May 1980

Q What are NOW accounts?

' o | Functionally, they are interest-

i ' bearing checking accounts.

s | Instead of writing a check, the
consumer writes a so-called negotiable
order of withdrawal, or NOW. It will look
exactly like a check, however, and it will
substitute perfectly for checks in day-to-day
use. Advertisements may even call it an
“interest-bearing check.” The attraction for
the consumer, of course, is that NOW
accounts pay interest while conventional
checking accounts do not.

Q Where can | open a NOW
_laccount?

- |Beginning December 31, 1980,
A depository institutions in all 50
states will be able to offer them
to households and nonprofit organizations.
Many banks, savings and loan associations,
and credit unions in the Southeast are
putting the finishing touches on their plans
to compete for these accounts.
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Q 'Are NOWs money?

' Yes. They function as money. The

A ' word “negotiable” in NOW
___________ | means they can be used for
transactions, just like checks. It does not
imply, by the way, that any “negotiation”
(in the sense of bargaining) is involved. The
Federal Reserve includes NOW balances in
its definitions of the nation’s money stock.
To ensure the Fed’s control over that
money stock for purposes of monetary
policy, every NOW-issuing institution will
be required to meet reserve requirements
against such accounts.
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Among the sweeping changes initiated by
the “Omnibus Banking Act” (
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» - Is there anything resembling
Q '‘a NOW account available
. X today?

| Yes. NOWs have been available

& for several years at many financial

=™ linstitutions in New England and
New York. Consumers there have accepted

( the new account enthusiastically, and
financial institutions there have found them
feasible. The New England experience with

3 NOWs provided much of the impetus to
expand NOWs nationwide.
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What about here in the
—— Southeast? Are there any
' NOW-type accounts
. available today?

[ = |There are some substitutes, but

| A 'they are generally more

_ =™ |complicated than NOWs. An
individual can ask his bank, for example, to
cover checks charged against his checking
account by shifting funds automatically
from his savings account. A few savings and
loan associations and credit unions also
offer telephone transfers or share drafts,
respectively. Some brokerage houses allow
qualifying customers to write checks, in
effect, against their stock or other
investment holdings.

You imply that NOW accounts

— will begin to replace these
| Q other specialized arrangements
. % | next year. Is that right?

| | Generally, yes. NOW accounts

j A iwill be simpler, more widely

. =™ lavailable, and closer to the
checklng account setup most people are
already used to. The other systems will not
disappear entirely, but the New England
experience suggests quite strongly that
NOWs will comprise most of the interest-
bearing checking-type accounts.
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A
Negotiable Order of '
>
Why cannot banks and
— | other institutions just pay
‘ }interest on checking account ADDRESS ‘
—— balances?
3
el PAY TO THE
T Payment of explicit interest on a ORDER OF
Jchecking account has been Y
=" _Iprohibited by law since the early
1930s. The so-called Omnibus Banking Act,
signed by President Carter at the end of BANK & TRUST
March, specifically legalizes nationwide U.S.A.
NOWs beginning December 31, 1980.
nH0BEILOOOEL. 0.:05% 4

— WWhat do you mean by
Q “explicit interest on a

checking account?”

earn implicit interest in the form

of services performed by a bank
— services like processing and keeping
track of checks. Studies at the Federal
Reserve Board several years ago estimated
that the average cost of such services was
equivalent to an explicit 42-percent rate of
interest on household checking accounts.
These services substitute for explicit
interest. So the checking account customer
generally “pays” for check processing and
bookkeeping services by letting his bank
use his checking account balance at zero
explicit interest.

AW Most checking accounts already

12

NOW s will be virtually indistin

,
Q W But with NOW accounts,
. X | that will change.

" |Right. What we have found in

' 'New England, and will probably
| find in the Southeast, is that
NOW-issuing financial institutions will be
unwilling to pay explicit interest on NOW
account balances without reducing implicit
interest in the form of free services. People
opening NOW accounts next year will
generally find themselves paying service
charges for checking-type services they are
now getting free, or for below cost.
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ishable from checks.

———— More institutions will be
| Q  offering NOWs than just
. X | banks, then?

L

! A ' and credit unions. In New

NOW accounts, thereby retaining high-
balance customers. Savings and loan
( associations there, in contrast, have

- o | Yes. Savings and loan associations

=™ lEngland, banks generally have set
,  high minimum balance requirements for

generally tried to attract smaller accounts as
a source of “core” deposits. Most experts
expect the same pattern to emerge in the

Southeast and elsewhere in the country.
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Will the explicit interest on a
————— NOW account be lower
| Q ' than on a conventional
. "% |savings (passbook) account?

| a | It may well be. That will be up to
\ ' how each individual institution
L= decides how to put together its
combination of explicit interest paid,
checking services offered, minimum
balances required, and whether or not
NOWs are offered separately or as part of a
package of other financial services. In
addition, until Regulation Q is phased out,
the maximum legal interest rate on NOWs
likely will be set below the ceiling on
regular savings accounts.

( Q  Will NOWs be a good deal

|

. "% [for the consumer, then?

‘ ~ | They won’t be for everyone. The
‘ 'person who now carries a large
=™ Ichecking account balance and
writes only a few checks a month will most
likely find NOWs very attractive; the low-
balance customer writing many checks may
not find it so. In general, though, the
consumer will have more options available,
and that is a plus. ER]
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Annotated
Bibliography on
NOW

Accounts

General . e 5

[1Crane, Dwight D. and Michael J. Riley. NOW Accounts,
Lexington, Mass.: Lexington Books, 1978, $16.00.

Aimed at managers and planners in financial
institutions, this book analyzes and evaluates
different NOW account strategies and provides
suggestions for institutions adapting to a NOW
account environment.

[Kizzia, Joe W. “As NOW Accounts Loom, Here’s Advice
from the Experts/What has Happened with New York
NOWs in Their First Year.” ABA Banking Journal,
December 1979, pp. 45-46.

Brief guidelines are given for planning and
implementing the introduction of NOWs as well as
a chart showing the NOW account activity in New
York by type of institution.

[1Longbrake, William A. and Sandra B. Cohen. “The NOW
Account Experiment.” Journal of Bank Research,
Summer 1974, pp. 71-85.

An overview of early NOW account developments,
including benefits and disadvantages to
consumers; competition among depository
institutions; and impact on costs, revenues, and
profits.

Bank Costs

[1“Demand Deposits — NOW Accounts Analysis” in
Functional Cost Analysis: 1978 Average Banks (Based
on Data Furnished by 780 Participating Banks in 12
Federal Reserve Districts), Federal Reserve System,
1979.

Tables provide analysis of NOW account activity
and earnings for banks in two categories, up to
$50M and $50M-$200M.

[1 Paulus, John D. Effects of NOW Accounts on Costs and
Earnings of Commercial Banks in 1974-75. Washington,
D.C., Board of Governors of the Federal Reserve
System, Staff Economic Study No. 88, 1976.

This study reviews shifts in market shares and

develops rough estimates of the direct effect of
NOW accounts on aggregate commercial bank
costs and earnings.

[1Reich, Kenneth E. “Now Account Costs: Some Myths
Won't Die.” Savings and Loan News, July 1979, pp. 86-
87.

The New England experience shows that NOW
accounts are not expensive to savings
associations, particularly if the service is priced
appropriately to build average balances and
generate service charge revenue.

Competition
[1 “Credit Unions Enter the Battle for Checking Accounts.”
Savings and Loan News, April 1976, pp. 66-68.
Described are several successful share-draft
programs.
[1 “NOW Accounts: The Firstest Will Get the Mostest.”
Savings and Loan News, December 1979, pp. 98-99.
Projections are made for 12, 24, and 36 months
for NOW account activity and growth at savings
associations nationwide.

Marketing

[1Baxter, Nevins D. “NOW Account Marketing — the New
England Environment.” Bank Marketing, August 1977,
pp. 6-11.

A consultant to banks makes suggestions on what
financial institutions can do to prepare for the
nationwide introduction of NOWs.

[1Reich, Kenneth E. “Here’s How to Project NOW Account
Volume.” Savings and Loan News, September 1979, pp.
112-113, 115.

A guide to projecting NOW account volume for
savings associations, based on timing of start-up,
competitors’ strategy, and pricing policy.

[1Reich, Kenneth E. “NOW Accounts Teach Marketing
Lessons.” Savings and Loan News, November 1979, pp.
113-115.

Various marketing strategies for NOW accounts
are discussed as well as alternative pricing plans.

Operations
[1Edwards, Raoul D. “The Challenge of Check Truncation
— For NOW Accounts?” United States Banker, February
1980, p. 46.
A brief description of the benefits of introducing
NOW accounts and check truncation
simultaneously.
[1“NOWSs Would Create Ocean of Problems for Data
Processors.” Savings and Loan News, February 1980,
pp. 94-96.
Savings association data centers look at potential
problems in processing NOW accounts; the issue
of truncation is considered.

Pricing

1 Bain, Geri. “When and if NOWs Go Nationwide, Proper
Planning and Pricing Will Be Critical to Profitability.”
Bank Systems and Equipment, February 1978, pp. 74-76.

New England’s experience with NOW accounts
shows that with planning, the negative effects of
offering interest-bearing checking accounts can
be minimized and some benefits gained.

1 Bauder, Howard L. “The Short-Term Income Benefit of
Long-Term NOW Account Planning.” Magazine of Bank
Administration, July 1978, pp. 28-31.

Uses computerized NOW account pricing models
to show how demand deposit accounts can be
rearranged to enhance profits.

[1 Brennan, Peter J. “Some Lessons from New England
about the Pricing of NOW Accounts.” Banking, October
1978, pp. 64-66, 68, 72.

Discussed are some of the pricing questions New
England banks have confronted and some of their
answers.

[1 Crane, Dwight B. and Michael J. Riley. “Strategies for a

NOW Account Environment.” The Bankers Magazine,

January/February 1979, pp. 35-41.

A study of the New England NOW experience
provides a framework for aiding institutions in
determining which accounts are most profitable
and what the optimal pricing policy is. (Tables)

Furash, Edward E. “NOW Accounts: Preparing for the

Inevitable.” United States Banker, Pt. |, February 1979,

pp. 24-28; Pt. I, March 1979, pp. 36-39.

These articles suggest that NOW accounts require
a basic reevaluation of the consumer banking
business while providing banks an opportunity to
undo pricing mistakes of the past.

1 Motley, Lawrence. “NOW Accounts: Profitable for Your
Bank?” Bank Marketing, April 1979, pp. 13-17.

Although NOW accounts were initially less
popular and showed less activity, the higher
resultant balances and fees made them
significantly more profitable.
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