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N ineteen  se v e n ty - fo u r  h a s  been a d iff icu lt  y e a r  for  the banking in d u s t ry  a s  
w ell a s  fo r  the econom y. Thus f a r ,  how ever, agen cy  and in d u stry  r e s p o n s e  
to the liqu id ity  sq u e e z e  of the s u m m e r  and e a r ly  fa l l  and the p r o b le m s  of 
F r a n k l in  and A m e r ic a n  Bank and T r u s t  have p ro d u ced  co n c re te  ev idence  
o f r e s i l i e n c y  and s tren g th  in our banks and the f r a m e w o r k  of regu la t ion .
That ev id en ce  is  b u t t r e s s e d  by the fa c t  that in the fa c e  of s t r a in s  un like 
any experienced , s in c e  the D e p r e s s io n ,  th e re  h as  been  no r a s h  of fa i lu j .e s  
or the hint of pan ic . At the s a m e  t im e , the s t r a in s  of the p a s t  y e a r  and the 
u n certa in ty  of the co m in g  one have c r y s t a l l i z e d  the need fo r  b a n k e r s ,  the 
a g e n c ie s  and C o n g r e s s  to co m e  to g r ip s  with c e r ta in  p r o b le m s  and i s s u e s .

F i r s t  of a l l ,  b a n k e r s  should  app ly  the l e s s o n s  of the p a s t  y e a r .  The p a s t  
f ifteen  y e a r s  have p e r h a p s  been  am ong the m o s t  excit ing  and innovative 
p e r io d s  in banking h is to r y  a s  banks have expanded ra p id ly  and c r e a t iv e ly  
to m e e t  the n ee d s  of a  r a p id ly  expanding econom y. Am ong the v e h ic le s  fo r  
such  grow th h ave  been the holding com pany  m ov em en t,  the deve lopm en t of 
e x te n s iv e  in te rn a t io n a l  o p e ra t io n s  and l ia b il i ty  m an ag e m e n t.  The p a s t  y e a r  
h as  s e r v e d  to h ighlight the r i s k s  involved  in each  o f th e se  and to u n d e r s c o r e  
the n eed  fo r  d is c ip l in e .

The l ia b i l i ty  m a n a g e m e n t  a r e a  i s  i l lu s t r a t iv e .  A s su m in g  that they " c a n  buy 
a l l  the l iqu id ity  that they w ant in the m a r k e t  p la c e  if they a r e  w ill in g  to pay 
the p r i c e ,  " so m e  in st itu t ion s  have r e l ie d  f a r  too n eav ily  on p u r c h a s e d  funds 
a s  a  b a s i s  fo r  u n r e s t r a in e d  growth. This  p ro v e d  u n w ise  fo r  s e v e r a l  r e a s o n s .

A s  the F r a n k l in  and A m e r ic a n  Bank and T r u s t  e x p e r ie n c e s  d e m o n s tr a te ,  
a c c e s s  to the m oney m a r k e t s  can be lo s t  and, once lo s t ,  i s  d iff icu lt  if not 
im p o s s ib le  to r e g a in .  A se tb a c k  w hich o th e rw ise  m igh t  not have  p ro ven  
d i s a s t r o u s  m a y  le a d  to a  l o s s  of con fiden ce  and the outflow of "h o t or 
p u r c h a s e d  funds which i s  not s te m m e d  by the w il l in g n e s s  of the lender of 
l a s t  r e s o r t  to p ro v id e  funds or the s ta b i l iz in g  e f fo r t s  of other a g e n c ie s .

A n u m b er of other e f fe c t s  should  be noted. F i r s t ,  th e re  can  be l i t t le  doubt 
that the r a p id  d ec lin e  of c a p ita l  r e la t iv e  to e ith er  a s s e t s  or d e p o s i t s  i s  due 
in p a r t  to the a v a i la b i l i ty  of m oney m a r k e t  funds. Second , a  n um b er of 
in s t itu t io n s  w h ose  ra p id  grow th h as  been  b a s e d  in s ig n i f ic a n t  p a r t  on the u s e
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of p u r c h a s e d  funds to su p p o r t  m ed iu m  or lo n g - te r m  a s s e t s  have e x p e r ie n c e d  
a d e c l in e  in e a r n in g s  w hile  bank e a rn in g s  g e n e r a l ly  have stood  a t  high le v e l s .  
T h is  phenom enon h a s  been  e x a c e r b a te d  by the a p p e a r a n c e  of a m u l t i - t ie r e d  
p r i c e  s t r u c tu r e  in the m on ey  m a r k e t s  - -even  in the overn igh t  fe d e r a l  funds 
m a r k e t .  T h is  h a s  tended, by and l a r g e ,  to fa v o r  l a r g e  m oney  cen ter  
in s i tu t io n s  and p e n a l iz e  the a g g r e s s i v e  r e g io n a l  p u r c h a s e  of funds. T h ird , 
so m e  c r i t i c s  have a t tr ib u ted  a d ec lin e  in c r e d i t  qua lity , a s  r e f le c te d  by an 
i n c r e a s e  in loan  l o s s e s ,  to lax ity  induced by the e a s y  a v a i la b i l i ty  o f funds.
While I doubt that m o s t  banks have e a s e d  s t a n d a r d s ,  th e re  can  be l i t t le  
d isp u te  that the a s su m p tio n  of u n lim ited  l iqu id ity  c a u se d  a r e la x a t io n  of 
d i s c ip l in e  in so m e  b a n k s .  F in a l ly ,  it i s  p ro b a b ly  a l s o  tru e  that the s a m e  
a s s u m p t io n s  led  to loan  c o m m itm e n ts  that a r e  now provin g  e m b a r r a s s i n g  
or inconvenient.

F o r  th e se  r e a s o n s ,  it i s  now c l e a r  that exp an sion  should not be b a s e d  on the 
p r e s u m e d  a v a i la b i l i ty  of p u r c h a se d  funds at an a c c e p ta b le  c o s t .  R a th e r ,  
ex p a n s io n  should be a function of the n a tu ra l  le v e l  of d e p o s i t s ,  addition  of 
c a p ita l  and the c o n c r e te  exp ectat ion  of in com e. S im i la r ly ,  banks should 
not re sp o n d  cto c r e d i t  n ee d s  on a d a y - to - d a y  b a s i s  nor m a k e  loan  c o m m itm e n ts  
a s s u m in g  the a v a i la b i l i ty  o f v ir tu a l ly  u n lim ited  liqu id ity  in the m oney  m a r k e t s .

M o r e o v e r ,  banks should  r e c o g n iz e  that, in the sh o r t - to - m e d iu m  run at  l e a s t ,  
c a p i t a l  n e c e s s a r y  to su p p o r t  exp an sion  m u s t  be g e n e ra te d  f r o m  e a rn in g s .
T h is  f low s f r o m  the fa c t  that the p r e s e n t  p r i c e s  of bank s to c k s  and the c o s t  
and u n su ita b i l i ty  of debt financing  fo r e c lo s e  the c a p ita l  m a r k e t s  fo r  a g r e a t  
m an y  b an k s . A c c o rd in g ly ,  b anks w ish in g  to expand w ill  a l s o  have to r e ly  
on the b a s i c s  o f sound b a n k in g - - g r e a te r  attention  m u st  be p a id  to c o s t s ,  the 
p r ic in g  o f s e r v i c e s  and the p ro f i ta b i l i ty  of l in e s  of s e r v i c e s  and l a r g e  c u s to m e r  
a c c o u n ts .

F in a l ly ,  with the u n se t t le d  s ta te  of our own and the w or ld  econom y, b a n k e rs  
should  no lo n g e r  ex p ect  the lu xu ry  o f r e la t iv e ly  s ta b le  conditions and 
c e r t a in ly  not the s o r t  of boom  and ex p an s ion  which c h a r a c te r iz e d  the 
b e t te r  p a r t  o f the s i x t ie s  and the e a r ly  s e v e n t ie s .  F o r  e x a m p le ,  we a r e  
in the m id s t  of a  r e c e s s i o n  the s e v e r i ty  and depth of which i s  u n certa in .
In th is  c l im a te ,  it i s  only r e a s o n a b le  to exp ect  that in m an y  a r e a s  of the 
cou ntry , b u s i n e s s e s  w il l  e x p e r ie n c e  th e ir  own liqu id ity  p r o b le m s  and that 
loan  l o s s e s  and d e l in q u e n c ie s  w ill  i n c r e a s e .  A n tic ip at in g  th o se  cond ition s, 
b a n k e r s  should  fo c u s  on c r e d i t  and in v e stm e n t  qu a lity , avo id in g  the r i s k  
a s s o c i a t e d  with high y ie ld ing  but sp e c u la t iv e  v e n tu re s .  At the s a m e  t im e ,  
b a n k e r s  m u s t  be  p r e p a r e d  to a s s i s t  c u s t o m e r s  and e n t e r p r i s e s  in th e ir  
c o m m u n it ie s  through what m a y  be v e r y  d if f icu lt  t im e s .

M any b a n k e r s  a r e  a l r e a d y  m oving  ra p id ly  and e f fe c t iv e ly  to m a k e  the r e q u ir e d  
a d ju s tm e n t s .  B a n k a m e r i c a ' s  P r e s id e n t  A. W. C la u s e n 's  announcem ent o f  a 
fo r m a l  p o l ic y  o f  r e s t r a i n t  r e p r e s e n t s  a  d r a m a t ic  in d ica tion  that th is  i s  the
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c a s e .  In p a r t  he s ta ted :

E c o n o m ic  gro w th m an sh ip --w ith o u t  equal co n cern  for  quality  
and s tay in g  p o w e r —h a s  a lw a y s  been  a fau lty  philosophy. Today, 
m o r e  than e v e r ,  it i s  a  ph ilosophy  at odds with the econom ic  
n ee d s  and f in a n c ia l  r e a l i t i e s  of th is country.

and:

Given th e se  d iff icu lt  f in a n c ia l  t im e s  of high in te r e s t  r a t e s  and 
u n p re ce d e n te d  loan  d em an d , we a r e  convinced that s h a r e h o ld e r s ,  
d e p o s i t o r s  and the public  a t  l a r g e  a l l  a r e  b e tte r  s e r v e d  by a  
p o l icy  that g iv e s  the quality  of a s s e t s  and the s ta b i l i ty  of 
e a r n in g s  h igh er  p r io r i ty  am ong c o r p o r a te  g o a ls  than s i z e  a lone .

T h is  a p p ro a c h  m u s t  be app lau d ed  and m igh t w e ll  s e r v e  a s  a p o l icy  s ta te m e n t  
fo r  the in d u stry .

With a p o l icy  o f r e s t r a i n t  in the gran tin g  of c r e d i t  g o e s  a l a r g e  m e a s u r e  of 
r e s p o n s ib i l i ty  fo r  the sh ap ing  of the f a c e  of the com m unity  which a bank 
s e r v e s - - w h e th e r  it  be a r u r a l  com m unity  or the w orldw ide  m a r k e t s  of^ 
our m oney  c e n te r  b a n k s .  The a s su m p tio n  that v ir tu a l ly  u n lim ited  liqu id ity  
i s  a v a i la b le ,  w hich p e rv a d e d  the ph ilo sophy  of l ia b il i ty  m an ag e m e n t,  a llow ed 
b a n k e r s  to avo id  d if f ic u lt  c h o ic e s .  The t im e  of that luxury  i s  p ro b a b ly  p a s t .  
In announcing B a n k a m e r ic a  C o r p o r a t io n ’ s p o l ic y  of r e s t r a in t ,  i t s  p re s id e n t ,  
M r .  A. W. C la u se n ,  r e c o g n iz e d  that a ra t io n in g  p r o c e s s  n e c e s s a r i l y  flows 
f r o m  su ch  a  p o licy .  He s ta ted :

C le a r ly  w e cannot m e e t  a l l  the c r e d i t  d em an d s we now r e c e iv e .
We sh a l l  continue to honor the n o r m a l  e s s e n t i a l  c r e d i t  r e q u i r e 
m e n ts  of e s t a b l i s h e d  c u s t o m e r s .  But, a s  we continue to s e r v e  
th e ir  n e e d s ,  o ther b o r r o w e r s  m a y  find it  d if f icu lt  to obtain  a l l  
the funds d e s i r e d .

The fa c t  that h a rd  c h o ic e s  m u s t  be  m a d e  in the com ing  m onths h a s  a l s o  
been  r e f l e c t e d  in the grow ing d eb ate  o v e r  the i s s u e  of c r e d i t  a l lo ca t io n .
S o m e  m e m b e r s  o f  C o n g r e s s  and r e s p e c t e d  e c o n o m is t s  have a r g u e d  with 
f o r c e  that a  m a n d a to r y  s y s t e m  a im e d  at  d ire c t in g  the flow of funds i s  
r e q u ir e d  to in s u r e  the p r o p e r  a l lo c a t io n  of c re d it .  In a re c e n t  s ta te m e n t  
C o n g r e s s m a n  H enry  R e u s s  in d ica ted  that he w ill  p r e s s  for m a n d a to ry  
c r e d i t  g u id e l in e s  in the next C o n g r e s s .  To d a te ,  the F e d  h as  r e je c t e d  
the notion that it should  im p le m e n t  m a n d a to ry  c r e d i t  a l lo c a t io n  g u id e l in e s ,  
e m p h a s iz in g  in s te a d  bank c o o p e ra t io n  with v o lu n tary  g u id e l in e s .

In i t s  p r e s s  r e l e a s e  of S e p te m b e r  16, 1974, the B o a rd  of G o v e rn o r s  
s u m m a r iz e d  the c o n c lu s io n s  o f the s ta te m e n t  o f the F e d e r a l  A d v iso r y
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Council to the B o a r d  in th is  r e s p e c t .  The r e l e a s e  s ta ted ;

The B o a rd  r e g a r d s  r e s t r a in t  in lending p o l ic ie s  a s  e s s e n t i a l  to 
the n ation al e ffo r t  to con tro l  inflation . R e s t r a in t  b e s t  s e r v e s  
the pub lic  in t e r e s t  when l im ite d  c r e d i t  r e s o u r c e s  a r e  u se d  in 
w a y s  that e n c o u ra g e  exp an sion  of p ro d u c t iv e  c a p a c ity ,  su s ta in  
key  s e c t o r s  of n at ion al and lo c a l  e c o n o m ic s ,  p ro v id e  liquidity  
for  sound b u s i n e s s e s  in t e m p o r a r y  d iff icu lty  and take  into 
accou n t le g i t im a te  n eed s  of in d iv id u als  and s m a l l  a s  w e ll  a s  
l a r g e  b u s i n e s s e s .

Even  w ithin the p a r a m e t e r s  of the F e d ' s  gu id e lin e s  d iff icu lt  c h o ic e s  a r e  
p o se d .  A ban k er  m u s t  n e c e s s a r i l y  fa c e  h ard  q u e s t io n s  which p e r ta in  
not rre r e ly  to an a n a ly s i s  of the y ie ld  and c r e d i t  r i s k  of a  g iven  a s s e t  but 
to what i s  good o r  bad  in the long run for the c o m m u n it ie s  s e r v e d  by th e ir  
b a n k s .  I do not p re ten d  that the a n s w e r s  w ill  be e a sy  or even that th e re  
w il l  be  a  r ig h t  a n sw er  in each  c a s e .  I do b e l ie v e ,  h ow ever, that such  
q u e s t io n s  m u s t  be  fa c e d  and a n sw e r e d  — e ither through the vo lu n tary  
e x e r c i s e  of cr e s p o n s ib i l i ty  of b a n k e r s  or through c r e d i t  a l lo c a t io n  p o l ic ie s  
im p lem en ted  a t  the f e d e r a l  le v e l .

M o r e o v e r ,  in m y  ju d gm en t,  b a n k e r s  m u s t  r e a l i z e  that it i s  not enough 
m e r e ly  to o p p o se  c o n tro ls  a rg u in g  that they con st itu te  an unw orkab le  
in te r fe r e n c e  with the o p e ra t io n  of the m a r k e t  p la c e .  R a th e r ,  they m u st  
d e m o n s tr a te  in c o n c r e te  fa sh io n  that the public  in te r e s t ,  and not m e r e ly  
that o f banks or th e ir  good c u s t o m e r s ,  a r e  b e s t  s e r v e d  by a  s y s t e m  which 
r e l i e s  on ind iv idu al e x e r c i s e  of r e s p o n s ib i l i ty .  In the p r e s e n t  p o l i t ic a l  
and eco n o m ic  env ironm ent, the f a i lu r e  to m ak e  that c a s e  w ill  and should 
so o n e r  or l a t e r  le a d  to fu r th e r  fe d e r a l  in tervention  in th is  a r e a .

In c a ll in g  for  g r e a t e r  d i sc ip l in e  and s e l f - r e s t r a i n t  in the in d u stry ,  the 
s u p e r v i s o r y  a g e n c ie s  m u s t  tak e  c a r e  to u n dergo  th e ir  own p r o c e s s  of 
c r i t i c a l  s e l f -e x a m in a t io n .  B ank  su p e r v is io n  m u s t  ad ap t to the p r e s e n t  
eco n o m ic  en v iron m en t and to the g r e a t ly  in c r e a s e d  co m p le x ity  and im p o rta n c e  
o f the b u s in e s s  o f banking that h a s  r e s u l t e d  f r o m  the innovation and exp an sion  
o f the p a s t  f ifteen  y e a r s .  It m a y  be tru e  that so m e  b a n k e r s  w e r e  " c a r e l e s s "  
in th e ir  p u r s u i t  of grow th a t  any p r ic e .  H ow ever , it would be u n fa ir  not to 
f r a n k ly  ackn ow ledge  that the ph ilo soph y  and p r a c t i c e s  which h ave  c h a r a c t e r 
iz e d  banking during  the p a s t  dozen y e a r s  did  take  p la c e  under the su p e r v is io n  
of the r e g u la to r y  a g e n c ie s .

In ad d it ion  to the c h a l le n g e s  fa c in g  b a n k e r s  and bank s u p e r v i s o r s ,  events 
o f the p a s t  y e a r  u n d e r s c o r e  the n eed  fo r  C o n g r e s s  to g ive  s e r io u s  attention  
to c e r t a in  q u e s t io n s .  In co n c lu s io n , I would l ike  to touch b r ie f ly  on th re e  
i s s u e s  w hich w il l  p ro b a b ly  be  the su b je c t  o f C o n g r e s s io n a l  s c ru t in y  in the 
co m in g  m on th s .
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F i r s t  o f a l l ,  C o n g r e s s  w il l  undoubtedly exam in e  v e ry  c lo s e ly  the ac t io n s  
of each  of the banking a g e n c ie s  involved  in the F ra n k lin  m a t te r  and the 
in so lv e n c y  of A m e r ic a n  Bank and T r u s t  in South C a ro lin a .  While th e se  
c a s e s  w e r e  r e s o lv e d  ex p e d it io u s ly  and with a m in im u m  of i l l  e f f e c t s ,  they 
p ro v id e  in fo rm a t iv e  c a s e  s tu d ie s  which r e f l e c t  the options and p r o c e d u r e s  
p r e s e n t ly  a v a i la b le  in d ea lin g  with fa i l in g  and trou b led  banks.

A m ong the i s s u e s  which C o n g r e s s  m igh t a d d r e s s  a r e  d iv is io n  of 
r e s p o n s ib i l i t i e s  and t a 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 a v a i la b le  to FD IC  under Section  13(c) and 13(e) of 
i t s  A ct ,  and the d isa d v a n ta g e d  p o s it io n  of s ta te  n o n -m e m b e r  banks with 
r e s p e c t  to e m e rg e n c y  a c c e s s  to s h o r t - t e r m  liqu id ity .

Seco n d ly , the d e p r e s s io n  in the housing  in d u stry  and the su b s ta n t ia l  
d i s in te r m e d ia t io n  f r o m  the th r i f t s  which o c c u r s  in t im e s  of high in t e r e s t  
r a t e s  in s u r e s  that C o n g r e s s  w il l  once ag a in  a d d r e s s  the re c o m m e n d a t io n s  
o f the Hunt C o m m is s io n  and in the p r o c e s s  the q u est io n  of in te r e s t  r a te  
c e i l in g s .  A lr e a d y  Sen a to r  M c In ty r e 's  su b c o m m itte e  h as  begun the final 
m a rk u p  of the F in a n c ia l  In stitu tion s A ct. P r e d ic ta b ly ,  v e s te d  in t e r e s t s  
a r e  a l r e a d y  jo c k e y in g  to lobby fo r  that portion  of the p a c k a g e  which a p p e a r s  
fa v o r a b le  to them  and a g a in s t  that w hich d oes  not. In light of the s e r i o u s n e s s  
of the s t r a in s  which the s y s t e m  h a s  fe lt  in the p a s t  few m on th s, it s e e m s  to 
m e  that w e cannot a f fo rd  a b u s i n e s s - a s - u s u a l  a p p ro ac h  to th is  p ie c e  of 
l e g i s la t io n .

It h a s  been  d e m o n s tr a te d  t im e  and a g a in  that R e gu la tio n  Q c e i l in g s  a r e  
in e ff ic ie n t  and c a u s e  s e v e r e  dysfunction  in the o p era t io n  of our m on ey  
m a r k e t s .  M o r e o v e r ,  and to m y  m ind m o r e  im p o rtan tly ,  the Q c e i l in g s  
c o n st i tu te  a  su b s id y  or  sh e lte r  to the h ousing  and th r if t  in d u s t r ie s  which 
i s  funded by w hat c o n s i tu te s  a  t a x  on low and m id d le - in c o m e  s a v e r s .  In 
t im e s  o f in fla tion  with in te r e s t  r a t e s  a t  p r e s e n t  l e v e l s ,  th is  t a x  i s  
u n w a rra n te d  and u n fa ir .

I a m  w e ll  a w a r e  that ab ru p t  e l im in a tio n  of R e gu la t io n  Q without s ig n i f ic a n t  
m e a s u r e s  to av o id  d i s lo c a t io n  w ould be g r o s s l y  i r r e s p o n s ib le .  Yet th o se  
m e a s u r e s  w e r e  defined  in the r e p o r t  of the Hunt C o m m is s io n  and a r e  
in c lu d ed  in the p r o p o se d  F in a n c ia l  In stitu tion s A ct w hich i s  b e fo r e  C o n g r e s s .  
If o ther s a f e g u a r d s  and t r a n s i t io n a l  m e a s u r e s  a r e  r e q u ir e d ,  they d e s e r v e  
our su p p o r t .  The t im e  h a s  co m e fo r  C o n g r e s s ,  the a g e n c ie s ,  and the 
v a r io u s  in d u stry  g ro u p s  to confront and r e s o lv e  th is  q u est ion .

F in a l ly ,  th e re  i s  so m e  ind ica tion  that C o n g r e s s  w il l  g iv e  c o n s id e r a t io n  
to the su b je c t  of r e g u la to r y  r e f o r m .  Unlike the m a t te r  o f R e gu la t io n  Q, 
w e a r e  only beginn ing s e r io u s  c o n s id e ra t io n  of th is  su b je c t .  The ra n g e
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o f so lu t io n s  i s  b r o a d ,  the q u e s t io n s  c o m p le x  and the in t e r e s t s  conflic t ing . 
The p r o c e s s  w il l  r e q u ir e  c a r e fu l  thought, c o m p r o m is e  and a w il l in g n e ss  
to fo re g o  n a r ro w  v e s te d  in t e r e s t s .  I have not r e s o lv e d  in m y own m ind 
a l l  of the m o s t  b a s i c  q u e s t io n s  and c e r ta in ly  have not begun to a d d r e s s  
the m u ltitu d e  o f l e s s e r  c o n s id e r a t io n s ,  but I a m  convinced  that the t im e  
h a s  co m e  to a d d r e s s  and r e s o lv e  th e se  q u e s t io n s .  I am  an xious to h ear  
your thoughts and th o se  of m y  fe llow  p a n e l i s t s  on th is  su b jec t .
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