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Banks have seldom  been subjected to the kinds o f  p ressu res  

we have w itnessed in the past year and a half. O ver the cou rse  

o f  1974, inflation surged to 11 p ercent, the prim e rate hit an 

unprecedented 12 p ercen t, loan demand in creased  at a tim e when 

the F ed era l R eserve  had m oved to a re str ic tiv e  m onetary p o licy , 

sev era l large banks here and abroad fa iled , adding to a ll the other 

nervou sness in financial m ark ets, and towards the end o f  the year 

p rosp ects  for  large loan lo sses  in creased  as the econ om y m oved 

steadily  downhill.

We are cu rren tly  in the m idst o f the m ost severe  re ce s s io n  

since W orld War II. Unem ploym ent reached 8. 2 percent in January 

and, a ccord in g  to som e, w ill top 10 percent by sum m er. Industrial 

production  declined 3. 6 percent in January which, as p essim ists  

w ere quick to point out, was the la rg est m onthly decline since 1937. 

C onsum er p r ices  are still r is in g  at a rapid rate, although the second 

consecutive m onthly decline in w holesale p r ices  holds p rom ise  for 

som e significant easing in in flationary p ressu res  by y ea r-en d . A 

tax cut now appears certa in  as does the la rgest peacetim e d efic it  in 

the F ed era l budget. This d e fic it , estim ated at $35 b illion  in fis ca l 

1975 and $52 b illion  in fis ca l 1976 by the A dm inistration  and even 

higher by  oth ers , w ill place a heavy burden on the financial system
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in the months ahead. While the r e c e s s io n  has a lread y  led to a 

precip itou s d eclin e in loan dem and, thus ending the liqu idity  squeeze 

o f  last sum m er and fa ll, it is lik e ly  that m ore  and m ore  o f  a bank's 

ex isting  loans w ill b ecom e delinquent or  pose sp ecia l p rob lem s , at 

least until the busin ess cy c le  turns upward once again. In short, 

banks w ill continue to exp erien ce  p ressu res  and strains during 1975, 

a lbeit som ew hat d ifferent ones from  those they exp erien ced  in 1974.

P resen t-d a y  financial.planning fo r  banks can be traced  back 

to 1961, the year a secon dary  m arket was established  fo r  negotiable 

ce rt ifica te s  o f  deposit. That event was sign ificant because it m arked 

the rea liza tion  that as long as banks continued to lim it their a ctiv ities 

essen tia lly  to the traditional ones o f  accepting  demand deposits and 

m aking sh o r t-te rm  co m m e rc ia l loan s, they would continue to lo se  

ground to other kinds o f financia l institutions. The growth in demand 

d eposit ba lances was just not su fficien t to finance the loan demand 

generated by the boom ing p ost-w ar econ om y. Increasin g  in terest 

rates m ade d ep ositors  m ore  con sciou s o f  the fact that demand deposits 

b ear no in terest and m any strove to invest e x ce ss  ba lances in in terest- 

bearin g  a sse ts . F or a w h ile , banks held their own by  converting  their 

large holdings o f  U. S. G overnm ent se cu r it ie s , accum ulated during 

W orld War II, into loans. H ow ever, by  1961 secu rities  holdings had
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been  reduced , e sp ec ia lly  in the la rg er  m on ey -cen ter  banks, as m uch 

as then seem ed prudent.

Thus, it becam e incum bent for com m e rc ia l banks to seek new 

sou rces  o f  funds if  they w ere to retain their position  o f prom inence 

in the econ om ic  life  o f  the country. The search  for  funds, pursued 

in ev er  m ore  im aginative and a g gress ive  ways as each  year passed , 

has punctuated developm ents in our financial system  over  the la st 15 

y ea rs . It led banks to expand branching system s, where perm itted 

b y  law, in o rd er  to obtain consum er savings d eposits . Increased  

lending se rv ice s  to consum ers follow ed  naturally. N egotiable C D 's 

w ere used to retain or attract com m erc ia l deposits that once would 

have been held in demand accounts.

During the 1966 cred it crunch, m arket in terest rates rose  

above the Regulation Q ce iling  rate for  C D 's. This caused banks to 

lo se  substantial amounts o f funds and fo rced  them  to liquidate 

secu rities  at painful lo s s e s  in o rd er  to m eet loan com m itm ents.

This experien ce  persuaded bankers o f  the need to develop a ltern a ­

tive sou rces  o f  funds that w ere beyond the reach  o f  Regulation Q. 

Sim ultaneously, bank attem pts to expand into areas " c lo s e ly  re la ted " 

to banking m et in creasin g  opposition  and delay in court cases  brought 

under the "incidental p ow ers" clause o f the National Bank A ct. The
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one-bank holding com pany, w hich could get around both p rob lem s , 

was prom ptly  pursued as an industry-w ide resp on se . Even a fter 

one-bank holding com panies w ere subjected  to regulation  by the 1970 

am endm ents to the Bank Holding Com pany A ct, expansion into new 

areas o f  the country, p rom otion  o f new types o f financial se rv ice s  

and crea tion  o f new financial instrum ents p roceed ed  at a v ery  fast

pace.

While the developm ents o f the la st 15 years  have resu lted  in 

a m uch m ore  com petitive and innovative banking system  capable o f 

responding to the dem ands o f  a com p lex , p rosp erou s  and expanding 

econ om y , these achievem ents have not been  obtained without cost .

In an a g g re ss iv e ly  com petitive environm ent, p oorly  m anaged institu ­

tion s , such as Franklin N ational, are m ore  lik e ly  to get into troub le . 

H ow ever, even w ell-m an aged  institutions can be enticed  into taking 

im prudent actions by  the euphoric sp irit o f the t im es . Thus, the 

p recip itou s acqu isition  o f rea l estate lending su bsid iaries  by bank 

holding com panies has b ecom e a general em barrassm en t to the 

industry and has been  n early  d isastrou s in a few iso la ted  instances. 

S im ila rly , the rapid and p ervasive  buildup o f fo re ign  banking o p e ra ­

tions by  U .S . banks has caused significant d ifficu lties  fo r  som e.

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



- 5 -

Until 1974, m any banks em braced  the philosophy o f  liab ility  

m anagem ent believ ing  that funds could always be purchased fo r  a 

p r ice . Last y e a r 's  liquidity squeeze coupled with the nervousness 

generated by a few  spectacu lar bank co llap ses around the w orld  

resu lted  in the inability  o f  som e banks to purchase m oney at any 

p r ice , while still others w ere com pelled  to pay a prem ium  that 

a d v erse ly  a ffected  their p rofit m argin s. Lending p o lic ies  which had 

been built around the expectation  that m oney could always be acqu ired  

when it was needed w ere thrown into d isa rra y  and a num ber o f banks 

w ere fo rced  to make painful adjustm ents in the face o f  unhappy 

cu stom ers .

Now there is ev idence that bankers, sm arting fro m  the 

exp erien ces  o f  1974, m ay have overrea cted  in the other d irection  

b y  stress in g  m ore  retrenchm ent and greater liquidity than m ay 

actually  be requ ired  to pursue prudent and sound bank m anagem ent 

p o lic ie s . At a tim e when the econ om y is declin ing, the reluctance 

the com m erc ia l banker to grant loans adds to the con traction ary  

fo r ce s  in the econ om y and w ill delay o r  retard  our ov era ll r e co v e ry  

fro m  re ce s s io n . Bankers can p erform  a needed public se rv ice  now 

by  res istin g  ov er ly  conservative  inclinations and by m oving a g g r e s ­

s iv e ly  to respond to the needs o f cred it-w orth y  b o r ro w e rs .
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I would like to take the next few  m inutes to con s id er  in 

greater detail som e o f the m anagem ent issu es bankers cu rren tly  

face  and w ill be facing in the com ing m onths and y e a rs . I plan to 

fo llow  this d iscu ss ion  with a few observation s about the econ om y 

and how banks m ight prepare th em selves to m eet p ossib le  future 

developm e n ts.

F ir s t , I want to add ress the issue o f bank acqu isition  and 

expansion  p o lic ie s . In recen t y e a rs , these p o lic ies  have been 

influenced by the d es ire  to expand m ark ets , both d om estica lly  and 

in ternationally , to extend product lines beyond traditional banking 

s e rv ic e s  and to gain e a s ie r  and cheaper a c ce s s  to the m oney and 

capital m arkets.

Rapid expansion p laces two strains on a bank. One strain  

con cern s financing. As a general ru le , it is usually  im p ossib le  to 

finance a high rate o f expansion with retained earnings and additions 

to r e s e r v e s . This m eans that the bank, or the bank holding com pany, 

m ust se ll new stock , subordinated deben tu res, capital n otes , sh ort­

term  m oney m arket instrum ents such as C D 's or co m m e rc ia l paper, 

o r  it m ay obtain the needed funds through additional d ep osits . There 

is  a tendency to shun the sale o f  equity capital becau se  such sa les can 

dilute the earnings p erform an ce  o f  the bank, becau se  o f  high investm ent
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banking fees when the issue is publicly  underw ritten, and because 

m any bankers have felt that the in trin sic value o f their stock is a lot 

greater than the m arket is w illing to pay. The fact o f  the m atter is 

that m ost banks have issued no new equity in y ea rs . R ather, they 

have resorted  to leveraging through issuing debt. The advantage o f 

debt is that its cheaper cost ra ises  the rate o f return on equity 

provided that the rate o f return on assets does not d eclin e . H ow ever, 

fa lling m argins on assets have accom panied  in crea ses  in leverage in 

m any o f the la rg er  banks so that the rate o f return on equity has r isen  

litt le , if  at a ll. On the negative s ide, substitution o f debt capital for  

equity capital reduces the cushion for absorbing loan lo s s e s .

Financing o f bank holding com pany acquisitions has ra ised  

con siderab le  c r it ic is m . One ob serv er  has reported  that " . . .a  high 

proportion , and in som e ca ses v irtually  a ll, o f holding com pany non­

bank assets have been funded with sh ort-te rm  debt - -  p r im a rily  

co m m e rc ia l paper. . . . "  Another o b se rv e r  recen tly  predicted

. .that m anagem ents at large banks around the United States w ill 

find it n e ce ssa ry  to bite the bullet on the equity issue within the next 

year or two. "

In the face o f declin ing capital ra tios , the F ed era l R eserve  

shifted its p o lic ies  last sum m er toward d iscouragin g  the rapid rate
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o f expansion  o f the previous three years and tow ard encouraging an 

im provem ent in equity capital ra tios in bank holding com panies.

Even without sign ificant new acqu is ition s , the p ressu re  for in creased  

equity capital in m ost bank holding com panies w ill undoubtedly continue 

as em ergen cy  m easu res to stim ulate the econ om y brin g  on a new and 

rapid growth in bank d eposits .

Thus, banks should prepare plans now to m eet the demands o f 

future expansion on their financial re s o u rce s . Lack o f planning often 

fo r ce s  heavy financing at unfavorable tim es. F u rth erm ore , plans 

need to be su ffic ien tly  flex ib le  so that they can be adjusted to a changing 

e con om ic  environm ent.

Rapid expansion p laces another strain  on a bank. B ecause o f 

lim ited  m anagem ent tim e, attention tends to be concentrated  on a rra n g ­

ing acqu isition  term s and developing expansion plans while insu fficien t 

attention is devoted to assim ila tin g  the new en terp rises  or  branches 

and establish ing adequate internal con tro ls . When a bank o r  nonbank 

su bsid iary  is acqu ired  or estab lish ed , it is gen era lly  agreed  by experts 

that internal exam ination and audit p roced u res should com m en ce as 

soon as p oss ib le . Other con tro l p roced u res  can be p erfected  la ter , 

but questionable investm ent p o lic ie s  and ill-a d v ise d  m anagem ent 

p ra ctices  cannot be to lerated  in the in terim .
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M ost bank holding com pany m anagem ents have perform ed  

adm irably ; som e have*not. The failure to e x e rc is e  p roper con tro l 

ov er  the lending activ ities o f its a ffilia tes caused the fa ilure o f  

B ev er ly  H ills B ancorp  a year ago. Volum e lending, neg lect o f  loan 

quality and absence o f con tro l p roced u res led to substantial loan 

defaults in F irs t  W isconsin  M ortgage T rust and caused its parent,

F irs t  W isconsin  C orp. , acute em barrassm ent and low er earn ings. 

Franklin N ational's inadequacies a re , o f  cou rse , the best known o f 

a ll.

While there is a pause in expansion , banks and bank holding 

com panies which have expanded rapidly in recen t years would be 

w ell advised  to turn their e fforts  towards integrating their a cq u is i­

tions into a w ell-m anaged  and controlled  organization . In the future,

I suspect as m uch care w ill be given to the demands o f expansion on 

m anageria l re sou rces  as on the organ ization 's  financial re so u rce s  and 

to the im pact these m anagerial demands w ill have on existing operation s.

Another im portant m anagem ent con cern  at the present tim e 

should be a review  o f bank lending and investm ent p ra ctice s . R isk , 

co s t , p r ice  and liquidity are all involved.

R isk  taking is one o f the functions o f  banking, but som e banks 

and bank holding com panies need to rea ffirm  their com m itm ent to an
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evaluation o f  the cred it-w orth in ess  o f  individual b o r ro w e rs . When 

bank growth and higher loan volum e becam e the guiding beacons o f 

a num ber o f bank m anagem ents, cu stom er evaluation too frequently 

was downgraded and the cost  o f that kind o f r isk  taking is now being 

paid in sign ificant loan loss  exposure and reduced  earnings as higher 

re s e r v e s  are set asid e . Banks should be sure that default o f  a p a r ­

ticu lar loan or ca tegory  o f loans w ill not be debilitating and should 

exact a p rice  com m ensurate with the degree o f  r isk  assum ed.

C ustom er r isk  is frequently  m in im ized  by requ iring  the loan 

to be co lla te ra lized . But there can be additional risk s in overvalu ing 

co lla te ra l. This has happened e sp e c ia lly  in rea l estate lending where 

overbuild ing in areas o f  lim ited  popular appeal has led to defaults in 

w hich the co lla tera l was m arketable only at a substantial d iscount 

fro m  its orig in a lly  anticipated value. C areful analysis o f demand 

and supply w ill often indicate whether there is a rea l need for  a rea l 

estate developm ent. Banks should requ ire  fea sib ility  studies from  

reputable experts or  a ssu re  th em selves that their own analysis has 

been  su ffic ien tly  thorough when loan requests are for  large am ounts.

D ivers ifica tion  can reduce both lending and investm ent r isk , 

i f  ca re fu lly  im plem ented , but m any bank holding com panies are finding 

to their d ism ay that im prudent d iv ers ifica tion  into nonbanking activ ities
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can a lso  in crea se  their r isk s . A  substantial lo ss  incurred  in one 

subsid iary  m ight a ffect the external borrow in g  pow er o f the holding 

com pany, for exam ple, and fo rce  the untim ely sale o f  other holding 

com pany's a sse ts , consisting  m ostly  o f the com m on stock o f a ffilia tes . 

While fo rced  sales o f  a ffilia tes have been re la tive ly  ra re , many bank 

holding com panies have nevertheless found that their nonbanking 

a ffilia tes have not contributed at a ll to the greater stability  in e a rn ­

ings perform an ce they had expected .

A nother kind o f r isk , in terest-ra te  r isk , becom es in creasin g ly  

im portant when in terest rates are unstable and m aturities are re la tive ly  

long. R egrettably , volatile  in terest rates have fostered  im prudent 

m anagem ent p ractices  by som e bank m anagem ents. Som e, speculating 

that in terest rates would fa ll, have loaded up heavily  with lon g -term  

bonds in o rd er  to reap sizable capital gains. The P arson s group 

follow ed  such a strategy  to an ex trem e, thereby contributing to the 

fa ilure o f  B irm in gh am -B loom fie ld  Bank and to the FD IC 's em ergen cy  

loan to Bank o f the Com m onwealth when in terest rates rose  instead o f 

fa lling. P laying the in terest rates is not ch a ra cter is tic  o f prudent 

m anagem ent p ractices  and should obviously  be avoided when the sole

m otive is  speculation.
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C osts and p r ices  are a lso  im portant con sideration s in any 

d iscu ssion  o f lending and investm ent p ra ctices  today. When the cost 

o f funds is changing a lm ost daily , profitab le  p ricin g  p o lic ies  depend 

upon an adequate understanding o f the ties betw een sp e c ific  uses o f 

funds and sou rces  o f funds. Many bankers have becom e sk illfu l in 

utilizing m odern  cost accounting techniques as an aid to understanding 

their co s ts . Y et, m any others continue to apply u n critica lly  the 

"p oo led " cost  o f funds concept when setting p r ice s . F or exam ple, 

the average co st  o f funds m ight be only 4 percent because o f substantial 

am ounts o f in te re s t-fre e  demand d ep osits , while C D 's are  selling  at 

9 percent and F edera l funds at 11 percen t. It m ay be p oss ib le  to finance 

new loans or ca lls  on approved lines o f  cred it only by  purchasing high 

co st  m oney. The banker who then p r ices  such a loan at his average 

co s t  o f  funds a lm ost certa in ly  w ill lo se  m oney. F rank lin 's  poor e a rn ­

ings p r io r  to its fa ilure can be tra ced , at least in part, to inappropriate 

p ric in g  p o lic ie s .

Although in terest rates have fa llen  sharply , m aking u n critica l 

p ricin g  less  o f a p rob lem  at the m om ent, bankers should im prove 

pricin g  techniques now in preparation  fo r  future periods o f  high 

in terest rates and high loan dem and. F u rth erm ore , the declin ing  

rate o f return on assets  experien ced  by  m ost large banks since 1970
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suggests that these banks should be looking for  ways to con tro l costs  

m ore  e ffe ct iv e ly  or to set p r ices  that are com petitive but guarantee 

an adequate rate o f return.

A s to liquidity, the banking industry has struggled through 

liquidity crunches three tim es in the past d ecade, and each  tim e banks 

w ere hard p ressed  to m eet lending com m itm ents. T rad itiona lly , banks 

m aintained liquidity by m atching a sset m aturities with deposit and 

liab ility  m aturities and by p racticing  asset m anagem ent. When loan 

demands in creased  and deposits w ere d ifficu lt to p rocu re , the bank 

sim ply m et its com m itm ent by selling o ff a sh ort-te rm  secu rity .

D eposit withdrawals th eoretica lly , a ccord in g  to the asset m anagem ent 

philosophy, could be m et by  m aturing sh ort-te rm , self-liqu idating  

loans.

In p ra ctice , asset m anagem ent never w orked as w ell as it did 

in theory. S h ort-term  loans often w ere not self-liqu idating  and by the 

e a r ly  1960s, banks had a lready  sold o ff as m uch o f their sh ort-te rm  

secu rities  as they con sidered  prudent. F u rth erm ore , during the 1960s, 

the need for  funds led m any banks to o ffe r  lending se rv ice s  to consum ers 

w hich tied up funds in lon g -term  m ortgages and m edium -term  in sta ll­

m ent loans. Increasing com petition  for  corp orate  accounts com pelled  

m ore  and m ore  banks to extend term  loans. As the appetite fo r  funds
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continued to grow , m ore  and m ore  banks, p articu la rly  large  banks 

and holding com pan ies, in crea s in g ly  re lied  on m arket sensitive 

funds, such as large denom ination C D 's and F ed era l funds.

Thus, a sset m aturities lengthened while deposit and nondeposit 

lia b ilit ie s  becam e le ss  re liab le  sou rces  o f funds, reducing a bank's 

ab ility  to respond flex ib ly  to a liqu idity  squeeze. The resp on se  o f 

m any banks and bank holding com panies has been to d isgard  a sset 

m anagem ent fo r  liab ility  m anagem ent, as to w hich I shall o ffe r  a few 

com m ents shortly . Suffice it to say at this point that, in m y judgm ent, 

prudent m anagem ent demands that a sset m anagem ent prin cip les be 

e x e rc is e d  in coord ination  with liab ility  m anagem ent prin cip les and 

not be ignored a ltogether. In the future, m ore  attention w ill undoubt­

ed ly  be paid to loan and investm ent m atu rities. S h ort-term  loans that 

are lon g -te rm  loans in d isgu ise  and loans and secu rities  having no 

organ ized  secon dary  m arkets should not be expected  to provide 

liqu idity  in an em ergen cy . Consequently, m any banks are striving 

to reduce their dependence on such a sse ts , to in crea se  their holdings 

o f  sh o r t-te rm , highly m arketable secu rities  and to shorten som ewhat 

their loan m atu rities.

The last m anagem ent issue I w ish to talk about con cern s 

deposit and nondeposit liab ility  m anagem ent p ra ct ice s . I suggested
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at the outset that m any o f the fundamental changes we have w itnessed 

in banking over the past 15 years cam e about because banking, in its 

d es ire  to m aintain its p rim ary  position  in the financing o f A m erican  

b u sin ess , was fo rced  to seek new sou rces  o f  funds. The quest a c c e l ­

erated  each  tim e the F edera l R eserve  tightened m onetary p o licy  and 

each  tim e m arket in terest rates exceeded  Regulation Q ce ilin gs .

In this clim ate liab ility  m anagem ent was born . L iability  

m anagem ent, as it has been p ra cticed , is the technique o f purchasing 

funds in the m oney m arket whenever they are needed for  lending pur­

p oses . Since funds, at least until 1974, w ere always presum ed to be 

availab le , there was a tendency to m inim ize holdings o f sh ort-term  

secu rities  and to re lax  a sset liquidity standards. Banks have learned , 

h ow ever, that liab ility  m anagem ent can becom e a high r isk  p o licy  during 

tight m oney periods when the borrow in g  power o f individual institutions 

can change abruptly and no alternative sou rces  o f funds have been 

planned.

M oney m arket funds are not always re lia b le . P ub licity  about 

F rank lin 's  m anagem ent problem s sparked a savage withdrawal o f 

m oney m arket funds. F u rth erm ore , in the nervous environm ent o f 

last sum m er, m any other banks lost a cce ss  to m oney m arket funds 

o r  w ere requ ired  to pay p rem ium s, as unfounded rum ors about their
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financial condition  circu la ted  throughout the country. Large m on ey- 

center banks rece ived  p re feren tia l treatm ent while m any o f  the fa s t ­

grow ing reg ion a l banks w ere penalized.

The obvious solution is to reduce the dependence o f  m ost 

banks on the m oney m arket. A  look  at the sta tistics  w ill show that, 

while this dependence has grown steadily , it has always been m uch 

greater when the Fed was pursuing a re s tr ic tiv e  m onetary  p o licy  

which pushed up in terest ra tes . At these t im e s , m arket in terest 

rates tend to be substantially above Regulation Q ce ilin g  ra tes . This 

has fostered  w idespread  e ffo rts  on the part o f the average saver to 

evade Q ce ilin gs with the resu lt that m uch o f the p u b lic 's  m oney goes 

into the m ore vola tile  m oney m arket instrum ents. Banks and bank 

holding com panies outside the nation 's m oney  m arket cen ters would 

undoubtedly be better o ff com peting fo r  re la tive ly  m ore  stable deposits 

at m arket rates rather than having to re ly  on the vagaries and p re ju ­

d ices  o f  the m oney m arket.

R egulation Q ex ists  p rin cipa lly  to prevent the destru ction  o f 

earning pow er in thrift institutions w hich are locked  into lon g -te rm , 

low -y ie ld in g  m ortgages. Each tim e Regulation Q ce ilin gs have been 

exceed ed , deposits pour out o f thrifts and banks and find their way to 

the m oney m arket. The m oney m arket lends on a sh o r t-te rm  basis
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only. Thus, Regulation Q serves  to draw away n orm ally  stable 

deposits which can fund lon g -te rm  loans and to a llocate  it to other 

u ses . The resu lt is p eriod ic  fu ll-s ca le  d ep ression s in the housing 

m arket. The havoc Regulation Q w reaks on housing and the instability  

it perpetrates on banking a ctiv it ie s , not to m ention the d iscrim in ation  

it e x e r c is e s  against sm all sa v ers , are now abundantly c le a r . It is 

fo r  these b a s ic  reasons that the Hunt C om m ission , the A dm inistration  

and m any oth ers , m y se lf included, be lieve  the tim e has com e to phase 

out Q in an o rd e r ly  m anner. Housing goals and viable thrift institutions 

can su re ly  be achieved in better ways than Q, and the sooner we get on 

with that e ffo rt , the better. Whether Q rem ains in e ffe ct  o r  not, how ­

e v e r , the nation 's banks m ust seek to lengthen deposit m aturities and 

to reduce their relian ce on the volatile  m oney that cou rses  through our 

financial system .

One o f the m anagem ent fundamentals im p lic it  in m y rem arks 

is  that bankers should not just slavish ly  follow  the fad o f the m om ent 

o r  react to events as they o ccu r ; bankers should take pains to plan 

ahead, to set goals and lon g -ru n  p o lic ie s , and to be prepared  to adjust 

to future changes in the econ om y with a m inim um  o f disruption. To 

do this su ccess fu lly , bankers not only m ust know and understand their 

bank, their com m unity and their cu stom ers , they m ust recogn ize  how 

econ om ic  events a ffect their bank, com m unity and cu stom ers .
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We are a ll painfully aw are o f how im p re c ise  e con om ic  f o r e ­

casting  is . N everth e less , an understanding o f how econ om ic  events 

are shaped w ill help a great deal in preparing  to respond to an u n ce r ­

tain future. G en erally  speaking, econ om ic  developm ents are  shaped 

by  the form ulation  and application  o f pub lic, f is ca l and m onetary  

p o lic ie s  in the pursuit o f the broad  goals o f  fu ll em ploym ent, growth 

in rea l output, stable p r ice s  and national secu rity  in the long run and 

stability  in the short run. The im pact o f  these p o lic ie s  is m odified  by 

the way in w hich individuals, in d u stries , financia l institutions and other 

segm ents o f soc ie ty  respond to them . When so m any elem ents are in ­

volved  in shaping e con om ic  even ts, it is not su rprisin g  that econ om ic  

fo reca stin g  frequently  m isse s  the m ark , often by wide m arg in s.

In developing e con om ic  p o lic ie s , d ifficu lties  a r ise  because 

p o lic ie s  used to achieve a particu lar goal m ay prove counterproductive 

to the attainm ent o f other goa ls . F or  exam ple, p o lic ie s  designed to 

fight inflation often lead to grea ter unem ploym ent. D ifficu lties  a lso  

a r ise  becau se  the in teractive  e ffe cts  o f public, f is ca l and m onetary  

p o lic ie s  are not genera lly  understood and the d iffusion  o f pow er to 

adm in ister these p o lic ie s  does not prom ote coord inated  e ffo r ts . As 

a con sequ en ce , the adm in istration  o f p o licy  tends to focus upon sh ort- 

run solutions to prob lem s without a c lea r  understanding o f long-ru n

e ff e ct s .
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At the m om ent, the P residen t and the C ongress are w restlin g  

with various suggestions to stim ulate the econ om y and to control 

en ergy  usage, while the F edera l R eserve  has been m oving steadily  

to ease the m onetary restra in t it was pursuing with such determ in a ­

tion last sum m er. P red iction s m ay be foo lish , but severa l things are 

certa in . Taxes w ill be cut, unem ploym ent benefits w ill be extended, 

public em ploym ent program s w ill be enacted and the T rea su ry  w ill 

be requ ired  to finance an enorm ous d efic it . L ess  certa in  is whether 

individuals w ill respond to the tax cut by  in creasin g  spending, whether 

bu sin esses  w ill regain optim ism  and step up production , whether 

banks w ill encourage business and consum er borrow in g  and whether 

the Fed w ill pursue p o lic ies  to facilitate T reasu ry  borrow in gs.

Although a ll o f this w ill a ffect banks, the e x e rc is e  o f m onetary 

p o licy  by the Fed w ill have the m ost im m ediate im pact. The Fed in flu ­

en ces bank behavior by  controlling  bank re s e r v e s , which determ ine 

the ability  o f banks to extend loans and create deposits . P resen tly , 

the Fed is in creasin g  bank re se rv e s  but, to a large extent, these 

in crea ses  in re se rv e s  have been o ffset by  bank repaym ent o f Fed 

d iscount window loans which w ere orig in a lly  taken out to m eet re se rv e

d e fic ie n c ie s .
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In a fraction a l re se rv e  banking system  such as ou rs , changes 

in re se rv e s  can cause m uch greater changes in the m oney supply and 

loan s. In creases in r e s e r v e s , h ow ever, do not autom atically  lead to 

in crea ses  in the m oney supply and loans. This depends on bankers 

and their cu stom ers . At the m om ent, individuals and b u sin esses  are 

paying o ff past loans. Bankers m ay be adding to this decline in loans 

through m ore  restr ic tiv e  lending p o lic ies  instituted in an attem pt to 

im prove their liquidity. The current spread o f n early  2 1 /2  percentage 

points betw een the prim e loan rate and the CD rate , as opposed to the 

m ore  cu stom ary  3 /8 -p o in t  spread , is ev idence o f current con servatism  

in bank p o licy  and o f current e ffo rts  to im prove both liquidity and 

profitab ility . Thus, even though the Fed has in creased  bank re se rv e s  

in the last few m onths, cu rren cy  and demand deposits have actually  

d eclin ed .

A s a resu lt, the F ed 's  m ore  recen t m onetary  posture has not 

yet been  e ffective  in stim ulating loan growth and, hence, it has not yet 

been  e ffective  in slow ing the decline in the econ om y. In com ing m onths, 

the Fed w ill be ca lled  upon to provide re se rv e s  so that the huge a n tic i­

pated d e fic its  in the F ed era l budget can be financed m ore  e a s ily . If it 

supplies enough re se rv e s  by purchasing som e o f  the F edera l debt, 

in terest rates w ill not in cre a se , at lea st not in the short run. H ow ever,
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i f  the Fed sticks to its determ ination to bring  down the rate o f in fla ­

tion , significant p ressu res  m ay develop  in our secu rity  m arkets and 

in terest rates m ay again go up. The Fed has a neat tightrope to walk 

i f  it is to avoid laying the foundation for  future inflation.

Henry Kaufman o f Salomon B roth ers b e lieves  that the m ain ­

tenance o f the prim e rate w ell above other sh o r t-te rm  m arket rates 

w ill induce the best cu stom ers o f banks to b orrow  in the com m e rc ia l 

paper m arket rather than at com m e rc ia l banks. F urth er, he be lieves  

that the slack that this crea tes  w ill enable banks to finance a large 

share o f the anticipated d e fic its . H ow ever, when econ om ic r e co v e ry  

begins to gain m om entum , banks w ill be able to convert this large 

accum ulation  o f liquid assets into loans and this m ay v ery  w ell p r e ­

cipitate a new round o f in flation , tight m onetary p o licy  and high in te r ­

est ra tes . M ilton Friedm an fears that the Fed m ay be p ressu red  into 

expanding re se rv e s  too rap idly  and that this w ill lead to " . . .a c c e l ­

erated  inflation in 1977 and beyond. . . . "

As a lw ays, the exact future is un clear, but the various p o s ­

s ib ilities  are known with reasonable certainty. Thus,- even as banks 

cope with recess ion -in d u ced  p rob lem s, m anagem ent should be planning 

ahead and preparing for  the p oss ib ility  o f  renew ed growth, inflation, 

tight m oney and high in terest rates as w ell as the p oss ib ility  o f slow er
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grow th, prolonged unem ploym ent and m oderate in terest ra tes . By 

watching A dm inistration , C on gression a l and F ed era l R eserve  p o lic ies  

c lo s e ly , a sense o f the general cou rse  o f  future events should em erg e . 

Those who b e lieve  they are  e sp e c ia lly  talented m ay go ahead and p r e ­

d ict individual, busin ess and financial institution respon se to these 

p o lic ie s  and make their plans a ccord in g ly . The cou rse  for  the prudent 

banker, how ever, is c le a r . He should im plem ent sophisticated  and 

balanced m anageria l and financial p o lic ie s  and prepare his plans c a r e ­

fu lly  for  the lim ited  range o f inevitable changes that w ill o ccu r  in our

econ om ic  environm ent.
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