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Bank Supervisory Trends
in the ’80s*

By Edward G. Boehne, Senior Vice President
Federal Reserve Bank of Philadelphia

Banking is in the midst of dramatic change
as it tries to adjust to a fast-paced environ-
ment. Inflation is the root cause of much of
this change, but also contributing are tech-
nological advances, social pressures, and a
marketplace that is much more competitive
than it used to be. Bankers and bank super-
visors have ic be sensitive to this rapidly
changing environment if the public interest

* An address delivered before the Robert Morris As-
sociates, Philadelphia, Pennsylvania, February 7, 1980.
The views expressed are my own and not necessarily
those of my colleagues elsewhere in the Federal Reserve
System.

is to be served. I would like tc peer into the
future to speculate about some of the super-
visory and regulatory trends that might uafold
in the 1980s.

One trend bankers would like to see unfold
is deregulation. There is almost universal
grumbling among bankers about the regula-
tory burdens placed on them during the last
decade. A receni issue of the Journal of
Commercial Lending was even poetic;

Wouldn't it be great
To just deregulate

To smash the fools
Who write the rules
And then go celebrate.



1 wish it were that simple just to “de-
regulate . . . and then go celebrate.” But the
cross currents in our sconomy and society
make the regulation issus much more compli-
cated. What [ see happening in the '80s is less
regulation on the liability side of a bank’s
balance shest, particularly in the area of
interest rate ceilings on deposits, but more
supervision on the asset side.

LESS REGULATION
ON THE LIABILITY SIDE

On the liability side, banks are under
pressure both from their competitors and
their depositors, Banks face grossly unfair
competiticn from nonregulated intermedi-
aries like money market mutual funds. At
the same time, there is rising consumer
clamor for a fair rate of return on savings
deposits, From the point of view of regula-
tors, there are two basic ways torelieve these
pressuras. The first is to put the same interest
rate ceilings on nonregulated competitors as
on banks. The second approach is to remove
ceilings across the board and let the market
determine what various financial intermedi-
aries pay for funds.

“he outcome, I believe, will be the demise
of Regulation Q—the regulation that governs
the ceiling rates on deposits. Already, Regu-
lation QO has had a number of holes shot
through it—for example, 8-month money
market certificates, 2 1/2-year certificates,
loop-hole certificates, and repurchase agree-
ments. I realize that to predict the demise of
any regulation goes against the historical
tendency to increass rather than decrease
regulation. The difference now, however, is
that inflation has whetted the appetite of
consumers for market rates of return on their
deposits, and consumers have a great deal of
political clout. In addition, realities of the
marketplace make Regulation ( increasingly
difficult to enforce. Financial entrepreneurs
think up ways around Regulation Q almost
as fast as regulators can find new ways to
apply it. The question, therefore, is not so

much whether Regulation Q will continue to
lose its effectiveness, but what course will
deregulation take. The most likely end to
Regulation Q is a phass-out period lasting
several years. However phased out, the up-
shot is that in the '80s bankers can expect
less regulation on the liability side of the
balance sheet in the area of interest rate
ceilings on deposits.

There are of course other regulatory issues
relatad to the liability side of a bank’s balance
shest—reserve requirements and disclosure
issues such as Truth In Savings, where more
regulation might be in store in the '80s rather
than less. But they are topics for another
speech, and [ want to move on to the asset
side which is your primary concern as lending
officers.

MORE SUPERVISION
ON THE ASSET SIDE

My prediction that you can expect more
supervision on the asset side is based first on
my reading of how social pressures on bank-
ing will develop in the 1980s. Ironically, the
demise of interest rate ceilings could play a
rcle in increasing supervision in the lcan
area. Regulation Q basically is a subsidy for
housing—a protective device for thrifts so
they can fund mortgages. Thrifts get a com-
petitive break in attracting deposits by being
able to offer higher rates than banks, but
they are constrained on the asset side largely
to making mortgage loans. The end of Regu-
lation Q will not mean less social concern
about housing; what it will meanisthat some
different way of giving housing a boost
likely will be found. 1 see more prassure
applied directly to the asset side of a bank’s
balance sheet to make mortgage loans.

Taking this idea a step further, govern-
ment in the 1980s will be less able then in the
past to finance social causes, such as com-
munity redevelopment and poverty programs,
through the budget. At the Federal level,
defense spending will take a larger share of
an already tight budget. State and local



governments also will be under the gun
budgetwise as they struggle to make ends
meet in an inflationary environment. During
these tight budget years, there will be an
almost irresistible temptation on the part of
elected officials to substitute private for
public funds in order to help finance social
investment. The Community Reinvestment
Act, although perhaps not originally designed
for that purpose, is an example of such an
attempt.

Bankers would be wise tc view this social
and legislative prodding to meet community
needs in the broad context of what the
alternative is. The alternative, as distasteful
as the thought might be, could be some form
of credit controls to allocate funds to “socially
desirable areas.” Regulation for social pur-
poses is a much broader issue than bankers
sometimes realize when they complain about
regulatory burdens. You may be better off
than you think., And I urge you to have a
longer run appreciation for the social pres-
sures at work when confronting regulatory
burdens on a day-te-day basis. Such an
appreciation may be the most promising way
to avoid direct controls.

There are also some traditional “safety
and soundness” reasons to expect more
supervision on the asset side of your busi-
ness. Bank capital is a cushion between the
asset and liability sides of your balance
sheet-—a cushion against mistakes and bad
luck, a cushion against bad loans, a cushicn
against investments that go under water in
an environment of high interest rates. As
that capital cushion becomes thinner, bank
supervisors become increasingly concerned.
Although supervisors will continue to put
pressure on bankers to improve capital inthe
coming years, the realistic outlock is foronly
limited success given the prognosis for bank
earnings and the equity market. Therefore,
to compensate for a thinner capital base,
supervisors will want to scrutinize loan and
investment risks even more closely tobe sure
that loan losses are held to a minimum and

that reasonable prudence is used in the
securities portfolio, in terms of both quality
and maturity distribution.

Banks will also face higher funding costs
in the '80s, both because of the erosion of
Reguation Q and the high costs associated
with raising funds in an inflationary environ-
ment. A few banks will be tempted to "reach”
for higher yielding lcans and investments as
a way tc prop up earnings in the face of
higher funding costs. Bank supervisors will
have to be alert to this type of reaching in
order to avoid unwarranted risk. Bankers as
well as supervisors will have to be espeacially
sensitive to the greater risk potential in the
area of foreign lending. Bankers and super-
visors have made major strides in monitoring
country and currency risk exposure, but
even with these advances foreign lending
still poses major risks in the 1980s.

While closer scrutiny of assets can partially
compensate for thinner capital and a tend-
ency in some banks toward reaching for
higher vielding assets, closer scrutiny of
how well a bank is managed can alsc help
compensate for greater risk. Supervisors
will be looking sven mcre closely in the
coming years at the quality of bank manage-
ment and the role ¢f Zirectors in running
banks. The question supervisors will be ask-
ing: Are directors and management running
the bank in a reascnable manner given the
situation a bank finds itself in? If the answer
to that question is yes, then supervisors will
feel more comfortable about the safety and
soundness of a bank. If the answer is no,
then you can expect considerable prodding
from supervisors to improve the quality of
management and director involvement.

IMPLEMENTING SUPERVISION
IN THE ’80s

So, particularly for you as lending officers, a
realistic outlook for the 1980s is that super-
visors wiil be watching over your shoulders
even more clossly than in racent years beth
for social reascns and for traditional reasons



of safety and soundness. Now let me give
you scme thoughts about how supervisicn
and regulation of banks will be implemented
in the ccming decade. I see three develop-
ments.

The first is that you can expect closer
cocrdination among the five regulators of
financial instituticns. The framework for
this closer coordination is the recently estab-
lished Federal Financial Institutions Exami-
nation Council. This Council, which includes
the Federal Reserve, Comptroller of the
Currency, Federal Deposit Insurance Corpo-
ration, Federal Home Loan Bank Board, and
National Credit Union Administration, is
charged with developing uniform examina-
tion policies, uniform examination reports,
and uniform training of personnel. You can
increasingly expect that whether you are
state or Federally chartered bank or thrift
institution, you will be treated essentially
the same way.

The recently established Shared National
Credit system (SNC) is an example of this
cocrdination effort. Under SNC, all loans
over $20 millicn where more than one bank
is involved are classifiec the same for all
financial institutions. So, if a loan from XYZ
Corporation in your pertfolio is rated “doubt-
ful,” then it will be rated doubtful in the loan
portfolios of other financial institutions as
well. Coordination of this type not only is
efficient from the supservisor's point of view,
but it also means fairer supervision from the
banker's point of view.

A second development is that bank super-
visors will be meking increased use of com-
puterized monitoring techniques ts augment
on-site inspections. Supervisors now have
monitoring programs that focus on “key”
ratios of bank performance, such as earnings,

equity, and capital. Computerized surveil-
lance allows us to collect information about
the condition of a bank cn an ongoing basis.
That makes supervision more timely and
makes it possible to target examinations to
problem areas. We can pinpoint more what
we are looking for and put less burden on
you in areas that don't reguire as much
supervisory attention.

Third, you can expect increased reliance
on internal bank systems by supervisors. For
example, if a bank has in place an effective
foan review system, then supervisors can
reduce detailed examinations of individual
loans. Likewise, if the audit function is
performing effectively, supervisors can rely
more on internal checks to turn up preblems.
In simplest terms this means that if you
maintain effective quality contrcl, super-
visors will spend less time in your bank.

[ view closer ccordination among regula-
tors, mare reliance on surveillance, and
increased reliance on internal quality control
systems as ways tc help us do our job as bank
supervisors better and at the same time as a
way of minimizing the supervisory burden
on you,

The final thought T want tc leave with you
is that in the '8Cs more than ever before
supervisors will need field examiners who
see the forest rather than just the trees.
Bankers and examiners will frequently have
constructive differences, and that is as it
should be. But nitpicking over details that
really don’t matter is inappropriate. We need
constructive dialogue between reascnable,
experienced bankers and reasonable, experi-
enced supervisors. Ilook forward to dezling
with you on that basis because Ithink it isthe
most positive way to manage bank super-
vision in the decade ahead.



