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We a r e  in the m id st o f a p erio d  in w hich th e re  l ie s  p o ten tia l fo r  rap id  and 
fundam ental chan ge. As the in d u stry , the a g e n c ie s  and C o n g ress  fa c e  the 
fu ture th e re  a r e  two p o ss ib le  c o u rs e s  of actio n  fo r dealing  w ith the chan ges 
that a r e  o c c u rr in g  o r w ill o c c u r . T h e re  can  be a com m on and co n ce rte d  
e ffo rt to co n tro l and shape events w ith the o b je c tiv e  of c re a tin g  a m o re  sound, 
f le x ib le  f in a n c ia l sy s te m  b e tte r  a b le  to m e e t the c r e d it  need s of our econom y 
and m o re  r e s i l ie n t  in the fa c e  of freq u en t and v a rie d  sh o ck s . O r, th e re  can  
be a frag m en ted  r e a c tio n  to e ach  change as  has been  c h a r a c te r is t ic  of the p ast.

The p a s t f ifte e n  y e a r s  have been  by fa r  the m o st e x citin g  and innovative p eriod  
in banking h is to ry . Responding to co m p etitio n  and the need s of c u s to m e rs , 
banking h as b u rs t  out of its  stodgy and co n se rv a tiv e  sh e ll. G eographic 
b a r r ie r s  to co m p etitio n  fe l l  as the holding com pany m e ch a n ism  allow ed a 
m u ltis ta te  p r e s e n c e , b ran ch in g  r e s t r ic t io n s  w e re  m od ified  and banks developed 
ex te n siv e  in te rn a tio n a l o p e ra tio n s . Innovative tech n iq u es in s tru ctu rin g  and 
m anaging a s s e ts  and l ia b i l i t ie s  have allow ed banks to resp on d  to both the 
in c re a s e d  dem and fo r  co n su m er s e r v ic e s  and the so p h istica ted  re q u ire m e n ts  
of b u s in e ss  c u s to m e rs . A ll th is  h as been  fa c ilita te d  by te ch n o lo g ica l b r e a k ­
throughs in the p ro c e s s in g  and tr a n s m is s io n  of in fo rm atio n , w ith fu rth e r  
change p ro m ise d  through im p lem en ta tio n  of E F T  sy s te m s . In sh o rt, banks 
have b een  in tune w ith and resp on d ed  a g g re s s iv e ly  to the need s of a co m p lex , 
p ro sp e ro u s and expanding econom y.

Com ing on the h e e ls  of m any y e a rs  of o p tim ism  and grow th, 1974 has been  a 
d ifficu lt y e a r  fo r the in d u stry  w ith the outlook fo r  197 5 re fle c t in g  a le v e l o f 
p e s s im is m  not fe lt  s in c e  the th ir t ie s .  Such fa c to r s  as the p ro tra c te d  o rd ea l 
of F ra n k lin  N ation al B an k, 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 e ric a n  Bank and T ru s t  
in South C a ro lin a , n o to r ie ty  given r e c e n t  bank fa ilu r e s  in E u ro p e, in s ta b ility  
in the fo re ig n  c u rre n c y  m a rk e ts  and the situ ation  in the M iddle E a s t  could 
h ard ly  help but c r e a te  an a ir  o f u n ce rta in ty . M o re o v e r , it  is  now c le a r  that 
our econ om y is  in w o rse  s t r a i t s  than m any im agin ed  p o ss ib le  a few m onths ago. 
The debate  now is  not about w h eth er we a r e  in a r e c e s s io n , but w heth er its  
shape w ill be a " Y " ,  a " U " ,  or an " L " .

N e v e r th e le s s , I am  con fid en t th a t the banking sy s te m  as a w hole is  cap ab le  of 
su sta in in g  s tra in s  s ig n ific a n tly  m o re  s e v e re  than th o se  p re se n tly  envision ed . 
A gency and in d u stry  re sp o n se  to the liq u id ity  sq u eeze  of the su m m er and 
e a r ly  fa ll  and the re so lu tio n  of F r a n k lin 's  and A m e ric a n  Bank and T r u s t 's  
p ro b le m s have 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 re g u la tio n . T hat ev id en ce  is  b u ttre s s e d  by the 
fa c t  th at in th e fa c e  of s tra in s  u n like any e x p e rie n ce d  s in c e  the D e p re ss io n , 
th e re  has b een  no r a s h  o f fa ilu r e s  o r the hint of p an ic . C e rta in ly , th e re  is  
no re a s o n  to e x p e ct the s o r t  o f ch aos and shakeou t th at is  o c c u rr in g  in the 
s e c u r i t ie s  in d u stry .
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T h is is  not to say , h ow ever, th at the e ffe c ts  of c u rre n t eco n o m ic d ifficu ltie s  \j 
w ill be in s ig n ifica n t. A lre a d y , the s tra in s  of 1974 have u n d e rsco re d  r is k  and J 
sh o rtco m in g s in  c e r ta in  banking p r a c t ic e s ,  including the holding com pany 
m o v em en t, in te rn a tio n a l o p era tio n s  and lia b il ity  m an agem en t, w hich m ay not 
have b een  a p p re c ia te d  p re v io u sly . In com in g  m onths loan  lo s s e s  a re  certa in  
to r i s e ,  and, i f  the r e c e s s io n  p ro v e s  v e ry  s e v e r e , the in c id e n ce  of bank failures 
o r co n so lid a tio n s  could in c r e a s e  som ew hat. A cco rd in g ly , it  se e m s  c le a r  that 
our c u rre n t  econ om ic d is t r e s s  w ill a f fe c t  banking, as  w e ll as  o th er ind u stries, 
to an exten t and in w ays not yet d e term in ed .

M o re o v e r , it  is  w e ll to r e c a l l  the o ft-m a d e  o b se rv a tio n  th at s ig n ific a n t changes 
in  our f in a n c ia l sy s te m  o ccu r  only in tim e s  of c r i s i s .  R e fle c tin g  the mood of 
the cou n try , the C o n g re ss  ju s t  e le c te d  is  lik e ly  to be one of the m o st re fo rm - 
m inded and c o n s u m e r-o r ie n te d  in th e n a tio n 's  h is to ry  and m ay  be im p atien t 
w ith  old so lu tio n s th at do not w o rk --e v e n  when the a lte rn a tiv e s  a r e  le s s  than 
c le a r .

In the co n tex t o f w hat se e m  to be con v erg in g  c u rre n ts  of change it  is  im portant 
to note th a t the le v e l of r i s k  in the banking sy s te m  has in c re a s e d  sig n ifican tly  
as  a r e s u lt  of th e a g g r e s s iv e n e s s  and innovation th at has c h a r a c te r iz e d  m ajor 
seg m en ts  of the in d u stry  in r e c e n t  y e a r s .  A re v ie w  of so m e of the e lem en ts 
of r i s k  th at have grow n out of th is  p erio d  of c r e a tiv ity  and exp an sion  underscore 
the need  fo r  b a n k e rs , the a g e n c ie s  and C o n g re ss  to resp on d  in d isc ip lin ed  and g 
co ord in ated  w ays to the p ro b le m s and is s u e s  a t hand. J

R e c e n t a c tio n s  of the F ed  w ith re g a rd  to holding co m p an ies have se rv e d  to 
h igh ligh t one su ch  a r e a  of in c re a s e d  r is k .  W hile the to ta l equity  of som e 
holding com pany sy s te m s  is  s ig n ific a n tly  g r e a te r  than th at o f th e ir  banking 
s u b s id ia r ie s , th at is  not alw ays the c a s e . E q u ity  ca p ita l m ay a ctu a lly  be less  
when com puted on a co n so lid a ted  b a s is  than fo r the bank a lo n e . A s a re su lt , 
the am ount of equity  w hich on ce supported  the r is k s  o f a s in g le  banking system  
now su p p orts the bank plus a v a r ie ty  of e n te r p r is e s . The rap id ity  w ith which 
change h as o c c u rre d  is  seen  in  r e c e n t  Salom on B ro th e rs  s t a t is t ic s  w hich 
showed th at the co m p o site  ra tio  of to ta l c a p ita l funds to to ta l a s s e t s ,  le s s  
ca sh  and due fro m  b an k s, of the tw en ty -fiv e  la r g e s t  bank holding com p an ies 
d eclin ed  fro m  8 .8  p e rc e n t in 1972 to 7, 7 p e rc e n t in 1973 . At the sam e tim e 
the ra tio  of equity  ca p ita l to n o n -c a sh  a s s e ts  d eclin ed  fro m  7. 2 p e rc e n t in 
1972 to 6. 2 p e rc e n t.

P o te n tia lly  m o re  tro u b le so m e  is  th e fa c t  th at th e  fa ilu re  o r d is t r e s s  of an 
a f f i l ia te  in the holding com pany sy s te m  m ay a ffe c t  the bank i t s e l f .  The danger 
is  tw ofold. F i r s t  of a ll ,  th e re  w ill be g re a t  tem p tation  to tap the bank as an 
an sw er to th e p ro b le m s or n eed s of a f f i l ia te s .  Secon d ly , even w h ere  the bank 
is  e ffe c t iv e ly  in su la ted  fro m  d ir e c t  f in a n c ia l d ra in , holding com pany p roblem s 
a r e  o ften  r e f le c te d  in m a rk e t ju d gm en ts about the bank i t s e l f .  T h is is  
en co u rag ed  by the fa c t  th at m any holding com pany e x e cu tiv e s  would a g re e
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with R onald  T e r r y ,  P r e s id e n t  of F i r s t  T e n n e sse e  N ational C o rp o ra tio n , who 
stated : " I  th ink w e should keep  the b an k 's  p re s t ig e  behind the ca p ita l m a rk e t 
is su e s  of a f f i l ia te s ,  k  The d ark  sid e  of th is  ap p ro ach  w as g ra p h ica lly  il lu s tra te d  
in the B e v e r ly  H ills  B an co rp  ca se --u n d o u b ted ly  a so u rce  of Fed  c o n c e rn  in th is  
a re a . An a f f i l ia te  of the B e v e r ly  H ills  B an co rp , the B e v e r ly  H ills  N ational 
Bank, had been  se llin g  som e of its  p a re n t co m p an y 's  c o m m e rc ia l p ap er. When 
the tro u b led  p a re n t w as u nable to m e e t in te r e s t  paym ents on th e p ap er, a run 
on the o th e rw ise  sound bank w as tr ig g e re d . As a r e s u lt ,  the holding com pany 
was fo rc e d  to liq u id ate  the b a n k 's  a s s e ts  through sa le  to W ells  F a rg o .

The g re a t  exp an sion  of in te rn a tio n a l banking o p era tio n s is  a secon d  so u rce  
of in c re a s e d  r is k .  F o re ig n  a s s e ts  ran g e  betw een 42 . 8 and 30. 4 p e rc e n t of 
the to ta l a s s e ts  o f our fiv e  la r g e s t  b an k s, and they a r e ,  in m any c a s e s ,  
re sp o n s ib le  fo r  the d ra m a tic  drop w hich h as been  se e n  in th e ca p ita l ra tio s  
of som e of our la r g e r  b an k s. F o r  exam p le , one m oney c e n te r  bank has a 
ra tio  of equity plus r e s e r v e s  to to ta l a s s e ts  of 6. 6 p e rce n t when com puted 
on d o m e stic  b a s is  and 2. 9 p e rc e n t when in te rn a tio n a l o p era tio n s  a r e  includ ed.

In addition to sp read in g  m o re  th in ly  th e s y s te m 's  ca p ita l r e s o u r c e s ,  such 
o p eratio n s co n ta in  th e ir  own p e r i l ,  e sp e c ia lly  fo r the a g g re s s iv e  u n in itia te . 
F ra n k lin  N ational B a n k 's  e x p e r ie n c e  in the fo re ig n  exchange m a rk e t is  a c a s e  
in point, but the lo s s e s  of L lo y d 's  S w iss b ran ch  in the fo re ig n  cu rre n c y  a r e a  
d e m o n stra te  th at even th e m o st e s ta b lish e d  and prudent of in stitu tio n s  can  be 
burned. F u r th e r m o r e , the p re c a r io u s  s ta te  of the in te rn a tio n a l p aym ents 
sy ste m , the d isru p tiv e  e ffe c ts  o f the flood of p e tro d o lla rs  and the fin a n c ia l 
p ro b le m s of co u n tr ie s  w hich a r e  su b sta n tia l d eb to rs  to A m e ric a n  banks have 
each se rv e d  to g re a tly  in c r e a s e  the r is k  of in te rn a tio n a l o p era tio n s .

P a ra lle lin g  and to a s ig n ific a n t d e g ree  funding exp an sion  abroad  h as been  an 
ap p lica tio n  of the l ia b il ity  m an agem en t th eo ry  of bank liq u id ity . 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 sc r ib e d  by L ehm 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  th at you c a n 't  look at the old 
r a t io s .  They d on 't apply an y m o re w hen people can buy a ll  the 
liq u id ity  they  w ant in the m a rk e tp la c e  if  they a r e  w illin g  to 
pay the p r ic e .

The b e n e fits  of th is  ap p roach  a r e  su b sta n tia l. Not co n stra in e d  by the le v e l 
of d ep o sits  grow ing out of n o rm a l cu sto m e r re la tio n s h ip s , m oney c e n te r  and 
re g io n a l banks resp on d ed  to bu rgeoning c r e d it  dem and s. It a lso  allow ed 
re g io n a l banks to a ch iev e  or beg in  to r e a l iz e  th e ir  in te rn a tio n a l am b itio n s . 
S m a lle r  banks have b en efited  as w e ll s in c e  m any p ro fite d  h and som ely  a s  n et 
le n d e rs  of fe d e ra l funds. The rap id ity  of change in th is  a r e a  is  r e f le c te d  in
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the fa c t  th at the ra tio  of p u rch a se d  funds to a s s e t s  fo r  la r g e r  banks grew 
fro m  7. 8 p e rc e n t in 1965 to 14. 3 p e rc e n t in 1970 , and to 2 6 . 5 p e rc e n t in 
Ju n e  1974 . F o r  m any in s titu tio n s , grow th w as fa r  m o re  d ra m a tic .

N otw ithstanding its  b e n e fits , r e s o r t  to the m oney m a rk e ts  as  a so u rc e  of 
liq u id ity  w as not w ithout its  p e r i ls  and se rv e d  to add an oth er e lem en t of 
r i s k  to the s y s te m . T h e se  w e re  d ra m a tiz e d  by even ts in 1974 , w hich 
included 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 
b u s in e ss  b o rrow in g  fro m  ban ks, th at grew  at an annual r a te  of m o re  than 
25 p e rc e n t through the su m m e r.

F ra n k lin , of c o u rs e , is  the c le a r e s t  exam p le  of an in stitu tio n  w hich  re lied  
fa r  too h eav ily  on p u rch ased  funds a s  a b a s is  fo r  rap id  exp an sion . Anxious 
to a ch ie v e  sta tu s as  a m oney c e n te r  in stitu tio n , the bank p u rch ased  funds 
in in c re a s in g  p ro p o rtio n s to su pport r is k y  a s s e ts .  M ore  im p o rta n tly , as 
the bank p e n e tra ted  new m a r k e ts , grow th fa r  o u tstrip p ed  m an agem en t skill. 
W hat w as on ce a r e la t iv e ly  sound Long Islan d  in stitu tio n  b e ca m e  a m u lti­
n ation al e n te r p r is e  situ ated  in la v ish ly  appointed M anhattan  q u a r te r s  yet 
la ck in g  the depth and m a n a g e r ia l e x p e r t is e  re q u ire d  to run the suddenly 
co m p lex  o p era tio n . U nable to c o n tro l e x p e n se s , m an ag em en t soon faced  
a s e r io u s  e a rn in g s  p ro b le m , w hich w as p ro b ab ly  the u ltim a te  ca u se  of the 
b an k ’ s dow nfall. Indeed, one m igh t sp e cu la te  th at F r a n k lin 's  w e ll-p u b lic iz r  
fo re ig n  exch an ge lo s s e s  w e re  the r e s u lt  o f a tte m p ts  to reco u p  lo s s e s .

The m o st d ra m a tic  e lem en t o f r i s k  involved in th e view  o f b a n k e rs  that they 
can  buy a ll  the liq u id ity  they w ant in the m a rk e tp la c e  i f  they  a r e  w illin g  to 

pay the p r ic e "  l ie s  in the fa c t  th at a c c e s s  to the m oney m a rk e ts  can  be lost. 
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 su ch  m a rk e ts  is  lo s t ,  it  is  d ifficu lt 
^  im p o ss ib le  to re g a in . In e ach  c a s e  a se tb a ck  w hich o th e rw ise  m ight 
not have p roven  co m p le te ly  d isa s tro u s  tr ig g e re d  a lo s s  of co n fid en ce  and 
the outflow  of "h o t"  funds. T h e re  is  ev id en ce  w hich  su g g e sts  th at w hile 
d ep o sit in su ra n ce  m ain ta in ed  the co n fid en ce  of m o s t s m a ll d e p o sito rs  in the 
fa c e  of the w o rs t  s o r t  o f a d v e rse  p u b lic ity , w illin g n e ss  o f th e  len d er of la st 
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 e r a g e n c ie s  did not 
s tim u la te  th e co n fid en ce  of la r g e  individual and in stitu tio n a l d e p o s ito rs .

A n other p itfa ll is  r e f le c te d  in the r e c e n t  earn in g  p e rfo rm a n c e  of a num ber of 
in stitu tio n s  w hose rap id  grow th w as b ased  on the u se  of p u rch a se d  funds to 
su pport m ed iu m  or lo n g -te rm  a s s e ts .  Even w h ere  o th er o p eratin g  expenses 
a r e  c o n tro lle d , r e c o r d  in te r e s t  r a te s  have pushed the c o s t-o f-fu n d s  to high 
le v e ls .  The p ro b le m  is  p a r t ic u la r ly  acu te  am ong b an k s, su ch  as  A m erica n  
Bank and T r u s t ,  w ith a high p ro p o rtio n  of r e a l  e s ta te - r e la te d  lo a n s .

That su ch  r is k s  and sh o rtco m in g s have su rfa ce d  in m od ern  banking p ra c tice
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does not m ean  th a t they should be c u rta ile d  nor the c lo ck  tu rned  b ack . That 
is  n e ith e r  p r a c t ic a l  n or d e s ir a b le . R a th e r , a s  I have in d ica ted , the p re s e n c e  
of such r is k s  s ig n a ls  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 co m e to g rip s  w ith c e r ta in  is s u e s  and to do so w ithout delay .

B a n k e rs  should m ove im m ed ia te ly  to apply the le s s o n s  of the p a st y e a r .
C erta in ly  n e ith e r  exp an sion  nor c re d it  co m m itm en t can  any lo n g er be b ased  
on the p resu m ed  a v a ila b ility  of p u rch ased  funds at an a cce p ta b le  co a t.
S im ila r ly , v o la tile  and p o ten tia lly  h ig h -p rice d  funds ought not to be u sed  
to fund r is k y  o r lo n g -ra n g e  a s s e ts  to ach iev e  m a rk e t p e n e tra tio n . R a th e r , 
exp an sion  should be a fu nction  of the n a tu ra l le v e l of d e p o sits , addition of 
ca p ita l and re te n tio n  of in co m e, and the co m m itm en t of r e s o u r c e s  b ased  
on c a re fu l p lanning balan cin g  p re se n t and fu tu re c r e d it  dem ands w ith 
an tic ip a ted  r e s o u r c e s .

Banks should a lso  re c o g n iz e  th at, in the sh o rt-to -m e d iu m  ru n , a t le a s t ,  
ca p ita l n e c e s s a r y  to su pport exp an sion  m u st be g en era ted  fro m  e a rn in g s .
T h is flow s fro m  the fa c t  th at th e p re se n t p r ic e s  of bank s to ck s  and the 
c o s t and u n su ita b ility  of debt fin an cin g  fo r e c lo s e  th e ca p ita l m a rk e ts  fo r 
a g re a t  m any ban ks. A cco rd in g ly , banks w ishing to expand w ill have to 
re ly  on th e b a s ic s  o f sound banking. G re a te r  a tten tio n  m u st be paid to c o s ts ,  
the p r ic in g  of s e r v ic e s  and the p ro fita b ility  of lin e s  of s e r v ic e s  and la rg e  
cu sto m e r a cco u n ts .

Y et the le s s o n  is  not th at exp ansion  or a g g r e s s iv e  banking is  bad. N or should 
the fa c t  th at som e in stitu tio n s  have been  o v e rz e a lo u s  m ean th at it is  now 
a p p ro p ria te  fo r  a l l  to pull in  th e ir  h o rn s , adopting an u l t r a r e s t r ic t iv e  
attitu d e tow ard  the p ro v is io n  of c re d it . It is  tru e  th at m any in stitu tio n s 
a r e  s tre tc h e d  to th e ir  l im it  and should be r e s tr a in e d ; the d ata, how ever, 
w hich I re v ie w  in d ica te s  o th er in stitu tio n s  a r e  m o re  than ad equ ately  ca p ita liz e d  
and have s e c u r e  and p rod u ctive  p o r tfo lio s . In the p re s e n t r e c e s s io n a r y  e n v iro n ­
m en t, th e se  should m ove a g g re s s iv e ly  to resp on d  to the need s of cred itw orth y  
b o rro w e rs . Indeed, fo r  som e in s titu tio n s , the assu m p tio n  of a h ig h er le v e l 
o f r i s k  would not be a t a ll  in a p p ro p ria te .

W hat is  re q u ire d  of b a n k e rs  a t the p re s e n t is  not n e c e s s a r i ly  re tre n c h m e n t. 
In stead  of u n ifo rm  r e a c tio n  to the gloom y p ic tu re  p re se n te d  by the econom y 
and the ca u tio n a ry  note s tru ck  by su p e rv iso ry  a u th o r it ie s , b a n k e rs  should 
sim p ly  apply in d isc ip lin e d  fash io n  the to o ls  of m o d ern  a s s e t  and lia b ility  
m an agem en t. The w id esp read  fa ilu r e  of so lid  in stitu tio n s  to resp on d  in 
th is  m an n er could have the e ffe c t  o f re in fo rc in g  the r e c e s s io n a r y  s p ir a l .
T h is point is  p a r t ic u la r ly  w orthy of note b e ca u se  i t  r e f le c t s  the need fo r 
b a n k e rs  to resp on d  independently to the fa c ts  and c ir c u m s ta n c e s  of th e ir  
own m a rk e t en v iron m en t in lig h t of the p e c u lia r  s tre n g th s  and w e a k n e sse s  
of th e ir  own in stitu tio n , and not to r e a c t  to the fad of the m om en t or re g u la to ry  
jaw boning w hich  is  not r e a lly  a p p lica b le  to th e ir  c a s e .
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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 the adjus
m en ts  re q u ire d  by th e ir  ban k ’ s c ir c u m s ta n c e s . B a n k a m e r ic a 's  p resid en t 
A. W. C la u se n 's  annou ncem ent of a fo rm a l p o licy  of r e s t r a in t  re p re se 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 rt he sta ted :

E co n o m ic  g row th m an sh ip --w ith o u t equal co n ce rn  fo r q u ality  
and stayin 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 fin a n c ia l r e a l i t ie s  o f th is  cou n try .

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 s ito rs  and the p u 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  of a s s e ts  and the s ta b ility  of 
e a rn in g s  h ig h er p r io r ity  am ong c o rp o ra te  g oals than s iz e  alone.

T h is ap p roach  m u st be applauded.

W ith a p o licy  o f r e s t r a in t  in  the g ran tin g  o f c r e d it  goes a la r g e  m e a su re  of 
re s p o n s ib ility  fo r  the shaping of the fa c e  of the com m unity  w hich a bank

m oney c e n te r  b an k s. 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 ila b le , w hich pervad ed  the philosophy of lia b il ity  m an ag em en t, allowed 
b a n k e rs  to avoid  d iff ic u lt c h o ic e s . The tim e  of th at lu xu ry  is  p ro b ab ly  past. 
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 ,  C lau sen  
re co g n iz e d  th at a ra tio n in g  p r o c e s s  n e c e s s a r i ly  flow s fro m  such a policy . 
He sta ted :

C le a r ly  w e cannot m e e t a ll  the c r e d it  dem ands we now r e c e iv e . 
We sh a ll continu e to honor the n o rm a l e s s e n t ia l  c r e d it  r e q u ir e ­
m e n ts  o f e s ta b lish e d  c u s to m e rs . But, as  we continue to se rv e  
th e ir  n e e d s , o th er b o rro w e rs  m ay find it d iffic u lt to obtain  a ll 
the funds d e s ire d .

The fa c t  th at hard  c h o ic e s  m u st be m ad e in th e com in g m onths h as a lso  been! 
r e f le c te d  in the grow ing d ebate  ov er the is s u e  of c r e d it  a llo c a tio n . Som e 
m e m b e rs  o f C o n g re ss  and re s p e c te d  e co n o m is ts  have argu ed  w ith fo rc e  
th at a m an d ato ry  sy s te m  aim ed  a t d ire c tin g  th e flow  of funds is  re q u ired  
to in su re  the p ro p e r a llo c a tio n  o f c re d it . In a r e c e n t  s ta te m e n t Congressman 
H enry R e u ss  in d ica ted  th at he w ill p r e s s  fo r  m an d ato ry  c r e d it  gu id elines in I 
the n ext C o n g re ss . To d ate, the F ed  h as r e je c te d  the notion  th at it  should 
im p lem en t m an d ato ry  c r e d it  a llo c a tio n  g u id e lin es , em p h asiz in g  in stea d  bank] 
co o p era tio n  w ith v o lu n tary  g u id elin es .

and:

s e r v e s  - -w h eth er i t  be a r u r a l  com m u nity  o r the w orldw ide m a rk e ts  of our
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In its  p r e s s  r e le a s e  of S ep tem b er 16, 1974 , the B o ard  of G o v ern o rs 
su m m a riz e d  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 v iso ry  
C ouncil to the B o ard  in th is  r e s p e c t .  The r e le a s e  s ta 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 ation al 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 r v e s  the pu 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 cou 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 , 
p rov id e liq u 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 tak e  into accou n t le g itim a te  need s of ind ivid uals and 
s m a ll as  w e ll as  la r g e  b u s in e s s e s .

E ven w ith in  the p a ra m e te rs  o f the F e d 's  gu id elin es d ifficu lt c h o ice s  a re  
p osed . A b an k er m u st 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  of the y ield  and c r e d it  r is k  of a given a s s e t  but to w hat is  good 
and 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 reten d  th at th e a n sw e rs  w ill be easy  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 r e d -- 
e ith e r  through the v o lu n tary  e x e r c is e  of re s p o n s ib ility  of b an k ers  or through 
c r e d it  a llo c a tio n  p o lic ie s  im p lem en ted  a t the fe d e ra l le v e l. M o re o v e r , in 
m y ju d gm en t, the F e d 's  g u id elin es and the Jo in t  E co n o m ic  C om m ittee  s 
co n ce rn  m u st be taken  s e r io u s ly . It is  not enough m e re ly  to oppose co n tro ls  
argu in g  th at they co n stitu te  an u nw orkable in te r fe r e n c e  w ith the o p era tio n  of 
th e m a rk e tp la c e . They m u st d e m o n stra te  w ith c o n c re te  r e s u lts  th at the 
pu blic in te r e s t ,  and not m e re ly  th at o f banks o r th e ir  good c u s to m e rs , is  
b e s t  se rv e d  by a sy s te m  w hich r e l ie s  on individual e x e r c is e  of re sp o n s ib ility . 
Given c u rre n t econ om ic cond itions and the co n ce rn  that they en gen d er, the 
fa ilu re  of b a n k e rs  to se e  th at funds a re  a v a ila b le  fo r p r o je c ts  w hich a re  
p ro d u ctiv e  and n e c e s s a r y  fo r com m unity  w e lfa re  should and w ill lead  to 
fe d e ra l in terv e n tio n .

In c a llin g  fo r  g r e a te r  d isc ip lin e  and s e l f - r e s t r a in t  in the in d u stry , the s u p e r ­
v is o ry  a g e n c ie s  m u st a lso  tak e  c a r e  to undergo th e ir  own p r o c e s s  of c r i t i c a l  
s e lf-e x a m in a tio n . Bank su p erv is io n  m u st adapt to the p re s e n t eco n o m ic 
en v iron m en t and the g re a tly  in c r e a s e d  co m p lex ity  and im p o rta n ce  of banking 
th at has re s u lte d  fro m  the innovation and exp an sion  of the p a st f ifte e n  y e a r s .
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 o f grow th 
a t any p r ic e .  H ow ever, it  would be u n fa ir not to acknow ledge fra n k ly  th at 
the philosophy and p r a c t ic e s  w hich have c h a r a c te r iz e d  banking during the 
p a s t dozen y e a rs  did tak e  p la c e  under the su p erv is io n  of 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 
th e F e d e r a l  R e s e r v e  S y stem .
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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 qI  
th e p a st y e a r  u n d e rsc o re  the need  fo r  C o n g re ss  to give s e r io u s  a tten tion  to \ 
c e r ta in  q u e stio n s . In co n clu sio n , I would lik e  to touch b r ie f ly  on th re e  issuJ 
w hich w ill p ro b ab ly  be the su b je c t o f C o n g re ss io n a l scru tin y  in the coming 
m on th s.

F i r s t  o f a l l ,  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 rm e d ia tio n  fro m  th e 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  in s u re s  th at C o n g re ss  w ill on ce again  a d d re ss  the recom m en d atio n s 
of the Hunt C o m m issio n  and in the p r o c e s s  the q u estio n  of in te r e s t  ra te  
c e il in g s . A lread y  Sen ator M c In ty re ’s su b co m m ittee  has re p o rte d  to the 
fu ll C o m m ittee  the F in a n c ia l In stitu tio n s A ct. L e g is la tio n  of th is  type and 
i t s  goal o f open co m p etitio n  am ong f in a n c ia l in stitu tio n s  d e s e rv e s  our full 
su pport.

P e rh a p s  the m o s t c o n tr o v e r s ia l  a s p e c t  o f th is  p ackage r e la te s  to the ultimate 
re m o v a l of R eg u la tio n  Q c e il in g s . Y e t i t  has b een  d e m o n stra ted  tim e  and 
tim e  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 r e  
d ysfu n ction s in our f in a n c ia l m a r k e ts . D is in te rm e d ia tio n  is  one exam ple.
It has a lso  b een  argu ed  w ith fo r c e  th at by v ir tu a lly  e lim in a tin g  com petition 
fo r  d e p o s its , the R eg u la tio n  Q c e ilin g s  in c re a s e d  th e need fo r  b a n k e rs  to 
r e s o r t  to m o re  v o la tile  m oney m a rk e t in s tru m e n ts  th ere b y  in c re a s in g  the 
le v e l o f r is k  in the sy s te m . A lso , by denying sm a ll s a v e r s  a c c e s s  to inter it ( 
r a te s  w hich a f r e e ly  fu nctioning m a rk e t would s e t , R eg u la tio n  Q c e ilin g s  may 
have a c tu a lly  d isco u ra g ed  sav in g s w hich m igh t o th e rw ise  have been  put to 
p ro d u ctiv e  u se  a s  in v e stm e n t.

In addition to the fa c t  th at in te r e s t  r a te  c e ilin g s  have been  counterproductive 
in p u re ly  eco n o m ic te r m s , th e re  is  an oth er sid e  of R eg u la tio n  Q th at has 
r e c e iv e d  too l i t t le  a tte n tio n --e v e n  by the m o st outspoken ad v o ca tes  on the 
p a r t o f c o n su m e rs . R eg u la tio n  Q c o n stitu te s  a su bsidy o r s h e lte r  to the 
housing and th r if t  in d u s tr 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 . T o ta lly  a p a rt fro m  the fa c t  th at the device 
has d e m o n stra ta b ly  fa ile d  to p rovid e a s ta b le  flow  of hou sing, it is  w rong 
th at the bu rden fo r  provid ing th is  su bsid y  should fa l l  on the group w hich can 
le a s t  a ffo rd  it . W ith in fla tio n  a t p re s e n t le v e ls ,  the ineq u ity  is  e sp e c ia lly  
s e v e r e .

I am  w e ll aw are  th at abru p t e lim in a tio n  of R eg u la tio n  Q w ithout sig n ifican t 
m e a s u r e s  to avoid d is lo ca tio n  would be ir r e s p o n s ib le . Y e t such m e a su re s  
have been  d efined . If o th er o r tra n s it io n a l m e a s u r e s  a r e  re q u ire d , they 
d e s e rv e  our su pport. They should not, h ow ever, p rov id e an e x cu se  to delay 
e lim in a tio n  of an u n ju st and in e ff ic ie n t in te r fe r e n c e  w ith the o p era tio n  of the 
m a rk e t m e ch a n ism .
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Second ly , C o n g re ss  w ill undoubtedly exam in e v e ry  c lo s e ly  the a c tio n s  of 
each  o f 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 r u 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 
provid e in fo rm a tiv e  c a s e  stu d ies w hich r e f le c t  the options and p ro ce d u re s  
p re se n tly  a v a ila b le  in d ealing  w ith fa ilin g  and trou b led  ban ks.

Am ong the is s u e s  w hich C o n g re ss  m igh t a d d re ss  a r e  d iv isio n  o f re s p o n s ib il it ie s  
and ta s k s  am ong the a g e n c ie s , the r ig id ity  of s ta tu to ry  options a v a ila b le  
under S e c tio n  13(c) and 13(e) o f its  A ct, and the d isad vantaged  p o sition  of 
s ta te  n o n -m e m b e r banks w ith r e s p e c t  to e m e rg e n cy  a c c e s s  to s h o r t- te r m  
liq u id ity .

F in a lly , it  now se e m s  th at C o n g ress  w ill give co n sid e ra tio n  to the su b je c t 
of re g u la to ry  r e fo r m . U n like the m a tte r  of R eg u la tio n  Q, we a r e  only 
beginning se r io u s  co n s id e ra tio n  of th is  su b je c t. The ran g e  of so lu tions 
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  v ested
in t e r e s t s .

W hile I have not re so lv e d  in  m y own m ind a ll  of the m o st b a s ic  q u e stio n s , 
and c e r ta in ly  have not begun to a d d re ss  the m y riad  of l e s s e r  co n s id e ra tio n s , 
i t  does se e m  c le a r  to m e  th at e ffic ie n c y  and com m on se n se  dem and r e s t r u c t u r ­
ing along fu n ction al l in e s . F o r  exam p le , I find it  d iffic u lt to ju s tify  the 
t r ip a r t i t e  d iv isio n  of e ith e r  exam in atio n  and su p e rv iso ry  fu nctions or of 
th ose  fu n ction s w hich d eal w ith s tru c tu re  such a s  c h a r te r in g , m e r g e r s ,  
holding com pany a cq u is itio n s  and b ra n ch  and fa c il ity  ap p ro v a ls .  ̂ S im ila r ly , 
i t  would se e m  to m e  th at fu n ction s dealing  w ith trou b led  and fa ilin g  in stitu tio n s  
should a ls o  be co n so lid a ted .

W hile no fo rm a l p ro p o sa ls  have been  m ad e to C o n g re ss , it  has been  su ggested  
th at a l l  th e se  du ties be c e n tra liz e d  in the F e d e r a l  R e s e r v e  S y stem . I m u st 
ad m it th at I would have v ery  g rav e  r e s e r v a tio n s  about a re o rg a n iz a tio n  
w hich v ested  in one independent fe d e ra l agen cy  so le  au th o rity  to re g u la te  
both m o n e ta ry  p o licy  and our n a tio n ’ s 14, 000 b an k s. I say  th is  fo r  two 
r e a s o n s . F i r s t  of a l l ,  r e c e n t  m onths have m ad e obvious the im p o rta n ce  
of c a re fu l and e x p e rt execu tio n  of m o n e ta ry  p o licy  as w e ll a s  the c o s ts  that 
could r e s u lt  fro m  its  m ism a n a g e m en t. It se e m s  to m e  th at the agen t of 
th is  d e lic a te  and c r i t i c a l  fu nction  should not be a ss ig n e d  fu rth e r  d u ties of 
a lm o s t equ al m agnitude and co m p lex ity  w ithout a c le a r c u t  d e m o n stra tio n  of 
both the need to do so and the fa c t  th at the r e s p o n s ib il it ie s  would not c o n flic t . 
Secon d ly , w h ile  the p re s e n t sy s te m  is  u n s a tis fa c to ry  in m any r e s p e c ts ,  i t  
does p rov id e c e r ta in  ch e ck s  and b a la n c e s . W hile o th e rs  m ay d if fe r , I would 
find v e ry  d istu rb in g  the v estin g  of such p e rv a s iv e  pow er over the econom y 
in a s in g le  ag en cy .
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In co n clu sio n , I should m e re ly  r e i te r a te  w hat I s ta ted  a t the o u tset. Chari 
is  upon us w h eth er we lik e  it  o r not. The shape of th at change w ill depend 
on w h eth er th o se  of us in the in d u stry , the a g e n c ie s  and C o n g re ss  seek  to 
u n d erstan d  and m an age the fo r c e s  a t w ork  or m e re ly  r e a c t  in trad itio n a l 
w ays to the p ro b le m s and is s u e s  w hich co n fro n t us in the com in g  m onths. 
D uring p e rio d s o f abundance and rap id  exp an sion , it  is  p o s s ib le  and quite 
n a tu ra l to avoid o r postpone hard  c h o ic e s , to to le r a te  w a ste  and in e ffic ien cl 
and to b e n e fit fro m  the o p era tio n  of fo r c e s  only d im ly  u n d erstood . We no 
lo n g er have th at lu xu ry .
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