New Opportunities in Liquidity
M anagement

Donald C. Miller

The assigned purpose of this paper isto explore new opportunities
inliquidity management. The term is understood to mean a profitable
mix of asset and liability management in the demanding new
economic environment that is developing. My own preference isfor
the term ** balance-sheet management’* as a more accurate and con-
cise way to describe the process.

Toestablish akind of controlling context for thisdiscussion, | first
will review someof the circumstances surrounding the passage of the
Depository Institutions Deregulation and Monetary Control Act, its
meaning for financial institutions, and especialy its effects on liabil-
ity management. The latter two portions of the paper will deal first
with broader funds management techniques of large banks and then
with funds-management challenges and opportunities for smaller
agricultural and community banks.

During the past three decades, funds management at large com-
mercial banks has been characterized by three basic approaches. In
the 1950s the focus was on the asset side of the balance sheet. It
shifted to the liability side in the 1960s and early 1970s, and in the
second half of the 1970s the two methods were integrated.

Although some of the important methods and techniques that may
be employed by large banks will not work for banks whose resources
are more limited, there obviously are useful paralels that apply here.
This suggests at the outset that one of the strongest assets a smaller
bank can develop to guide it through the coming yearsis a flexible
management attitude. The scene can be set quickly with a brief
summary of three key aspects of the current banking environment.

Frst, the banking industry islosing its strong position as afinan-
cia intermediary. There are several powerful factors behind this
development, all related to inflation.
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Inflation and the consequent volatility of interest rates that we will
continueto experience are hurting the ability of banksto achievewhat
have been traditional funding profits. The staple policy of lending
long and borrowing short has been made obsolete by the negatively
doped yield curve. Traditional approaches to asset and liability
management must be changed, as | shall discuss later. Also, it is
difficult to remedy this problem by switching customers over to
floating-rate loans when the borrower evaluates the effects of infla-
tion in much the same terms as the lender, so many problems of how
to handle the demand for long-term, fixed-rate loans remain unre-
solved.

Second, banks of al sizes are losing their quasi-monopoly posi-
tions in the financial services industry — positions they had held
because of geographical location. Merrill Lynch is moving strongly
into the competitive picture with its diverse array of financial ser-
vices. Mgor banks are issuing credit cards nationwide, and most
large banks are opening Edge Act officesand loan production offices
all over the country. Foreign banks are entering major cities like
Chicago and New Y ork and those in California en masse. Sears soon
will be issuing its own notes to your customers.

Third, the long-standing web of regulation is coming unraveled,
leading to the blurring of traditional distinctions not only among types
of deposits but among financial institutions themselves. The major
groundbreaking development in this respect has been the Depository
Institutions Deregulation and Monetary Control Act of 1980, which
mandates the orderly phaseout of Regulation Q and makes other
changes in the regulatory structure that will affect the balance-sheet
management policies of banks.

All of these developments have their root causes in the onset and
continuing pressure of inflation, which has begun to change policies
and institutions. Asthe psychology of inflation becomes morefixed,
the changes catalogued here will become more rapid.

The Advent of Deregulation and Its Effects

Escalating inflation in recent years, with the resulting rise in
interest rates and the growing uncertainty about the course of
economic activity, had increased pressure on Congress to pass the
Deregulation Act. The gap between Regulation Q rates and market
interest rates widened rapidly as market rates rose to record levels in
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1979 and continued to trend upward through thefirst quarter of 1980.
During thistime, stop-gap measures in the form of newly authorized
liability instruments were introduced. The six-month money market
certificate created in 1978 with a $10,000 minimum deposit was
designed to prevent financial institution deposits from moving di-
rectly into the money market, and the 2%-year certificate was added
in January 1980 for the same purpose.

These measures failed to help small savers, who could not meet
minimum deposit requirements, and they failed to prevent nonregu-
lated institutions from attracting these and other deposits from banks
and thrifts. In 1979, money market mutual funds almost doubled in
sizeto approximately $60 billion, and currently they have around $80
billion in outstandings. These funds offer money market rates of
interest while providing more liquidity than recently authorized in-
struments designed to compete with these funds.

Rising interest rates and accelerating inflation also increased the
flight of commercial banks from the Federal Reserve System.
Noninterest-bearing reserves held at the Fed became increasingly
costly as market rates pushed higher and higher. As more banks left
the Federal Reserve System, it had fewer and fewer reserves under its
direct control, and it argued that as a result monetary policy was
becoming more difficult to implement effectively. Also hindering
monetary policy wasthegrowing volumeof NOW accounts and other
transactions accounts at nonbank institutions. These events added to
other pressureson the Federal regulators and on Congressto bring the
rules into better conformity with current market forces.

This increasingly volatile and uncertain climate was generating
new methods for survival in the commercial banking sector. Major
examples include the rapid expansion of variable or floating-rate
loans and widening use of the futures market to hedge interest rate
risk. But liability management, particularly for non-money center
banks, continued to be a major problem because of Regulation Q
ceilings.,Even where small banks were able to maintain their deposit
base, Regulation Q severely restricted their ability to coordinate the
structure of assets and liabilities by adjusting rates and maturities of
instruments to make them marketable.

These distortions in the financial system had a major influenceon
the omnibus Deregulation Act that became law in March of thisyear.
The rules that it changed or eliminated have both direct and indirect
implications for liability management. The phaseout of Regulation Q
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has major significance, while imposition of uniform reserve require-
ments, authorization of nationwide NOW accounts, and pricing of
Federal Reserve services have an important, but less direct impact.

TitleII of the Act extends the authority to impose rate ceilings for
six years, while establishing specific standards for adjusting these
ceilings to market rates of interest. During the six-year transition
period, an interagency committee will oversee the elimination of
Regulation Q. This Depository Institutions Deregulation Committee
is composed of the Secretary of the Treasury, the chairman of the
Board of Governors of the Federal Reserve, the chairman of the
Federal Deposit Insurance Corporation, the chairman of the Federal
Home Loan Bank Board, and the chairman of the Nationa Credit
Union Administration Board, all as voting members, and the Com-
ptroller of the Currency as a nonvoting member.

The Act directs the committee to provide for the orderly phaseout
and ultimate elimination of Regulation Q as rapidly as economic
conditions allow. But asof March 31, 1986, all deposit interest-rate
ceilings will end, and the DIDC will be abolished. In the interim the
committee has considerable latitude in determining how rapidly the
phaseout will occur, but it cannot establish rate ceilings that exceed
market rates. Specific increases are not established in the Act, but the
committee must meet periodically to vote on whether to establish
specified minimum increases of Regulation Q limits.

Therefore, on the basis of the guidelines set out in the Act, we
should expect at minimum a ' per cent increase in Regulation Q
limits in September 1981 and minimum % per cent increases at the
end of March of 1983, 1984, 1985, and 1986 on all categories of
deposits. But the committee could make these rate changes larger or
smaller according to economic conditions.

It also should be kept in mind, while factoring these interest-rate
changes into liability management planning, that the committee has
additional powers that allow it to completely eliminate restrictions
that apply to a particular category of accounts and to create new
categories of accounts not subject to limitations or with current
market rates as limits. For example, the committee could remove the
180-day maturity restriction from the money market certificates of
deposit but maintain the $10,000 minimum deposit. Or it could
remove completely interest-rate restrictions on the 2%-year certifi-
cates. Therefore, we should expect that the actions of the committee
will result in moreflexibility for liability management asthe phaseout
progresses.
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The committee already has used its authority to alter the ceiling
rates payable on both six-month and 2%-year floating rate deposits
whose ceiling rates have been tied to interest rates on Treasury
securities with comparable maturities. These actions set higher ceil-
ingsfor these deposits by changing their relationship to the yields on
Treasury securities and established minimum ceilings for each. The
committee also has decided to eliminate finder's fees and raise the
maximum, value of premiums banks can offer for deposits, while
restricting the methods banks can use to compute premium costs.

Other changes legidated in the Deregulation Act will have an
effect on liability management but will not be under the supervision
of the committee. For commercial banks and other depository in-
stitutions, the cost of deposits will change because the Federa Re-
serve System will phase in universal reserve requirements over an
eight-year period. The Act requires that the System also open up its
services to al depository institutions and explicitly price each ser-
vice. In addition, all regulated financia institutions will have the
authority to offer NOW accounts beginning in 1981.

Both reserve-requirement coverage and percentages will change
under the Act. A 3 per cent reserve against transaction accounts
totaling$25 million or lessand 12 per cent for all transaction accounts
over $25 million are the initial requirements. Nonpersonal time
deposits will require an initial 3 per cent reserve. Persona time
deposits no longer will require reserves.

For nonmembers of the Federal Reserve System, these require-
ments are new, but vault cash, which is sufficient to cover required
reserves in most small institutions, can be counted as reserves. Thus,
except for the very large institutions, the expansion of reserve-
requirement coverage will have a minimal effect. Moreover, for
member banks, these required reserve ratios are less than the onesin
existence prior to the Act. Most institutions, therefore, will not be
affected, but member banks that are affected will find that they have
more resources to acquire earning assets.

In 1981 the Federal Reserve will begin pricing its services and
making them available to all depository institutions. The additional
cost of these services probably will add only a minima amount to
total noninterest expenses. But direct access to Federal Reserve
services could prove beneficial at times for portfolio management,
depending on the banking organization.

The nationwide extension of authority to-offer NOW accountsfor
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al depository institutions will affect both the cost and competitive
structure of the industry. These demand accounts can be offered with

an interest rateof upto 5% per cent, which eliminatesthe prohibition

against interest payments on demand deposits. As a result, institu-

tions will be ableto price deposit services more effectively and adjust

the price as competitive conditions change. At the same time, many

more competitors will be offering these services— savings and loan

associations, mutual savings banks, and credit unions— so competi-

tive pricing will become moreimportant for maintaining astable and.
growing deposit base. Developing anew servicein a market with new

competitors undoubtedly will create transition shifts of depositsfrom

ingtitution to institution until a stable pricing system or systems
evolve in the competitive market.

These reforms,will be more equitable for financia institutions
offering similar services. But they also will alter the cost structurefor
banks and thereby have an effect on liability management decisions.
Moreover, the Deregulation Act requirement that the Federal Reserve
begin explicitly pricing its servicesislikely to alter the cost structure
of a bank's overall operations and so have an effect on efficient
liability management.

The changes in the regulatory environment have their main focus
on the liability side of the balance sheet. Phasing.out interest rate
[imits on deposits will allow banks more freedom over managing the
size of interest-rate-sensitive asset and liability gaps, giving them—
particularly smaller banks — better control over liabilities. At the
same time, other changes incorporated into the Act will broaden the
competition for deposits, which will tend to decrease interest rate
margins between assets and liabilities. Still, on balance these regula-
tory changes should increase flexibility for more efficient balance-
sheet management.

Small banks especialy will fed the effects of the Regulation Q
phaseout and NOW account authorization, because their asset flexi-
bility has been much more constrained than that of larger banks.
Other than the maximum interest rates payable on NOW accounts,
banks will be able to offer competitive rates for deposits. They can
produce deposit services that provide liquidity and yield tailored to
customers' needs, perhaps allowing people to design their own ac-
counts, given some specified-limitations. Phasing out Regulation Q
also will mean that restrictions on premiums will be eliminated, so
interest can be paid at any time either as explicit interest or as a



New Opportunities in Liquidity Management 201

premium. These changes will make banks much more competitive
with money market mutual funds and should help reverse the flow of
deposits from the small banks into these funds.

The effects of the changesin the law will be most pronounced on
smaller banks, but large banks also will be adjusting to the altered
environment. It is appropriate, therefore, to examine some of the
principal approaches that large banks are using and their possible
applicability to community banks.

General Techniques of Funds Management at Large Banks

As the economic, regulatory, and financial environment has
changed, large banks have responded with innovative techniques of
funds management appropriate for the changing times. Before the
emergence of liability management, the traditional asset allocation or
asset management system was practiced by most banks regardless of
size. This approach required bankers to adjust the composition and
guantity of assets to changes in the amount and mix of deposit
liabilities. The liability structure of the institution was passively
accepted as being determined by the local marketplace. Available
funds were employed according to strict priorities. First legal re-
serves had to be met, and then liquidity needs were fulfilled by the
maintenance of secondary reserves consisting of very liquid, short-
term assets. After legal and liquidity requirements were satisfied,
existing credit demands were met by making loans, and any remain-
ing funds were allocated to fixed-income investments. In short, the
quantity and type of deposits determined thelevel and nature of assets
held by a bank.

One development exerting major impact on the structure of large-
bank balance sheets and the techniques used to manage them was the
secular increase in inflation sincethe 1960s. Thisresulted in tremen-
dous credit demands that presented banks with numkrous opportuni-
tiesto expand their loan portfolios. Since the slow growth in demand
deposits caused by Regulation Q and increasing efficiencies in cash
management coincided with expanding credit demands during the
1960s, banks turned to purchased funds, or liability management, to
satisfy lending requirements. Other trends during recent years have
pressured larger banks into greater reliance on money market fund-
ing. One such factor is the statutory deregulation of financial inter-
mediaries.
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In recent years, the tremendous volatility in interest rates has
necessitated the evolution to funds management techniques that can
deal with the consequent volatility in bank earnings. These highly
volatile rate patterns are a result of the Federal Reserve's monetary
policy response to persistent, high inflation rates. The Fed's strategy
during the last year has emphasized control of the growth path of the
monetary aggregates as opposed to the stabilization of interest rates.
This approach, producing a quite restrictive monetary policy, has
precluded banks from consistently relying on a positively sloped
yield curve to generate short-funding profits. With the rates on assets
and liabilities fluctuating wildly, banks are striving to control the
spread on the sources and uses of their funds. Accordingly, the
central focus now is asset and liability management. The techniques
of the two approaches— liability management and asset and liability
management — will be described below.

Liability management for many banks is the practice of acquiring
funds through the issuance of short-term bank liabilities in the money
markets. It involves banks competing generally for funds on a price
basis. By purchasing or borrowing money in the open market, banks
can obtain funds to meet reserve requirements, liquidity needs, loan
demand, and investment opportunities. With liability management,
funds requirements and asset growth can be met by adjusting the
quantity and composition of liabilities. This contrasts with the his-
torical approach of asset management, under which bankers pas-
sively accepted their deposit liabilities as provided by the public and
alocated them to meet needs of varying priorities.

Liability management, then, is the management of purchased or
discretionary funds. Thistheory of commercia bank liquidity can be
labeled as discretionary funds management, because it involves the
control of interest-sensitive funds that can be increased or decreased
a a bank's initiative or discretion. It excludes non-discretionary
funds, that is, assets and liabilities over which the bank has little
immediate control. Some of the liabilities that are considered to be
discretionary in the short run include Federal funds, repurchase
agreements, certificates of deposit, Eurodollar deposits, and com-
mercial paper. These instruments of liability management devel oped
sporadically as various sources of funds were made unavailable
through regulation.

The basic objectives of liability management involve insuring the
availability of purchased money asit is needed, minimizing the cost
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of these funds, and planning strategically to meet long-term funding
requirements that permit adesired rate of asset expansion. The thrust
of liability .managementisto acquire all the money one can employ
and to structure the maturity of the liabilities in synchronization with
the interest rate cycle. Initially the most critical endeavor of discre-
tionary funds management isthe problem of liquidity management or
maintenance, the availability of adequate financing for a bank's
activities through all interest rate environments.

Liquidity is the ability to raise cash on short notice to offset cash
drains over time with a minimum of profit disruption. Banks have
guite special liquidity requirements because it is the nature of their
business to make commitments to receive and pay out funds upon
demand. A customer may choose to draw down aline of credit or a
deposit, roll over a loan, or make payment against an outstanding
loan. Theliquidity problem for banks isalways to have the ability to
honor these commitments. Liquidity is essential to banking because
the inability to meet cash demands could mean failure or at least an
impairment of confidence in an institution.

Liability management has changed the methods employed by
banks to meet liquidity needs. Prior to 1960, banks measured lig-
uidity in terms of the amount of readily marketable assets that were
held. These assets were termed secondary reserves and consisted of
U.S. Treasury bills and notes, plus broker and dealer loans. The
concept was the storing of liquidity in readily marketable assets to
meet loan demand or deposit withdrawals. Liability liquidity, on the
other hand, is the technique of raising cash by purchasing funds. It is
specifically the ability to issue additional liabilities over and above
the ones already outstanding. The greater the amount of outstanding
liabilities, the less liquidity there is available. The use of untapped
borrowing potential for liquidity purposes is the essence of this
approach.

It is very difficult to quantify liability liquidity: Some’institutions
have attempted to measure it by calculating their current market share
in a certain liability instrument like certificates of deposit and com-
paring that statistic with the average percentage taken by the bank in
the past.

If abank isbelow itsaverageshare, it can expect toissue additional
liabilities without much difficulty. Unfortunately thisis a simplistic
analysis that leaves a'great deal unanswered about liability liquidity.
Uncertainty over untapped borrowing potential is a genuine limita-
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tion of liability management. For this reason, the first priority in
implementation of theliability management approach is maintaining
the availability of funds.

Insuring the availability of adequate funding initially requires that
senior management develop a set of explicit guidelines that specify
sound operating procedures and constraints on behavior in regard to
funding activities. The approach applied in funding describes the
philosophy of the bank's management in this endeavor. Whatever
philosophy is adopted will, of course, determinethe manner in which
a particular bank guarantees the availability of money. To augment
the availability of funds, management should give consideration to
the following factors:

Source diversification. Since large banks depend heavily on the
money markets for their liquidity, it is prudent that financing be
sought from a variety of sources and instruments. Diversification of
liabilitiesapplies just asit does in investments with diversification of
assets. Institutions like to maintain a presence or visibility in various
markets to enhance diversification. Thus, even if a particular market
is not the most economical, a bank may borrow in it just to maintain
it's access to those funds. Furthermore, banks like to maintain diver-
sification within each category of discretionary funds in order to
avoid taking excessive amounts of money from any one supplier. A
profile of financing obtained from variousinstruments and customers
should be analyzed to avoid concentration of funding.

Source development. Expansion and better utilization of a bank's
natural customer base are probably the most efficient way to improve
theavailability of funds. Toaccomplish this, it is necessary to inform
calling officers about financing activities and reguirements and en-
courage them to solicit customer funds. Assistance should be pro-
vided in identifying and contracting potential funding sources. To
increase the direct placement of liabilities with customers, it is
necessary to meet the needs of the customer. A bank must be willing
to take money in the instrument and maturity where it is offered.
There must be an accommodation of a variety of customer prefer-
ences.

Funding capacity and market exposure. To insureliquidity main-
tenance, it iscrucial that an institution employing liability manage-
ment not exceed its capacity to borrow. This can be accomplished by
subjectively appraising the capability for acquiring funds in each
particular liability vehicle. It requires good judgment, prudence, and
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estimation. Actual use of a particular market can provide insights as
to the extent that the market will absorb a bank's paper. The acquisi-
tion of funds beyond the perceived, appropriate share of a market can
reflect negatively on a bank's condition.

Abuse of access to the marketplace can be interpreted by market
participants as an indication that an institution is experiencing some
internal difficulties. There must be areluctance to surpass borrowing
capacity for fear of damaging one's reputation or the value of one's
name, incurring the risk that all segments of the market would be
closed or only accessible at above market rates.

Period run-off limits. Since maturing liabilities represent a'lig-
uidity drain, their runoff must be regulated. Limits must be estab-
lished for the maximum dollar amount that can mature in a particular
week or month to avoid excessive liquidity drains.

Maximum country/currency limits. Today global perspective is
necessary in funds management because capital controls no longer
l[imit the movement of funds between domestic and foreign markets.
Many lenders of funds are foreign nationals and governments, :so
limits must be set for funds taken per country to supervise exposure to
political risk. Since the movement of currencies is likewise mot
constrained in theinternational markets, these funds are available for
borrowing. To manage the risk of fluctuating currencies against the
dollar, limits must be established describing the extent to whrch such
exposure will be accepted. Often foreign-exchange risk can beelimi-
nated or modified by hedging currency positions.

Balance sheet structure. Financing activities should beundertaken
-with an intention of maintaining astable balance sheet in termsof the
percentage composition of liabilities. A financial structure that dif-
fers markedly from the industry or peer-group norm draws undue
attention to funding activities and risks complicating the task of
funding. A shift in balance-sheet structure could impose unantici-
pated changes in the perceived riskiness of bank's securities.

Organization. Funding, more so than many activities, isdonein .
response to 'market opportunities. Under these circumstances, for
large banks the funds-gathering unit must be structured to provide an
organization with enough flexibility to take advantage of opportuni-
ties in various domestic and international markets. The need for a
unified, coordinated approach toward raising money in the
worldwide markets provides much of the initiative for global funds
management. Proper coordination among the reserve position man-
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ager, the term liability manager, the Eurodollar position manager,
and the foreign exchange traders will lead to more economic and
diversified funding.

The preceding seven items are essential considerations for main-
taining access to the money markets. Funds cannot be borrowed
unless the market has confidence in the buyer. This confidence is
determined by the conduct of the institution in the market, whichisa
function of management's philosophy or operating approach.

Minimizing Interest Expense

After the availability of funds is assured, the second major objec-
tive of liability management is to minimize the cost of purchased
money over the interest-rate cycle. To achieve this end, the proper
mix of liabilities must be determined, and the appropriate average
maturity must be 'built into the deposit structure. Aside from
availahility aspects, the various instruments of liability management
have two other variables that must be examined in constructing the
optimum portfolio of liabilities.

These elements are the al-in cost after reserves and the maturity of
a particular funding vehicle. Instruments that are considered bor-
rowings, such as repurchase agreements and Federal funds, are free
of reserve requirementsand tend to havethelowest nominal and all-in
interest rates. Yet the maturity of these instruments is quite short-
term, typically one day. Deposit liabilities such as Eurodollars and
certificates of deposit usually have greater nominal and all-in costs
than borrowings, are subject to reserves, and are available in
maturities of upto, generally, 12 months. Reservesincreasetheall-in
cost of money because a portion of the funds raised must be placed on
deposit at the Federal Reserve. Obviously, when rates areexpected to
rise, greater reliance is placed on term-deposit sources of funds to
lock in money at existing rates. Borrowings may, at the moment, be
lessexpensive, but they provide no protection against higher rates. In
this situation, the average maturity of deposits should be extended to
provide an additional hedge against rising rates. History indicates that
expanding the volume of term liabilities outstanding and lengthening
the average maturity of deposits early in a business expansion have
been an economical strategy to follow. Of course, when lower rates
are anticipated, a shift to a greater mix of borrowings and a shorter
average maturity in the deposit book is desirable.

The proper composition and maturity of liabilities are determined
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by the trade-off of cost against maturity. To provide proper perspec-
tive, it must be noted that this exercise would be merely a rather
simple, mechanical procedure if one possessed areasonably accurate
interest rate forecast. Again, the persistence of inflation and the
difficulty of judging its psychological implications have made this a
strenuous and often frustrating exercise.

Written Directives

For implementation purposes, the tactical strategies of liability
management should be documented through written directives. Lia-
bility managers typically meet formally with senior management to
draft such a document, which details the money-management ap-
proach and guidelines to be followed in the short run. A review of
each potential source of funds is conducted with regard to relative
costs and percentage utilization in each market. Explicit upper and
lower parameters on the level of activity in any single market are
determined. The act of formulating directives promotes a sense of
involvement on the part of theline officers, and it provides aconven-
ient forum for briefing senior management on recent developmentsin
the market. Finally, global money-gathering activities are executed
in a more coordinated and purposeful manner at all levels of the
organization. The directive is an effective communication device by
which strategiesare relayed to those responsible for implementation.

Strategic Planningfor Long-Term Funding Requirements

The provision of adequate liquidity is not astatic problem. Long-
run planning must provide for dynamic growth of adquate liquidity
over time so as not to hinder the basic growth of a bank's assets.
Initially in the planning process, asset managers throughout the bank
must be surveyed to ascertain the volume of assets that is expected to
be carried over the planning horizon. Next,. projections of the capital
account must be undertaken to determine whether projected asset
volumescan be comfortably carried. Thecapital adequacy questionis
asubjective and complex one. The proper amount of capital hingeson
what bank management perceives as prudent, what capital-asset ratio
or leverage a bank's peer group maintains, what supervisory au-
thorities view as acceptable, and ultimately the judgment of the
marketplace. The leverage desired by a particular institution will
determine the need to raise additional capital in order to meet planned
growth. If capital cannot be raised at an acceptable cost, growth in
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assets may have to be limited in the long run by the requirement to
remain within the range of proper capital coverage.

Finally, the growth of basic funding liabilities or uncontrollable
liabilities such as demand and savings deposits must be projected.
Combining planned asset expansion and non-purchased liability
growth with due consideration of leverage constraints defines a
funding gap that must be met. Therisk being tracked by the strategic
planning process is the inability to meet the financial deficit at any
point in the plan. Management of this risk involves the projection of
sources of liquidity, including asset liguidation and runoff and incre-
mental funding sources, and the structuring of amix of takings from
these sources to assure that -funds availability is held at a level
consistent with management's desires. The point hereisthat planning
will allow this risk to be controlled.

Balance-Sheet Management at Money Center Banks

In the last five years, with an environment often characterized by
extremely volatile interest rates, greater dependence on purchased
funds, and a negatively sloped yield curve, large banks have con-
sciously attempted to build in a profit spread or interest margin
between their money market borrowings and the assets supported by
these liabilities. The goal isto limit exposureto interest rate risk and
manage earnings more precisely by making asset yields sensitive to
movement in money market rates. The linking of asset and liability
yields to manage the components of the balance sheet as a unit has
become widely known as asset and liability management.

This is a coordinating exercise by management to structure both
sides of the statement of condition in a manner appropriate to meet
income goals without taking unacceptable exposure to interest rate
risk. It islikely that asset and liability management, or balance-sheet
management, will continue to be thedynamic discipline of banking in
the 1980s.

Early attempts at asset and liability management took the form of
manipulating the sensitivity ratio, which is merely the quotient ob-
tained by dividing the interest-sensitive assets by the interest-
sensitive liabilities. This system centered on controlling the volume
of interest-sensitive liabilities against such assets, so that the as-
sociated costs and revenues moved together, optimizing the profit
spread between the sources and uses of money. An obvious required
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step in this practice is defining assets and liabilities that are interest-
sensitive, i.e., that possess rates that changein step with open-market
rates. Unfortunately, the definition of interest-sensitive is quite ar-
bitrary, which later led to the development of gap analysis, the
difference between assets and liabilities at certain maturities. Some
ingtitutions assumed that assets and liabilities of 90 days or less in
maturity were rate-sensitive, while others selected one year as the
boundary. Regardless of definitional problems, the principle is to
control thesensitivity ratio in relation to the outlook for interest rates.

For example, if abank were very certain rates were on an upward
trend, it would set a target ratio of, say, 1.3 or so. In this case, the
interest-sensitive assets would exceed the volume of the interest-
sensitive liabilities of 30 per cent, permitting income from assets to
rise more rapidly than expenses associated with liabilities. If the
outlook were uncertain, aconservativestance would beto balance the
interest-rate-sensitive volume of assets and liabilities by setting a
target ratio of one. Thisstrategy assumes that abank has areasonable
degree of control over interest-sensitive assets and liabilities.

A more advanced and precise means of tracking and managing
interest-rate exposure of the balance sheet is interest-rate-sensitivity
analysis. The sensitivity of an asset or liability isdefined by thetime
period — thetenor —that elapses until the next potential-repricing of
that item. The period may be shorter than thefinal maturity, asisthe
case with afloating-rate loan or variable-rate certificate of deposit.
Thedegree of sensitivity ismeasured by the gap, or dollar difference,
between assets and liabilities at various repricing periods — for
example, overnight, 2to 30days, 30to90days, 3to6 months, 6to 12
months, 1 to 2 years, 2 to 3 years, and over 3 years. The greater the
gaps, positive or negative, the greater the sensitivity. By studying the
volumes of assets and liabilities falling within each category, insights
can be gained into a bank's earning dynamics in various rate envi-
ronments.

In order to manage these gaps, controllable balance-sheet items
must be employed. These items are assets and liabilities that can be
controlled —that is, items over which a bank has the discretion in
termsof price of term—or both—to buy, hold, or sell. Examplesare
Federal funds, investment securities with fixed maturity, certificates
of deposits, and Eurodollar time deposits. Uncontrollable or non-
discretionary items are assets and liabilities that are beyond the
short-run, immediate control of the banker. Examples are fixed-rate
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loans, retail savings deposits, and demand deposits.

The actual management of rate sensitivity involves controlling the
size of the asset and liability gaps or degree of mismatching for each
period, depending on the outlook for interest rates. The gaps are
managed by use of controllable assets or liabilities mismatched
against the uncontrollables in each pricing category.

Depending on the interest-rate forecast, several choices exist for
structuring assets and liabilities to reach the desired level of overall
interest-rate sensitivity. With expectations of higher rates, the sen-
sitivity of the assets would beincreased in relation to theliabilities by
adding controllable assets in the short periods and controllable
liabilities in the longer categories. After this adjustment, the assets in
the shorter maturities would exceed the liabilities, and the liabilities
would be greater than the assets in the longer maturities. In afalling
rate environment, on the other hand, it would be advantageous to be
more liability-sensitive. To accomplish this, more controllable
liabilities would be added in the shorter maturities and fixed assets of
longer terms so that these gaps would be biased to the liability side.
They then would be liability-sensitive. The objective is to manage
interest-rate sensitivity over the interest-rate cycle by the use of
controllable assets and liabilities.

It should be noted that the practical management of interest sen-
sitivity more often than not involves ashifting in thetenor of controll-
able assets and liabilities. Only in more extreme cases, when interest
rates are expected to peak or trough imminently, would new assets,
primarily long termin tenor, beadded to the balance sheet toallow for
quick adjustment.

Further, interest-rate sensitivity can be adjusted just as effectively,
without affecting the leverage of thefirm, by a program of asset sales.
Traditionally, the portfolio has been called upon to bear this burden.
Increasingly, however, other types of hitherto uncontrollable assets
have been produced and booked in such aform that they can be sold to
alter sensitivity. Upstream loan participations, mortgage pass-
throughs, and acceptance sales all provide opportunities to alter
sensitivity.

Premeditated Asset Sales Programs

Over the past decade, constant inflationary pressures and the
chronic undervaluation of bank equity have conspired to cause an
industry-wide deterioration of capital ratios. Recently, the Comp-
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troller of the Currency, among others, has expressed concern about
this trend, putting renewed emphasis on the maintenance of a given
level of capital adequacy. Primarily for this reason, commercial
banks are actively seeking ways to deliver their risk-taking, value-
added services in ways that do not require on-balance-sheet inter-
mediation. Various pass-through and quasi-investment banking ac-
tivitiesallow banksto generate assets, package them, and sell themto
ultimate investors. Thisintermediation format will play an increasing
role in the business development efforts of commercial banks in the
future.

Interest-Rate Futures

A new and potentially powerful instrument for the control and
adjustment of bank interest-rate sensitivity has arisen in the markets
for financial futures. Particularly within the last year, the financial
futures markets in three-month Treasury bills, GNMA’s, and long
bonds have become quite diversified in their participation and suffi-
ciently robust to offer good hedging possibilities for those institutions
that have determined that a particular interest-rate position iscounter
to their risk preferences. Thefutures markets allow an adjustment in
rate sensitivity when cash markets for marginal assets or purchased
liabilities, for one reason or another, are not available. For this
reason, the interest-rate futures markets offer significant opportuni-
tiestoingtitutions that, because of their size, do not have ready access
to purchased liability markets in all maturities at market rates.

In addition to the ready availability and immediacy of thefinancial
futures markets, their use as a sensitivity-adjusting mechanism is
enhanced by thefact that they allow effective hedging without the use
of the balance sheet, hence without introducing additional leverage.
Thiscan be an important advantage when large dollar volumes of risk
assets or liabilities require hedging. A severe negative, however, is
the presently mandated accounting treatment for hedged future trans-
actions. Present accounting conventions, in many cases, do not allow
the financial statement to symmetrically and/or contemporaneously
represent the income effects of a hedged asset or liability and the
hedging futures contract. This fact, in a cosmetic sense, might se-
verely limit the use of these markets, even though the economic
benefits of the hedge may be overwhelming.
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Balance-Sheet Management at the Community Bank

With the preceding background discussion of the changing regu-
latory structure and its implications and then a review of modern
funds-management techniques used by large banks, it is appropriate
now to relate these factors to the problems and opportunities of
smaller community banks.

To alarge extent, large banks and smaller banks have many of
these problems in common, although of course they differ in degree.
However, in recent years even these differences in magnitude have
lessened somewhat as smaller banks have achieved greater flexibility
in adjusting for interest sensitivity. It appears that there will espe-
cially beincreasing flexibility on the liability side. Certainly the risk
inherent in the current interest-rate environment is experienced by
banks of all sizes.

Liability management at the community bank is quite recent in
origin, sinceit received its major impetus from the introduction of the
six-month money market certificate in June 1978. Since then these
certificates have grown to the point where they currently amount to
almost $150 hillion and represent approximately 32 per cent of total
small-denomination time and savings deposits at commercial banks
nationally. This certificate, together with high inflation and rising
rates, gave the community banker hisfirst experience of what bank-
ing will be like when interest-rate ceilings imposed by Regulation Q
are removed. The six-month certificate gave the banker a much-
needed means of competing for funds in the rising interest-rate
environment, which before would have spelled massive disinter-
mediation. o

However, it also had an adverse effect upon banks' interest ex-
pense, as depositors shifted funds from interest-rate-insensitive de-
mand and savings accounts to the rate-sensitive certificates. The
higher interest expense translated in almost all casesto areduction in
net interest margins. Thisresulted from the fact that instruments that
make up the asset side of the community banks' balance sheet did not
increase in ratesensitivity asquickly astheinstruments that made up
the liability side.

Asinterest rates continued to rise throughout 1979 and thefirst part
of thisyear, many bankers attempted to shorten up the maturities of
assets and increase the percentage of floating-rate loans in their
portfolios. In other words, bankerstried to increase the rate sensitiv-
ity of the asset side of their balance sheets. Unfortunately, some
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bankers were, to an extent, too successful, because as rates moved
sharply lower during the spring of 1980 they found that their liability
costs were not as sensitive as the rates received on their floating-rate
assets and resulted in pressure on net interest margins in a generally
falling rate environment.

In sum, the community banker was exposed to the vagaries of
liability management but found that the mix of floating-rateliabilities
and assets available to him were not adequate to protect his net-
interest margins. Interestingly, despite the wild gyrationsin interest
rates and the attendant pressure on net margins, remarkably few
commercial banks were fatally affected. Indeed, the adaptability of
the community bank to this-unexpected disarray in financial markets
during the last year demonstrates the fundamental heath of the
nation's banking system and suggests a high survival rate for com-
munity banks in the future. To continue to be among the survivors,
however, bankers must learn how to adapt to volatile and unpredicta-
ble financial markets. They must begin to manage their assets and
liabilities in an environment of heightened interest-rate risk.

The Inherent Interest-Rate Sensitivity. Every community bank
balance sheet contains within it an inherent interest-rate sensitivity
that is fundamentally determined by factors outside the bank's im-
mediate control. Unlike those of its money center counterpart, the
community bank's assets and liabilities are heavily influenced by the
demand for and supply of funds in its immediate market area. Con-
sequently it does not enjoy the flexibility of adjusting the sensitivity
of itsliabilities or its assets as easily or asrapidly asthe money center
bank.

For example, maturities of money market certificates are set by
regulation, while maturities of other certificates of deposit arelargely
determined by the depositors' needs-or preferences. In most cases,
thelargest group of customerstaking advantage of large CD’s or RP’s
are ,corporationsor municipalities looking for a vehicle in which to
invest working capital temporarily. They have very specific param-
eters as to desired maturity, and they come to the community banker
wanting to know what heis willing to pay for that specific maturity.

Rates paid on liahilities also are largely beyond the determination
of thecommunity bank. Here, too, regulations play an important role
in that they specify the rates paid on 6-month money market certifi-
cates as well as the rate payable on the 2%-year small saver certifi-
cates. Asaresult theliability manager at the community bank is more



214 Donald C. Miller

a funds taker than afunds manager. His market, as well as regula-
tions, continue to influence the term structure of the liability side of
the balance sheet. He simply cannot always adjust the term of his
liabilities rapidly enough to optimize his net interest margins under
either a rising or falling rate environment.

Alternatively, the asset side of the balance sheet of the community
bank reflects the customer's desire for relatively long-term, fixed-
rate credit facilities, such as home mortgage loans and consumer
installment loans. Aslong astheyield curveisupward sloping, banks
can generally fund and profit by extending such credit, but with a
downward sloping curve such loans begin to exert downward pres-
sure on net interest margins. The increasing appearance of this
negatively shaped curve spells difficulty for all banks.

Another consideration that influences the asset side of the commu-
nity bank is the need to maintain aliquidity reserve to meet seasond
and cyclical net cash outflows. The money center bank can purchase
funds for such purposes, but the community bank must set aside
short-term marketable assets that can be readily liquidated to meet
these outflows. Consequently the bank must always keep some per-
centage of its assetsin arate-sensitive posture, even though it may not
optimize the net interest margin.

The effects of the local market will affect each community bank
differently. The local demand for and supply of funds may bias the
gap of interest-rate sensitivity positively for abank in one community
and negatively for a bank in another. These biases, or influences,
must be determined before the banker attempts to adjust his gap to
maximize his net interest margin. In a residential, suburban-type
community, the bank's balance sheet most likely will be dominated
by long-term, fixed-rate mortgages and six-month money market
certificates. Thiswill giveit anegative gap and an inherent exposure
to escalating interest rates. In an industrial area or a large farming
community, the opposite may be true because the loan portfolio's
maturity structure is much shorter.

Itisthejob of the asset-liability manager at the community bank to
determine these biases caused by the uncontrollable items on his
balance sheet and neutralize them with items that are controllable.
The key to thisis the ability to adjust thefrequency with which assets
and liabilities are repriced in order to achieve a desired gap. While
this would seem adifficult task, new tools not previously feasibleand
proposed regulatory changes should make the job of asset-liability
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management at the community bank much more effective.

Instruments and Constraints. Along with the introduction of the
six-month money market certificate came an increased level of
awareness by depositors of interest-rate levels. Asaresult, commu-
nity banks found themselves competing more vigorously than ever
for funds, as rate-sensitive depositors shopped for the highest return
available. Under pressure to maintain interest-rate margins in this
increasingly competitive climate, community bankers have turned to
liability instruments formerly used almost exclusively by money
center banks and the larger regional banks.

Such instruments include large denomination certificates of de-
posit, repurchase agreements, Fed funds purchased, and the Treasury
Tax and Loan Note (TT&L). The first two have probably been the
most effective in maintaining and attracting deposits while affording
the bank some alternative as to maturity. Large denomination CD's
($100,000 and over) allow the community banker the opportunity to
offer its larger depositors a rate that is attractive and aso fit the
maturity parameters of both depositors and banker. RP’s, while
having this same attractiveness due to flexible maturities, add the
extra security desired by some investors and at the same time alow
Fed members to forego the added expense of reserve reguirementson
CD’s.

Both of these instruments, in conjunction with the TT&L note
option, have comeinto increased use by community bankers asthey
sought to diversify their liability structure in order to decrease their
exposure to interest rate fluctuations while competing for funds. For
example, in adeclining rate environment, the community bank will
want to increasethe rate sensitivity of itscost, or increaseits negative
gap, by shortening the maturity structure of itsliabilities. Thiswill be
effective only to the extent that the bank can bring depositors into
shorter maturities by making the rates on these maturities the most
attractive.

As previously noted, however, the greatest barrier to this type of
liability management in the community bank isthefact that this bank
tendsto beafundstaker, having to accept the predetermined maturity
demands of its larger depositors due to heavy competition in a very
limited funds market. In addition to this constraint, the extensive use
of RP's in this role depends on the existence of asizeable unpledged
portfolio of eligiblecollateral. Finally, the TT&L note as a source of
funds is limited by the uncontrollability of its maturity structure.
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Although it does supply another source of fundsat areasonably cheap
level, its timing and duration are quite unpredictable.

One source of funds not always considered in the framework of
liability management, and which should be mentioned, is the is-
suance of capital or capital-type instruments. In an environment like
the one that has dominated the last couple of years, issuance of such
obligations, especially long-term, fixed-rate debt, would be an ideal
hedge against continually rising rates. However, issuance of equity
has some major drawbacks besides the obvious constraint of dilution
of ownership. By far thelargest barrier to capital asasource of funds
is the lack of willing investors. Not only does the community bank
face a limited market for its stock, the thought of a seven-year
investment at a fixed rate in a small community bank also does not
appeal to multitudesof investorsin today's volatile rateenvironment.
In addition, the cost of issuing through private placement, as well as
the potential cost involved in bad timing, may be prohibitive.

In view of all these limitations, one may ask whether it is at all
feasible for the community bank to practice effective liability man-
agement.

It isfeasible but unfortunately, for now, only on alimited basis. A
naiveform of liability management would be simply to refuse to pay
theallowabl e rateon six-month money market certificates. Whilethis
could have some serious ramifications in respect to growth, it could
be the difference between a positive and negative interest-rate mar-
gin. A more positive and psychologically acceptable means of liabil-
ity management would be to use Fed funds purchased and large RP's
with dealersin order to makeamoresignificant impact on theliability
structure. Thiswould be donein an environment of steadily dropping
rates, where the bank will want to shorten its liability structure as
much as possible. To the extent the bank is confident that rates will
continue to drop, it should reduce its exposure in longer-term
liabilities and increase its Fed funds position. Where rates appear to
be rising for any extended period, Fed funds of up to six monthsin
maturity can be used to extend the term structure and further reduce
ratesensitivity. Any useof Fed funds purchased in acommunity bank
must, of course, be done within the limitations of the bank's liquidity
and capital structure.

If a bank has a large government investment portfolio with very
little customer demand for RP’s, it can use its available collateral to
secure additional fundsfrom security dealers with maturities aslong
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as six months. Unlike most RP's done with customers, here the bank
usually will have more latitude asto maturity. Thismethod of liability
management, however, does have some limitations, as it requires
ample collateral and usually requires a minimum denomination of $1
million.

Unfortunately, Fed funds purchased and RP's are most effectivein
the community bank asaliability management tool in adeclining rate
environment. When rates are rising and the banker wants to extend
hisliability term structure significantly, he realy hasfew instruments
that will lock his cost in longer than six months. The one instrument
that held some promise in this area, the 2%-year small saver certifi-
cate, has met with limited customer acceptance, and its cost has
proved to be extremely hard to cover on a profitable basis. Thisfact
underscores the need for aflexible-rate, variable-maturity instrument
by which the community bank can reduce its rate exposure in a
long-run rising-rate environment.

Implications for the Asset Structure. Although the preceding
scenario does suggest some tools available for liability management
at the community bank, the fact remains that for the time being the
community banker isextremely limited in the extent to which he can
effectively alter the rate sensitivity of hisliability structure. Thus, he
has had to turn to the asset side of his balance sheet to try to neutralize
his growing interest-rate exposure.

In the mortgage portfolio several different methods are being used
to increase the frequency at which the portfolio isrepriced. Three- to
five-year balloon mortgages have become very commonplace in
reducing the average life of the mortgage portfolio. In many cases
these carry a guaranteed renewal clause, which makes this an attrac-
tive instrument for the second- or third-time owner who has built up
substantial equity. For first-time buyers the variable-rate mortgage
has met with.some limited use. A third method that surpasses both of
these instrumentsin itsimmediate and dramatic effect on the bank's
asset structure is the sale of mortgages to Federal agencies or
mortgage bankers. Although the required standardization of pro-
cessing such aloan adds to its cost, it allows the bank to convert a
completely rate-insensitive asset into cash. Just as important, it lets
the bank continue to offer conventional mortgages to its customers,
which should help maintain the bank's vital deposit base.

This same strategy can be used just as effectively, and probably
more frequently, in the commercial and industrial loan portfolio. If
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the community banker hasagood network of willing correspondents,
he can sell or purchase participations or downstreams to minimize a
given rate exposure. As his larger money center counterparts also
look to manage their rate sensitivity.,the community banker, too, will
be looking for a market from which to buy or sell loans. On many
occasions he will find that his needs and the money center bank's
needs complement one another. In a high-rate environment, where
loan demand is sluggish but the community banker anticipates|ower
rates, he will want to purchase blocks of fixed-rate, longer-termloans
to reduce an exposure to dropping rates. In alow-rate environment,
the opposite is true, and he will want to sell loans in order to come
back to cash.

While the community bank's loan portfolio has become more
flexible, it isstill constrained to alargedegree. Consumer installment
loans continue to cause longer-term rate insensitivity and infact have
been under pressurefor longer maturities, asin thefour- and five-year
auto loan. Liketheliability structure, theloan portfolio will continue
to reflect customer needs and preferences.

Therefore, to fine tune hisrate sensitivity with better precision and
compensatefor the uncontrollable segmentsof his balance sheet, the
community banker must turn to his investment portfolio. This re-
mains the fastest and most useful means in his balance sheet for
adjusting his gap. As with the other segments of his balance sheet,
never before has the community banker had so many instruments at
his disposal. With each new type of liability introduced by the money
center banks has come an additional tool available on the asset side
with which the community bank can manage its interest margins.

In a situation where he may be bidding for the funds of a large
depositor, the community banker should survey current money mar-
ket rates in order to guarantee an appropriate spread. Then, on the
basis of his current gap, the maturity of theliability, and his outlook
for thefutureof interest rates, heshould invest in instrumentsthat will
reduce his rate exposure and maintain, if not increase, hisinterest rate
margins. These normally would include domestic CD’s, BA’s, Euro
CD's or TD’s, RP’s, commercial paper, T-Bills, or agency discount
notes. In situations where he wantsto increase the positive biasof his
gap, he can invest in government, agency, municipal, or corporate
notes, or bonds of longer maturities.

The use of the investment portfolio as a tool in rate sensitivity
management has two constraints for the community banker. Thefirst
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isthat in the case of the above-mentioned money market instruments,
the minimum denomination often is $500,000 to $1,000,000. The
second isthat any attempt to adjust the portfolio's maturity structure
that necessitates selling securities is constrained by any market de-
preciation in the portfolio. Although these constraints do detract from
perfect controllability, the investment portfolio still offersthe widest
range of rates and maturities for asset management.

Financial Futures. Another management tool — and one that has
received abundant publicity in recent years—isthe financial futures
market. It isbeing used in a number of capacitiesat the money center
banks but has yet to see extensive use at community banks. When
interest ratefutures are used effectively, however, they offer theided
hedge against interest-rate fluctuations that move in opposition to a
bank's gap. Where it may be difficult for the community bank to
change its exposure to a specific move in interest rates on a timely
basis, financial futures can increase or decrease this exposure im-
mediately.

The most crucial point for the community banker as he gets
involved with financial futures is to make certain that he is in fact
hedging and not inadvertently increasing his exposure. For this rea-
son the most appropriate application of the futures market for a
community bank is within the realm of rate sensitivity. In trying to
apply futures to overall portfolio appreciation or depreciation, the
result may be that cash transactions in the futures market are offset by
paper transactionsin the portfolio. In other words, gainsand lossesin
thefutures market are realized daily according to thefutures position,
whereas aportfolio does not realize again or loss until asaleis made.

An understanding of the impact of a futures position on a bank's
earningsiscrucial. Thus it is better to apply the futures market in a
rate sensitivity format where hedged items are more identifiable and
corresponding futures contracts can be bought or sold. The concern of
the bank in using the futures market should be to eliminate risk and
create performance that is in line with the bank's investment policy
and overall objectives.

More specifically, the community banker would be quick to point
to the six-month money market certificateasthelargest contributor to
his exposure to an increase in rates. This then would be the most
logical and practical item to hedge. An appropriate hedge for a
negative gap in arising rate environment would be to sell short the
90-day Treasury bill future contract, because it tends to move in
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tandem with the Treasury bill cash market that is used to price the
money market certificates. So while the bank's costs are increasing
due to higher rates on its CD’s, it is realizing a gain on its futures
position asits price is dropping. When the banker feels rates will go
no higher, he will buy back the contract at some lower price, revers-
ing his position and realizing a profit.

If the opposite had been true, the banker would have gone long in
the futures market to hedge a positive gap and the risk of lower rates.
It is readily apparent that the wrong combination of along or short
position can result in speculating instead of hedging. In addition,
different futures instruments and maturities will be appropriate for
hedging different balance-sheet items.

For these reasons every precaution should be taken when consid-
ering the futures market. The first step is the development of an
investment policy statement that specifically addresses futures. Sec-
ond, the bank should consult with the appropriate banking authorities
to insure that it will conform to sound banking and management
practices. Thisis especially important for the accounting elements of
futures. Third, the selection of a broker or other source of profes-
siona advice is critical. The relationship between the broker and
investor should be fully understood at the outset. It isimportant, for
example, that a broker be aware that a client is not interested in
trading in the futures market and that the broker be knowledgeable
about the bank's overall situation and objectives.

Relatively few community banks are involved with futures at this
point, but their number is increasing steadily. As conditions for
banking become more competitive, the need to be defensive and
minimize risk will become greater. Certainly there are money making
opportunitiesfor banksin interest-rate futures, but the most signifi-
cant feature of the futures market is the hedging mechanism to
provide stability in income, liquidity, and overall cash flow.

Conclusion

Over time, the continuing fundamental challenge of banking re-
mains the profitable employment of the sourcesof funds at an accept-
able level of risk. The methods devised to solve this problem have
evolved in response to the changing economic and financial climate.
Coordinated control of assets and liabilities that permits management
of the entire balance sheet as a unit through the use of interest-rate
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sensitivity is the latest innovation in funds management.

Besides the regulatory changes, banks will continue for some time
to be operating in an economic environment that will cause large
fluctuations in interest rates. Under these conditions, flexibility will
be more important to the banker than ever.

An axiom worth keeping in mind isthat banks of all sizescan profit
by specializing in services that will accommodate their basic mar-
keting areas. By doing this, and by remaining flexible and adaptable,
bank managers can refute some of the gloomy predictions about the
outlook'for commercial banking in the years ahead.



