of le g is la tio n .

It has been  d em o n stra ted  tim e  and again  th at R eg u la tio n  Q c e ilin g s  a r e  
in e ff ic ie n t and ca u se  s e v e re  dysfu nction  in the o p era tio n  o f our m oney m arkets. 
M o re o v e r , and to m y m ind, even m o re  im p o rtan tly , the Q ce ilin g s  constitu te 
a su bsidy o r s h e lte r  to the housing and th r if t  in d u str ie s  w hich is  funded by 
w hat co n stitu te s  a ta x  on low and m id d le -in co m e  s a v e r s .  In tim e s  of inflation 
w ith in te r e s t  r a te s  a t p re s e n t le v e ls ,  th is  ta x  is  u nw arranted  and u n fa ir .

I am  w e ll aw are  th at abru p t e lim in atio n  of R eg u la tio n  Q w ithout s ig n ifica n t 
m e a s u re s  to avoid d is lo ca tio n  would be g r o s s ly  ir r e s p o n s ib le . Y et th ose  
m e a s u re s  have been  defined and som e of th em  r e q u ire  s ta te  le g is la t iv e  action. 
A ll of th em  d e se rv e  our su pport. The tim e  h as co m e fo r  C o n g re ss , the 
a g e n c ie s  and the v a rio u s  in d u stry  groups to co n fro n t and re s o lv e  th is  question.

F in a lly , th e re  is  som e in d ica tion  th at C o n g re ss  w ill give co n s id e ra tio n  to the 
su b je c t of re g u la to ry  r e fo r m . U nlike the m a tte r  o f R eg u latio n  Q, we a re  only 
beginning s e r io u s  co n sid e ra tio n  of th is  su b je c t. The ra n g e  of so lu tion s is  
b ro ad , the q u estio n s co m p lex  and the in te r e s ts  co n flic tin g . The p r o c e s s  w ill 
r e q u ir e  c a re fu l thought, co m p ro m ise  and a w illin g n ess  to fo reg o  n arrow  
v e ste d  in te r e s ts .  I have not re so lv e d  in m y own m ind som e of the m o st basic 
q u e stio n s  and c e r ta in ly  have not begun to a d d ress  the m u ltitu d e of l e s s e r  
c o n s id e ra tio n s , but I am  convinced  th at the tim e  has com e to a d d re ss  and 
r e s o lv e  th e se  q u e stio n s .
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In su rvey in g  the f ifte e n  m onths of m y ten u re  a t the FD IC , and p a r t ic u la r ly  
the la s t  s ix  m o n th s, I am  rem in d ed  of the C h in ese  c u r s e , "M ay  you liv e  in 
in te re s tin g  t im e s , f  W e ll, we do liv e  in in te re s tin g  tim e s . Y e t, I am  ju s t  
enough of an o p tim ist to b e lie v e  that ra th e r  than cu rse d , we a r e  ch allen ged . 
I am  confid ent th at we w ill resp on d .

o O o
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