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Banking on the Eve of the Eighties - -  
A Tim e for  Strategic Thinking

You chose a tim ely  sub ject for your con feren ce : "Banking in the 

E ig h tie s !"  The decade ahead p rom ises  m ore  challenges and frustrations 

and certa in ly  m ore  opportunities than any like period  in m y m em ory . 

Inflation and the E conom y

The E ighties, I be lieve , w ill be ch a ra cterized  by a continuation 

of our num ber one econ om ic p rob lem --in fla tion . You know its e ffe cts : 

custom ers requ ire m ore  cred it to finance the sam e ph ysica l volum e; 

operational costs are  d ifficu lt to con tro l; funds becom e m uch m ore  

expensive; and m ost in terest rates, after adjustm ent fo r  expected inflation, 

are quite low despite high y ie ld s.

The cru cia l questions a re : how do we bring the rate of p r ice

in crea se  down to a low er leve l?  and what are  the consequences fo r  

bankers? We all hope for  a "so ft  lan d in g"--th at p r ice  in crea ses  can 

be brought to to lerab le  levels without a damaging re cess ion , high unem ­

ploym ent, and resulting soc ia l or p o litica l upheaval.

Changed E n viron m en t--E sca la tion  of Com petition

Even with continuing inflation, we m ust fa ce  a changing in s ti­

tutional environm ent, probable features of which w ill be escalating com p e­

tition and evolving leg islation  and regulation.

C ertainly you a lready endure am ple com petition . Savings and

loan association s and cred it unions are com peting e ffective ly  for  savings
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d eposits. They are  beginning to offer checking se rv ices  in the fo rm  of 

share drafts and other "payable through" instrum ents. A ided in part by 

the authorization o f NOW accounts, thrift institutions have m ade seriou s 

inroads into the m arket share of com m ercia l banks in the N ortheast.

In recen t days Sears, R oebuck & Co. announced plans to begin 

next year the sale  of secu rities  in denom inations as low as $1, 000 to 

the 26 -m illion  cu stom ers on its charge account list. The notes w ill 

m ature from  9 months to 10 years and in terest rates w ill probably  

be higher than those available at banks or thrift institutions. The Sears 

o ffer  alone m ight not be significant w ere it not fo r  the potential im pact 

o f s im ila r m oves by other large corp ora tion s.

International banks are pursuing opportunities in our region ; 

many banks have opened loan production  o ffice s . C onsum er cred it a f­

filia tes have expanded into your m arket areas as have finance affilia tes 

and m ortgage com pan ies. A lso , a variety  o f investm ent adv isory  se rv ice s  

are  m ore  v is ib le . In this form  of in creased  com petition , the absence of 

b rick  and m ortar structures is sign ificant: a financial institution 's p resen ce

can be adequately represented  by a single calling o ffice r .

I look fo r  these various com petitive sou rces  to pose  even m ore  

threat in the years ahead.

Thrifts

The m ost obvious sou rce  of in creased  com petition  fo r  c o m ­

m e rc ia l banks are the nonbank thrift institutions. V ery  lik ely  th ird - 

party paym ent pow ers w ill eventually be extended to a ll depository
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institutions. They m ay be em pow ered to extend additional kinds of

cred it. In com bination, this w ill rep resen t pow erfu l com petition  to 

banks a cro ss  the country both for  deposits and for  lending outlets. 

Perhaps aided by the R egulation Q d ifferentia l during the last seven 

y e a rs , the rate of deposit growth at thrifts has outstripped that of all 

co m m e rc ia l banks by a fa ctor  of 2 to 1.

F oreign  Banks

A nother potent sou rce  o f com petition  is likely  to com e fro m  

fore ign  banks. As of May 1978, about 23 0 fore ign  bank branches and 

agencies w ere operating in this country. F ore ign  banking institutions 

continue to ch arter or  purchase dom estic banks in grow ing num bers. 

They have grown m ore  rapidly  than the d om estic  banks with which they 

com pete.

F ore ig n  bank operations in the U. S. w ere  started  p rin cipa lly  

to finance the fo re ign  trade and business of their hom e coun tries. 

H ow ever, they rapidly  d iv ers ified  into the d om estic banking business, 

p articu larly  by m aking low  risk , highly profitab le business loans to 

U. S. corp ora tion s . In addition, fo re ign  branches have experien ced  a 

rapid growth in deposits from  U. S. cu stom ers , m ostly  corp ora te  

d ep os itors . O ccasion a lly , the prim e rate has lo s t  som e o f its punch 

because o f fo re ig n  com petition  w here term s are quoted on a LIBOR 

(London Inter Bank O ffer Rate) rate plus a percentage.
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Branching R am ifications and the M cFadden A ct

In 1974, with a view  toward elim inating inequities, the F ed era l 

R eserve  p roposed  to the C ongress leg is la tion  dealing with U. S. 

a ctiv ities o f fore ign  banks. Such efforts  probably  contributed to 

passage o f the International Banking A ct  o f 1978.

The International Banking A ct w ill go a long way toward equal­

izing the basis on which dom estic and fore ign  banks com pete. The A ct 

is  a prim e exam ple o f the dram atic ways in which laws and regulations 

w ill have to change to accom m odate the equally dram atic changes in the 

financial industry itse lf . S p ecifica lly , the A ct requ ires the P residen t, 

in consultation with the banking a gen cies , to rev iew  the M cFadden A ct 

and rep ort to the C ongress by Septem ber 1979, on the im pact it  has on 

the nation 's banking structure.

The M cFadden A ct lim its the branching pow ers of national banks 

to those prov ided  under state law s. In contrast, the branching pow ers 

o f F e d e ra lly -ch a rte re d  thrift institutions have not been lim ited  by statute 

(although they have been lim ited  som ewhat by F ed era l Hom e Loan Bank 

B oard  regulation). Granting the th rifts ' expanded p ow ers, such as con ­

sum er loans and nationwide NOW accoun ts, would resu lt in a further 

substantial com petitive disadvantage for com m erc ia l banks.

L ibera liza tion  of state branching restr ic tion s  and the prov ision s 

o f the M cFadden A ct  would reduce com petitive inequities; how ever, 

com petition  in the industry could becom e even m ore  intense. Outside
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banking institutions m ight open their own o ffices  in other reg ion s . Or, 

if  allow ed to expand through su bsid iaries of a holding com pany, they 

just m ight purchase existing institutions outright.

S till, the branching question m ay soon becom e a m oot point.

The deploym ent of term inals nationwide m ay be authorized within a few  

y ea rs . T erm inals o f the in crea sin g ly  "sm a rt"  va riety  (for exam ple, 

those that open accounts and a ccep t loan applications) would cause 

re ta il b r ick  and m ortar branches to becom e le ss  im portant in the long 

run. F urth er, lim ited -fu n ction  fa c ilit ie s , such as loan production  o ffice s  

or  consum er finance com panies w holly  owned by the parent bank holding 

com pany, coupled  with "sm a rt term inals, " could be de facto  nationwide 

branching.

The industry seem s to be m oving toward expanded interstate 

com petition . Bank holding com panies currently  engage in "nonbanking" 

a ctiv ities a cro ss  state lin es . Banks have m u lti-sta te  loan production  

o ff ic e s . E lectron ic  funds tran sfer has in crea sed  dram atica lly  the ease 

with which se rv ice  fa cilit ie s  can be p laced  in rem ote loca tion s. In the 

end, the ru le -m a k ers  m ay be fo rce d  to accom m odate these changes, 

not stand in their way.

M em bership  B ill

Still another elem ent in the banking environm ent of the 1980's

is leg isla tion  proposed  to shore up the F ed era l R eserv e  S ystem 's eroding
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m em bersh ip  base. A total of 551 banks have withdrawn fro m  m em b er­

ship over the past ten y ea rs . Even though many of the banks withdrawing 

fro m  the System  are sm all, there is a grow ing trend among la rg er  

m em ber banks to becom e non m em bers. F ifteen  o f the 69 banks that

le ft  the F ed era l R eserve  in 1977 had deposits in ex cess  o f $100 m illion . 

B ecause of the decline in m em bersh ip , the proportion  of total com m ercia l 

bank deposits held by m em ber banks was reduced by 10 percentage points, 

to about 72 p ercen t in the nation, and about 60 p ercen t in this D istr ict.

C ongress is now con siderin g  two s im ila r  b ills  introduced by 

Senator P rox m ire  and by C ongressm an R e u ss --th e  chairm en  of the Senate 

and House Banking com m ittees . These b ills  would requ ire  both m em ber 

and nonm em ber banks having deposits in ex cess  o f a certa in  exem ption 

to m eet F ed era l re se rv e  requ irem en ts. The exem ption is $50 m illion  

fo r  savings and tim e deposits in the House b ill. The Senate b ill uses 

a $40 m illion  exem ption le v e l. Other d epository  in stitu tion s--in clu d in g  

savings and loan a ssocia tion s and cred it  unions - -w ould  be requ ired  to 

m aintain re se rv e s  if  they have transaction  accounts in ex cess  of the 

exem ption lev e l.

A nother feature o f this leg isla tion  p roposes the requirem ent of 

p ricin g  of F ed era l R eserv e  s e rv ic e s . Of the two, the P rox m ire  b ill 

has the m ore  exp lic it  requ irem ents. It requ ires the F ed era l R eserve  to 

publish a set of p ricin g  prin cip les and a proposed  fee schedule by July 1,

1979.
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Som e banks m ay conclude, after analyzing the F ed era l R e se rv e 's  

pricin g  schedule, that they can o ffe r  som e se rv ice s  to other banks at 

cheaper ra tes . If so , this represents a new m arketing opportunity.

A lso , the pricin g  o f check  and Autom ated C learing House payments 

m ay a cce lera te  the long-aw aited  m ove to e le ctron ic  paym ents system s.

The im portance this leg isla tion  has fo r  banking in the 1980's should not 

be underrated.

C ongress and C onsum erism

Another asp ect of the changing regu latory  dilem m a is that agencies 

rea lly  do not act on their own in itiative. The agencies genuinely try  to 

enact what they believe to be the w ill o f C on gress . So, in o rd er  to 

anticipate further regu latory  rea ction s , we need to exam ine the a c t io n -- 

and the d ir e c t io n --o f  the C on gress.

The 96th C ongress is reputed to be m ore  con servative  than its 

p re d e c e s s o rs , p oss ib ly  m ore  in tune with the public. C on gress, n ev er­

th eless , seem s enam ored with so c ia l leg isla tion , an area of p o litica l 

appeal with little d irect outlay o f public funds.

Even i f  C ongress did nothing e ls e --w h ich  m any of us believe 

m ight be an appealing a lte rn a tiv e --a  la rge  volum e o f so c ia l leg isla tion  

is a lready with us. It seem s unlikely that any appreciab le  part o f this

w ill be withdrawn.
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Regulation of Interest Rates

Som e of the present regulations m ay of cou rse  change 

app reciab ly . A prim e candidate for  p oss ib le  m odifica tion  in the 

next decade is Regulation Q. Any changes in it probably  w ill take 

p lace in the context of other ch a n ges--exp an sion  o f NOW accounts, 

fo r  exam ple. It seem s likely , how ever, that any m odification  to 

Q w ill heighten com petition  between banks and other institutions. We 

m ight see the dem ise of the savings account as it now ex ists . We 

m ight a lso  see the em ergence of tim e deposits based m ore  flex ib ly  

than now on the length o f tim e fo r  which the con tract is m ade. R e ­

ductions in m inim um  requirem ents m ight w e ll take p lace . Could this 

m ean that the d e ca d e s -o ld  prohibition  o f payment o f in terest on demand 

deposits w ill pass into antiquity?

The P rob lem  of Capital A dequacy

One other regu latory  issu e  that is lik ely  to be with us in the 

Eighties is the m atter o f capital adequacy. It appears certa in  that 

bank su p erv isory  agencies w ill focus on capital adequacy as an integral 

part of bank evaluation. Sources o f capital available to banks fo r  growth 

in assets and liab ilities  are lik ely  to be c r it ic a l. This brings us to the 

"bottom  lin e" im plication  o f m y rem arks about the com petition , regu la ­

tion, and inflation environm ent.
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P ressu re  on Management o f Funds

The "bottom  line" is the in crea sed  prem ium  that w ill attach 

to m anagem ent of funds and p ricin g  o f s e rv ice s  in ord er to attain 

a reasonable return on investm ent. Bank p rofits m ust in crea se  if 

m eaningful amounts o f new capital are to be available either fro m  

retained earnings or sale o f equity sh ares . C lea rly  the em phasis on 

funds m anagem ent and pricin g  strategy w ill have to be a centra l goal 

fo r  bankers in the years ahead.

With resp ect to the sou rce  o f funds, m y view  is  that in crea sed  

com petition  among banks and between banks and other financial in sti­

tutions w ill intensify  the search  fo r  new funds. A su ccess fu l pursuit 

in our struggle against inflation would not m ean a reduction  in the 

re la tive ly  high in terest rates in the near term . This w ill further 

com pound the im pact of in crea sed  com petition  for  funds. In any event, 

"m anaged lia b ilit ie s "  and "m argin al cost of funds" are term s that w ill 

be around for  a long tim e.

With the tendency of your "raw  m a te r ia l" - -d e p o s it s - - t o  be high 

in co s t  and the sou rces  com petitive , p ricin g  your se rv ice s  becom es 

cr it ica l. The analysis o f custom er accounts takes on added m eaning 

to ensure som ething equivalent to fu ll-c o s t  p ricin g  and a return on 

investm ent. You w ill need to look  care fu lly  at your n on -a sse t related 

in com e, in com e from  fees and sp ecia l se rv ice  charges. The com ing
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com p etitive thrust in  pricin g  is to put each area  on its own as a 

p ro fit  cen ter. Em phasizing fee  incom e has a pecu liar advantage in 

that it does not depend on in crea ses  in deposits or a ssets , and hence 

does not requ ire  additional capital.

Developing a Strategy to Cope

The decade of the Seventies has been ch a ra cterized  by rapidly 

changing fo r c e s  that a ffected  your ab ility  to com pete, the nature of your 

com petition , and your ab ility  to earn reasonable returns on investm ent. 

Looking ahead to the E ighties, it is m y b e lie f that the environm ental 

fo r c e s  m ay be a good deal m ore  threatening. Com petition w ill esca late  

further. But on the plus side, the com petitors w ill be on a m ore  

equitable footing as financia l institutions becom e m ore  s im ila r  in term s 

o f se rv ice s  o ffered .

Sizing up the m arket environm ent in the years  ahead is le ss  of 

a p rob lem  than determ ining what to do about it.

In m y opinion, every  banker in the room  w ill need to do a lot 

o f hom ew ork and c r it ic a l analysis as he develops a strategy  for  coping 

with the challenging environm ent.

As a starting point, each bank should pause to a sse ss  itse lf . 

What kind of institution is it? What s e rv ic e s  is it  se lling? Who are 

its cu stom ers and what do they rea lly  demand? Who are your com ­

p etitors? What unique advantages does your bank have in providing
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se rv ice s  com pared  with, your com petitors and how m ight these ad­

vantages be exploited?

A ll I am  suggesting is the need to develop  a strategic plan to 

guide your bank in coping with the changing environm ent during the 

years ahead. Evidently som e banks are  w ell along in developing their 

stra teg ies . One exam ple m ay be the d ecis ion  by Bankers Trust to 

s e ll its consum er banking business to the Bank of M ontreal, thus 

concentrating on w h olesa le banking. A few  other large banks have 

apparently decided to abandon the check p rocess in g  and accounting 

areas to sp ecia lized  data p rocess in g  firm s .

Adapting to our new environm ent w ill be a challenge fo r  all 

o f u s --b a n k e rs , bank cu stom ers , and perhaps esp ecia lly , cen tra l 

bankers. If we con sider the opportunities available to us through 

em bracing and charting constructive  change, rather than res istin g  it,

then we can m eet the challenge. I believe we w ill do just that.
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